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1. Summary

1.1 This initial submission sets out our views on the proposed merger between Mid Kent Water and South East Water following the acquisition of South East by Utilities Trust of Australia (UTA) and Hastings Diversified Utilities Fund (HDF). 

1.2 The Competition Commission will decide whether this merger will prejudice our ability, in carrying out our functions, to make comparisons between different water enterprises and if any action should be taken to remedy, mitigate or prevent the prejudice. 

1.3 Water companies are regional monopolies with very little market competition. Because of the absence of market competition to drive benefits for customers, we use comparative competition to deliver value for the vast majority of customers for whom there is no prospect of being able to choose an alternative supplier. 

1.4 Comparative competition underpins the way in which we regulate the water industry. We make cross-industry comparisons to set price limits, to monitor companies’ ongoing performance, and to ensure all companies progress towards the best performance. 

1.5 We consider any merger will mean some prejudice to our ability to make comparisons. The degree of prejudice will not always be the same.  For example a merger between two water and sewerage companies will have a far greater detriment than a merger between two small water only companies. In some cases, for example the impact of merging two water and sewerage companies, we may argue that the damage to our ability to make comparisons is so great that we would seek the prohibition of such a merger.

1.6 We have found that companies under common control are influenced by their ownership which sets the overall culture, management style and priorities for individual companies within the group. Common ownership can limit the development of individual management styles, which experience has shown is important in delivering performance.

1.7 We believe that a merger between Mid Kent Water and South East Water will be a detriment and will prejudice our ability to make comparisons between water companies. A merger will mean that we will lose:

·  an independently owned company in perpetuity reducing the number which we have to make comparisons between which affects the robustness of our comparative models; 

·  an independent company that could become a benchmark company, which is a detriment for all customers; 

·  the potential of an innovative management style; and

·  the range of performance that a diverse group of companies will display.
1.8 While we do not necessarily believe that this merger should be prevented, we do expect remedies to offset the detriment to our ability to make comparisons. These should provide benefits not only to Mid Kent and South East’s customers but to all customers across the industry. At present we do not have any details from UTA and HDF about the scale or type of benefits it considers this merger might achieve and we will wish to revisit this area as further information comes forward.

2. Background

Ofwat’s general approach

2.1 We, Ofwat (The Water Services Regulation Authority) are the economic regulator of the water and sewerage companies in England and Wales. Our duties are laid down in law and, where necessary, we make judgements about how best to balance these duties. Our duties include protecting the interests of consumers, where appropriate by promoting effective competition. We exercise our powers in a way that we judge will allow the companies to carry out their functions properly, and to finance them.
 

2.2 Ofwat succeeded the Director General of Water Services on 1 April 2006. Our Board directs our policy and approach and this submission reflects the Board’s views.

2.3 One of our main tasks is to set price limits for the companies and to monitor and compare their performance. The price limits restrict the increases in charges that companies can make to their customers each year. The current price limits were set in 2004 for the period covering 2005-2010. Our approach to setting price limits is underpinned by comparative competition in what is essentially a monopoly industry.

2.4 We use comparisons extensively in our work both at price reviews and to monitor the companies’ ongoing activities. We make cross-industry comparisons and expect all the companies to make progress towards the performance of the best. Each year we set out in our five annual monitoring reports how the companies are performing and set out the actions that we expect the poorer performers to undertake to improve. Since privatisation the companies have made significant progress in improving their efficiency and the service that customers receive. 

2.5 The last reference to the Competition Commission of a merger involving a water company was the proposed acquisition by Vivendi Water UK PLC of First Aqua (JVCo) Limited (the owners of Southern Water Services Limited) from First Aqua Holdings Limited in 2002.  This merger is the first reference of a water merger since the merger provisions in the Enterprise Act 2002 came into force in December 2004.  

The industry
2.6 We regulate the 10 water and sewerage companies and 12
 water only companies, that provide water and sewerage services to most people living in England and Wales. The water industry had a turnover of £8.2bn for 2005-06 of which £4.1bn comes from the water service and £4.1bn from the sewerage service. Water is delivered to over 24 million properties, providing water to over 53 million people. The total amount of water delivered per day is on average just over 12,650 Megalitres (ML), with almost 70% delivered to domestic households and the remainder to non-household properties.

2.7 
Within their areas of operation each company is a virtual monopoly and domestic customers have no choice of supplier. There is limited scope for competition. The Water Act 2003 introduced scope for new entrants to supply customers using at least 50 ML per year (we estimate there are 2,200 of these) from 1 December 2005. Progress has been very slow. Although five licences have been granted to potential new entrants no customers are actually being supplied by new licensees as yet. Inset appointments are available, but in practice since 1992 only eleven customers have taken advantage of them.  There is, therefore, minimal direct market competition in the industry, which is why our need to make comparisons is essential. 

This merger 
2.8 This initial submission covers the reference to the Competition Commission (the Commission) of the proposed merger between Mid Kent Water (MKT) and South East Water (SEW) following the acquisition of SEW by UTA and HDF. UTA and HDF currently own 100% of MKT and have done so since February 2005.  Our views take account of the information provided to us by UTA and HDF to date. 

2.9 UTA is an unlisted open-ended unit trust established in 1994. Its investors are mainly Australian superannuation funds. HDF was established to invest in utility infrastructure assets and is a managed investment scheme. 

2.10 SEW is a regulated water only company providing water services to customers in the south east of England. SEW’s total supply area is split into two distinct areas. The Mid Southern area serves an area of around 1,500km in parts of Berkshire, Hampshire, Surrey and West Sussex. The South East area serves an area of around 2,100 square kilometres, in parts of Kent and East and West Sussex. This area is contiguous to the MKT operating area. MKT is also a regulated water only company. MKT’s area of operation covers 2,050 square kilometres in Kent and parts of Sussex supplying the main centres of Ashford, Canterbury and Maidstone. 

2.11 UTA and HDF have informed us that it intends to merge SEW and MKT Water. They expect the merger will deliver benefits to customers, employees and stakeholders as well as ensuring long-term stability of both SEW and MKT.  We do not have any details from UTA and HDF about the scale or type of benefits it considers this merger might achieve. 

Layout of our submission

2.12 We have included background on each of the companies, our broad approach to comparative competition and mergers in general and this particular reference. We also cover the potential benefits of this merger and how the damage to the comparative regime of this merger could be remedied in the main body of the text.  Annex A sets out in more detail for each policy area how we use comparative competition and annex B provides background information on the regulation of the water industry.  

3. The companies

3.1 
This section describes the environment in which the two companies involved in this inquiry operate and the characteristics of the companies themselves.  The description covers each company’s ownership history, its area of operation and its performance.  It also sets out some of the particular obligations and key challenges each of the companies faces in the review period 2005-10 and looking beyond that.  

Mid Kent Water

General background

3.2 MKT was incorporated by the Mid Kent Water Act in 1898.  The company serves a population of around 600,000 (210,00 homes and 24,000 businesses) in an area covering around 2,050 square kilometres in Kent.  Its area of operation supplies the main centres of Ashford, Canterbury and Maidstone, although it also serves a significant proportion of rural customers.  However, the company can expect the population that it serves to grow.  Ashford is designated as one of the growth towns in the south east and the company will need to meet increasing demands for water.

3.3 MKT’s turnover of £44.4 million means it is amongst the smallest of the companies (16th largest by turnover out of 22) we regulate.  By comparison Thames Water Utilities Limited is the largest water and sewerage company with a turnover of over £1,350 million for the combined water and sewerage service of which around £660 million comes from the water service.  

3.4 The table below sets out price limits that we set for MKT in December 2004 for each year and the average over the five years. The price limits are before inflation. For example, its price limit for 2006-07 is 2.9% (0.5% plus inflation of 2.4%).  Its average price limit of 3.3% for the period 2005-10 compares with the industry average of 4.2% for all the companies and 3.1% for the water only companies. 


2005-06
2006-07
2007-08
2008-09
2009-10
Average

Price limit
9.0
0.5
1.9
2.6
2.7
3.3

3.5 
The company’s average bill in 2006-07 is £152 (above the industry average of £142).

3.6 The table below sets out what is driving charges in bills for MKT in the period 2005-2010. The table compares the company’s final business plan with the impact of the price limits we determined. In both cases the key driver of the change in bills is maintaining security of supplies to customers.  In our price limits, we expected greater efficiency from the company and allowed reduced amounts for future operating costs and capital maintenance compared with the company’s plan. 

WHAT IS DRIVING THE CHANGES IN BILLS? (2004-05 prices)
Company business plan*
Final Determination

Average household bill in 2004-2005
131
131

Less
1)
past efficiency savings and outperformance
(3)
(1)


2)
scope for reduction through future efficiency improvements
(5)
(8)

Plus
3)
maintaining base services
17
8


        of which:




a)
changes in revenue
1
1


b)
changes in operating costs
9
6


c)
changes in capital maintenance
9
4


d)
changes in impact of taxation
(4)
(4)


e)
financing
2
1


4)
maintaining security of supplies to all customers
13
16


5)
the impact of improvements in drinking water quality
4
5


6)
the impact of environmental improvements
-
-


7)
Improvements in service performance
-
-

Average household bills in 2009-2010
157
151

*This is Ofwat's recalculation of the bill impacts based on the financial modelling data submitted with the business plan.

3.7 Since Swan Capital took over MKT we have seen a significant change in the attitude of the company to compliance and performance. This is evidence from its progress in improving its efficiency and levels of service to customers and its general interaction with Ofwat.  This is clear evidence that ownership and management does influence a company’s performance.

Operating performance

3.8 Each year we assess the service each company delivers to its customers across a wide range of areas in the overall performance assessment.  The services incorporated into this assessment include water supply measures, customer service measures and the company’s environmental impact including leakage.  The overall performance assessment gives rise to a scale of performance.  MKT’s 2005-06 performance with a score of 278 was in the middle of a pack where the top score was 288 and the bottom score 241 (out of a maximum of 288).  This was a deterioration to its performance in 2004-05 when it scored 283 and was in the top third of the companies.

3.9 For each of the customer service indicators that we identify – unplanned interruptions to supply, responding to billing contacts, responding to written complaints and billing metered customers, the company’s service levels are judged to be good.  On one measure, the number of properties that suffer from inadequate pressure, MKT’s performance is acceptable but does not match the performance of the majority of companies, most of whose performance is good – 0.07% of Mid Kent’s connected properties are below the reference level compared to an industry average performance of 0.03%.

3.10 MKT’s security of supply index banding has moved from band B in 2004-05 to band A in 2005-06. The company has improved the connectivity between resource zones and has restored security of supply in its Stansted resource zone. The company is meeting its leakage target of 28ML per day.

3.11 Our latest analysis (2005-06) ranks MKT as band B for operating cost efficiency (on a scale where A is most efficient and E is least efficient) and it is ranked 13 of the 22 companies.  It has made significant progress in improving its relative operating cost efficiency, it was judged to be one of the least efficient in 1992-93.  At the price review in 2004 MKT’s costs were within 10-15% of the benchmark for operating costs (a lower B). The least efficient companies’ costs were within 20-25% of the benchmark. 

3.12 For capital maintenance costs MKT is currently assessed as band C (and ranked 18 out of 22).  At the price review in 2004 it was between 10-20% of the benchmark, whereas the worst performing companies were within 20-30% of the benchmark.  

3.13 We assess the serviceability of the companies’ assets on a scale of deteriorating, marginal, stable and improving. We require them to have assets classified as stable by 2007-08. Serviceability is the capability of the company’s assets to deliver a reference level of service to customers now and into the future. The overall assessment of serviceability reflects the company’s relative asset performance based on key indicators for each sub-service. MKT’s serviceability for both the above ground and below ground asset networks is stable.  

Water resources

3.14 Water companies have since 1999 voluntarily produced water resources plans that detail how they will meet increasing demand over a 25-year period at least cost. These plans consider measures to reduce demand as well as to increase supply (eg, through improvements to existing sources and the development of new water resources). These plans were last revised and updated in April 2004. Under the Water Act 2003, they are now a statutory requirement and the next water resources plans will be subject to public consultation in 2008.

3.15 Aquifers (groundwater) provide 70% of the water supplied in the south east. Aquifers refill over the winter when rainfall is not absorbed by plants and soil. This refill is, therefore, dependent on winter rainfall and the aquifers are susceptible to dry winters. Rainfall has been below average for the last two years in England and Wales with the south east of England experiencing the lowest levels. 

3.16 85% of MKT’s supply comes from aquifers. The remaining 15% is provided from surface water sources; 12% from the River Medway Scheme, which is operated by Southern Water Services (SRN) (but is 25% owned by MKT) and 3% is imported as bulk supplies from SRN. 

3.17 As the company relies almost exclusively on groundwater for its supplies, it has therefore faced significant challenges to manage its demand in the last two dry years. All of its groundwater sources are below the long-term average (LTA) levels with some sources near or below the historic minimum level. If rainfall this winter is below the LTA, the decline in groundwater levels will continue. Reservoir levels for the company are currently reasonable. A company-wide hosepipe and sprinkler ban has been in place since 8 August 2005.  Although it was granted a non-essential use drought order on 25 May 2006 it did not need to implement any non-essential use restrictions. The non-essential use drought order expired on 25 November 2006.  

3.18 35% of MKT’s household customers are on a metered supply (the current industry average is 28%). MKT received £9.8m in revenue (about 22% of the total) from its household metered customers in 2005-06. 
3.19 Metering projections for MKT are 44% by March 2010 and 75% by 2030. 

3.20 The average household per capita consumption (pcc) is 165 l/head/d for MKT. This compares to the industry average of 151 l/head/d. For MKT, unmetered household pcc is 174 l/head/d and metered pcc is 143 l/head/d. The industry average for unmetered household pcc is 155 l/head/d and the metered household pcc is 136 l/head/d.

3.21 Population growth is an additional challenge for MKT. The former Office of the Deputy Prime Minister (ODPM) designated Ashford as one of the growth towns in the south-east of England. The Department of Communities and Local Government (DCLG) has since identified new growth locations for housing. One of these new growth areas is located within MKT’s (Maidstone) operating areas in Maidstone.  By 2016, over 5,000 homes are due to be built in Maidstone. The South East of England Regional Assembly (SEERA) has also developed the South East Plan, which details changes in the region over the next 20 years and includes housing forecasts. SEERA expect an average of 28,900 homes to be built per annum between 2006 and 2026.  

3.22 In its business plan at the last price review MKT estimated that new development planned in the south east will result in a [ ] increase in the number of properties its supplies over the 25-year planning period (around [ ] properties). Of which it expected almost [ ] to be connected in the period 2005-10. 

3.23 The expected annual growth in London, the South East and East of England between 2005 and 2010 was 74,000 new households but the latest forecast is for 79,000 new households per annum.

3.24 MKT’s price limits for 2005-10 assumes funding in 2004 to construct a series of transfer mains, running between storage reservoirs, to transfer water from Bewl Reservoir to Ashford.  MKT expects to complete this by 2009, notwithstanding current planning delays. MKT has commenced economic and environmental investigations into constructing a new reservoir at Broad Oak, in the north of its region.  It anticipates commissioning Broad Oak in 2019.

Financial performance

3.25 The company is relatively highly geared with gearing of 77% (31 March 2006) compared to the industry average of 59%. The company’s regulatory capital value for 2005-06 is £228 million.
3.26 On 8 March 2001, Swan Capital Investments (Swan) announced that it had made a recommended offer to acquire all of the issued share capital of Mid Kent Holdings, the listed holding company of Mid Kent Water Ltd, the appointee. 

3.27 This was a highly leveraged transaction. On acquisition, the consolidated level of borrowing in Mid Kent Holdings was increased to the equivalent of 95% of Mid Kent Water Ltd’s regulatory capital value (RCV). Initially, gearing at Mid Kent Water Ltd remained unaffected.

3.28 In 2002, Mid Kent Water Ltd, the appointee, raised [ ] of debt via Artesian, a financing subsidiary of the Royal Bank of Scotland. The proceeds of which were paid up to the parent. This had the effect of gearing Mid Kent Water Ltd to circa 77% by 31 March 2003, compared to circa 36% at 31 March 2002. Gearing at 31 March 2004 and 31 March 2005 was 81% and 78% respectively.  

3.29 [ ]. Gearing at 31 March 2006 was circa 77%.

South East Water 

General background

3.30 SEW’s total supply area covers around 3,600 square kilometres and serves a population of around 1.5 million.  The company is split into two distinct non-contiguous areas.  The Mid Southern area is around 1,500 square kilometres in Berkshire, Hampshire, Surrey and West Sussex; and the South East area covers 2,100 square kilometres in parts of Kent and East and West Sussex.  The South East area of the company is contiguous to MKT.

3.31 On 2 October 2006 the company was acquired by UTA/HDF.  Prior to that the company was owned by the Macquarie European Infrastructure Fund.  Macquarie sold on SEW in order that it could pursue its purchase of Thames Water. Macquarie acquired the company in October 2003 from the French group Bouygues which managed SEW through its UK parent company Saur Water Services plc.  Prior to January 1999 SAUR managed Mid Southern Water and South East Water as two separate companies.  The three companies that made up South East Water – Eastbourne Water, Mid-Sussex Water and West Kent Water were merged into a single company in April 1994. 

3.32 SEW’s turnover of £112.6 million means that it is the second largest of the water only companies by turnover, and the only one of the water only companies apart from Three Valleys Water that we would use on its own as a benchmark company. In total turnover terms it is the 12th largest out of the 22 companies.

3.33 The table below sets out the price limits we set for SEW in December 2004 for each year and the average over the five years. These price limits are before inflation. For example its price limit for 2006-07 is 4.7% (2.3% plus inflation).  Its average price limit for the period 2005-10 is 3.7% per year. 


2005-06
2006-07
2007-08
2008-09
2009-10
Average

Price limit
15.8
2.3
2.2
0.5
-1.6
3.7%

3.34 The company’s average bill in 2006-07 is £160, £18 above the industry average of £142.  Bills in SEW also vary between the four areas of the company that were originally separate companies. The merger will potentially give rise to five different tariffs operating in the merged company.

3.35 The table below sets out what is driving changes in bills for SEW in the period 2005-10. The table compares the company’s final business plan with the impact of the price limits we determined. The significant difference between the two is our lower assessment of the amounts needed to maintain base services, particularly operating costs. 

WHAT IS DRIVING THE CHANGES IN BILLS? (2004-05 prices)
Company business plan*
Final Determination

Average household bill in 2004-2005
129
129

Less
1)
Past efficiency savings and outperformance
(9)
(3)


2)
Scope for reduction through future efficiency improvements
(2)
(6)

Plus
3)
maintaining base services
37
20


        of which:




a)
changes in revenue
1
1


b)
changes in operating costs
18
5


c)
changes in capital maintenance
8
8


d)
changes in impact of taxation
7
4


e)
financing
3
2


4)
maintaining security of supplies to all customers
9
9


5)
The impact of improvements in drinking water quality
3
2


6)
The impact of environmental improvements
-
-


7)
Improvements in service performance
-
-

Average household bills in 2009-2010
167
151

*This is Ofwat's recalculation of the bill impacts based on the financial modelling data submitted with the business plan.

Operating performance

3.36 The company is assessed as providing a ‘good’ service to customers across each of the indicators that we measure.  In our overall performance assessment for 2005-06 SEW scores 279 (slightly higher than MKT).  This is an improvement over its score of 271 in 2004-2005.

3.37 SEW is meeting its leakage target of 69 ML and its security of supply is    band B (ranked 17).

3.38 Our most recent analysis based on 2005-06 data indicates that SEW is    ranked in band B (14th of the 22 companies) for operating efficiency.  Like MKT it has made progress and its relative efficiency has improved.  At the last price review, like MKT, it was within 10-15% of the benchmark for operating efficiency. 

3.39 For capital maintenance efficiency SEW is ranked in band B (16th in the industry).  At the last price review it was within 10% of the capital maintenance efficiency benchmark and was one of the ten most efficient companies for this aspect of its operations.

3.40 SEW’s serviceability for water infrastructure is stable and improving for non-infrastructure. 

Water resources

3.41 The Mid Southern area of SEW is predominantly supplied by groundwater sources while the South East region comprises a balance of groundwater and surface water sources (river and reservoir). SEW imports bulk supplies from SRN, Sutton and East Surrey Water and Three Valleys Water. 

3.42 The company has managed its situation over the periods of dry weather since autumn 2004.  Currently its groundwater sources are below LTA levels but its reservoir levels are reasonable. Like other companies in the south east it imposed a company-wide hosepipe ban on 3 April 2006 to manage its resources and this remains in place. A hosepipe ban in its Kent and Sussex areas had been in place since 30 July 2005.

3.43 31% of SEW’s customers are on a metered supply (the current industry average is 28%). SEW received £24.3m in revenue (about 22% of the total) from its household metered customers in 2005-06.

3.44 For SEW, the metering projections are 38% of domestic customers by March 2010 and 65% by 2030.  

3.45 The average household per capita consumption (pcc) is 166 l/head/d for SEW. This compares to the industry average of 151 l/head/d. Both unmetered and metered household pcc are the same for SEW, at 166 l/head/d. The industry average for unmetered household pcc is 155 l/head/d and the metered household pcc is 136 l/head/d.

3.46 DCLG has identified Basingstoke within SEW’s operating area as a new growth location for housing. By 2016, over 9,500 are expected to be built in Basingstoke. 

3.47 SEW expects to connect around [ ] new properties between 2005 and 2010. 

Financial performance

3.48 At 31 March 2006 the company had gearing of 82% and a regulatory capital value of £520 million.

3.49 On 1 October 2003, Macquarie announced that it had acquired from French group Bouygues all of the equity of South East Water plc, the appointee. Macquarie changed the appointee’s name to South East Water Ltd in 2004.

3.50 [ ]

3.51 In spring 2004, Macquarie refinanced part of the acquisition facility and an inter-company loan from Macquarie Water UK (which replaced an inter-company loan from previous owners SAUR at the time of the acquisition) by raising a mixture of nominal and index linked debt through securitised bond transaction. This increased the gearing at SEW from circa 34% at 31 March 2004 to circa 79% by 31 March 2005. By 31 March 2006 SEW gearing had risen to circa 82%.

3.52 On 2 October 2006, Hastings Diversified Utilities Fund (HDUF) and Utilities Trust of Australia (UTA) acquired 100% of South East Water. HDUF and UTA are provided equity, preferred equity and shareholder loans totalling approximately [ ]. UTA provided a bridge financing of circa [ ]. UTA is also providing a commitment to provide equity funding to SEW in the period up to 2010 of around [ ]. There was no change to the financing arrangements of the appointee. 

4.
Market competition

4.1 Direct market competition in the regulated water sector continues to be limited and at the margin. In December 2005, the Water Act 2003 introduced some opportunity for new entrants to compete for business of eligible customers of whom there are approximately 2,200. However for domestic customers, who account for 94% of industry turnover, there is little prospect of being able to seek alternative suppliers now or in the near future. 

4.2 Despite the introduction of the new regime no customers have yet switched to new entrants. We are concerned about this lack of progress and are reviewing our own approach to competition to see what we can do to encourage more entry. We have also asked the government to review the competition regime parameters that are set out in legislation. There are 19 eligible customers in MKT’s area and 34 eligible customers in SEW’s area. 

4.3 A merger between MKT and SEW will reduce the opportunities for customers of either company to benefit from cross-border supplies from the other company.  It also reduces by one the number of suppliers from whom to seek a cross-border supply for customers served by neighbouring companies. 

4.4 However as cross-border supplies rely on the customers involved funding the costs of any pipework required to make the connection to another company’s network the opportunity to take advantage of this area of competition is limited to those very close to the border between companies supply areas. 

5.
Comparative competition
5.1 In this section we set out how we use comparative competition to make our decisions.  By and large the water industry in England and Wales operates a monopoly service and we rely on comparative competition to regulate the industry including setting price limits. Our ability to make comparisons between a wide number of companies is essential.  

5.2 On a practical day-to-day basis our work uses comparisons of companies’ performance and we use best practice both to judge the performance of others and to raise standards across the industry.  In the absence of a competitive market that exerts continuous pressure to drive down prices and deliver service and efficiency improvements, we have needed to develop alternative tools and approaches.  It is our ability to make comparisons that has allowed us to set appropriate price limits that have allowed the industry to deliver both significant capital programmes whilst also delivering significant efficiency and service improvements. 

5.3 Consumers are concerned not just about the price they pay but also the service they receive.  Since 1989 we have worked to develop the ways in which we use comparative competition to regulate the companies and to drive them to compare their performance to others and to strive to improve.  We extensively use ‘league tables’ to compare performance. No company wants to be at the bottom of any of our rankings; companies compete to be at the top of our league tables.  The desire to be seen as a high performer places a significant incentive upon companies to improve their performance.  

5.4 We do, however, recognise the limitations of comparative competition, which can never replicate fully the pressures of a genuinely competitive market. 
5.5 We strongly believe our ability to use comparisons is central to a robust and challenging regulatory process. The use of comparisons forms a backdrop to all of our work, and we are able to challenge companies whose performance falls short of their peers in all aspects of regulation from reviewing the quality of their asset management data systems to the levels of service delivered.  The use of comparisons translates directly in quantitative terms in the assumptions about efficiency improvements that we make. 
5.6 At the broad level publishing comparative information on individual company performance and making cross-industry relative efficiency judgements at price reviews are the most explicit ways in which we use comparative competition to regulate the industry. But our entire approach is premised on our ability to make comparisons.  For example, in thinking about a specific company or a specific service measure, we will consider best practice in that area and how performance compares with others operating in similar circumstances and what it needs to do to improve. 

5.7 The use of statistical comparisons increases our understanding of the scope for efficiency improvements for individual companies, and ensures that companies are challenged and incentivised to deliver constant improvements in the efficiency with which they deliver services to customers.  This form of comparative analysis mimics the constant pressure for innovation and efficiency improvements in competitive markets, and introduces a dynamic element into monopoly regulation based on actual performance by the industry and not simply regulatory assumptions. 

5.8 For comparative competition to work effectively we need sufficient comparators that are independently operated.  For the sewerage service our comparisons are limited to ten independently operated companies.  On the water side we have a larger number of comparators.  There are 22 companies that provide water services although three of these share owners – Folkestone & Dover Water Services Ltd, Tendring Hundred Water Services Ltd and Three Valleys Water plc, all of whom are part of the Veolia Water UK Group.  So effectively there are twenty independent owners operating at present.  This merger would reduce the number to nineteen. 

5.9 We have pursued the possibility of using international comparisons and each year we publish our report ‘International comparisons of water and sewerage service’.  This compares the performance of companies operating in the UK (including those operating in Scotland and Northern Ireland); European countries including Scandinavian and the Netherlands; and from outside Europe, the USA and Australia.  The information we collect provides us with useful benchmarks against which to compare the performance of the companies in England and Wales.  Due to the difficulties in collecting consistent and comprehensive data from countries that operate in very different regulatory environments we cannot use the information for price setting purposes.  However the information does provide us with useful benchmarks against which to judge how companies operating in England and Wales compare.  But it does mean that we are largely reliant on our ability to make comparisons between companies operating in England and Wales.  Equally the Water Industry Commission for Scotland uses comparisons with companies operating in England and Wales to regulate Scottish Water. 

5.10 Another challenge we face is that of information asymmetry. Companies know their businesses and what they can and cannot do, much better than the regulator.  Under a system of monopoly regulation, companies may have strong incentives not to reveal full information about their ability to improve efficiency.  Comparative competition based on sound statistical techniques provides an objective means of overcoming some aspects of the inherent information asymmetry.  Statistical comparisons reveal information about the relative performance of companies, both to the regulator and also to companies’ investors and managers.

5.11 There is no finite number of comparators that will allow us to make sensible and robust comparisons. But each merger between water companies will reduce the number of comparators and, in purely numerical terms, the detriment of each successive merger is greater than the previous one. We do not consider there is an absolute minimum number of comparators, but the more independent sources of data we have, the greater our ability to make appropriate and robust comparisons. The more options there are – in terms of companies – then the more scope there is for innovation in service delivery, cost efficiency, pricing and performance.  Furthermore there is less scope for hiding poor performance or colluding to the detriment of customers. 

5.12 Fewer comparators impedes the statistical robustness of our modelling, gradually weakening the power of comparative competition in perpetuity.  If our statistical models become less powerful and we are able to place less reliance on them, then the regulator is much less well-placed to set challenging efficiency assumptions for companies when setting monopoly price limits.  In effect the evidence base is eroded and, given our duties to secure the financial sustainability of the industry, the ability to set dynamic targets for future improvements in efficiency will be more limited.  This will have a permanent effect on the potential for dynamic efficiency gains under monopoly price regulation.

5.13 For example, for the purposes of our analyses of relative operating and capital maintenance efficiency we measure the performance of all companies against the performance of the best – the benchmark company – and expect all companies to make progress towards that point. The larger companies have the potential to become the frontier company and the smaller companies can contribute to the efficiency benchmarks. Because we make assumptions on future efficiency for all companies with reference to the benchmark all customers have an interest in this being as challenging as possible.  Any reduction in the number of comparators has an impact on all customers either through reducing the robustness of our modelling systems leading to more cautious assumptions; or removing a potential frontier company; or by reducing the range of possible frontier companies.  

5.14 As part of our approach to setting price limits we try to find a balance between incentives and the efficiency assumptions we make.  Our ‘carrots and sticks’ approach is described in detail in pages 28 to 32 of ‘Future water and sewerage charges 2005-10: Final determinations’.  This approach means we do not apply the whole scope for efficiency improvements to companies but give them an incentive in price limits to outperform. 

5.15 We are currently working with the industry on a joint project on our approach to assessing efficiency in the water industry. A project steering group was formed to include representatives from Ofwat, UKWIR and the industry (including Water UK). In March 2006, the group appointed consultants (Reckon) to review our approach to assessing efficiency. The review has focused on making recommendations that produce an approach to efficiency analysis that:


encourages efficiency and innovation;


protects the interests of consumers; and


enables companies to finance their functions.

The project is due to be completed in January 2007.  As the completion date approaches, the following five areas have been identified for possible development. Some of these area were identified in the Competition Commission report on the Vivendi/Southern merger proposal.

The areas include:


improving the transparency of the key regulatory judgements;


integration of the capital maintenance efficiency analysis with capital maintenance planning;


improving the structure and approach to studies of the scope for future efficiency;


integration of special factor adjustments into the efficiency modelling process; and

· taking advantage of available data to enrich the econometric modelling process.
5.16 For comparative competition to work effectively we also need a sufficient number of companies within different categories as well as across the industry as a whole. These categories include the size of the company, the geographical location in which the companies operate and any obligations the companies may be subject to. This merger would reduce the number of companies working in the south east of England operating area.

5.17 In practice, due to the different size of each of the companies (industry turnover ranges from £14 million at Tendring Hundred to £1,350 million at Thames), the very different operating conditions in which they operate and the differing obligations placed on them, we also make comparisons across different sub-sets of the companies as well as at the industry level.

How we use comparators
5.18 We have developed, over time, with the industry a number of indicators that we use to assess the relative performance of the water and sewerage companies and to drive competitive pressures to outperform each other.  In annex A we set out for each policy area a description of the approach we take, how we use comparisons and what improvements we have delivered as a result.

5.19 The policy areas covered in annex A are:

· operating expenditure 

· capital maintenance

· maintaining the balance between supply and demand

· quality enhancement – drinking water

· customer service

· tariffs

· revenue

· financial performance

· transfer pricing 

· ring fencing

· corporate governance

· competition.

6.
Our approach to mergers

6.1 Water companies are regional monopolies with very little competition. We consider that any merger has a detriment to our ability to make comparisons between companies. The loss of even one independently owned company weakens comparative competition, which has allowed us to deliver our statutory duties. We assess each potential merger with an open mind, but for any merger an appropriate remedy or countervailing benefit is necessary to offset the detriment to our ability to make comparisons. 

6.2 In considering our overall approach to mergers we have sought to identify the principles that we should apply and also a broad scale of detriment arising from any merger.  However, our evaluation of each proposed merger needs to take into account the particular circumstances of the companies involved and the specific detriments that will arise as a result and how they can be remedied.  Equally any benefits of the proposed merger need to be considered.  

6.3 The principles we apply are set out below:

· Any merger is a detriment and prejudices our ability to make comparisons. 

· Reducing the number of companies with independent ownership further prejudices our ability to make comparisons. At present there are only ten fully independent comparators for sewerage and 20 for water. The robustness of our econometric modelling relies on the largest possible numbers of comparators.  Any reduction to the number of comparators has an impact on the robustness of the analysis produced by these models.

· Each merger permanently reduces the number of independent comparators and as a result the detriment to the comparative regime increases for each successive merger. 

· Companies that are at or are close to the efficiency/service frontier in more than one area are valuable comparators. There are no guarantees that the merging of activities and management will allow the companies involved to remain at the efficiency frontier or establish a new frontier. Evidence from previous mergers shows that it takes a number of years for merged companies to deliver the efficiency savings that the merger is designed to deliver.

· A merger between two sewerage companies has the greatest detriment on our ability to make comparisons. Even if two merged water and sewerage companies continued to be operated as separate companies or to be subdivided as Vivendi suggested in the Southern case they are less valuable comparators than independently operated companies.

· Mergers between contiguous companies can affect our ability to make comparisons between companies that are operating in similar circumstances facing similar issues.  Although we recognise that in some instances a merger between two smaller contiguous companies could potentially provide a comparator with an improved ability to deal with local issues. This is balanced by the damage to our comparative regime of a merger that involves contiguous companies. Where a company is taken over by another company operating in the industry – that is not contiguous – there is a greater possibility of it being divested and potentially becoming an independent comparator than there is for contiguous companies where the activities are merged to a greater extent. 

· A merger diminishes the potential range of performance that a diverse group of companies displays.

6.4
Stone and Webster consultants published, in January 2004, its ‘Investigation into evidence for economies of scale in the water and sewerage industry in England and Wales’. This was work it had undertaken on our behalf. This concludes that there are only small economies of scale from mergers between average sized water only companies and that horizontal integration of water and sewerage services could lead to diseconomies of scale. Stone and Webster consider this implies that further consolidation of water and sewerage companies with water only companies would not guarantee any real benefits.  But they did suggest there are potential economies of scope arising from the vertical integration of water production and distribution with the potential for reducing overall water supply costs.   

The industry
6.5 
The companies operating in the water industry are diverse. They each operate in different areas facing different challenges. The size of the companies is very wide-ranging. Broadly the companies fall into the following size categories. 

Water and sewerage companies

Large (Turnover in excess of £1billion)

Thames

United Utilities

Severn Trent

Medium (Turnover between £500m and £1billion)

Anglian

Yorkshire

Dŵr Cymru

Southern

Northumbrian

Small (Turnover between £250m and £500m)

South West

Wessex

Water companies

Large (Turnover in excess of £50m) 

In practice only the first two companies listed below are sufficiently large that we would be prepared to make them the benchmark company for our efficiency analysis.

Three Valleys

South East

Bristol

South Staffordshire

Medium (Turnover between £20m and £50m)

Sutton and East Surrey

Mid Kent

Bournemouth and West Hants

Portsmouth

Small (Turnover between £10m – £20m)

Dee Valley

Cambridge

Folkestone and Dover

Tendring Hundred

6.6
So we would assess the potential scale of detriment for possible water company mergers as follows, starting with the highest detriment:
Highest

Any merger involving each of the large water and sewerage companies and another water and sewerage company will be most detrimental.

A merger between two medium water and sewerage companies.

A merger between a medium and a small water and sewerage company or two small water and sewerage companies. 

Large water and sewerage company and any water only company.

Medium water and sewerage company and any water only company.

Small water and sewerage company and any water only company.

Two large water only companies.

Large water only company and either a medium or a small water only company – (Mid Kent / South East would be in this category).

Two medium or a medium and a small water only companies.

Two small water only companies.

6.7
Where companies involved in mergers are also contiguous this will also need to be factored into our consideration of the potential scale of detriment. This is inevitably a crude scale and each proposed merger needs to be considered closely to determine the detriment that could arise in its particular circumstances. 

Valuation of the loss of a comparator 

6.8
In the areas of operating expenditure and operating costs and relative efficiency losing a comparator has three significant impacts relating to:

· our ability to make decisions on operating costs when setting prices or considering interim determinations;

· the statistical robustness of the regression models; and

· setting the relative efficiency benchmark.

6.9
The first of these is easy to conceive but not to quantify – it relates to failing to make the best decision because of information lost or obscured through a merger.  Any company can provide valuable evidence for the cost/output challenge.  A wide range of comparators is essential if we are to expect to have a comparator in all areas of costs. 

6.10
The second is well founded in theory but less straight forward in practice.  This is because while it is possible to remedy incremental changes this often obscures the decline in the power and usefulness of the overall approach.  Furthermore, the loss of explanatory power is not obvious when moving from 22 to 21 comparators (or 20 to 19 fully independent areas) – it only becomes plain when it is too late. 

6.11 The most significant impact is that where a potential future frontier is lost through a merger.  This will affect all customers in the form of an unrecoverable loss, as bills are higher than they would have been.  It is possible to simulate this circumstance and place a value on the possible loss. We are now updating and completing our analysis – but the value for operating expenditure alone appears in excess of £200m over 30 years. 

Proposed merger between South East Water and Mid Kent Water
6.12 Immediately following its acquisition of SEW Hastings Funds Management (on behalf of UTA and HDF) sought a meeting with us to explain the background to this acquisition.  The company told us that it intended to merge SEW and MKT, subject to approval from the Competition Commission.  It suggested that the merger would deliver benefits to customers, employees and stakeholders, but did not elucidate on what those benefits might be or the basis on which any forecasts have been derived

6.13 We rely heavily on our ability to make comparisons between companies to regulate the industry.  Any merger cuts down the variety of different management approaches in the industry. The performance of these two companies is relatively similar as set out in section 3. They are not at the forefront of performance but have made progress over recent years and their performance has improved relative to the rest of the industry. 

6.14 We have looked initially at the direct effects of UTA and HDF acquiring SEW and merging it with MKT. MKT is a medium-sized water only company and SEW a larger water only company. (Only SEW and Three Valleys Water are sufficiently large of the water only companies that we are able to use either one on its own as a benchmark company against which to measure the performance of the other companies). The merged entities could form a benchmark company, but removes the prospect of MKT forming the benchmark in combination with other small companies. 

6.15 The proposed merger is between a larger and a medium-sized water only company so the impact on our ability to make comparisons is not as great as a merger between, for example two water and sewerage companies as set out in paragraph 6.6.  But the merger would replace two independent owners with a single owner and the merged company (even if it was not fully integrated and we continued to receive distinct datasets) would lead to one less fully independent company operating in the industry. Also these two companies are contiguous for part of their areas which makes the detriment greater than if they were geographically separate.  

6.16 Both companies are operating in the dry south east and have been subject to hosepipe bans this summer.  Sections 3 and A3 provide more information on the resource situations of the two companies and the challenges they face.  Climate change and its impact on water resources mean that this will continue to be a significant issue for both companies.  We will be interested in what the companies say in their submissions about any benefits that could arise in terms of merging resources that could not occur otherwise.

6.17 A reduction to the number of comparators does have an impact on our ability to make comparisons and that effect is progressively more pronounced the fewer independent companies there are.  

7.
Independent management and company culture

7.1
Companies under common control are inevitably influenced by their owners who will often dictate the overall culture, management style and priorities for the group as a whole.  We have found that those companies that are part of the same group, in the interests of economy and to meet the objectives of their owners, use common group policies and procedures and rotate management.  This tends to lead to a common approach to a range of issues including (but not limited to) capital solutions and procurement, operating practices, customer service, financing and regulatory reporting.  In making our comparisons we therefore often consider companies under common ownership as a single comparator. 

7.2 Independent management results in a range of different management styles which in our experience has contributed to delivering best practice and providing benchmarks. Each independent company develops its own management style and culture and sets its strategies, priorities and how it will achieve these objectives.  Managements that are focussed on performance, delivery of service to customers and becoming benchmark companies will engender that desire and approach within their staff.  Our ability to make comparisons between the managements of different companies is invaluable in judging what is or is not an acceptable approach.  

7.3 It is not possible to quantify the difference good management makes to a company, but it will deliver value and good service for customers.  For example the change of management at Yorkshire Water following the drought in 1995 and its subsequent performance has led to the company becoming an industry leader. 

7.4 We are currently undertaking special investigations at three companies Thames Water, Severn Trent Water and Southern Water. In our ‘Interim report on allegations made against Severn Trent Water’ in March 2006 we expressed our concerns about the culture and systems of planning and control within the company.  These cultural issues led to the company submitting information that was not accurate or well supported and that was influenced by a desire to present a particular position or achieve a particular outcome. This exemplifies for us the extent to which a company’s culture drives its whole approach to its activities.  

7.5 Where companies merge the detriment to our ability to make comparisons is the loss of a management approach that could potentially guide best practice across the industry. 

8.
Potential benefits of the merger
8.1 We consider each potential merger on a case-by-case basis and consider the impact it will have on the comparative regime. We recognise that there can be countervailing benefits that outweigh losing a comparator. For example, innovative and highly efficient management could produce benefits for all consumers (not just the customers of the companies directly involved) if the overall efficiency of the industry is improved. The prospect of a merger also provides a spur to poorly performing managements to improve performance. 

8.2 We will be interested to see what benefits UTA and HDF consider arise from the merger that might offset the detriment to our ability to make comparisons. Our concern is to ensure that it is customers as a whole that gain from any benefit that arises as a result of this merger. 

8.3 We would expect the benefits to include such things as improvements to water resource management, leakage reduction and water efficiency methods. Some economy of scale improvements including reducing the headquarter costs, profits of any property sales, operating cost improvements, reductions to the costs of external consultants including reporter and auditor costs, combining customer service activities and offsetting some of those costs.  Potentially the company could make progress towards becoming a frontier comparator.  Neither company is currently a benchmark performer but both companies have made progress over time and now perform better comparatively than they did in the past.  

8.4 We would expect consumers to benefit from the merger both in terms of the service they receive and the price they pay for the services that they receive.  

8.5 The Enterprise Act 2002 (section 30) sets out the relevant customer benefits that could be considered.  For the water industry there is little chance of a water merger offering greater choice of goods or services, but there is the prospect of lower prices or higher quality.  We will be interested in the benefits that UTA and HDF identify and would be disappointed if bill reductions for customers are not put forward. 

8.6 Bill reductions give customers the clearest indication that they have benefited from any merger going ahead. If a company becomes a benchmark comparator the benefit will be greater efficiency that can be applied to all companies and all customers benefit. 

8.7 The benefits that arise need to be ones that arise because of the merger. We expect that an improved approach to resource issues in the south east may be suggested as a result of this merger. 

8.8 The Monopolies and Mergers Commission (MMC) looked at the proposal by General Utilities plc and Saur Water Services plc to bid for Mid Kent Holdings plc in 1997.  General Utilities and Saur argued that the merger would result in much improved management and use of water resources in the area. At the time the MMC judged that if all companies in the area were to co-operate then a satisfactory long-term solution could be found to the water resource issues without a merger. We consider that this approach continues to apply and that there is evidence of co-operation between companies to manage resources in the south east and follow a co-operative approach to handling issues raised by the drought. 

9.
Remedies

9.1

There are a number of potential remedies in this case that could be explored. While we do not necessarily believe that this merger should be prevented at this stage we do not have a clear view on what UTA and HDF are proposing in terms of benefits and what might be an adequate remedy. This needs to be considered further at a later stage. At this stage we have identified the following examples of potential remedies.

· A requirement that UTA and HDF divest the Mid Southern area.
· A requirement that UTA and HDF operate the Mid Southern area separately from the merged area so there is no loss of a comparator, although an independently owned comparator will be lost.
· Bill reductions for customers. This would greater provide incentives to the merged companies and create the potential for establishing a frontier or benchmark comparator. 
Annex A 
How we use comparative competition

This annex sets out in detail how we use comparators, why they are essential to the way in which we regulate and what improvements our ability to make comparisons has delivered. 

A1
Operating expenditure and efficiency

Introduction

1.1 Companies report details on operating expenditure
 for the previous financial year in their June returns.  Companies also include forecasts of future operating expenditure in their business plans prepared for the five-yearly price reviews. 

1.2 When setting price limits and making other regulatory decisions we make judgements using a comparative approach.  In the operating expenditure area this applies to efficiency assessments, and to company proposals for variations in expenditure.

Company and industry operating expenditure

1.3 The graphs below show the historic operating expenditure (adjusted to a constant price base) for the industry and for the two companies concerned. The graphs also show our price limit assumptions for operating expenditure.

1.4 The line showing our price limit assumptions for total operating expenditure includes the efficiency challenge and any specific adjustments to base operating expenditure to take account of input price expectations.  Divergence from our assumptions does not necessarily indicate efficiency or inefficiency because actual expenditure reflects changes in input prices that were not anticipated when price limits were set.  For example, in the price limit period to 2005 our assumptions did not take account of rising power and pensions costs, or increases in wage bills resulting from new National Insurance rates.  However, price limits are set on the basis of ‘reasonable’ business risk and we would expect many changing costs to balance each other out in the long term.  Accordingly, we believe that the overall downward trend in operating expenditure mostly relates to improving operating expenditure efficiency.  Even the recent upward trend is within our price limit assumptions, which included challenging efficiency assumptions.

1.5  The same graphs for the individual companies show the same basic profile.  Operating expenditure has declined in line with and often exceeds our price limit assumptions.

1.6 
Clearly there are incentives operating – these include the comparative competition challenge and the incentive to be profit maximising – through outperformance of our efficiency challenge by taking up the ‘carrot’ incentives.  Both are expected and needed in this monopoly environment. 
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The need to make comparisons of operating expenditure

1.7 We need to make operating expenditure comparisons to protect consumer’s interests in this monopoly environment.  There are two elements to this work for operating expenditure; annual monitoring and setting price limits.  The graphs at the beginning of this chapter show the value of the comparative approach and the need to continue to compare and challenge.  Our demanding efficiency assumptions combine with incentives to achieve the more uncertain (carrot) portion of the scope for future efficiency.

How we make use of comparisons

1.8 Comparisons in the operating expenditure area are based on the identification of good and poor performance, best practice and unusual patterns of expenditure.

· Annual monitoring. The principal function and design of the June return information on operating expenditure is to inform our approach to determining relative efficiency.  However, it has a useful secondary role in allowing us to understand expenditure trends and input price effects in advance of price reviews.  Individual company performance is important in this respect as it provides the information we need to use the comparative approach to challenge rising costs and identify best practice. 

Annual monitoring and comparison with peers and with price limit expectations allows us to take action where we identify behaviour that exposes the customer to a higher than necessary future risk.  An example of this is pension fund recovery where we considered that some companies had not acted in line with either our expectations or with practice elsewhere in the rest of the industry. We were able to identify this through the comparative approach and take early action.  

We publish details of operating expenditure in our annual report ‘Financial performance and expenditure of the water companies in England and Wales’.  The report ‘Water and sewerage service unit costs and relative efficiency’ includes details of our annual assessment of relative efficiency.  

· Setting price limits. When we set price limits we use the actual operating expenditure of a company in the year when price limits are set (year 4 of the price review period) as the starting point for future expenditure.  Added to this are anticipated input price changes for the next five years.  Comparative analysis is an essential part of the process in determining what additional allowances we should make and what should be their scale and duration.

In their business plans companies propose changes to take account of new obligations and anticipated changes in input prices.  We use a comparative approach to guide our decision-making.  At the last price review these focused on power costs, pensions costs and business rates.  In the case of energy costs we used comparisons to identify companies which had plans that were out of line in some way with the rest of the industry.  This resulted in some increases to company proposals and some decreases. We notice that our conclusions are far less robust when we have one-off decisions to make – an example of this was SEW’s proposals for a new billing system. Without comparative information it is much more difficult to make an evidence based decision.  

Benefits of the comparative approach to operating expenditure

1.9
The price review process provides the clearest evidence of the benefits of the use of comparators in the operating expenditure area. The industry graph shows the company suggested profile for operating expenditure and our assumption.  For the current price limit period the difference between them starts at £100m and rises towards £500m.  The comparative challenge is at the root of this change.

Operating efficiency

1.10
The nature of the water companies – as regional monopolies – provides a business environment with weak incentives to deliver goods and services to customers at the best price. To improve on this our methodology for setting price limits includes an assumption about future operating expenditure efficiency at a company and industry level.  The company-specific component is derived through an analysis of relative efficiency.  At the heart of this approach is regression analysis of each company’s operating expenditure. 

How we make use of comparisons

1.11
We have developed a sophisticated approach to the use of comparators that allows us to make forward looking assumptions on operating cost efficiency.  The approach is known as relative efficiency.

Relative efficiency

1.12
To assess relative efficiency and derive price limit assumptions we use the information in the June returns as the basis for corrected ordinary least squares regression modelling of operating expenditure. We undertake an annual analysis of each company’s operating expenditure and publish a comparison of each company’s relative efficiency.  The report also includes details of the econometric models.

Regression modelling

1.13
The regression models we use are sensitive to the number of independent data points included.  Accordingly, the loss of a company will reduce the model’s effectiveness. This is most evident in the sewerage service modelling where we only have ten comparators.  Because of this we make a formal adjustment to the modelling results to take account of the increased possibility of errors. We have adjusted the water residuals by 10% and the sewerage residuals by 20%. We put companies into relative efficiency bands after we have made this adjustment. We believe that all statistical approaches have the drawback related to declining numbers of data points – even those using time or object cross-sections. 

Efficiency benchmarks

1.14
The relative efficiency process hinges on the identification of the benchmark company and assessment of how far the remaining companies are from this benchmark.  Plainly, identifying the benchmark company and its actual level of performance is critical to maximising the consumer benefit as it impacts on our judgements for all the other companies. 

1.15
The benchmark company is not always the company at the efficiency frontier. It needs to satisfy a number of criteria, including size, to make it suitable for comparison with the rest of the industry. We apply this principle to both the econometric modelling and the cost base.

1.16
Our main benchmark selection criteria are summarised below:

· We must have no special concerns about the consistency of the data with our reporting requirements for the potential benchmark company.

· The potential benchmark company must have no special characteristics that are outside the control of the management and which significantly reduce its costs relative to the industry norm for the particular area under review.

· The benchmark performance must be achieved by a reasonable proportion of the industry, to date our pragmatic threshold has been around 2% of the industry (by service turnover). A series of smaller companies that in aggregate are big enough to exceed the threshold would also be suitable.

Special factors

1.17
Our regression models do not include all cost drivers.  We are aware that some of the cost drivers that are not included may have a material affect on the modelling results for individual or small groups of companies.  Companies may ask us to take these factors into account. We include these ‘special factors’ by adjusting the model or combined residuals by an assessed cost figure.  

1.18
The June returns and other documentation from the companies provides us with information on the impact of ‘special factors’ which will have a material impact on the results of the regression models.

1.19
Comparative information helps us to assess the scope and basis of these factors.  Often there are a very small number of companies with the same or similar special factors and in such circumstances the comparators become more valuable.  Without the use of these comparators – such as the group of companies subject to higher wage costs in the London area – we would find it difficult to asses the scope and scale of these cost impacts.

How our comparisons improve operating efficiency

1.20
The relative operating efficiency approach has contributed to significant improvements in company and industry performance to the benefit of customers and shareholders.  The graph at the beginning of the chapter shows how costs have fallen in a rising output environment.  While it is difficult to say with certainty that the effect was caused by our use of comparator derived efficiency assumptions there is academic evidence that supports this assertion
.    

1.21
In 2004 our price limit assumptions for operating expenditure included a company specific assumption averaging a 1.1% per annum reduction in base operating expenditure (1.4% for enhancement operating expenditure).  In addition there was a continuing efficiency assumption for base operating expenditure of 0.3% per annum (0.45% for enhancement operating expenditure).  The company-specific element was entirely derived from the relative efficiency process.  Without this challenge price limits would have cost customers as much as £270m more in the price limit period.  From this it also follows that any reduction in our ability to determine and set realistic price limits would also cause customers to pay more.  Accordingly, it is very important that the method we use to derive the company specific efficiency assumptions is as challenging and robust as possible.

A2
Capital maintenance

The need to compare performance in capital maintenance

2.1
Capital maintenance is the renovation and renewal of a company’s asset systems.  We assess the expenditure required to maintain the serviceability of both below ground (‘infrastructure’) and above ground (‘non-infrastructure’) assets.  We expect companies to demonstrate that they are maintaining the ability of their asset systems to deliver expected service levels to consumers and the environment, both now and in the future.  That is we expect companies to deliver  ‘stable serviceability’ for their assets, as measured by the trends in a basket of indicators of service and asset performance. 

2.2
Our analysis of serviceability is a long run approach, which considers the ability of the water and sewerage networks to maintain service standards now and in the future.  A company that has marginal or deteriorating serviceability may need to invest more, or improve the targeting of investment, to restore their assets to a position of stable serviceability. It is important that companies invest at the right level and the right time to maintain their assets.   This is central to companies’ duties to maintain efficient and economical systems of water and sewerage assets.

How we make use of comparisons

2.3
At each price review we assess the expenditure needs for each company to maintain the serviceability of its assets.  Our ability to make comparisons between companies is central to the process of revealing the economical level of expenditure needs.

2.4
Capital maintenance expenditure needs may change over time, for example to ensure that companies retain the substantial improvements brought about by the quality improvement programmes. Historical analysis suggests that  companies show significant variations in both levels of activity and expenditure.  An understanding of these variations, through the use of comparative analysis, allows us to identify companies where regulatory challenge of the company’s own assessment of expenditure needs is appropriate.  

2.5
At the price review in 2004 we used a four-stage approach to assess each company’s capital maintenance requirements for the period 2005-10.  This was a development of the three-stage approach used in the 1999 price review which was largely based on an historic analysis of expenditure and serviceability trends.

2.6
The four stage approach incorporated more explicit forward looking considerations of the risks to service, and the optimal level of maintenance investment to deliver stable serviceability.  This was facilitated through the use of the principles set out in the capital maintenance planning common framework (CMPCF) developed by UK Water Industry Research.   

2.7
The stages of our assessment process are set out below.  

Stage A: adjustment for observed serviceability based on past serviceability trends and past expenditure. 

These are based on an analysis of the historic serviceability of a company’s assets.  We use a defined set of (high level) outputs or outcomes which we consider together to indicate the capability of fixed assets to provide service to customers now and in the future.  Serviceability is considered at the company level, by sub-service (above and below ground assets for water and for sewerage services).  The trend in serviceability should remain at least stable.  If a company is assessed as deteriorating or marginal we expect it to achieve and then maintain stable serviceability.  

We use individual indicators to compare and contrast each company’s performance and build an industry picture.  The availability of comparisons adds considerably to the confidence we can place in our analysis.

Stage B: adjustment for future changes that would be expected to alter the need for capital maintenance expenditure going forward. 

This stage assesses the case for adjusting the level of maintenance spend, based on a forward looking risk-based analysis, using the CMPCF as a planning tool.  The CMPCF was developed within the industry and has been incorporated into our price review process.

Our approach in 2004 was to assess the case for an uplift in expenditure (measured by comparison with the level of expenditure assessed at stage A based on historic analysis).  To challenge the uplift forecast by companies over past expenditure levels we assess the quality of asset management planning in each company’s final business plan against 18 criteria.  The criteria cover three broad areas: data quality, forward looking analysis process adopted and the approach to outputs. This is known as the common framework assessment (CMA).

As with serviceability the CMA is assessed at a sub-service level by company.  An important step when reviewing companies’ submissions is the ability to compare and contrast approaches across the industry.  This allows us to judge how advanced companies are in implementing the common framework, and to interpret best practice.  

Stage C: adjustment for improvements in capital efficiency in the future period.  

We assume that the companies can, going forward, improve the efficiency of their delivery of capital programmes.  This comprises assumptions about the scope for:

· Continuing capital productivity improvement across the sector (‘continuing efficiency’ based on analysis of the water and comparator sectors), and 

· Company specific assumptions about improvements in relative efficiency (‘catch up’ based on our analysis of comparative or relative efficiency of companies within the sector).

Continuing efficiency can be seen as the future improvement in capital efficiency that the most efficient water company could be expected to achieve. We make an assessment of this ‘whole industry’ potential for greater capital efficiency savings.  We look at the means by which companies have achieved past efficiency gains.  For example, by looking at the use of better technology or management practice, comparing their progress with similar reported gains in other industrial sectors, and also assessing the potential for further gains that should be enjoyed by companies that keep up with the general pace of industrial efficiency improvement. We assumed continuing efficiency factors of 0.5% (water) and 0.6% (sewerage) at PR04.  This was based on a number of studies and company submissions.

Stage D: impact of the improvement programmes.  
The Stage D adjustment takes account of the impact on future serviceability and capital maintenance expenditure requirements arising from planned expenditure on enhancement projects. 

Relative efficiency

2.8
Annual reviews of relative capital efficiency are made using our econometric models.  At a price review we assess relative efficiency based on both econometric models and the cost base assessment, which uses comparisons of company costs for standardised capital projects.  For both of these tools comparisons are made across the companies to derive benchmarks and relative efficiency levels. 
2.9
We have two tools that we use to measure the relative capital maintenance efficiency of the companies.  These provide us with two methodologically distinct comparisons: cost base and econometric assessments. These assessments are based on the ten water and sewerage companies and the twelve water only companies. 

2.10
For both approaches we identify a benchmark company that is judged to be at the efficiency frontier.  We are then able to challenge companies to close the gap with the benchmark company, through the efficiency assumptions we make when setting price limits.   

Cost base

2.11
We only carry out our assessment of companies’ relative efficiency based on the cost base at price reviews.  The assessment relies on additional information from the companies, which then requires a significant amount of analysis to derive our assessments.  We use the time between reviews to develop the cost base in conjunction with the industry.

2.12
The cost base allows us to compare companies’ relative efficiency in procuring and delivering their capital projects. It consists of over 120 ‘standard costs’ that are representative of capital investment at a scheme level (eg unit cost of laying water mains, idealised sewage or water treatment plants, pumping facilities etc.). We have worked with the water industry to define the ‘standard cost descriptions’ to ensure they are representative of the activity being carried out by the industry. This includes a list of principal inclusions and exclusions for each standard cost. 

2.13
In assessing relative efficiency, the cost base approach relies on companies using the same cost data source to derive both ‘standard costs’ and the business plan project costings. It is important that this data reflects actual project costs.

2.14
We use the results of the cost base assessment to formulate our assumptions for measuring capital procurement and delivery efficiency. Each company is compared to the company judged to be at the efficiency frontier (the ‘benchmark’) and we assume that each company should be able to close the gap and move towards the benchmark cost. Based on companies’ forecast expenditure in each investment category, we calculate a weighted aggregation of each benchmark gap to give an overall efficiency factor that is applied to planned capital expenditure.

2.15 The chosen benchmark is not necessarily the lowest cost submitted and is selected based on a group of costs rather than individual costs. To guard against unrepresentative or unrealistic costs being chosen as the benchmark, the benchmark cost must be compliant with several criteria, such as having a high confidence grade and the benchmark company must have a significant investment planned for the type of activity represented by the standard cost.

2.16
The cost base methodology has been used at three successive price reviews.  Companies have made a total of eight separate cost base submissions over this time. Careful attention is paid to the confidence level of the data, and allowance can be made for company specific ‘special factors’.
Econometrics

2.17
The capital maintenance econometric models look at historic capital maintenance expenditure averaged over a period of time (for 2005-06 we have used a six year average) and data for explanatory variables measured at a common date. The assessment allows us to estimate the relative capital maintenance efficiency of each company annually.  We have assessed the relative efficiency of the water and sewerage industry with econometric models every year since 1997-98.  This annual relative efficiency assessment is used in combination with the cost base to inform the catch-up factors for companies at a periodic review.  We set out the possible range at the last price review in Table 7 of ‘Future water and sewerage charges 2005-10: Final determinations.’  

2.18
We collect data for potential explanatory variables from the companies at each price review. This ‘econometric return’ is a substantial data gathering exercise, with the data subject to reporter scrutiny and review. We make every effort to agree the list of potential explanatory variables with companies beforehand, and we try to collect data for variables that are not readily controllable by management (eg length of infrastructure pipelines).

2.19
The variables should be representative of common conditions within the industry so that the data set can include all companies. With each annual submission of capital maintenance expenditure we examine potential econometric relationships between the expenditure – disaggregated by asset type – and groups of relevant explanatory variables. For instance a good relationship may be thought to exist between expenditure on water mains (water infrastructure) and the explanatory variables of length of main and the number of properties connected to the mains. 

2.20
We carry out the capital maintenance econometric modelling at a dis-aggregated level (by asset type) of expenditure in order to match expenditure and explanatory variables as closely as possible. In some instances we are unable to find a statistical relationship between the expenditure and the explanatory variables.  If this occurs we use a simple unit cost model to calculate the relative efficiency of that area of expenditure.

2.21
The difference between the predicted expenditure and the adjusted reported expenditure gives us a residual for each company at each of the two service levels (ie water service and sewerage service). We have to adjust the reported expenditure for company specific cost allocation issues (leakage expenditure).   There is also a need to allow for any company specific factors that might explain part of the residual. For example, the company may be located in an area where construction costs are known to be well above the national average. 

2.22
We reduce the calculated residuals (-10% for the water service and –20% for the sewerage service) to allow for modelling uncertainty.  This is judged to be greater in sewerage service, due to the smaller number of independent data sources. Our assessment allows us to select a ‘benchmark’ company.  This is not necessarily the ‘least expenditure’ company.  We normally select the company with the lowest expenditure but the selected benchmark must also satisfy our other criteria which include: 

· no special concerns about consistency of the company’s data;

· no special characteristic beyond management control that makes expenditure significantly low, and

· the company’s expenditure must be a reasonable proportion of the industry total in that category.

2.23
Continuing efficiency. The two tools described above assess relative capital efficiency between the water companies as a ‘ring fenced’ group. 

How our comparisons improve capital maintenance

2.24
We strongly believe that our ability to use comparisons is central to a robust and challenging regulatory process.  The use of comparisons forms a backdrop to all of our work, and we are able to challenge companies whose performance falls short of their peers in all aspects of regulation from reviewing the quality of their asset management data systems to the levels of service delivered.  The use of comparisons translates directly in quantitative terms in the assumptions about efficiency improvement that we make.  

2.25
To put this into context, our overall assessment of capital maintenance expenditure for the industry to maintain (and restore where applicable) stable serviceability in 2005-06 to 2009-10 was over £4.2 billion for the water service.  This is split between infrastructure (£1.9 billion) and non-infrastructure (£2.4 billion) assets in 2002-03 prices.  This is equivalent to 13% more than assumed at the 1999 price review.

2.26
In aggregate, our capital maintenance efficiency assumptions were worth around 6%, reducing the amount of capital maintenance expenditure financed by customers for 2005-10 by over £500m for both water and sewerage services.  The equivalent figure for the water service alone was over £225m. 

2.27
These figures do not include the value of any benefits to customers derived from our ability to use comparisons in assessing companies’ application of the CMPCF.  (Our assessment of the required ‘uplift’ at the price review in 2004 was over £770m less than the industry’s).

2.28
We can also assess the impact of our efficiency challenge on the industry by comparing the costs contained in successive cost base submissions.  Cost base submissions, as set out above, are derived from the costs databases held by the industry reflecting the real costs of delivering capital works.  We have witnessed substantial and consistent reductions in the costs submitted by companies, as set out in the table below.  

2.29
These figures should be interpreted with some caution, as some of the standard cost definitions have changed over time, and the industry may have become more cautious about its interpretation of some of the definitions.  We would, for example, regard the costs for infrastructure standard costs to be more comparable between submissions.  Nonetheless the consistency and size of the reductions in unit costs is striking.
Type of cost
Average reduction in unit costs between 1994 and 1999 cost base submissions
Average reduction in unit costs between 1999 and 2004 cost base submissions

Water infrastructure
7%
18%

Water non-infrastructure
36%
32%

Sewerage infrastructure
14%
15%

Sewerage non-infrastructure
12%
38%

The impact of losing a comparator

2.30
Losing comparators weakens our ability to use statistical methods to challenge companies. This is an important detriment, particularly in capital maintenance, as the prospect of direct competition in the provision of most parts of water and sewerage networks remains remote. The progressive loss of comparators results in a gradual and permanent erosion of our ability to use statistical comparisons. This applies to both the water and sewerage services, but due to the smaller number of comparators for the sewerage service we have to adjust the modelled residuals by more than for the water service. This is to take account of the poorer performance of the models and means that our efficiency challenge is smaller than it would be in the presence of a larger number of comparators.  Progressive reductions to the number of comparators on the water side will have a similar effect and erode our capacity to challenge companies’ proposals.

2.31
If the regulator is less well-placed to develop and use statistical comparisons, the robustness of our efficiency analysis and challenge is reduced, resulting in less challenging efficiency assumptions.  This will partly reflect the quality of the evidence available to us, and our need to balance our duties to secure that undertakers can finance their functions.   The evidence we have seen suggests that less challenging regulatory assumptions will mean a slower pace of efficiency improvements by the industry over the medium and long-term as a result. For example, Erbetta and Cave (2006) highlight the impact of the tighter regulatory settlement in the 1999 price review in driving productivity improvements in the industry.  This evidence appears to suggest that regulatory targets themselves may be influential in driving the rate of productivity improvement.  Theory might suggest that a profit-maximising regulated company has the same marginal incentive to improve its profits by seeking efficiencies and outperformance of regulatory assumptions, regardless of the level of challenge built into those assumptions. 

2.32
However, Erbetta and Cave’s work could suggest that the efficiency response is correlated with the level of efficiency challenge: tougher efficiency assumptions concentrate minds.  Intuitively this would be consistent with a lower level of managerial effort under a less challenging regulatory settlement.  This is also consistent with anecdotal evidence about the use made of regulatory efficiency assumptions to drive internal management targets and performance assessment.

2.33
Over the medium term, our use of comparative efficiency analysis provides a constant competitive pressure on companies to seek out the most efficient ways to fulfil their functions.  This counter-balances the incentives on companies to seek to maximise their profits by arguing for higher expenditure allowances in their business plans, to secure an easier regulatory settlement against which to outperform.  In essence our systems of comparative analysis mean that companies are not only competing against the regulator, but also against their peers.  Higher capital maintenance costs are likely to mean tougher regulatory assumptions in subsequent periods.    

2.34
Our methodology for assessing the impact of the loss of a comparator in statistical terms is similar to that employed for operating costs, based on the loss of a potential leading comparator. 

A3
Maintaining the balance between supply and demand 
The need to compare performance

3.1
Each company has a duty to ensure the security of its water supplies. The general duties of water undertakers in respect of water supply are set out in sections 37 to 66 of the Water Industry Act 1991 as amended by sections 62 and 63 of the Water Act 2003. Duties include developing and maintaining an efficient and economical system of water supply within its area. It is our role to enforce this duty.

Security of supply

3.2
Our security of supply index allows us to assess each company’s compliance with this duty. It also enables us to assess water resource availability and leakage issues. We can track changes over time and, by publication of relative rankings, drive improvements in the service offered to customers.

3.3
The security of supply index measures each company’s performance on the adequacy of its supplies to meet demand. As such it is a measure of the level of risk of loss of supply that customers face. For each water resource zone a company assesses how much water it has available to put into supply and the volume of water it expects to introduce into its network. The difference between the two is termed available headroom. If a resource zone has less headroom available than its target, we consider the zone to be in deficit. We assess a company’s security of supply index based on an assessment of the size of the surplus/deficit in each zone and the size of the population affected. 

Leakage

3.4
Companies report details on annual leakage performance in their June returns.  We consider the reported data and decide whether companies have met their regulatory leakage targets and, if they have not, what action we should take.  

3.5
Leakage in England and Wales is a highly contentious matter – even in wet years.  Because of this it is very important that we have a high level of confidence in our judgements and decisions. 

3.6
Companies’ leakage figures result from a combination of measured and assessed/assumed components.  We expect companies to produce two estimates of leakage – one based on consumption data and the other on measured flows and to reconcile these using a ‘maximum likelihood estimation’.   We compare the resulting leakage figure against the leakage target included in the price limit settlement and make allowances for external effects – usually by assessing performance over a three-year period.

How we make use of comparisons

Security of supply

3.7
We publish a comparison of all companies’ performance in the security of supply index annually in our Security of supply, leakage and water efficiency report. Our comparisons enable us to publicly identify those companies who are performing relatively poorly. In the security of supply section of this publication we:

· track changes in the index since we first published it in 2001-02;

· publish the absolute and relative performance of each company;

· monitor performance and progress against the supply demand investment included in price limits; and

· name those companies where we are concerned that they have made insufficient progress to deliver the improvements in price limits. 

3.8
Each company agrees with the Environment Agency (EA) a 25-year water resources plan showing how it will maintain an adequate balance between supply and demand in the future. These plans form part of companies’ business plan submissions to us. We compare business plans between companies, challenging costs and the solutions they use to balance supply and demand. 

Leakage

3.9 We also publish comparative data on leakage annually in the same report. This allows stakeholders to see the absolute and relative performance of their companies and to see what action we are taking against the poor performers. The comparisons that the stakeholders make are important in determining national strategy on water resources and leakage.

3.10 The focus of our annual monitoring is to establish the robustness of the reported leakage figure.   It is feasible that a company could hide rising leakage or manufacture a ‘pass’ of their leakage target by manipulating the assessed elements of the water balance (as the leakage calculation is known). 

3.11 Our focus at price reviews in this area relates to getting companies to produce rational plans for managing leakage in the future.  They produce an analysis of the economic level of leakage and produce estimates of how much it will cost to reduce leakage, as part of their water resource planning. We challenge these costs and the approach used to derive them.  We rely on our ability to see what all companies are doing to make robust challenges. 

Water efficiency

3.12
Water companies have a statutory duty to promote the efficient use of water amongst their customers. Water efficiency activity can also contribute to the supply demand balance. We make comparisons of companies’ performance in promoting the efficient use of water in the ‘Security of supply, leakage and water efficiency’ report. Our comparisons between companies enable us to identify those who are not doing enough relative to others and we publicly name them in this report. Promotion of efficient use of water includes such things as: raising customers’ awareness to water efficiency and the impacts they can have, the distribution of water saving devices (cistern devices and water butts) and the assessment of customers’ water use and the methods they can use to reduce wastage. 

3.13
We sponsor a category in the EA’s water efficiency awards for research projects undertaken by the companies that have significantly contributed to the understanding of the economics of water efficiency initiatives delivered to customers.

3.14
As part of our Water Saving Group work we have recently published the ‘good practice register’ which sets out companies’ experience of implementing water efficiency measures.

Metering

3.15
We compare different companies’ approaches to and experiences of metering. We also compare the reasons for companies experiencing different impacts on demand as a result of metering their customers. We use this information to identify good performance and forward looking metering polices and challenge other companies to improve their policies. For example, we encourage companies to consider selective metering as a demand management solution based on the success of other companies with this approach.

Costs and efficiency

3.16
We compare companies’ ability to recover costs from developers and these inform our view of an acceptable target recovery rate. Companies can recover contributions from developers for a range of works relating to new connections as set out in the water Industry Act 1991.These include the costs of laying anew water main or sewer and upgrading the local distribution network or sewer network. As well as using comparisons between companies to challenge the need for projects, we challenge companies operating and capital supply demand and leakage cost estimates in their business plans using efficiency targets derived from our comparative econometric modelling and the cost base.

Drought

3.17
We make comparisons of how each company reacts to the pressures placed on water supplies and compare how they have communicated with consumers and other stakeholders during a drought. 

3.18
Comparators are extremely important in encouraging innovation. This summer’s drought was a relatively unique experience for the companies.  One innovation – prioritising towards visible leaks – became particularly important as the media took a more and more influential role. It makes engineering sense to batch leaks by location rather than prioritise by type.  So the decision by one company to openly say that it was going to deal with visible leaks as soon as they were seen was initially greeted by scepticism from the industry.  However, this gave customers visible confidence that the companies were dealing with any leaks quickly and allowed more effective crisis management. All drought-affected companies followed the lead. 

How our comparisons have improved the supply demand balance

Security of supply

3.19
Our annual publication of the security of supply index leaves those companies that perform relatively poorly in the index open to scrutiny and provides an incentive for them to improve.

3.20
Since we introduced the security of supply index in 2001-02, four companies now have a better banding than they did when the index was first produced. 

3.21
In the price limits we set in 2004 we assumed that all companies, except Dŵr Cymru, would achieve a band A rating by 2009-10. A band A rating indicates that a company has no deficits against target headroom in any of its resource zones.  The price limits we set for Dŵr Cymru will allow it to achieve this rating in 2010-11. The security of supply index provides an indication of each company’s relative performance and progress and companies do not want to see their performance deteriorating. 

Leakage

3.22
Because the assessed components are by their very nature not ‘knowable’ to any exact degree it is difficult for us to make a robust challenge.  Fortunately we have enough comparators at the moment to identify best practice and to make a comparative challenge to any unusual assumptions.

3.33
It is not only the leakage targets that are politically sensitive but also the approach the companies take to achieving them.  Accordingly, we recommended that the industry establish a series of leakage performance indicators covering the range of leakage management activities. These have helped poor performers understand where they have shortcomings and have helped to establish a culture of learning in this area.  The relatively large number of comparators allows companies to identify a suitable context in a range of performance.

3.34
Between 1994-95 and 2002-03 leakage has reduced by 1,500 Ml/d (around a third) with most companies reporting leakage against and in line with their own targets based on their own economic analyses. This reduction is equal to the daily needs of around ten million domestic customers.

Water efficiency

3.35
It is important to have as many independent comparators as possible in this field to be able to compare and contrast different approaches and identify best practice.  It is important for instance, that we can compare companies’ methods of delivering water saving messages to their customers and how they encourage customers to take up water efficiency initiatives. We also compare the methods companies use to estimate the water savings they have delivered by promoting water efficiency. This will facilitate the development of robust evidence for water savings that can be incorporated into companies’ water resource plans. 

Metering

3.36
We challenge companies’ assumptions on metering and the associated savings in demand. For example, Folkestone and Dover’s approach to having a supply deficit in its resource zone was to successfully apply for water scarcity status enabling it to compulsorily meter all its customers. Thames Water has a supply deficit in its London resource zone and we have been able to challenge its assumptions on the benefits of using metering as a demand management tool based on the experience of Folkestone and Dover Water. 
Drought

3.37
By comparing how different companies manage drought, we are able .to challenge relatively poor performers to improve their drought response by citing best practice, and to ensure that the needs of customers are balanced with the environment. 

The impact of losing comparators

3.38
The loss of a comparator reduces the range of solutions to meeting the supply demand balance that companies put forward in their water resource plans, and in managing leakage. It also reduces our ability to compare and challenge costs and demand forecasts and to identify best practice in areas such as metering and water efficiency.

Potential impact on the supply demand balance for Mid Kent and South East Water

3.39
For the companies involved in this merger we consider that Hastings is likely to suggest that the merger will bring about benefits for water resource planning, both in the long-term and potentially in managing the current and any future drought.

3.40
We consider that water resource planning and drought management benefits can be delivered without a merger of the companies. 

3.41
MKT is currently banded A
 and SEW B for the security of supply index.  [ ]

3.42
At the 2004 price review our final determinations included  £57.5m and £49.8m supply demand capital expenditure for SEW and MKT respectively.

3.43
MKT viewed the supply/demand balance as a key strategic priority and placed particular emphasis on meeting additional demand arising from new development planned in the Ashford area. The main elements of their strategy included: 

· transfer main from Bewl to Ashford

· intra-company transfers

· mains reinforcement

· resource enhancements

· metering

· water efficiency

· leakage reduction

· promotion of Broad Oak reservoir.

3.44
Planned levels of service are also different between the two companies.


Hosepipe ban
Drought order/permit
Rota cuts/standpipes

Mid Kent
Once in 10 years
Once in 20 years
Unacceptable under normal planning conditions

South East
Once in 10 years
Once in 40 years
Once in 100 years

3.45
There would potentially be additional costs to customers in aligning the levels of service between the companies.

Water resource planning

3.46
We expect water companies to consider transfers of water from neighbouring companies as part of their least cost water resource plans. At the last price review in 2004 we implemented incentives to encourage companies with spare capacity to make this available for bulk supplies.

3.47
Companies currently share water resources in a number of ways: 

· bulk supplies of water from one company to another company;

· joint resource development, for example MKT is currently carrying out environmental and economic investigations for a potential reservoir at Broad Oak. This will be funded and shared 90%/10% between MKT and Folkestone and Dover; and

· transferring of abstraction licences from one company to another.

3.48
We have powers under section 40 of the Water Industry Act 1991 to require a water undertaker to provide a bulk supply of water to another when it is expedient for the purpose of securing the efficient use of water resources, or the efficient supply of water. We can also determine the terms and conditions of a bulk supply to assist in expediting such an arrangement. For example, in June 2006 we determined the terms and conditions of a bulk supply from Southern Water to SEW. We published our conclusions in RD06/09, ‘Section 40 order determining terms for a bulk supply’ on 30 June 2006.

3.49
This bulk supply was part of a generally agreed consensus on water resource strategy in the south east. Southern Water and SEW entered into a joint project to build a pipeline from Southern’s Bewl Water reservoir to Darwell reservoir.

3.50
MKT has an interest in Bewl Water as it jointly developed the reservoir with Southern Water and paid 25% of the capital costs and therefore receives 25% of its deployable output. MKT responded to our consultation on the bulk supply determination to explain that it relies on water from Bewl Water and would like confirmation that this would not be affected by the determination. 

3.51
In determining the disputed terms and conditions our objective was to set terms and conditions that will ensure that the reliability of a bulk supply is neither more nor less than that necessary to deliver the standards of service which the companies involved are expected to provide to their customers. In reaching our determination we were guided by the principle that no customer should be disadvantaged because of proportionate reductions in supplies. By this we mean that customers of MKT and Southern Water should be no worse off because SEW is taking water from Darwell. 

3.52
We have also worked closely with the EA to improve regional planning and the efficient cross-company use of water. This involves bringing together eight companies (Thames, Three Valleys, Sutton and East Surrey, Folkestone and Dover, Mid Kent, Portsmouth, South East and Southern) in the water resources in the south east (WRSE) group to consider greater integration of their water resource plans. Ofwat, Southern and Thames EA regions and Natural England are also members. The group was formed in 1996-97 following a recommendation by the Monopolies and Mergers Commission, which suggested that current and future water supply issues in the south east could be solved if the companies and regulators worked together.

3.53
Since the Monopolies and Mergers Commission report in 1999, companies in the south east have implemented new bulk supply agreements. Both MKT and SEW have been involved in new agreements, of 2Ml/d to Folkestone and Dover and 8Ml/d from Southern respectively.

3.54
These transfers have built on long standing arrangements. SEW has long standing bulk supply agreements with Three Valleys and Southern.

3.55 [ ] 

Managing drought

3.56
Companies in the south east have worked together in managing the drought this summer. In their drought planning companies take account of potential additional resources that may be made available to them from neighbouring companies. 

3.57
MKT and SEW’s drought plans identify a region-wide approach to drought actions. During a drought, liaison between neighbouring companies is used to develop joint media and water efficiency campaigns and a common approach to applying sprinkler and hosepipe bans. This has been evident this summer with the joint ‘Beat the Drought’ media campaign and the co-ordinated work of the WRSE group. The companies’ drought plans also identify the possibility of new bulk supplies and other opportunities with neighbouring companies as drought actions but no specifics are given.

A4
Quality enhancement – drinking water

The need to compare costs and performance in quality enhancements 

4.1
Regulation of drinking water quality is vital for public health and safety. We work with the Drinking Water Inspectorate (DWI) to ensure that water companies properly carry out their functions and that efficient companies have adequate funds to carry out these vital functions. 

4.2
Obligations driving improvements in drinking water quality and in the water environment are identified by the DWI, the EA and Natural England.  The drivers behind the current water quality programmes of these two companies are:

· compliance with drinking water quality standards;

· maintenance of safe and acceptable water supplies; and

· the need to identify and mitigate any adverse environmental effects of abstractions.

4.3 Our price limits assumed that the industry would invest £2.1 billion in the water service over the period 2005-10. New quality enhancement is one of the areas that can drive customers’ bills up at a price review. 

4.4 Comparing the company approaches to, and costs for dealing with quality obligations was an important element in defining the programme to be included in the review and had a substantial effect on reducing the final costs allowed in price limits. Comparisons of companies’ performance against water quality standards are made and published to drive performance improvements. Comparators are therefore very important in helping us to make our assumptions about the level of investment each company needs to make.

4.5 Although it is difficult to determine the exact contribution of comparative regulation to the level of improvement, water quality compliance has improved from 99% in 1990 to 99.96% in 2005. The improvements in standards have been made in the context of water quality standards that have become more stringent over this period. The number of customers’ complaints about water quality has also reduced significantly. 

How we make use of comparators

4.6 In making our decisions we reviewed each company’s plan and only included those proposals that met our five criteria:

· they are required by the quality regulators and confirmed by ministers, or are new obligations under current legislation;

· they deliver a measurable defined output, which is enforceable;

· they have a clearly defined timetable and due date for delivery in line with regulations or other legislation;

· they have defined asset improvements or changes to operational procedures to deliver the output; and

· they have identified costs for the proposed solution which have been challenged and validated by the company’s reporter.

4.7 Once schemes met these five criteria we then scrutinised, and where necessary, challenged each company’s costs. In cases where several companies were undertaking similar schemes we reviewed the unit costs of improvements and challenged those companies whose costs were comparatively high. The greater the number of companies, the greater is the chance that a number of them will be undertaking similar schemes, enabling us to challenge their unit costs in this way. It is invaluable to have a number of companies operating in similar circumstances to enable us to do this.

4.8 In scrutinising companies’ proposals we also use the outcome of the cost base comparative analysis to compare and challenge companies’ costs. Catch-up and continuing efficiencies were applied to each companies’ proposed costs. 

4.9 We need comparators for quality costs and performance so that we can compare how efficient the companies have been in achieving the compliance levels that have been funded in their respective price limits.

4.10 In examining the additional operating costs arising from new assets we also use comparators to make our assessments of what each company needs. The approach we took is described in detail in ’Future water and sewerage charges 2005-10: Final determinations’. Where companies’ forecasts of operating costs were greater than our assessments we capped them.

4.11 A variety of different managements facilitate divergence in approaches which is expressed in performance.  This is then linked with efficiency comparisons and used in compiling yardsticks for the industry to drive improvements in performance. For example, the DWI produces assessments of each company’s compliance with drinking water quality standards and an operational performance index (OPI) for each company which measures company performance against six key water quality parameters, based on tests of water quality. 

4.12 Companies’ OPI results are published by the DWI and they form a component of our overall assessment of companies performance (see section A5). Publication of both of these sets of results and rankings serve to drive companies to improve compliance and drinking water quality. The loss of companies in the same region limits our capacity to make comparisons. Mergers can mean the loss of outliers, both the excellent companies to use as yardsticks for the others, as well as any obviously poor companies.

How our comparisons have reduced costs and improved performance

4.13 Across the industry application of our comparative costs and cost base challenges led to a reduction of over £550 million in the allowance made for capital costs for the water and sewerage services at the last price review. 

4.14 We made adjustments to water service quality enhancement operating costs, based on the comparative econometric models. This led to a 2.4% reduction in annual operating expenditure for the water service.  This would not have been achieved without independent comparators.

Mid Kent Water and South East Water
4.15 MKT has performed better than SEW on water quality compliance for the last five years.  However, both companies have been improving their compliance year-on-year since 2001.

4.16 The DWI measures each company’s OPI, which is based on six key parameters ie iron, manganese, aluminium, turbidity, faecal coliforms and trihalomethanes. Neither company’s OPI is statistically significantly different from the industry average. The industry position is set out in table 15 of our ‘Levels of service for the water industry in England and Wales’ report for 2005-06. 

4.17 MKT has 29 water treatment works, 63 service reservoirs and its area is divided into 16 water supply zones.  In 2005 its mean zonal compliance with drinking water quality standards was 100% based on almost 20,000 tests.  This is an improvement on MKT’s performance in 2001 when mean zonal compliance was 99.84%. MKT’s operational performance index (OPI) in 2005 was also 100%.

4.18 SEW serves almost three times as many people as MKT. It has 64 water treatment works and 172 service reservoirs and its area is divided into 75 water supply zones.  Its mean zonal compliance for 2005 was 99.97% based on almost 68,000 tests.  Performance in 2001 for mean zonal compliance was 99.72%. SEW’s OPI in 2005 was 99.95%.

4.19 In setting price limits in 2004, for the delivery of the quality enhancement programme, SEW and MKT proposed total capital expenditure of [ ] and [ ] for the period 2005-2010, respectively.  By applying challenges and efficiency targets based on industry-wide comparisons we were able to reduce this cost by about [ ] for each of these two companies.  Our final determination assumed that SEW would invest £15.8 million over the five-year period to meet its quality obligations and that MKT would invest £10.1million.  

Impact of the proposed merger

4.20 The proposed merger would lead to a reduction in the number of comparators in the south east of England. This would reduce our ability to challenge the  cost of water quality enhancement programmes to ensure that consumers receive good value for money. 

4.21 Although we recognise that the South East area of SEW’s operations is contiguous to MKT it is not necessarily the case that resources can be shared.  Merging resources may give rise to water quality issues as at present these two water companies supply water from different sources. The chemistry of water distributed within individual water company’s networks may be very different from each other. Mixing water could create hydraulic and quality problems in supply zones.

Additional information on MKT’s and SEW’s current water quality enhancement programmes

4.22
The two companies have the following AMP4 quality enhancement programme:


Turbidity (£m)
Consumer acceptability (£m)
Security and Emergency Measures Direction (£m)
Nitrate Reduction (£m)
Section 19 mains renovation (£m)
Environmental improvement (£m)
Total (£m)

MKT
[ ]
[ ]
[ ]
[ ]
[ ]
[ ]
10.1

SEW
[ ]
[ ]
[ ]
[ ]
[ ]
[ ]
15.8

4.23
Obligations driving improvements in drinking water quality and in the water environment are identified by the DWI, the Environment Agency and Natural England.  The drivers behind the programmes of these two companies are:

· compliance with drinking water quality standards,

· maintenance of safe and acceptable water supplies, and

· the need to identify and mitigate any adverse environmental effects of abstractions.

4.24
Turbidity reduction: Episodes of high turbidity can cause a pumping station shut down, or a water treatment works to malfunction, compromising disinfection efficiency, and increasing the risk from cryptosporidium.  Schemes are funded to mitigate any such adverse impacts and risks.
4.25
Consumer acceptability: Even with the consistent high compliance with water quality standards, there are sometimes incidents which lead to discoloration or unsatisfactory taste or odour of water supplies.  This gives rise to customer complaints.  Schemes under consumer acceptability are aimed at reducing such complaints and increasing consumers’ confidence in their water supplies.
4.26
Security and Emergency Measures Direction (SEMD): Under the Security and Emergency Measures Direction 1998, water companies are required to have plans and implement schemes that would enable them to continue to supply water in the event of source site or reservoir failure due to terrorist activity, major pollution or asset failure.
4.27 Section 19 undertakings: Section 19 mains renovation work is being undertaken (by SEW) to reduce iron failures and customer complaints.

4.28  
Environmental improvement programme: The object of investigations under the environmental improvement programme is to assess the impact of water company abstraction on the local environment.  This helps to identify any adverse impact of water abstraction.

A5
Customer service

The need to compare performance in delivering service
5.1 We have a duty to protect the interests of consumers, wherever appropriate by promoting effective competition.

5.2 The definition of consumers includes existing and future consumers and according to WIA 1991, as updated by the Water Act 2003, we must have regard, but not exclusively, to the interests of individuals who are:

· disabled or chronically sick;

· of pensionable age;

· on low incomes;

· living in rural areas; and

· not eligible to switch to a new licensed supplier.

5.3
Individual customers generally have no choice as to the company that provides them with water and sewerage services, and little choice about the price and quality of the services received other than their ability to opt for a metered supply.  In a competitive market customers can signal their dissatisfaction with any aspect of the price or quality of service they receive by taking their custom to another supplier. We act as a proxy for a competitive market by: 

·  measuring the quality of service that companies are providing to their customers and comparing the results; 

·  publishing the results, identifying (wherever possible) those companies that are providing better service so that customers and others (eg government, consumer groups, the City and the press) can see clearly which suppliers customers might prefer if they had a choice; 

· taking regulatory action in respect of individual companies where performance is unsatisfactory;

· where necessary developing standards or guidelines for companies to improve their service; and

·  where possible promoting best practice by sharing experience through or by developing guidelines.

5.4 Our preferred approach to meeting our statutory duties and protecting the interests of customers with regard to service quality is to allow acceptable standards of service to be produced by comparative competition, led by what the best companies have demonstrated can be achieved. In most areas eg handling of complaints and billing enquiries, performance has converged and it has been possible to establish benchmarks for acceptable and good performance. In others eg telephone call handling and sewer flooding comparisons remain a key element of our assessment of performance. In such areas, where further service improvements are still necessary, comparisons between companies are important.  They provide not only an incentive to improvement but also allow a better understanding and most effective challenge in cases where performance is poor. 

5.5 In deciding whether to exercise powers to set service standards as well as in determining the levels at which standards should be set, comparators are critical to identify the standards (or procedures and policies) of performance which are being achieved by the companies.  In addition, where possible, the standards being achieved in comparable industries are taken into account. We have developed our overall performance assessment, a broad ranging comparative assessment of performance which is linked to the price limits we set. Those companies which perform best are given slightly higher price limits and the worst performers are given slightly lower prices than they would otherwise have had. 

How do we compare performance

5.6
We use a number of sources of information to compare performance, including:

·  information supplied by companies in their annual June returns against formal measures of service defined by us – the eight DG levels of service indicators;

·  other information supplied by companies (eg debt levels and debt recovery costs, performance and payments under the guaranteed standards scheme and companies’ own compensation schemes);

·  reports to us from CCWater offices (eg from audits of individual complaints or debt cases; services for customers with special needs); and

·  Information published by the companies (eg payment methods advertised on or with bills; customer information; services for customers with special needs). 

5.6
We have devoted significant effort to securing information from companies on a consistent basis that allows for appropriate comparisons of service standards to be made. The aspects of service kept under comparative review have been progressively extended and their use systematised. 

The scope of service compared

5.7
We review companies’ comparative performance in delivering services to customers in the following key areas:


Water supply services 

· adequacy of water resources and restrictions on water use (eg  hosepipe restrictions);

· interruptions to supply; and

· poor pressure.

Sewerage services 

· flooding of properties from foul sewers.
Customer service 

· complaint handling including the volume/rate of customer complaints received by companies and the effectiveness of company complaint handling and use of financial redress;

· speed of response to customers who contact companies with billing enquiries and written complaints;

· payment of bills including the method of payment available to customers and procedures for handling debt;

· provision of information to customers including information required by conditions of the licence of appointment or statute to be available to customers;

· response to telephone contact from customers; and

· proportion of metered accounts based on actual meter readings.

5.8 Our levels of service report covers performance against the DG levels of service indicators (some indicators have more than one component). The report also includes our overall performance assessment for each company in rank order.  In addition, we periodically publish reports which review particular aspects of customer service, for example services for elderly and disabled customers. 

5.9 There is strong evidence from customer information material produced by companies and their annual financial performance announcements, that they attach considerable importance to their rankings, and comparative assessment. This is particularly true on a regional basis: companies are as much concerned with performance compared to local competitors (a concern which tends to be stimulated by local scrutiny undertaken by CCWater) as with their national ranking. 

How our use of comparators improves services 

5.10 The use of comparative performance has brought improvements in customer service which might not otherwise have arisen.  Those companies that want to provide their customers with a good service (and to be seen to be doing so) have been able to identify, from the published performance of other companies, a higher level of service that they can provide. 

5.11 Importantly, information on comparative performance in this area has allowed us to identify clearly those companies who are providing consumers with a poor service so that appropriate action can be taken to secure an improved service for consumers.

5.12 The rest of this section summarises, using examples, the effects our use of comparative performance have had in improving some key aspects of customer service between 1991-92 and 2005-06. 

Reliability of supply 

5.13 In 1991-92 eight companies were able to report that 0.05% of customers or less had experienced an unplanned interruption of supply lasting more than 12 hours. By 2005-06 this number had increased to seventeen companies

Low pressure 

5.14
In 2005-06 the percentage of customers nationally likely to experience problems of low pressure was 0.02% compared to 1.69% in 1991-92. The number of companies achieving a very high standard (of less than 0.05% of customers) was nineteen compared to one in 1991-92.

Complaints procedures and codes of practice

5.15
Companies’ complaints procedures and codes of practice have improved.  We have powers to approve the complaints procedures, codes of practice, charges schemes and water efficiency strategies which companies are required to produce. In very few cases are these approved without changes, particularly when first introduced. Comparing different companies’ approaches and identifying the best has helped us to develop the criteria against which all should be measured.  It also helped in subsequently obtaining the agreement of companies to the necessary changes. 

5.16
The ability to make comparisons between companies is critical to the ongoing process of Ofwat and CCWater monitoring how individual companies apply their policies in practice and, importantly, identifying the need for and securing improvements.

Complaint handling

5.17
More effective company complaints procedures should lead to a reduction in the number of complaints and disputes that CCWater and we receive and a reduction in the proportion that need to be formally investigated. We have seen a reduction in the proportion of complaints received by water companies that subsequently require investigation by CCWater from 1.55% in 1999-2000 to 0.91% in 2005-06.  

Speed of response 

5.18
Although the number of written complaints which companies receive from customers has increased since 1990-91, their performance in providing responses quickly has continued to improve. The rate of increase in complaints generally matches rate of increase in population.  Many customers now telephone in preference to writing a letter.  In 2005-06 all companies (excluding three companies where elements of reported data are currently under investigation and we have postponed grading performance until after investigations are complete) had a very good performance in responding to complaints; only four companies achieved this performance in 1990-91.

5.19
Speed of response to billing contacts has also improved despite a steady increase in numbers.  For example, in 2005-06 99.6% of billing queries received a reply within five working days compared with 72% in 1990-91. All companies (with the exception of those under investigation) had a very good performance in responding to billing contacts); only three companies achieved this performance in 1990-91.  Billing contacts include contacts by telephone and in writing. Increasing contacts are not necessarily a concern because for example this measure includes calls to make a payment or simply to request information about converting to a metered supply. 

Compensation for service failures 

5.20
The policy and practice of companies in providing compensation to customers who have experienced poor service has improved. The availability of comparators has been critical to achieving the improvements so far and will continue to be important to our future work to ensure companies approach this issue more consistently.

5.21
The improvements include:

·  the procedures of all companies include a commitment to consider, where customers complain, whether compensation is appropriate; and

·  20 companies’ policies include compensation or charters which extend the guaranteed standards scheme, each in different ways. In some cases these companies have adopted an improved or tighter standard against which compensation will be provided for failures or have standards which are not currently covered by the legal minimum set out in the guaranteed standards scheme. Not only have these developments been prompted by these companies comparing themselves with each other but they provide a spur for the rest of the industry to improve their policies in this area. 

Guidelines for dealing with customers in debt

5.22
In 1991 we first introduced our guidelines on procedures for dealing with customers who were in debt. These were updated in 2002 and are currently undergoing a further update. Comparisons and sharing of different companies’ practices through consultation and best practice seminars is essential to this process.  The guidelines balance the protection of customers vulnerable to debt with the company’s right to collect revenue due to them. 

The impact of losing comparators

5.23
In general any reduction in the number of separate companies diminishes the effectiveness of our capacity to achieve service improvements through the use of comparative performance.  A critical factor in this process is our ability to identify a range of performances on the part of companies both at the extreme and intermediate points.  In many areas of service it is often only a very few companies (and in the past sometimes only one) who demonstrate what can be achieved. 

Potential impact on levels of service for MKT/SEW customers

Historic performance

5.24
Our price setting policy includes an adjustment to prices to reflect service performance. In 2004 when we set prices for 2005-10 we used the overall performance assessment (OPA) for the three years 2002-04. The range of adjustments open to us was from +0.5% to –1%. Company performance was such that we applied adjustments in the range +0.4% to –0.1%. We did not use the highest adjustment of 0.5% because no company (or companies) was clearly better than the rest. We did not use any lower penalties than –0.1% because absolute performance did not justify a more severe penalty.

Adjustments to price limits to reflect overall performance

Performance band

(percentage of maximum

achievable overall

performance score)
Adjustment to

Price limits in

2005-06

%
Company



>98% and significantly higher than average
0.4
South Staffordshire, Tendring Hundred

>98% and within average
0.3
Folkestone & Dover, Portsmouth

>96%
0.2
Bristol, Cambridge, South East

>90%
0.1
Anglian, Dŵr Cymru, Severn Trent, Wessex, Yorkshire, Bournemouth & W Hampshire, Dee Valley, Mid Kent, Sutton & East Surrey, Three Valleys

<90% and within average
0
Northumbrian, Southern, Thames

<90% and significantly lower than average
-0.1
South West, United Utilities

(Source: Future water and sewerage charges 2005-10: Final determinations, Table 25, p. 162)

5.25
As shown in the table, MKT was awarded a service performance adjustment of 0.1% and SEW 0.2%. This reflects that service to customers in 2002-04 by SEW was slightly better than that by MKT.

5.26
The figure below illustrates just how effective out comparative monitoring approach has been at improving service to consumers as measured by the overall performance assessment. 
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Current performance

5.27
When we set prices for 2005-10 we also set out the levels of service we expect companies to deliver. As for the majority of companies service at SEW and MKT is sufficiently good that we expect them to maintain current levels of service. Neither company has any specific funded outputs to improve the level of service to customers.

5.28
Companies can choose to make improvements and may then receive the reward of better comparative performance or a higher overall performance assessment (OPA) score.
5.29
The table below shows the targets we set for each of the five years 2005-10 together with MKT’s and SEW’s actual performance in 2005-06.

Summary of outputs/base service


Expected levels of performance for each year during 2005-10
Actual performance in 2005-06


MKT
SEW
MKT
SEW

DG2 number of properties at risk of receiving low pressure (%)
105 (0.04%)
57

(0.01%)
172 (0.07%)
49 (0.01%)

DG3 supply interruptions (overall performance score)

0.28
0.13
0.22
0.07

DG6 % billing contacts dealt with within 5 days
99.9
99.9
100
98.7

DG7 % written complaints dealt with within 10 days
100
100
99.3
98.6

DG8 % metered customers receiving bill based on a meter reading
99.95
100
100
99.8

DG9 % calls abandoned
0.5
2.3
1.7
4.5

DG9 % calls receiving the engaged tone
0
0
0
0

5.30 In 2005-06 MKT’s OPA score was 279 ranked joint 11/22 out of a maximum of 288. SEW’s OPA score was 278 ranked joint 13/22. However, as shown in the tables, performance for each measure differs in some cases. In particular, a higher proportion of MKT customers are at risk of low water pressure, whilst MKT performed better than SEW on delivery of customer service contacts.

5.31 In its 2005-06 June return SEW explains that the reduction in customer service delivery was temporary owing to a change in its billing system. We expect a return to target performance for the rest of 2005-10.

5.32 Similarly at MKT there is an explanation for the apparent increase in the number of properties at risk of low pressure.  Here there are 89 properties that were omitted from 2005-10 targets because of a misunderstanding of reporting requirements. 

Overall performance assessment – water supply and customer service for all companies 2005-06

Output
Max. score
MKT
SEW

Water supply, levels of service

DG2 properties at risk of low pressure

DG3 properties with unplanned interruptions

Population with hosepipe bans

Water quality failing DWI standards
38

38

25

50
33

36

21

50
37

38

23

49

Customer service

Customer contact score

(DG6, 7, 8 and 9 combined)

Other customer service
38

38
38

38
33

38

Environmental impact

Category 1 and 2 – water

Leakage assessment
13

50
13

50
13

50

Total score
288
278
279

(Source: Levels of service for the water industry in England and Wales, 2005-06 report. Table 4)

A6
Tariffs

6.1 The use of comparators has been and will continue to be useful in enabling companies to develop their tariff structures to reflect better the costs of supplying different classes of customer.  This is illustrated by the examples in the following paragraphs. 

6.2 Condition E of the Licence requires that in deriving charging schemes the Appointee has a duty to ensure that no undue preference is shown to, and that there is no undue discrimination against, any class of customers or potential customers.

6.3 We have used comparative cost information provided by the companies in response to various consultations and to justify individual tariff proposals to develop an appropriate set of Condition E checks (eg the measured/unmeasured tariff differential, the large user/household tariff differentials) that are applied across the industry. 

6.4 We have also used comparative cost information to develop our policies on more innovative tariff structures - for example direct debit discounts, subscribed demand tariffs, seasonal tariffs, low user tariffs and the balance between the different element of trade effluent charges. To prevent undue preference, companies have had to provide us with cost allocations to justify their tariffs.  In assessing such matters, we draw on lessons learnt from different companies' approaches to cost allocation.

6.5 We would not expect the merger to have any immediate impact on the tariff structures of either company.  We expect companies to retain any regionally differentiated tariffs as long as those tariffs continue to reflect regional differences in underlying costs. So, for example, we have agreed as recently as 2005 that SEW should continue to apply different tariffs in the four charging zones within its region.  However, if the water supply systems between those charging zones – and/or between MKT and SEW – became more integrated, then we would expect the companies to review the scope to harmonise their charges.  We understand that SEW already has in hand work to assess the scope for harmonising charges to reflect possible integration of supply systems between the two companies.

A7
Revenue 

The need to compare revenue forecasts

7.1 To set price limits we need to know how much revenue each company would receive without any change in price limits (known as the ‘base’ revenue). This takes into account expected trends in factors such as the number of properties, level of metering and growth in demand. We then derive the price limit by calculating how much each company’s base revenue forecasts would need to increase in order to match the expected revenue requirement.

7.2 Companies will benefit from any outperformance of revenue forecasts and be disadvantaged by any underperformance over the five years. Unless the outperformance/underperformance is addressed by an interim determination of price limits within the five years, it is never taken into account, although revenue forecasts are reset at each successive price review. It is therefore important for revenue forecasts to be accurate. Further information about our approach to companies' revenue forecasts was set in chapter 7 of our ‘Framework and approach’ to the 2004 periodic review published in March 2003 and chapter 14 of the ‘Future water and sewerage charges: Final determination’.   

7.3 We use comparisons particularly in assessing the likely impact of metering on revenues. This is an important area as households choose to have a meter to save money. A proportion of lost revenue is recovered from customers on an annual basis through the mechanics of licence condition B. Remaining lost revenue must be taken account of when setting price limits. However the risk to companies and customers is limited because the number of optional meters is a notified item.  This means if the number of meters is significantly higher than the forecasts, the company can ask for an interim determination of the K factor (IDoK) to increase price limits.  And if the number of meters is significantly lower than forecast, we can trigger an IDoK to reduce price limits. 

How we make use of comparisons

7.4 At the last price review we used an econometric model to check companies’ projections of the number of customers choosing to pay on the basis of a meter. Any reduction to the number of comparators has an impact on the robustness of the analysis produced by these models. 

7.5
Apart from forecasts of the increase in metering, our main challenge of companies revenue forecasts relies on company specific historic information, supplemented with forecast information from companies or independent sources such as Government, eg housing forecasts and projected population growth. As part of our analysis of base revenues we compare the various assumptions within each company’s revenue forecast, such as growth in demand, to spot outliers, we then focus more of our challenge on these outliers. We also compare neighbouring companies’ assumptions, such as changes in per capita consumption, to see if there are unexpected variations. While we find it useful to be able to compare companies in this way, it is not essential for revenue forecasting.
How our comparisons improve our ability to assess revenue forecasts

7.6
The number of customers that will ask to pay on the basis of a meter is difficult to project and is likely to change over time. There is a wide difference between companies of the number of customers that already have a meter and therefore the available number of potential customers that could ask for a meter. The proportion of household customers that are metered ranges from less than 10% to more than 60%. We can use the past experience of companies that have higher proportions of households metered to challenge the projections of companies that have a lower proportion of households metered. 

The impact of losing a comparator

7.7
While useful, the ability to compare revenue forecasts is not essential. If there are significant inaccuracies in the projection of metering it will trigger an interim determination of price limits and therefore both companies and customers are protected. Therefore the only impact is an increased risk of volatility to customers bills from interim determination of price limits.

MKT and SEW’s revenue
7.8
Although SEW’s turnover (£113m) is three times as much as MKT’s (£44m), the two companies’ revenue bases have similar characteristics. Approximately three-quarters of turnover is from households and the proportion of households metered was between 30% and 35% in 2005-06. The majority of remaining turnover is mostly from supplying water to non-household customers. Around 90% of non-households are metered. Both companies have only a small proportion of turnover (2-3%) from larger contestable customers that are supplied with 50 Ml or more of water per annum.
A8
Financial performance 

Background

8.1
Condition F of a company’s licence requires it to submit annually a set of regulatory accounts prepared on a current cost basis.  We issue regulatory accounting guidelines (RAGs) which ensure that each company’s regulatory accounts meet the requirements of condition F.

How we make comparisons
8.2
Companies are also required to submit financial data and commentaries in their June return.  A number of these tables include financial information.  A fundamental part of our work is making comparisons of company data and company explanations.  We set out the main areas of our work below.

8.3
In summary making comparisons enables us to:

·  monitor each company’s compliance with the RAGs;

·  compare performance between companies both now and over time;

·  identify outliers and understand the reasons why their activities/figures are different from the rest of the industry;

·  challenge poor performers to improve;

·  consider if specific company’s accounting policies and assumptions are appropriate;

·  consider if commentaries meet our current requirements (as set out in the ‘Dear Regulatory Director’ letters we issue);

·  comment on industry-wide trends in our annual report on the financial performance and expenditure of companies; and

·  establish the base position for modelling of future price limits.

Application of comparisons

Annual monitoring

8.4
Each company must prepare its regulatory accounts in accordance with our regulatory accounting guidelines.  We compare compliance across the industry and identify and focus on companies who require further investigation.

8.5
Some of the disclosures that we seek from companies are subject to interpretation by individual companies.  Making comparisons of these enables us to identify examples of best practice.  We can then encourage poor performers to improve and match the performance of others.

8.6 For example, the Water Act 2003 places a duty on the companies to set out the link between directors’ pay and standards of performance.   The companies were required to report on this for the first time for the year ended 31 March 2006. In practice what each company reported varied significantly.  However, comparison of the disclosures meant that we were able to identify examples of good practice and will use these as a benchmark for the 2007 reports.

8.7 The June return guidance requires each company to explain how its infrastructure renewals charge (IRC) has been calculated and explain how its policy meets our requirements as set out in the RAGs.The quality of the explanations we received varied.  Comparison of the disclosures meant that we were able to identify examples of good practice. This allowed us to query poor explanations in the information we provide back to companies on the quality of their June returns and the information that is included in it.

8.8 The types of areas that we have looked at include:

· dividend policy;

· operating and financial review statements;

· tax treatment of capital expenditure;

· comparisons of actual and projected for current cost depreciation (CCD);

· comparisons of actual and projected infrastructure renewals charges;

· tax rates and charges;

· profit margins;

· return on capital;

· capital maintenance charges;

· average interest cost; and

· dividend payments

8.9
We publish information on this in our annual financial performance and expenditure reports.

Price reviews

8.10 
At price reviews companies are required to submit a business plan containing actual and projected financial data with commentary.  In addition they also provide us with a pre-populated financial model. We use the Aquarius 3 financial model to determine price limits. The calculations in Aquarius 3 are generic, only the input values are company specific. Comparative competition is used to derive the input values for each company. 

8.11 We compare the methods and assumptions the companies adopt to formulate the inputs to the model.  This comparison enables us to identify a common ground on which to compare individual companies.

8.12 Some examples would include:

· working capital inputs such as debtors’ days;

· basis for the calculation of CCD projections;

· opening balance sheet;

· tax projections and assumptions;

· maintenance non-infrastructure (MNI) and enhancement apportionments;

· projections of asset lives;

· water and sewerage splits;

· explanations for the difference between CCD and MNI expenditure;

· forecasts of proceeds from land and building sales; and

· basis for assumptions on interest costs and dividends when modelling financial projections.

8.13 We use the financial data submitted by the companies to analyse trends and make comparisons across the industry.  This enables us to identify common trends and investigate outliers.  In addition, we can calculate the industry picture using all 22 companies and use this to compare to individual companies to identify those whose performance does not follow the normal pattern.

8.14 For example we would expect the projected current cost depreciation on base assets plus expenditure to maintain and replace base assets to show a flat trend over time.  We compared this expectation across the industry and identified and investigated outliers. 

Issues when companies are under common ownership

8.15
For companies under common ownership, some financial tables in the June return may be prepared by a central department. The information is prepared on the same basis and in some cases does not reflect the company’s individual position.  For example, central tax departments are commonly used by groups.  As a result of common ownership we no longer have several comparative sets of data, but one.  We have found in some cases that the commentaries submitted with the June return tables are identical across the companies with common ownership and does not necessarily represent the individual company’s position.

Our approach to capital restructuring

8.17 There has been a trend in the sector towards higher gearing partly driven by companies tending to finance their capital programmes by additional borrowings and partly by capital restructuring in the sector which has seen the emergence of highly geared financial structures.

8.18 The ten water and sewerage companies were floated with relatively little debt but since privatisation the funding requirements of large capital programmes have led to a steady rise in gearing. 

8.19 More recently the attractiveness of regulated businesses to investors from the financial sector has led to additional pressure from the capital markets to create highly geared structures. These highly geared companies might have gearing levels of 80 - 90 per cent, although the debt tends to have structural features designed to protect creditors from the costs and risks of the regulated business getting into financial difficulty. Companies’ actual gearing levels vary. For 2005-06 the range of gearing was 16% to 82% with a weighted industry average of 59%.

8.20 We see the benefit of a ‘mixed economy’ of capital structures. The choice of capital structure is for each company’s management. We would not allow structures to transfer additional risk to customers. We look at every proposal on its individual merits. Conversely we might see all of the water companies converging on a single chosen capital structure. The more companies that are involved, the greater the evidence that the chosen capital structure might be the “model” for the industry.

8.21 We would not ‘protect’ the creditors of any company simply due to its chosen capital structure. Our approach to capital structure in setting price limits at PR04 reflected concerns about the lack of track record for the highly geared model and potential systemic risk for the industry arising from companies that lack financial flexibility.

Effect of the merger

8.22 The merger of MKT and SEW will not result in an immediate reduction to the diversity of appointees’ financial structures in the industry. Both companies had been restructured, to the highly geared model, prior to their separate acquisitions by Hastings. 

8.23 The acquisition by Hastings of SEW has not led to a change in the financing arrangements in either appointee. The credit ratings of both SEW and MKT have been unaffected by the acquisition. 

8.24 Should the current appointments of SEW and MKT be merged at some time in the future the nature of the separate financing arrangements would mean that Hastings would have to review the ongoing capital structure for the combined entity. [ ]

8.25 If Hastings chose not to merge the appointments, under common ownership it is unlikely that the capital structure of either appointee will diverge from the other in the future. Under independent ownership one of the owners might have chosen to change the capital structure of its appointed water company.

8.26 For the smaller water companies we allowed a premium to the cost of capital at the last review to recognise that their financing costs were greater than the water and sewerage companies. The size of the premia were determined by the size of the company, measured by its regulatory capital value. At the price review in 2004 the companies fell into different size bands.  SEW and MKT were allowed an overall premium to the basic cost of capital of 0.3% and 0.6% respectively on a post tax basis.  We set the basic cost of capital at 5.1% for the industry post-tax at the last price review.

8.27 We have not yet published our proposed methodology for setting price limits in 2009. There is no guarantee that a premium for the water only companies would be allowed at the next price review in 2009. There is evidence that the additional costs of debt for small companies may be reducing as a result of the emergence of special funding vehicles like Artesian Finance developed by the Royal Bank of Scotland and trends in the debt markets more generally. However, if we were to take the same approach to the small company premium at the next price review as we did at the last, the regulatory capital value of SEW and MKT as a single appointee would mean that it would be allowed the lowest in the range of small company premia. This would be to the benefit of MKT consumers.

A9
Transfer pricing

Background

9.1 The companies we regulate have diversified and become part of larger groups, particularly in the case of the water and sewerage companies.  We have a duty to ensure that the Appointee within such a group is financially ring fenced and that water and sewerage customers do not cross-subsidise activities that are not connected with the supply of water and sewerage services.  

9.2 The Competition and Service (Utilities) Act 1992 places a duty on each of the companies to ensure that there is no cross-subsidy in respect of transactions between the appointed business and either associated companies or any non-appointed activities.  Amendments to Condition F of companies’ licences were made in March 1993 to reflect this duty and in March 1994, we produced a regulatory accounting guideline (RAG 5) – Transfer pricing in the water industry.  This has been revised and updated several times with the latest version produced in March 2005. 

9.3 We have a secondary duty, under section 2(3)(d)(i) of the Water Industry Act 1991, to ensure that transactions between the Appointee and its associates are carried out at arm’s length.

9.4 Comparative methods are used in monitoring compliance with these requirements.

Application

9.5 Our RAG 5 guidance assists companies with complying with their Licence Condition F duties and applies to:

· cost allocation within the appointee between the appointed and non-appointed costs;

· transfer prices for the provision of supplies, works or services between the appointed business and the associated companies; and

· transfer prices for rechargeable works where the appointee is a monopoly supplier to the associated company, eg accommodation and other shared assets.

9.6 The key objectives of the guideline are to ensure that the appointed business pays a fair price for services and products received from associates and that costs are allocated in relation to the way resources are consumed.

9.7 We consider that market testing via competitive bidding is the best means of determining a fair price.

Transfer pricing review visits

9.8 Since September 1995, we have employed independent consultants to support us in our work to review the levels of compliance of the water and sewerage and water only companies with Condition F and RAG 5.

9.9 [ ]

Annual monitoring

9.10 As part of the annual monitoring process, we require the companies to submit details of their trade with associates and the extent to which services have been shared between the appointed and non-appointed parts of the business and with associates.

9.11 The financial auditors (assisted by the company reporter where appropriate) provide a supplementary audit report on RAG 5.  This reviews the key trading arrangements between the Appointee and its associates.

9.12 We raise any relevant issues with the company following our analysis of this information.  Any remaining issues are reviewed in a meeting with the company or a visit to the company.

Value of comparators

9.13 In our evidence in the Lyonnaise des Eaux/Northumbrian Water inquiry (1995) and in the Southern Water/Vivendi inquiry (2002), we explained that transfer pricing is an area in which individual company performance is variable.  This view has been borne out by our recent analysis.  Some companies have very well developed systems which fully reflect our guideline, subject to the odd minor issue, and these companies provide a powerful standard against which companies with less developed systems can be compared.

9.14 RAG 5 is not prescriptive but provides a framework within which companies are responsible for ensuring compliance.  While the guideline relies on a high level of self-regulation, it allows us to compare and contrast the relative performance of individual companies.  The extent of company compliance and the way in which the guideline has been interpreted will lead to areas of best practice within the industry.  Best practice as evidenced by individual company performance is a valuable tool in encouraging, through peer pressure applied by us, other companies to make improvements to meet their duty to trade at arm’s length with associates.

9.15 The variation in compliance has continued although there has been an overall improvement in the level of compliance with Condition F and RAG 5.

9.16 We have highlighted areas of best practice found in our annual financial performance and expenditure of the water companies in England and Wales report.

9.17 RAG 5 describes best practice for allocating costs to activities.  It suggests an activity based costing approach which would enable companies to determine more accurately what are the cost drivers of specific activities and allow them to become more efficient.

9.18 The transfer pricing review visits have been set against the background of relative levels of compliance in individual companies as suggested by their implementation plans.  In assessing what constitutes an issue within a company, comparisons of the way in which other companies implement the guidelines has provided a powerful standard.

9.19 Arising from the transfer pricing review visits a discernible spectrum of compliance has been established.  Companies have taken individual approaches to implementing the guideline with varying success.  The visits have provided examples of both good and poor practice.

9.20 Our annual analysis and the programme of transfer pricing visits to the companies has identified different strategic approaches by companies.  Some have retained strategic services such as facilities management, IT, engineering design, analytical services, personnel, fleet management, contracting in the appointed business while others have outsourced some or all of these to associates.

9.21 The ability to analyse this across a range of comparators means our decisions on emerging issues at one company can be informed by similar issues at other companies.  Similarly, analysis of transfer pricing across the companies since 1994 has enabled us to have an informed understanding of outsourcing strategy, market capacity and development in the industry (for example use of key performance indicators and partnering arrangements with contractors).

9.22 Since 1994 a number of water and sewerage and water only companies have altered their strategy in relation to outsourcing and the use of associates.  This has seen some companies increase the level of trade with associates through outsourcing while others have reduced the use of associates.  The reasons and strategies for changing approach have informed our analysis of similar issues at other companies.

9.23 Preserving the number of independent comparators allows us to analyse a varied range and size of companies and groups.  This enables us to share current best practice and a review of issues at one company can inform our ability to review similar issues at another company.

9.24 Our analysis since 1994 has indicated that water companies that are part of an extended group tend to adopt a uniform strategy.  This may reduce the individual company’s ability to demonstrate that operations are at arm’s length.  This has been particularly evident at companies within groups that share common resources or purchase similar services from a common associate.  The scope for us to make comparisons between companies is reduced where there is little to distinguish between individual companies within a group.

Price review implications

9.25 At the 1999 and 2004 price reviews, we made downward adjustments to the operating and capital costs of companies, which could not demonstrate arm’s length trading with associates.  This ensured that future price limits, and hence customers’ bills, were determined on the basis of the proper costs of providing water and sewerage services – not costs inflated by cross-subsidy.

9.26 [ ]

9.27 [ ]

9.28 [ ]  

A10
Ring fencing

10.1 Conditions F and K of the Conditions of Appointment place a ring fence around the regulated company.  Condition F of each company’s licence is designed to ensure that the financial affairs of the regulated business can be assessed and reported on separately from other members of the same group and the non-regulated business. It requires the Appointee to conduct the regulated business at all times as though it is the sole business.

10.2 Where a water company is part of a larger group, we use licence conditions of the company’s appointment to make sure that the regulated business is ring fenced from the other activities of the parent group. The regulated company cannot, without our permission, transfer any rights or assets to an associate company. The financial ring fence also ensures that the regulated business does not:

· guarantee any liability of an associate;

· make a loan to an associate; or

· enter into an agreement or incur a commitment incorporating a cross-default obligation without our permission.

10.3 The regulated business is also obliged to ensure that in the event of special administration the administrator would have sufficient rights and assets available to manage the affairs and business of the company in order to achieve the purpose of a special administration order.

10.4 The financial ring fencing provisions also ensure that the regulated business acts, at all times, in a way that will ensure that it has adequate financial resources and facilities and sufficient management resources. We require each company to produce a certificate with its financial accounts each year to say that it will have sufficient financial and managerial resources to carry out its functions for the next twelve months.

10.5 It also places a requirement on the appointee to insure that it maintains at all times an investment-grade rating.  

10.6 Taken together the ringfencing provisions ensure the financial viability of the regulated water business and prevents any increase or acceleration in financial liabilities due to the default of another company within the parent group. An example of successful ring fencing can be seen by Wessex Water which continued to operate following the collapse of Azurix Europe Limited’s (the owner of Wessex) parent company Enron Corporation.

10.7 Condition F requires the members of the appointee’s board to be able to act independently of the parent company and in the interests of the appointee and to disclose any conflicts of interests. Where potential conflicts exist the board members must act in the interest of the regulated business.

10.8 In addition both Mid Kent and South East operate under licence condition P which sets out the role of the owners of the ring-fencing entity. 

A11
Corporate governance

11.1
As a result of the special investigations we set out in MD209 (November 2004) our expectations of all companies to deliver high standards of corporate governance, including rigorous systems of internal control.  In our June return reporting requirements for 2005-06 we asked all companies in their board overviews to comment on their processes and the reliability of their data.  This is the first time we have asked for this information.  The quality of these responses varied widely.  We therefore sought further reassurance from those companies that we considered had not provided sufficient information in their initial overviews.  We have used the most comprehensive explanations to judge the others and identify where there are failings where we require more reassurance.  Culture and approach in different companies varies and our ability to make comparisons is invaluable in judging what is an acceptable and unacceptable approach. 

11.2
We do not have a role in the management of the companies but we do take action where we feel a company is falling down or where its performance is suffering as a result of the approach that it takes.  Best practice amongst the most effective managements guides our approach.

A12
Competition 

12.1
There are a range of competitive tools available including water supply licensing, inset appointments and self-lay.  These are set out in more detail below.

Water supply licensing (WSL) – The WSL regime enables new companies to supply water once they have been granted a licence. They can compete in two ways: 

· by developing their own water source and using the supply systems of appointed water companies to supply water to customers' premises; or 

· by buying water 'wholesale' from appointed water companies and selling it on to customers.

Inset appointments - An inset appointment is made when an existing undertaker is replaced by another as the supplier of water and/or sewerage services for one or more customers within a specified geographical area.  

There are three circumstances in which inset appointments can be granted

· Large user - For the premises of one or more customers, as long as each premises is supplied (or is likely to be supplied) with not less then 50 Megalitres (in England) or 250 Megalitres (in Wales) of water in any period of 12 months.  The same criteria apply in relation to inset appointments for sewerage services.

·  Unserved - For an area that is not served by an existing undertaker.  This includes areas that might currently be supplied by unregulated or private supplies.  This criteria has to be met for each service included in the inset application. The applicant must provide evidence that the site contains no premises that are, or will be, connected to an undertaker’s mains or sewers at the time the appointment is granted.  Any premises for which a connection is shown to exist will be excluded from the proposed inset area.

·  Incumbent consent - An inset can be granted if the existing supplier consents to change its boundary to allow part of its area to be transferred to another undertaker or potential undertaker.  

An inset appointment can only be made for part of an area covered by an existing undertaker’s licence.  It is not possible to take over the whole of an undertaker’s area by means of an inset appointment.  

Self lay – Owners or occupiers of premises that need a new water main for domestic purposes may chose their own contractor to undertake the work, rather than requisitioning a water main from the appointed water company, this is known as self-lay. Self-lay can occur anywhere where a new main for domestic purposes is required.  

· Private or own supplies.

· Cross border supplies – a direct connection to a neighbouring undertaker’s network.

· On-site efficiency services – eg leakage detection, water treatment, waste treatment.

What is water supply licensing?

12.2 From 1 December 2005, non-household customers who are likely to be supplied with at least 50 megalitres of water a year at each premises have been able to choose their water supplier from a range of new companies entering the market.  These new companies can be entirely new to the water supply market, or they can be associated with current undertakers.  But an associated licensee cannot compete within the associated undertaker’s area of appointment.

12.3 New companies will be able to supply water to eligible customers once they have a licence from us. They can do this in one of two ways:

· A retail licence – a water supply licence that authorises the holder to purchase a wholesale supply of water from an appointed water company and use its supply system for the purpose of supplying water to the premises of customers. 

· A combined licence – allows the holder to introduce water into an appointed water company's supply system and to supply the water to customers at eligible premises.

12.4 Existing water companies who are appointed under the WIA91 can take part in competition by setting up associate companies. Their licence will allow them to operate anywhere in England and Wales except in the supply region of their associate water company. 

12.5 In order to supply customers, licensees need to gain access to appointed water companies' supply systems. 

How we use comparative competition in our approach to introducing competition
12.6
Were an inset appointee to serve household customers, we would use comparative competition in a similar way to how we use it now, to compare the performance of that appointee with others.  Under WSL, a licensee can expect to attract customers if its performance compares favourably with that of the incumbent, in terms of improved service or more efficient supply.  However, to date we have used comparative competition relatively little in introducing market competition, and the proposed merger is likely to have minimal impact on our approach.  

Actual and potential competition 
12.7 We are not aware of much actual competition in the south east, and in particular the area supplied by these two companies.  There may be some self-lay although there has been limited uptake in the South generally. SEW has an associate which is a WSL licensee (Watercall) but it appears to be inactive at present.  No associate of MKT has applied for a WSL licence.  

12.8 The proposed merger is likely to have a minimal effect on potential competition.  
Impact the merger might have on competition

12.9 The merger between SEW and MKT would remove the possibility of cross-border competition between these two companies.  However, the impact of this is likely in practice to be negligible.  Cross-border competition has been possible for a long time, yet here has been very little (that we know of) and this is unlikely to change in the medium term. Impacts on cross border supplies will be small. Although a larger merged company might be in a better position to offer cross border supplies. 

12.10 The merger is likely to have a minimal impact on inset applications.  There has been little activity on insets in this area.  Insets have been possible for a long time, yet there has been very little and this is unlikely to change in the medium term. Impacts on insets will be small.  

12.11 
The impact on competition of one less supplier within the current framework is likely to be limited.  The number of customers eligible for insets or WSL will remain the same.  However, WaterCall applied for its combined licence as an associate of SEW and we are currently seeking confirmation as to whether the acquisition has altered WaterCall’s position in the WSL regime in any way. 

12.12 One less supplier would mean that we would have one less comparator, but for the reasons given above, comparative competition is not used very much as a tool to introduce market competition so the impact is likely to be small. 

12.13 It is difficult to estimate what might be the prospects for competition if there were many more mergers.  Within the current WSL framework, the scope for competition derives from there being an incumbent who has a duty to give access to its network.  Unless the regime changes, that scope for competition remains irrespective of the number of incumbents.  What might change, but would be almost impossible to predict, is how the remaining incumbents might approach the principle of competition and how their attitudes might change. 

Annex B: 
Background information 

B1

The water industry

The companies

1.1 The current structure of the water industry in England and Wales dates from 1989. Before this, there were 10 public sector water authorities, supplying water and sewerage services, and 29 privately owned statutory water companies, supplying water services only. The water authorities provided 77% of the public water supplies in England and Wales, with the statutory water companies providing the remainder.

1.2 The Water Act 1989 resulted in the privatisation of the water authorities – their assets and liabilities were transferred to 10 water and sewerage companies, each of which was a subsidiary of a holding company. Shares in the holding companies were sold in November 1989. The Act also changed the situation of the statutory water companies. Prior to 1989, these companies were subject to restrictions on the amounts that they could borrow or pay as dividends. The Water Act 1989 removed these restrictions, allowing the companies to convert to plc or limited company status.  

1.3 Since 1989 there have been considerable changes in the ownership of the water only and of the water and sewerage companies, due to mergers between companies and companies being taken over. This is set out in the table below. There are still 10 water and sewerage companies: 

Anglian Water Services Ltd

Dŵr Cymru Cyfyngedig Welsh Water Northumbrian Water Ltd


United Utilities Water plc

Severn Trent Water Ltd


Southern Water Services Ltd

South West Water Ltd


Thames Water Utilities Ltd 

Wessex Water Services Ltd 

Yorkshire Water Services Ltd. 

Their areas of operation are shown in figure 1.

The changes in ownership have been more marked amongst the water only companies. In October 2006 there were 13 water only companies: 

Bournemouth and West Hampshire Water plc
Bristol Water plc 

Cambridge Water Company plc 


Dee Valley Water plc

Folkestone and Dover Water Services Ltd
Mid Kent Water plc 

Portsmouth Water plc



South East Water plc

South Staffordshire Water plc


Sutton&East Surrey Water plc Tendring Hundred Water Services Ltd 

Three Valleys Water plc 

The areas of operation for these companies are shown in figure 2. 

Cholderton and District Water Company Limited Water is a very small company (serving around 2,500 customers) operating in the Wessex region and is not shown in the figure.

Consolidation of Appointed businesses

Original Water Companies
Intermediate mergers
Current Appointees

Ownership

Anglian Water Services Ltd

Anglian Water Services Ltd
1
AWG plc

Hartlepools Water Company





Northumbrian Water Ltd

Northumbrian Water Ltd
2
NWG plc

Newcastle & Gateshead Water Company
North East Water plc




Sunderland & Southshields Water Company





East Anglian Water Company (Suffolk Water plc)
Essex and Suffolk Water plc




Essex Water plc





United Utilities Water Ltd (formerly North West Water Ltd)

United Utilities Water Ltd (formerly North West Water Ltd)
3
United Utilities PLC

Severn Trent Water Ltd

Severn Trent Water Ltd
4
Severn Trent plc

East Worcestershire Waterworks Company





Southern Water Services Ltd

Southern Water Services Ltd
5
RBS, Perry Capital

South West Water Services Ltd

South West Water Services Ltd
6
Pennon Group plc

Thames Water Services Ltd

Thames Water Services Ltd
7
[RWE but under conditional offer by Macquarie

Dwr Cymru Cyfyngedig

Dwr Cymru Cyfyngedig
8
Glas Cymru Cyfyngedig

Wessex Water Services Ltd

Wessex Water Services Ltd
9
YTL Power International

Yorkshire Water Services Ltd

Yorkshire Water Services Ltd
10
Kelda Group plc

York Waterworks plc





Bournemouth & District Water Company

Bournemouth & West Hampshire Water plc
11
Biwater plc

West Hampshire Water Company





Bristol Waterworks Company

Bristol Waterworks Company
12
Agbar

Cambridge Water Company

Cambridge Water Company
13
Cheung Kong Infrastructure Ltd

Chester Waterworks Company

Dee Valley Water plc
14
Dee Valley Water Group plc

Wrexham & East Denbighshire Water





Cholderton& District Water Company

Cholderton& District Water Company
15
Cholderton & District Water Co Ltd

Tendring Hundred Water Services Ltd

Three Valleys Water plc
16
Veolia Environment

Colne Valley Water Company
Three Valleys Water plc




Lee Valley Water Company





Rickmansworth Water Company





North Surrey Water Company





Eastbourne Water Company
South East Water plc
South East Water plc
17
Hastings and UofA

West Kent Water Company





Mid-Sussex Water Company





Mid-Southern Water Company





East Surrey Water plc

Sutton and East Surrey Water
18
Deutshe Bank AG

Sutton District Water plc





Folkestone & Dover Water Services Ltd

Folkestone & Dover Water Services Ltd
19
Veolia Environment

Mid Kent Water Company

Mid Kent Water Company
20
Hastings and UofA

Portsmouth Water plc

Portsmouth Water plc
21
Management, SMIF, EBT

South Staffordshire Waterworks Company

South Staffordshire Waterworks Company
22
Arcapita



Albion Water (Shotton) Ltd
23


Figure 1 
The ten water and sewerage companies


Figure 2
The water only companies (excluding Cholderton)


1.4 With the exception of Cholderton, each licensed company is owned by a parent company – often as one of several group subsidiaries and sometimes within a larger, international, group structure. The regulated business is the provision of water or water and sewerage services.  Like other companies in the group, the regulated companies may also conduct other non-regulated activities.

B2.  
Regulation
2.1 Due to the nature of the water industry, and in particular the health implications of water supply and sewerage services, the provision of water and sewerage services in England and Wales has been subject to regulation of some sort for over a century. As well as changing the nature of the ownership of the water industry, the Water Act 1989 (and subsequent legislation, including the Water Industry Act 1991, Water Resources Act 1991, Water Act 1999 and the Water Act 2003) also changed the way in which the industry is regulated.

2.2 The current structure of regulation of the water industry is outlined in this section. There are three regulators of the industry – the economic regulator (the Water Services Regulation Authority - Ofwat) and the two quality regulators (the Environment Agency and the Drinking Water Inspectorate). The Department for Environment, Food and Rural Affairs (Defra) (or the Welsh Assembly Government) has responsibility for setting drinking water quality and environmental standards, and transposing European Community Directives into UK law. Under the Water Act 2003, Defra can also issue social and environmental guidance. 

Water Services Regulation Authority
2.3 Ofwat is a non-ministerial government department. Our role is to ensure that licensed companies can carry out and finance their responsibilities to supply water and treat sewage, without overcharging customers, and that the standards of services that customers receive are safeguarded. Ofwat’s duties are set out in the Water Industry Act 1991 as amended by the Water Act 2003. 

2.4 Prior to April 2006 Ofwat’s duties were vested in the Director General of Water Services. The duties are now placed on the Water Services Regulation Authority which is made up of a Chairman, four non-executive directors, a chief executive and two executive directors. 

2.5 We monitor the activities of each company to ensure that it complies with the conditions of its licence (see section 3.1). We also compare the performance of the companies to encourage greater efficiency and enhanced value for money for customers. We monitor companies’ investment programmes to see that they are delivering the improvements that they are obliged to make.

2.6 We have responsibility for setting the maximum that licensed companies can charge customers for their services. Companies must keep the year-on-year weighted average price rise for water and sewerage services within a limit of the Retail Price Index plus or minus an adjustment factor called K (RPI ( K). 

2.7 As part of the privatisation process, the Secretaries of State set initial price limits for a period of ten years. Under these price limits, charges for water and sewerage services rose annually by an average of 5% above inflation for five years, in part to finance a large programme of environmental and drinking water quality improvements. At privatisation, we were required to reset price limits after ten years. A review could also take place after five years if a company or we felt it was necessary.

2.8 In practice we reset price limits in 1994. These price limits took effect from 1 April 1995 and ran until 31 March 2005. All companies have now accepted a licence modification so that price reviews occur every five years. 

2.9 We set price limits again in 1999 and 2004. The price limits we set in December 2004 cover the period from 1 April 2005 to 31 March 2010. All of the companies accepted the price limits we set in 2004. Although a couple of companies made appeals to the Competition Commission at each of the previous price reviews. 

Environment Agency

2.10 The Environment Agency is a public body, formed in 1996 by the amalgamation of the National Rivers Authority (which had been created under the Water Act 1989), Her Majesty’s Inspectorate of Pollution, the Waste Regulation Authorities and parts of the Department of the Environment. Its role is to protect and improve the environment. The Environment Agency affects the water and sewerage industries in many ways, primarily through pollution control, water resources management, and fisheries and flood defence work. Other responsibilities of the Environment Agency include improving standards of waste management, encouraging the conservation of natural resources, animals and plants, conserving and improving river navigation, and improving air quality.

Drinking Water Inspectorate

2.11
The Drinking Water Inspectorate’s main role is to check that the water companies in England and Wales supply water that is safe to drink and meets the standards set down in the Water Quality Regulations. The Inspectorate also investigates complaints from consumers and incidents that affect or could affect drinking water quality. These investigations can lead to companies being prosecuted.

B3. Legal framework of the water industry

3.1
The Water Act 1989 (which was consolidated in the Water Industry Act 1991) set the basic legal framework of the water industry. Subsequent Acts that modified this framework were the Competition and Service (Utilities) Act 1992, the Environment Act 1995, the Water Industry Act 1999 and the Water Act 2003. The Water Act 1989 gave the Secretary of State the power to appoint companies to be the water or sewerage undertakers (the company providing water or sewerage services) for every part of England or Wales. The water and sewerage companies were appointed as water and sewerage undertakers for the areas where the corresponding water authority had previously operated, and the water only companies were appointed as water undertakers for the areas in which they had operated as statutory water companies.

The Appointments

3.1. These appointments (often called Licences) include conditions which we enforce. These conditions are summarised below.

3.2. Condition A explains terms and expressions used in the Licence.

3.3. Condition B sets out the formula for calculating price limits, or K factors. It requires each company to produce an annual principal statement so that we can verify that the company is complying with its price limits. It also provides for a review of price limits at five-yearly intervals. Companies have the right of appeal to the Competition Commission if they do not accept the price limits we determine at a price review. 

3.4. Condition B also allows us to make, in any year, adjustments to the K factor for certain ‘relevant changes of circumstances’, where the cumulative net present value (NPV) of their financial impacts exceeds 10% of turnover. The key relevant changes of circumstances are changes in the obligations placed on the companies, failure to achieve a legal obligation or a service standard and non-receipt of proceeds of sale of surplus land assumed at the preceding price review. Again, companies have the right of appeal to the Competition Commission. 

3.5. Condition C limits the amount that a company can charge for the first time provision to any premises of a water supply or sewerage service for domestic purposes and the rate of increase of this charge (known as an infrastructure charge).

3.6. Condition D requires companies to issue a charges scheme setting out standard tariffs for supplies of water for domestic purposes and for the drainage of sewage for domestic purposes. Since 1 April 2000 we are required to approve these charges. 
3.7. Condition E prohibits undue preference to, or undue discrimination against, any class of customer in setting charges.

3.8. Condition F details the accounts and financial information which companies are required to provide us so that we can assess their affairs and compare their financial position and performance. In addition, the condition ring-fences the regulated business from other businesses within the group and ensures that the regulated business has at its disposal sufficient financial and managerial resources to carry out its regulated activities.

3.9. Condition F1 ensures that the regulated company achieves effective and fair competitive tendering of whatever services it may, from time to time, decide not to undertake itself in the performance of its regulated functions. If any relevant service is already being performed by a third party then, unless the contract for it was the result of competitive tendering, that service must be either put to tender or brought in-house. This condition applies only to companies who have, or intend to outsource the majority of their operations.

3.10. Condition F2 ensures that the company does not conduct any business or carry on any activity other than regulated activities. This condition currently only applies to Dŵr Cymru Cyfyngedig Welsh Water, who are owned by a company limited by guarantee and whose memorandum and articles of association restrict its business to that of the Appointee.  

3.11. Condition G requires the company to produce a code of practice for customers describing services provided, charges and billing arrangements, complaint handling, matters relating to water meters and what to do in emergencies.  This code must be reviewed by Ofwat every three years.
3.12. Condition H requires the company to produce a code of practice and procedure on debt and disconnection.  All companies have a code of practice for dealing with customers who are in debt, these must be reviewed by Ofwat every three years.  Disconnection of domestic properties was prohibited by Water Industry Act 1991. But companies may still disconnect non-domestic properties. The code of practice should take account of guidelines we have issued about dealing with customers who have difficulty paying their bills.
3.13. Condition I requires the companies to produce a code of practice and procedure for leakage. This deals with charges for domestic customers when there is an unidentified leak in a part of the pipe that is the customers responsibility.
3.14. Condition J requires companies to maintain an efficient and economic system of water supply. Companies must provide Ofwat with an annual report of performance against our levels of service indicators.  These differ from the standards set out in the Guaranteed Standards Scheme (GSS) Regulations in that the levels of service indicators are not mandatory standards. The indicators allow us to compare company performance. The indicators cover low water pressure, planned and unplanned interruptions to water supplies, hosepipe restrictions, flooding from sewers, responding to billing contacts, responding to complaints, metered bills based on a meter reading and telephone call handling.
3.15. Condition K has a ring fencing provision to ensure the company has access to sufficient assets to perform its duties and operate an independent company. It also details how a company can sell land that is no longer required for use in the regulated business.   

3.16. Condition L requires the company to produce long-term plans for the maintenance of, and investment in, water distribution systems so that we can be sure that standards will be maintained.

3.17. Condition M requires the company to provide us with any information we may reasonably require to carry out our functions.

3.18. Condition N gives us power to levy annual Licence Fees on the companies to cover our costs and those of references to the Competition Commission. 

3.19. Condition O sets out circumstances in which a replacement appointment can be made.

3.20. Condition P sets out the role of the regulated business’s owners and has been applied to companies involved in mergers, particularly where they have become part of a larger group of companies.  All but three companies now have this condition formally included in their licence.

3.21. Condition Q covers compensation payments to be made to customers in the event of interruptions to water supply because of drought.

Ofwat’s role

3.22 
We are required to enforce the licence conditions described above. We also have general duties, which are laid down in section 2 of the of the Water Industry Act 1991 as amended by section 39 of the Water Act 2003. Our primary duties are to act in a way that we consider is best calculated to:

· further the consumer objective; 

· secure that the functions of a water and sewerage company, as specified in the Act, are properly carried out; 

· ensure that companies are able to finance their functions, in particular by securing a reasonable rate of return on their capital; and

· secure that the functions of licensed water suppliers are properly carried out. 

3.23 Subject to these, we also have secondary duties that we must carry out providing they do not conflict with our primary duties:

· to ensure that no undue preference is shown, and that there is no undue discrimination, in the way that companies fix and recover charges, and to protect rural customers;

· to protect customers’ interests, including the quality of the service that they receive;

· to promote economy and efficiency;

· to facilitate effective competition between suppliers and potential suppliers of water and sewerage services;

· to have regard to the interests of vulnerable customers and customers who are not eligible to be supplied by a licensed water supplier; 

· to contribute to the achievement of sustainable development;

· to enforce the companies’ duty (under the Environment Act 1995) to promote the efficient use of water by their customers; 

· to further the conservation and enhancement of natural beauty and the enhancement of flora, fauna and geological or physiographical (landscape) features of special interest; and

· to have regard to the preservation of public amenities, such as freedom of access to the countryside and seaside.

3.24
We also have certain powers under the Competition Act 1998.  The Act prohibits companies from entering into agreements that are anti-competitive and prohibits abuse of a dominant market position. The Act is enforced jointly with the Office of Fair Trading (OFT), with decisions being subject to appeal to the Competition Appeal Tribunal (CAT).

Customer protection and representation

3.24 The Water Act 2003 established the independent Consumer Council for Water (CCWater) and it replaced WaterVoice the previous customer representative (which was part of Ofwat). It is responsible for keeping under review all matters likely to affect the interests of customers of the water and sewerage companies, and investigates complaints made by customers. 

3.25 It has set up regional committees to deal with issues and complaints at the local level. We co-operate with CCWater and the way in which we interact will be set out in a memorandum of understanding. 

3.26 There are some types of complaint and disputes that Ofwat rather than CCWater investigates. Examples of these are where disputes arise about a water company’s refusal to fit a water meter free of charge or about the reasonable costs of connecting a water supply to a company main, a company’s charge for providing a water main or sewer or a company’s refusal to adopt a sewer. We also make decisions on complaints about the manner in which companies consult and lay pipes in private land and in cases where customers believe that a company is not meeting its legal duties or licence conditions

Guaranteed Standards Scheme (GSS)
3.27 Customers of water and sewerage undertakers are entitled to minimum guaranteed standards of service as set out in the Water Supply and Sewerage Services (Customer Service Standards) Regulations 1989 as amended (the GSS Regulations).  These regulations include standards for making and keeping appointments, responding to account queries, responding to complaints, planned and unplanned interruptions to water supplies, flooding from sewers and low water pressure.

3.28 When companies fail to meet these standards they are required to make automatic payments to customers. The level of payment is set out in the GSS Regulations. 

3.29 Ofwat can determine disputes about whether a GSS payment should be made.

3.30 Some companies choose to enhance these standards by paying a higher amount or by paying out under tighter (better) standards.  
Data Quality

3.31 We collect information from each company annually in the June returns, principal statements and regulatory accounts. This information allows us to monitor companies’ performance and publish our findings in our comparative reports. We provide guidance and information capture systems to the companies so that the information we need to make comparisons is produced consistently across the industry.  

3.32 We operate a clarification process for the reporting guidance that we issue in December each year for the June return. This allows companies, reporters and auditors to raise queries or issues that they believe exist within the reporting guidance. This enables us to improve our guidance before issuing the final guidance with the information capture system at the end of March. 

3.33 We rely on the companies’ auditors and reporters independently to verify whether the information is accurate, reliable and complete. They scrutinise, check and confirm whether the information has been compiled in accordance with our reporting requirements.  

3.34 Confidence grades provide a reasoned basis for companies to qualify the reliability and accuracy of the data. We ask companies to employ a quality-assured approach in the methodology used to assign confidence grades, particularly if sampling techniques are in place.

3.35 The confidence grade combines elements of reliability and accuracy, for example:

A2
Data based on sound records etc. (A, highly reliable) and estimated to be within +/- 5% (accuracy band 2).

3.36 We ask the reporters to comment on the reported confidence grades. They are required to state whether they agree with the confidence grading and if not, provide their opinion. The reporter should also comment on any deterioration, the reason provided by the company, and either the action plan for improvement or justification for limited achievement.  Where there is disagreement between the parties, we will normally use the reporter’s assessment of the confidence grade.

3.37 Where there are issues specific to a particular company we may provide the reporter with guidance on our reporting expectations on that issue. A similar system operates at price reviews, when companies submit draft and final business plans in accordance with our information requirements.     

3.38 The reporters are independent professional consultants, predominantly civil engineers with extensive experience in the water industry. We approve their appointment by the water companies. Our requirements of the reporters’ experience and qualifications are in the reporter protocol issued under MD 185. We limit to two the number of companies one reporter can report on, to ensure sufficient time and resources are available at times of peak workload in the reporting cycle.  Each reporter has a team comprised of specialists in the disciplines of the water business. We require the reporters to submit audit plans to us. We check that their plans fully address our requirements and set a ceiling cost. The reporters draw our attention to the challenges they have made to their company during the course of their scrutiny, and report whether they have any unresolved concerns about the quality of the information submitted.  

3.39 We formally assess the quality of the reporters’ work, the indicators being compliance with our guidance, contribution to our analysis, and the ease of understanding of their reports. We make awards to the best performing reporters.

3.40 The auditor appointed by each water company to audit their statutory accounts also audit and report upon the regulatory accounts, and provide support to the reporters where financial expertise is needed in other areas of the June returns, principal statements and business plans.      

The role of Defra and the Welsh Assembly Government

3.41 Responsibility for setting the drinking water quality and environmental standards, with which undertakers must comply, lies with the Secretary of State for Environment, Food and Rural Affairs (or the Welsh Assembly Government as appropriate).

3.42 The Water Directorate of Defra advises the Secretary of State on all matters relating to the water environment and its remit extends from groundwater, rivers, lakes, coastal waters and the oceans, to flood and wastewater matters. The Directorate also oversees the legal framework within which the activities of the regulators in this area, and the water and sewerage undertakers, are conducted. 

3.43 The Directorate advises Ministers on drinking water and environmental standards.  Many of these standards derive from EU legislation in the form of Directives.  The Directorate negotiates on behalf of the UK in this forum and advises on the transposition of these Directives into UK law; as necessary, it also defends the UK in infraction proceedings brought by the European Commission in the European Court of Justice.

The role of the Environment Agency

3.44 The Environment Agency (EA) was created under the Environment Act 1995. Amongst its functions are matters relating to the quality of inland and coastal waters, water pollution, water resources, navigation, fisheries and flood defence.  It is the abstraction licensing authority for all water sources and determines and collects abstraction charges.  It is also responsible for controlling sewerage undertakers’ discharges into receiving waters and for collecting charges in respect of consents to discharge.

3.45 In certain instances, decisions by the EA require the approval of the Secretary of State, and the Secretary of State has specific powers to control or influence the EA.  For example, the Secretary of State may give specific directions to the EA so as to enable the UK to give effect to European legislation.

3.46 The EA’s primary relationship with the water and sewerage undertakers is in the areas of environmental water quality and water resource matters. As the licensing authority for water abstraction, the EA is responsible for issuing abstraction licences to both water-only and water and sewerage undertakers as well as to other sectors including industry and agriculture. 

The role of the Drinking Water Inspectorate

3.47 The Drinking Water Inspectorate (DWI) regulates pubic water supplies in England & Wales.

3.48 It is responsible for assessing the quality of drinking water in England and Wales, taking enforcement action if standards are not being met, and appropriate action when water is unfit for human consumption.

3.49 It checks that the water companies in England and Wales supply water that is safe to drink and meet the standards set in the Water Quality Regulations.  Technical audits are carried out at each company which include an annual assessment of the quality of drinking water supplies; and inspections of the companies themselves.

3.50 The assessments are based on information the companies supply, including the results of the tests made each year so the DWI check that water meets the standards set.

B4.
Processes involved in water supply

4.1
The process of supplying water to customers can be broken down into several steps:

· Resources: water must be abstracted from a source, which can be an aquifer, a reservoir or a river. This untreated water is known as raw water;

· Treatment: raw water needs to be treated to remove harmful contaminants and make it suitable for supply to the public. This takes place in water treatment works;

· Distribution: the treated water must be transported from the water treatment works to customers; and

·  Customers: customers are billed for the services they receive, and their enquiries and complaints have to be dealt with.

Water resources

4.2 There are two basic categories of raw water resources: groundwater (from aquifers) and surface water (from reservoirs and rivers). To abstract water from any source, a company must have an abstraction licence, which sets the maximum volume that can be taken. The granting of new licences and the variation of existing licences is the responsibility of the EA (see section 3.6). The EA has a duty to ensure that adequate resources are available to meet demand. Companies are responsible for ensuring that their water resources are adequate to meet the present and future demands of their customers. Companies submit water resource plans that identify their demand and supply needs over the next 25 years.

4.3 Groundwater resources are only found in certain areas of England and Wales, as they depend on the geology of the area.  Aquifers can be found in areas with chalk, limestone or sandstone. In general terms, there is more groundwater in the south and east of England. Aquifers respond differently to drought with chalk sources more susceptible to short spells of low rainfall than sandstone sources.

4.4 Surface water can be abstracted directly from rivers or from reservoirs. There are two principal types of raw water reservoir: direct-supply reservoirs and river-regulating reservoirs. 

4.5 Direct-supply reservoirs feed water directly (or via other direct-supply reservoirs) to treatment works and may be filled by impounding water from rivers and streams, by pumping water from rivers, by diverting flow from nearby rivers or by a combination of any of these. 

4.6 River-regulating reservoirs can be used to store water when river flows are high and augment river flows in dry weather in order to maintain river flow; they are generally impounding reservoirs. This enables abstraction to be made through river intakes downstream of the reservoirs and reduces the need for pipelines. Some reservoirs combine direct supply with river regulation. 

4.7 The storage of water for prolonged periods in reservoirs can provide benefits through the settlement of solids and the natural decline of bacteria and viruses; it can also reduce the level and variation of other quality parameters such as colour and nitrate. However, in some cases storage can contribute to water quality problems, such as the growth of algae. 

4.8 Water abstracted directly from rivers to treatment works is more variable in quality than water abstracted from reservoirs, and is more vulnerable to pollution. This can result in water quality problems and in some cases the need to shut down a water intake while polluted water passes. 

4.9 Untreated, partially treated or treated water may be transferred from one water undertaker to another under bulk supply agreements or other arrangements to meet local imbalances between supply and demand. At some sites, treatment to reduce certain parameters such as nitrates and pesticides is necessary.

Treatment

4.10 Water companies have a duty to supply ‘wholesome’ drinking water.  Essentially, water is wholesome if it meets the standards prescribed in the Water Supply (Water Quality) Regulations 2000.   These will be superseded when new standards laid down in the Water Supply (Water Quality) Regulations 2000 come into force in December 2003.

4.11 Raw water must be treated in order to comply with the microbiological, chemical and physical standards set down in the Regulations. 

4.12 Water treatment works vary in size and complexity, depending on the quality of the untreated water. The type of treatment required ranges from disinfection for some groundwater sources to a combination of processes for some surface water sources.   

4.13 Groundwater is often of relatively good quality because it has percolated through the ground, and the addition of a disinfectant, usually chlorine, may be the only treatment process necessary. Further treatment processes have been installed at some groundwater sites to remove contaminants such as arsenic or cryptosporidium oocysts.

4.14 Water from surface water sources generally requires more extensive treatment than water from groundwater sources. The most wide-ranging treatment is generally undertaken on water abstracted directly from lowland rivers. The principal treatment processes applied to most river sources are as follows:

· Clarification: a chemical  (typically ferric sulphate or aluminium sulphate) is added to the water.  A precipitate, or floc, is formed that traps suspended material. This process usually takes place in tanks where the raw water passes upwards through the floc which is removed as a sludge.

· Filtration: following clarification, the water is passed through filters to remove remaining suspended material. These filters are usually open beds of graded sand and gravel, through which the water passes under gravity. Sometimes granular activated carbon is used as an additional filter medium to reduce the level of pesticides, or of chemicals causing taste and odours, in the water. Suspended matter in the water is retained in the filters, which are taken out of service periodically and cleaned.

· Chemical: chemicals may need to be added to adjust the pH value dosing of the water and so minimise the corrosion of pipes and fittings, both in the distribution system and in customers’ premises. The level of hardness, or the level of plumbosolvency (the degree to which the water will dissolve lead), of the water may also need to be adjusted.

· Disinfection: this treatment is to kill harmful pathogens. Usually it involves the addition of some form of chlorine.  Water leaving a treatment works generally contains a residual amount of disinfectant to reduce the risk of contamination by harmful bacteria in the distribution system. 

4.15 Some water treatment works also include a stage where ozone is added.  Ozone is a powerful oxidisng agent that breaks down complex organic chemicals, such as pesticides, so that they are more easily removed during the filtration stage.  Ozone is normally used in conjunction with activated carbon.  The carbon adsorbs the organic substances from the water. 

4.16 Some surface water sources that are at risk of contamination from cryptosporidium oocysts are also incorporating an additional treatment stage featuring specialised filters.

4.17 Drought or flood conditions cause significant variations of raw water quality and can compromise the ability of treatment works to produce water that complies with water supply regulations.

4.18 Water supplied for domestic purposes should be kept free of microbiological contamination, and water companies must regard this as their highest priority. For this reason, frequent checking for contamination and the adequacy of disinfection is of prime importance.  The concentrations of many specified substances that may be present in water are also measured at frequencies set down in the Regulations. The monitoring of water quality normally involves laboratory analysis of samples taken from various parts of the treatment and distribution systems and from consumers’ taps. For some parameters on-line continuous instrumental monitoring takes place, usually at water treatment works.  Such monitors are often fitted with alarms that alert operational staff to abnormal values.  The pH correction, chemical dosing and various other processes may be controlled automatically. An important protective measure against microbiological contamination is the maintenance of a residual disinfectant concentration in water supplies.

Distribution

4.19 Treated water is distributed under pressure from the treatment plant to customers’ premises through networks of mains.  Service reservoirs and pumping stations can be used to regulate the volume and rate of flow of water being moved in order to maintain continuity of supply. The distribution system must have sufficient capacity to supply the likely peak demand, but it would be uneconomic to build and maintain a system with excessive unused capacity. Excess capacity may also lead to quality problems if water becomes stagnant. 

4.20 The company is responsible for the distribution system from the treatment plant to a point at or near the boundary of the highway at the customer’s premises, where there is usually a stopcock. The part of the system beyond this point is not the responsibility of the company. The pipes that take water from the main into the customer’s premises are known as the service pipe. 

4.21 Existing mains have been constructed from a variety of materials, including cast grey iron, ductile iron, steel, fibre cement, concrete, uPVC (unplasticised polyvinyl chloride) and medium density polyethylene (MDPE). Which material has been used in part reflects the period when the mains were laid and their size.  Until the 1930s almost all mains were cast grey iron.  Subsequently, until around 1970, larger mains tended to be steel or spun iron, normally with bitumen or concrete lining to combat internal corrosion, or pre-stressed concrete; smaller mains have tended to be spun grey iron, fibre cement and ductile iron.  Currently mains tend to be constructed of ductile iron (lined with cement mortar), because of its resilience, or MDPE or uPVC because they are generally resistant to corrosion and relatively easy to install.  The choice of material is influenced by cost, operational requirements and the nature of the ground. The product used must be approved by the DWI for contact with drinking water.

4.22 The age of water mains does not necessarily give an indication of their condition.  Where the structural condition of a main is inadequate, replacement is normally required.  Where internal linings have broken down but the residual strength of the main is adequate, protection against further internal corrosion can be restored by relining the pipe with cement mortar or epoxy resin.  Apart from reducing the strength of the pipe, internal corrosion and encrustation reduce the carrying capacity of mains. External corrosion of iron mains can be reduced by using coatings, protective coverings or by cathodic protection.  Defective external coatings are generally not replaced. 

4.23 A significant amount of water put into supply does not reach the customer and is ‘unaccounted for’. The most significant component of unaccounted-for water is leakage, from either the distribution system or the customer’s part of the service pipe. Estimates of the level of leakage are based on a number of assumptions, including the estimate of per capita consumption of water. Figures provided by the water companies to Ofwat show that of an industry total of 15,356 Ml/d of water put into supply in 2005-06, 3,576 Ml/d was lost to leakage. Other factors that contribute to unaccounted-for water include mains flushing, drainage of service reservoirs and water used in fire fighting. Meter errors may affect the assessment of unaccounted for water. 

4.24 As water is distributed through the system under pressure, the movement of soils leading to cracks in pipes and defective pipe joints, deterioration of joint seals, corrosion of pipes and disturbance by third parties generally causes leaks from the system rather than infiltration into it.  The decision when to detect and repair leaks in the distribution system is normally an economic one dependent on a range of factors, including the adequacy of water resources available to the company. 

4.25 Ofwat began setting leakage targets following the Water Summit of May 1997. Initially companies were required to provide analyses of their economic level of leakage (ELL).  Where we considered an ELL submission was robust it was used to set future leakage targets.  Where a submission was not considered robust we set pragmatic targets.  Companies were expected to resubmit their analyses at least every two years.  We then required all companies to resubmit ELL analyses as part of their PR04 business plans.  From these submissions we set leakage targets for the period 2005-10 ensuring that leakage targets formed part of the companies’ long-term supply/demand balance strategy. The leakage targets we set are based on the companies’ assessment of their ELL, which we consider to be robust for all companies.
Customer services

4.26 Customers are charged for the services that they receive. The supply of water to most household customers (72% of billed households in 2005-06) is not directly measured. The bills for most of these customers are based on the rateable value of their property.

4.27 The water supply of the remainder of household customers (28% in 2005-06) and most non-household customers is measured at the customer’s premises and bills for these customers reflect the amount of water that they consume. As well as recovering revenue from customers, companies must deal with any enquiries or complaints that they receive.

4.28 The Water Act 1999 introduced (with effect on 1 April 2000) a right for domestic customers to opt for a water meter and at the same time restricted the companies’ right to meter customers, according to regulations made by the Secretary of State. Measured domestic customers identified by regulations as belonging to “vulnerable groups” will be protected from having to pay the full charges attributable to their use of measured.
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KEY:


BWH	Bournemouth & West Hampshire plc 	FLK          	Folkestone & Dover Water Services Ltd 	SST             South Staffordshire Water plc 	


BRL          	Bristol Water plc		MKT         	Mid Kent Water plc		SES             Sutton & East Surrey Water plc


CAM          	Cambridge Water Company plc	PRT           	Portsmouth Water plc 		THD            Tendring Hundred Water Services Ltd


DVW         	Dee Valley Water plc		SEW          	South East Water plc 		TVW            Three Valleys Water plc


					


	








� For the purposes of comparison we do not use Cholderton Water (turnover of £100k) or Albion Water (only one industrial customer) as they are very small companies and we do not require them to provide the same volume of information as we require from the other companies.


� Operating expenditure is the cost incurred by companies in the day-to-day running of the business and delivering services to customers.  They include rates, power, wages, licence fees etc.  Over half the revenue that companies collect from customers goes to meet the industry’s operating costs.  








� Erbetta and Cave 2006 Regulation and Efficiency Incentives: Evidence from the England and Wales Water and Sewerage Industry, January 2006 (available at http://www.hermesricerche.it/elements/WP_06_08_EC.pdf)


� Band A - No deficit against target headroom, Band B  -marginal deficit against target headroom, Band C - significant deficit against target headroom.


� Performance score is calculated: (interruptions >6hrs x 1) + (interruptions >12hrs x 1) + (interruptions >24hrs x 2) as percentage of connected properties.
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