





Financial performance and expenditure of the water companies in England and Wales 2006-07

Figures 2a and 2b illustrate the breakdown of the 15% cumulative shortfall for the
current price limit period. The companies reported this year that 90% of this
discrepancy is because of changes to the timings of projected schemes, which is the
result of, for example, planning delays.

Figure 2a Breakdown of the variances in gross capital investment 2005-10 —
water service

£m
Assumed total investment activity 2005-06 to 2006-07 4,751
Actual total investment activity 2005-06 to 2006-07 3,904
Variance 847 (-18%)

Reallocation of the final ~ Outputs over/under Different timing of Overall service
determination achieved investment Efficiency savings variance
5% 7
0% T

-5%

-10%

% of final determination

-15%

-20% -

Note:
Actual investment and final determination assumptions are both reported gross of grants and contributions.
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Figure 2b Breakdown of the variances in gross capital investment 2005-10 —
sewerage service

£m
Assumed total investment activity 2005-06 to 2006-07 4,527
Actual total investment activity 2005-06 to 2006-07 3,969
Variance 591 (-13%)

Reallocationofthe  Outputs over/under  Different timing of Overall service
final determination achieved investment Efficiency savings variance

5% 1

-5% -

-10%

% of final determination

15% A

-20% -

Note:
Actual investment and final determination assumptions are both reported gross of grants and contributions.

Output performance

Drinking water quality in England and Wales continues to be very good, with
compliance at 99.96%, the same as the 2005 level. Also, in 2006, 70 out of the 80
schemes to improve drinking water quality which were due to conclude did so within
the year, while four schemes planned for delivery in 2007 were completed early.

There was also increased compliance with the current standards for lead, iron,
manganese and turbidity. The Drinking Water Inspectorate is continuing to work with
the companies to develop operational and maintenance strategies that will help them
maintain asset serviceability.

Generally, companies have built on the good start made in 2005-06 to sewerage
quality improvements and have continued to complete investigations and capital
schemes broadly in line with our expectations. And while most companies have
experienced delays on parts of their programmes, they have brought forward other
schemes to compensate. However, delays to several high-cost schemes have
contributed significantly to the companies’ capital expenditure being considerably
below our price limit assumptions.
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For example:

¢ United Utilities has made a slow start on delivering two high-value incinerator
projects because of procurement and planning issues and it has delayed some
investigations that may hinder planning for the next price review in 2009. The
Environment Agency shares our concern at the lack of progress the company
has made.

e Thames’ timetable for projects to expand the capacity of several large sewage
treatment works serving London has slipped. This is a result of interactions with
the Thames Tideway tunnel project, which Ministers approved in March, and
uncertainties over regulatory requirements resulting from this.

e Southern’s project to provide a new sewage treatment works for Brighton and
Hove has been held up by the 2006 public inquiry, the outcome of which was only
announced by the Secretaries of State for Environment, and Communities and
Local Government on 26 July 2007. The dismissal of Southern’s appeal against
the planning authority’s refusal to grant permission to construct the new works
and consequent need for the company to submit a new proposal is expected to
result in further delay in delivering this scheme.

Several companies’ delivery of projects to provide first-time sewerage under section
101A of the Water Industry Act 1991 is disappointing. Companies are reviewing the
need for schemes that were assumed in price limits. In future, the companies should
assess their own obligations more rigorously before including proposals in their
business plans.

Where companies do not deliver specified outputs then we recover revenues at the
following price review so that consumers do not pay for a level of service they have
not received.

The proportion of sewage treatment works complying with the conditions of their
discharge consents rose to 96.4%, while compliance with the ‘look-up’ table sanitary
conditions was more or less unchanged at 99%. The virtual absence of failures of
large sewage treatment meant that more than 99% of the population were served by
compliant sewage treatment works.

We were pleased to see a 20% reduction in category 1 (major) and category 2
(significant) sewage-related pollution incidents in 2006-07, although there was a 5%
increase in category 3 (minor) incidents. Of the category 1 and 2 incidents reported,
61% occurred at combined sewer overflows, pumping stations and foul sewers.
Companies should address this through better planning and maintenance of the
sewerage infrastructure.
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We welcome the fact that self-reporting by companies of pollution incidents has risen
from 35% to 38%. We wish to encourage more self-reporting so that companies take
greater ownership of pollution incidents.

The number of properties affected by internal flooding from sewers increased in
2006-07, with most of the increase coming from blockages rather than overloaded
sewers. However, companies have continued to invest and more than 19,000
properties have benefited this year. We are aware that sewer flooding remains a
major concern for consumers and the industry is planning further investment to
reduce the risk.

The amount of activity that the industry carried out in 2006-07 is set out in table 23,
while table 24 shows the levels over the last ten years.
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Table 23 Activity in 2006-07

Existing New or Service
water enhanced reservoirs
Mains treatment water Pumping and water
renewed works treatment stations towers
and relined  refurbished works  refurbished refurbished
km no.! no.! no. no.
Water service:
Anglian 197 2 9 0 0
Dwr Cymru 502 2 2 2 1
Northumbrian 477 B 8 9 2
Severn Trent 336 8 8 5 10
South West 623 2 5 0 1
Southern 30 9 0 1 0
Thames 371 5 2 5 1
United Utilities 838 8 15 0 0
Wessex 47 6 4 1 &
Yorkshire 643 21 10 4 9
Bournemouth & W Hampshire 4 0 0 1 0
Bristol 33 0 1 0 0
Cambridge 8 0 2 0 0
Dee Valley 9 1 0 0 0
Folkestone & Dover 2 0 0 0 0
Mid Kent 8 1 1 0 0
Portsmouth 29 0 0 0 0
South East 58 0 0 0 1
South Staffordshire 81 0 0 2 0
Sutton & East Surrey 68 2 0 0 0
Tendring Hundred 8 0 0 0 0
Three Valleys 193 4 1 ) )
Water service total 4,565 64 63 88 33
New or
Sewers Sewage enhanced Sludge

renovated treatment sewage treatment Pumping
and works treatment works stations
replaced  refurbished works  refurbished refurbished
km no. no.! no.! no.

Sewerage service:
Anglian 77 4 8 1 2
Dwr Cymru 26 10 9 1 &
Northumbrian 15 5 2 1 10
Severn Trent 34 31 17 1 41
South West 7 9 4 0 2
Southern 31 89 17 & &
Thames 68 21 10 4 9
United Utilities 106 16 6 4 4
Wessex 58 2 5 0 7
Yorkshire 21 17 2 5 18
Sewerage service total 443 154 75 20 99

Note:
1. Activity shown represents 10% or more of the gross replacement cost of the asset involved (or £100,000 or more). This is a reduction in the
reporting threshold, which for previous years has been 25%.
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Table 24 Activity on underground assets —industry

Industry totals 1997-98 1998-99 1999-2000 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07

Water service

Water mains relined (km) 2,380 1,899 2,115 1,597 2,275 1,877 1,846 1,660 1,595 1,469
Water mains renewed (km) 3,499 3,893 4,082 2,489 2,799 2,831 2,725 2,362 2,702 3,096
Communication pipes replaced (number) 249,804 258,191 239,156 157,268 146,393 113,390 123,469 108,743 117,524 147,223

Sewerage service

Critical sewers renovated (km) 178 182 104 132 94 105 68 60 81 144
Critical sewers replaced (km) 92 80 85 54 40 77 47 39 66 97
Non-critical sewers renovated (km) 52 71 96 82 72 66 103
Non-critical sewers replaced (km) 58 60 112 82 86 88 99

Note:
Non-critical sewer data is only available from 2000-01.
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The companies rehabilitated 4,565 km of water mains and 443 km of sewers in
2006-07. Of the total capital investment reported, 18% has been on water and
sewerage infrastructure. In addition, significant activity has been carried out on water
and sewerage treatment works, exceeding companies’ forecasts. But while
companies have carried out more rehabilitation activity on critical sewers than
forecast, they have been investing considerably less on non-critical sewer
rehabilitation.

Table 25 shows the trends in network activity levels by company since 1990-91.

Table 25 Activity on underground assets by company — 1990-91 to 2006-07

Commun-
Water Water ication Critical Critical
mains mains pipes sewers sewers
relined renewed replaced renovated replaced*
km km no. km km
Water and sewerage companies
Anglian 442 5,494 290,869 150 96
Dwr Cymru 1,833 5,243 248,027 68 167
Northumbrian 3,653 3,938 233,055 402 38
Severn Trent 7,103 7,687 614,183 185 404
South West 3,734 1,366 70,538 43 18
Southern 519 796 99,870 55 45
Thames 4,787 1,432 244,761 390 214
United Utilities 187 12,041 687,567 381 282
Wessex 972 1,170 49,542 161 38
Yorkshire 5,008 3,419 126,600 71 47
Water only companies
Bournemouth & W Hampshire 24 104 33,433
Bristol 246 478 49,421
Cambridge 24 224 7,092
Dee Valley 227 201 31,177
Folkestone & Dover 165 46 10,474
Mid Kent 425 349 28,259
Portsmouth 14 505 51,980
South East 2,503 612 69,235
South Staffordshire 7 832 50,909
Sutton & East Surrey 230 514 25,155
Tendring Hundred 90 143 10,754
Three Valleys 568 1,193 171,739

Note:
1. The figures for critical sewers replaced are from 1991-92 only.
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Serviceability

Each water and sewerage company is required to maintain its non-infrastructure
assets and networks of water mains and sewers so that it can provide services to
consumers over the long term, whilst protecting the environment.

At price reviews, we assess each company’s outputs in recent years and its plans for
future maintenance. Price limits are set at a level that we believe allows for sufficient
maintenance of the asset systems. In the regulatory context, ‘serviceability’ is the
capability of a system of assets to deliver a reference level of service to consumers
and to the environment now and into the future. We measure serviceability by
looking at the trend in the number of actual incidents on companies’ networks, such
as burst or sewer collapses.

Trends in serviceability are ranked (from best to worst) as ‘improving’, ‘stable’,
‘marginal’ and ‘deteriorating’. An ‘improving’ ranking indicates a continued fall in
the number of incidents. We require the companies to maintain (or achieve and
maintain), as a minimum, stable serviceability, against which we monitor their
progress. We also engage with companies with marginal serviceability to make
sure that they understand our assessment and have plans in place to restore
stable serviceability.

Anglian, Southern, Thames and Yorkshire are currently subject to additional
reporting, following a ‘deteriorating’ serviceability assessment for sewerage non-
infrastructure, as is Thames for water infrastructure. We have required these
companies to produce an action plan to restore stable serviceability, and we are
monitoring them. We are continuing to monitor Anglian for sewerage infrastructure
and Three Valleys for water infrastructure as the assessments for both have
moved from ‘deteriorating’ in 2005-06 to ‘marginal’ in 2006-07. In general, we
expect companies to continue to sustain improvements in performance over time
and we expect companies to regain lost ground in achieving stable serviceability
during 2005-10.

Where companies are unable to demonstrate that they have delivered stable
serviceability when we next set price limits, our presumption will be a shortfall in
service delivery. The shortfall process will ensure that consumers are not required
to pay for outputs that have not been delivered by companies.

Table 26 summarises our serviceability assessments at a company level for
2006-07.
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Table 26 Water and sewerage serviceability assessments for 2006-07

Water infrastructure Water non-infrastructure Sewerage infrastructure Sewerage non-infrastructure
Water treatment Sewage treatment
works samples works non-
Bursts with coliforms Collapses compliant
Water and sewerage companies
Anglian Stable . Stable . Marginal . Deteriorating .
Dwr Cymru Improving . Stable * Marginal v Stable .
Northumbrian Stable . Stable . Stable * Marginal .
Severn Trent Stable . Stable . Marginal . Stable .
South West Stable . Stable . Stable . Stable v
Southern Stable . Stable v Marginal . Deteriorating v
Thames Deteriorating v Stable . Marginal . Deteriorating v
United Utilities Stable . Improving . Stable . Stable .
Wessex Marginal . Stable v Marginal . Stable .
Yorkshire Stable . Stable . Stable . Deteriorating .
WasSC assessment Stable Stable Marginal Marginal
Water only companies
Bournemouth & W Hampshire Marginal * Stable *
Bristol Marginal . Stable .
Cambridge Marginal . Stable .
Dee Valley Stable . Stable *
Folkestone & Dover Improving * Stable .
Mid Kent Stable . Stable v
Portsmouth Improving * Stable .
South East Stable . Stable .
South Staffordshire Marginal v Stable .
Sutton & East Surrey Stable * Stable *
Tendring Hundred Stable * Stable *
Three Valleys Marginal v Stable .
WoC assessment Stable Stable
Industry assessment Stable Stable
Key:
* Better than industry average performance by over 50% (25% for bursts).
. Between +/- 50% (25% for bursts) of industry average performance.
v Worse than industry average performance by over 50% (25% for bursts).
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4. Transfer pricing

Water companies have a statutory duty to trade at arm’s length with associate
companies in their group and with the parent company. This is to make sure that
price limits are set on the basis of the actual costs of providing water and sewerage
services to customers and not costs inflated by cross-subsidy. It also stops
transactions taking place on preferential terms which would potentially distort
markets and could be anti-competitive.

Table 27 shows the financial value of the trade that each company undertook with
associates in 2006-07. In 2006-07 the level of trade with associates in the industry
fell to £445.2 million compared with £485.8 million (at 2006-07 prices) in 2005-06.
This is a drop of 8.4% in real terms. Our assessment of compliance with companies’
licence conditions lags by one year to allow us to review and discuss issues with the
companies. This ensures our assessment is made after a thorough analysis of
issues.

In previous years’ reports we have highlighted in the table those companies where
we have found examples of industry best practice. We have not done this in this
year’s report because over recent years trade with associates at many companies
has decreased and previous elements of best practice have been adopted more
widely. It is therefore difficult to find examples of unique and new best practice.

In last year’s report we noted our disappointment with the lack of progress United
Utilities had made on long-standing transfer pricing issues. Although the company
had made some progress to address our concerns, we considered that it was
insufficient. As a result, we began taking enforcement action against the company.

In April 2007 we announced our intention to fine United Utilities £8.5 million for
breaching its licence conditions relating to trade with associates for the period
October 2005 to April 2007 and in June 2007 we confirmed this decision.

We monitor companies’ trading arrangements with associates and during the year
we visited United Utilities, Severn Trent and South Staffordshire to examine areas of
concern in greater detail.

At Severn Trent we discussed a number of issues relating to the company’s trading
arrangements with associates, while at South Staffordshire we reviewed the process

undertaken which led to the award of a contract to an associate company.

We will continue to monitor the companies to make sure that trade is at arm’s length.
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Table 27 Trade with other companies within the group

2006-07 prices Total value of
trade with
other group Trade as a %
companies of appointed Compliance
2006-07 business turnover with RAG 5.04
£m 2006-07 2005-06 2005-06
Water and sewerage companies
Anglian 48.0 ) 1 ()
Dwr Cymru 0.0 0 0 °
Northumbrian 17.3 & 4 ®
Severn Trent 41.0 5 ) )
South West 15.4 4 4 o
Southern 05 <1 <1 »
Thames 112.8 8 9 °
United Utilities 120.4 9 13 o
Wessex 31.2 9 ®
Yorkshire 24.3 8 ®
Total WaSCs 410.9 5
Water only companies
Bournemouth & W Hampshire 0.9 2 2 [}
Bristol 32 4 3 ’
Cambridge 0.3 2 2 4
Dee Valley 0.0 0 0 [
Folkestone & Dover 0.9 6 5) o
Mid Kent 0.4 1 3 ’
Portsmouth 0.1 0 1 o
South East 1.4 1 2 ’
South Staffordshire 20.5 28 27 °
Sutton & East Surrey 0.1 <1 <1 °
Tendring Hundred 1.3 8 [
Three Valleys 5.1 ®
Total WoCs 34.3
Industry total/average 445.2 5 6
Key:
[ ] Satisfactory compliance with RAG 5.04.
) Some areas to be improved.
Q Significant improvement required.

Note:
Numbers may not add up due to rounding.
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