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Approach

We have reviewed and audited the information provided by SST in its June Return, and in particular we have:

· assessed SST compliance with the JR03 reporting requirements and guidelines

· assessed SST material assumptions

· provided detailed commentaries on the JR03 tables and company commentaries as submitted

· reported on the Board Overview, and given our opinion on the process, accuracy and reliability of the Return. 

We have examined and audited the SST processes and data in the light of our knowledge of SST and other companies. 

Ofwat Guidance for Reporter

The Reporter should review, give his opinion on, and identify any shortfalls in the process established by the company to ensure that the Board Overview is well founded and consistently supported by the textual and numerical information in the June Return and the reports by the Quality Regulators relating to the quality enhancements programme.

Our comments on Key Outputs and Service Delivery below, discuss the compatibility of the text and tables of the overview with the SST commentaries and tables of the Return. 

The Reporter should give an opinion on the effectiveness of the company’s June Return process and whether it has been followed.

The Board at SST are fully involved with the process of preparation of the June Return, taking considerable interest in all aspects.  We have noted that the Managing and Deputy Managing Directors review all critical tables and commentaries and particularly comment on the Overview.

In our opinion the process is sound and carried out effectively.
The Reporter should comment upon the consistency of the Board Overview commentaries with the numerical information drawn from the annual return tables and their associated commentaries, and from the Quality Regulators' reports.

Our comments on Key Outputs and Service Delivery below discuss the consistency of the text and tables of the overview with the SST commentaries and tables of the Return. 

The Reporter should comment on the degree of co-operation he has had from the company, particularly with regard to timely access to the finalised June Return, to enable him to complete his work and report in accordance with the Ofwat timetable.

We have received full co-operation from SST staff throughout the reporting process.
For Chapters 1, 2, 3 and 4 of the Board Overview the Reporter should briefly summarise the key trends in company performance and confirm or otherwise the accuracy of the Board Overview statements and supporting numerical data (including costs but excluding financial performance measures).

We comment under Key Outputs and Service Delivery below.

In addition, for Chapter 1 the Reporter should give his opinion on the accuracy and completeness of the company’s information on their health and safety iniatives and performance trends; and for Chapter 3, the Reporter should give his opinion on the company’s progress towards sustainable procurement.

We comment under relevant sections below.
Key Outputs and Service Delivery (Table A)

Levels of Service

DG2 performance is impressive and continues to improve.  The only concern we have is that only properties identified by complaint or modelling will be recognised as below reference level.  This may well be correct given the detailed knowledge of SST, but there could be low pressure properties on unidentified common services where no complaints have been made.

DG3 performance is also impressive and particularly with the SST high burst rate.  Both planned and unplanned interruptions have fallen considerably since 2001-02 and planned interruptions since 2000-01.  Unplanned interruptions are now similar to 2000-01.  

DG4 remains at zero and the SST policy is to avoid restrictions except in exceptional conditions.  They have been able to avoid restrictions since the drought in 1976. 

DG6 has improved to 99.7% billing contacts dealt with in 5 days and the remainder in 5 to10 days. 

DG7 written complaints have risen by 11% since JR02 almost to the JR01 level, however we noted that SST were including letters even if "written in mild and friendly terms".  Written complaints have been all dealt with within 10 days in spite of the increased number.

DG8 shows 2% of metered accounts included in the indicator but not receiving one bill a year based of SST reading.  Customer own readings accounted for 1.5%.

DG9 – The issue reported last year regarding the greeting message was resolved following discussions between SST and Ofwat.  The greeting message was abandoned in early July 2002.  As this was part way into the JR03 period there will be some impact on the reported figures but this is not regarded as having a material impact on the improvements shown in the JR03 figures.

Water Quality

SST comment on their high level of water quality regulatory compliance and operational performance.  AMP3 schemes are being progressed to meet the targets set by the Drinking Water Inspectorate.

Table A input lines

In line 12, SST do not have any quality improvement work to fulfil undertakings to report.

For line 15, five water quality zones were reported to be failing for iron.  This figure comes from a report of water samples that have failed on quality grounds held in the SST Laboratory Information Management System (LIMS).  The same figures are detailed in the SST Chapter of the DWI Chief Inspectors Report for Drinking Water 2002.  

For line 16, SST have no WTW’s where enforcement action is being considered based on coliform standard.

For line 17, the percentage of determinations at water treatment works containing coliforms is sourced from the same data.

All other lines in Table A are transferred from the JR tables.  

Serviceability – underground assets

The burst rate has fallen slightly from last years high.  SST think that the overall trend (since 1993-94) is still rising.  They have also noted that the 2002-03 winter was mild and that had a severe freeze thaw occured the rate could well have been substantially higher.  We accept that a rising burst trend is indicated.  Mains renewals are one of the major issues in SST’s capital maintenance planning, leading to their case for a 40% increase in renewals,  and will be examined in reporting on the PR04 Draft Business Plan.
Serviceability – overground assets

SST have assessed the schemes they propose to put forward for capital maintenance of non-infrastructure assets in the DBP and are completing their case for submission in the DBP.

Only one coliform failure occurred at WTWs.  This does not maintain the apparent rising trend which was causing some concern about serviceability.  We support the SST view that their serviceability for non-infrastructure should be considered as stable.

Expenditure and Financial Performance Measures (Table C)

Profitability, Returns, Dividends, and Financing investment

We have no comment on the SST commentary

Turnover
The decline in income from the non-household sector is of major concern to SST, combined with the forecast that income will continue to decline.  This will need to be examined carefully in the PR04 process.  SST have commented particularly on the Drakelow Power Station closure.

Depreciation Charge/Broad Equivalence

Current cost depreciation has risen by some 6.7% in real terms.  SST rightly point to their CCD per property which gives a better picture of performance.

The Determination values of CCD for 2000-01, 2001-02 and 2002-03 are compared in 2002-03 prices with actuals by SST with their views on why the actuals are diverging from the Determination.  These views will be argued further in the DBP.  

Key Supporting Information (Table D)

Operating Expenditure/Property Analysis

Base operating expenditure has fallen by some 8.5% since JR02. Total operating expenditure has fallen by 7.7% since JR01.  Properties for both household and non-households have increased.  The operating cost per property is therefore significantly reduced as reported by SST.

Capital Expenditure/Property Analysis  

No comment.
Capital works activity

SST’s mains renewal programme is currently ahead of the Determination. Capital investment for the first three years of the quinquennium remains 13.8% lower than the determination to date.  Infrastructure renewals expenditure is ahead of determination by 33.6%, but maintenance non-infrastructure, quality enhancements and supply/demand are 33.6%, 20.2% and 13.4% behind Determination.  SST remain confident that the programme will be delivered within the quinquennium. SST are £11.858 million below Determination compared with £6.406million in JR02.  

We have discussed the feasibility of completing all the remaining expenditure by the end of AMP3.  SST current plan involves an expenditure of £28.8m in 2003/04 and £15.7m in 2004/05.  These annual expenditures are comparable or significantly less than the £26.0m for 2002/03.  Most of the contracts are already in place for these expenditures.  We therefore think that SST should be able to deliver the programme.

To address their significant problem with leakage SST continue to press on with mains renewal.  Currently renewal of mains has been at the rate of 52km per year compared to the 50km in the determination, though over the three years of AMP3 to date the average has been 60km per year. 

Water balance and Leakage

SST continue to put considerable effort into ensuring that components of the water balance are robust.  We have again made minor comments in our Table 10 commentary, and encourage SST to take steps to confirm the accuracy of the principal meters (those where error would have a significant effect on the closure of the water balance).  We again recommend that such meters should be checked for accuracy using insertion probes.  The robustness of the distribution input and leakage figures particularly and the water balance depend on the reliability of these meters.  The reliability is untested. 

Since JR02, SST have established their ELL value at 74.0 Ml/d.  The leakage target agreed with Ofwat is 71.5 Ml/d.  The ELL value is being re-examined for the DBP using further SST data.  Should the ELL be equal or higher than 74.0 Ml/d there will be a strong case for reviewing the target upwards.  It is not yet clear why SST have a rising nightline, causing them to struggle to achieve the target this year, but to maintain the differential between ELL and target would not be value for money for the company.  

SST have shown their forecast leakage in their commentary.  At this stage we regard this forecast as uncertain and probably optimistic unless SST can increase their resources to bring in further DMAs and maintain a high level of active leakage control.

Metering

SST comment on the take up of meters by household meter optants.  This continues to be well below the Determination and is reducing.  A considerable effort would be needed to promote interest in opting to increase the rate again.  58% of optant meters installed this year are internal.  

No selective meters have been installed for household customers.  SST point to the difficulties, and it is arguable that the much higher degree of detection work needed would be poor value for money for the company given their current available headroom.

The metering of non-household customers in 2002-03 was 86% of the Determination. SST continue to anticipate difficulties in meeting the meter installation target as meter installation in many of the commercial properties is reportedly impractical.

Table D

The total revenue outstanding for less than 48 months as a percentage of annual forecast (Line 26) is reported as 11.58%.  This is calculated by applying the three stage process detailed below and in line definition processing rules:

Part A


Line 1 plus line 9 of Table 6a = 1.066 + 3.848 = £4.914m.  

Part B
Principal Statement line A1.10 plus line A1.13


 = £37,162.000 + £5,264.295 = £42,426.295

Part C
Dividing Part A £4,140,000 by Part B £42,426,295 hich equals: 11.58%

Efficiencies

Operating cost efficiencies

SST were in Band B, above average, for operating cost efficiency in the Ofwat assessment for 1999-00 and in Band C, average, in the Ofwat assessment for 2000-01.  The 2001-02 assessment was Band C, average.
Opex efficiency improvements are evident in the outsourcing of customer and scientific services.  The Opex reduction for staffing is less evident as it is masked by rising direct employment costs which can be largely attributed to the key cost drivers identified in the SST Overview.  SST set out the management staffing cuts they have made since the 1999 determination in their commentary.

Capital cost efficiencies

SST were in Band C, average, for capital cost efficiency in the Ofwat assessment for 1999-00 and in Band B, above average, in the Ofwat assessment for 2000-01.  The 2001-02 assessment was Band B, better than average.
The PURAC partnering arrangement for treatment works should lead to more efficient working, and lower prices than were obtained under the previous more traditional contracts.  Unfortunately this is not illustrated in the Cost Base submission, as SST have not been able to price comparable work in PR99 and PR04 Cost Bases.  We consider that SST should examine ways of pricing comparable works that were price in PR99, to show that prices would be lower using the partnering arrangement.  SST should also try to demonstrate that they are now more efficient in pumping station works that they were in PR99. 

The mains rehabilitation contract, with two contractors competing for share of work based on performance and cost, should again provide. The new mainlaying contract has pain share/gainshare and gives much more encouragement to the contractor to drive down costs.  There will be only one contractor, so any benefits of competition between contractors may not be realised.  The Cost Base has demonstrated that the PR04 costs are substantially lower than in PR99.

SST have set up benchmarking arrangements which should increase their knowledge of their relative position on unit costs, which may assist in making their case that they have substantially improved their opex efficiency. 

Opex and capex interactions

SST remain very concerned that they are being disadvantaged by the current opex efficiency model.  The argument to support this case is being developed for inclusion in the SST DBP and we will comment then.  

Overview of Health and Safety Activities in 2002/03

The Reporter should give his opinion on the accuracy and completeness of the company’s information on their health and safety initiatives and performance trends.

We have met with the South Staffordshire Group Safety Advisor who advises all group companies on health and safety issues.  There is a clear delegation of health and safety responsibility from the Board to management and employees.  The group safety advisor attends all meetings of the Health & Safety Committee and advises on current and developing H&S requirements.  He also provides training presentations and workshops.

In our opinion SST have in place a comprehensive system which is actively managed and developed, with appropriate risk assessments.  Every effort is being made to ensure accuracy and completeness.  

Sustainable Procurement

The Reporter should give his opinion on the company’s progress towards sustainable procurement.

SST have taken the initial steps to implementing the British Water ‘Guide to Sustainable Procurement’ in the manner set out in the SST commentary.   It is as yet too early to audit the effectiveness of these steps given the SST objective of implementing their sustainable procurement project by end September 2003.  An audit of effectiveness could be usefully undertaken in JR04. 
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