DWR CYMRU–WELSH WATER - JUNE RETURN 2004
REPORTER’S COMMENTARY ON THE BOARD OVERVIEW

1 Reporter’s Scrutiny 

In Accordance with its Instrument of Appointment, Dwr Cymru-Welsh Water (WSH) has appointed Halcrow Management Sciences Limited (HMS) a ring fenced member of the Halcrow Group, to provide reporting services to Ofwat.

The Reporter for WSH, Jeremy Hawkins of HMS, supported by a team of technical and operational specialists from Halcrow, has examined, tested and provided opinion to Ofwat on the information reported by the Company in its June Return 2004.

Ofwat regulates the appointment and work of Reporters by a Protocol which formally sets out the mechanism for appointment and the tasks the Director requires. These tasks include:

· Assessing the Company’s compliance with Ofwat’s June Return Reporting Requirements and guidelines,

· Ensuring that the Company’s material assumptions have been disclosed and explained, and

· Preparing a written report to the Director General of Water Services together with a professional opinion on the Company process for developing its submission and on the accuracy and reliability of the information.

In accordance with our appointment we have carried out sample checks on the Company’s processes and examined the reported data in the light of our knowledge of WSH and the prevailing conditions in the regulated water sector. We have examined and provided opinion to Ofwat on the Company’s data tables, commentaries and other information forming its June Return 2004 and Board Overview. We have consulted with the Company’s Auditors PriceWaterhouseCoopers where required on those financial measures for which we depend on each other’s scrutiny.  

As this Return forms the base year for the AMP4 period, we also checked for consistency with the data and assumptions contained in the Company’s recent PR04 Final Business Plan submission. 

The Company has co-operated with the Reporter and his team and has facilitated full and timely access to information and systems to enable the Reporter to properly discharge his functions. The Reporter was present at the WSH Board’s endorsement of the Return and Overview on 4 June 2004.

2 Reporter’s Opinion and Observations on the Board Overview 

Having examined, scrutinised and challenged WSH’s submission as appropriate, I consider that:

· The information reported in the June Return 2004 and accompanying Board Overview is consistent with the Reporting Requirements,

· The Company has implemented an effective and reliable process for the timely compilation of the June Return 2004 

· The Return and the Board Overview fairly represent the Company’s activities and performance in the Report Year. 

As required by Ofwat, I have reviewed Chapters 1, 2 (costs), 3, 4 and 5 of the Board’s Overview. 
I have found that the Overview is consistent with the numerical data and commentaries in the June Return 2004 and the relevant reports to the Quality Regulators. I confirmed that the statements and numerical information reported in the Board Overview are consistent with the accompanying June Return. 
I have also confirmed that the June Return 2004 is materially consistent with the associated data contained in the Company’s PR04 Final Business Plan.
During 2003/04 the Company implemented the majority of its capital investment and all its operations through a series of incentive–based partnership contracts with experienced service providers. These contracts were competitively let in 2001 (following EU Procurement Rules) and expire at the end of the AMP3 period. The tendering process for successor contracts is underway and is due to be completed at the end of 2004. The procurement process involves engagement and consultation with the market in order to arrive at the optimum form and duration of future contracts. In order to build on the successes of the AMP3 arrangements it is likely that the contracts will be of ten year duration and there will be greater integration of capital and operational activities and that the water and sewage services may be combined in some contracts.   
WSH retains its statutory obligations for the delivery of water and sewerage service under its Operations Licence and fulfils these by implementing effective contract management processes utilising third party assistance in the areas of cost monitoring and control and in the audit of process compliance. 

The incentivisation contained in the current contracts is designed to benefit customers as well as other stakeholders. The service providers are contractually obliged to achieve key outputs, levels of service and expenditure targets, all of which are set with reference to the Company’s 1999 Final Determination and AMP3 Monitoring Plan.

The Company is kept informed of the level and quality of the service being provided to its customers and has the contractual rights to step in and manage the delivery if necessary. The service providers are obliged under their contracts to report service performance information to WSH on a monthly basis. There is a comprehensive suite of associated KPIs which include the quality of the reported performance information. Additionally the information is subject to audit by WSH. Many of the contractual KPIs are aligned with the performance measures reported in the June Return. 
The Return is compiled by a small team of Company employees all of whom are also responsible for the management of the outsourced contracts and the monitoring of performance during the year. The same team has also been responsible for compiling the various submissions for the 2004 Price Review.  

Our audits have shown that the quality of the information reported in the June Return 2004 has been maintained at the generally high standard set in previous Returns. There were some improvements in data quality namely in some of the asset and performance data and in the reporting of operational costs. 
In addition to this overall view, I have the following comments on selected key information reported in the Board Overview.

Levels of Service

With the exception of DG9 where there was a slight shortfall, the Company met or out-performed its Monitoring Plan Levels of Service targets for 2003/04, continuing the trend established over the last two years. 

As for last year, improvements in DG2 and DG3 performance resulted from increased and targeted mains replacement activities, further pressure reduction activity and improved operational response. I saw evidence of these activities on my sample field audits.  
I confirmed that the headline and underlying DG5 performance improved continuing the improving trend from 2001/02. As in previous years the Company’s reporting methodology excludes ‘HO Severe’ at risk properties from the DG5 Register. There were fewer recorded severe storms during the year. However, the Company continued to invest in the alleviation of both DG5 and ‘HO Severe’ sewage flooding problems.  I visited one of the DG5 schemes during 2003/04 and observed the customer benefits arising from them.  There is stakeholder support for the alleviation of further sewage flooding in Wales. WSH has included an ambitious improvement programme for the AMP4 period which aims to alleviate all known and anticipated internal flooding cases and some severe external flooding problems.  
I confirmed that the Company’s overall customer service performance as reported through the DG6, DG7 and DG8 indicators was either maintained or improved over 2002/03. This improvement was achieved against a general increase in the number of contacts with customers. The exception was DG7 where there was a 23% reduction in written complaints over the previous year attributed to an increasing acceptance of the Company’s more rigorous debt collection procedures introduced in 2001/02. More proactive communication with customers is also thought to have contributed to the smaller number of complaints. 
DG9 performance slipped slightly from the previous year but still remains above the Ofwat ‘acceptable’ category. Measures have been taken to improve DG9 performance in 2004/05.
My audits confirmed that the Company’s customer service provider, Thames Water, continues to improve working practices during 2003/03 and there was also continued investment in staff and systems. I note that the Company plans to replace its ageing mainframe and associated systems during AMP4. 
Delivering the Quality Compliance Programmes

Water quality improved generally in the year with performance at or approaching the Monitoring Plan targets for 2005. 

Investment in water quality enhancements in the distribution system and at treatment works continued in line with the Company’s AMP3 investment programme and progress towards meeting the AMP3 output targets was good with a noticeable increase in output on the S19 programme. My sample audits included four water quality schemes and I confirmed the links between these and the overall progress reported in the Return.  
The Company continues to make steady progress towards its Monitoring Plan Combined Sewer Overflow (CSO) improvement output target for 2005. I visited one CSO scheme during the year and confirmed the Company and its alliance partners are organised and incentivised to meet the AMP3 outputs despite now dealing with the more technically challenging schemes in the programme.

As in 2003/04 WSH has reprogrammed a number of its AMP3 wastewater treatment schemes in response to planning delays. Some schemes programmed for the later years of AMP3 and the first year of AMP4 have been accelerated to mitigate slippage on earlier projects. Again this has meant that the associated outputs for the year are different than anticipated in the Monitoring Plan. The Company remains confident that the delayed schemes, including most of the significant investment at Holyhead, should be complete by the end of AMP3. I visited the Holyhead scheme during the year and confirmed that the work is now progressing well and is programmed to be fully complete by the end of 2005. 
Maintaining Serviceability to Customers

I note that bacteriological compliance at WTWs and ‘at the tap’ was similar to 2002. Iron, aluminium and THM performance increased but manganese and turbidity compliance fell slightly to around the levels achieved in 2001.  

In 2003/04 the reported level of burst mains fell to its lowest level in recent years. This contributed to the improved DG2 and DG3 performance and was partly a result of the mild winter and the additional pressure monitoring and control measures undertaken. The improvement in bursts makes it more likely that the Company will achieve its Monitoring Plan target for 2005 although I accept that this cannot be predicted with certainty. The weather conditions in 2004/05 are likely to be the determining factors. 
Overall sewage treatment works compliance was 97.4%, down from 98% the previous year. The fall continues the trend started in 2001/02. As in 2002/03, the reduction was due to the failure at one more site than in the previous year, again illustrating the sensitivity of this measure. The Company’s knowledge of the risk and consequence of failure of its asset stock is increasing and its analyses of intervention options and their effects on serviceability support its plans to increase its capital maintenance expenditure on sewage non-infrastructure in AMP4. 

Bathing water compliance slipped slightly against mandatory standards (100% compliance was achieved in 2002/03) but improved marginally against guideline standards.   

The number of pollution incidents on the sewerage network was less than the previous year continuing the improving trend started in 2001/02. As in 2002/03, I found that improvements in operational procedures and asset knowledge were the main contributing factors.  

I confirmed that the number of sewer collapses increased by over 10% from the previous year but remains lower than in 2001/02. The current performance lies above the 2005 Monitoring Plan target. The Company recognises that it needs to improve its knowledge of its sewerage assets and their performance and has made some progress in achieving this during the year. Further work on proving deterioration and intervention relationships is planned.  
Operating Expenditure and Efficiencies

The Company’s operational service providers continue to be incentivised to deliver performance improvements over and above the Final Determination targets set in their contracts for the remaining years of AMP3 and the Company has established appropriate mechanisms to monitor and drive performance.

The Company has reported a reduction in real terms in water operating expenditure and an increase in sewerage operating expenditure over the previous year continuing the downward trend started in 2001/02. Overall the Company continues to be slightly behind the Ofwat FD99 target. I note that just less than 2% of the reported water opex represents depreciation costs incurred by the service providers. The equivalent costs incurred by other companies who retain the services in-house would not be reported as opex. This is the subject of a Company Specific Factor Claim filed by the Company.  

There was a 1% real term decrease in sewerage operating expenditure over the previous year. This reversed the upward trend from 2001/02. Sewerage opex remains above the Ofwat FD99 target. Contributing factors continue to be higher than anticipated costs at new large sewage treatment works and increased investment in the operation of the sewerage networks and at works in order to maintain or improve levels of service.

We found that the allocation of operational costs has been preformed on a similar basis to the previous year making comparisons at activity level easier. There have been no material movements in the costs of individual activities since 2002/03. 

The Company’s current operational contracts expire at the end of AMP3. Further opex efficiencies are anticipated in AMP4 arising from the new but yet to be procured contracts. The scope and duration of the contracts have still to be defined.  

Capital Expenditure and Efficiencies

Capital expenditure in 2003/04 for both the water and sewerage services was around £15 million (6%) more than the Final Determination (including IDOK and using Ofwat’s November 1999 assumptions). The cumulative position for the first four years of AMP3 is that expenditure is some £98 million (15%) below the Final Determination (as described above). 
Delivery of the bulk of the Company’s AMP3 investment programme continues to lie with its Strategic Alliance partners consisting of contractors, designers and cost managers. I note that the reported outperformance position is in line with the Strategic Alliance target (on the mainly Quality part of the programme) which was to beat the Final Determination by at least 5% (including the additional £41 million investment identified from savings). Apart from some delayed planning decisions, I am not aware of any other factors, outside the normal and numerous uncertainties which could impact on the delivery of a programme of this size and complexity. Generally I can confirm that the Company is on target to meet its AMP3 Regulatory outputs. 

As for last year WSH has yet to quantify or notify to Ofwat any efficiency savings. The major proportion of the AMP3 programme has been completed, contractually committed or has reached an advanced stage of design. A reasonable view of projected efficiency should now be possible but I accept that the Company is facing some technical risks in the last year of AMP3 which could make the declaration of capex efficiencies premature at this stage.  
Health and Safety

I have reviewed the information on WSH’s health and safety performance presented in Chapter 1 of the Board Overview. In the light of my knowledge of the Company’s operations and my sample audits, I consider that the statements made accurately reflect the Company’s approach to fulfilling its health and safety obligations under its outsourcing arrangements. The Company operates back to back contracts covering Heath & Safety arrangements with its service providers but retains overall responsibility.  I have seen evidence of the arrangements described including definitions of responsibility, the setting of performance targets and the reporting and monitoring of progress against them. I have been shown reports and other source data which support the Heath & Safety performance figures reported in the June Return.
Ofwat’s letter of 6 May 2004 requires the Company to make a more comprehensive Heath & Safety submission by 30 September 2004. I will review this submission and provide comment at that time as required. 

Sustainable Procurement

I have reviewed the Company’s statements on sustainable procurement made in Chapter 3 of the Board Overview. The Company has shown me how it meets, and in some cases, exceeds the principles included in the British Water ‘Guide to Sustainable Procurement’ and the Construction Clients ‘Charter’ in its current outsourced service contracts.   I have seen evidence of the operation and effectiveness of its Business Improvement Teams described and of the Company’s performance in the recent British Water members’ survey.

For understandable reasons of commercial confidentiality, I am not party to the detailed tender documentation or procurement process for the AMP4 contracts. However, the Company has described to me the procedures it is adopting in the ongoing tendering process. The intention is to expand the current alliancing approach with the associated cost control and incentivisation features. From the information provided to me I believe the tendering process aligns with the principles of sustainable procurement. 
J J Hawkins

Halcrow Management Sciences Limited

Reporter to Ofwat for Dwr Cymru Welsh Water

15 June 2004                                     
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