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1.0 Introduction

1.1. PC10 Final Determination of K Factors

1.1.1. When arriving at our final determination for NI Water for 2010-13, our primary
duty is to publish the adjustment factors for charges commonly referred to as K factors.

1.1.2. The K factors are the annual percentage increase or decrease in tariff basket

charge caps above or below inflation as measured by the Retail Prices Index (RPI). We
have set K factors for each of the five tariff baskets to allow for fair allocation of revenue
to be raised from each customer group. The K factors for this final determination are set
outin Table 1.1.

Table 1.1 71 K factors for PC10

Tariff Basket 2010-11 2011-12 2012-13
Unmeasured water supply -2.7% -3.3% -4.7%
Unmeasured sewerage supply 1.9% 1.4% 1.0%
Measured water supply -1.8% -1.8% -1.8%
Measured sewerage supply 4.3% 4.3% 4.3%
Trade effluent -1.3% -1.3% -1.3%
Overall K factor -0.2% -0.6% -1.2%
1.1.3. The K factors vary between customer groups but the overall K factor is negative

throughout PC10.

1.1.4. We have summari sed our assessment of the K
Determinati on Summar y ourRdop our websitewhw.rdar.gavaki. be f

In this main report we provide further information on our approach to the final

determination, and the decisions we made on key issues including the reasonable levels

of expenditure, revenue and outputs on which our assessment of K factors is based.
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1.2. Background

1.2.1. The Utility Regulator was established to protect the interests of consumers in
relation to the supply of water and the provision of sewerage services by water and
sewerage undertakers.

1.2.2. Our duties require us to secure that the functions of water undertakers and
sewerage undertakers are properly carried out and to secure that a company holding an
appointment as a water and sewerage undertaker can properly finance the services it
provides to consumers.

1.2.3. The PC10 6Price Controld process is a key
respect of Northern Ireland Water Limited (NI Water). Through the PC10 process we

determine price limits for NI Water for the three year period 2010-13. These limits are

based on our assessment of the lowest reasonable costs which the company should incur

in delivering the priorities for consumer services, water quality and environmental

compliance which are set out in the Social and Environmental Guidance for the PC10

period produced by the Department for Regional Development.

1.2.4. In September 2009 we published our draft determination for the PC10 period in
response to NI Waterds Business Pl an. I n our
representations from NI Water, other stakeholders and consumers. In addition to detailed
representations from NI Water we received 16 responses to our draft determination from

key stakeholders, public representatives, individuals and organisations. We have all

responses in full except one on our website and provided a response to the consultation.

We have carefully considered the representations received on the draft determination and

the additional information provided by NI Water and we have reached a final

determination of price limits for PC10.

1.2.5. We have published a summary of our final d
and Sewerage Service i Price Control 2010-137 FinalDet er mi nat i on Summary
In this supporting publication and its annexes, we provide more detail of how we arrived at

our conclusions on the outputs to be delivered by the company and the reasonable level

of costs to deliver these outputs. We have provided this additional level of detail to help

NI Water consider our final determination and to inform other stakeholders and

consumers.

1.2.6. NI Water obtains its revenue from a combination of direct charges to non-
domestic customers, direct charges to the Department for Regional Development Roads
Service for road drainage costs, subsidy paid by the Department for Regional
Development for services provided to domestic consumers and various charges made for
new connections and other direct services provided by the company. The future of
charging for water and sewerage services was considered by an Independent Water
Review Panel (IWRP) appointed by the Executive in 2007. The NI Executive has yet to
finalise its views on the recommendations of the IWRP before reaching further decisions.
This final determination does not pre-judge the decisions that the NI Executive will make
in due course. The final determination is based on the current structure and sources of
funding of NI Water.

1.2.7. NI Wat er 6 s PC1 Qecdgnised thatits aperafidnal activities are
relatively inefficient when compared to companies providing similar services in England,
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Wales and Scotland, taking account of its particular operating environment. It set out
plans to close this gap in 2010-13. However, it recognised that it will still lag behind
comparative companies at the end of the PC10 period and there will be further work to do
in improving efficiency over time. We agree with these conclusions.

1.2.8. In the development of PC10 we set out a rigorous methodology for reviewing
operational efficiency. We have continued this approach for the final determination. We
have taken account of additional information provided by NI Water including its updated
estimate of expenditure in 2009/10. This revised estimate, which is lower than the
projections we made in the draft determination, supports our methodology and confirms
that the efficiency improvements which underpin our final determination are realistic.

1.2.9. We challenged the scope, costing and efficiencies of the capital programme
and concluded that the company will be able to deliver all the outputs set out in its plan
and additional outputs which meet urgent quality objectives.

1.2.10. By challenging the company on the delivery of efficiencies and outputs we
believe that we have struck a reasonable balance between a sustainable rate of change
for NI Water and the need to deliver best value water and sewerage services to
consumers in the longer term.

1.3. Acknowledgements

1.3.1. We wish to acknowledge the efforts of the many stakeholders who contributed
to the developmentof NIWat er 6 s Bus i ne final dfermanatioreonedthet h i s
period 2008 to 2010.

1.3.2. We acknowledge the contribution of the Department for Regional Development,
the Northern Ireland Environment Agency, the Drinking Water Inspectorate and the
Consumer Council in formulating the future outputs to be delivered in PC10 and providing
us with constructive feedback and advice on the future development of water and
sewerage services.

1.3.3. We also recognise the work undertaken by NI Water in developing its PC10
Business Plan, responding to our draft determination and its continued efforts to maintain
and improve the essential water and sewerage services it provides.

1.3.4. We are grateful to all stakeholders, public representatives, individuals and
organisations who provided us with their views on the draft determination and contributed
to the development of this final determination. We have summarised the key changes
between draft and final determination in Section 1.4 below.

1.4. Summary of Key Changes from the Draft Determination

1.4.1. In developing our final determination we have reviewed our initial assessment
of reasonable costs taking account of the representations received and the additional
information submitted by NI Water. As a result, our final determination includes an
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increase in capital expenditure of £44m (8.5%) and an increase in operational expenditure
of £38m (7.1%) compared to the draft determination.

1.4.2. As a result of these and other changes, we have increased the allowed revenue
underpinning the final determination price limits by £45m (4%) from the draft

determination. The revenue requirement for the PC10 period is £91 million less than the
companyé6és Business Plan submitted in June 2009
£38 million in additional outputs which were not included in its Business Plan.

1.4.3. The key changes between draft and final determination are summarised below.

Additional expenditure identified by NI Water

1.4.4. In its representations on the draft determination NI Water identified additional
expenditure over the PC10 period which was not included in its Business Plan
submission. The total estimated increase was £14m (pre-efficiency) of capital
expenditure over three years (mainly as a result of increased projected costs of water
mains) and £5m *of operating costs (mainly as a result of projected increases in power
costs and rates). We have taken account of these changes for the final determination and
included additional costs in our assessment of the extent the company has been able to
justify the additional cost.

Disallowed additional operating costs

1.4.5. In our draft determination we considered the additional operating expenditure

proposed by NI Water from the 2007-08 base year to establish a baseline operating cost

for PC10. We allowed additional costs which were both new and outwith management

control. NI Water and other respondents challenged the extent of the additional operating

costs identified by the company which we disallowed. NI Water also commented that

errors in our assessment of its Business Plan figures had contributed to a stepped change

iNOPEX. Many r espondents commented on the marked di
projected costs in 2009-10 and our determination for 2010-11 which implied an

unachievable efficiency adjustment in the first year.

1.4.6. In view of the strength of the representations on the draft determination we
asked NI Water to provide further information on its projected 2009/10 operating costs.
This showed that NI Water had continued to identify further cost savings in 2009/10 since
submitting its representations on the Business Plan which had allowed it to reduce its
operating cost forecast for 2009-10. We were pleased to note that the revised OPEX
estimate for 2009-10 was below our estimated baseline for PC10, ensuring that the
efficiencies proposed for the first year in PC10 are reasonable

1.4.7. We have reviewed the disallowed OPEX for the final determination. NI Water
has now provided supporting information for expenditure on continuing business
improvement in PC10 which we excluded from our draft determination. Following

! The additional costs identified by the company in the consultation response totalled £14m above
that in the Business Plan. The £5m stated is the net effect after proper account is taken for the
treatment of Kinnegar costs (-£9m).
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clarification from NI Water of the scope of proposed adjustments we have included
additional costs for power and chemicals.

Extent and rate of the operational efficiency challenge

1.4.8. The current operational efficiency gap between NI Water and the industry
benchmarkis49%. Thi s f i nal determination supports NI
gap to between 25%-35% by the end of the PC10 period.

1.4.9. We recognise that reductions in NI Wateros
the additional efficiency challenge in our final determination. The final determination

includes additional costs to fund voluntary early retirement or voluntary severance to

support this.

Regional price adjustment (RPA)

1.4.10. In our draft determination we applied a regional price adjustment in our
assessment of capital efficiencies to reflect differences in prices in Northern Ireland and
average prices incurred by water and sewerage companies in England and Wales which
forms the basis of our comparative efficiency analysis. A number of respondents
commented on the scale of this adjustment. We have reviewed our assessment to rely,
where possible, on nationally published data and concluded that an RPA of -12.2% is
appropriate for locally procured goods and services.

1.4.11. The regional price adjustment is applied to only a proportion of the capital
programme to reflect goods and services procured in national markets at national prices.
Taking account of this, we estimate that NI Water should be able to procure its capital
programme at costs which are 6% lower than the average for water and sewerage
companies in England & Wales.

1.4.12. Inthe draft determination we applied the RPA to all expenditure in our
assessment of capital maintenance. For the final determination we have reviewed this
approach and applied the RPA to the proportion of goods and services which NI Water
can procure in local markets.

Unit cost rates for water mains

1.4.13. NI Water and other respondents to the draft determination questioned our
challenge to water main unit rates which was based on our analysis of historical activity
and costs provided by NI Water as part of its regular information submissions. NI Water
provided revised information on historical water mains costs and activity which
demonstrated that its historical unit costs were higher than the previous data indicated.
NI Water also noted that it wished to increase activity in urban areas compared to the
SBP period. NI Water also corrected an error in its allocation of capitalised salaries and
on-costs and proposed a further increase in unit rates for water mains which contributed
to the additional £14m of capital investment described above.



UTILITY REGULATOR WATER

1.4.14. We have increased the unit rates for water mains to reflect the additional
information on historical costs provided by NI Water and included a proportion of the
increase proposed by NI Water to allow it to increase the proportion of work it carried out
in urban areas.

Capital maintenance

1.4.15. NI Water and other respondents commented on the level of capital
maintenance proposed in our draft determination which was lower than that proposed by
NI Water. The revision to the RPA and the revision to unit rates for water mains
described above have both resulted in an increase in the level of capital maintenance
included in the final determination.

Regulatory capital value (RCV)

1.4.16. Inthe draft determination we allowed additional revenue, equivalent to an
increase in the regulatory capital value (RCV), to maintain adequate financial ratios for the
company. These financial ratios provide a measure of the financial sustainability of the
company. Both DRD and CCNI questioned the need for this change, given the impact on
revenue, subsidy and price limits. Our final determination includes an increase in allowed
revenue. We have satisfied ourselves that this additional revenue secures the financial
sustainability of the company and it is no longer necessary to adjust the RCV for PC10.

1.5. The Price Control Process

1.5.1. We are committed to the principles of better regulation: transparency,
accountability, proportionality, targeting and, consistency. We have sought to apply
these principles when developing our final determination taking account of the
representations received.

Basis of the Price Control 2010

1.5.2. The Price Control process is carried out under Condition B of the Instrument of
Appointment for NI Water (the Licence) which requires the company to provide the Utility
Regulator with such information as is reasonably required to carry out a review for the
purpose of determining the adjustment factor in respect of charges from the 1% April 2010.

1.53. The Licence envisaged that the initial price control period would cover a period
of five years. At an early stage of the process, stakeholders reviewed this and concluded
that a five year price control period carried risks to all parties. The availability and quality
of NI Waterds data and the difficulty in
period in a short time scale increased the risk that NI Water would not be adequately
funded and the probability that the PC10 Price Control would have to be revised through
interim determinations. Following consultation with stakeholders, a three year initial price
contr ol period was agreed and NI Waterés

10
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price control affords NI Water the opportunity to improve its data systems and undertake
key areas of work to inform a five year price control for the period 2013-18.

Identifying the outputs to be delivered by the Price Control

1.5.4. Working groups were established to develop the outputs for PC10 (see Figure
1.1 below). These working groups included representatives from NI Water (NIW), the
Department for Regional Development (DRD), the Consumer Council for Northern Ireland
(CCNI), the Drinking Water Inspectorate (DWI), the Northern Ireland Environment Agency
(NIEA) and the Utility Regulator. Stakeholders worked together to develop detailed lists
of outputs which were endorsed through the main co-ordination working groups.

1.5.5. A key contribution to the development of outputs for PC10 was the work

undertaken by CCNI in conjunction with NI Water to survey consumer views. CCNI

published the conclusions of this work in 6Tapj|
Based on the views expressed by consumers and the outcome of the PC10 working

groups, the Department for Regional Development prepared Social and Environmental

Guidance setting out priorities and outputs for PC10. The guidance which was initially

issued for consultation, will be laid before the Assembly for approval. The guidance is

primarily directed at the Utility Regulator and we have had regard to it in undertaking the

Price Control. Other stakeholders and NI Water have taken account of the guidance

when providing input to the PC10 process and developing the Business Plan.

Figure 1.1 - PC10 Working group structure

DRD Minister

Water Stakeholder Steering Group (WSSG) Outputs Review Group (ORG)
CEOs of DRD, NIAUR, CCNI, NIW DRD, NIAUR, CCNI, NIW, NIEA & DWI

Water Investment Coordination Group (WICG)

DRD, NIAUR, NIEA, DWI, CCNI, NIW

Group Al Group A2 Group B1 Group B2 Group C
Base Consumer Water Wastewater Sustainability &
Maintenance views and quality & quality & climate change
& ESL ESL supply supply NIW & NIAUR
Methodology DRD, NIW & demand demand
NIAUR & CCNI NIW, DRD & NIW, DRD
NIW DWI &NIEA

11
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1.5.6. We have challenged the outputs included in
submission and liaised with the key stakeholders to ensure that they are necessary and

remain consistent with consumer views, the Social and Environmental Guidance and the

requirements of the quality regulators.

1.5.7. The nominated outputs for the final determination remain unchanged from the
draft determination. In some cases we have amended the service level outputs to take
account of further information and representations from NI Water. NI Water continues to
develop its understanding of its assets and the quality of the current and historical data
available to allow it to manage the services it delivers. It was apparent that this process
continued to expose weaknesses in some of the targets previously proposed by the
company including the projection of targets included in the Strategic Business Plan. We
do not believe that it is appropriate to continue with targets, based on poor quality
information, which the company is unlikely to deliver. Therefore we have revised selected
output targets to levels which we believe are both challenging and realistic based on
current information.

1.5.8. We remain concerned that the companyés abi
outputs and investment is limited by the quality of asset and performance data available

to it. Our final determination includes funding for asset data improvements over PC10.

We expect this to lead to more robust output measures in PC13 and continuing

improvement into the future.

Obtaining the necessary information for the Price Control

1.5.9. NI Water 6s Bus i newasbasel enra stsiaiubecthsetsob i 0 n
reporting requirements which we issued to the company. The company was asked to
provide detailed and summary information with a commentary on a range of key issues
including:

The Post 2010 environment;

Improving efficiency;

Maintaining service and serviceability to customers;

Quality enhancements;

Maintaining the supply demand balance;

Service strategy and service enhancements;

Financial projections; and

= =4 -4 -4 -4 -—a - -2

Customer bills and tariffs.

1.5.10. Inits response to our draft determination, the company has provided additional

information which provided further clarification of its submission or provided amended

data based on latest estimates. We met with the company to clarify issues arising from

the draft determination and to review additional information submitted by the company. NI

Wat er 6s Board presented its views on the draft
Regulator.

12
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Scrutiny of NI Waterdés proposals for PC10

1511. We reviewed NI Water 6s aisgperiedsase nt of its f
government owned company covering 2007-10 (generally referred to as the Strategic
Business Plan or SBP period). ThelOsuggeggany 6s f ¢

that it will not deliver all the improvements funded in the SBP. In some cases outputs for
the SBP period have been delayed to the PC10 period and funding reallocated to deliver
additional outputs within the SBP. In view of this experience we have worked to ensure
that the PC10 funding proposals are based on a clear understanding of the outputs which
consumers can expect to receive for their investment in water and sewerage services.
We have recognised that some of the outputs proposed in the SBP may not be
deliverable and we have reviewed these targets based on latest best information to set
targets for PC10 which are challenging but realistic.

1.5.12. While we are clear that consumers should not pay twice for the same output,
we recognise that the major investment programme delivered by NI Water will be subject
to some variation. Based on the experience of the SBP, we will introduce a change
control process for PC10 to manage changes to the investment programme which arise
from any changes in priorities, objectives or delay to the delivery of outputs.

1.5.13. Where possible, we challenged NI Wat er 6s esti mate of the ¢
against costs incurred by NI Water in the past.
scrutinised by the Independent Reporter who also reviewed key changes in data

submitted by the company since the draft determination. We have taken account of his

observations in arriving at our assessment of reasonable expenditure for the PC10 period.

1.5.14. We challenged the efficiency of operational expenditure and the costs of the

capital programme. We assessed an efficient level of investment by comparing NI

Water6s cost base with the costs incurred by wse
and Wales for operating expenditure. The company was given the opportunity to identify

special factors and atypical costs, which take account of its particular circumstances and

explain differences between the costs it will incur and costs of comparator companies.

We have scrutinised these special factors and atypical costs and have made an

appropriate allowance in our assessment for the reasonable costs that the company

would expect to incur in PC10, alongside its efficiency challenge.

1515, For capital maintenance investment, we hayv
data and systems are not robust enough to support a bottom up assessment of future

costs. In the absence of robust data and systems we have based our assessment of

capital maintenance on an econometric analysis of capital maintenance expenditure by

water and sewerage companies in England and Wales subject to specific adjustments

which reflect the longer lengths of water mains owned by NI Water

1.5.16. We expect the company to improve its asset data and asset management
systems over the PC10 period and our final determination makes provision for this. While
we recognise that robust asset data and systems will take time to develop, we expect the
company to make significant improvements during PC10. Our approach to assessing
capital maintenance investment in PC13 will be dependent on such progress being made
by the company.

13
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1517. NI Wat er 6s apeatioyakeffigency positiort shows that it has further
to go to catch up with more efficient companies in England, Wales and Scotland. We
recognise that it takes time to deliver efficiency improvements. We have therefore set a
scope and rate of catch-up over the PC10 period which we believe an effective
management can deliver and outperform while ensuring current levels of service are
maintained and improved.

1518. We scrutinised NI Waterds proposal s
hasonitsfut ur e financial sustainability. We
through PC10 against financial ratios commonly used by other regulators, the investment
community and rating agencies. Should NI Water meet the challenges set in the final
determination it would place itself in a sound financial position.

Continuity into PC13

1.5.19. While our primary objective was to set price limits for the PC10 period we have
considered price limits and the overall financial sustainability and efficiency of NI Water in
the longer term. We have smoothed the K factors for non-domestic consumers to ensure
stability for those consumers who pay direct charges.

1.5.20. We have signalled the scope for on-going efficiency beyond PC10. We expect
NI Water to take account of this information and to consider the scope for further
efficiencies in its medium term plans. We do not expect the timeframe of the price control

to fin
have t

period to act as a constraint on NI Waterods corl

1.5.21. Efficient capital investment in the water industry is dependent on continuity of
investment. Working within the timeframe of a price control period could compromise
efficiency of capital delivery. NI Water has confirmed that its plan made provision for
project development and design during PC10 which will ensure continuity of project
delivery at the start of PC13. The effective use of this investment is dependent on
stakeholders prioritising the outputs to be delivered in the first year of the PC13 period by
the end of 2011-12.

1.6. Delivery of Outputs and Benefits

1.6.1. The investment set out in our final determination will allow NI Water to maintain
existing assets and levels of service; improve service to customers; improve compliance
with standards for drinking water quality and discharge of treated effluent; and meet
needs for development and growth. A summary of the key benefits which will be
delivered by the PC10 is set out in Table 1.2. More detailed information on outputs and
targets is given in Section 3.0.

1.6.2. As a result of our challenge to the
Business Plan, we have been able to make provision for £38m of additional outputs to be
delivered in PC10.
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Table 1.2: PC10 - Summary of key benefits

Base maintenance

Enhance consumers
service

Improve water quality
compliance

Improve environmental
compliance

Growth and supply
demand balance

Improve sustainability

Additional outputs

il

Investment in the existing assets will maintain levels of service to existing
consumers.

Investment in trunk mains and water treatment works will improve
security of supply in areas at risk during drought.

Investment in trunk mains and water distribution mains will target
reductions in interruptions to supply and reduce the number of properties
supplied at low pressure.

Investment in the sewerage network will address the risk of internal
flooding at 200 domestic properties. Further work will be carried out to
develop a robust flooding risk register, ensuring continuity of delivery into
PC13.

I nvestment in systems and managem
response to consumer queries and complaints. Additional interim
consumer service measures will be introduced and work will be
undertaken with CCNI to develop more meaningful consumer measures
for PC13.

Completion of a Water Resource Strategy in PC10 will inform future
investment in PC13 to secure water supply.

Completion of two water treatment upgrades will improve the quality of
drinking water.

The completion of drinking water safety plans will identify residual risks to
water quality and form the basis of further investment in PC13.

Continued investment in water distribution mains will improve the water
quality at the tap as part of a programme to rehabilitate a further 900 km
of mains.

Work in PC10 will assess the extent of mains which impact on water
quality to support investment in PC13.

43 wastewater treatment schemes to improve the quality of discharge
from works >250 pe.

116 unsatisfactory intermittent discharges will be upgraded to meet
quality standards.

The company will be able to continue to connect new properties to the
water and sewerage network.

Investment at sewage treatment works will address development
constraints due to lack of capacity.

Improvements to existing assets, levels of service and quality
enhancements will contribute to a sustainable service.

Further reductions in leakage will reduce water lost to below the short run
economic level of leakage (ELL).

The company will determine a sustainable long run ELL which will inform
leakage targets for PC13.

The company will continue to increase the proportion of renewable
energy used and consider opportunities for renewable power generation.

Carbon accounting will be introduced for significant investments in PC13.
Trials will be carried out on sustainable methods of catchment
management and wastewater treatment.

£30m of investment in additional outputs focused on addressing
development constraints and consent compliance at wastewater
treatment works.

£8m to advance expenditure at Killylane WTW subject to the conclusion
of further investigations.

15



UTILITY REGULATOR WATER

1.7. Summary of Future Expenditure

1.7.1. Since our draft determination, NI Water has identified some additional
expenditure which increased its overall assessment of expenditure in PC10. Taking
account of these adjustments, we estimate that the total capital expenditure proposed by
NI Water for PC10 (post efficiency) was £599m of capital expenditure and £634m of
operational expenditure over three years (post efficiency, excluding non-appointed
business).

1.7.2. We have considered the representations received from NI Water and other
stakeholders since the draft determination. We have concluded that the PC10 outputs
and the additional benefits set out in this final determination can be delivered for a total
capital expenditure of £564m and total operational expenditure of £569m over three years
over 2010-13.

1.7.3. We have summarised the future capital and operational expenditure included in
our final determination below. For capital expenditure we have summarised expenditure
by four O&épurposed categories which are defined

Table 1.3 - Purpose category definitions

Purpose Category Description

Base (capital maintenance) Investment to replace existing assets which have
reached the end of their useful life thus maintaining the
existing asset base and levels of service delivered to
consumers.

Enhanced service improvements Additional investment to improve the level of service to
existing customers. For example: by reducing the risk
of sewer flooding or increasing the pressure of water

supply.

Growth (supply demand balance) = Additional investment to address the balance of supply
and demand. This includes the development of
additional water resources, new water mains and
sewers to connect new developments and treatment
capacity to cater for growth.

Quality enhancements Additional investment to deliver compliance with new
statutory requirements including compliance with EU
obligations.

Future capital investment

1.7.4. A comparisonofthecapi t al i nvest ment i nanblthe Water 6s
assessment which underpins our final determination is set out in Table 1.4.
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Table 1.4: Capital expenditure summary

Gross expenditure 2010-13 (Em)

Utility
Regulator
NI Water Final
Business Plan Determination Difference
WATER SERVICE
Q Quality £38m £27m (E11m)
B Base maintenance £118m £121m £3m
E Enhanced service £20m £17m (E3m)
G Growth and development £91m £61m (£30m)
Total water service £267m £226m (E41m)
SEWERAGE SERVICE
Q Quality £129m £138m £9m
B Base maintenance £140m £130m (£10m)
E Enhanced service £28m £25m (E3m)
G Growth and development £36m £46m (£10m)
Total sewerage service £332m £338m £6m
TOTAL CAPITAL INVESTMENT
Q Quality £167m £165m (E2m)
B Base maintenance £258m £251m (£8m)
E Enhanced service £47m £41m (E6m)
G Growth and development £126m £107m (£20m)
Total capital investment £599m £564m (E£35m)

Note 1: NI Water costs restated to take account of additional expenditure identified by the
company since its PC10 Business Plan submission.

Note 2 Expenditure is in 2007-08 prices before deduction of capital grants and
contributions..

Note 2: Expenditure is post efficiency
Note 3: Final determination includes £38 m for additional outputs

1.7.5. Figure 1.2 shows the capital expenditure for NI Water in PC10 (per annum per
property supplied) relative to the capital
determinations for water and sewerage companies in England and Wales for 2010-15.

The proposed level of future capital investment is £279 per annum per property supplied.

17
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This is 47% greater than the average cost per property supplied included in the recent
Ofwat determinations which covers the five year period 2010-15 but close to the upper
range of expenditure per property proposed for England and Wales.

Figure 1.27 Capital expenditure per property in PC10 (2007-08 prices)

I

1.7.6. The relatively high level of investment by NI Water reflects the need to improve
guality compliance, levels of service and management systems towards those achieved
by the comparative companies. However, if these higher levels of investment continue
into the future it will result in higher levels of subsidy and charges in the longer term.
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Future operational expenditure

1.7.7. A comparison betweent he oper ati onal expenditure in 1
and the assessment which underpins our final determination is set out in
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1.7.8. Table 1.5.
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Table 1.5: Operational expenditure summary

Utility
. . ST Regulator Variance
Operational expenditure 2010-13 (Em) Business Final
Plan hat (%)
Determination
Total operating expenditure (post efficiency) £634m £569m -10.26%
Annual efficiencies 3.56% 6.48%

Note 1: NI Water expenditure restated to include additional expenditure identified since the Business Plan
submission.

Note 2. Expenditure in 2007-08 prices

Note 3: Expenditure is the total over the three years 2010-11 to 2012-13 including the PPP unitary charge
but excluding operating costs of non-appointed business.

1.7.9.

1.7.10. Figure 1.3 shows the operational expenditure for NI Water in PC10 (per annum

per property supplied) relative to the operati

final determinations for water and sewerage companies in England and Wales for 2010-
15. To provide a reasonable comparison,
charges which are accounted for as operating costs by NI Water. The proposed level of
future operational expenditure for NI Water is £257per annum per property. This is 66%
greater than the average cost per connected property included in the recent Ofwat
determinations for England and Wales. If the PPP capital charges were included, NI
Water 6s operating eyisE288pgkiahnum.e per proper
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Figure 1.3 - Operational expenditure per property in PC10 (2007-08 prices)
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1.7.11. The relatively high level of operational expenditure confirms our assessment
and NI Wat er 6s tlawts operaicnal activities are relatively inefficient
taking into account the companyb6s | ocal
continuing operational efficiency improvements into PC13.
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1.8. Funding Future Investment

The draft Social and Environmental Guidance set out an initial view of the levels of revenue and
debt which would be affordable in the PC10 period. These indicative figures are set out in Table
1.6 and

1.8.1. Table 1.7 where they are compared with the levels of revenue and debt
proposed in NI Watero6s Business Plan and
however that the actual new debt (borrowing) available in each year of PC10 maybe set
by reference to the capital enhancement expenditure required in each year of PC10. This
is reflected in our draft determination and shown in Table 1.6.

Table 1.6 - NI Water revenue requirement for PC10 (nominal) (Em)

2010-11 2011-12 2012-13 PC10

DRD draft Social and Environmental Guidance £390m £415m £440m £1,245m
NI Water Business Plan £374m £397m £419m £1,190m
Utility Regulator final determination £358m £367m £374m £1,099m
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Table 1.7 - NI Water borrowing requirement for PC10 (nominal) (Em)

2010-11 2011-12 2012-13 PC10

DRD draft Social and Environmental Guidance £130m £120m £90m £340m
NI Water Business Plan £140m £140m £100m £380m
Utility Regulator final determination £107m £99m £104m £310m
1.8.2. Our financial model allows us to forecast the required revenue from each

customer group. We have assumed for the basis of this draft determination that the
current structure of charges will continue for the PC10 period. Based on the current
structure of charges and where relevant the associated subsidy allocation, we have
derived indicative forecast subsidy levels for the PC10 period.

1.8.3. Table 1.8 shows the indicative level of revenue from each customer group
together with the subsidy allocation for each group based on the current structure of
charges.

Table 1.8 - Revenue groups for PC10 with subsidy allocation (nominal) (Em)

Revenue Group Forecast Subsidy allocation
Revenue over
PC10 (Em)
Domestic unmeasured water 354 Subsidy and contribution

through rates

Domestic unmeasured sewerage 401 Subsidy and contribution
through rates

Non-domestic measured water 135 domestic allowance
subsidy

Non-domestic measured sewerage 96 domestic allowance
subsidy

Non-domestic unmeasured water 7 50% subsidy

Non- domestic unmeasured sewerage 9 50% subsidy

Trade effluent (includes Roads Drainage 68 0% subsidy

costs of approximately £60m)

Non tariff basket revenue (includes large 28 0% subsidy

users)

Total Required Revenue 1,099

Note 1. Figures may not add due to rounding.
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1.8.4. On average approximately 73% of the revenue requirement over PC10 i.e.
£805m is forecast to be paid through subsidy. The NI Water Business Plan (restated)
forecast a subsidy level of £873m over the PC10 period. This draft determination
therefore provides a saving of £68m on the level of subsidy over the PC10 period.

1.8.5. Table 1.9 shows the sources of revenue over the PC10 period including
revenue from subsidy, Road Drainage re-charge and revenue from charges (non-
domestic).

Table 1.9 - Annual subsidy requirement in PC10 (nominal) (Em)

2010-11  2011-12 2012-13 Overall

Total
Subsidy Requirement 262 269 274 805
Roads Drainage Recharge 20 20 20 60
Revenue from charges 76 78 80 234
Total Revenue 358 367 374 1,099

1.9. Content of this Report

1.9.1. We have provided more detailed information on the final determination in the
following sections:

Chapter 2: Strategic Business Plan 2007-10.

Chapter 3: Maintaining and improving water and sewerage services in PC10.
Chapter 4: Investing in services.

Chapter 5: Improving capital efficiency.

Chapter 6: Improving operating efficiency.

Chapter 7: Financing investment.

Chapter 8: Sources of revenue.

Chapter 9: Dealing with uncertainty.

Chapter 10: Monitoring delivery.

Detailed information and methodologies are included as annexes.

1.10. Next Steps
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1.10.1. NI Water will now consider our final determination for the PC10 period and
reach a decision on whether it will accept our determination in its entirety. Under its
operating licence, the company must make this decision within two months of the
publication of the determination.

1.10.2. If the company decides not to accept our final determination it can ask us to

refer the determination to the Competition Comr
conclusions would be binding, subject to judicial review by the Courts. Until the

Competition Commission makes its decision, the price limits set out in this final

determination would stand. In practice, this means that a referral to the Competition

Commission could not impact on customer charges in 2010-11.

1.10.3. If NI Water decides to accept this final determination, it will prepare a
Monitoring Plan to set the interim milestones in performance that it will deliver in line with
the outputs which form part of the final determination. Our monitoring will be against
those milestones and against the final outputs required of NI Water in this final
determination
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2.0 Strategic Business Plan 2007-10

2.1. Introduction

2.1.1. NI Water is reaching the end of is first period of operation from 2007-10.

2.1.2. The company was established on the 1 April 2007 when it took on the
responsibilities for the delivery of water sewerage services from NI Water Service, an
Agency within the Department for Regional Development.

2.1.3. The company prepared a Strategic Business Plan (SBP) setting out its vision
and strategy for the period 2007-10. The strategy also described in outline terms
developments for the period 2010-11 to 2013-14. A copy of the Strategic Business Plan
for2007-1 0 can be f ounidterreetrsiteldtt Wat er 0 s

http://www.niwater.com/siteFiles/resources/HTMLFiles/Information Management/Business Plan 2
007 2010 Full version.pdf

2.1.4. In addition to setting out the vision and strategy of the new organisation, the
SBP described the improvements which would be delivered by NI Water, including:

1 improvements in services to customers;

1 investment in the future, with a focus on improved water and wastewater quality
compliance;

T transformation of the business, including the introduction of a new business
operating model, a focus on the development of the organisation and the
introduction of new information management and systems.

2.1.5. These improvements were summarised into 28 key performance indicators.
Targets were set for the majority of these with other KPIs to be developed over the SBP
period. These KPIs were structured around: customers, cash, people and compliance.

2.1.6. Finally, the SBP set out an annual profile of capital investment and detailed
financial statement projections for the company to 2013-14.

2.2. Delivering the SBP Targets.

2.2.1. The companyds pr 4d(Qfer twehie ofnhsse fargets, whiohat 9
published in its Public Summary of the PC10 Business Plan, are summarised in Table 2.1
below. We have also included the 2006-07 out-turn for the last year of NI Water Service.
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Table 2.17 Performance against selected SBP targets by 2009-10

KPI

11

23

24

25

26

Description

Supply interruptions i number of
properties experiencing unplanned and
unwarned interruptions to supply in
excess of:

6 hours
12 hours
24 hours

Written complaints i number of written
complaints answered within 10 working
days.

Customer billing T number of billing
contacts dealt with within 5 working
days.

Billing to metered customers i number
of bills based on metered readings.

Leakage (Note 1)

Mean zonal compliance i water quality
at tap

Operational Performance Indicator
(MZC for turbiudity, iron and
manganese)

Wastewater quality: wastewater
treatment works serving greater than
250 population equivalent achieving
compliance with NI Water Order
Consents expressed as:

(a) percentage of works
(b) percentage of population equivalent

Wastewater Treatment Works passing
Urban Waste Water Treatment
Directive numeric consent

2006/07
actual

0.30

90

169

99.34

98.87

84
77.0

76.3

2009/10

company

estimate

0.90

0.23

0.01
98

98

95

182

99.65

99.10

87.0
93.5

91.9

2009/10

SBP
target

1.00

0.15

0.01
98

98

95

135.5

99.77

99.00

91.0
94.0

92.4

Units

% connected
properties

% total written
complaints

% of billing
contacts.

% of total
metered
accounts.

Mid

% MZC

% MZC

Percentage of
works

Note 1. NI Water undertook a major reappraisal of leakage during 2008-09. Improvements in methodology
and data resulted higher reported level of leakage in the past (see Chapter 3 for further detail).
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2.2.2. Looking back, NI Water has delivered significant improvements in wastewater
compliance and water quality during a time when the business was working through a
major transformation process.

2.2.3. However, the companyds initial estimates i
levels of performance for the SBP in key areas of:

1 Supply interruptions unplanned and unwarned in excess of 12 hours.
1 Leakage.

1 Mean zonal compliance.

1 Wastewater quality compliance against water order consents.

2.2.4. These projections are based on estimates at June 2009. The company has
time over the remainder of the SBP to improve performance but it is possible that some
KPI targets will not be met. In the absence of good data and a robust link between
activity, expenditure and targets for the SBP, it is difficult to determine whether this was
due to delay, change of circumstances or unrealistic targets. We will continue to monitor
the company and assess the reasons for any underperformance against its targets. A key
lesson learnt for PC10 is the need for a clear baseline against which to monitor
performance and a clear understanding of the links between this baseline and proposed
expenditure. The outcome of our review of PC10 outputs is set out in Section 3.0.

2.3. Delivering Investment

2.3.1. The capital investment for 2007-10 was set out in the Strategic Business Plan
in nominal costs post efficiency. The estimated total expenditure in nominal prices was
£812m before the deduction of capital grants and contributions.

2.3.2. In our Cost and Performance Report we noted that NI Water had under-spent
its capital budget in the first year of the SBP. The company drew attention to delayed
start to some capital schemes as it sought to develop and optimise solutions to deliver
efficiency. The company has exceeded its planned expenditure in 2008-09 and appears
to be on track to deliver the overall level of capital investment programmed over the SBP
period. The company has demonstrated its capacity to deliver the level of capital
expenditure in the SBP, which exceeds that planned for PC10.

2.3.3. Through the quarterly Capital Investment Monitoring Returns we receive
detailed information on the progress of the capital programme, including projections of
expenditure to the end of the SBP period. In reviewing the projected out-turn of the SBP
we noted that:

T NI Water expects to complete the Belfast Sewer Project within the SBP period,
including major tunnelling work in poor ground conditions in an urban
environment. Schemes of this nature are technically challenging and difficult to
manage. Success in delivering this project will be a noteworthy achievement
for the company.

1 Some projects have been delayed or are no longer required and some projects
have been delivered under budget. The company has been able to accelerate
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other areas of the capital programme in agreement with stakeholders. For
example, the company has accelerated its water mains programme and
brought forward the construction of a trunk main funded partly by delay or
cancellation of wastewater projects.

2.3.4. We have reviewed the overall investment in the SBP period (including projected
investment to the end of 2009/10). On balance we concluded that it was not appropriate
to apply a process of logging-up and logging-down of expenditure for the SBP period to
account for changes to the capital programme.

2.3.5. We will introduce logging up and logging down for PC10 and expect the
company to report and manage changes to outputs against a clear baseline through a
change control process.

2.4. Data Quality

2.4.1. The SBP period has exposed weakness in NI
came to public attention through the reappointment of revenue and changes made to bills.

2.4.2. These are a reflection of wider data issues which the company is addressing
through the introduction of new information system and by on-going process to cleanse
and update existing data and collect and process additional data. The company has
provided us with a legally binding undertaking in respect of data improvement and reports
to us on a regular basis on progress against the undertaking.

2.4.3. The lack of robust data to support future plans is a common theme of our

determination. The absence of robust data to support the Business Plan limits the

confidence whichwecanpl ace in the companyds proposal s.
have considered external comparative benchmarks to determine an appropriate level of

expenditure. . We also required NI Water to re-submit customer data because we were

concerned that the company had not, as part of its submission assessed the impact of its

revised assumptions on the allocation of revenue between customer groups, which is

required in order to set O0K6 factors that compl

2.4.4. Our draft determination allows for continued investment in data improvement
which should allow NI Water to improve its on-going operations. It will also allow the
company to improve the quality of future Business Plan submissions which will support
continued investment to improve water and sewerage services.
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3.0 Maintaining and Improving Water and
Sewerage Services in PC10

3.1. Introduction

3.1.1. This final determination sets out the basis for funding NI Water in the PC10
period 2010-13. It is based on our assessment of the lowest reasonable costs the
company should incur in maintaining and improving the water and sewerage services it
delivers to consumers.

3.1.2. The determination includes the delivery (both timing and extent) of activities
and outputs which formed the basis of our assessment of costs and price limits. Price
limits and outputs cannot be considered separately: the final determination is a package
of both price limits and outputs which the company will consider and either accept or ask
us to refer to the Competition Commission.

3.1.3. PC10 outputs are based on the Social and Environmental Guidance issued by

the Department for Regional Development. This guidance draws on the research into

consumer views which was commissioned by NI Water and carried out independently by

the CCNItoidentfyc onsumer s6 priorities for investment i

3.1.4. The detailed outputs for PC10 were developed by the key PC10 stakeholders

(CCNI, DRD, DWI and NIEA and the Utility Regulator) through the PC10 Working Groups

previously outlined in Figure 1.1. For the draft determination we reviewed the activities

and outputs proposed in the companyds Business
was agreementthatt he bal ance of the plan was a reasonaltl
priorities, the objectives set out in the Social and Environmental Guidance and the

outcome of the PC10 Working Groups.

3.1.5. Since the draft determination we have reviewed the outputs with NI Water and
the quality regulators and received further information to clarify the links between current
performance, the proposed programme of work and the PC10 outputs. Based on this
detailed work we have made some changes to both the scope and the quantum of key
outputs to better reflect the impact of the investment programme and the quality of current
information. We believe that the revised targets set out in and the background
information provides a robust set of outputs against which the successful delivery of PC10
can be monitored.

3.1.6. The outputs included in our draft determination can be divided into three types:

1 Service level outputs: service level outputs measure the impact of investment
on the level of service experienced by consumers. For example the number
and duration of interruptions to supply or the overall compliance with water
quality parameters. This type of output is preferred as it maximises the
freedom of the company to determine the best way to deliver the required level
of service at minimum cost. It encourages innovation and cost savings which
benefit consumers in the longer term.
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1 Nominated outputs: these are specific items, often those identified by quality

regulators such as the improvement to a discharge standard to meet mandatory
legislative requirements. We have also included a number of specific
improvements identified by the company in its plan as nominated outputs such
as trunk main schemes or the provision of additional storage capacity.

General activities: we included activities (such as the rate of replacement of
water mains or the replacement of sewerage) as outputs where it was not
possible to establish a clear link between activity and service level outputs in
the short term. This ensures that the company will put forward robust plans for
each Price Control period against which it can be monitored. Activity rates can
be reviewed at subsequent Business Plans and increased or reduced to reflect
experience and future levels of service required by consumers.

The PC10 outputs included in this draft determination are summarised in
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3.1.8. Table 3.1. More detailed information of our assessment of reasonable outputs
is given below under the following headings:

1 Consumer service outputs: these cover the key impacts on consumers of
water supply pressure, interruptions to supply, and flooding of properties by
sewage.

1 Consumer response outputs: we have included output measures for the
consumer contact response times commonly used in the water industry
including: response to billing queries; response to written complaints; bills
i ssued based on meter reads; and telephone
have identified that NI Water may not be measuring the right things to show that
satisfactory outcomes have been achieved for consumers. We will work with
other stakeholders to develop more meaningful consumer response measures
for PC13. For PC10 we will ask the company to report against additional
response measures which will add to our understanding of the quality of
response to consumers.

1 Water resource outputs: the key water resource outputs of security of supply
and leakage.

1 Water treatment and supply outputs: the water treatment and distribution
outputs for PC10 include gradual improvements to water quality in line with
current and proposed investment. We have also included water mains activity
as an output reflecting the need to develop the link between this work and the
impact it has on consumer service.

i Sewerage outputs: the sewerage outputs for PC10 include: sewerage
maintenance activity rates and improvements to nominated unsatisfactory
intermittent discharges. We have also included an output measure for pollution
incidents although this will be delivered
assets.

1 Sewage treatment quality outputs: the main sewage quality outputs are
nominated outputs relating to improvements to discharge standards required by
NIEA. We have also included a service measure for compliance of wastewater
discharges.

I Asset serviceability outputs: we expect NI Water to maintain the
serviceability of its assets over PC10. This will be assessed by a range of
output parameters. We recognise that lack of robust historical data and NI
Waterbés work to improve data quality coul d
data which does not relate to the condition or performance of the assets. In
Chapter 10.0 we have set proposals for monitoring serviceability which will be
developed in PC10 and implemented for PC13.

1 Overall Performance Assessment: we have adopted the OPA methodology,
currently used in Scotland, England and Wales, subject to some amendments
to definitions to reflect local circumstances. This combines a basket of outputs
inasinglescorewhi ch all ows NI Waterds overall i my
against its targets for PC10.
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Table 3.1 17 PC10 output summary

Consumer Service 2009-10 2010-11 2011-12 2012-13

Properties confirmed at risk of receiving 665 220 300 280
pressure below reference level (DG2) alleviated
by company action (Note 1).

Interruptions to supply i composite score (DG3) 1.27 1.24 1.20 1.16
Interruptions to supply >12 hrs (% of properties) 0.230 0.222 0.214 0.205
(DG3)

Properties at risk of flooding i number removed - - - 200

from the risk register by company action (DG5).

Consumer Response

Billing contacts dealt with within 5 working days 98.0 99.9 99.9 99.9
(% billing contacts) (DGB6).

Written complaints answered within 10 working 98.0 98.5 98.5 98.5
days (% written complaints) (DG7)

Bills based on meter readings (% of total 95.0 95.0 97.5 98.5
metered accounts) (DG8).

Call handling satisfaction score (1-5) 4.60 4.65 4.70 4.70
Percentage of calls not abandoned (DG9) 99.0 99.0 99.0 99.0
Percentage of calls not all lines busy (DG9) 99.9 99.9 99.9 99.9

Water Resources
Security of supply index (maximum 100) 44 77 78 79
Leakage (Mld) 177 173 169 166

Nominated outputs for trunk main schemes (4nr) including schemes carried over from SBP and
carrying into PC13. One new abstraction. Cc
recommendations. Completion of the Water Resource Management Plan.

Water Treatment and Distribution
Mean zonal compliance water quality at tap (%) 99.65% 99.70% 99.70% 99.70%

Operational performance indicator (MZC 99.10% 99.10% 99.10% 99.10%
turbidity, iron and manganese) (%)

Nominated outputs for water treatment works upgrades completed (2nr), study to determine the
upgrade for water treatment works (1nr), trunk mains completion and starts (4nr) and completion
and work to increase capacity at 13 service reservoirs or clear water tanks.

Activity output of 900km of new, replaced or relined mains over PC10, excluding the trunk mains
programme.
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Sewerage

Length of critical sewer renewed or relined over 63 km over PC10
PC10

Length of non-critical sewer renewed 9 km over PC10

Nominated outputs for improvements to 117 UIDs.

Number of high and medium pollution incidents 56 54 51 48
attributed to NI Water

Sewage Quality Outputs (Note 2)

% of WwTWs compliant (Water Order) numeric 85.0% 87.7% 90.8%
consents

% WwTWSs compliant (UWWTD consents) 89.8% 92.4% 96.2%
% of WwWTW treatment works discharges 84.6% 87.4% 90.9%

complying with numeric consents

% of total pe served by WwTWs complying with 94.87% 95.98% 98.53%
Water Order consent (LUT)

% of total pe served by WwTWs complying with 95.73% 96.73% 99.11%
UWWTD consent (LUT)

Nominated outputs for improvements delivered by 43 sewage treatment works schemes.

Asset Serviceability

All asset areas Stable Stable Stable Stable
Overall Performance Assessment

OPA score based on 11 service areas included 135 142 168 201
in 2007-08 assessment

Note 1. To provide flexibility in the capital programme, the key target will be the delivery of the total number
of outputs over the PC10 period. NI Water will be asked to explain any shortfall from the cumulative
target to date in its annual reporting to demonstrate that it remains on track to deliver the total output
over the PC10 period.

Note 2. An increase in the number of small works with numeric consents in 2010 results in a nominal
reduction in performance from 2009/10.

3.1.9. We have developed a schedule of nominated outputs and activities for PC10 in
conjunction with the company and the quality regulators which underpins the final
determination.

3.1.10. In addition to the outputs tabulated above, the company shall deliver the
general requirements set out in the Social and Environmental Guidance including
planning for the future and supporting government agencies in the development of policy.

The investment plan allows for investment of £38m in additional water and wastewater
quality outputs to reduce pollution and support development. As these additional outputs
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are prioritised we will amend the targets proposed for PC10 to take account of the
improvements they will deliver.

3.2. Understanding and Addressing Consumer Views

Introduction

3.2.1. The PC10 A2 working group, comprising: NI Water, CCNI and the Utility
Regulator was established to understand what consumers want from their water and
sewerage services.

3.2.2. In June 2008 NI Water commissioned CCNI to undertake independent research
into consumer views to find out what the people of Northern Ireland think about the
current delivery of water and sewerage services, and discover the areas of service that
consumers want to prioritise and improve.

3.2.3. The results of the consumer research is set out in dfapping into Consumer
Views on Waterbwh i ch i s available through the Consumer
http://www.consumercouncil.org.uk/.

3.2.4, The consumer research, carried out through the autumn of 2008, was split into
two phases. Phase 1 developed and tested a survey methodology and included:
1T Sessions with the Consumer Council 6s consu
9 Eight focus groups;;
1 Sixteen in depth interviews with non-domestic customers; and
1 Pilot surveys of 301 households.

3.2.5. Phase 2 consisted of quantitative surveys of 1000 households using a survey
guestionnaire based on the findings of Phase 1.

3.2.6. The quantitative survey work was based around four main service areas:

Sewerage services;
Water services;
Environmental services; and

= =4 -4 -

Customer services.

3.2.7. During Phase 1 of the survey a series of features were developed for each
service area and tested through the pilot studies (see Table 3.2).
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Table 3.2- Consumer Survey Service Features

Sewerage Services Water Services
1 Flooding inside properties 1 Safety of tap water
1 Flooding of outside areas which lots 1 Taste, smell and appearance of tap
of people see water
1 Flooding of outside areas which few 1 Leakage from mains
people see 1  Supply interruptions with no waning
T Odour nuisance 1 Low water pressure
1 Water supply restrictions
Environmental Services Customer Services
1 Pollution form sewage discharges to 1 Dealing with customer complaints
inland waters (rivers and loughs) 1 Ease of telephone contact
1 Pollution from sewage discharges to 1  Response time
coastal waters _
1 Carbon emissions T Noise
3.2.8. During the quantitative survey work consumers were provided with information

relating to current levels of service and information on the impact of service failure
including descriptions and images. The interviewees were then asked to rank the
features by priority within each service area. This ranking forms the basis of the priorities
for the individual service areas shown in Figure 3.1,Figure 3.2, Figure 3.3 and Figure 3.4.
The prioritisation scores can only be compared within the same group of service
measures, the scores should not be compared for features from different service areas.

3.2.9. In the following sections we summarise some of the content of the report on
consumer views and priorities and provide an overview of how PC10 will address them.
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3.3. Relating PC10 Outputs to Consumer Priorities

Sewerage Services

3.3.1. Consumer priorities for the sewerage service are summarised in Figure 3.1

Figure 3.1 - Consumer priorities for the sewerage service
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3.3.2. At present, NI Water does not have robust records of historic flooding. It is

developing the data and analysis necessary to allow it to identify properties at risk of
flooding and assess the extent of the problem to prioritise and deliver solutions.

3.3.3. During PC10 NI Water will deliver solutions which reduce the risk of internal
flooding to 200 properties at risk of flooding due to lack of hydraulic capacity. This and
other work on the sewerage system will reduce the risk of external flooding although this
is not a specific target.

3.3.4. The company will also improve its flooding records to identify properties at risk
of flooding from sewers to plan its programme of work for PC13, ensuring continuity of
delivery of solutions to flooding problems into PC13.
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Figure 3.2 - Consumer priorities for water services
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Consumers6 main priority was the safety

concerned by the taste, smell and appearance of tap water and linked this to safety of the
water supplied.

3.3.6.

3.3.7.

3.3.8.

Because of the high priorities given to the safety of tap water and the taste;
smell and appearance of tap water; and other supply issues (leakage, supply interruptions
and low pressure) had relatively low priorities. However, consumers remained concerned
about these issues. For example leakage was a high priority in the focus groups where
the loss of water in supply was linked to supply pressure, security of supply and waste
and inefficiency.

During PC10, NI Water will continue to invest in improvements to water
treatment works to meet EU standards for drinking water into supply. Continued work on
the trunk mains programme will also allow treatment works which do not meet current
standards at all times to be taken out of supply. Investigations will allow the company to
identify further treatment improvements. Drinking water safety plans will be developed to
provide a risk based approach for target asset maintenance and identify any future quality
improvements to be delivered in PC13.

Once NI Water has upgraded its treatment capacity to comply with current
standards, further improvements to water quality, including taste, smell and appearance,
will depend largely on the rehabilitation of water mains. In PC10, NI Water will continue
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with its mains rehabilitation programme which has maintained and improved levels of
service in respect of low pressure and the quality of water.

3.3.9. At present, the company is not able to separate out the benefits of future mains
replacement and it has not quantified the extent of water quality compliance problems and
the level of investment required to address this issue. Over PC10, we expect the
company to address this in conjunction with DWI to allow a planned programme of water
quality improvements to be developed for PC13 which will identify the extent of the
problem and allow an affordable programme of distribution mains quality improvements to
be developed.

3.3.10. Water supply restrictions are the lowest priority water service issue for
consumers. Most consumers struggled to remember the last restriction and were
concerned that restrictions should not be put in place when high levels of leakage still
exist. However water resource plans prepared by NI Water have identified risk to security
of water supply in the long term. The company implemented a programme of work to
increase water treatment capacity and provide additional trunk mains which will address
these issues. Much of this work has been completed or included in the Alpha PPP
concession. In PC10 the company will increase abstraction and treatment capacity in one
water resource zone to improve security of supply. Continuing work on trunk mains will
also improve the resilience of the water distribution network.
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Environmental Services

Figure 3.3 - Consumer priorities for environmental services
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3.3.11. Consumers expressed a clear priority for improvement to pollution from sewage
discharges to inland waters (rivers and loughs) over pollution of coastal waters. They
recognised the impact of discharging to small inland waters where there is less dilution.
The impact of pollution on wildlife and tourism was a concern. Some consumers spoke of
the impact of developments in areas where infrastructure could not cope.

3.3.12.  During PC10 NI Water will deliver improvements to wastewater treatment works
to meet consent conditions set by NIEA, continuing a major programme of investment
begun in the SBP. Much of the programme is focused on discharges to inland waters.

3.3.13. Inthe SBP, investment to improve unsatisfactory intermittent sewage
discharges focused on the Belfast Sewer Project which will soon be commissioned and
will deliver major improvements to the River Lagan. In PC10, the company will begin a
prioritised programme to improve other unsatisfactory intermittent discharges.

3.3.14. The programme of work described above will also deliver improvements to
bathing waters at Newcastle and Ballyholme.

3.3.15.  Further progress will be made to reduce high and medium pollution incidents.
While the major asset investment in PC10 will contribute to this, much of the improvement
will come from smaller scale investment in monitoring systems, asset data and
improvements in operational practice which will come with better information.
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Customer Services

Figure 3.47 Consumer priorities for consumer services

250

200 A

150

100

Relative Priority

50 A

Response time Ease of telephone contact Dealing with customer Noise
complaints

3.3.16. Response time is the most important consumer service factor. The speed of
response is important to consumers but it is getting the problem fixed which is the key
priority.

3.3.17. Historically the consumer response targets used in the water industry have
measured the speed of response and consumer satisfaction with the way their initial

contact with the company was handled, rathert han t he companyds abi
underlying issue satisfactorily. Consumers have identified that NI Water may not be
measuring the right things to show that satisfactory outcomes have been achieved for
consumers.

3.3.18.  During PC10 we will continue with the historical measures for consumer
contact: speed of response to billing queries (DG6); speed of response to written
complaints (DG7); bills based on meter readings; and speed and ease of telephone
contact and call handling satisfaction (DG9). NI Water expects to deliver levels of service
approaching 100% for most of these measures by the end of PC10. It current and
proposed level of service compares well with water and sewerage companies in England
and Wales (see Table 3.6)

3.3.19. During PC10, the company will invest in new systems to improve customer

contact and in its new operational control centre to improve its response to consumers
from point of contact to resolution of the underlying problem.

40



UTILITY REGULATOR WATER

3.3.20. We will work with CCNI, the company and other stakeholders to develop more
meaningful consumer response measures which will allow NI Water to target
improvements and demonstrate that it is striving to make things better for consumers.

3.4. Social and Environmental Guidance

3.4.1. The PC10 outputs are based on Social and Environmental Guidance issued by
the Department for Regional Development (DRD). The guidance is directed at the Utility
Regulator and provides guidance on the key environmental and social polices the Minister
expects the Utility Regulator to contribute to in carrying out its role as the independent
economic regulator for the water industry.

3.4.2. The Department for Regional Development published its draft Social and
Environmental Guidance was initially issued for consultation in March 2009. Following
consultation we have been provided with a draft of the Principal Social and Environmental
Guidance.

3.4.3. N | Water6s Business Plan was based on t he
Guidance i ssued for consul tation. From our revi ew
have concluded that it also addresses the requirements of the revised guidance

3.4.4. The Social and Environmental Guidance set out the following key strategic
investment priorities for PC10:

1 affordability i provide affordable cost effective services to customers;

1 EU Compliance T meet our European legal obligations in relation to drinking;

1 service delivery and improvement I maintain current customer service levels
and work towards improvements that provide customer benefits in areas such
as sewer flooding and interruptions to water supply;

9 sustainability i improve out infrastructure to reduce leakage, cut
unsatisfactory sewerage discharges, lower energy consumptions and allow for
future growth.

3.4.5. Following main chapters providing guidance on these issues the guidance
summaries the key investment priorities for 2010-13 under six headings of:

9 Priority 17 Mandatory EU obligations;
9 Priority 27 Improving service levels;
9 Priority 31 Water leakage and pressure;
9 Priority 41 Surface flooding;
9 Priority 51 Longer term EU requirements; and
9 Priority 6 1 Sustainability and climate change.
3.4.6. The detailed priorities of the Principal Social and Environmental Guidance are

included in Appendix 3.
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3.4.7. The detail of the outputs for PC10 was developed by the key PC10

stakeholders through the PC10 Working Groups outlined previously at Figure 1.1. We

have reviewedtheact i vi ti es and outputs proposed in the
the key stakeholders. There was agreement that the balance of the plan reflected

consumersod6 priorities; the key objectives and ¢
Environmental Guidance; and the outcome of the PC10 Working Groups.

3.4.8. In the following sections we review the outputs and targets for PC10 for:

Consumer service;
Consumer contact;

Water resources;

Water treatment and supply;
Sewerage;

Sewage treatment quality;
Asset serviceability; and
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Overall Performance Assessment.

3.5. Customer Service Outputs

Introduction

3.5.1. Consumer service outputs will measure company performance against three
potential service failures:

1 Water supply pressure (number of properties at risk of receiving pressure below
reference level i DG2);

T Interruptions to supply (DG3); and,
1 Flooding from the sewerage system (DG5).

Water Supply Pressure (DG2)

3.5.2. The reference service level for water supply is 10m pressure at the consumer
tap when the rate of flow is 9 I/s. An alternative surrogate level of 15m is used to avoid
the complexity of making this assessment. NI Water has based its assessment on this
surrogate measure.

3.5.3. NI Water estimated that the number of properties at risk of receiving pressure
below the reference level was 5783 at the end of 2008-09. Its Business Plan provided an
estimate of the reduction in the number of properties at risk of receiving low pressure over
the PC10 period. In our draft determination we asked the company to review its current
estimates and proposed targets for PC10. In particular, we asked the company to take
account of information emerging from the detailed pressure logging surveys it was
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undertaking at the time. These surveys suggested that better information would result in
amater i al reduction in the companybds initial
We also asked the company if it was possible to provide a better link between the

investment proposed in its Business Plan and the number of properties at risk.

3.5.4. The company has provided us with the further information requested. We have
presented revised targets for PC10 in Table 3.3 based on this information.

3.5.5. Given the continued uncertainty over number of properties which will be
removed from the at risk category by better information we have, changed the key
delivery target for PC10 to the number of properties confirmed at risk which are alleviated
by company action.

3.5.6. We have also prepared an estimate of the number of properties which remain
at risk which is included in the Overall Performance Assessment (OPA) score. However,
given the continued uncertainty in this projection we concluded that this estimate of
properties at risk of receiving low pressure should not itself be a target for PC10. We
expect the company to improve its assessment of the number of properties at risk when it
completes its current pressure logging work with further improvements over the PC10
period. We expect this to allow targets to be set in PC13 for both the number of
properties at risk which are addressed by company action and the number of properties
remaining on the register.

3.5.7. Over the remainder of the SBP and through PC10 NI Water will continue to
improve supply pressure. The company projects that the number of properties at risk of
receiving low water pressure will reduce to 1400 at the end of PC10, see Table 3.3.

Table 3.3 1 Proposed improvements to low pressure

07-08 08-09 09-10 11-10 11-12 12-13

Properties confirmed at risk of receiving
pressure below reference level (DG2) 665 220 300 280
addressed by company action in the year.

Properties at risk of receiving low

pressure (DG2) 10321 5783 2200 1980 1680 @ 1400

3.5.8. To provide flexibility in the capital programme, the key target will be the delivery
of the total number of properties addressed by the company over the PC10 period (800).
NI Water will be asked to explain any shortfall from the cumulative target to date in its
annual reporting to demonstrate that it remains on track to deliver the total output over the
PC10 period.

3.5.9. The company reports properties removed from the at risk register after a period
of assessment following completion of the project which can take up to one year. The

est i

targetssetout above take account of this one year | &

performance over PC10 we will expect the company to demonstrate that the number of
properties alleviated by works in 2012-13 which it expects to confirm in 2013-14 is in line
with its PC10 estimates.
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Unplanned Interruptions to Supply (DG3)

3.5.10. For PC10 NI Water plans to make a gradual improvement to the level of
unplanned interruptions to water supply as measured by a DG3 overall performance
score and the proportion of properties affected by unplanned interruptions to supply
greater than 12 hours.

3511, From our review of the companyds proposals
that:

I The link between improvements and investment was weak. We would expect
the company to improve its understanding of interruptions to supply to develop
a more robust plan for PC13.

I The company proposed gradual reductions in unplanned interruptions >12 hrs
which is a key area of concern for consumers. We expect NI Water to
undertake root cause analysis of interruptions greater than 12 hours to inform
improvements in operational practice which might reduce response times.

3.5.12. NI Water reports a high level of unplanned interruptions to supply relative to
water companies in England, Wales and Scotland. For example, in 2007-08, NI Water
reported that 7.6% of properties served by NI Water were affected by an unplanned
interruption to supply with duration greater than 3 hours. This compares to a range of
0.8% to 3.77% for water and sewerage companies in Scotland, England and Wales?.

3.5.13. The high level of unplanned interruptions to supply does not appear to be
related to frequency of pipe bursts which are similar to those reported by companies in
England and Wales (see

3.5.14. Figure 3.5 below).

? Excluding the impact of flooding of a WTW at Severn Trent Water in 2007.
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Figure 3.571 Frequency of pipe bursts
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length of main per property served which is 32m per property compared with a range of 9
to 20m per property in England and Wales. Intuitively the longer length of main per
property would result in a high frequency of interruption for similar burst rates. This is
supported by the data plotted in Figure 3.6.

Figure 3.6 - Interruptions to supply compared to length of main per property
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The data shows that different companies provide different levels of service

which correlates with the length of main per property. The correlation confirms that the
high frequency of interruptions to supply is likely to be related to the length of main per
property and the overall condition and performance of water mains. As a result, it may
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not be possible to make significant reductions in interruptions to supply without reducing
the frequency of mains bursts well below levels experienced in Scotland, England and
Wales.

3.5.17. NI Water will develop its asset management techniques in preparation for
PC13. We expect the company to consider the interaction between length of main per
property, burst rate and interruption to supply before increasing the rate of mains
replacement.

3.5.18. Consumer research noted that the duration of a supply interruption goes a long
way to determining the inconvenience caused. Consumers thought that no household
should be without water for more than 12 hours. In 2007-08, NI Water reported 2,086
properties affected by interruptions to supply greater than 12 hours with 96% of these a
result of unplanned interruptions. However, the frequency of interruptions to supply >12
hours is greater for NI Water consumers than in Scotland, England and Wales. High
proportions of interruptions >12 hours will occur in other areas in single years but the high
frequency for NI Water occurs on a regular basis.

3.5.19. Inits Business Plan the company commented on the impact the rural nature of

the area it serves has on locating bursts and mobilising resources to make repairs. We
recognise these issues and understand that
performance. However, at this stage the company has not quantified the impact or

proposed specific measures which would reduce unplanned interruptions to supply >12
hours. We expect the company to carry out root cause analysis of interruptions to supply
which exceed 12 hours which would allow it to improve this key service measure and, if
necessary support additional investment for PC13.

3.5.20. Since the draft determination the company proposed revised targets in light of

its most recent performance and its concern over whether the rate of improvement
achieved in the past could be sustained in
revised proposals and concluded the following:

i The company proposed increasing the component for interruptions to supplies
greater than 24 hours in light of an increase in the humber of events affecting
significant numbers of properties in the last two years. On the basis of the
evidence to date, we do not believe it to be appropriate to adjust this
component of the overall performance score. The company will make every
effort to minimise such events. If they occur, we expect the company to provide
us with a report which sets out the scale and cause of the event and describes

t hey

t he

the companyb6és response and |l essons | earnt

1 The company proposed reducing the rate of improvement in unplanned
interruptions to supply greater than 12 hours. At the draft determination we
accepted that the company should rebase its target on current performance.
We believe that there is scope for further improvement in this key target and we
have not amended the target rate of improvement for the final determination.

1 The company proposed rebasing its targets to reflect 2008-09 performance. It
also proposed to reduce the rate of improvement (which was initially based on
achieving average standards in England and Wales). We have considered this
and concluded that it is reasonable. The company has made major reductions
in the number of >6hr interruptions to supply in recent years. Once an
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interruption to supply has exceeded 3 hours, the likelihood of it exceeding 6 hrs
is now similar to the average for England and Wales. The high interruptions
score appears to be driven largely by the length of main per property which is
an inherent characteristic of the distribution network.

1 The DG3 overall performance score has been recalculated to take account of
NI Waterb6s | atest projections of property

3.5.21. We accept that extreme events, such as the 2009-10 winter conditions, will
mean that NI Water might not be able to achieve the target from time to time. However,
we do not believe that it is appropriate to take account of these extreme conditions when
setting targets. We expect NI Water to draw extremes of conditions which impact on
performance to our attention in its annual reports, assessing the impact and identifying
lessons learnt which will inform future investment.

Our revised DG3 targets for PC10 are set out in
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3.5.22. Table 3.4.
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Table 3.4 - Proposed improvements to interruptions to supply

07-08 08-09 09-10 11-10 11-12 12-13

Revised DG3 OPS® target 1.43 141 1.27 1.24 1.20 1.16

Unplanned interruptions to supply >12 1839 2010 1800 1750 1700 1650

hrs

Note 1. 07/08 and 08/09 are actuals reported by NI Water.

Flooding of Properties and External Areas from Sewers

3.5.28.

)l

3.5.24.
allow it to assess the risk of sewer flooding and prioritise investment to reduce the impact
on consumers. The lack of robust historical data makes it impractical to project forward a
service level target. As a result the outputs for PC10 will be:

3.6.

1

Sewage flooding can occur when:
the volume of water entering the sewer during a storm exceeds the capacity of
the sewerage system (hydraulic overload); and

an asset fails, including sewer collapse, blockage and failure of pumping
stations (other causes).

NI Water does not have a comprehensive record of sewer flooding which would

To develop and maintain a flooding register and a register of properties at risk
from internal sewer flooding (DG5 Register).

To collect and categorise annual flooding events to continue to populate the
flooding register and provide the basis for future service targets.

To address the risk of internal flooding at 200 properties currently at risk of
flooding.

To ensure that the prioritisation and development of flood alleviation schemes is
sufficiently well advanced to ensure continuity of investment and delivery of
improvements into PC13.

Consumer Contact Outputs

Introduction

3.6.1.

We have included outputs for the consumer contact response times commonly

used in the water industry including:

® The overall performance score for interruptions to supply combines unplanned interruptions
greater than 6 hours, 12 hours and 24 hours, weighting higher duration events.
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Response to billing queries;
Response to written complaints;
Bills issued based on meter reads; and,

= =4 -4 A

Telephone response times.

3.6.2. Consumers have identified that NI Water may not be measuring the right things
to show that satisfactory outcomes have been achieved for consumers. We will work with
other stakeholders to develop more meaningful consumer response measures for PC13.
For PC10 we will ask the company to report against additional response measures which
will add to our understanding of the quality of response to consumers. These are:

1 Number and frequency of repeat complaints.
1 Number and frequency of holding responses issued by the company.
1 Number and frequency of sewer blockage clearance which exceeds 24 hours.

Current Consumer Contact Measures

3.6.3. For PC10 we will continue to measurethe companyés performance
response to consumer contact based on measures established for the regulation of the
water industry in England and Wales and adopted in Scotland.

3.6.4. These measures consider the speed of response to a contact only. They do
not necessarily measure the time taken to address the underlying problem and restore an
adequate level of consumer service.

3.6.5. For PC10 NI Water intends to make continued improvement by reducing the
time taken to respond to consumer contact and by the end of PC10 plans to achieve
almost 100% compliance with the target response times for each response measure.

The targets set in the draft determination were bas
determination NI Water asked for minor changes to be made to its projections to reflect work

underway to introduce new systems and improve data quality. These resulted in a one year delay

to the delivery of two targets. The revised PC10 targets for responing to consumer contact are set

outin
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3.6.6. Table 3.5.
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Table 3.5 - Responding to consumer contact in PC10

Consumer Contact Measure 07-08 08-09 09-10 11-10 11-12 12-13

Billing contacts dealt with within 5 days

0, 0, 0, 0, 0, 0,
(DG6) 95.0% 99.9% @ 98.0% 99.9% 99.9% 99.9%

Written complaints dealt with within 10 905% 999% 98.0% 98.5% 93.5% 985%
days (DG7)
Metered customers receiving bill based

0 0 0 0 0 0
on a meter read (DG8) 95.1% 92.5% 95.0% 95.0% @ 97.5% @ 98.5%

Call handling satisfaction score 4.6 4.65 4.7 4.7 4.7 4.7

Telephone calls receiving an engaged 0.1% 0.1% 0.1% 0.1% 0.1%

tone (DGY9)

Telephone calls abandoned (DG9) 1.1% 1.0% 1.0% 1.0% 1.0% 1.0%

3.6.7. NI Waterb6s targets for responding to consu

comparable to the performance of companies in England Wales and Scotland, see Table
3.6. In particular, it performs well in speed of response to billing contacts and telephone
calls.

Table 3.6 1 Response to consumer contact in England and Wales

Range for E&W NI Water Target
Consumer Contact Measure

2007-08 2012-13
Billing contacts dealt with within 5 days (DG6) 90.7% - 100.0% 99.9%
Written complaints dealt with within 10 days (DG7) 99.0% - 100.0% 98.5%
rl\gt;:;ar(eDdGcsu)stomers receiving bill based on a meter 99.5% - 100.0% 98.5%
Call handling satisfaction score 4.3-4.7 4.7
Telephone calls receiving an engaged tone (DG9) 0.0% - 6.3% 0.1%
Telephone calls abandoned (DG9) 1.1%-11.5% 1.0%

Note 1. Range for DG7 and DG9 exclude data for Southern Water which was addressing a major failure
in the management of consumer contact.

3.6.8. NI Water does not handle the same level of consumer contacts as the water
and sewerage companies in GB because it does not bill domestic customers. If domestic
billing was introduced we would review the consumer contact targets to take account of
the increased call volume which might occur, particularly for a transitional period.
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Additional Consumer Response Measures for PC10

3.6.9. In addition to the outputs set out above we will expect the company to report on
the following additional measures of customer service pending development of the more
meaningful measures. We expect the latter to be based on consumer views determined
through work undertaken by CCNI in conjunction with other stakeholders:

1 Number and frequency of repeat complaints.

1 Number and frequency of holding responses issued by the company.
1 Number and frequency of sewer blockage clearance which exceeds 24 hours.

3.6.10. We do not propose to set targets for these outputs but we expect the company
to publish its performance. This will allow NI Water to demonstrate improvement over
PC10 and could provide the basis for targets in PC13.

3.7. Water Resource Outputs

3.7.1. The key water resource outputs relate to security of supply and leakage. We
have also included nominated outputs for trunk mains, an abstraction project and work on
impounding reservoirs.

Security of Supply Index

3.7.2. Security of supply reflects the ability of the company to meet water demand
without restriction during extreme dry conditions. It is measured by an index with a
maximum score of 100.

3.7.3. NI Wateré6s current and projected security
Table 3.7. The score of less than 100 reflects the fragmented nature of water resource

zones which the company has been addressing by its trunk main programme and

i ncreasing water treatment capacity. We have
improvement in PC10. However, we recognise that completion of a new Water Resource

Strategy will result in a reappraisal of both demand and the reliable yield from existing

sources which could result in a fundamental revision of SoSI during PC10.

Table 3.7 1 Security of supply index

Consumer Contact Measure 07-08 08-09 09-10 11-10 11-12 12-13

Security of supply index -26 42 44 77 78 79

Leakage Targets

3.7.4. Some level of leakage is inherent in the operation of a pressurised water
di stribution networ k. NI Water aims to achi eve
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balances the costs of the production of water with the costs of controlling the level of
leakage by finding and fixing leaks.

3.7.5. The economic level of leakage can consider financial costs or broader

economic costs such as the cost of carbon and
assessment of economic levels of leakage is based on financial costs only. For PC13,

the company will develop a sustainable level of leakage taking account of wider economic

costs including the cost of carbon and environmental impacts.

3.7.6. The economic level of leakage can be considered in either the short run or the
long run:

1 The short run economic level of leakage (SRELL) balances the cost of
leakage control against the marginal operating costs of water production
(typically power and water).

1 Thelong run economic level of leakage (LRELL) balances the cost of
leakage control with the full costs of water production including the cost of the
assets.

3.7.7. Over the SBP
Mld by the end of 2009-1 O . Th
SBP period are set out in Table 3.8.

period the comp
e companyob6s | ea

3.7.8. For PC10 NI Water has based its leakage targets on a recently revised SRELL
of 175.7 MId following a fundamental reassessment of its water balance and the data and
assumptions used in its assessment of leakage. The revised leakage target of 166 Mid
by 2012-13 just exceeds SRELL. The company has further work to do to assess a
revised sustainable LRELL which will be completed to determine targets for PC13.

3.7.9. As a result of its reassessment of leakage the company concluded that its
previous estimate of the economic level of leakage was too low and that the levels of
leakage reported in the past were also too low. Presentations by the company suggest
that the difference in the level of leakage reported by the company using the alternative
methods is of the order of 25MId.

Table 3.8 - NI Water leakage targets and performance.

07-08 08-09 09-10 10-11 11-12 12-13

SBP leakage target (based on 157 146 135.5 135.5 135.5 135.5
LRELL)

SBP leakage performance based on 156 155

consistent methodology

Revised leakage targets (new 181 177 173 169 166
methodology)

3.7.10. The company was expected to deliver a reduction in leakage of 21MId in the
last two years of the SBP. We believe that the company will achieve less than half this
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reduction in leakage, measured on a like for like basis. In view of the quality of
information available to the company to set targets and manage leakage through the SBP
period, it is possible that the SBP targets were not robust and may have been overly
ambitious. The targets for PC10 are based on improved data and relate to a level of
funding which provides a more realistic challenge for the company.

3.7.11. The company and its predecessor DRD Water Service have delivered
significant reductions in | eakage in recent yee:
length of water main is comparable to the mid range of companies with effective leakage
management in Scotland, England and Wales. As NI Water develops its long-term water
resource management plans it will have to consider opportunities for further reducing
leakage, reducing carbon emissions, and minimising the impact of abstractions on the
environment. The current economic level of leakage compares the costs of controlling
leakage with the cost of water production (limited to operational costs only). For PC13,
the company will develop a sustainable long-term level of leakage, taking account of
capital replacement costs and wider economic costs, including the cost of carbon and
environmental impacts.

Nominated Outputs for Water Resources
3.7.12.  Nominated outputs for water resources are:

1 Completion of increased abstraction from the Strule to Derg WTW which
underpins the improvement in the security of supply index in PC10.

T Completion of the reservoir inspection eng
impounding reservoirs.

1 Four trunk mains schemes includedinthe company6s Business Pl s
a. the Castor Bay to Dungannon trunk main;

b. the Cross Town Main;
c. Phase 1 of the Castor Bay to Newry trunk main; and,
d. Start of Phase 2 of the Castor Bay to Belfast trunk main.

1 Completion of a Water Resource Strategy which will inform future investment
for PC13.

3.8. Water Treatment and Supply Outputs

Introduction

3.8.1. Water treatment and supply outputs for PC10 include gradual improvements to
water quality in line with current and proposed investment. We have also included water
mains activity as an output due to the lack of clear quantifiable links between the level of
activity and associated service level outputs.
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Water Quality Compliance

3.8.2. Water quality compliance is monitored through a statutory sampling and testing
regime and is regulated by the Drinking Water Inspectorate. Sampling and testing
regimes are defined for water leaving treatment works, potable water in service reservoirs
and water supplied at tap. The regulations identify the parameters to be tested,
prescribed concentration values and the frequency of sampling.

3.8.3. In addition to reporting numbers of samples and number of sample failures a

6mean zonal complianced (MZC) is reported for t
samples at tap. MZC is reported for individual parameters and a combined MZC reported

as the average over 40 parameters. In its PC10 Business Plan the company provided

estimates of projected compliance with a range of key parameters. Since the draft

determination we have reviewed the projection of individual parameter compliance with NI

Water based on recent experience and the impact of investment to be delivered in PC10.

The companyodés forward projections indicate eitt
individual water quality compliance in PC10

3.8.4. The outcome for individual parameters will be subject to some variation year on
year as a result of sampling effects as well as underlying changes in water quality. As a
result, the key output target will be the combined MZC for 40 parameters.

3.8.5. The combined MZC of 99.70% proposed by the company for 2012-13 is the
Ministerial target for PC10 set out in the Social and Environmental Guidance. It is lower
than the SBP target of 99.77% for 2009-10. Based on the analysis of data for 2008 and
initial data for 2009 we have concluded that the company is likely to exceed the 2012-13
target in 2009-10. In view of on-going investment, we expect the company to exceed its
proposed MZC target for each year of PC10. Based on current performance and the
impact of proposed investment we expect that MZC will be in the range indicated in
Figure 3.7.

Figure 3.7 1 PC10 Expected range for MZC
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Nominated Outputs for Water Treatment and Supply
3.8.6. Nominated outputs for water treatment and supply are:
1 Completion of two water treatment works upgrades to meet drinking water
quality standards;

i Completion of a study for one WTW to determine future quality improvements;

1 New, replacement or rehabilitation of 900 km of water mains (excluding the
trunk main schemes) which will contribute to improvements in water quality as
well as maintaining and improving DG2 and DG3 customer service measures
and providing for growth;

1 Provision of increased capacity at 13 service reservoirs and clear water tanks
including, in some cases start of construction in PC10 with the output delivered
in PC13;

1 Continuation of the service reservoir rehabilitation programme, prioritised in
conjunction with DWI; and

1 Completion of drinking water safety plans.

3.8.7. The proposed capital and operational expenditure allows NI Water to continue
to address lead compliance by orthophosphate dosing. It will continue to replace lead
service pipe within its mains replacement programme and when requested to do so by
consumers who are replacing their own lead communication pipes. NI Water and DWI
will continue to monitor compliance against current standards for lead and the higher
standard which will come into force from December 2013. We recognise that this might
demonstrate that additional work will be required to meet the higher standard required by
December 2013.

3.9. Sewerage Outputs

Introduction
3.9.1. We have considered three sewerage outputs for PC10:

1 Sewerage activity rates to demonstrate that the company delivers the
investment in sewerage infrastructure;
1 Nominated outputs for the improvement of unsatisfactory UIDs; and

1 Animproving service level in respect of high and medium pollution incidents.

Sewerage Activity Rates
3.9.2. We have not included service level outputs for the sewerage service. Typically,

we would consider service level measures for the sewerage service including sewer
blockage, sewer collapse and flooding. However, because of concerns about the quality
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of sewerage service data, we are not convinced that it is possible to set robust targets for
PC10. We will monitor performance against these measures in PC10 as part of our
serviceability assessment. We expect that work currently being undertaken by NI Water
to improve the quality of its data will allow robust service targets to be set for PC13.

3.9.3. In the absence of robust service level measures, we have included the
sewerage activity rates as an output measure for sewerage capital maintenance. Since
the draft determination we have reviewed the targets with the company to reflect
proposed levels of investment and historical unit rates.

Table 3.91 Sewerage activity rates for PC10

Activity Km in PC10
Length of critical sewer renovated or renewed 63
Length of non-critical sewer renovated or renewed 9

Unsatisfactory Intermittent Discharges (UIDs)

3.9.4. During PC10 the company will invest to reduce the impact of unsatisfactory
intermittent discharges on receiving water quality.

3.9.5. The outputs for PC10 are the improvements to 117 UIDs identified by the
company in its Business Plan. The list of outputs was developed by the company from
the results of its on-going Drainage Area Study programme which are shared with NIEA.
The list of outputs has been broadly endorsed by NIEA based on its understanding of the
DAS programme.

3.9.6. The outputs proposed by NI Water do not include all the unsatisfactory UIDs in
each catchment where improvements are proposed. The improvements proposed by NI
Water must be delivered without detriment to the discharges from UIDs in the same
catchment which are not included in the PC10 plan.

3.9.7. Further detailed analysis may result in changes to the detailed outputs to be
delivered for the UIDs included in the plan. This will be addressed by the PC10 change
control process.

Pollution Incidents

3.9.8. NI Water has proposed a target for high/medium pollution incidents attributed to
NI Water of:

Table 3.10 1 Target for pollution incidents attributable to NI Water

08-09 09-10 11-10 11-12 12-13

High and medium pollution incidents (number) 56 56 54 51 48
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3.9.9. The company projects a moderate reduction in pollution incidents. There is no
clear link between this reduction and the proposed investment programme. Much of the
improvement may be delivered by increased asset monitoring allowing the company to
react more quickly to stop pollution incidents developing.

Sewage Treatment Quality Outputs

3.9.10. Onthe 1* of April 2007 a wastewater treatment works consenting regime was
introduced under the Water and Sewerage Services (Northern Ireland) Order 2006. At
the same time, NI Water lost the crown immunity which afforded protection to its
predecessor NI Water Service. NI Water is now open to prosecution if it does not comply
with statutory consent conditions.

3.9.11. New consents were introduced which took account of the existing registered
discharge standards and current works performance, but also considered environmental
needs standards to meet mandatory EU discharge standards or receiving water
standards. In some cases the new consents included time limits for the delivery of
improvements to meet environmental needs standards which the current treatment works
could not achieve.

3.9.12. The programme of work for the SBP 2007-10 considered investment over the
period up to 2013-14. A schedule of work was drawn up for continuity of improvements to
wastewater treatment works into PC10 allowing some projects to begin in the SBP period
with investment continuing to deliver an output in PC10.

3.9.13. The quality outputs for the PC10 period are named improvements to treatment
works greater than 250 PE which have been agreed as priority projects by the PC10 B2
Quality Working Group. The nominated outputs will be as follows:

1 completion of SBP projects which do not form part of the agreed carry over
programme;

1 completion of 30 named schemes which carry over from the SBP to the defined
standards and timescales as set out by NIEA; and

1 completion of 13 named schemes which are new starts in the PC10 period to
the defined standards and timescales set out by NIEA..

3914, On the basis of our assessment of the
stakeholders have agreed to investment of a further £30m in wastewater treatment
improvements which address priority compliance and development constraint. These
additional outputs will be prioritised with NIEA and endorsed through the Outputs Review
Group.

3.9.15. NI Water operates 804 small wastewater treatment works (with a population
equivalent less than 250). These works generally have descriptive consents which define
the level of treatment as opposed to numeric consent standards which define the quality
of the effluent. The PC10 investment programme includes funding to make improvements
to small wastewater treatment works with the work prioritised between NIEA and NI Water
on an annual basis.
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3.9.16. In addition to the nominated quality outputs agreed with key stakeholders, we
have included general compliance outputs for wastewater. Five measures have been
developed based on compliance with numeric consents under the Water Order and the
EU urban wastewater treatment directive (UWWTD), reflecting compliance by number of
works and by population equivalent. These measures provide the opportunity to assess
the overall success of the PC10 investment programme including capital maintenance.
Legal compliance of the works will be monitored by Northern Ireland Environment
Agency. Key issues to be considered in relation to these output measures are:

1. A detailed reassessment of population equivalent resulted in a significant
number of works crossing the 250PE threshold where a numeric consent will be
applied under the Water Order. As many of these works are likely to fail the
new indicative consent there will be an initial deterioration in reported
compliance by number of works in 2010-11.

2. The reassessment of population equivalent has also identified three new works
which might be required to comply with the UWWTD. As all three works are
likely to fail the UWWTD standards until investment is complete. As a result,
there will be an initial deterioration in UWWTD compliance and continuing
failures throughout PC10.

3. The targets do not take account for the additional £30M of investment in
wastewater treatment quality which has not yet been allocated to nominated
outputs. Once this programme has been prioritised, we will revised the PC10
targets to reflect the additional outputs. This unallocated programme provides
the opportunity to address some of the emerging issues caused by the
reassessment of population equivalent, particularly the emerging UWWTD
works.

4. During PC10, delivery of the quality compliance for population equivalent will be
judged for against look up table compliance and annual average compliance
only and exclude upper tier failures. Excluding upper tier failures ensures that
the company does not fail to meet its PC10 target due to a single one-off failure
at a one of its larger works.

3.9.17. In addition to the improvement delivered through investment in nominated
quality schemes the company will continue to invest in the maintenance of its treatment
works to maintain compliance.

Based on the improvements proposed in the PC10 period and its understanding of the

performance of the remainder of its treatment works, NI Water has proposed consent compliance
targets for PC10 which are set out in
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3.9.18. Table 3.11. We have reviewed the proposed targets with the company to
confirm the link between proposed investment and performance.
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Table 3.11 7 Sewage compliance outputs for PC10

2011-10 2011-12 2012-13
% of WwTWs compliant with (Water Order) 85.0% 87.7% 90.8%
numeric consents
% WwTWs compliant (UWWTD consents) 89.8% 92.4% 96.2%
% of WwTW discharges complying with numeric 84.6% 87.4% 90.9%
consents
% of total pe served by WwTWs complying with 94.87% 95.98% 98.53%
Water Order consent (LUT)
% of total pe served by WwTWs in complying with 95.73% 96.73% 99.11%

UWWTD consent (LUT)

3.10. Asset Serviceability Outputs

3.10.1. A concept of asset serviceability will be introduced to judge whether the
companybés capital mai ntenance investment is suf

3.10.2.  Serviceability is the capability of a system of assets to deliver a reference level
of service to consumers and to the environment now and in the future.

3.10.3. Maintaining serviceability does not require the company to maintain the
condition or performance of individual assets or to replace assets on the basis of age.
Instead the company is free to target capital maintenance in the way it considers best to
deliver a reference level of service to consumers and the environment, now and in the
future.

3.10.4. For PC10 we will use a similar methodology to Ofwat in England and Wales,

which has proven successful in maintaining serviceability over time. We will measure
serviceability by |l ooking at the trend in the
networks, such as regulatory compliance failures at water and sewage treatment works

for above ground assets, and burst water mains and sewer collapses for underground

assets.

3.10.5. We will measure serviceability separately forthec o mp a ny 6 -grouac o v e
assets and underground networks separately and by service. We classify these groups
respectively into non-infrastructure and infrastructure in line with the company 0 s
accounting methodology. A basket of measures will be considered for each asset

category which are itemised in Table 3.15 to Table 3.15.

3.106. Serviceability is a relative measwvwer whi ch
time. Depending on trends in the serviceability measure it is determined as either

improving, stable, marginal or declining. If serviceability declines the company would be

expected to take action to recover the situation include committing additional investment

as necessary.
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3.10.7. Because serviceability is a relative measure, there is no need to use the same
serviceability indicators as other companies or regulators. There is an opportunity to
amend the indicators, for example, to:

1 take account of levels of service which are identified by consumers as important
to them; or,

9 adopt sub-threshold indicators of service levels which a company uses and has
developed as part of its asset management systems.

3.10.8. Over PC10 we will consider alternative serviceability indicators in conjunction
with the company as we develop our understanding of consumer views and the company
develops its asset data and asset management techniques.

3.10.9. The key to assessing serviceability is reliable data which has been collected
over the medium to long term using a consistent methodology. This can reduce the
usefulness of new serviceability indicators in the short term. In the case of NI Water, we
have general concerns about the quality of historical data. We also recognise that there
may be stepped changes in reported data over time as the company reviews its
methodologies and systems for collecting and managing data. The lack of poor trended
data limits our ability to assess serviceability and our confidence in the results. We have
commented on some of the weaknesses in historic data in the tables below.
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Table 3.12 1 Water infrastructure serviceability indicators

Serviceability Indicator

Number of mains bursts

% properties at risk of receiving low pressure
(DG2)

% properties affected by interruptions >12 hrs

% mean zonal non-compliance - iron

Overall performance indicator TIM

Commentary

The range and stability of the data suggests it
is sufficiently robust to use as a serviceability
indicator.

Historical information is insufficient. Further
movement might be expected due to better
information. Significant improvement is
targeted for PC10. Monitor for PC10 and
consider serviceability trends for PC13.

The range and stability of the data suggests it
is sufficiently robust to use as a serviceability
indicator.

The range and stability of the data suggests it
is sufficiently robust to use as a serviceability
indicator.

The range and stability of the data suggests it
is sufficiently robust to use as a serviceability
indicator.

Table 3.13 17 Water non-infrastructure serviceability indicators

Serviceability Indicator

% WTW with coliforms in supply (ex works)

% service reservoirs with coliform samples
>5%

% WTW with turbidity samples 95 percentile

>0.5NTU

DW!I enforcement action for coliforms at WTW

Unplanned reactive maintenance

Commentary

The range and stability of the data suggests it
is sufficiently robust to use as a serviceability
indicator. An improvement in performance
from 2006 indicates a new level of
serviceability has been reached.

The range and stability of the data suggests it
is sufficiently robust to use as a serviceability
indicator.

Historical information is insufficient. Significant
improvement is targeted for PC10. Monitor for
PC10 and consider serviceability trends for
PC13.

The low probability of future enforcement action
linked to inadequate capital maintenance limits
the usefulness of this indicator.

No historical data to allow a serviceability
indicator to be developed. The indicator can be
defined by the company. NI Water to consider
developing one or more indicators for PC13
and consider serviceability trends for PC13.
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Table 3.14 7 Water non-infrastructure serviceability indicators

Serviceability Indicator

Number of sewer collapses

Number of pollution incidents from sewer
network (CSOs, rising mains and foul sewers)

Number of sewer blockages

Number of properties flooded due to other
causes

Number of properties flooded due to hydraulic
overload

Number of equipment failures (sewage
pumping stations)

Commentary

Sewer collapse data is very erratic. Review
consistency of reporting. Monitor for PC10 and
consider serviceability trends for PC13.

The range and stability of the data suggests it
is sufficiently robust to use as a serviceability
indicator.

Data has only been reported for three years.
Reported data fluctuates, reducing confidence
in any projected trend. Review consistency of
reporting. Monitor for PC10 and consider
serviceability trends for PC13.

Flooding records are inadequate to develop
serviceability trends. Monitor for PC10 and
consider serviceability trends for PC13.

Flooding records are inadequate to develop
serviceability trends. Monitor for PC10 and
consider serviceability trends for PC13.

There is insufficient data to establish trend.
Monitor for PC10 and consider serviceability
trends for PC13.

Table 3.151 Sewerage non-infrastructure serviceability indicators

Serviceability Indicator

% sewage treatment works failing Water Order
consents

% population equivalent non-compliant sewage
treatment works LUT Water Order and
UWWTD consents

Number of pollution incidents from non-
infrastructure assets

Commentary

The range and stability of the data suggests it
is sufficiently robust to use as a serviceability
indicator. There has been continuous
improvement in the past and further
improvement will come from quality investment
in PC10. The range and stability of the data
suggests it is sufficiently robust to use as a
serviceability indicator around an improving
trend.

As above.

The range and stability of the data suggests it
is sufficiently robust to use as a serviceability
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Serviceability Indicator Commentary

indicator. However, in the past, the company
has expressed concerns about the consistency
of reporting which we will consider before
established a trend.

Unplanned reactive maintenance. No historical data to allow a serviceability

indicator to be developed. The indicator can be

defined by the company. NI Water to consider
developing one or more indicators for PC13
and consider serviceability trends for PC13.

3.10.10. Based on the available data we have
stable in all areas. We recognise that this conclusion is based on limited data and we
have limited confidence in the current assessment.

3.10.11. We have provided for investment to maintain stable serviceability over PC10.
As we will track serviceability over PC10 we will take account of any material movement
in data arising from work by the company to improve its data quality. We will work with NI
Water to establish serviceability and develop appropriate indicators which can be carried
forward into PC13. During PC10 we expect the company to have developed robust data
systems for each serviceability indicator, ensuring that data is collected consistently to a
common definition each year and that data is accurate. This will provide the basis for
robust serviceability targets for PC13.

3.11. Overall Performance Assessment (OPA)

3.11.1. We have adopted the Overall Performance Assessment (OPA) developed by
Ofwat and will continuetoass ess t he companyds progress
A detailed description of the OPA and our use of it is set out in Annex A.

3.11.2. The OPA is a composite score of 17 individual service measures. We are
unable to use six of these due to data quality issues and we have based our OPA for NI

concl u

agains

Water on the remaining 11 measures®. NI  Wat er 0498 add2008-D%isset2 00 7

out in Table 3.16 where it is compared with scores from England and Wales for 2007-08
for the same 11 measures.

Table 3.16 1 NI Water OPA score compared with England and Wales

; MAX E&W E&W E&W
Regg‘;t: ng OPA Max Mif\(/:vo Average MIiErfL\C/:Vo Min NI Water
Score Collated ’ Co. " Collated
2007/08 304 301 298 275 240 188 98
2008/09 304 303 300 288 250 229 103

* See Annex A for full list of performance assessment measures.
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Note 1. The 2008/09 NI Water score is based on indicative analysis, calculations and data which as yet,
have not been quality assured by the Utility Regulator. Figures are therefore subject to possible
change before publication of our Cost and Performance Report.

3.11.3. The OPA is a relative measure which is assessed within upper and lower

boundaries set for companies in England and Wales reflecting past performance. NI

Waterb6s performance is at the | ower end of thes:s
there is an opportunity for NI Water to increase its OPA score rapidly as performance

increases.

3114, NI Waterb6s PC10 Busi nes slsé&fpbeaformanceonl uded f or
certain measures of the OPA for the final year of the SBP period, and for each year of
PC10. We have calculated OPA scores for each

forecast levels of performance. The calculated OPA scores to 2012-13 are shown in
Table 3.17. The improvement in performance is considerable and we believe the
company is capable of more.

Table 3.17 17 NI Water OPA score projected to 2012-13

Reporting Year 2009/10 2010/11 2011/12 2012/13

NI Water predicted score 135 142 168 201

3.11.5. The company continues to improve its data and we have received undertakings
from NI Water in respect of improving their systems, data and information management
systems. However, there remain issues around some of the data which informs the OPA.
For PC10, we will focus on monitoring NI Water against the OPA measures included in
the 2007/08 OPA where current data appears to be reasonable. We will also add new
measures Yyear o0nsigf@emation sesimprblves W& mfore thé development
of OPA leading up to PC13.

3.11.6. We have asked NI Water to provide additional information in advance of the
final determination to demonstrate that the targets included in its PC10 Business Plan for
properties at risk of receiving low pressure, leakage and wastewater treatment
compliance.

3.12. Management and General Outputs

3.121. Thefinaldet er mi nati on supports a significant i
General 6 to maintain and i mprredbgthetcompanytaci | i t i e
manage the delivery of services. Much of this investment is based around data quality

and management.
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3.12.2.  Elements of the management and general investment can be defined as
specific outputs: for example, investment in wind power. Where it is possible we will ask
the company to demonstrate that these outputs have been delivered. Much of the
investment will contribute to the service level outputs described above our will improve the
ability of the company to target investment in the future. We will ask the company to
report on this investment and the benefits it delivers to provide a basis for improved
definition of investment in future Business Plans.
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4.0 Investing in Services

4.1. Introduction

4.1.1. In the PC10 Business Plan, NI Water provided its assessment of the capital
investment required in the PC10 period to maintain its assets; provide for new
development and growth; enhance levels of service to consumers; improve the quality of
water supplied and sewage discharged; and provide the general facilities required to
support its business activities.

4.1.2. NI Water prepared its estimates based on current costs which were then
adjusted to reflect its view of the future efficiencies which could be achieved in PC10.
The total capital programme proposed by NI Water was £622m based on current costs,
reduced to £586m to reflect its view of future efficiency.

4.1.3. In its representations on our draft determination, NI Water revised a number of
the capital cost estimates in its Business Plan submission. As a result the estimated cost
of the capital programme proposed for PC10 rose to £636m based on current costs. We
estimate that this equates to £599m after adjusting for the efficiencies proposed by NI
Water.

4.1.4. We have considered and challenged the activities, costs and outputs of the
capital investment programme proposed by NI Water in its Business Plan.

4.1.5. We challenged the outputs the company proposed to deliver in PC10 liaising
with the key stakeholders in the PC10 process to confirm that the outputs are necessary;
are supported by consumer views; address the priorities of the Social and Environmental
Guidance and meet the requirements of the quality regulators.

4.1.6. We challenged the cost of delivery set out in the Business Plan against costs

incurred by NI Water in the past. We also considered high level unit costs of delivery

reported by water and sewerage companies in Scotland, England and Wales to form a

view on overall costs of programmes of wor k.
scrutinised by the Independent Reporter, who also commented on adjustments proposed

by NI Water since its Business Plan submission, and we have taken account of his

observations in arriving at our assessment of a reasonable level of expenditure for the

PC10 period.

4.1.7. Overall, we concluded that NI Water had delivered a considered capital
investment plan and have only found it necessary to make limited adjustments to the level
of investment proposed before adjusting for future efficiencies. Our challenge of the
investment plan has resulted in the following types of adjustments to the proposed
investment:

1. Reallocation of expenditure between the purpose categories which are
described in Section 4.2.
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2. Alterations to the activities proposed by the company based on our review of
outputs and discussions with key stakeholders.

3. Alterations to the scope of work proposed by the company based on our
assessment of the work necessary to deliver the agreed outputs.

4. Alterations to unit costs based on NI Water historic expenditure, comparison
with benchmark costs for other companies or the observations of the
Independent Reporter.

4.1.8. We have concerns about the quality of the data and analysis which was used to
support the companyb6s assessment of the capital
maintain the existing assets and current levels of service. In light of these concerns we

considered three approaches for assessing capital maintenance expenditure. We have

set out the detail of this assessment in Annex B and summarised the conclusions in

Section 4.6 below. Our determination is based on econometric analysis of capital

maintenance expenditure by water and sewerage companies in England and Wales,

subject to specific adjustments to reflect the longer lengths of water mains operated by NI

Water and the impact of the Alpha and Omega PPP concessions.

4.1.9. Our assessment of the scope for future efficiencies is set out in Chapter 5. We

used a standard Cost Base approach to compare |
with that of similar companies in England and Wales. We have also taken account of

local conditions which affect the reasonable levels of costs incurred by NI Water which

are outside the control of the company.

4.1.10. The impact of our challenge to the capital programme is to reduce capital
investment from the £599m proposed by the company to £527m post efficiency, a
reduction of £72m (12.1%), see Table 4.1.

Table 4.1: Overall adjustment to the proposed capital investment

NI Water

. UR Final .
Business  petermination VEEEE
Plan
Total capital expenditure (pre-efficiency) £636m £542m £52m 8.2%
Total capital expenditure adjusted for efficiency £599m £527m £72m 12.1%
Overall scope for efficiency 5.8% 9.9%
Scope for additional outputs £38m
Total investment £564m

Note 1 Figures may not add due to rounding

Note 2 The adjustment of proposed expenditure pre-efficiency includes £8m of leakage expenditure
reallocated from Capex to Opex.
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4.1.11. As aresult of our challenge to the capital programme we have included an
additional £38m in the draft determination to be invested in additional urgent outputs to be
agreed with key stakeholders. This provides the opportunity to:

1 accelerate work on one water treatment works, subject to the successful
completion of study work to determine a sustainable treatment solution; and

9 deliver additional wastewater treatment works improvements to reduce the risk
of infraction and support development.

4.1.12. The following sections of this chapter:

1 Summarises the key changes made for the final determination.
1 Summarises our approach to contingencies in the final determination.

1 Defines the purpose categories used in our analysis of capital investment and
summarise investment by purpose category;

1 Summarises the results of our challenge to the capital programme before we
adjust expenditure for efficiency;

I Summarises our approach to assessing capital maintenance and the outcome
of our analysis, with more detailed information in Annex B and

1 Sets out our view on investment in renewable energy by NI Water.

4.1.13. All capital expenditure in this section is presented in 2007-08 prices using the
Construction Output Prices Index (COPI) as the inflation index. The costs are gross
expenditure before the deduction of capital income.

4.2. Summary of Key Changes for the Final Determination

4.2.1. We have carefully considered the representations made by NI Water and other
stakeholders to our draft determination. As a result we have increased our allowed capital
expenditure by £44m from the draft determination.
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4.2.2. Table 4.2 explains the reasons for the uplift in capital
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Table 4.2 - Utility Regulator allowed uplift in capital investment in the final
determination

Reason for uplift : ek Enhancement Tot_al
maintenance uplift

Increased unit rate for historical water mains laying £4.0m £3.8m £7.8m

rates evidenced by NI Water

Increased rate for water mains in response to £5.0m £5.2m £10.2m

additional information submitted by NI Water

evidencing enhanced focus on urban mains laying

Revision to efficiency targets applied to the capital £1.0m £7.9m £8.9m

enhancement programme including a revised RPA

RPA efficiency challenge limited to a proportion of the £13.0m £13.0m

capital maintenance programme to reflect work

procured in national markets

Revision to the RPA applied to the capital £3.4m £3.4m

maintenance efficiency challenge

Other changes £0.7m £0.7m

Total £26.5m £17.6m £44.1m

4.3. Assessment of Contingencies across the Programme

4.3.1. NI Water applied an estimate of contingency across its capital cost estimates to

reflect the risk of cost escalation from estimate to outturn. We believe this is a reasonable
approach which reflects a range of risks which might materialise as a project develops as
well as the inherent uncertainty in any cost estimate.

4.3.2. In the draft determination we reduced the level of contingency applied to
selected Business Plan estimates based on the comments of the Independent Reporter.
In broad terms, the Reporter noted that 10% contingency had been added to all projects
and stated the opinion that it would be more reasonable and pragmatic to add 5%. The
company and other stakeholders have challenged these adjustments in responses to the
draft determination.

4.3.3. In light of these representations on the level of contingency, the Reporter
undertook further work to assess the level of contingency applied based on additional
information provided by the company. This work:

1 Reviewed the level of variance which NI Water allocated to external change in
project requirements. For example a change in discharge consent or additional
capital maintenance work.

1 Considered the historical level of estimate to outturn variance of projects
including the trend over time as improved project assessment and procurement
techniques have been developed.
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1 Considered the impact of inflation on tender to out-turn variance.

1 Considered the level of contingency already included in the estimating
techniques adopted by NI Water.

4.3.4. In light of this work the Reporter concluded that the reasonable level of
contingency for the Business Plan estimates were those set out in Table 4.3. The table
also includes the contingency allowance we included in the final determination.

Table 4.371 Level of contingency applied to capital estimates

Area of investment Contingency Comments

Water infrastructure 1.0% Not used in the final determination
Trunk mains 5.0to 7.0% Mid range figure of 6% used in the final

determination

Water non-infrastructure 4.3% 5% used in the final determination
Wastewater infrastructure 5.7% Not used in the final determination

UID schemes 5.0% 5% used in the final determination
Wastewater non-infrastructure 9.0% 9% used in the final determination

4.4. Allocation of Capex by Purpose

4.4.1. When assessing the capital programme we consider investment in four main
purpose categories, which are described below:

Table 4.4: Purpose category definition

PURPOSE CATEGORY  Description

Base (capital Investment to replace existing assets which have reached the end

maintenance) of their useful life to maintain the existing asset base and levels of
service delivered to consumers.

Enhanced service Additional investment to improve the level of service to existing

levels customers. For example: by reducing the risk of sewer flooding

or increasing the pressure of water supply.

Growth (supply demand Additional investment to address the balance of supply and

balance) demand. This includes additional water resources, new water
mains and sewers to connect new developments and treatment
capacity to cater for growth.

Quality enhancements Additional investment to deliver compliance with new statutory
requirements including compliance with EU obligations.
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4.4.2. A comparison of the post efficiency expenditure proposed by NI Water and that
included in this draft determination by purpose category is presented in Table 4.5.

Table 4.5 - Summary of investment by purpose category (Em) (2007/08
prices)

Water Sewerage Total
Purpose category
NIW UR NIW UR NIW UR

Quality 38 27 129 138 167 165 29%
Base 118 121 140 130 258 251 44%
Enhanced service 20 17 28 25 47 41 7%
Growth 91 61 36 46 126 107 19%
Total 267 226 332 338 599 564
Allocation 40% 60%

Note 1 The determination includes £38m for additional outputs not included in the NI Water Plan.

4.4.3. 44% of the investment included in the determination is directed at maintaining
existing assets and serviceability while 56% is directed at enhancing assets, improving
levels of service and addressing development and growth.

4.5. Summary of the Pre-Efficiency Capex Challenge by Sub-
Programme

45.1. In the following sub-sections we provide more detailed information on our
challenge to individual areas of the capital investment programme (pre-efficiency).

4.5.2. We allocated the capital programme information submitted in Table C5-1 of the
Business Plan to 15 broad sub-programmes of work which reflect the categorisation of
investment included in the table.

4.5.3. The impact of our challenge to the Business Plan CAPEX is summarised in
Table4d6setting out the movement f r-eficieldytootat er 6 s
draft determination. We have not provided an individual sub-programme level

assessment of capital maintenance expenditure which has been determined by

econometric modelling.
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Table 4.6: Capex challenge by sub-programme (2007/08 prices) (Em)

NI Water .
Business Plan Draft Detefrr?mnatlon
Sub Programme Pre-efficiency Pre-efficiency
Base Enhance Base Enhance
ment ment
1 Capitalised salaries and on-costs 13.3 20.5 17.9
2 Base maintenance non-infrastructure 89.0 0.0 0.0
3 Water resources 3.6 2.1 21
4 Water treatment 2.2 3.5 2.9
5 Trunk mains 11 18.4 17.3
6 Service reservoirs 12.2 14.0 134
7 Water mains rehabilitation 63.5 72.5 56.2
8 Sewerage 31.9 18.1 18.1
9 Leakage 0.0 18.5 25
10  Flooding programme 0.0 12.3 10.3
11  Unsatisfactory intermittent discharges 0.0 42.5 40.6
12 = Wastewater treatment 6.6 101.0 89.2
13  Operational capital 23.3 4.5 4.5
14  Miscellaneous 0.0 3.9 3.9
15  Management and General 29.3 28.4 29.5
Total pre-efficiency 276.2 360.3 308.3
Total post efficiency 258.6 340.6 250.9 276.0
Add additional outputs 37.5
Totals including additional outputs 258.6 340.6 250.9 313.5
599.2 564.4
45.4. The key challenges applied to each sub-programme of work are summarised
below.
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Capitalised Salaries and On-Costs.

455, We have applied the percentage additions for capitalised salaries and on-costs
used by the company to the relevant post efficiency project cost.

4.5.6. We noted that the approach to capitalised salaries and on-costs for PC10
capitalised more costs than the 2007-08 Base Year. We deducted a total of £2.0m from
the PC10 Opex to account for this reallocation.

Base Maintenance Non-Infrastructure

45.7. The base maintenance expenditure programmes covering general non-
infrastructure maintenance have not been considered separately. We have determined
capital maintenance expenditure through econometric modelling.

Water Resources

4.5.8. Based on the observations of the Independent Reporter, we have included an
additional £0.7m (pre-efficiency) in PC10 to undertake work on impounding reservoirs
recommended by the Reservoir Panel Engineer in 2005. We expect the company to have
completed all necessary work by the end of PC10.

Water Treatment

4.5.9. We have considered the level of contingency applied to these schemes and
reduced the estimates by 5%.

45.10. We have not applied any efficiency adjustment to this work as the majority is
committed in the SBP period as planned.

Trunk Mains

45.11. We have considered the level of contingency applied to be high and have
reduced the estimates by 6%.

Service Reservoirs and Clear Water Tanks

45.12. This strand of work includes: the provision of new or additional capacity at
service reservoirs and clear water storage tanks (located at water treatment works); and,

service reservoir rehabilitation.

45.13. We consider the level of contingency applied to be high and have reduced the
estimates by 5%.
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Water Mains Rehabilitation

4.5.14. NI Water proposed to increase water mains activity from 903km included in the
SBP (2007-2010) to 1067km in PC10. At the draft determination we concluded that
recent rates of activity had maintained the condition of water mains and delivered
improvements in water quality and a reduction to the number of properties at risk of
receiving low pressure.

4.5.15. We discussed this issue in some detail with NI Water following its response to
the draft determination. While the company provided useful additional information, it was
not able to demonstrate that an increased activity rate was necessary. We have therefore
maintained our draft determination position of 900km of mains replacement over the three
year PC10 period.

4.5.16. During PC10 we expect NI Water to develop its plans for water mains
rehabilitation to clearly demonstrate the benefits of any proposed increase in mains
activity. In particular, we expect the extent of the water mains quality programme to be
assessed in conjunction with the DWI and for the company to consider a more targeted
approach for addressing properties at risk of low water pressure.

45.17. Inits representations on the draft determination the company asked that we
review the unit rates for water mains to take account of three issues:

1. The company submitted revised information on expenditure and activity which
demonstrated that the unit cost of water mains in the SBP period was higher
than previously submitted data indicated. We took account of this and revised
our assessment of historical unit costs for water mains activity.

2. The company indicated that it would increase the proportion of water mains
replacement carried out in urban areas in PC10. It was apparent from
information submitted by the company that water mains activity in the SBP
period had focused on rural areas. We are concerned that if this continued it
would result in a legacy of more expensive problems to be addressed in the
future. The company was not able to commit to a specific programme of work
to support the increase in unit rates it proposed. In the absence of specific
information we allowed two-thirds of the proposed uplift.

3. The company confirmed that it had not applied capitalised salaries and on-costs
to the water main programme in its Business Plan submission. We took
account of this for the final determination.

45.18. We have increased the water infrastructure capital maintenance allowance in
the final determination, over and above the outcome of the econometric analysis, to
ensure that the company is able to fund both the rate of activity on water mains assumed
in the draft determination and other activities.

Leakage

45.19. NI Water included £18.5m (pre-efficiency) under the capital enhancement
growth categorisation for maintaining and improving levels of leakage. This covers work
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to find and fix leaks, replace existing capital assets and create new capital assets. We do
not agree that all this expenditure should be accounted for as capital enhancement. The
Independent Reporter has confirmed that he does not consider the allocation of costs
between capital expenditure and operational expenditure to be appropriate, or the
allocation of costs between growth and base capital expenditure to be appropriate.

4.5.20. For the draft determination we have reallocated leakage expenditure as follows:
£8.5m to Opex, £7.6m to Capex base and £2.5m to Capex growth.

4.5.21. The reallocation to operational expenditure, which was not included in the
2007-08 Base Year was added to the operational expenditure determined for PC10.

Sewerage

4.5.22. A major element of this programme is capital maintenance which we have
determined using econometric modelling. The determination supports an increase in
expenditure on sewerage maintenance over historical levels of expenditure.

4.5.23. We have not adjusted the enhancement element of the programme which
supports growth and development.

Flooding Programme

4.5.24. NI Water proposed investment of £15m (pre-efficiency) to address the risk of
flooding due to hydraulic overload at 200 properties, an average rate of £75k per property.

4.5.25. Our analysis of expenditure in Scotland, England and Wales suggests that
these early improvements can be achieved at a rate of £60k per property. We have
based the determination on £65k per property.

45.26. We have not applied an efficiency adjustment to this expenditure as the
determination is based on average out-turn cost for similar companies.

45.27. NI Water estimated that 18% of their investment would be required to counter
an increase in the number of properties at risk due to growth and deterioration of the
sewerage network. We have allocated this proportion of the draft determination
investment equally between growth and base maintenance.

Unsatisfactory Intermittent Discharges

4.5.28. NI Water proposed investment to improve unsatisfactory intermittent discharges
(UIDs) to standards identified through its drainage area study programme. The proposed
improvements have been broadly endorsed by NIEA although further work will be
necessary to prioritise the work and finalise discharge requirements.

4529. We reviewed the average unit rate per
against similar rates for work by water and sewerage companies in Scotland, England
and Wales and concluded that the companyods
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45.30. Based on discussions with the Independent Reporter, we have reduced the
contingency applied to UID schemes, reducing the estimates by 5%.

45.31. Akey element of the UID programme is improvement to discharges to the
Connswater. This is a major scheme remains in development at the time the company
updated its submission for the final determination. There continues to be major
uncertainty on the final cost of the necessary improvements which the company has
estimated costs in the range £20M to £40M. In view of this uncertainty we have included
investment of £20 M pre-efficiency in the final determination for this scheme. We expect
the company to continue to develop the scheme and report the estimated costs to the
Outputs Review Group representing key stakeholders. We expect the final technical
solution and cost estimates to be subject to challenge by the Independent Reporter. If
further investment is required over that included in the final determination, it may be
necessary to phase the scheme to complete in PC13. If the necessary UID
improvements can be delivered for less than the allowance included in the final
determination, it may be possible to deliver additional outputs in PC10.

Wastewater Treatment

45.32. The wastewater treatment works programme includes carry over projects which
began in the SBP period and will be completed in PC10, as well as projects which will
start in the SBP period.

4.5.33. For the carry over programme, we have reviewed the projects against initial
planned expenditure. On balance we have concluded that it would not be appropriate to
make any adjustment to the proposed carry over expenditure.

45.34. Based on the recommendations of the Reporter, we have adjusted the Ivel of
contingency on the wastewater carry over projects and new start projects to 9%.

4535. We have accepted the companyé6és estimates f
are generally based on current estimates of work in progress or detailed estimates for

planned work. We have not applied any efficiency adjustment to this work which was

originally planned to be committed in the SBP.

45.36. Forsomenewstartpr oj ect s, NI Waterb6s solution pro
treatment to new sites and abandoning the existing treatment plant. NI Water has

however not allowed for the asset maintenance benefit of abandoning the existing works.

We have therefore allocated 20% of the cost of the transfer projects to capital

maintenance to reflect this benefit. The estimates for these projects are at an early stage

of development. We reduced the cost estimates for the PC10 new start projects by 15%

to account for the opportunities to value manage these projects as the detailed scope is

developed.

Operational Capital Programmes

4.5.37. NI Water has identified a separate operational capital programme which
accounts for capital schemes undertaken by the Operations Directorate.
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4.5.38. Much of this work consists of small capital maintenance schemes. We have
determined capital maintenance requirements through econometric modelling.

4.5.39. The operational capital programme also included a small element of
expenditure to cater for development and growth. We have not made any pre-efficiency
adjustment to this expenditure.

Miscellaneous

4.5.40. We have grouped together some smaller programmes of work, including those
relating to water meters. We have not made any pre-efficiency adjustment to this work.

Management and General

4541. NI Waterods Business Plan submission set ou
management and general, which covers the general systems and facilities required to

support the business. Half of this investment is to maintain existing facilities and half is to

enhance the level of service provided by improving response to consumers, reducing the

frequency of breakdown or increasing the sustainability of service delivery. In part, the

additional investment would allow the company to introduce systems and facilities already

employed by companies in Scotland, England and Wales to improve operational

efficiency and reduce costs.

4.5.42. The company provided outline Business Cases to support the proposed level of
investment. We reviewed these and concluded that they generally set out a reasonable
scope for investment but did not provide sufficient detail to form a view of the financial
justification of individual business cases.

45.43. We considered the overall level of investment proposed by the company

against historical investment in management and general by water and sewerage

companies in England and Wales. We also considered the proposed investment against

predicted expenditure. Both these approaches confirmed that the level of investment

proposed by the company was broadly reasonable. Based on a sample audit, the

Independent Reporter concluded that the work had been costed reasonably, often based

on current or historical prices or quotations.
costing subject to an adjustment for efficiency.

45.44. The draft determination includes investment proposed by the company to install
a wind turbine at one of its wastewater treatment works as part of its regulated business.
This approach is materially different from that adopted by other regulators and reflects the
particular structure of NI Water. We have summarised our reasoning for this in Section
4.7 below.

45.45. We have excluded one element of work proposed by NI Water which does not
relate to the regulated business. We believe that NI Water should fund this work through
other charges or grants and the cost should not be funded through the regulated
business.
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4.6. Capital Maintenance Investment

Introduction

4.6.1. We have concerns about the quality of the data and analysis which was used to

suppor t t he companyds assessment of the capital n
maintain the existing assets and current levels of service. In light of these concerns we

considered three approaches for assessing capital maintenance expenditure.

4.6.2. Our final determination is based on the econometric analysis of capital
maintenance expenditure by water and sewerage companies in England and Wales. We
have made specific adjustments to reflect the longer lengths of water mains operated by
NI Water and the impact of the Alpha and Omega PPP concessions.

4.6.3. In the following sub-sections we provide some background information on
capital maintenance and describe our assessment of the investment necessary to
maintain levels of service.

4.6.4. Supporting information is provided in Annex B which describes the comparative
analysis we carried out to determine a reasonable level of capital spend.

4.6.5. NI Water6s Business Plan included capital
post efficiency. We have reviewed t he c odgorclodedtsatanost al |
additional £14.4m of proposed investment (post efficiency) should be categorised as base

maintenance. Since the Business Plan was submitted, NI Water has proposed additional

base maintenance expenditure of £6.1. With these adjustments, the total capital

maintenance expenditure proposed by the company was £272.9m. Based on our

comparative analysis we have concluded that company should be able to maintain its

assets over PC10 for £250.9m.

Background
4.6.6. Capital maintenance investment is divided between:

1 Capital maintenance (Base purpose category); and

1 Capital enhancement (Quality, Growth and Enhanced Service Level purpose
categories).

4.6.7. Capital maintenance is the work required to maintain existing levels of service
and secure improvements paid for in the past by replacing plant and equipment which has
reached the end of its useful life. It is an on-going commitment which is of immediate
benefit to current consumers and is generally paid for directly from current revenues.

4.6.8. The assets used in the water industry vary from short life assets, such as
vehicles and IT systems with asset lives of around 5 years, to sewers and impounding
reservoirs with asset lives greater than 100 years. Typical asset lives for treatment works
and pumping stations are of the order of 20 years for the mechanical plant and 60 years
for the structures. Because the current asset stock was developed over a long period and
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includes a mix of different assets, capital maintenance investment in the water industry
should be relatively stable over the short to medium term and historic expenditure can
provide a reasonable indication of short term investment needs.

4.6.9. However, base maintenance investment requirements can change over time to
reflect changes in the assets used and the timing of historic investment. For example:

1 Inrecent years the water industry has invested in more advanced treatment
processes with improved automation and control. This has increased reliance
on short to medium life assets which reach the end of their useful life more
quickly and must be replaced more frequently.

1 Groups of similar assets were often introduced over short time periods in the
past, for example: particular types of pipe material. As a result, groups of
assets which have provided broadly stable performance for many years can
reach the end of their useful life and require replacement over a short time
period.

1 Recentinvestment in water treatment, wastewater treatment and sludge
treatment to comply with EU directives, can improve the asset base resulting in
a short term reduction in base maintenance requirements in that area.

4.6.10. To understand and plan for these changes requires a forward looking risk
based assessment of asset maintenance needs. This approach must be based on a
sound understanding of the asset stock, the probability of failure and the direct and
consequential costs of asset failure. In England and Wales a Capital Maintenance
Common Framework approach has been adopted by water and sewerage companies to
provide this forward looking assessment.

4.6.11. NI Water has much work to do to develop the data and systems required to
deliver this type of assessment. Provision is made in the draft determination to fund
improvements to asset data and asset management systems which will allow NI Water to
improve its ability to manage its asset maintenance in the long term.

4.6.12. Inthe PC10 Business Plan submission, NI Water based its proposals for capital
maintenance expenditure on projections of historic expenditure. For non-infrastructure
assets the company relied on an assessment of capital maintenance expenditure from
2000-01 to 2007-08 and trends in serviceability indicators to determine whether asset
performance had improved, declined or remained stable in the same period. We believe
that this is a reasonable approach which will form part of our monitoring of the company
going forward. However, we have the following concerns about the quality of the historic
data used by the company in its analysis:

1 Some of the serviceability indicators used by the company to trend performance
have been subject to stepped changes which indicate that they are not robust.
The lack of confidence in some data has been confirmed by work undertaken
by the company to improve data quality.

1 Some serviceability indicators have improved as a result of investment to
enhance the assets. It can be difficult to separate the impact of asset
maintenance investment from other improvements and therefore to judge
whether historic levels of asset maintenance have been adequate.
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1 The historic purpose category allocation used to identify base maintenance
might not be robust.

1 Changes in investment policy in the run up to the PPP contracts have affected
short term investment trends.

9 The historical expenditure data for individual asset types is highly variable and it
is not clear that the forward projections are statistically robust.

4.6.13. In view of these concerns we applied three alternative approaches to the
assessment of capital maintenance. Our conclusions are summarised below.
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NI Wa tPmposesl Investment in Capital Maintenance

4.6.14. NI Water proposed capital maintenance expenditure of £252.3m in its Business

Pl an submission. We have reviewed the company
additional £14.4m of proposed investment (post efficiency) should be categorised as

capital maintenance. Since the Business Plan was submitted, NI Water has proposed

additional base maintenance expenditure of £6.1. With these adjustments, the total

capital maintenance expenditure proposed by the company was £272.9m.

4.6.15. NI Water set out proposals for capital maintenance investment for the four main
service areas as follows:

Table 4.7 1 NI Water proposed capital maintenance for PC10 (2007/08 Prices)

Service Area Base maintenance (Em) total for 3
years

Pre-efficiency Post-efficiency
Water infrastructure 72.1 67.8
Water non-infrastructure 62.2 58.6
Sewerage infrastructure 41.7 39.2
Sewerage non-infrastructure 113.9 107.2
Total 289.9 272.9

Note 1 Base maintenance expenditure restated to UR reallocations and additional expenditure
proposed by NI Water since the Business Plan was submitted.

4.6.16. NI Water concluded that it does not have the data and systems required to
develop a forward looking risk based assessment of asset maintenance. The company
has based its assessment of asset maintenance expenditure on the projections of asset
maintenance expenditure over the period 2000-01 to 2007-08.

Utility Regulator Assessment

46.17. We agree with t he egtthahisazurgnbdata and s/stems are
not robust enough to support a forward looking risk based assessment of future capital
maintenance needs.

46.18¢ For reasons outlined above, we do not have
historic cost allocations and serviceability data which underpin its projections of capital
maintenance into PC10.

4.6.19. We recognised these weaknesses in our early assessment of the approach to
PC10. Through the A1 working group we discussed our methodology for determining
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capital maintenance expenditure. This methodology considered three independent
approaches allowing us to draw robust conclusions based on a wide range of data:

Table 4.8 PC10 Capital maintenance methodologies

METHODOLOGY DESCRIPTION

Econometric Analysis The econometric approach is based on an econometric analysis
of capital maintenance expenditure of water and sewerage
companies in England and Wales using physical explanatory
factors such as length of main or number of connected
properties.

The methodology was developed by Ofwat and has formed the
basi s o fpastabsessmedt®f capital maintenance for
England and Wales.

The same methodology was applied by WICS to predict asset
maintenance investment in Scotland for 2006-10 and 2010-14
where there were similar concerns about the quality of historic
information and the robustness of asset management systems.

Unit Cost Comparisons A more simplistic comparative analysis based on simple unit
rates for capital maintenance (for example expenditure on
sewerage infrastructure per unit length of sewer).

Cost Base Analysis Analysis of historic costs reported by NI Water subject to Cost
Base efficiency adjustments.
This approach replicates the analysis undertaken by NI Water
and is subject to the same reservations relating to historic data
quality.

4.6.20. The outcome of each analysis was subject to efficiency adjustment which took
account of the source of the data used, the method of analysis and regional price
difference for NI Water relative to the water industry in England, Wales and Scotland.
The basis of the efficiency adjustments applied are set out below:
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Table 4.917 PC10 capital maintenance efficiency adjustment

METHODOLOGY ADJUSTMENT FOR EFFICIENCY

Econometric Analysis The cost data in the econometric analysis represents the
average efficiency position in England and Wales over the period
2003-04 to 2007-08.

The Cost Base shows NI Water is at the median efficiency
position compared to England and Wales. Analysis of regional
price adjustment shows that NI
12.2% lower than the median position in England and Wales.

We have applied an efficiency adjustment of 12.2% phased over
three years to reflect regional price difference and an annual
frontier shift of 0.4% per annum. This represents the average
efficiency position for NI Water.

The RPA applies to locally procured goods and services. We
have applied it to 50% of non-infrastructure investment and 75%
of infrastructure investment.

Unit Cost Comparisons The unit cost analysis is based on the average costs in England
and Wales over the period 2000 to 2007 and reflects the
average efficiency over that period.

This approach gave the lowest out-turn and we have not
considered it further in our analysis. For comparison purposes
we have applied the average efficiency adjustment from the
econometric analysis to the unit cost analysis.

Cost Base Analysis This analysis i s bafficentcostnisublject \
to the cost base capital efficiency adjustments described in
Annex B.

Base Maintenance Adjustment for Alpha and Omega PPP

4.6.21. We adjusted the analyses based on comparative data from England and Wales
in respect of the Alpha and Omega PPP concessions. We recognise that the PPP assets
are new and their short term capital maintenance investment should be low. Our analysis
is not intended to model these short term values. Instead our aim is to determine a
reasonable value for the average long term capital maintenance of a similar portfolio of
assets within the econometric models.

4.6.22. The unit cost analysis and econometric analysis use explanatory variables
which consider the whole service area and consider expenditure over a wide range of
assets. We concluded that it was not possible to make robust adjustments to either the
cost models or the explanatory variables to take account of the small sub-set of large
assets included in the PPP concessions. Therefore we considered two approaches to
determine a reasonable allowance for the maintenance of PPP plant included in the
econometric models:
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