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1.0 Introduction

1.1. Background

1.1.1. 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.

1.1.2. 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.

1.1.3. The PC10 d°rice Co n t pracéss is a key part of discharging our duties in
respect of Northern Ireland Water Limited (NI Water). Through the PC10 process we will
set | i mit s pdoecapslforttéathree yearperiod 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.

1.1.4. We have published a summary of our draft determination for PC10 in &Vater

and Sewerage Service T Price Control 2010-13 7 Draft Determination Summary Reportd

In this supporting publication and its annexes we provide more detail of the

met hodol ogi es adopt e &®Cl0 BusiressPlars 8/e dlsb outhtee haavr 6 s
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 and respond to our draft determination and to inform

other stakeholders and consumers so that they too can provide us with feedback.

1.1.5. 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 draft determination does not pre-judge decisions the NI Executive will make in due
course. The draft determination is based on the current structure and sources of funding
of NI Water.

1.1.6. NIWaterb s PC10 Busi nes sitsdpérational acévitiesgra i s e s
relatively inefficient when compared to companies providing similar services in England,
Wales and Scotland, taking account of its particular operating environment. It has set out
plans to close this gap in 2010-13. However, it recognises 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.
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1.1.7. In the development of PC10 we set out a rigorous methodology for reviewing
operational efficiency. We have followed this methodology to determine the potential for
improving efficiency in 2010-13. We used the same approach when advising the IWRP
and more recently the DRD Minister on the extent of the efficiency gap between NI Water
and comparative companies. The fact that the efficiency gap faced by NI Water remains
largely intact would notalter t he | WR P the scaleiokchallenge & ho more
demanding than what was achieved after re-structuring in England and Wales, and latterly
Scotland. We conclude that the company can improve further and faster than its current
Business Plan allows and that it is capable of delivering additional efficiencies in PC10
while ensuring that current levels of service are maintained and improved. Again, our
view concurs with that of the IWRP who cited Scottish precedent for improving levels of
service alongside reductions in operational spend. This is an important precedent since
Scottish Water, like NI Water, operates within the public sector.

1.1.8. We have concluded that the capital investment programme proposed by NI
Water in its Business Plan was broadly reasonable. We consulted with the Department
for Regional Development (DRD), the Consumer Council (CCNI), the Drinking Water
Inspectorate (DWI) and the Northern Ireland Environment Agency (NIEA) to confirm that
the outputs which will be delivered by the company:

e meet the priorities set out in the Social and Environmental Guidance;
e align with consumer views; and,
e deliver necessary statutory obligations.

1.1.9. 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.

1.1.10. 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.

The draft determination is a significant step in a process which will lead to the
announcement of our final determination for PC10 on the 18th December 2009. In the
intervening period we will provide further briefing to stakeholders on our work and receive
representations from NI Water on the draft determination. We would also encourage
consumers and stakeholders to provide feedback on the draft determination, which we will
consider for our final determination.



UTILITY REGULATOR WATER

1.2. Acknowledgements

1.2.1. We wish to acknowledge the efforts of the many stakeholders who contributed

to the developmentof NIWat er 6 s Busi ness d&drmainatiomavaeithd hi s

period 2008 to 2009.

1.2.2. 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.

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

1.3. The Price Control Process

1.3.1. 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 draft determination and continue to seek to obtain
your views as we work towards our final determination.

Basis of the Price Control 2010

1.3.2. 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.

1.3.3. 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 Nl Waterd s  cradtha difficulty in defining a robust set of outputs for a five year
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

control periordwasagreedand NI Water 6s Li cenc €&hethmeeyaad e d

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

1.3.4. 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

dr af f

acco
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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.

1.3.5. A key contribution to the development of outputs for PC10 was the work
undertaken by the CCNI in conjunction with NI Water to survey consumer views. CCNI
published the conclusions of this work in @apping into Consumer Views on Waterd

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 was initially issued for
consultation and is currently 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)

DRD, NI AUR, CCNI , N 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 quality Waterwater Sustainability
Maintenance & views and ESL & supply quality & supply & climate
ESL DRD, NIW & demand demand change
Methodology CCNI NIW, DRD & NIW, DRD NIW & NIAUR
NIAUR & NIW DwWI &NIEA

1.3.6. We have challenged the outputsi ncl uded i n NI Waterds Busi:
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.
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Obtaining the Necessary Information for the Price Control

1.3.7. NI Watero6s Business Plan submission is bas
requirements which we issued to the company. The company was asked to provide

detailed and summary information alongside commentary on a range of key issues

including:

e The Post 2010 environment;

e Improving efficiency;

e Maintaining service and serviceability to customers;
e Quality enhancements;

¢ Maintaining the supply demand balance;

e Service strategy and service enhancements;

e Financial projections; and

e Customer bills and tariffs.

1.3.8. A detailed breakdown of the capital programme was provided by NI Water to
support the capital programme submission.

1.3.9. We prepared a detailed financial model to assess the revenue requirements
and price caps for PC10. The company completed a version of our financial model and
submitted an updated version of the annual tariff model setting out its assessment of
future revenue and sources of revenue.

Scrutiny of N1 ~ Wa tP€@10 Business Plan Submission.

1.3.10. NI Water submitted its PC10 Business Plan to the Utility Regulator on the 15"
June 2009. We have scrutinised the Business Plan submission carefully to reach the
conclusions which underpin the draft determination and made judgements about what an
efficient company would require to finance and deliver its functions properly.

1.3.11. Our detailed scrutiny of the Business Plan has exposed inaccuracies in some
key data such as the projection of customer numbers and volumes and the reconciliation
of summary and detailed capital cost information which had to be resolved through a
subsequent query process. Similar data issues have been a cause of concern in the past
and the company has provided us with an undertaking to address the quality of data
submissions. While we recognise that the company continues to make progress in this
area, the Business Plan submission confirms that there is further work to be done to
ensure that the quality of data in regulatory submissions is robust and internally
consistent.

1.3.12. We r evi e we d asBessmévadf its first gperating period as a

government owned company covering 2007-10 (generally referred to as the Strategic

Business Plan or SBP period). The companyoés forwar-IDsyggestj ect i on ¢
that it will not deliver all the improvements funded in the SBP. In some cases outputs for
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the SBP period have been delayed to the PC10 period and funding reallocated to deliver
additional outputs within the SBP. We believe that this supports the need 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.
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.

1.3.13. Where possible, we challenged the costs of delivery set out in the Business

Plan against costs incurred by NI Water in the past and have found the detailed

information in the ¢ 0 mp a guartedy Capital Investment Monitoring Return of great

benefit in this respect. The companyds expendi
Independent Reporter and we have taken account of his observations in arriving at our

assessment of reasonable expenditure for the PC10 period.

1.3.14. We challenged the efficiency of operational expenditure and the costs of the
capital programme. We assessed an efficient level of investment by comparing NI

Wa t e 0gh saseavith the costs incurred by water and sewerage companies in England
and Wales for operating expenditure. The company was provided 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
made an appropriate allowance in our assessment for the reasonable costs that the
company would expect to incur in PC10, alongside its efficiency challenge.

1.3.15. For capital maintenance investment, we have concluded that the
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. We expect the
company to improve its asset data and asset management systems over the PC10 period
and our draft 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 made by the company.

1.3.16. NIWaterb s anal y s i tonabefficiendy positmmmpshawathat 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.

1317. We scrutinised NI Waterds proposals to fin
has on its future financial sustainability.

10
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Continuity into PC13

1.3.18.  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 based our assessment of charges on a smoothed revenue in
the PC10 period to ensure stability for the non-domestic consumers who pay direct
charges.

1.3.19. We have signalled the scope for on-going efficiency beyond PC10; specifically
further and additionally challenging targets at PC13. 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 period to act as a constraint
on NI swWwentineousdimprovement.

1.3.20. 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.

1.4. Delivery of Outputs and Benefits

1.4.1. The investment set out in our draft 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 1.1. More detailed information on outputs and
targets is given in Section 3.0.

1.4.2. As a result of our challenge to the level of capitale f f i ci ency i n
Business Plan we have been able to make provision for £38m of additional outputs to be
delivered in PC10.

11
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Table 1.1: 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

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.

o 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 nvest ment in systems and manag
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.

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

Completion of 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.

12
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1.5. Summary of Future Expenditure

1.5.1. Theco mpany 6s B u sncluded $otal capitaberpenditure of £622m over
2010-13 and total operational expenditure of £629m over three years.

1.5.2. From our assessmento f t he ¢ o mp ahawe éoaclugetl that thew e
benefits set out therein and the additional benefits set out in this draft determination can
be delivered for a total capital expenditure of £520m over 2010-13 and total operational
expenditure of £531m over three years.

1.5.3. We have summarised the future capital and operational expenditure included in
our draft determination below. For capital expenditure we have summarised expenditure
by four gpurposedcategories which are defined as follows:

Table 1.2 - 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

1.5.4. A comparison of the capital investmentin NI  Wat er 6 s Bandthene s s
assessment which underpins our draft determination is set out in Table 1.3.

13
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Table 1.3: Capital Expenditure Summary

Gross expenditure 2010-13 (£€m)

Utility
NI Water Regulator Difference

WATER SERVICE

Q Quality 35 29 (6)
B Base maintenance 112 105 @)
E Enhanced service 19 15 4)
G Growth and development 87 54 (33)
Total water service 253 204 (49)

SEWERAGE SERVICE

Q Quality 129 128 Q)
B Base maintenance 140 119 (21)
E Enhanced service 28 24 4)
G Growth and development 36 45 9

Total sewerage service 332 316 (16)

TOTAL CAPITAL INVESTMENT

Q Quality 164 157 @)
B Base maintenance 252 224 (28)
E Enhanced service 47 40 @)
G Growth and development 123 99 (24)
Total sewerage service 586 520 (66)
Note 1: Expenditure is in 2007-08 prices before deduction of capital income.

Note 2: Expenditure is post adjustments for efficiency

Note 3: Draft determination includes £38 m for additional outputs

1.5.5. 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 £259 per annum per property supplied.
This is 44% greater than the average cost per property supplied included in the recent

Ofwat determinations which cover the five year period 2010-15 but close to the upper

range of expenditure per property proposed for England and Wales.

14
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Figure 1.2 7 Capital Expenditure per Property in PC10

il

1.5.6. 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

1.5.7. A comparison between the operational expenditurei n NI Wat er s
and the assessment which underpins our draft determination is set out in Table 1.4.

Table 1.4: Operational Expenditure Summary

Operational expenditure 2010-13 (£Em) Utility
Regulator
Draft
NI Water  Determination Difference

Total 629 531 -15.50%
Note 1: Expenditure is in 2007-08 prices
Note 2: Expenditure is post efficiency
Note 3 Expenditure is the total over three years 2010-11 to 2012-13.

15
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1.5.8. Figure 1.3 shows the operational expenditure for NI Water in PC10 (per annum

per property supplied) relativetot he oper ati onal expenditure incl
draft determinations for water and sewerage companies in England and Wales for 2010-

15. The proposed level of future operational expenditure for NI Water is £267per annum

per property. This is 78% greater than the average cost per connected property included

in the recent Ofwat determinations for England and Wales.

Figure 1.3 - Operational Expenditure per Property in PC10
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1.5.9. The relatively high level of operational expenditure confirms our assessment
and NI Wat e as8essmenivthat its operational activities are relatively inefficient
taking into account the companyb6s | ocafdr ci r cums
continuing operational efficiency improvements into PC13.
1.6. Funding Future Investment
1.6.1. 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 1.5 and Table 1.6 where they are compared with the levels of
revenue and debt pr o pnessRRlahardimouddraft\dsdetmenations Bu s i
We understand however that the actual new debt (borrowing) available in each year of

PC10 may set by reference to the required capital enhancement expenditure required in

each year of PC10. This is reflected in our draft determination and shown in table 1.6.
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Table 1.5: NI Water Revenue Requirement for PC10 (Out-turn) (£€m)

Required revenue in £m 2010-11 2011-12 2012-13 PC10
DRD draft Social and Environmental Guidance 390 415 440 1,245
NI Water Business Plan 374 397 419 1,190
Utility Regulator draft determination 346 351 357 1,054

Table 1.6: NI Water Borrowing Requirement for PC10 (Out-turn) (Em)

Required revenue in £m 2010-11 2011-12 2012-13 PC10
DRD draft Social and Environmental Guidance 130 120 90 340
NI Water Business Plan 140 140 100 380
Utility Regulator draft determination 101.5 92.3 97.9 291.6

Note: figures may not add due to rounding

1.6.2. 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.

1.6.3. Table 1.7 shows the indicative level of revenue from each revenue group

together with the subsidy allocation for each group based on the current structure of
charges.
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Table 1.7 - Revenue Groups for PC10 with Subsidy Allocation (Out-turn) (£€m)

Revenue Group Forecast Subsidy allocation
Revenue over
PC10 (Em)
Domestic unmeasured water 335 Subsidy and contribution
through rates
Domestic unmeasured sewerage 368 Subsidy and contribution
through rates
Non-domestic measured water 129 domestic allowance subsidy
Non-domestic measured sewerage 86 domestic allowance subsidy
Non-domestic unmeasured water 13 50% subsidy
Non- domestic unmeasured sewerage 13 50% subsidy
Trade effluent (includes Roads Drainage costs 73 0% subsidy
of approximately £56.3m)
Non tariff basket revenue (includes large users) 37 0% subsidy
Total Required Revenue 1054
1.6.4. On average approximately 72% of the revenue requirement over PC10 i.e.

£757m is forecast to be paid through subsidy. The NI Water Business Plan forecast a
subsidy level of £852m over the PC10 period. This draft determination therefore provides
a saving of £95m on the level of subsidy over the PC10 period.

1.6.5. Table 1.8 shows the sources of revenue over the PC10 period including
revenue from subsidy, Road Drainage re-charge and revenue from charges (non-
domestic).

Table 1.8 - Annual Subsidy Requirement in PC10 (Out-turn) (Em)

2010-11 2011-12 2012-13  Overall

Total
Subsidy Requirement 245 252 260 757
Roads Drainage Re-charge 19 19 18 56
Revenue from charges 82 80 79 241
Total Revenue 346 351 357 1,054

Note: Figures may not add due to rounding.
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1.7. Draft Determination Price Limits

1.7.1. We have a legal duty to determine price limits, often referred to as K factors, to
be applied over the Price Control period. The K factor is the percentage increase or
decrease above or below inflation by which tariff basket price caps are allowed to rise or
fall on an annual basis during the Price Control period.

1.7.2. We utilise price limits within the various tariff baskets to ensure that there is no

cross subsidy between customer groups. In setting the price limits, we have been mindful
of the Ministerial Social and Environmental Guidance, and sought to balance affordability

with compliance and customer priorities. K factors for PC10 are shown in table 1.9.

Table 1.9 - K Factors for PC10

Tariff Basket 2010-11 2011-12 2012-13
Unmeasured Water Supply -11.3% -1.3% -2.6%
Unmeasured Sewerage Service -2.2% 1.5% 1.6%
Measured Water supply -6.0% -6.0% -6.0%
Measured Sewerage Service -3.6% -3.6% -3.6%
Trade Effluent -4.6% -4.6% -4.6%

PC10 Weighted Average Charge Increase (WACI)

1.7.3. NI Water is allowed to increase the weighted average charge for each of its
tariff baskets by up to the K-factor plus inflation. This is the weighted average charge
increase, or WACI. The WACI is therefore equal to the K-factor plus the reported Retail
Price Index (RPI). The RPI figure is published by the Office for National Statistics on a
monthly basis. The figure for the 12 months to November in the year prior to the year in
guestion is used as the RPI figure for the WACI.

WACI (Weighted Average Charge Increase) = K factor plus inflation (RPI)

Average Notional Household Charge
1.7.4. While we have assumed that there will be no direct domestic charges over the

period of this price control, Table 1.10 shows the notional average household charge over
the PC10 period.
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Table 1.107 Average Notional Household Charge

Average Notional Household Charge Difference (£) 2009-10 to 2012-13
(2009-10 prices)

2009-10 2010-11 2011-12 2012-13
NI Water PC10 BP £391 £407 £414 £418 £27 increase

Utility Regulator PC10 £391 £369 £369 £369 £22 decrease
draft determination

Utility Regulator draft - £38 £45 £49 -
determination saving

Note: Smoothing of revenue over the period has led to a flat £369 notional bill in each year

Affordability

1.7.5. We note the commentary and recommendations made by the IWRP and that
decisions in relation to affordability rest with the Department and the NI Executive.
However, to inform discussions and based upon IWRP recommendations endorsed by
the NI Executive we note the impact of the following IWRP recommendations:-

o The cost of road drainage should be paid out of general taxation and charged to
the DRD Roads Service; and

o The contribution already made by consumers for water and sewerage services
in their rates should be discounted from any direct bill for water and sewerage
services.

1.7.6. We have therefore adjusted the notional average household bill to take account

of these factors as shown in table 1.11.

Table 1.117 Adjusted Average Notional Domestic Charge

Average Notional Household Charge
(2009-10 prices) (£)

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

Utility Regulator PC10 draft determination 411 388 388 388
includes Road Drainage i indicative

Reduction for Roads Drainage re-charge to DRD 391 369 369 369
Roads Service (approx £19 p.a.)

Reduction for contribution made in rates bill 231 209 209 209
(approx £160 p.a.)
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Condition C: Infrastructure Charges

1.7.7. Under Condition C of the Licence we are required to set infrastructure charges
for the PC10 period for both water and sewerage services. The infrastructure charge
provides a contribution towards the cost of developing local networks to serve new
customers. NI Water can levy an infrastructure charge, as well as the direct cost of
making new connections.

1.7.8. We have determined these charges to be £269 for 2010-11. In the following
years in PC10 these charges will increase in line with inflation. These charges are lower
than equivalent infrastructure charges in Great Britain.

1.8. Content of this Report

1.8.1. We have set out further details of the draft 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.
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1.9. Next Steps

1.9.1. This draft determination has been published for consultation. A final
determination will be determined on 18 December 2009.

1.9.2. Between the draft and final determinations we will provide further briefing to
stakeholders on our work and receive representations from NI Water on the draft
determination. We also encourage consumers and stakeholders to provide feedback on
the draft determination to inform the price control process. Feedback should be provided
to:

Mr Keith Hunt

Water Regulation Directorate
Utility Regulator

Queens House

14 Queen Street

Belfast BT1 6ED

email keith.hunt@niaur.qov.uk

1.9.3. A summary of responses will be published with our final determination. If you

would prefer your comments not to be published, please indicate this when responding.

Requests for non publication of responses will be respected but, in accordance with the

Freedom of Information Action 2000, cannot be guaranteed. For further information about

the confidentiality of responses please contactt he | nf or mat i o rOffic@o mmi ssi on

1.9.4. Responses must be received by the 5.00pm on the 6™ November 2009. We will
carefully consider all responses to the draft determination received up to that date as we
complete our 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
for2007-10 can be found on NI Waterods internet

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:

e improvements in services to customers;

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

e 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 company6s pr 4Q fer twehe ofthese fargats, whidhGt9
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 2.1 7 Performance Against Selected SBP targets by 2009-10

KPI

Description 2006/07
actual

1 Supply interruptions i number of properties

experiencing unplanned and unwarned
interruptions to supply in excess of:

6 hours
12 hours 0.30
24 hours
2 Written complaints T number of written 90
complaints answered within 10 working days.
3 Customer billing i number of billing contacts #
dealt with within 5 working days.
4  Billing to metered customers i number of #
bills based on metered readings.
11  Leakage (Note 1) 169
23  Mean zonal compliance i water quality at tap 99.34
24 Operational Performance Indicator (MZC for 98.87

turbiudity, iron and manganese)

25  Wastewater quality: wastewater treatment
works serving greater than 250 population

equivalent achieving compliance with NI
Water Order Consents expressed as:

(a) percentage of works 84

(b) percentage of population equivalent 77.0

26 = Wastewater Treatment Works passing Urban 76.3

Waste Water Treatment Directive numeric
consent

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

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).

2.2.2.

2.2.3.

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.

However, the companyods
levels of performance for the SBP in key areas of:

n

it

al

e Supply interruptions unplanned and unwarned in excess of 12 hours.

e Leakage.
e Mean zonal compliance

e Wastewater quality compliance against water order consents.

est

i mates

24



UTILITY REGULATOR WATER

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
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. For the final determination for PC10 we expect the company to review and
clarify its outputs and targets and establish clearer links between activity, expenditure and
outputs.

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:

e 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.

e 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
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.
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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

24.1. 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 an 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 which we can place in the companyo6s

have considered external comparative benchmarks to determine an appropriate level of
expenditure.

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 draft 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 (timing and extent) of activities and
outputs which formed the basis of our assessment of the costs and price. Price limits and
outputs cannot be considered separately: the draft determination is a package of both the
price limits and the 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 CCNI to identify consumersé priorities for

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. We have reviewed the activities and outputs proposed

in the companyé6és Business Plan with nttHatdshek ey s
bal ance of the plan was a reasonable reflecti
out in the Social and Environmental Guidance and the outcome of the PC10 Working

Groups.

t e
Oor

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

e 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 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.

e 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 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.

e 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
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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.

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

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

e 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.

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

e 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.

e Sewerage: the sewerage outputs for PC10 included: 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 through i m

e 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.

e Overall Performance Assessment: we have adopted the OPA methodology,
currently used in Scotland, England and Wales. This combines a basket of
outputs in a single score which allows NI Wat er 6s overall
tracked.

e 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
Water6s work to i mprove data quality
data which does not relate to the condition or performance of the assets.
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Table 3.1 7 PC10 Output Summary

UTILITY REGULATOR WATER

Consumer Service 2009-10 2010-11 2011-12 2012-13
Properties at risk of receiving pressure below reference 4855 3258 2268 1550
level (DG2) (see Note 1)

Interruptions to supply i composite score (DG3) 1.14 1.10 1.05 1.01
Interruptions to supply >12 hrs (% of properties) (DG3) 0.225 0.219 0.212 0.206
Properties at risk of flooding i number removed from the - - - 200
risk register by company action (DG5).

Consumer Response

Billing contacts dealt with within 5 working days (% billing 98.0 99.99 99.99 99.99
contacts) (DGB6).

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

Bills based on meter readings (% of total metered 95.0 97.5 98.5 99.6
accounts) (DGS8).

Call handling satisfaction score (1-5) 4.6 4.7 4.7 4.7
Percentage of calls not abandoned (DG9) 99 99 99 99
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 (MId)

PC10 targets to be assessed for the final
determination following a review of NIW

leakage data for 2008-09.

Nominated outputs for trunk main schemes (4r) including schemes carried over from SBP and carrying into

PC13. One new abstraction. Compl etion of reserv
the Water Resource Management Plan.
Water Treatment and Distribution
Mean zonal compliance water quality at tap (%)
Social and Environmental Guidance limit 99.65% 99.70% 99.70% 99.70%

Target operating level (see Note 1)

Mean zonal compliance (MZC) iron (%)

Operational performance indicator (MZC turbidity, iron and

manganese) (%) (Note 3)

Further information from NI Water to establish

99.20%

99.20%

operating targets for PC10.

99.28%

99.30%

Nominated outputs for water treatment works upgrades completed (2nr), 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.
Sewerage

Length of critical sewer renewed or relined over PC10 85 km over PC10

Length of non-critical sewer renewed 12 km over PC10
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Consumer Service 2009-10 2010-11 2011-12 2012-13
Nominated outputs for improvements to 117 UIDs.

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

Sewage Quality Outputs

% of WwTWs non-compliant with (Water Order) numeric 12.2% 11.4% 9.4% 7.0%
consents

% WwTWs non compliant (UWWTD consents) 8.1% 8.3% 5.6% 1.4%
% of WwTW treatment works discharges failing numeric 12.6% 11.8% 9.4% 7.0%
consents

% of total pe served by WwTWs in breach of Water Order 6.1% 6.0% 4.8% 2.3%
consent (LUT)

% of total pe served by WwTWSs in breach of UWWTD 3. 7% 3. 7% 2.4% 1.5%

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 in 2007-08 119 130 145 201
assessment

1. NI Water Business Plan targets. We have requested the company to reconsider these
targets and provide additional information in advance of the final determination to
demonstrate that they are robust and challenging.

2. OPI TI M target based on individual par ame
Business Plan.

3.1.7. We will develop a schedule of nominated outputs and activities for PC10 in
conjunction with the company and the quality regulators for the final determination.

3.1.8. In addition to the outputs tabulated above, the company shall deliver the
following general requirements set out in the Social and Environmental Guidance
including planning for the future and supporting government agencies in the development
of policy.
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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 Waterdwhich is available throughthe Con s umer Counci |l 6s web sit
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:
e Sessions with the Consumey Council ds consu
e Eight focus groups;;
e Sixteen in depth interviews with non-domestic customers; and
e 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 guantitative survey work was based around four main service areas:

e Sewerage services;

e Water services;

e Environmental services; and
e 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

Flooding inside properties

Flooding of outside areas which lots of people
see

Flooding of outside areas which few people
see

Odour nuisance

Environmental Services

Pollution form sewage discharges to inland
waters (rivers and loughs)

Pollution from sewage discharges to coastal
waters

Carbon emissions

3.2.8.

Water Services

Safety of tap water

Taste, smell and appearance of tap water
Leakage from mains

Supply interruptions with no waning

Low water pressure

Water supply restrictions

Customer Services

Dealing with customer complaints
Ease of telephone contact
Response time

Noise

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 and the scores cannot 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. Itis

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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Water Services

Figure 3.2 - Consumer Priorities for Water Services
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3.3.5. Consumer s 6 nmwvasithe safety of tap watery Consumers were also

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

3.3.6. 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.

3.3.7. 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.

3.3.8. 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
guality 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.

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.

Customer Services

Figure 3.4 7 Consumer Priorities for Consumer Services
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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,r at her than the 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, in common with water and
sewerage companies in Scotland, England and Wales, expects to deliver levels of service
approaching 100% for most of these measures by the end of PC10.

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.

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. NI Wat er 6 s B wasbasecon the deaft Social and Environmental

Gui dance issued for consultation. From our rev
have concluded that it also addresses the requirements of the revised guidance. We

expect the company to review the Principal Social and Environmental Guidance and

determine, in conjunction with DRD whether the revision results in any additional cost

which we should consider for the final determination.

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

e affordability 7 provide affordable cost effective services to customers;
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e EU Compliance i meet our European legal obligations in relation to drinking;

e 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;

e 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:

e Priority 17 Mandatory EU obligations;

e Priority 21 Improving service levels;

e Priority 31 Water leakage and pressure;

e Priority 41 Surface flooding;

e Priority 57 Longer term EU requirements; and

e 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.

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 reviewed the activities and outputs
the key stakeholders. There was agreement that the balance of the plan reflected

consumersé priorities; the key objSomdgatands e s

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:

e Consumer service;

e Consumer contact;

e Water resources;

e Water treatment and supply;

e Sewerage;

e Sewage treatment quality;

e Asset serviceability; and

e Overall Performance Assessment.

38

propo

and

C



UTILITY REGULATOR WATER

3.5. Customer Service Outputs

Introduction

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

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

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

Water Supply Pressure (DG2)

3.5.2. NI Water estimates that the number of properties at risk of receiving pressure
below reference level was 5783 at the end of 2008-09. 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
1550 at the end of PC10, see Table 3.3.

Table 3.37 Proposed Improvements to Low Pressure

0v7-08 08-09 09-10 11-10 11-12 12-13

Properties at risk of receiving low

pressure (DG2) 10321 5783 4855 3258 2268 @ 1550

3.5.3. From our review of the companyds proposal s

e The company removed properties from the at risk category in 2008-09 due to
better information following pressure logging. Completion of this work may
identify additional properties which can be removed from the at risk category
due to better information rather than by company action.

e The company has not set out detailed specific plans to improve pressure and
we have some concerns about the calculations made by the company to relate
water mains activity to the number of properties removed from the at risk
category.

e We recognise that the efficient delivery of the water mains rehabilitation
programme requires the company to focus investment in specific areas based
on prioritisation of outputs. This could limit the rate at which properties served
with low pressure can be addressed. However, alternative local improvements
could also be considered to separate improvements to pressure from the water
mains rehabilitation programme.
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3.5.4. In its Business Plan the company indicated that its confidence limits on its DG2
target for PC10 is +25%. From our analysis we agree that the confidence in this output is
low. For the final determination we expect the company to review its target in light of our
comments and propose robust and challenging targets for PC10.

Unplanned Interruptions to Supply (DG3)

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

Table 3.4 7 Proposed Improvements to Interruptions to Supply

07-08 08-09 09-10 11-10 11-12 12-13
DG3 score’ 1.43 1.41 1.14 1.10 1.05 1.01
Unplanned interruptions to supply >12 hrs = 1839 @ 2010 1800 @ 1750 1700 @ 1650

3.5.6. From our review of the companyds proposals

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

e The company has 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.

3.5.7. 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?.

3.5.8. 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 Figure 3.5 below).

! The overall sore for interruptions to supply combines unplanned interruptions greater than 6 hours, 12
hours and 24 hours, weighting higher duration events.
2 Excluding the impact of flooding of a WTW at Severn Trent Water in 2007.
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Figure 3.57 Frequency of Pipe Bursts
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3.5.9. A defining characteristic of NI Watero6s wa

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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3.5.10. 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
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.

3.5.11. 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.

3.5.12. 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.

3.5.13. 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.

Flooding of Properties and External Areas from Sewers
3.5.14. Sewage flooding can occur when:
e the volume of water entering the sewer during a storm exceeds the capacity of

the sewerage system (hydraulic overload); and

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

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

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

e To collect and categorise annual flooding events to continue to populate the
flooding register and provide the basis for future service targets.
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e To address the risk of internal flooding at 200 properties currently at risk of
flooding.

e 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.

3.6. Consumer Contact Outputs

Introduction

3.6.1. We have included outputs for the consumer contact response times commonly
used in the water industry including:

e Response to billing queries;

e Response to written complaints;

e Bills issued based on meter reads; and,

e 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:

e Number and frequency of repeat complaints.

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

Current Consumer Contact Measures

3.6.3. For PC10 we will continue to measure the
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.
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Table 3.5 - Responding to Consumer Contact in PC10

Consumer Contact Measure 07-08 08-09 0910 11-10 11-12 12-13

Billing contacts dealt with within 5 days

(DG6) 95.0% 99.9% 98.0% 99.9% 99.9% 99.9%

Written complaints dealt with within 10 905% 99.9% 98.0% 98.5% 98.5% 98.5%
days (DG7)
Metered customers receiving bill based

9 9 0 9 9 0
on a meter read (DG8) 95.1% 92.5% 95.0% 97.5% 98.5% 99.0%

Telephone calls receiving an engaged 0.0%  0.0%  0.0%  0.0%  0.0%

tone (DG9)
Telephone calls abandoned (DG9) 11% 1.0% 1.0% 1.0% 1.0% 1.0%
3.6.6. NI Waterb6s targets for responding to consu

comparable to the performance of companies in England Wales and Scotland, see Table
3.6.

Table 3.6 7 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\(/lgz:je;gdG%L;stomers receiving bill based on a meter 99.5% - 100.0% 99.0%
Telephone calls receiving an engaged tone (DG9) 0.0% - 6.3% 0.0%
Telephone calls abandoned (DG9) 1.1% - 11.5% 1.0%

Range for DG7 and DG9 exclude data for Southern Water which was addressing a major
failure in the management of consumer contact.
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Additional Consumer Response Measures for PC10

3.6.7. 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:

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

3.6.8. 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 Waterb6s 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

increasing water treatment capacity. We have accepted the companyods
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 SoSl during PC10.
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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
distribution network. NI Water aims to achieve an @conomic level of leakage6which
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 environmental costs. NI Waterds cur
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:
o 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).

o The long 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 period the compRBELYyodIB353 arget w
Mid by the end of 2009-1 0 . The companyds | eakage targets a
SBP period are set out in Table 3.8.

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 171.8 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 to date 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.
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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

consistent methodology

Revised leakage targets (new 186 182 178 175 172
methodology)

3.7.10. The company was expected to deliver a reduction in leakage of 20 Mid in the
last two years of the SBP. The company will only deliver a reduction of 5 MId over this

period, a shortfall in delivery of 15 MId. The targets now proposed by the company for

2012-13 are less demanding than the original target for the final year of the SBP when

compared on a like for like basis.

3.7.11. NI Water has attributed this shortfall to a severe winter in 2008-09 when
freezing conditions resulted in an increase in leakage. We accept that it may not be
possible to meet leakage targets each year, but expect the company to make continuous
improvements towards its economic level of leakage and deliver on its commitments to
consumers. We believe that the company should be able to recover much of the increase
in leakage due to a cold winter as it completes its DMA sweeps in the subsequent year.
We expect the company to review its proposed leakage targets for the final determination
to take account of the SBP targets and increase its rate of progress towards its economic
level of leakage.

Nominated Outputs for Water Resources

3.7.12. Nominated outputs for water resources are:

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

e Completion of the reservoir inspectone ngi neer 8s recommendat.

impounding reservoirs.
e Four trunk mains schemes included in t
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,

o

Start of Phase 2 of the Castor Bay to Belfast trunk main.
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e Completion of a Water Resource Strategy which will inform future investment
for PC13.

e Delivery of leakage targets.

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.

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
dnean zonal compliance6(MZC) is reported for the results of statutory water quality
samples at tap. MZC is reported for individual parameters and a combined MZC reported
as the average over 40 parameters. The targets proposed by NI Water for PC10 are set
outin Table 3.9.
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Table 3.9 17 Water Quality Compliance Projected into PC10
Water Quality Parameter/Location 07-08 08-09 09-10 11-10 11-12 12-13

Water treatment works coliform non- o o o o o 0

compliance 0.12%  0.08% = 0.08% 0.08% 0.08% 0.08%
% bacteriological samples from service o o 0 o 0 0
reservoirs failing standard 0.24%  0.13% @ 0.13% 0.13% 0.13% 0.13%

% mean zonal compliance (40 parameters) 99.30% 99.49% 99.65% 99.70% @ 99.70% = 99.70%

% mzc for faecal coliform 99.80% 99.44% 99.60% 99.60% 99.60% @ 99.60%
% mzc for pesticides T other substances 99.03% 99.81% 99.81% 99.81% 99.81% 99.81%
% mzc for trihalomethanes (THMs) 79.37% 86.45% 90.00% 92.00% 94.00% @ 98.00%
% mzc for aluminium 98.78% 98.88% 98.90% 99.00% 99.10% @ 99.20%
% mzc for manganese 98.87% 99.47% 99.50% 99.53% 99.56% @ 99.60%
% mzc for turbidity 99.77% 99.96% 99.80% 99.81% 99.82% @ 99.83%
% mzc for lead 98.79% 98.57% 98.60% 98.70% 98.90% @ 98.90%
% mzc for iron 98.29% 98.24% 98.30% 98.40% 98.50% @ 98.60%
3.8.4. The companybés forward projections in

improvement in individual water quality compliance in PC10. We believe that the

c omp any 0 sfor PCA0 agecbtoally consistent with its proposed investment. We
accept that there will be variation of results for individual parameters in any one year and
the key target for PC10 will be the combined MZC for 40 parameters.

3.8.5. The combined MZC of 99.70% proposed by the company for 2012-13 reflects
the target set in the Social and Environmental Guidance. It is lower than the target of
99.77% for the end of the SBP. 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 aresponse to a query on the Business Plan the company has confirmed that its
MZC for 2009-10 is expected to be close to the SBP target. In view of the on-going
investment we expect the company to exceed its proposed MZC target for each year of
PC10. As aresult, we expect the company to set an operational MZC target for PC10 for
the final determination which reflects its current compliance and future investment. Based
on our understanding of 2008 and 2009 compliance data we believe that a reasonable
operational target for 2012-13 which reflects recent investment and continuing investment
in PC10 would be 99.80%.

Nominated Outputs for Water Treatment and Supply
3.8.6. Nominated outputs for water treatment and supply are:

e Completion of two water treatment works upgrades to meet drinking water
quality standards;
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e Completion of a study for one WTW to determine future quality improvements;

* 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;

e 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;

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

e Completion of drinking water safety plans.

3.9. Sewerage Outputs

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

e Sewerage activity rates to demonstrate that the company delivers the
investment in sewerage infrastructure;

¢ Nominated outputs for the improvement of unsatisfactory UIDs; and
e 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
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 proposed by the company in its PC10 Business Plan as an output
measure for sewerage capital maintenance.
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Table 3.107 Sewerage Activity Rates for PC10

Activity Km in PC10
Length of critical sewer renewed 15.0
Length of critical sewer renovated 70.3
Length of non-critical sewer renewed 3.7
Length of non-critical sewer renovated 7.8

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

High and medium pollution incidents (number) 56 56 54 51 48

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.
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3.10. Sewage Treatment Quality Outputs

3.10.1. On the 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.

3.10.2. 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.

3.10.3. 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.

3.10.4. 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
Quiality Working Group. The named outputs will be as follows:

e Completion of SBP projects which do not form part of the agreed carry over
programme;

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

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

3.105. On the basis of our assessment of the comp
stakeholders have agreed to investment of a further £30m in wastewater treatment

improvements which address priority compliance and development constraint. We expect

the company to work with NIEA to agree the detail of any additional outputs to be

delivered and provide an estimate of this work to include in the final determination.

3.10.6. 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.

3.10.7. 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 Table 3.11
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Table 3.117 Sewage Compliance Outputs for PC10
07-08 08-09 09-10 11-10 11-12 12-13

% of WwTWs non-compliant with (Water

0 0 0 0 0 0
Order) numeric consents 11.8% 9.4% 122% 11.4% 9.4% 7.0%

% WwTWs non compliant (UWWTD

10.3% 13.0% 8.1% 83% 56% @ 1.4%
consents)

% of WwTW discharges failing numeric

0 0 0 0 0 0
consents 13.0% 11.1% 12.6% 11.8% 9.4% @ 7.0%

% of total pe served by WwTWs in

0, 0, 0, 0, 0, 0,
breach of Water Order consent (LUT) 14.0% | 9.4% 6.1% | 6.0% |4.8% |2.3%

% of total pe served by WwTWs in

0 0 0 0 0 0
breach of UWWTD consent (LUT) 74% 94% 3.7% 3.7% 24% @ 1.5%

3.10.8. NI Water has projected an increase in the proportion of wastewater treatment
works non-compliant with their water order numeric consents in 2009-10. This based on:

e NI Waterds assessment of treat ment wor ks

e Additional reported failures from the application of upper tier criteria on 2009-
10.

e The introduction of new consents before the planned completion of investment
included in the SBP.

c

3.109. We have reviewed and accepted the company?d

determination. We will work with the company and NIEA to verify the links between
current performance, movements in works categories, the introduction of new consents
and the impact of the capital programme for the final determination.

3.11. Asset Serviceability Outputs

3.11.1. A concept of asset serviceability will be introduced to judge whether the
companyds capital mai ntenance investment

3.11.2.  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.

3.11.3. 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.
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3.11.4. 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.

3.11.5. We will measure serviceability separately forthe c o mp a ny 6 grouacd 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 6 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.

3.116. Serviceability is a relative measure which
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.

3.11.7. Because serviceability is a relative measure, there is no need to use the same
serviceabi | ity indicators as other companyds or reg
amend the indicators, for example, to:

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

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

3.11.8. 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.

3.11.9. 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 3.127 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 7 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

DWI 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 insufficent data to establish trend. Monitor
for PC10 and consider serviceability trends for
PC13.

Table 3.157 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

Unplanned reactive maintenance.

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

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

3.11.11. 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.

3.12. Overall Performance Assessment (OPA)

3.12.1. We have adopted the Overall Performance Assessment (OPA) developed by
Ofwat and will continue to assessthec o mpany 6s progress against thi
A detailed description of the OPA and our use of it is set out in Annex A.

3.12.2. 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

Water on the remaining 11 meal8and2088-09isdel Wat er 0 ¢
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 7 NI Water OPA Score Compared with England and Wales

E&W , ,
Reporting Year Méi:(o?EA EC(:%)\:\IIa':/é?jX E&\éVOMax Avgrage E&XVOI.VIIn %%Ylvamldn NI Water
0.
2007/08 304 301 298 275 240 188 98
2008/09 England and Wales data for 2008-09 not available 105

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 the
final determination

3.12.3. 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

Wat erds performance is at the | ower end of the:c
there is an opportunity for NI Water to increase its OPA score rapidly as performance

increases.

3.124. NI Watero6s PC10 Business Plan included for
certain measures of the OPA for the final year of the SBP period, and for each year of
PC10. Wehave calcul ated OPA scores for each year o
forecast levels of performance. The calculated OPA scores to 2012-13 are shown in
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Table 3.17. The improvement in performance is considerable and we believe the
company is capable of more.

Table 3.177 NI Water OPA Score Projected to 2012-13

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

NI Water predicted score 119 130 145 201

3.12.5. 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 yearonyearas N1  Wa infermaiian set improves to inform the development
of OPA leading up to PC13.

3.12.6. 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.

3.13. Management and General Outputs

3.13.1. The draft determination supports a significant investment in Management and
General6to maintain and improve the facilities and systems required by the company to
manage the delivery of services. Much of this investment is based around data quality
and management. For this reason we will consider appropriate outputs for new systems
and asset data improvements for inclusion in the final determination.

3.14. Opportunity for the Delivery of Additional Outputs

3.14.1. Following our challenge of the capital programme set out in Section 4 we have
concluded that there is the opportunity to deliver additional urgent outputs within the
funding limits set out in the Social and Environmental Guidance.

3.14.2. We have reviewed the opportunities to deliver additional outputs with the key
stakeholders.
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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. We have considered and challenged the activities, costs and outputs of the
capital investment programme proposed by NI Water in its Business Plan.

4.1.4. 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.

4.1.5. 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 pr oeyperditoraelans wefe wor k.
scrutinised by the Independent Reporter and we have taken account of his observations

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

4.1.6. 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.

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.
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4.1.7. We have concerns about the quality of the data and analysis which was used to
support t he c¢omp efthydagtal mantemasce expenditure required to
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 4.4 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.

4.1.8. 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.

4.1.9. The impact of our challenge to the capital programme is to reduce capital

investment from the £5685m proposed by the company to £483m post efficiency, a
reduction of £102m (17.6%), see Table 4.1.

Table 4.1: Overall Adjustment to the Proposed Capital Investment

NI Water Draft Variance
Business Determination
Plan

Total capital expenditure (pre-efficiency) £622m £542m -12.8%
Total capital expenditure adjusted for efficiency £585m £483m -17.6%
Overall scope for efficiency 5.8% 10.9%
Scope for additional outputs £38m
Total investment £520m

1. Figures may not add due to rounding

2. The adjustment of proposed expenditure pre-efficiency includes £8m of leakage
expenditure reallocated from Capex to Opex.

4.1.10. 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:

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

e deliver additional wastewater treatment works improvements to reduce the risk
of infraction and support development.
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4.1.11. The following sections of this chapter:

e Define the purpose categories used in our analysis of capital investment and
summarise investment by purpose category;

e Summarise the results of our challenge to the capital programme before we
adjust expenditure for efficiency;

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

e Set out our view on investment in renewable energy by NI Water.

4.1.12. 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. Allocation of Capex by Purpose

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

Table 4.2: 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.

4.2.2. A comparison of the post efficiency expend
Business Plan and that included in this draft determination by purpose category is
presented in Table 4.3.
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Table 4.3 - Summary of Investment by Purpose Category (Em) (2007/08
Prices)

Water Sewerage Total
Purpose category
NIW UR NIW UR NIW UR

Quality 35 29 129 128 164 157 30%
Base 112 105 140 119 252 224 43%
Enhanced service 19 15 28 24 47 40 8%
Growth 87 54 36 45 123 99 19%
Total 253 204 332 316 586 520

Allocation 39% 61%

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

4.2.3. 43% of the investment included in the determination is directed at maintaining
existing assets and serviceability while 57% is directed at enhancing assets, improving
levels of service and addressing development and growth.

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

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

4.3.2. 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.

4.3.3. The impact of our challenge to the Business Plan CAPEX is summarised in
Table4d4setting out the movement fpre-effcieldjtodat 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 4.4: Capex Challenge by Sub-Programme (2007/08 Prices) (Em)

Sub Programme

1 Capitalised salaries and on-costs

2  Base maintenance non-infrastructure
Water resources

Water treatment

Trunk mains

Service reservoirs

N o o b~ W

Water mains rehabilitation

Sewerage

© o

Leakage

10 Flooding programme

11 Unsatisfactory intermittent discharges
12  Wastewater treatment

13 Operational capital

14 = Miscellaneous

15 Management and General
Total pre-efficiency

Total post efficiency

Add additional outputs

NI Water
Business Plan
Pre-efficiency

Base Enhance
ment
14.332 21.910
89.048 0.000
3.583 2.099
2.230 3.455
1.094 18.405
12.173 14.027
55.834 63.752
31.913 18.071
0.000 18.000
0.000 12.326
0.000 42.548
6.634 101.035
23.295 4.510
0.000 3.898
29.347 28.423
269.483 = 352.458
252.300 @ 333.286
252.300 @ 333.286
585.586

Draft Determination
Pre-efficiency

Enhance
ment

Base
16.553
0.000
2.099
2.868
17.509
13.389
45.546
18.071
2.460
10.262
40.614
88.453
4510
3.898
29.194

295.426

224.412 258.376
37.500
224.412 295.876

520.287
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4.3.4. The key challenges applied to each sub-programme of work are summarised
below.

Capitalised Salaries and On-Costs.

4.3.5. We have applied the percentage additions for capitalised salaries and on-costs
used by the company in its Business Plan to the relevant post efficiency project cost, with
the exception of water infrastructure where we have replaced the Business Plan
percentage of 7.25% with 5.0%, consistent with the Cost Base and as recommended by
the Reporter.

4.3.6. 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 £3.5m total
over three years from the PC10 Opex to account for this reallocation.

Base Maintenance Non-Infrastructure

4.3.7. 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

4.3.8. 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

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

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

Trunk Mains

4.3.11. We have considered the level of contingency applied to be high and have
reduced the estimates by 5%.
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Service Reservoirs and Clear Water Tanks

4.3.12. 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.

4.3.13. We consider the level of contingency applied to be high and have reduced the
estimates by 5%.

Water Mains Rehabilitation

4.3.14. Our analysis of the SBP period indicates that the company has applied higher
unit rates to water mains rehabilitation in PC10 than the cost of delivery during the SBP.
This was confirmed by the Independent Reporter. We have therefore reduced the pre-
efficient cost of water mains to reflect current unit cost rates of delivery.

4315. NI Waterdés Business Plan proposed an incre
910 km included in the SBP to 1067km in PC10. Recent rates of activity appear to have

maintained the conditioning of water mains and delivered improvements in interruptions to

supply, the number of properties at risk of receiving low pressure and water quality. NI

Water has not set out a forward plan targeting the increased rate of activity linked to

improved performance. In the draft determination we have reduced the rate of activity to

900km over three years to reflect recent activity rates.

4.3.16. During PC10 we expect NI Water to develop its plans for water mains
rehabilitation to allow it to clearly identify the benefits of increasing mains activity. In
particular we expect the extent of the water 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.

4.3.17. We have increased the water infrastructure capital maintenance allowance in
the draft 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

4.3.18. NI Water included £18m (pre-efficiency) under the capital enhancement growth
categorisation for maintaining and improving levels of leakage. This covers work 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.

4.3.19. 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.
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4.3.20. 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

4.3.21. 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.

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

Flooding Programme

4.3.23. 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.

4.3.24. 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.

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

4.3.26. 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

4.3.27. 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.

4328. 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 companyobs

4.3.29. Based on discussions with the Independent Reporter, we have reduced the
contingency applied to UID schemes, reducing the estimates by 5%.

4.3.30. The proposed investment in one scheme for East Belfast dominates the UID
programme which comprises 50% of the overall cost. The Reporter has noted the
uncertainty in the cost estimate of this scheme estimated at £20 m pre-efficiency. The
Reporter noted that further study work might result in a significant reduction in costs.
Alternatively, the project costs might escalate significantly if a strategic tunnel solution
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was necessary. We will consider the uncertainty associated with this scheme with the
company for the final determination.

Wastewater Treatment

4.3.31. 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.

4.3.32.  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.

4.3.33. Wehave acceptedthecompany 6s estimates for the carry
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.

4.3.34. Based on the observations of the Independent Reporter, we have reduced the
contingency applied to PC10 new start projects,
solution proposes transferring 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

4.3.35. NI Water has identified a separate operational capital programme which
accounts for capital schemes undertaken by the Operations Directorate.

4.3.36. Much of this work consists of small capital maintenance schemes. We have
determined capital maintenance requirements through econometric modelling.

4.3.37. 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

4.3.38. 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.
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Management and General

4339. NI Waterds 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.

4.3.40. 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.

4.3.41. 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.

4.3.42. 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
4.5 below.

4.3.43. We have excluded two elements of work proposed by NI Water which do 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.

4.4. Capital Maintenance Investment

Introduction

4.4.1. We have concerns about the quality of the data and analysis which was used to
support t he c onmanaef thy dagtal mantereasce expenditure required to
maintain the existing assets and current levels of service. In light of these concerns we
considered three approaches for assessing capital maintenance expenditure.

4.4.2. Our draft determination is based on the econometric analysis of capital
maintenance expenditure by water and sewerage companies in England and Wales. We
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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.

4.4.3. 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.

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

4.4.5. N1  Wa Busimeds Plan included capital maintenance investment of £252m.
Based on comparative analysis we have concluded that company should be able to
maintain its assets over PC10 for £224m.

Background
4.4.6. Capital maintenance investment is divided between:

e Capital maintenance (Base purpose category); and

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

4.4.7. 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.

4.4.8. 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
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.

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

¢ In recent 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.

e 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.
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e Recent investment 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.

4.4.10. 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.

4.4.11. 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.

4.4.12. 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:

e 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.

e 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.

e The historic purpose category allocation used to identify base maintenance
might not be robust.

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

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

4.4.13. 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 tPmposexl Investment in Capital Maintenance

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

Table 4.57 NI Water Proposed Capital Maintenance for PC10 (2007/08 Prices)

Service Area Base maintenance (£m) total for 3
years

Pre-efficiency Post-efficiency
Water infrastructure 64.835 60.978
Water non-infrastructure 54.178 51.098
Sewerage infrastructure 40.340 37.963
Sewerage non-infrastructure 108.593 102.261
Total 267.946 252.300

4.4.15. 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

4416. We agree with t he edtthaipszurrgnbdata and systems are
not robust enough to support a forward looking risk based assessment of future capital
maintenance needs.

4417. For reasons outlined above, we do not have
historic cost allocations and serviceability data which underpin its projections of capital
maintenance into PC10.

4.4.18. We recognised these weaknesses in our early assessment of the approach to
PC10. Through the Al working group we discussed our methodology for determining
capital maintenance expenditure. This methodology considered three independent
approaches allowing us to draw robust conclusions based on a wide range of data:
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Table 4.6 7 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 fpastabsasanient sf 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.

4.4.19. 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 4.7 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 N
17% lower than the median position in England and Wales.

We have applied an efficiency adjustment of 17% 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.

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 analysi s i s b-efficertcostssubjdt
to the cost base capital efficiency adjustments described in
Annex B.

Base Maintenance Adjustment for Alpha and Omega PPP

4.4.20. 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.

4.4.21. 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:

e We assumed that the average maintenance cost will be broadly equivalent to

the straight line depreciation of the assets. We assumed an average asset life
of 35 years.
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e We applied the average ratio of non-infrastructure maintenance to non-
infrastructure gross asset value for water and sewerage companies in England
and Wales in 2007-08.

4.4.22. The detail of the analysis is included in Annex B. We have concluded that
£5.876m per annum is a reasonable adjustment to make to the econometric models in
respect of the PPP concessions.

4.4.23. The outcome of our analysis is summarised in Table 4.8

Table 4.8 Capital Maintenance Analysis Outcome (2007-08 Prices)

BASE MAINTENANCE Pre_-Efficiency Pos_t-Efficiency AdleJDSPtrI:Ient Final Value
METHODOLOGY estimate (Em) estimate (Em) (Em) (Em)

NI Water Business Plan 267.945 252.301 included 252.301

Econometric modelling 264.481 232.068 -17.629 214.439
Unit cost analysis 186.372 163.532 -17.629 145.903
Cost Base analysis 267.945 243.581 included 243.581

4.4.24. We have concluded that the econometric analysis provides a reasonable basis
for our draft determination. It is the best established of the three methodologies used and
provides an answer in the mid range of those considered.

Adjustment for Infrastructure Renewals
4.4.25. We considered the differences between the bottom up analysis used in NI

Waterd6s Business Plan and our econometric
is set out in Table 4.9.
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Table 4.9 - Capital Maintenance by Service (Post Efficiency)

NI Water Business Plan

SERVICE Econometric Analysis (Em)

(Em)

Water infrastructure 60.978 37.280
Water non-infrastructure 51.098 57.969
Sewerage infrastructure 37.963 29.272

Sewerage non-infrastructure 102.261 89.917
Total 252.300 214.439

1 Allcosts are in £m post efficiency at 2007-08 prices
2 Costs presented post PPP adjustment and adjustment for water

4.4.26. While the econometric analysis provides a lower level of funding than the

companyodéds analysis, we noted that the movement

greater than in other areas of investment
maintenance expenditure, the water infrastructure element is well defined as activities,
which we expect the company to deliver as part of the outputs of its plan. In view of this
we have reviewed our bottom up assessment of water infrastructure to identify the areas

of investment proposed in the Business Plan and ensure that they are adequately funded.
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Table 4.107 Infrastructure Investment (Post Efficiency) from Utility
Re gul aBottanmdUp Analysis (2007-08 Prices).

Item Value £m  Commentary

Water resources 3.884 Maintenance of impounding reservoirs based on
panel engineers recommendations.

Water trunk mains 0.982 Proportional allocation from the trunk main
schemes.
Water mains rehabilitation 37.265 Based on an allocation from the water mains

programme allowing for 900 km of mains
replacement with 44% allocated to base
maintenance based on historic allocations. Costs
have been rebased to an efficient cost

Leakage 2.310 Allocation of leakage budget.

Operational capital (water) 3.041 General operational capital budget for small scale
works and reactive maintenance based on historic
run rates of expenditure.

4.4.27. Material elements of the water infrastructure programme are based on defined
activities and outputs (the water mains rehabilitation programme and the water resources
programme). We recognise that these programmes of work cannot be delivered unless
the base element of the work is adequately funded. In view of this we have included an
additional £10m in the determination to ensure adequate funding of the water mains
programme pending a robust bottom up assessment of need and cost allocation for
PC13.

Conclusion on Capital Maintenance

4.4.28. We have concerns about the data and methodologies adopted by NI Water to
develop its assessment of capital maintenance expenditure.

4.4.29. We considered three alternative analyses and concluded that the econometric
analysis based on comparative data in England and Wales provided a reasonable
assessment of capital maintenance expenditure for PC10. We have adjusted the
outcome of the analysis for the Alpha and Omega PPP plant. For water infrastructure we
added an additional £10m to ensure that the specific activities which will form PC10
outputs are adequately funded.

4.4.30. Our determination is based on total capital maintenance expenditure of
£224.239m over PC10.
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4.5. Our Approach to Renewable Energy

45.1. NI Water has proposed investment for a wind turbine at one of its wastewater
treatment works which it has included in its management and general programme.

45.2. NI Water is a regulated business operating under licence. Our draft
determination relates to the companyds regul at e
which are integral to its business as a water company. The company is funded to provide

services which by their nature are not easily subject to competition. The company should

not expand its functions into areas where a competitive market exists for the services

concerned.

4.5.3. We do expect NI Water to consider investment in renewable energy in cases
where the generation of power is a natural consequence of the processes and
technologies required to deliver its appointed business and where it does not make sense
to separate energy generation from the core business. The most common examples of
this in the water industry are power generation from sludge treatment by products and
hydropower generation at impounding reservoirs.

454, If investment in renewable energy meets the criteria above we would then
expect the company to demonstrate that:

e the main function of the investment remains the delivery of the core business;

e the incremental cost of renewable energy generation is cost beneficial taking
account of the economic or financial benefit of carbon reduction; and

e the appointed business benefits from any income streams associated with
power generation.

455, We do not expect NI Water to develop and operate wind farms. There is a
competitive market for the large scale development of renewable energy and there are
opportunities for a market to develop with multiple suppliers serving multiple users
efficiently. We see no wider economic advantage of NI Water entering a market which is
outside the scope of its core appointed business.

4.5.6. Where opportunities arise, we would expect NI Water to lease land or provide
access to its assets to unregulated companies for renewable power generation and then
purchase power at market rates. This has the benefits of promoting efficiency through the
use of experienced service providers operating in a competitive market.

45.7. The company has put forward a proposal which lies between the two points of
principle outlined above. A single wind turbirt
to a treatment plant. It provides the opportunity for minimising costs of transmission and

thereby delivering renewable energy at a lower cost than could be supplied from a remote

central generation facility. We would expect any other business operating in a

competitive market to investigate and take advantage of this type of opportunity.

45.8. In the case of privatised water companies in England and Wales, Ofwat has

concluded that wind turbines are not an integral part of a treatment plant and that they
should not be classified as part of the appointed business. This decision has been taken
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