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17th & 18th November 2015 | Radisson Blu Portman, London

Marketforce’s 16th annual Water conference provides an excellent oportunity to prepare your business
for 2020, as the water industry transitions towards a new market structure and outlook.

Our agenda of in-depth industry presentations and panel discussions will cover regulatory reform, AMP6,
climate resilient infrastructure, smart metering, utilising data, customer experience, and project finance.

Speakers include:

Colin Skellett | John Tierney
Chief Executive Officer Managing Director
Wessex Water ' Irish Water

Adam Cooper
Market Opening Director
Ofwat

Richard Flint
Chief Executive Officer
Yorkshire Water

Mark Corben

Chief Financial Officer
Thames Tideway Tunnel
Ltd

Tony Ballance
Director,

Strategy and Regulation
Severn Trent Water

Visit the website to see our full range of speakers

‘C A great place to share ideas at a time of major transformation ”
for the water sector.

Heidi Mottram, Chief Executive, Northumbrian Water

For full details on the agenda and speaker line-up visit

www.marketforce.eu.com/water325 marketfo rce

mobilising knowledge in business
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Exception proves the rule

Prescription isn‘t generally popular these days.
We live at a time when the regulator does not have a monopoly on
ideas, when pretty much everything is discussed before draft proposals
are issued and when companies are delighted to own the customer
relationship. For many things, this approach makes sense. But in
preparing for the competitive retail market, a bit more prescription for
companies wouldn’t go amiss.

Our interview with MOSL chief executive Ben Jeffs on p24-27 makes it
clear that there are two sides fo the coin in ferms of getting the market
ready fo open by April 2017: MOSL must deliver central systems on fime
and companies must be ready fo interact with them from day one.

For MOSL, the fask ahead looks daunting but achievable - providing
success is judged fo be provision of a functioning market, rather than on
how effective that market is. Given the aggressive timetable and budget
constraints, we're likely fo be talking about a bare bones delivery rather
than bells and whistles. But with an accompanying post April 2017 release
strategy, the market should be workable. (The fly in the ointment could be
a change in requirements - but how this pans out remains to be seen).

For companies, delivery is looking less clean cut, MOSL will offer
systems support on a company by company basis and looks likely
fo work up some kind of *heat map” showing firms their relative IT
readiness. But without more prescription on what readiness more
broadly looks like, firms may feel they are working in the dark.

On data in particular they are largely being left fo it. MOSL isn‘t
resourced fo offer extensive help. And as those with experience in the
- simpler - Scottish market will know, data quality there was a big issue.
Castle Water chief executive John Reynolds highlights in our second
interview on p28-30 that manual intervention because of garbled
or absent data was commonplace in Scotland and this needs to be
factored in fo English plans.

Consensus seems to be building. We report on p23 that the MEUC
has launched a new group which unites business customer and water
supplier voices in common cause. Among its policy asks are a more
proactive and prescriptive approach to company readiness; agreed
national standards on customer eligibility; and standards on data
quality - including agreement on master data sources and on meter
location referencing.

So while prescription is generally out of fashion, for some elements
of the retail market it could
actually reduce risk and
save companies precious
preparation time.

Karma Ockenden, editor,
The Water Report
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Feedback, comments and
suggestions very welcome.

Contact me on
karma@thewaterreport.co.uk
or 07880 550945.
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SECTOR SPLIT ON WHOLESALE
MARKETS AND PR19 PLANS

his month, The Water Report

asked its Expert Forum - lead-

ers and opinion formers from in

and around the sector - for their
views on wholesale markets and PR19.
This followed Ofwat’s publication in the
summer of a series of discussion papers
which cast out for ideas on these issues
ahead of regulatory proposals at the end
of the year.

Our research, conducted by our part-
ner Accent, suggests there is consensus in
the sector on the challenges facing it and
majority support for the concept of us-
ing markets more to help address them.
But as soon as you start to talk detail, a
far more fragmented picture emerges. The
industry and its key stakeholders are not
homogenous in their views. This suggests
finding solutions which sit well across the
board looks unlikely and that Ofwat will
have challenging times ahead whichever
way it turns.

Here we present our findings and se-
lected comments from Forum members.

TWR EXPERT FORUM

WATER
REPORT

The Water Report, in partnership with

market research company Accent, set up .ﬂhﬁ;nt
the Expert Forum fo consult every other

month on a key industry issue. Approxi-

mately half our Forum members are at board level and
most of the remainder in other senior management posi-
fions. Many thanks to all those who have joined.

Group members are emailed surveys which should
take no more than ten minutes to complete. Responses
are freated as confidential. Findings will be reported in
aggregate only and any comments used will be ano-
nymised, unless members are happy to be identified.

The next Forum will take place in November for the
December issue of The Water Report. We would be
delighted to welcome more members in senior positions.
If you are inferested, or if you have a topic suggestion for
the Forum, please email karma@thewaterreport.co.uk

4 October 2015

Q1. In principle, do you support the
introduction of competitive markets
into the wholesale part of the water and
wastewater value chain?

There was two-thirds support for com-
petitive wholesale markets in principle.
Those in favour tended to cite efficiency
and customer benefit in explanation.
Some supported the move assuming it
is applied selectively and where benefit
could be proven. Others said the case in
favour of more markets was unproven
and that policy should be founded on
evidence. Others still pointed out that al-
ternative approaches, those that are less
risky and less costly, could be pursued to
the same ends. Among Forum members’
comments were these:

I “After many years of average regulation
we now have a team at Ofwat who under-
stand how to get great value for customers
at the price reviews. The service levels of
many water companies are way ahead of
their energy counterparts and customers

Ql

Other 3%

65%

The Water Report’s Expert Forum finds majority support in principle
for upstream markets but little consensus on the detail. Meanwhile,
more PR19 wholesale controls, PR14 cost model continuation and

the prospect of a move to CPI divide opinion.

really benefit from stability in their prices.
I have struggled to see where economic
value will be created in competitive mar-
kets and fear that domestic customers will
end up paying more for the privilege of
competition.”

I “The wholesale part of the chain is
where the real value exists. Introducing
competition (in principle) will help drive
out inefficiencies and improve the servic-
es provided to end customers””

I “If it drives efficiency and improved
customer services there is clearly a strong
business case. However if it results in cut-
ting corners in terms of investment and
impacting negatively on utilities’ deci-
sion-making and coordination on safety
and the environment then the answer is
clearly no. The challenge - and risk - is
that we will not really know the impact
until competition is up and running?”

I “Where the markets are clearly contest-
able, and if access pricing can be set in
a balanced way that facilitates efficient
entry and allows incumbents to recover
efficient costs, then there is merit in this
policy. The test should always be to assess
that the total benefits outweigh the costs
of introduction.”

Q2. Ofwat has identified the following
wholesale areas as prospective early
competitive markets. Do you support
this move in each case?

Opening up sludge treatment and dis-
posal functions attracted the support of
nearly three-quarters of the Forum - a
sound endorsement of the policy. Just un-

Q2 Yes |No Don't
know
Sludge treatment & disposal 1% 13% |16%
Water resources frading 61% |23% |16%
More competitive tendering of work in areas that remain monopolies |48% | 19% | 33%

THE WATER REPORT



der two thirds supported water resources
trading while tendering monopoly work
out competitively was less popular, at-
tracting support of less than half of re-
spondents. Some suggested water re-
sources trading could be pursued under
existing policy arrangements though, and
was not dependent on wholesale reform.
For instance, one member said: “I agree
that water resources should be developed
in the context of a national plan not con-
strained by geographical boundaries. That
said this can be achieved through the cur-
rent Water Resource plans including a
requirement for companies to explore all
cross boundary opportunities.”

On the subject of more competitive
tendering, one participant raised this
point: “This approach presupposes that
incumbents don’t have vigorous procure-
ment processes and competitive processes
around work that is contracted and sub-
contracted. It could be argued that com-
petitive tendering at the level of large scale
individual investment is sub-optimal in
many circumstances

Q3. In the round, do you think the ex-
tent of the wholesale markets ambition
detailed in the previous question: goes
too far; is approximately appropriate;
doesn’t go far enough?

Around half the Forum thought the sug-
gestions put forward in Ofwats summer
papers are approximately appropriate,
with the remainder completely split.
Those who would like to see a more am-
bitious policy suggested among other
things that water trading could be pur-
sued more aggressively, and that water
treatment could be opened up too. Lack
of evidence of benefit and lack of detail
were commonly cited by those who were
either unsure or who felt the proposals go
too far.

Approximately
appropriate
52%

THE WATER REPORT

Among Forum members comments
were:
I “Government moves very slowly in
introducing competition into the water
market as they are worried about increas-
ing bills and reducing service quality.
Trading and valuing raw water should
happen sooner”
I “T cannot see where value will be cre-
ated outside of better central coordination
of water resource plans”
I “It does not seems that the counterfac-
tual (i.e. the situation as it stands today)
has been sufficiently articulated against
which alternative approaches have been
assessed. Again there is a theme of lack of
evidence-based decision making”
I “This should be a good start”

Q4. What do you consider to be an ap-
propriate timescale for the introduction
of wholesale markets?

This question attracted a very wide range
of answers. Some Forum members were
keen to see progress soon. One suggested
within two to three years. Another said:
“A successful implementation of the fully
competitive retail market for non-house-
hold customers is the first pre-requisite.
Establishing an appropriate RCV distri-
bution among the elements of the value
chain is the second. Both of these are emi-
nently achievable in the next few years.
The completion of abstraction reform
would be advantageous but not essential
- though in my view the timetable for this
could be shortened considerably if the rel-
evant parties would make key decisions
instead of dithering” A third member
commented: “A well-implemented strate-
gy should be more important than a swift
one, but there’s no reason to delay stages.
Sometimes a degree of urgency generates
decisions more effectively”

Many suggested around 2020 would be
the best time. This would have the ben-
efit of aligning with the next price review
cycle and of following on the heels of retail
market opening. One member said: “Retail
competition needs to be implemented first
before the industry turns its attention to
upstream markets. Given the short period
of time between 2017 and the next price re-
view, the more radical reforms may need to
be tackled in the next period”

Some argued that the timing of in-
troducing markets into water resources
trading hinged on the abstraction re-
form timetable. For instance: “It would

TWR EXPERT FORUM | REPORT

seem odd to introduce upstream reforms
around water trading without first estab-
lishing abstraction reforms and the extent
to which a genuine commodity price and
market for raw water needs to exist. There
is a real risk of unintended consequences
if reforms are not sequential. Abstraction
reform must come first” Likewise, anoth-
er said: “Water resource trading needs to
link to wider abstraction reforms”

Others suggested reform should be pro-
gressed slowly, one citing implementation
up to 2030 as an appropriate timetable. An-
other said reforms should be put in place
“slowly and with time to reverse decisions
if value creation proves to be elusive”

Of course those opposed to more
wholesale markets in principle, or those
currently unconvinced by the evidence
for them, argued a timetable was not
needed at all. This respondent made the
case on cost grounds: “We need to explore
less complex alternatives such as water
resource management planning improve-
ments including marketplaces rather than
competitive markets as well as beefing
up the right incentives. The level of com-
plexity for the retail market is significant
especially given in essence we are talking
about call centres plus, and the same ap-
proach for wholesale with all the added
complexity this brings is totally frighten-
ing. Alternative tools from the regulatory
tool box need to be tested first; we need to
initially chase the 80:20 benefits and con-
tain the complexity””

Q5. Should Ofwat be optimistic that a
position acceptable to investors can be
reached on the allocation of RCV across
the value chain as a result of competi-
tion being introduced into wholesale
markets?

The result on this was a fairly even split,
though even those who felt a solution on

QB

Yes
26%

Don‘t know

35%
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RCYV allocation could be reached foresaw
a difficult journey to get there. One said:
“An acceptable position is possible but
not a position that investors will be happy
with? Another remarked: “I think Ofwat
underestimate the complexity associated
with allocation of the RCV and the per-
verse incentives that may result should this
be done inappropriately. I am sure it can be
achieved but not without some difficulty”
Others were unconvinced an accept-
able position was achievable. One mem-
ber said: “To date, there has been little

I am concerned that further
separation will result in silo
mentality which will fail to
recognise the impact of one
business on the other and
at best synergies will be lost
and at worst environmental
deterioration will result.”

6

convincing evidence on how this might
be done. Whilst there could conceivably
be competition over future investment,
it is difficult to see how existing invest-
ment could be opened to competition
without affecting investors’ perception of
risk” Another said simply: “T've seen no
evidence that investors have found an ac-
ceptable position”

A few Forum participants rightly point-
ed out that the question assumed RCV al-
location would be necessary but in fact al-
ternative routes are available. A few others
pointed out that neither the investor com-
munity, nor the industry, were likely to
be homogenous in their views. “Ofwat is
of the impression that consensus around
Water 2020 exists [in] the industry. Con-
sensus exists around the understanding of
future challenges and the need to evolve
and consider how things could develop
to achieve better outcomes. It is a leap for
Ofwat to consider this consensus extends
to solutions it may propose, particularly
around the RCV”

Q6. Do you support the further separa-
tion of price controls in the wholesale
segment?

Again the Forum was divided on this.
The just under half who were supportive

October 2015

of further disaggregation of wholesale
controls frequently cited cost revelation
in explanation and that the move would
be essential for more competition to be
introduced. For instance: “Abstraction,
treatment and transportation could be
relatively separate activities and the sepa-
ration would aid understanding of where
value lies and prepare for any future com-
petition” Those opposed or uncertain
cited a range of reasons, including the fol-
lowing:

I “Again there is lack of evidence to dem-
onstrate that a better outcome will be
achieved by adopting this approach.”

I “T am concerned that further separation
of the price controls will result in environ-
mental detriment. Water and wastewater
business are both intimately dependent
on and connected with the environment. I
am concerned that further separation will
result in silo mentality which will fail to
recognise the impact of one business on
the other and at best synergies will be lost
and at worst environmental deterioration
will result”

I “There is a real danger that further
separation of price controls will lead to
disaggregation of charges and unwind
cross-subsidies far too quickly. While the
winners will be pleased, the losers will
create merry hell”

I “Would like to see how the current sep-
arated price controls operate first before
agreeing to further separation.”

I “While additional price controls can
help to achieve specific narrow policy ob-
jectives, the proliferation of price controls
is not the direction of travel that regula-
tion in general should be travelling”

Q7. Ofwat has indicated it is minded to
stick with the fundamentals of its PR14

cost models at PR19. Do you support
this?

Just over half are content for Ofwat to
stick with the fundamentals of its PR14
cost models at the next price review, ei-
ther because they consider the models
to be effective or because they value the
continuity. From those opposed or un-
sure, there were multiple references to the
Bristol Water CMA appeal (see report,
pl1l), the complexity of the models, and
the value of evolution.

Among Forum members comments
were:
I “PR14 saw a substantive step change in
the Ofwat approach. Better to let these
changes ‘bed in’ than to introduce further
changes without fully understanding the
repercussions of those already made”
I “There were some good aspects of the
cost models, namely that they were totex
based and allowed companies flexibility
to set PAYG and run-off rates. There ap-
pear to be some serious issues with the
econometric models though and it would
perhaps be wise to review the modelling
approach taken for PR19”
I “Bristol Water case and some of the
findings of the CMA/CCW could indi-
cate that a broad brush isn't necessarily
appropriate””
I “Ofwat should accept that adjustments
are part of the cost modelling process and
not see them as a failure of the model or a
bid by companies.”
I “Standard models used at PR14 did
not take enough account of local circum-
stances.”
I “It seems to have worked and predict-
ability is good for effective regulation”
I “Whilst the approach of using indepen-
dent totex baseline models is sound, it
is likely that these will have to be based
on base totex (opex and capital main-
tenance), with enhancement dealt with
separately (as per the CMA approach).”

Qb

Yes
48%

Q7

Yes
55%

THE WATER REPORT



Q 8. If there was an attempt to move
away from RPI indexation to an alterna-
tive such as CPI, how would you expect
English & Welsh water companies and
their investors to respond?
Sentiment on this issue was in the round
more positive than might have been ex-
pected. A good number of respondents
indicated they believed moving away
from RPI indexation, while difficult,
would be the right thing to do. Examples
include: “I think they will be alarmed as
RPI invariably provides greater returns
than CPI. However, Ofwat is right to
explore this option. No regulator - or
industry - should stand still” “Compa-
nies have had a beneficial period of easy
RPI outperformance, keeping the gains
for the most part. CPI would create a
tougher environment, but ultimately a
fairer one for customers.” “As is the usual
trend, there would be an initial outcry
that would eventually fade. On an infi-
nite timescale, the industry will eventu-
ally switch away from the current RPI
index”

For others, even the uncertainty of
a possible change is damaging and the

reality of a decision to move from RPI
would be unacceptable. Comments here
included: “Investors would seek alter-
native investments” “CPI is generally
lower than RPI so neither companies nor
their investors will be happy about this.
I would expect some companies to chal-
lenge this direction strongly” “The link
to RPI indexation has been a fundamen-
tal element of water company regulation
and as such companies financing and in-
vestor expectations have also been based
on this - a move from such a position
may undermine faith in this regulated
industry and cause mis-alignment for
those companies with high RPI indexed
linked debt”

Finally, there are those who argued the
key issue would be how any move to CPI
was handled. Comments made here in-
cluded:

I “If CPI indexation were introduced for
customer facing bill increases, but RPI
retained for RCV indexation, investors’
views of increased risk are likely to be mi-
nimised.”

I “It depends on the surrounding assur-
ances around NPV neutrality”

TWR EXPERT FORUM | REPORT

I “It would need careful handling and
consultation. If past debt is untouched
and there is a clear market for CPI debt,
it might be ok”

I “The issue is not so much the change
in the underlying index but the process
of reconciling the cost of moving. Of-

There would be an
initial outcry that would
eventually fade. On an
infinite timescale, the
industry will eventually
switch away from the
current RPI index.”

wat have indicated an adjustment to the
WACC as a potential solution but this
would need to be reflected in customer
bills”

This suggests that, should a move from
RPI to CPI ever be undertaken, Ofwat has
an opportunity to smooth the path - if it
handles the situation well.

The latest findings from The Water Report’s Expert

pe the future of

reform

ith accent and the water report

Panel revealed 84% of high level executives in the water

industry said, ‘customer preference must be part of the

upstream reform picture.

In partnership with The Water Report, market research
consultants Accent, would be delighted to invite your
organisation to join an exclusive research opportunity
to explore customer attitudes to upstream reform.

Interested in joining the programme?

» You will have the opportunity to help shape
content and scope of the project.

» Both the cost of the work and the results wi
shared between participating companies, kee
costs down and information up.

For further details about this exciting opportun
please email rob.sheldon@accent-mr.com or
07770755538.

With Ofwat already starting work to tease out how
upstream markets should be reformed and how
regulation will need to change in light of this, both
Accent and The Water Report agree that a customer
research/engagement programme is necessary.

Accent

' @Accent_MR

www.accent-mr.com

THE WATER REPORT
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REPORT | MOODY'S INDUSTRY OUTLOOK 2016

UNFAZE

DEBT INVESTORS
D BY MORE
MARKETS —FORNOW

No knee-jerk reaction to wholesale market prospects
in l\/Ioody s latest sector outlook, but a storm may be
brewing — especially for the highly geared.

nvestors do not appear to have been
unduly spooked by the first mention

of more competition in wholesale wa-

ter markets, judging by a UK water
sector debt report issued by Moody’s at
the end of September. The ratings agency
maintained its stable outlook for business
conditions over the next 12 to 18 months.
This followed Ofwats publication in
summer of discussion papers dealing with
PR19 plans and upstream reform - spe-
cifically (but not limited to) sludge and

WATER COMPANY RATINGS AND
GEARING, AT MARCH 2015

Company Ratfing | Net debt/
RCV
Sevem Trent Water Ltd A3 72.2%
United Utilities Water Ltd A3 61.9%
Wessex Water Services Ltd A3 73.6%
Dwr Cymru A3 59%
Affinity Water Ltd Baal | 77.9%
Anglian Water Services Ltd Baal | 82.7%
Bristol Water Pic Baal | 69.6%
Dee Valley Water Pic Baal | 72.8%
Northumbrian Water Ltd Baal | 78%
Portsmouth Water Ltd Baal | 71.8%
Severn Trent Pic Baal | 68.6%
Sufton & East Surrey Water Pic Baal | 75.7%
Thames Water Utilities Ltd Baal | 83.9%
United Utilities Pic Boal |57.2%
Southern Water Services Ltd Boa2 | 83.2%
South East Water Ltd Bac2 | 82.9%
South Staffordshire Water Plc Baa2 | 66.6%
Yorkshire Water Services Ltd Baa2 |83.1%
Anglion Water (Osprey) Financing Plc | Ba3 88.8%
Thames Water (Kemble) Finance Plc | B1 89.6%

Source: Moody'’s
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water resources markets, and greater use
of competitive tendering for asset build.
However, regarding the medium term
and beyond, Moody’s raised some impor-
tant warning flags about the possible im-
pact of wholesale reform - particularly on
highly geared companies.

Stability and risk

The 2015/16 stable outlook is a result of
achieved returns for the regulatory period
to the end of March 2015 being broadly
in line with regulatory assumptions and,
while regulatory allowances for 2015-20
are challenging, they are in line with ex-
pectations. Moody’s commented: “While
companies will have less scope for op-
erational or financial outperformance, we
anticipate they will manage their financial
and dividend policies to maintain credit
quality. Recent covenant changes on the
back of modifications to the allowed
revenue calculation have not materially
altered the highly-leveraged companies’
credit profile over the current period”

Nor is the increasingly imminent open-
ing of the non household retail market of
much real concern to the ratings agency.
It said: “With non-household retail ser-
vices accounting for only 1-2% of compa-
nies’ consolidated revenues, competition
in this area will not significantly alter the
UK water sector’s credit risk profile”

But looking ahead to prospects for up-
stream reform after 2020 and other poten-
tial regulatory policy changes, Moody’s
cautioned investor confidence must be
maintained. It pointed out: “While the
sector has seen significant evolution since
privatisation and remains attractive to
investors, any fundamental changes may
erode the value proposition.”

Two issues stand out:

I RCV protection and allocation. Moody’s

commented: “We note Ofwats commit-
ment to ‘protect’ the RCV as at March
2015, which has been reiterated in its July
papers. However, the regulator clarifies
that its commitment applies to a net RCV,
adjusted for ongoing depreciation, ie. ef-
fectively declining over time at the com-
panies’ chosen run-oft rate. For any RCV
added from 1 April 2015, Ofwat will likely
apply a more flexible approach, taking into
account the detailed allocation of any totex
during AMP6 (and beyond) to different
parts of the wholesale value chain”

I Inflation benchmark change from RPI
to CPI or alternative. Moody’s: “On av-
erage around half of the sector’s debt has
been raised through RPI-linked debt, and
a mismatch between RPI-linked debt ser-
vice and CPI-linked returns could put
pressure on financial metrics during the
transitional period.”

Higher risk for highly geared
Highly-leveraged water companies (see
table) are most at risk from both lower re-
turns in AMP6 and ongoing reform. The
ratings agency noted that about half of the
industry’s RCV is locked into highly-lev-
eraged and covenanted financing struc-
tures. “When these structures where put
in place, companies’ management and ar-
rangers of finance did not envisage mate-
rial changes to the industry configuration,
which means that the affected companies
may face challenging negotiations with
creditors under certain circumstances as
the industry structure evolves.”

Moody’s observed also that Ofwat has
consulted on a new financial monitoring
framework for the sector, designed to ex-
plain companies’ financing arrangements
and highlight any potential risks that
these may entail. From March 2016, the
regulatory also envisages companies will
stress test their business plans and publish
the results to illustrate available financial
headroom against downside scenarios.

Moody’s comments: “Ofwat may want
to encourage consistent reporting across
companies. Also, any potential divergence
in ratio definitions from companies’ finan-
cial covenants (where relevant) may ben-
efit from additional explanation to avoid
unnecessary confusion for investors. Fi-
nancial covenants restricting dividend dis-
tributions may also influence companies’
results under proposed stress tests, which
needs to be taken into account before
drawing any conclusions.”

THE WATER REPORT



s part of a plan to deliver more

for less in the face of a tight

budget and ambitious work

programme, Ofwat chief ex-
ecutive Cathryn Ross has proposed a
shakeup of the regulator’s senior lead-
ership team. Her plan, open to internal
consultation until 28 October, would see
less reliance on individuals and a more
flexible team structure within which se-
nior leaders would have programme or
functional responsibilities, but would
also be expected to have competencies
that could be called on as needed.

The changes are set out in the box. Two
key roles, which the organisation has lent
heavily on in the past, are earmarked to
go: chief regulation officer (CRO) and
senior director of finance and networks.
Ross said of the CRO: “While this role
made sense during PR14, and the CRO
was given a position that enabled her to
provide strong leadership... the role is
problematic in the post-PR14 Ofwat. It
creates an apparent hierarchy within the
team (CRO above senior directors) but
without clarity on what that hierarchy
means in practice... It is also not clear
how a higher status CRO role would fit
with the various roles that the senior lead-
ership team need to perform”

Suggesting a desire to smooth out this
power base and distribute its responsibili-
ties more widely, Ross has proposed PR19
will be delivered by a team of four: herself
and those in new senior director positions
for Water 2020 and finance and gover-
nance, together with the strategy and plan-
ning senior director. Whether in reality a
first among equals surfaces nearer the time
of PR19 delivery remains to be seen.

Ross intends to effectively split the fi-
nance and networks role into two posi-
tions: a senior directorship for finance
and governance, reflecting a growing
appetite for market intelligence, regula-
tory reporting, assurance and stakeholder
engagement; and a senior directorship for
Thames Tideway. Dedicating a leader to
the latter (a role expected to last two years)
is an acknowledgement of the high profile
and contentious nature of the project, and
reflects a desire to embed learnings from
the work for possible application to other
new build infrastructure. Asked where the
routine engineering function will sit, Ross
said staff with these skills would be spread
across the organisation and be deployed
on specific programmes as needed.
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Posts and people

She stressed the changes are about “posts
not people”. But given the depth of expe-
rience and respect afforded to both CRO
Sonia Brown (who delivered a success-
ful price review in very adverse circum-
stances) and finance and networks director
Keith Mason, it is hard not imagine their
loss would be difficult for Ofwat - par-
ticularly as it would come fairly hot on the
heels of other high level personnel changes.

Ross said Brown and Mason “are im-
mensely valuable people for the organisa-
tion and the industry” and would have
priority in applying for vacant positions,
should they want to. She added that the
regulator’s talent was more widely spread
though, and that she was confident of a
good outcome: “We are incredibly lucky in
the calibre of people we have across the or-
ganisation, the good depth’. The three new
positions (Water 2020, Tideway and finance
and governance) as well as the strategy and
planning post are available. David Black has
been holding the fort in the Water 2020 role,
so may reasonably be expected to at least be
in the running for that.

In explaining her choices, Ross was
frank in admitting Ofwat had “significant
shortcomings in the current team struc-
ture and roles and an undoubted insuffi-
ciency of bandwidth in key areas” includ-
ing leadership capacity, strategic thinking
and depth of understanding of economic
regulation. On top of that, Ofwat’s future
looks increasingly complex. Its bread and
butter economic regulation role could
well end up featuring more price controls;
it needs to steer a path through retail and
upstream reform; and it has set itself a
challenge that pushes at the boundaries of
traditional regulation in seeking to foster
trust and confidence in the sector.

All the while its budget has shrunk and
the Comprehensive Spending Review
looms. On paper, the shakeup is cost neu-
tral (both the current and the proposed

THE NEW FLAT STRUCTURE

MORE

~OR LESS
N SENIOR
SHAKEUP

ROSS SEEKS

The positions of Ofwat lynchpins

Sonia Brown and Keith Mason
fo go os flafter PR19 leadership
structure sought and new

Tideway role created.

structure come in at around £6m over the
2015-20 period; the forecast suggests high-
er staff costs associated with the changes
will be cancelled out by removal of the
need to pay an external programme di-
rector for PR19). But Ross is clearly look-
ing to get more for less out of her top tier
team. “We do need to get the best out of
everybody,” she said, adding: “There is a
premium on great quality leadership...this
is an investment in the entire organisation.”

Few would argue with the case for
change; how well the new arrangements
work will depend on the calibre of re-
cruits and whether the structure can in
reality deliver as planned in the face of the
heavy demands that will be upon it.

I Jonson Cox'’s three-year term

as Ofwat chair comes to an end

on 31 October. He looks set to be
reappointed for another three year
term, although there is the possibility
of an additional two year extension.

team will become nine.

Ofwat’s existing eight-strong senior leadership

Remaining in place are the CEO (Ross) and
general counsel positions (Elizabeth Hillman), and
the senior directorships for corporate communica-
tions (Nick Gammage acting as interim for Claire
Forbes), strategy and planning (vacant), and
customers and casework (Richard Khaldi). The
operations directorship will be rebranded business
improvement (retained by Bev Messinger), reflect-

ing a sharper focus on supporting continuous

improvement.

model, but empowering”.

The chief regulation officer position and the
senior directorship of finance and networks will go
(see main story) and new appointments will be
made for the senior director roles of Water 2020,
Thames Tideway, and finance and governance.

Ross said the new flat structure and the senti-
ment behind it was “not a dictatorial leadership
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Draft CMA ruling clears
Pennon'’s takeover of
Bournemouth Water
unconditionally.

ennon looks set to emerge un-

scathed from its trip to the

Competition and Markets Au-

thority (CMA) over its April
purchase of Bournemouth Water for
£100m. Under a provisional ruling, the
company will not have to cut customer
bills, divest any of its business or perform
any other remedial actions to compen-
sate for the deal.

The CMA found the tie-up would result
in adverse impacts, but that these were
“not significant enough, either individu-
ally or in combination, to amount to prej-
udice to Ofwat’s ability to make compari-
sons between water enterprises under the
Enterprise Act 2002 (the Act)”. It noted
this effectively ruled out the imposition of
remedies: “We are mindful that in the ab-
sence of a finding of prejudice to Ofwat’s
ability to make comparisons between wa-
ter enterprises, the CMA is unable to con-
sider the question of remedies”

During the case, Ofwat did not oppose
the merger, but its submission all but de-
manded remedial action from Pennon to
offset what it deemed to be the detrimen-
tal impact on its ability to make indus-
try comparisons from the loss of Bour-
nemouth as an independent comparator.
This was particularly acute because of
Bournemouths sterling performance in
a number of areas. Throughout, Pennon
was robust in its assertion that far from
causing detriment to Ofwat’s abilities to
make comparisons, its takeover of Bour-
nemouth would in fact benefit the wider

REPORT | PENNON/BOURNEMOUTH MERGER

NO PREJUDICE, NO REMEDY

regulatory regime to the tune of £43-50m.
The CMA came to its conclusion after
examining the following areas.
I Wholesale price controls: the Author-
ity scrutinised whether the merger may
result in a reduction in the precision of
Ofwat’s modelling through reducing the
effectiveness of its comparisons between
water companies efficiency levels (the
precision effect) and whether the merger
may lead to the loss of a particularly valu-
able comparator which harms its ability to
set a demanding efliciency challenge for
the rest of the industry (the benchmark
effect). It found there would be some ad-
verse impact on wholesale price control
setting, but that the impact would not be
significant.
I Retail price controls: Ofwat told the
CMA that it was unlikely to use an ‘av-
erage cost to serve’ measure in the next
price determination but would likely re-
place it with an ‘efficient cost to serve’ tar-
get (for example, upper quartile or at the
frontier). However, the authority scruti-
nised the retail impact of the deal, given
the importance of comparisons would
remain, irrespective of where Ofwat cho-
ses to set the benchmark. The CMA said:
“We undertook our analysis using a range
of assumptions on how the current poorer
performing water companies are likely to
converge to the performance levels of the
top performers. We find that the merger
is likely to result in a more stringent price
control (that will benefit customers).
We therefore provisionally find that the
merger is unlikely to result in an adverse
impact on Ofwat’s ability to set household
retail price controls”
I Outcome Delivery Incentives: the
CMA scrutinised the areas where Ofwat
deployed comparative analysis in the

RELAXING THE RULES

The CMA last month opened a consultation on draft water mergers guidance following changes fo the
special water merger regime in the Water Act 2014.

The Act removes the need for all water mergers to be automatically referred for an in-depth phase
2 investigation. It gives Ofwat a statutory role in a phase 1 investigation and in line with the general
merger regime, gives the CMA the power to accept undertakings in lieu of a reference to a phase 2
investigation.

The new draft guidance explains the arrangements and how the CMA will approach its assessment
of water mergers. This includes what procedures the CMA will follow and the approach it will take for
the analysis. It also explains how the CMA and Ofwat will work together in the new regime.

DEFRA expects to commence the changes to the special water merger regime next month.

10 October 2015

wholesale water control at PR14: sup-
ply interruption duration, water quality
contacts, and mean zonal compliance. A
merger could affect these because the
combined company would report its
ODIs together, which could affect the
outcome of benchmarking, and as such
may lead to water companies receiving a
less demanding determination. The in-
vestigation did not find any adverse im-
pact resulting from the merger on mean
zonal compliance. It found on the other
two measures: “Allowing for some con-
vergence in performance of the bottom-
performing company closing 35% of the
gap to the upper quartile by 2020 for
water supply interruptions and closing
50% of the gap for water quality contacts,
suggests that the scale of the potential
detriment (which would be within PR19)
is around £23 million in total (over five
years).” However, given mitigating factors
including the continuation of separate
reporting for PR14, it was not persuaded
that the adverse impact was likely to be
significant.

I Service Incentive Mechanism: Bour-
nemouth has been a consistently good
performer under the SIM. Ofwat submit-
ted that the company had performed well
on the SIM since 2011/12 whereas over
this period Pennons South West Water
had been ranked below the upper quartile.
CMA analysis found the merger would
result in the removal of a high-perform-
ing company with a resultant detriment to
customers of around £6 million over three
years. However, taking mitigating factors
into account, it found this figure reduced
to only £1.9 million over three years.

I Best practice: Ofwat uses comparisons
between water companies in informal,
qualitative terms - for instance, for ongo-
ing monitoring. The CMA concluded the
loss of Bournemouth would not result in
an adverse impact regarding Ofwat’s abil-
ity to encourage good practice or assess
qualitative aspects of submissions made
by water companies during future price
reviews.

The CMA welcomes responses until
21 October. As might be expected, Ofwat
confirmed it would be making a repre-
sentation. The final decision is due by 22
November.
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e Competition and Markets Au-
thority (CMA) earlier this month
issued a final determination for
Bristol Water that was a mild im-

provement on its provisional findings, but
which will no doubt leave the company
with a settlement it considers difficult to
live with.

As the table shows, the crucial whole-
sale totex number remained flat from the
provisional ruling, though this comprises
a slight fall in base expenditure and a
slight rise in enhancement expenditure.

The CMA said Bristol had provided
evidence to support a £3m rise in the opex
number it allowed at the draft stage. On
capital maintenance, the competition body
said an efficient level of infrastructure re-
newals expenditure was in a range of £68-
£72 million, up slightly from the £65-£70m
in its provisional findings. Its allowance for
non infrastructure remained approximate-
ly flat in the £49-£69m range.

Southern Resilience gain

There was some movement on the details
of allowed enhancement expenditure. The
CMA stuck by its earlier decision not to al-
low any funding for Bristol’s proposed new
Cheddar 2 reservoir. Along with disagree-
ing with Bristols business plan case for the
new resource on demand grounds, the Au-
thority snubbed its argument that custom-
ers backed the plan. It said: “Bristol Water
had not provided sufficient evidence to
demonstrate that immediate investment in
Cheddar 2 was necessary to achieve the re-
silience objective, or that customers would
be willing to pay higher bills to finance this
increase in security of supply””

Likewise the Authority stuck by its in-
terim plan to knock back the company’s
proposed £20.8m investment in a new
works to cope with raw water deteriora-
tion at Cheddar reservoir, instead allow-
ing £1 million for further investigation
and minor works.

There was brighter news for Bris-
tol though on the Southern Resilience
scheme. The provisional deal found Bris-
tol had partially demonstrated its case but
demanded further justification for a ser-
vice reservoir with a substantial capacity
and in the location proposed. The CMA
this month said: “In response to our pro-
visional findings, Bristol Water provided
further evidence that a service reservoir
was necessary, at a different location to
that in the original scheme and slightly
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less expensive than initially envisaged.
We agreed that this reservoir was neces-
sary, and we allowed £27 million for the
Southern Resilience scheme, the revised
amount requested by Bristol Water.”

In addition, the CMA reported: “Our
review of smaller enhancement projects
totalling £60.6 million were all allowed in
full. In our provisional findings, we had
decided to place an efficiency challenge
on the asset reliability scheme, reducing
this scheme from £10.2 million to £9.54
million. However, Bristol Water provided
further evidence and we accepted the cost
of the scheme in full”

Financeability

The CMA allowed a small uplift to its in-
terim 3.65% cost of capital figure to 3.67%.
It found that the total allowed wholesale
revenue for this five-year period should be
£469.9 million, which when retail income is
adding in results in a total revenue of £534.7
million. The average annual bill was up just
£1 from the provisional figure to £160.

The Authority was confident its settle-
ment left Bristol financeable: “We as-
sessed the impact of our determination
on the financeability of Bristol Water. We
considered that the assumptions we used
(including a depreciation of new assets
of 3.7%, RCV run-oft of 6%, PAYG rate
of 55.3%, wholesale WACC of 3.67% and
gearing maintained at 62.5%) resulted in
a determination under which Bristol Wa-
ter was financeable and which fulfilled
our statutory duties”

Response and implications

Bristol formally looked on the bright side,
welcoming the small improvement in the
settlement in the round and specifically
the Southern Resilience shift. Chief ex-
ecutive Luis Garcia assured: “It has been
worthwhile going to the CMA as this is an
improved outcome that we are confident
will better serve Bristol Water’s customers
by allowing us to maintain our network
and invest in essential improvements.’

CMA

HOLDS ITS

LINE ON
BRISTOL

The final price determination

offers a slight improvement for

Bristol and leaves questions

for both company and
regulator.

Ofwat called the outcome “an excellent
result for Bristol Water’s customers” and
pointed out: “It is now for Bristol Water
to challenge itself to improve, and look
closely at the way that it runs its business
in the future. It needs to deliver a much
more efficient service, at a lower cost
whilst ensuring that it keep its customers
at the heart of its decision making”

For both parties, the closure of the
case leaves unfinished business. When
the CMA’s provisional findings were an-
nounced, regulatory director Mike King
said: “T still believe there is not enough
revenue in the period to cover what we
need to deliver. It would be very, very
difficult to live with this determination”
How Bristol lives with a very similar final
determination remains to be seen.

For Ofwat, the CMA’s views on the in-
adequacy of its PR14 cost models seems
to need addressing — particularly as Ofwat
intends to stand by the fundamentals of
these models for PR19. The CMA’s views
have prompted others to question contin-
ued use of the models, as we report on p6

(see Q7).

BRISTOL’S PRICE APPEAL - THE KEY NUMBERS

Bristol business | Ofwat final CMA provisional | CMA final
plan determination
Wholesale fotex £5637m £409m £429m £428.6m
Base expenditure £385m £318m £346m £340m
Enhancement expendifure | £152.3m £91.2m £83.1m £88.6m
Average annual bil £187 £155 £159 £160
Cost of capital 4.37% 3.6% 3.65% 3.67%
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Severn Trent has
published a broad
ranging thought
paper which
presents ideas on
the industry’s key
challenges through
a customer lens.

evern Trent has long been active in the debate on wa-

ter reform policy. In 2010 it published its first Changing

Course paper, which called for a financially and envi-

ronmentally sustainable approach to be taken to future
developments. It subsequently published three follow up pa-
pers under the Changing Course banner. These dealt with water
trading, sustainable financing and Water Framework Directive
implementation.

In its latest contribution to the debate, the company has ref-
erenced its Changing Course series but opted for a different title:
Charting a Sustainable Course. This reflects a slightly different ap-
proach; one that is less prescriptive on solutions and more in keep-
ing with the spirit of ideas-sharing Ofwat is keen to foster. Director
of strategy and regulation Tony Ballance comments: “We are keen
to share ideas, to work collaboratively and to build consensus”

The content of Charting a Sustainable Course is wide ranging,
dealing with a great number of issues the company identifies as
important if the sector is to continue to provide a high quality
water supply for a growing economy while sustaining the envi-
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ronment and keeping prices affordable. It puts forward policy
suggestions for further consideration on subjects as diverse as
expanding the role of water companies on flood defence, safe-
guarding against financing risk rises, preserving existing charg-
ing structures, exploring scarcity pricing, empowering custom-
ers and expanding the use of markets.

The thread that runs throughout is the primacy of the cus-
tomer and the crucial role of the water company in delivering
for the customer. The document considers the following six key
policy areas.

Empowering customers

Severn Trent praises the progress made on customer engagement
at PR14 but questions the extent to which company plans truly
reflect customers’ choices. It advocates building on achievements
to date by attempting to find out, openly, what customers really
want and then act on it. Ballance does not see any major dif-
ficulty reconciling this customer-led approach with political or
regulatory preferences on prices. “Intuitively, if the policy back-
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drop is that affordability is an issue, customers aren’t going to say
‘put our bills up by £207

The company believes genuinely reflecting customer choices
in business plans will necessitate moving away from reliance
on stated preference research. Instead, companies will need to
gather evidence on customer preferences through a range of
channels including analysis of company data, revealed prefer-
ence research, and innovative approaches. It cites as an example
of the latter an interactive digital app it used during PR14 which
enabled customers to alter a range of variables (for example,
leakage and metering) using a slider tool and immediately see
the bill impact.

Ballance comments: “It’s difficult, as customers tend not to
want to engage too much. But we could milk more from our ex-
isting data; we could take key data points from Twitter; we can
do better research. Our experience engaging on the Birmingham
resilience issue was instructive. That was a low probability, high
impact event, but customers did get engaged”

In terms of the policy framework to make this happen, the com-
pany believes better informed customer challenge groups should
be empowered to play a bigger role in the price setting process.
Key to making them better informed will be early and active en-
gagement between the groups and Ofwat, in much the way WICS
provided information to and engaged with the Customer Forum
in Scotland during the recent Strategic Review of Charges.

Ballance says: “Interesting things have been done in Scotland
- and elsewhere. We want to see that explored further. With
more interaction from the regulator, on matters such as com-
parative efficiency, finance and cost of capital, the groups could
be used to better effect” He points out this is not advocacy of a
full negotiated settlement: “If I were in Ofwat’s shoes, ’'m not
sure I'd see the benefit of a full negotiated settlement: compara-
tive competition is enshrined in the sector, and customers would
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have to interrogate a complicated plan. But a halfway model may
be attractive”

Specifically, Severn Trent suggests customers should have
more freedom to choose the package of prices and services they
want, rather than being forced to pay for what the regulator
deems efficient costs and Outcome Delivery Incentives (ODIs)
set according to an industry-wide upper quartile service level
target. The report observes: “Although this is helpful in defin-
ing a single benchmark for price and service, it can remove cus-
tomer choice from the equation. Under the current structure,
if customers wanted a lower service package in exchange for a
price reduction, then the water company delivering that pack-
age would be seen to fail as it would miss its ODI targets. Hence
there is a disincentive to deliver the package of service and price
that customers may really want. Not all customers should be
necessarily compelled to pay for upper quartile service if they
would prefer to trade a lower level of service for a lower price”

The diagram shows an example of how packages that are high-
er and lower than the price review determined package could be
offered to CCGs in future.

Affordability

Companies got the affordability message during PR14 and re-
sponded by proposing flat or falling bills. Severn Trent believes
it is imperative that bills remain affordable going forward and
notes the low interest rate environment that provided a backdrop
to the last price review will not always be there. It advocates a
three-pronged approach: keep average bills affordable; preserve
existing charging structures; and provide additional help where
it is needed.

On the first point, the company cleverly highlights the role ef-
ficient financing costs play in not overburdening the customer
purse. It takes the opportunity to bring up two key investor
concerns arising from Ofwat’s latest Towards Water 2020 policy
papers — allocation of Regulatory Capital Value (RCV) along
the value chain and a move away from RPI indexation - and to
emphasise the possible customer impact. Charting a Sustainable
Course points out: “...not unbundling company RCVs...and
continuing inflation indexation for RCVs and prices — would al-
low confidence in the sector to be maintained for the benefit of
customers.”

Ballance says: “On moving away from RP]I, the view from in-
vestors is that it would be very difficult for Ofwat to do without
negatively affecting their confidence in the sector. RCV alloca-
tion at the moment is less of an issue but if Ofwat pushed it, they
would find a similar view.” He accepts the case for looking at
costs more transparently and at a more granular level, but cites
Oxera’s paper for Severn Trent (submitted as part of the “mar- | >

PRICE/SERVICE PACKAGES EXAMPLES

The package of lower service, lower price may for example allow a higher level of leakage and more
inferruptions to supply than today - compensated by a lower bill.

Future package 1 Today’s package
Lower service prammmm— \Jpper quartile costs

Future package 2
Higher service

Lower price and service Higher price
Average bill £306 Average bill £316 Average bill £327
Change to service package - 10% Change to service package + 10%
Change to bill - 3.2% Change to bill + 3.5%
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ketplace for ideas” hosted on Water UK’s website) which argues
RCV does not need to be allocated to get access prices right. On
RPI he adds: “The evidence is strong. I can’t see why we need to
change this now. The government is still issuing RPI-linked gilts
and the CPI market is not there”

On other affordability matters, Severn Trent urges that the
benefits of existing water charging structures should be recog-
nised and enhanced, and that tariff policy development should
be “evolutionary and incremental, in line with the wider set of
policy objectives”. This issue relates to the possible deaverag-
ing of regional prices as cost reflective access pricing is consid-
ered. The company argues stability of regionally averaged end
user charges can be reconciled with de-averaged access prices
through the choice of access pricing methodology. Ballance cau-
tions: “The desire to better reflect cost is good, but we need to
be careful how far one wants to pull that piece of string. There
are huge subsidies in the industry. One sure way to destroy trust
would be to unwind them”

Severn Trent also makes the case for companies to lead on se-
curing socially desirable outcomes through charging policy. It
does not want government- or regulator-mandated action on
social tariffs. It also acknowledges site area based surface water
charging has been challenging where it has been introduced,
particularly for voluntary organisations who have seen radical
changes to their bills. It calls for concessions where appropriate:
“Customer support and the sensible management of negative bill
impacts through transitional arrangements ought to be the guid-
ing principles for extending site area charging”

Water resource resilience

While individual water companies measure and plan for resil-
ience, there are no common metrics and no coordinated nation-
al picture. Charting a Sustainable Course suggests the govern-
ment or regulator should lead a collaborative effort to establish
common resilience measures. This is a rising theme in the indus-
try (see report, p18). Severn Trent suggests: “The existing ODIs

We need to be careful how far one
wants to pull that piece of string.
There are huge subsidies in the in-
dustry. One sure way to destroy trust
would be to unwind them.”
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could be used as a starting point to develop a small basket of
measures that reflect key aspects of water and wastewater service
provision, with the addition of further forward-looking and ca-
pability building measures”

In line with its customer centric approach, the paper argues
local resilience standards should be determined by local cus-
tomer choice. The exception is for critical national infrastruc-
ture, where it supports the adoption of the common standard
identified in the Pitt Review across all sectors (a minimum of
one in 200 annual probability for flood hazards.)

Severn Trent goes on to argue water companies should retain
accountability for supply/demand planning in an upstream re-
formed world, and that water efficiency should be a planning
condition.

Flooding and drainage

The report’s big idea here is that water companies could be em-
powered to play a greater role in managing, operating and fund-
ing flood defences. Severn Trent lists the following advantages
of this route:

I Access to capital: water companies are low risk and enjoy a
low cost of debt. This would enable further flood defences to be
constructed at an efficient cost.

I Experience in delivery: water companies have to deliver sig-
nificant capital programmes within tight timeframes and cost
constraints. This private sector discipline would help keep proj-
ect delivery risks low.

I Asset maintenance: flood defence maintenance has been an
area where the Environment Agency has been subject to criti-
cism over a number of years. Water companies have a track
record of managing assets and could be well placed to manage
another class of assets.

Ballance explains extending the familiar RCV model to flood
assets is definitely worth further exploration. “It’s certainly one of
the potential options,” he says. “It’s been looked at before but given
current public expenditure pressures, it is well worth revisiting”

Elsewhere in this area, the company gives its backing to some
long running industry wish list items: for companies to be statu-
tory consultees in the planning process; for the automatic right
to connect to sewer to be removed; and for policy clarity on the
adoption and maintenance of sustainable drainage systems. It also
backs exploring opportunities to make better use of surface water
through, for instance, water sensitive urban design projects.

Environmental improvement
Severn Trent notes the dramatic improvements in river and
bathing water quality delivered on the back of water industry
investment over the past two decades, and states its commit-
ment to deliver more. But it argues environmental legislation
should be implemented in a way that delivers improvements
while also keeping water bills affordable. It notes the slow and
patchy progress of Water Framework Directive implementa-
tion and recommends: “We think that it is appropriate to de-
bate the pace and scale of WFD implementation. In particular
the feasibility gap in meeting the overall target needs to be dis-
cussed further, along with the pace and scale at which good
status is achieved.”

Like the wider industry, the company calls for other sectors
make a proportionate contribution to environmental improve-

THE WATER REPORT



CHARTING A SUSTAINABLE COURSE | FEATURE

ments. Diffuse pollution is the thorniest issue. The report offers
the following three action priorities:

I Support of Common Agricultural Policy reform, so existing
funding is re-prioritised to help farmers make environmental
improvements.

I Prevent pollutants from entering water courses, through ban-
ning some pesticides, or introducing an environmental impact
levy on them.

I Product labelling for consumers to show environmental im-
pact, and/or the cost of removing the harmful products from
the environment. This would allow consumers to make a clearer,
more informed choice.

These come on top of catchment management work the com-
pany is already progressing with farmers and other landowners.
A key project has been to establish the first metaldehyde free
catchment. Farmers around Staunton Harold Reservoir were of-
fered incentives that encouraged them to switch to ferric phos-
phate, a water friendly alternative to metaldehyde-based slug
pellets. The scheme will be rolled out in other catchments in the
Derbyshire/Leicestershire area over the next five years.

Separately, Charting a Sustainable Course urges abstraction re-
form be progressed at the earliest opportunity. Of the two options
originally consulted on, Severn Trent prefers the “current system
plus” model - largely on a speed of progress ticket. According to
Ballance, “the key thing now is that we make progress”. The dia-
gram shows the current timeframe earmarked; it will be well into
the 2020s before new approaches and systems are in place.

Finally in this area, Severn Trent takes the bold step of raising
the prospect of scarcity pricing in the long term. This is an issue
that is generally considered unpopular and politically difficult,
so is often bypassed in favour of easier demand side options. But
it is one that needs exploring.

The report explains: “The government’s reform proposals on
abstraction — under either option — will be designed to improve
the link between what we pay for abstraction and the actual vol-
umes taken. This reform is long over-due. Further beneficial re-
forms will be to take account of the reliability of an abstraction
need and to charge less to abstractors who return more water to
the environment.”

Higher abstraction costs for water companies could be chan-
nelled through end user tariff structures that are designed to re-
veal the value. The report continues: “In time, the way in which
companies charge customers for water could more closely mir-
ror how companies are themselves charged for the water they
take from the environment. Essential needs are satisfied at an
acceptable price, while less essential and discretionary usage is
discouraged through higher rates”

Severn Trent would like to see research commissioned on op-
tions for scarcity pricing.

Market solutions

The final section of Charting a Sustainable Course looks at in-
creasing competition. The company’s priority here is clearer
policy direction and criteria on where markets should develop
and how they should be developed. Among the issues raised are:
I Challenges such as flood management, managing diffuse pol-
lution and managing upstream sources are currently lost in the
separations of responsibility between providers of water services
and custodians (regulators) of the water environment.

THE WATER REPORT

ABSTRACTION REFORM TIMETABLE

System pilot

reparation within EA / NRW

Source: DEFRA and Welsh Government, via Severn Trent

live

I Free entry and exit from parts of the value chain would be
an essential part of the necessary reforms. Could we encourage
greater competition by allowing further flexibility in the licens-
ing framework? Can we create modular licences, allowing com-
panies to enter and exit contestable parts of the value chain?

I Lessons should be learned from retail market opening — which
suggests implications for the timing of upstream reform. Bal-
lance says: “I wouldn’t advise rushing ahead now and planning
upstream reform until we understand the success of retail”

That said, the company agrees there is scope for progressing
markets in the two wholesale areas Ofwat has recently identified
- sludge treatment and water resources. Severn Trent says sludge
could be fully deregulated, subject to a number of barriers being
reviewed including around environmental permitting; licens-
ing (including options to create separate sludge licences - the
company says a move to modular licences would seem essential
for this); access pricing (in particular sunk costs arising from
pre-privatisation investments); and separating regulatory assess-
ments of the wastewater totex and the cost of capital.

To progress water resource reform, the company identifies
among other things a need for greater market transparency:
“Interconnectivity remains a constraint beyond very localised
movements of water. Market participants will need greater vis-
ibility of water companies’ infrastructure and a more coherent
approach to prices and costs in these markets”

Finally, the paper raises the recently much debated issue of
system operation in a more fragmented market. Severn Trent
sees a role for water companies, not only as buyers and sellers of
services, but also potentially as the broker or system operator sit-
ting in the middle. “Water companies as asset heavy businesses
are well versed in the tasks of managing and financing physical
capital assets. Extending this to the management of natural capi-
tal assets could provide new and innovative opportunities for
water companies.” It advocates this role for companies at catch-
ment level, but also calls for further debate on whether a national
or pan-regional system operator to coordinate activity between
catchments would be beneficial.

I Charting a Sustainable Course is available at http://bit.
ly/ TWEvUrwW
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IN BRUSSELS THIS MONTH:
WAREG ACTIVITY PICKS UP PACE

he regulation of the water sector

varies considerably across Eu-

rope’s jurisdictions. Despite this,

water, and its regulatory environ-
ment, continues to grow as an area of
focus for the European Union. WAREG
wants to build its credibility such that it
can be an effective partner to the EU and
other international organisations.

For those of you who are not familiar
with WAREG, we are the Network of Eu-
ropean Water Sector Regulators founded
primarily with the aim of sharing our expe-
rience and learning to benefit the custom-
ers we protect in our respective countries.

20 MEMBERS

AEEGS| - Italy AEEGSI - Italy
ANRSC - Romania ANRSC - Romania
CER-Ireland CER-Ireland

ECA - Estonia ECA - Estonia
ERRU - Albania ERRU - Albania

ERSAR - Portugal

ERSAR - Portugal

ERSARA - Azores

ERSARA - Azores

HEPURA - Hungary

HEPURA - Hungary

MAGRAMA - Spain

MAGRAMA - Spain

ANRE - Moldova

ANRE - Moldova

4 OBSERVERS

OFWAT - England/Wales

Hrvatske vode - Croatia

Min. Dev. - Montenegro

WWRO - Kosovo
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Membership is voluntary but since our
inception just 18 months ago we have at-
tracted 20 decision-making members and
4 observers who are permitted to attend
our quarterly Assembly meetings (see box).
Most recently, we welcomed the French
Ministry of Environment as a full member.

At the 5th Assembly meeting in Buda-
pest, held at the end of September, it was
agreed that Assembly meetings will act as a
platform for members to share knowledge
and experience on specific regulatory issues.

A first topic for discussion was identi-
fied: RPI-X regulation. At the next As-
sembly meeting, WICS will lead a dis-
cussion on price cap regulation and its
implementation. The aim is to encourage
members to learn from each other and
identify common challenges.

The Assembly agreed to appoint a
“head of secretariat” as a day to day leader
of WAREG activities and to establish a
board made up of the president and vice
presidents.

Alberto Biancardi, a founder of
WAREG, was elected president in May
and will serve for a term of two years.
Alberto has been commissioner of the
Italian electricity, gas and water author-
ity (AEEGSI) and is leading water sector
regulation. He was previously director
general of the Italian Equalization Fund
for the Electricity Sector and has served
in various public institutions. He is also
currently professor at the University of
Studies of Genoa and is responsible for
energy and infrastructure at AREL.

Alberto is supported by two vice-presi-
dents: Dr Szilvia Szaloki of the Hungarian
regulator HEA and myself.

Szilvia has been vice president of the
Hungarian Energy and Public Utility
Regulator (HEA) since 2012. In her expe-
rience as a lawyer she has worked in many
different legal fields and has thorough ex-
perience regarding the regulation of wa-

* 4k

ter utilities. She also has a long-standing
background in the Hungarian water sec-
tor and has provided legal advice to local
governments on regulation in this area.
In her role at HEA, she is responsible for
developing regulations for the Hungarian
water sector and engaging with external
stakeholders on a national and interna-
tional level.

I have been with the WICS since 1999.
During my time I have helped to develop a
regulatory framework which has seen Scot-
tish Water improve services and substan-
tially reduce its costs. In particular, I was
heavily involved in the design and imple-
mentation of the non-household retail mar-
ket in Scotland - a world first. More recent-
ly, I played an important role in the creation
of the Customer Forum and the introduc-
tion of more customer-centric regulation. I
currently serve as WICS’ director of strategy
and corporate affairs and lead its work on
the Scottish Governments Hydro Nation
initiative. This initiative aims to establish
Scotland as an international leader in water
management and governance.

As WAREG's representatives, Alberto,
Sylvia and I have been invited to speak
at multiple conferences. Most recently,
Alberto and I were invited to share our
experience with a global forum of water
regulators at the International Water Reg-
ulators Forum in September.

Alberto participated in a session on
regulatory tools for sustainable financing
and I contributed to a panel session dis-
cussion on stakeholder engagement .

Alberto and Szilvia will also participate
in the 3rd Water Festival at Expo Milan
held from the 5th to 9th October.

Over the next two years, the three of us
hope to drive forward WAREG's develop-
ment from a start-up body to an effective
association facilitating the maximum
possible amount of effective collabora-

tion.
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Complaints continue to fall

Customer complaints to water
companies continued a seven-year
downward trend during 2014-15.
Interestingly given the approach
of retail competition in 2017, busi-
ness users rate of complaint was
significantly higher than the do-
mestic customer rate; there were
48 complaints per 100,000 busi-
ness connections, compared with
33 complaints per 10,000 house-
hold connections.

CC Water interpreted the 13.4%
fall in overall complaints direct to
companies from 123,000 in 2013-
14 as a result of its “continued
pressure to drive down complaints
by embedding a right-first-time
ethos into their [the companies’]
customer service”. The scores take

the rate of grievances registered
to about 25% below the level seen
when CC Water was formed in
2005. Meanwhile problems taken
to the customer watchdog have re-
mained flat at about 10,000 a year
since 2012-13.

Continuing an  established
trend, water-only companies
(WOCs) drew less flak from cus-
tomers that water and sewerage
firms (WASCs). Looking at total
domestic and business complaints
per 10,000 connections made di-
rect to companies, the lowest per-
forming WOC (South East Wa-
ter) was only a little poorer than
the median value for the WASCs.
South East’s ranking came despite
a 44.5% decrease in its rate of

complaints.

CC Water had harsh words for
Southern Water. “It is unaccept-
able that its complaints per 10,000
connections are more than twice
the industry average, despite fall-
ing by 13 per cent in 2013/14”

Southern responded in a state-
ment saying: “We are disappoint-
ed not to have made more prog-
ress on reducing complaints” It
said its £13 million outlay on an
upgrade to its billing system will
help.

Billing issues were by far the
main cause for customers’ griev-
ances generating 63,000 written
complaints in 2014-15. All other
causes for complaint totalled only
43,000.

06%

More complaints thon 2013/14

Written complaints from customers to companies per 10,000 connections in 2014/15 and change from 2013/14
Water and sewerage companies
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Legal bid on
Natura 2000 sites

The High Court has granted
permission for WWEF-UK, the
Angling Trust and Fish Legal to
challenge DEFRA and the Envi-
ronment Agency over their “fail-
ure to protect some of England’s
most precious rivers, lakes and
coastal areas from agricultural
pollution”

The focus of the court case is on
Natura 2000 sites — habitats that
are protected by law under the
Habitats Directive and the Birds
Directive. These include Poole
Harbour and the Rivers Avon,
Wye and Eden. The groups say
“pollution is having a harmful im-
pact on species that should thrive
in these habitats”

Under the Water Framework
Directive, water bodies are ex-
pected to be in good health by
December 2015, but this will not
be achieved across the board. The
groups say: “This is because cur-
rent action is not sufficient to tack-
le the scale of the problem. WWE,
the Angling Trust and Fish Legal
want the government to use all
the tools at its disposal to ensure
these precious places are properly
protected and restored for people
and wildlife”

Specifically, they want Water
Protection Zones (WPZs) to be
used. The groups note: “These are
a basic legal measure to control
and prevent diffuse agricultural
pollution. They were introduced
specifically as a regulatory tool to
ensure the protection of the fresh-
water environment against diffuse
pollution and were included in the
2009 River Basin Management
Plans to be applied alongside oth-
er regulatory and voluntary mea-
sures. They have not been used to
date for this purpose”

David Nussbaum, chief ex-
ecutive of WWE-UK, said: “We
hope this legal action will lead to
a rethink of the approach of gov-
ernment and the Environment
Agency so that we can see real
improvements in these precious
places” BRI
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IN BRIEF

I Making tracks: Water UK
has appointed Michael
Roberts, currently chief
executive of the Association
of Train Operating Compa-
nies and director-general of
the Rail Delivery Group, as
its next chief executive. He
will succeed Pamela Taylor
when she steps down atf the
end of 2015.

IIn charge: Ofwat has pub-
lished a statutory consulta-
tion on draft rules goveming
water company charging
schemes for 2016-17, along
with its emerging thinking in
relation to wholesale charg-
ing rules and special agree-
ments. This follows changes
introduced by the Water Act
2014.

1 New commission: High
Commissioner to India Sir
James Bevan will take up
the role of chief executive
of the Environment Agency
on 30 November. Former
chief Paul Leinster left on 25
September.

I Crypto report: Risk spe-
cialist Marsh has published
areport on how water
companies can prepare for
and deal with contamina-
tion incidents. It said current
practice was good, but

the recent cryptosporidium
outbreak in Lancashire
served as a timely reminder
of the need to review risk.
United Utilities may have to
pay millions in compensa-
tion fo its customers for the
incident.

1 Going to exiremes: The UK
Water Partnership has pub-
lished Droughts and Floods,
areport which proposes a
more holistic approach is
needed fo extreme water
management. It focuses on
joining up research, iNnnova-
tion and implementation,
and explores opportunities
for a range of ecosystem-
related markets.
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DEFRA mulling “difficult” choices
on industry resilience standards

Deputy director of water reform
Gabrielle Edwards told a West-
minster Energy Environment and
Transport Forum last month that
DEFRA had some difficult choices
to make over the next few months
on whether and how to set resil-
ience standards for the water in-
dustry. Among the complexities
she listed were:

I Resilience covers so many
things, from cybersecurity to lev-
els of service, so even defining re-
silience standards is complex.

I Customer views are important
on some aspects.

I Does the government need to
set minimum requirements?

I Companies take different ap-
proaches on Water Resource Man-

agement Plans - for instance on
whether a hosepipe ban is ever ac-
ceptable. So what would minimum
standards mean for WRMPs?
Edwards commented: “One of
the things we did do in the Water
Act was to introduce a provision
which enables the secretary of state
to set service standards and we need
to decide whether or not we want to
use that power for the next Water
Resource Management Planning
round. There is some attraction to
it, but is there really a one size fits
all approach, or alternatively a
minimum service standard that
we could specify and companies
could choose to go beyond?
There’s some quite difficult judg-
ments to be made over the next

few months”

Her comments came in re-
sponse to a question from South
East Water’s Dave Hinton, who
observed there was not a national
picture on resilience levels at
the moment as water companies
don’t share their information.
He noted that a robust means of
setting central standards could
address variability, but how this
should be approached was open
to question.

Severn Trent’s strategy and
regulation director Tony Ballance
argued in support of agreeing a
common basket of measures on
resilience but then allowing cus-
tomers to determine levels of resil-
ience locally. (See feature, p12-15)

All quiet on the policy front

A series of written parliamentary
questions from Tory peer Lord
Moynihan last month on a range
of water industry issues yielded lit-
tle in the way of new information.
Lord Gardiner of Kimble con-
firmed the following:
I The government has not asked
water companies to do more to co-
ordinate and implement flood de-
fences, nor is it planning to launch
a tender process in the market to
meet this objective.
I There are no plans for a third-
party audit of the Thames Tideway

Tunnel, (raised in reference to the
optimal use of outside contractors
and specialist companies capable
of constructing reservoirs).

I The non household retail mar-
ket is on track for April 2017. Of-
wat will be able to impose finan-
cial penalties on companies which
do not comply with any readiness-
related licence condition.

I Updated guidance is currently
being prepared for the next Water
Resources Management Planning
round.

I The government is working on fi-

nalising the legislative approach to
abstraction reform. It remains on
track to deliver abstraction reform
in the early 2020s. On whether
it would introduce a one-size fits
all approach, Lord Gardiner said:
“Our aim is to introduce fairer,
more flexible and more efficient
systems to manage water abstrac-
tion tailored to differing catch-
ments within a national approach”

Meanwhile at Labours annual
party conference in Brighton early
this month water barely got a men-
tion. The Conservative conference
was underway when The Water Re-
port went to press.

Debt agency
guidelines

Ofwat has clarified its expectations
of companies who employ third
parties to recover water debt. The
regulator said this was primarily
to acknowledge the that Financial
Conduct Authority only regulates
consumer credit debt and does not
regulate water debt.

It told water companies who use

third party debt collection agen-
cies to adhere to, among other
things, the following:

I Use reputable companies who
abide by industry codes.

I Have systems in place to ensure
standards are being followed.

I Verify that customers are being
sensitively dealt with through a
robust audit process.

I Keep customers informed, re-
tain access to their account and
enable them to raise any com-

plaints with the water company.

I The debt collection agent should
offer the same range of payment
options as the company.

Ofwat also set out expectations
for companies whose charges are
collected through local authorities
or housing associations.

The changes are part of Ofwat’s
2015 version of its debt guidelines
for household customers. The reg-
ulator said it had only made minor
changes from 2014.
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THE event for everyone
responsible for reducing
their organisation’s

energy consumption.
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EMEX is the energy management show that connects all energy users with hundreds of
leading suppliers, policy makers, engineers and experts.

This marketplace includes a free to attend conference programme that will help you control
energy costs, gain industry insights, source innovations, share knowledge and stay up to
date with the latest and upcoming legislative changes.

Their focus will be: Energy Service & Performance Contracting (EnPC), Energy Management
as a Profession, Utilities & Energy Services, Energy Use in the Built Environment and Energy
Management Solutions.

On behalf of my fellow board members of the Energy Managers Association,
I'd like to invite you to be part of EMEX.

It takes 2 minutes to register for FREE at w

The Energy Management Exhibition
EXCEL, LONDON B 11-12TH NOVEMBER 2015

As well as a great line up of speakers, exhibitors, pariners and supporters fellow attendees include:

Network Rail m '
W e A . British Land
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REGISTER FOR FREETO GAIN FULL ACCESSTO
100+ LEADING SUPPLIERS 80+ SEMINARS / TRAINING SESSIONS

emexlondon.com
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Across every business sector and
market, innovation has become a
crifical factor in driving increased
customer safisfaction, shareholder
return and improved productivity.
But in foo many organisations in-
novation is broken. Earlier this year,
PA surveyed 750 senior leaders
about their approach to innova-
fion (including 100 from the energy
and ufilities sector). We found
the majority of organisations are
struggling with innovation. They
are not generating enough good
ideas and, even when they do,
many of those ideas go fo waste.
As a result, companies are losing
out financially and missing future
opportunities to develop their busi-
nesses. By applying our findings fo
Nesta’s latest figures on innovation
spending, we estimate that UK
organisations are wasting £64.7bn
by failing fo implement innovation
effectively in their organisation.
Against this negative backdrop,
it has never been a more essential,
or better, fime to innovate in the
water industry. The increasingly
demanding requirements for cost
effectiveness set out in PR14
provide a very powerful motive
for companies fo think about new
ways of running their business. In
addition, the expansion of non-
household competition from April
2017 will place entirely new de-
mands on many companies both
in developing and positioning their
retail businesses. Innovation will be
essential fo survive in what looks
likely to be a crowded market.
New approaches will be needed
fo identify profit opportunities
beyond the standard 2.5% margins
and to instil a cultural change in

FOLLOW THE LEADERS

Lessons for water on how to foster
innovation are there for the taking
in other sectors, as research from
PA Consulting reveals.

wholesale fo enable it to adapft fo
the new regime.

Further significant change in
the sector will come from the
provisions in The Water Act 2014
and the current Competition and
Markets Authority (CMA) consulta-
fion fo amend rules on merger and
acquisition. This effectively reduces
the merger decision timetable from
30 weeks fo c7 weeks. The final
driver of change is the likely advent
of upstream competition from later
this decade.

Ofwat is increasingly recognis-
ing the need to allow flexibility.
The PR14 move to outcome based
regulation and the infroduction
of fofex are opening up a whole
range of opportunities for more
innovative approaches.

Sector performance

Given this context, how is the utili-
fies industry faring on innovation
compared fo its peers and what
lessons can the water indusfry

learn fo maximise the opportunity
in PR14?

As the figure (bottom left) shows,
energy and utilities lies joint sixth in
fhe ranking of innovation leaders,
fied with government, but ahead
of defence. There are some good
reasons behind this position relating
fo the essential public and work-
force safety requirements facing
the industry and the consequent
need for a cautious and careful
approach to new ways of working.
However, other industries such as
life sciences and healthcare have
similar onerous requirements, but
show greater innovation.

The more detailed comparative
results (see chart, right) show that
the energy and ulfilities sector lags
fhe cross-sector average on all
counts, but with particular chal-
lenges on the availability of skills
and the use of digital technology.
Again, this is not surprising given
the history of the sector, but the
industry now needs to find ways to
address these issues.

This starts by understanding
what innovation means, and how
it is changing. That is not obvious.
More than half the respondents
fo our survey said that they used
the term “innovation” to describe
different things. In some sectors,
there can be a risk of thinking of

Sector league table

Based on the number of innovation leaders in each sector
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Transport and logistics

innovation as something that is
done by the R&D department and
that is focused on incremental
improvements in fechnology. A
further problem is that the work
fends to be carried out in pockets
of the organisation that do not
have access fo the full spectrum
of people, skills and capabilities re-
quired to maximise the potential for
successful innovation. In addition,
their activity is offen not widely
understood or supported across
the organisation.

It is clear that this approach will
have fo change.

Innovation killers

Alongside this lack of understand-
ing of what innovation means, we
found five common ‘innovation
killers” across all sectors. The first of
these is fear: 58% of respondents
said they were unlikely fo back
high-potential but risky innova-
fions. Part of the reason for this fear
stems from the extent of their focus
on risk management, which was

a parficular driver in energy and
utilities companies. This is under-
standable when the financial and
reputational costs of network or
equipment failure can be so high.
However, the industry will need fo
learn how fo balance this with the
need for innovation.

The second barrier to innovation
is a lack of focus. 42% of respon-
dents said that innovation is some-
thing they talk about more than
they do. This suggests that many
organisations lack a clear innova-
fion strategy. That reflects the fact
that nearly half said that they were
not aiming fo be pioneers. This
underlines that a key challenge for
many businesses is that their culture
does not value innovation.

A further barrier lies in the diif-
ficulty many organisations face in
implementing their ideas at pace
and scale. Utility sector executives
say scaling up ideas is their fough-
est barrier to rolling out innovative
solutions. This reflects the need fo
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improve alignment between any
incubation hub, or constrained
pilot and the operational business.
The fourth barrier to innovation
is concern about the return on
investment (ROI) from innovation
projects which can offen take
some time tfo deliver results. ROI
clearly needs fo be measured and
assessed carefully when making
decisions about investing in in-
novation but organisations should
be aware that a strict accounting
mindset can kill creativity, and that
itis vital to recognise the appropri-
ate point to start modelling ROI
seriously on innovation projects.
The final sector wide obstacle fo
innovation lies in a reluctance fo in-
vest. A quarter of the respondents
fo our survey said that insufficient
investment was the fop barrier to
innovation in their organisation.
As a result, when ideas failed for
avoidable reasons, the reason was
usually a lack of budget, people
or skills.

Lessons for water
Our survey showed that, of the
private sector respondents who
strongly agreed their leadership
Is good at nurturing and encour-
aging innovation, 71% had seen
profitability increase in the last
12 months, with 35% of this group
delivering over 10% earnings before
interest, depreciation and amor-
fisation. The key characteristics of
the leadership group were to:
I Have the right mix of skills fo make
innovation happen (91% of leaders
compared to 57% of the rest)
I Learn quickly from mistakes in in-
novation (89% compared to 60%)
| Strive fo be pioneers (73% com-
pared fo 45%)
| Harness diigital technology (87%
compared to 64%)
I Offen back high potential, but
risky innovations (67% compared
fo 36%)
I Put innovation at the heart of the
culture (71% compared to 43%)

S0 the clear challenge for water

INNOVATION | INDUSTRY COMMENT

Often back high-potential
but risky innovations

Have increased their profitability
in the last 12 months

Harness digital technology to be
faster and more effective in
all their innovation initiatives

Put innovation at the heart
of their corporate culture and mission

Learn quickly from their
mistakes in innovation

Have the right mix of skills to
make innovation happen
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Energy and ufilities

companies is to learn from this
group’s success and embrace in-
novation in a way that delivers real
value. This has to start by company
leaders putting innovation at the
heart of their corporate culture.
Senior managers in fruly innova-
five organisations provide clear
direction and make the case for
change with employees. That then
creates a culture where innovation
is valued and is seen through fo the
end. This is reinforced by a willing-
ness to create innovation project
feams from across the business.

This makes everyone feel part of
the work and makes them greater
champions of change.

The next step Is to provide the
right resources, both financial and
personnel, fo in-house R&D and
innovation teams. This includes
recognising that these teams need
fo position themselves fo compete
with the fechnology sector for top
falent and resources.

Co-creation

One aspect that is particularly per-
finent fo the water industry is that
of co-creation, working with your
partners and suppliers to innovate
fogether. A cross sector example
of this is the approach faken

by Procter and Gamble (P&G).
P&G identified promising ideas
throughout the world which were

then developed further applying
P&G's internal R&D, manufactur-
ing, marketing, and purchasing
capabilities fo create better and
cheaper products, faster.

The company has created sever-
al networks/hubs both internal and
external fo drive this collaborative
innovation model. A key element
in these networks was co-creation
with suppliers. P&G’s top 15 suppli-
ers have a combined R&D staff of
15,000, representing a huge source
of innovation. Using a secure IT
platform, P&G shares technology
briefs with their suppliers which are
then worked on jointly. P&G state
that they have driven more than
£3bn of additional sales through
these innovation activities. Innova-
tion productivity has increased by
nearly 60% and R&D investment as
a percentage of sales is down from
4.8% to 3.4% today.

A further example of co-creation
is Mars. Mars encourages innova-
tion in its suppliers and allows them
fo retain 100% of the benefit of any
overall saving until they recover
their investment and make an
agreed level of profit,

Another important characteristic
of leading innovators is their use of
digital technology fo enhance the
innovation process. Mobile solu-
tions can be particularly effective
in helping fo embed new ways of

working, as employees tend to be
comfortable using similar tech-
nologies to those they use in their
personal lives.

Finally there is a need fo learn
from outsiders - even competitors.
Innovation leaders invite other
companies fo present fo them and
find by sharing ideas and gaining
a broader perspective on the work
others are doing they stimulate
their own work.

How is the industry respond-
ing fo this challenge? There are
positive indications, with indusfry
wide collaboration in recent years
fo further develop the innovation
approach across the water sector.
Brifish Water has been convening
innovation exchanges fo bring
fogether industry players, their part-
ners and suppliers and British Water
members fo identify fechnology
needs and explore available and
potential solutions, Cross industry
learning opportunities have also
been identified; October’s In-
novation Exchange with The Coal
Authority, who are responsible for
the pumping and freatment of 98
billion litres of water each year as
the result of their mining activi-
fies, is one such example. Some
individual companies also have
innovation higher up the agenda
than in previous AMP cycles and
we are seeing increased activity in
this area.

Our survey showed very clearly
that faking steps such as those
noted above enables the innova-
fion which makes a real difference
fo the bottom line. The market
and regulafory environment in
water is now right for innovation.
By leaming the lessons from these
innovators, the water sector as
a whole will be able fo serve its
shareholders and customers better,
and retailers will be well placed to
increase their market share and
profitability.

I Ted Hopcroft is a water
expert at PA Consulting
Group.
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The long-delayed award of the Scottish
public sector supply contract to preferred
bidder Anglian Water Business (AWB)
now looks set to proceed within weeks.

The Water Report understands the
open-ended standstill period is now
expected to close on 16 October, after
which the contract could be signed fairly
swiftly. The Scottish Government recently
extended existing public sector supplier
Business Stream’s contract to 31 Decem-
ber, so potentially AWB could take over
supply from the start of 2016.

On 6 October, the Scottish Govern-
ment endorsed AWB’s bid, on price and
consumption saving grounds. It said:
“AWBs bid offered immediate savings of

COMPETITION

ATCH

SCOTS GOVERNMENT BACKS
AWB’S PUBLIC SECTOR BID

£5m a year compared to the nearest bid,
and water efficiency support to reduce
customers water consumption. As well
as helping the environment, these ‘green’
measures could reduce bills by a further
£5m a year. This means the contract will
save public bodies up to £40m over the
next four years.”

AWB was awarded preferred bidder
status back in February, and the contract
was originally due to start on 1 April.
But the process moved to an open ended
standstill shortly after. On paper this was
to allow for bidder feedback and queries
to be dealt with, but the undercurrent was
political discontent with a private compa-
ny taking work away from publicly owned

Business Stream.

The Scottish Government’s October an-
nouncement emphasised the competitive
tender was required by legislation; that
Scottish Water remained in public hands
and would continue to provide wholesale
services; that AWB would manage the
contract from Edinburgh and provide
jobs and apprenticeships; and that savings
would benefit public services.

Cabinet secretary for infrastructure,
investment and cities Keith Brown said:
“The biggest benefit of all will be the
money that can be ploughed back into
the services provided by those buildings
— the schools, hospitals and public offices
— throughout Scotland”

CUSTOMERS AND SUPPLIERS COMBINE ON RETAIL POLICY

The Major Energy Users Council last
month launched a new initiative, the Water
Market Policy Group. The objective is to
bring MEUC customer members together
with water suppliers and other expert par-
ties to make suggestions for retail market
policy improvements.

Alongside editing The Water Report, I
chair the steering group (see box) of the
Water Market Policy Group. We met last
month and agreed the following policy
priorities. We will be meeting with water
minister Rory Stewart this month to seek
his responses.

I Retail margin: The group believes the
6% average gross retail margin currently
proposed is too low and risks a sluggish
first few years of trading. It would like Of-
wat to review and lower wholesale prices
next year when it reviews non household
retail prices ahead of market opening.

I Level playing field: The group thinks it
essential that all incumbents publish de-
tails of their separation arrangements, the
terms on which their wholesale and retail
operations interact, and what measures
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are in place to ensure that the wholesaler
provides fair and equal access for all re-
tailers. A set of rules should be established
that clearly define appropriate separation.
I New entry: All aspects of retail mar-
ket policy should be viewed through the
lens of the new entrant and actions taken
where necessary to remove obstacles and
disincentives to entry.

I Meter reading: MEUC members are
concerned about the quality of market
data, given that even the seemingly simple
matter of locating water meters so they
can be read is not straightforward. An
obligation should be placed between in-
cumbent water suppliers ahead of market
opening to a) assist customers in locating
meters and b) ensure meters are acces-
sible and readable.

I Eligibility: Water companies need to be
able to interpret Ofwats eligibility guid-
ance consistently to avoid a patchwork of
arrangements across the country.

I Company readiness: A more proac-
tive and prescriptive approach should
be adopted on company readiness. Stan-

dards should be introduced on data qual-
ity, including agreement on master data
sources.

I Retail exit: Customers need longer no-
tice that their incumbent supplier will be
leaving the business retail market than
envisaged in DEFRAS draft exit regula-
tions.

I Customer awareness: Only 15% of busi-
nesses are aware the retail market is open-
ing shortly. There should be a concerted
programme of coordinated action to raise
business customer awareness.

STEERING GROUP

Matthews
ager, Enterprise Inns
I Neil Pendle, managing director, Waterscan

Stream

Water Business.

On the steering group of the MEUC's WMPG are:
I Stuart Read, procurement category manager, Berard

I Andrew Wilson, business process transformation man-
I Ken McRae, chief operating officer, Gemserv
I James Cardwell-Moore, commercial director, Business

I Jonathan Clarke, customer service director, Anglion
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On-time implementation of central systems for the 2017 retail market is
MOSL's top priority. The fimetable is aggressive, and CEO Ben Jeffs says a
combinatfion of fransparent progress checks, daily delivery targets and a

codes freeze is the way forward.

hief executive Ben Jeffs is hopeful that when

MOSL members meet on 15 October, they will

sign off its business plan and funding requirement

for 2015/16. There has been ongoing engagement
on both aspects since August, and the documents are currently
out for formal consultation.

The business plan and budget are the latest pieces to be add-
ed to the Market Operator Services Limited (MOSL) jigsaw; a
jigsaw that has been pieced together rapidly over the summer.
From a standing start in July when it took over responsibility
for delivering central systems and processes for the non house-
hold retail market, MOSL has barely stopped for breath. It has
appointed a permanent board and senior management team;
recruited members (26 of the 31 eligible incumbents in England
and licensed providers from Scotland have joined to date); and
tendered and awarded the critical central systems build contract
to CGI (see box — CGI delivery deal, p26).

Jeffs says this level of progress has only been achieved because
of the huge commitment from across the industry, especially
MOSLs founding members - United Utilities, Anglian Water
Services and Northumbrian Water. Until recently, the systems
procurement was led by a team from United Utilities, supported
by many industry colleagues. Jeffs comments: “We wouldn't be
where we are with the CMOS [central market operating sys-
tem] procurement without Steve Mogford [United Utilities chief
executive] putting the weight of his organisation behind this,
which was tremendous.”

But this is just the beginning. MOSL has a five-phase pro-
gramme to implement the CMOS ahead (see box, p27), a major
programme of engagement with market participants, plus duties
to discharge as a core member of the Open Water programme
team. All the while it is eyeing taking on the role of enduring
market operator after April 2017.

On the first of these alone, there is mountains of work to do
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and very little room for manoeuvre. MOSLs raison détre is to
ensure the market is ready to open on time and within budget.
Jeffs says both are vital but it is delivering a functioning market
on time that takes top spot. “We are acutely aware that bringing
this in on time at a level that allows the market to work on day
one is the biggest requirement for everybody.”

There are two halves to this coin: MOSL must deliver the cen-
tral system on time and companies must be ready to interact
with it from day one. Jeffs says: “Everyone needs to cross the line
at the same time”

Transparent and together

Jefts is adopting a policy of transparency and openness to navi-
gate these difficult waters. “Id like to be able to wave a magic
wand and give everybody everything they need today, but we
are where we are and we are committed to working to deliver the
plan we have,” he says. “That plan states MOSL will build trust
and confidence by revealing as much as it can, when it can, and
in the meantime it will be clear on what companies can expect,
by when.

“At every stage of implementation we will try to be as open and
transparent as we can and give everybody everything possible on
where we're at and the issues we have seen so they can take that
into account as they are preparing. It will work if we work to-
gether towards success with our eyes wide open, our radar finely
tuned and developed so we understand where everybody is at
and what needs to happen to make this a success”

Specifically, MOSL will review its progress at each implemen-
tation milestone and assess its readiness to move into the next
phase. Given the importance of the programme to the entire in-
dustry, is there a case for independent assurance? “I think there
is;” says Jeffs. “In our business plan we set aside some money next
year in the budget for independent assurance. Were currently
thinking through what that might look like. It could be anything

THE WATER REPORT



from a high-level controls audit through to a risk based ‘deep
dive’ review approach. I am acutely aware we run this business
on behalf of members and we have an independent board so I
need to ensure they are all comfortable with what we’re doing?”

Jefts adds that layers of assurance are built into the programme
already. MOSL intends by the end of this month to have ap-
pointed a test partner, which would add a degree of independent
validation to CGI's delivery, and a data partner. He adds: “T am
comforted that Ofwat has said it will look to do a similar review
to the baseline review once the letters of assurance have been
received during spring. That’ll give everybody the opportunity
to really check point where everyone is at”

Despite these efforts to build trust and confidence, Jeffs ex-
pects the period up to Christmas will be “a bit of a voyage of
discovery for everybody”. Some crucial work is scheduled for
the next three months, including signing off the detailed system
design, developing a data quality strategy and publishing a readi-
ness plan for companies and the market. He comments: “Clearly
on a programme like this that is evolving, when you disclose one
level of information it raises questions for the next level. I do
think over the next three months we are probably going to see
that continue; as we continue to mobilise, as we get our test and
data partners on board; as CGI starts to do their detailed design
work, we are going to be able to publish more and more informa-
tion on where we're at and what were looking to do”

Company readiness

Incumbent companies are understandably eager to get their
ducks in a row for market opening, and to some extent are de-
pendent on MOSL to support them in that. How much help will
they get? Jeffs explains each company will be assigned a portfolio
manager from the five-strong team that has been appointed.

“First and foremost we see ourselves working individually
with companies to help them understand their readiness from a
systems perspective,” he says. “Portfolio managers will be putting
our plans together with participants’ plans so companies know
where they are and what they need to do. They will help compa-
nies understand their status in terms of their ability to interact
with MOSL and the CMOS system.”

It also looks likely that MOSL will ofter guidance on where
individual companies sit relative to their peers on readiness. Jeffs
explains: “Dealing with all participants gives us a unique view of
how the whole industry is doing on readiness. We've been asked
by a number of participants to develop some sort of ‘heat map’; a
sector-wide map of how companies are preparing and how ready
they are for market opening. Our initial view — and it is an ini-
tial view — is we are likely to give companies their own statuses
but anonymise all the others. We will be working it up over the
autumn.”

Data quality is a particularly thorny issue for companies, and
Open Water has made it clear that responsibility for this lies with
the industry. MOSL will play a limited role; it has a duty to make
sure it has sufficient validation and controls around the data.
Some companies have indicated they would like MOSL to play
a more hands-on role on data quality assurance. Jeffs responds:
“There are questions around where our responsibility should
end. There is recognition that we are not resourced to help in-
dividual companies and there are a large number of commercial
offerings in the market to help companies prepare their data.
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What companies are really looking for from MOSL is to be open
and transparent. So where we spot any issues with the quality of
data that’s been loaded, or about their ability to comply, that we
let them know and we do what we can to support them. From
our perspective there is wide recognition that while there might
be desire, it is their responsibility to get their data lined up and
ready for market opening”

All participants will ultimately be expected to go through mar-
ket entry assurance to demonstrate they can comply with the
provisions of Open Water’s Market Architecture Plan (MAP).
Jeffs comments: “On successful conclusion of that process, they
will be allowed to load data into the production CMOS system
ahead of shadow market, and then conduct transactions within
the CMOS system through the shadow market, which will cre-
ate a more stable basis on which to open the market.” He adds:
“Companies that fail market entry assurance — and we expect
them to only be in small numbers, if any at all - will be managed
through a separate process.”

Slippage control
MOSL itself, while not countenancing a market opening delay,
acknowledges the risk of slippage along the way. It is investing in
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expert programme management resources and undertaking de-
tailed programme planning, management and reporting to plot
a critical path and identify variance, and will work with others to
take any remedial action early.

Jefts has ambitious plans on this front. MOSL already has a
weekly steering group meeting and an outcome based dashboard
that monitors its progress across the piece. He says: “I would like
to move to the stage where we actually have daily delivery tar-
gets. We need to get into the mentality where ‘you do the wash-
ing up before you go to bed.

“I'm acutely aware that we only have 380 working days or so
until market opening; it’s a constant part of our discussion — how
many days we have left...It's important we get into the rhythm of
daily delivery; you can’t be left with a massive mountain to climb
with only a couple of months to go. We're starting to move into
that mindset.”

Jeffs says a common question he is asked concerns how much
leverage there is on quality and scope, seeing as time is immove-
able. MOSL will give little ground. “The MAP sets out the re-
quirements for market opening. It’s not optional, it's required. It's
a set of contracts between all parties that enable the market to
open and operate. Our plan is that the systems will be in place in
April 2016 to allow companies to start testing.

“I think where we get into the qualitative aspect of market
opening is in the realms of what gets loaded into that system. So
it's about the degree to which companies are ready to load the
data. But there’s been no market opening that has been totally
perfect. We can’t go and fix all of the data and all of the imperfec-
tions that have arisen over time, so a lot of it is about how much
companies can do to get their data and their systems and their
processes in as good a shape as possible to allow the market to
open at the lowest possible risk. And that’s largely in their hands”

Budget and codes freeze
Back to the business plan and of all the details it contains, the
budget will be one of the most highly scrutinised areas — par-
ticularly by incumbent company members who between them
are liable for all expenditure up to market opening, under the
Water Act. In July, Ofwat issued a revised (and much larger than
previously expected) budget for the Open Water programme of
£41.8 million, £26.2 million of which was to cover MOSLs costs.
There has been some good news since then; former MOSL
programme director Tim Burfoot worked with the tax and fi-
nance functions of MOSLs founder members and succeeded in
establishing VAT was recoverable on a proportion of its costs.
Jefts says this is “a fantastic outcome for all participants” and
will save £3m. So net of VAT, MOSL has budgeted to the tune
of £23.1 million up to market opening, plus a £3m contingency

fund, taking its total costs up to market opening to £26.1 mil-
lion. The business plan includes a full budget to the end of March
2016 as well as an outline budget up to April 2017.

Given costs crept up significantly in July, how confident should
members be in the latest budget? Jeffs responds: “We are still at
an early stage of our planning. But on the basis that MOSL now
has a management team in place, plans that take us through the
market opening, we've carried out our own risk assessment and
due diligence on the programme and have signed up to deliver
the market opening, I think we can have a reasonable degree of
confidence - subject to the assumptions we have set out in the
business plan.”

Many of those assumptions have been shored up. “A lot of
work has been done over the summer to get a really good view
on the policy issues and to get CGI’s input to the MAP. But de-
livery of the plan to budget does hinge on the codes required for
market opening being “frozen” from 30 September 2015 to April
2017, to lock down system requirements.

Jefts explains: “The main thing that would drive a change in
the budget is a change in requirements. Change does two things.
It potentially increases the cost of delivery but bigger than that,
it actually potentially impacts the timeline to get us to market
opening. The timeline is clearly very tight, but we still believe,
and the plans we have from CGI support the fact that it’s still
feasible. When you start to inject change into that model, it starts
to affect the risk to timeline and cost.

“Virtually every response we had to the draft business plan
process said the code freeze was essential. I am acutely aware
that company preparations for market opening dwarf what
MOSL is doing on their behalf. So companies also need the cer-
tainty around timescales and their boards need certainty around
cost. If we constantly change requirements, that’s going to make
it very difficult for everybody to have confidence in what we're
doing”

While a code freeze is clearly desirable, is it feasible given the
rate of change seen other markets? MOSL says a good sign is
that there has been little change since July and, because codes are
based on those in the Scottish market, they are reasonably stable.
Nevertheless, it accepts the need for a mechanism to consider
essential change.

“We are putting in the business plan a change mechanism to
allow changes to be considered,” Jeffs says. “Clearly it is for the
Interim Codes Panel to make its recommendations to Ofwat to
decide on code changes, but from our perspective, were stress-
ing that the changes would have to be critical; it's got to be about
a functioning market rather than the overall effectiveness of the
market. It really does have to be those essential items that get
approved.

CGI DELIVERY DEAL

MOSL has awarded CGl a fixed price (£15m) He explains CGI has been co-located with will be in the eating. We ran a good process
contract to deliver the CMOS system. It made the MOSL tfeam since the third week of August.  and had a rigorous evaluation procedure, which
the selection on the basis of rigorous technical *CGl has put forward its plan, which we've been  we had member involvement in. When we

and commercial criteria; confidence in CGl's through and challenged to make sure my team  made the decision to move to preferred bidder,
ability to meet the programme timetable; and are signed up to everything that's in it. We've we had input from the interim board and the
the support offered for user testing and shadow  now agreed the mobilisation plan and moved advisory panel we had put in place, which had
operations. Jeffs says: “We had two very good info the detailed design phase.” new entrants and incumbent members. There's
and credible bids going into “best and final of- Will the contract provide good value for mem-  been alot of support to the process and it was a
fer" and CGl came out ahead.” bers” money? Jeffs: “The proof of the pudding unanimous decision to appoint CGI.”
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IMPLEMENTATION IN FIVE PHASES

Phase 1: Mobilisation - August fo September 2015
| Finalise market codes ahead of the freeze on
30 September

| Establish the review and change control pro-
cesses to support the Interim Codes Panel

I Mobilise the CMOS vendor, CGI Group

| Start the system design

I Develop a test strategy

I Mobilise the MOSL business.

Phase 2: System design - November 2015 (Phase
1) and January 2016 (Phase 2)

I Sign off the detailed system design

I Finalise the technical interface specification

fance, market and entry festing

I Develop a strategy for achieving the highest
possible data quality for market opening

I Develop a market and company readiness plan
I Issue early guidance for participants, includ-
ing timetables and interface standards, to aid
participants’ preparations.

Phase 3: System build - April 2016 (Phase 1) and
June 2016 (Phase 2)

IMOSL notes some lower priority areas of system
functionality will be delivered after April 2016.
This reflects the very tight critical path.

Phase 4: User festing - April to September 2016

to finish in August/September 2016.

I Entry testing for incumbent retailers will be
conducted separately from wholesalers in

this period - whether or not retail exit is envis-
aged. Consideration will need to be given as to
whether entry festing for incumbent retailers can
be achieved ahead of formal refail exit.

Phase 5: Shadow operation - October 2016 to
March 2017

I MOSL notes during this period there may be
entry to the market of retailers that were not
deailt with during the festing phase. It is likely that
there will be a moratorium on entry for a period

I Build test products and processes for accep-

I Data uploading begins in April and is expected  before go-live.

“That puts an onus on everybody involved in the process to be
very clear about what can wait for a future release. MOSL needs
to work up a release strategy for post-market opening to support
the ongoing development of the market. This can happen once
the market has been opened.”

Any changes introduced from now on will need to be paid for
on top of the existing budget. MOSL offered members three op-
tions on this and waits to see if they will sign oft the route it
adopted in the business plan. Essentially this involves using the
contingency pot as a cash buffer to fund change, which MOSL
will report on quarterly. When what’s left in the pot hits a certain
threshold, the budget will need to be re-baselined to include the
changes that have been authorised and also to form a view on
changes in the pipeline. This is essential, as Jeffs explains: “The
contingency pot is a true contingency. It is set at a level that al-
lows some increase in cost for delivering what is already in the
plan. We don’t know what changes companies will request going
forwards and as such this makes it difficult to plan for. The bud-
get assumptions have not changed in this respect and previous
forecasts have been presented based on the same assumption.”

According to Jefs, the level of change required and hence the
scale of the additional cost, will primarily be down to market
participants, given there is a framework in place for the big ticket
policy items now. “When you are dealing with 26 participants
and potentially more, there will be different views of what should
have been contained in the market architecture. Everybody will
have a desire to be opening it if they possibly can to get their
thoughts back on the table and reconsidered. So market partici-
pants themselves have a large role to play in giving us the space
over the next 18 months to deliver what’s required”

He adds: “The other thing is we haven't yet delivered a system
and when we start to deliver it at the back end of the year — when
CGI starts to engage with companies on a technical level, test
firewalls and message flows, load some trial data; and when we
message metering data in and out in the first quarter - I'm sure
there will be lots of calls for things to be tweaked and changed.
It’s inevitable. That will be the real test to the programme; to what
extent those changes are viewed as being critical”

Next steps

While participants are considering the plan, MOSL will press on
with its organisational preparations. It has a new London base
and has so far mobilised around 30 staff (a mix of full time em-
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ployees, contractors and secondees from the industry). Jeffs says
going forwards it will recruit permanent staff where possible,
though roles that are by nature short term will continue to be
filled by contractors and where seconded or contractor staff have
vital relationships established, they will stay on.

MOSL is about a month behind where it would like to be on
recruitment, partly because of the summer and its heavy work-
load elsewhere, but also partly because it has not yet been con-
firmed as the enduring market operator. Jeffs admits: “We have
made offers of employment to a few people over the summer
which have subsequently not been successful because of that
concern.’

While Ofwat and DEFRA have spoken openly about their
belief that MOSL is likely to become the enduring market op-
erator, Jeffs will be working with both parties, the Treasury
and the Office of National Statistics over the autumn to pin
this down. At issue is the legal status of MOSL as a private en-
tity; who controls it and how it operates. Jeffs sees it as within
MOSLs gift to demonstrate it is fit and proper to operate the
market after 2017.

“From my perspective, I'm very clear. Were a membership
based organisation, were funded by our members, our articles
of association provide for members to have control over the way
we are funded and the activities we do. I have a board of directors
who perform as any private business in the world would do and I
have an executive team made up of people who have come from
industry and therefore operate on a commercial basis. So from
my perspective it’s very straightforward but I do understand the
sensitivities involved and see it as in our gift to get our wider
stakeholders within government comfortable with who we are
and how we operate”

Whatever happens regarding the post 2017 role, Jeffs is unwav-
ering in his certainty that MOSL will deliver a central market on
time, to the benefit of both its members and all stakeholders.

On that last point, he recognises the pivotal role his organisa-
tion plays in the wider Open Water programme: “We are in a
unique position of being a private business working on behalf
of the whole industry, alongside Defra and Ofwat, to liberalise
the water and sewerage market in England and provide custom-
ers with choice” It is a transformative programme that requires
close collaboration and a partnership approach. Jeffs concludes:
“The real test of this is the way in which we are able to openly
discuss issues and challenge each other’s thinking”
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INTERVIEW | JOHN REYNOLDS, CASTLE WATER

CASTLE'S
MOVE

Ambitious independent retailer Castle
Water plans fo negate thin margins

in the English market through no-
commission customer acquisition. CEO
John Reynolds explains, and urges a
sales code of practice is needed to
protect consumers.

hen John Reynolds was invited to take the stage

at a conference on water market reform in the

summer, he objected to being introduced as a

new entrant. He said his company, Castle Water,

was a born and bred retailer and is actively serving customers

in Scotland right now. Given a fair chunk of the audience com-

prised English incumbent representatives, the implication was

that competitive retailing would be newer to them than to him.

Established last year, Castle Water is a licensed provider (LP)

in the competitive Scottish market, retailing to over 5,000 supply

points (SPIDs). Its chief executive Reynolds says it is one of the

two fastest growing independents in the sector. It has a simple

but compelling sales proposition: keeping cost low and service
quality high.

Affinity partnerships

One of the key planks of its low cost proposition is holding cus-
tomer acquisition costs down, through the use of digital market-
ing and - innovatively — affinity deals. Its headline affinity part-
nership is with the National Farmers Union Scotland (NFUS).
Castle Water offers NFUS members a group discount with a
three year contract. Prices are guaranteed not to rise above infla-
tion for the length of the contract. It also offers an “evergreen”
clause each year which gives NFUS members the opportunity

MOSL PRIORITIES

Reynolds was appointed to the MOSL board in July. He beat two other repre-
sentatives of the “new entrant” contingent in a vote by LPs in Scotland that are
not associated with English incumbents. His priorities as a board member are to
make sure the market opens on time and that costs don't spiral out of control,
He says of the work ahead for MOSL: “There’s a lot of time pressure, but it’s do-
able.”

I See interview with MOSL CEO Ben Jeffs, p24-27)
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to switch tariffs. The company says it believes this to be the first
affinity partnership in the water sector and that take-up has been
good.

Castle has similar deals with a number of other organisations
including the Scotland Food & Drink, and it recently unveiled a
partnership with the Scottish Council for Voluntary Organisa-
tions (SCVO). The Scottish Government exempts many chari-
ties from paying water charges and under the SCVO deal Castle
manages applications to the scheme on behalf of charities. It also
guarantees that those qualifying for a 100% discount (those with
less than £200,000 of annual income) do not have to pay charges
before applying for an exemption and that those qualifying for
a 50% discount on wholesale charges (those with £200-300,000
of annual income), will not be charged a supplier margin on the
exempt proportion of charges. For charities and other voluntary
organisations that do not benefit from the exemption, Castle of-
fers a group discount agreed with the SCVO.

Reynolds comments: “The reason we do affinity deals is to keep
costs down. We use standardised contracts, bulk procurement
power and don't use brokers, so there is no commission to cover.
Instead of paying commission, we cut costs for customers.”

On the service side, Castle offers all the things you would ex-
pect to see from a competitive retailer - account management,
billing and payment choices, value added services and so on -
but on top emphasises its transparency and plain dealing. For
instance, its quotes break prices down into their individual ele-
ments so customers can see how they have been calculated and
full terms and conditions are on its website.

UK strategy
It is with these two offerings that Castle is gearing up to enter the
English market after April 2017.

It is far more enthusiastic about crossing the border than
many of the other LPs in Scotland seem to be; many of these
are hesitant because of thin margins and the greater complex-
ity in England. As a board member of Market Operator Services
Limited (MOSL - see box), Reynolds is in fact actively working
to make the post 2017 Anglo-Scottish market a good place to
do business. So why is Castle so sure the English market offers
opportunity?

Reynolds explains: “We have the cost base of an independent
but the financial capability of a major integrated company. We
set ourselves up specifically to compete in England as well as
Scotland. We are working on our strategy for England at the
same time as we are operating in Scotland”

And it is not planning a niche offering. Reynolds continues:
“We will be ready to take on any size of company and any num-
ber of customers. Other independents are likely to go for niches
across the UK but we have set up at the outset with a strong capi-
tal base and our aim is to have 10% of the customer base across
the country. We were able to bid for the largest individual con-
tract in Scotland [a £350m deal to serve over 200 public sector
organisations over 15,000 sites and 27,000 SPIDs]; we believe we
were the only independent capable of doing that”

Reynolds won't be drawn on specifics but he indicates Castle
plans to deploy its affinity partnership model south of the border
as part of its customer acquisition strategy, and also that Castle
Water has a strong interest in acquiring customers from exiting
incumbent retailers.
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Working capital

Looking at its time operating in Scotland, Reynolds finds a lot to
praise about the market. Prices have fallen dramatically, there is
differentiated service provision, and while errors have been dif-
ficult to correct, the switching process is good overall. He praises
WICS, Scottish Water and Business Stream for the commitment
they have shown to making the market work. As a former WICS
member, he was close to the market and party to its develop-
ment.

There are also issues, though, that Reynolds believes need at-
tention, both within the Scottish market and with reference to
the development of the English market. Chief among these is
working capital - in fact, he describes this as “the mammoth in
the room”. The ability and cost of raising finance is critical to any
business, but Reynolds says “a two tier system which unfairly
favours the subsidiaries of English companies” has operated in
Scotland around payment terms. He says the nub of the issue
is that incumbents are assumed to have lower credit risk than
independents with the result that financing costs are double for
independents.

Reynolds notes that some early proposals for the English mar-
ket suggested different payment terms for companies with an
investment grade credit rating, which would have disadvantaged
Castle for instance because it has no debt and hence no credit
rating. However more recent proposals on payment terms seem
to have resolved this “discriminatory and unfair” approach to
Reynolds’ satisfaction.

Sales code of practice

Another lesson Castle Water identifies from its Scottish experi-
ence is the need to develop a sales code of practice to protect
customers. Reynolds references what he calls “the sad history of
utility sales — every deregulated market has had a scandal” — be
it on misselling, erroneous transfer, uninformed contact centre
staff providing misleading information or similar. “All of these
are problems I see day to day in the Scottish market”

He continues: “There are broad licence obligations and market
codes but no sales code of practice. When the market was set up,
there were so few LPs it wasn't an issue. Now, 10% of customers
might switch in a single year and there are over 18 LPs. So there
is more scope for abuse and we need action”

Reynolds would like to see specifically:

I Full disclosure of terms and conditions, including how much
commission the sales agent gets, as happens in financial services
markets.

I Full disclosure of prices. Unit prices should be quoted so cus-
tomers can compare supplier to supplier easily. At present he
says the tariff basket is overcomplicated and not fully under-
stood by many customers. The supplier should also have a duty
to highlight matters such as price escalation clauses rather than
being able to bury them in large documents.

I No “gun to the head” sales practices, where customers are en-
couraged to sign deals immediately and without due consider-
ation.

I More responsive complaints processes.

“These matters may not be an issue for large customers, but
they are an issue for a large number of customers who are not so-
phisticated purchasers,” comments Reynolds. “Many SMEs, the
likes of guesthouses, don't realise they aren't afforded the same
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protections as domestic customers.” He adds that a significant
group of LPs support the idea of a sales code.

Manual intervention

A third key learning from Scotland Reynolds identifies concerns
data quality. This has been patchy and problematic, and many
customers have come to Castle Water with historic problems
that weighed against automated switching. He says by and large
these issues have proved manageable in Scotland because of the
market size and the willingness of all involved parties to work
together on resolution. The larger size of the English market and
the larger number of players involved doesn't bode well for data
quality, and this should be prepared for.

Reynolds: “What was actually a big positive for Scotland is a
big warning for England. Often a critical mass of customer trans-
fers couldn’t be automated - for example because the data wasn't
present or was garbled. There had to be lots of manual interven-
tion, and that was managed with cooperation and good will be-
tween Scottish Water, Business Stream, us, other LPs, WICS and
the CMA. The Scottish market wouldn't be as good as it is if the
parties had not been intent on making it work. There is lots of
informal back office cooperation.

“But this won't be possible in England because of the multi-
ple wholesalers, retailers and other parties involved. So a whole
piece of architecture that was not needed in Scotland is needed
in England...the interpretation of codes, the resolution of dis-
putes requires an interface of its own. This is not an optional ex-

INTERVIEW | JOHN REYNOLDS, CASTLE WATER

tra, it's fundamental” Reynolds believes taking care of this would
best sit with MOSL. He says while there is emerging understand-
ing of the issue, it is not currently a priority while systems build
consumes so much attention.

English market

Looking beyond these learnings from Scotland to how the Eng-
lish market itself is shaping up, Reynolds is reasonably positive
about some of the issues that are often cited as difficulties by in-
coming retailers. Assuming payment terms do not impose unfair
financing burdens on independents, he is not overly concerned
the playing field will be uneven.

On the issue of the thin retail margin on the table, he observes
“this does not look to us to be sufficient to fund commission-based
activity” — so the standard broker model may be out the window.
However, he adds: “We have developed a route to market with-
out commission. Other LPs are also looking for sensible routes to
cross to England. There may be a series of different niche strate-
gies. But we are confident we can operate in the market.”

Reynolds would, though, like to insulate the margin from fur-
ther erosion by rationalising the complexity created by multiple
wholesale service agreements and tariffs. He says contractual
compliance in such an environment will be problematic and
cumbersome and hence costly. “But the issue isn’t unresolvable.
I can envisage a strongly recommended wholesale service agree-
ment with only minor variation company to company. That sort
of template would have significant advantages”

extended
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GSS 1o be

SUGGESTED ALLOCATION OF GSS STANDARDS TO WHOLESALE AND RETAIL

and split

All business customers will remain
protected by the Guaranteed Stan-
dards Scheme (GSS) regardless of
who supplies their water and sew-
erage services under plans Ofwat
will recommend to DEFRA.

GSS Regulation Wholesale Retail

Making appointments — GSS Regulation 6 v/

Keeping appointments — GSS Regulation 6 v/

Low pressure — GSS Regulation 10 v

Notice of interruption to supply — GSS Regulation 8 v

Supply not restored — GSS Regulation 9 v

Account queries and requests to change payment v/

arrangements — GSS Regulation 7

Complaints — GSS Regulation 7 v
The GSS, which entitles cus- Flooding from sewers (internal flooding) — GSS Regulation 11 v

Flooding from sewers (external flooding) — GSS Regulation 12 v

tomers to minimum compensa-
tion payments if their supplier
falls short on service standards is
currently only an obligation for
incumbent companies but will
be extended to cover all retailers.
This will ensure customers are
not deterred from switching and
that those whose incumbent sup-
plier opts to exit the business retail
market are not adversely affected.

Ofwat has proposed existing
standards covered by the GSS are al-
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located as either wholesale or retail
functions under the GSS Regula-
tions as shown in the table, so there
is clarity over who is responsible for
what in the reformed market.

Under the plans, customers
will not be able to opt out of the
GSS. The standards and payments
themselves will not be reviewed at
this stage, but could be after mar-
ket opening.

Self-lay troubleshooting

Ofwat is consulting until 13 No-
vember on how self-lay agree-
ments can balance the interests
of competitive new connections
providers and water companies
concerned about infrastructure
quality assurance.

Richard Khaldi, Ofwat’s senior
director, customers and casework

said: “Last year we set out our
general expectations on a series
of common areas of dispute for
new connections charging. This
has helped to reduce the number
of disputes arising on these issues
and we are keen to expand that
approach to other areas of dispute,
such as self-lay agreements.”
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Want To Find Out What Business
Customers Realy Want From A
Competitive Water Market’”

As water companies prepare for the opening of the non-household
market in England to competition, Accent is offering an exclusive
survey of businesses across the UK which will help you understand
the needs and concerns of customers in this market.

THE BIG QUESTIONS...

B How aware are non-household customers of the forthcoming changes?

B How many intend to switch supplier - and whal preparations have they made?

B How satistied are they with their current supplier? What are their main frustrations
and unmel needs?

B How impaortant is price?

B Whal concerns do businesses have aboul competition and how can suppliers
address these?

B Are some types of customers mare prone to switching? Who are they and what are
their needs?

Bl Which water companies are in the bes! position to capltalise on the opening of the
markel? Whal are customers’ views ol brands already in the markel and how will
they respond to new entrants?

BB What role do brokers play currently and how is this expected to change in an open
marke1?

B Whal can be learned from experiences in Scotland? How have non-househaold
customers responded 1o competition, and whal further change do they expect
from 20177

RESEARCH PROGRAMME:

| I A survey talking to decision-makers on water services in 1,200 businesses
across the UK
B With quotas on region, business size and company aclivily

How to Subscribe: Contact Accent at water@accent-mr.com

Questions? Need more information?
Contact water@accent-mr.com or call A
Rob Sheldon on 07770 755538 or 0208 742 2211 ccent
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CONFERENCE 2015

Thursday, 15 October
9.00am — 5.00pm

Pre-event dinner:
Wednesday, 14 October

Contact Grace Williams

to book your place

& gwilliams@water.org.uk
@ +44 (0)20 3772 8991
www.waterukevents.co.uk

The conference brings together regulators,
government, key stakeholders and industry
practitioners to share views and discuss the
latest developments in leakage management.

> Gain insight from industry regulators on resilience, the journey
to the next price review and retail market opening

> Discover ways to deliver improved leakage management
through measuring the performance of leakage technicians

3 @WaterUKEvents .
#leakage2015 > Hear about how real-time data enhances leakage management
> Learn more about recent innovations and new technologies in
Headline i i
oonsor @tynemarch systems leakage detection and reduction
Event g\
sponsor: TECHNOLOG
Chair Speakers on the day include:

Martin Baggs
Chief Executive
Thames Water

Water UF Partners

> -
accenture Deloitte

Nicci Russell Dennis Dellow Trevor Bishop
Director of Parliamentary Technical Consultant Deputy Director —
& Public Affairs, Ofwat Northumbrian Water Water, Land & Biodiversity

Environment Agency

edia Partner Charity Partner
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