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Section 1 - Outcomes

OUTCOMES Response Reference
Paragraph & Table

Concise summaries of each outcome proposed by Bristol | Paragraph 1, table 1
Water in December 2013, June 2014 and October 2014.

Ofwat's view on these outcomes in the Draft and Final | Paragraph 2
Determinations, particularly where Ofwat's view diverges
from the Company.

The basis of any challenge the Company intends to make | Paragraph 3
at the CMA.

ODls

Concise summaries of each ODI (including targets and | Paragraphs 4, 5, 7-9, Table 2, Table 4
reward/penalty values and thresholds) proposed by the | and Table 5

Company in June 2014 and October 2014
Ofwat's view on these outcomes in the Draft and Final | Paragraph 6, Table 3
Determinations.
The basis of any challenge Bristol Water intends to make | Paragraphs 10-14, Table 6
on Ofwat's assessment as part of the CMA process.

1. The Outcomes and associated performance measures and targets in our Business Plan are
set out in Table 1. These remained unchanged between our December 2013, June 2014 and
October 2014 submissions.

2. Ofwat confirmed these Outcomes in both the draft determination and final determination.
However, Ofwat did intervene following a comparative assessment of Outcomes across the
industry and set companies to deliver an upper quartile level of performance. Our views on
this are set out in our response on the ODIs below.

3. Bristol Water consider that the CMA'’s redetermination should be based upon the Outcomes
and performance measures set out in our Business Plan and as accepted by Ofwat.



Table 1 Summary of Business Plan’

Highly Reliable

Excellent Quality

Environmentally
Sustainable

PERFORMANCE TARGET BY | TARGET BY
OUTCOMES MEASURE 2020 ’ 2040
Unplanned 12.2 <5
Customer Minutes mins/propert
Reliable Supply /property
_ Lost
Asset Reliability Stable Maintain - Stable
- Population at risk | 9,063 Zero
I I
Resilient Supply from asset failure
Security of Supply | 100 Maintain — 100
Index
Sufficient Suppl
PRYY Hosepipe ban | 1in 15 years 1in 25 years
frequency
Safe Drinking | Mean Zonal | 99.96% >99.99%
Water Compliance
Water is Good to | Negative Water | 2,221 <1,000 per year
Drink Quality contacts
Efficient use of | Leakage 16% 10%
b 0, o,
resources y S TR 60% 65%
company
A Per Capita | 142 I/h/d 130 1/h/d
Efficient use of verage (?r apita /h/ /h/
resources by Consumption
Household Meter | 66% 95%
customers .
Penetration
Total Carbon | 20kg/customer | 5kg/customer
Emissions
Sustainable Raw Water Quality | Stable Improve - stable
environmental of Sources
impact Biodiversity Index | Improve Improve
Waste  Disposal | 98% >99%
Compliance
0, 1 0, 0,
Affordable Bills % Customers in | 1.8% 1%
Water Poverty
SIM Top 5 Top 5
0, 0,
Satisfied Ger‘neral. >93% >95%
satisfaction from
Customers
surveys
Value for Money 72% >80%
0, 0,
e Ease of contact | >96.5% >95%
from surveys
Bills are accurate . . 2,170 <1,300
Negative billing
and easy to
contact
understand

! Bristol Water June 2014 Business Plan, page 34




Sustainable
Business

Best People Right
Culture

OUTCOMES

PERFORMANCE
MEASURE

TARGET
2020

BY

TARGET BY
2040

Workforce

survey

Ig(;/:fsi;c;rnce Credit Rating Baal Maintain
Fair Returns to | Post-tax return on | 4.4% Maintain
Investors capital

Stakeholder 70% Maintain
Highly Reputable survey of

reputation
Safe Working | No. Accidents per | Aim for zero Aim for zero
Practices 1000 employees

- . 1 100% up to | 100% up to date

Skilled Workforce Tralnln.g Matrix date with | with training

Compliance ..

training plan plan

Motivated Staff  satisfaction | Maintain >90% | Maintain >90%




4. The Outcome Delivery Incentives (ODIs) against our Outcomes and Performance
Commitments for the wholesale and retail household price controls are set out in Table 2.

Table 2 Performance targets and Incentives’

Performance Measure
Customer minutes lost

Asset reliability

Population at risk from asset

failure

Ofwat’s measurement of sufficient
supply

Hosepipe ban frequency

Hosepipe ban
measure for
Reservoir

frequency: sub
Cheddar Two

Drinking  Water
Standards - MZC

Inspectorate

Drinking Water Inspectorate
Standards: sub measure for
Cheddar Treatment Works

Negative Water Quality Contacts
Leakage

Meter penetration

Total carbon emissions

Raw water quality of sources
Waste disposal compliance
Biodiversity index

Average consumption per person
per day

% Customers in ‘water poverty’

Ofwat’s measurement of customer
service

General satisfaction
Value for money

Ease of contact

Negative billing contact

Target by 2020 Assessment Incentive

12.2 minutes Annual Penalty and reward

Stable Annual Penalties only

9,063 customers at risk Annual Penalty and reward

100% Annual Reputational

1in 15 years Annual Penalty only

Phase 2 commenced End of period Penalty only

99.96% Annual Reputational (Statutory)

Delivery of solution to mitigate | End of period Penalty only

algal contamination at

Cheddar Treatment Works

2,221 contacts Annual Penalty and reward

43MI/d (15.9%) Annual Penalty and reward

66% Annual Penalty and reward

20 kg per customer End of period Reputational (Statutory)

Stable End of period Reputational

98% End of period Reputational (Statutory)

Improving End of period Reputational

142 1/h/d Annual Reputational
(Operational cost saving)

1.8% Annual Reputational
(+ bad debt costs)

Top 5 Annual Regulatory incentive -
SIM

>93% Annual Included within SIM

72% Annual Reputational

96.5% Annual Included within SIM

2,170 contacts Annual Included within SIM

? Bristol Water June 2014 Business Plan - Company Wide Plan, Tables 24 & 25




5. We made two changes to the ODIs between June 2014 and October 2014 in our response to
Ofwat’s draft determination.?

a. Asset reliability — we amended the incentive rate to be better aligned with the industry,
as requested by Ofwat.

b. Mean Zonal Compliance — we changed the incentive type from reputational to penalty
only, consistent with Ofwat’s DD.

6. Ofwat’s amendments to our ODIs were set in table 2.1 of the draft determination and table
2.2 of the final determination and are summarised below in Table 3. Ofwat also provides the
incentive targets, rates and thresholds for penalties/rewards in Annex 4 of its
determinations.

Table 3 Ofwat’s ODI interventions at final determination®

Performance Measure Ofwat FD intervention

“We have made the Performance Commitment more challenging to reflect the
fact that the company’s measure only includes unplanned interruptions. Our
revised assessment of upper quartile levels and deadbands has led to minor
changes as set out in annex 4.”

“The company revised its ODI in line with our suggestion in the draft
determination. We have accepted the revised ODI. The scope and maximum
penalty are now better aligned with the rest of the industry.”

“We confirm our draft determination intervention to change the range over which
penalties apply to ensure the company is sufficiently incentivised to deliver the
[Southern Resilience] scheme.”

“We confirmed the removal of the Performance Commitment.” [Cheddar
Reservoir Two not the Hosepipe Ban Frequency performance measure].

“We confirm our draft determination intervention to set the PC at 100%. We
reduced the penalty deadband to 99.95% and the penalty collar to 99.94% from
2017-18. Our revised assessment of upper quartile levels and deadbands has led
to minor changes as set out in annex 4.”

“We confirm our draft determination intervention to amend this PC in line with
our change to the allowed costs for the scheme.”

“We confirm our draft determination intervention to change the Performance
Commitment so the company is incentivised to reach upper quartile performance
by 2017-18. We have updated our assessment and made small changes to the
performance level and deadband.”

“We have set the PC at 100% from 2015-16 to 2019-20.”

® Bristol Water, Draft Determination Representation, section 8, October 2014
* Ofwat’s Final Determination - Company-specific appendix — Bristol Water, tables A2.2 and AA4.2



7. The incentive rates for the financial incentives and the ranges over which they apply from

Ofwat’s final determination are shown in Table 4.

Table 4 Final determination — Financial ODIs’

Performance Measure

Customer minutes lost

Asset reliability

Population at risk from asset failure

Hosepipe ban frequency

Drinking Water
Standards - MZC

Inspectorate

Water

Drinking
Standards: sub measure for Cheddar
Treatment works

Inspectorate

Negative Water Quality Contacts

Leakage

Meter penetration

Ofwat’s customer satisfaction index
(sim)

Reward rate

£0.5097m per minute

Penalty rate

£0.7389m per minute

Incentive range for 2019-
20

Reward — 5.9 and 7.2
minutes/property/year

Penalty — 7.2 and 8.2
minutes/property/year

n/a

Infrastructure - £0.685m
per point
Non-infrastructure -
£0.706m per point

Marginal = 1 x penalty

rate

Deteriorating =3 x penalty
rate

£21.21 per person

£40.60 per person

Reward — 9,063 and O
population

Penalty — 9,063 and

69,063 population

n/a £0.043m per expected | 10.2 and 15.2 days
day
n/a £0.284m per 0.01% water | 99.94 to 99.95%
quality compliance
n/a £9.975m- not delivered 2019-20 assessment on

£0.837m - delayed

solution not delivered or
delayed

£0.001m per contact

£0.006m per contact

Reward — 1,439 and 1,276
contacts

Penalty — 1,439 and 1,494
contacts

£0.486m per Ml/d

£0.902m per Ml/d

Reward — 43 and 41 Ml/d
Penalty — 43 and 45 Ml/d

£0.036m
penetration

per %

£0.038m
penetration

per %

Reward — 65.9 to 69.9%
Penalty — 65.9 to 61.9%

Ofwat methodology

Ofwat methodology

TBC

8. The incentive rates were amended following our totex menu choice of 125 compared to

Ofwat’s menu choice of 130. The incentive rates are calculated using the following formulas:

ODI penalty = Incremental WTP — (incremental cost * p)

ODI reward = Incremental WTP*(1-p)

> Ofwat, Final Determination: Company-specific appendix — Bristol Water, Annex 4, December 2014




where p = customer share of expenditure

The impact of moving from a menu choice of 130 to 125 is to change the p value in the

formulae from 0.5 to 0.55. The recalibrated rates are shown in table 5.

Table 5 Recalibrated incentive rates due to menu choice®

Sub category

Performance measure

Final Determination

Penalty rate

Reward
rate

Recalibrated rates

Penalty rate

Reward
rate

Unplanned customer £0.7389m £0.5097m £0.7109m £0.4587m
minutes lost
GG B[S Deteriorating | £2.054m N/a £1.848m N/a
infrastructure

Marginal £0.685m N/a £0.616m N/a
AELEREEJIAASN B8 Deteriorating | £2.119m N/a £1.907m N/a
infrastructure

Marginal £0.706m N/a £0.636m N/a
Population in centres £40.60 £21.21 £40.42 £19.09
>25,000 at risk from
asset failure
Hosepipe £0.043m N/a £0.043m N/a
frequency
Mean £0.284m N/a £0.284m N/a
compliance
Construction «17 | Not £9.975m N/a £8.978m N/a
Cheddar === | implemented
works — algae removal

Delayed £0.837m N/a £0.753m N/a
Negative water quality £0.005895m | £0.001230 | £0.005772m | £0.001107
contacts m m
Leakage £0.902m £0.486m £0.895m £0.437m
Meter penetration £0.038m £0.036m £0.034m £0.032m

9. There are two performance measures for which the menu choice has no impact. For
Hosepipe ban frequency this is because the incremental cost term is zero so changing the p

® Bristol Water, Menu Choice, January 2015



value has no impact on the incentive rate. For Mean zonal compliance, this is because Ofwat
requested we did not alter the incentive rate.

10. We have accepted all of Ofwat’s amendments to our ODIs except for the following three
performance measures; Unplanned customer minutes lost, mean zonal compliance and
negative water quality contacts. We set out our views on the two drinking water
performance measures in our draft determination response.” We also provided a query
response® to Ofwat on the revised target for unplanned customer minutes lost. Ofwat did
not accept our representations.

11. At the CMA, we will be seeking a reinstatement of the June business plan performance
targets for unplanned customer minutes lost and negative water quality contacts (see Table
2). We will also be seeking a change to the penalty range for Mean Zonal Compliance, i.e.
reversion to 99.93% (see paragraph 13 below).

12. There are two reasons for not supporting the upper quartile revised targets Ofwat has set
for unplanned customer minutes lost and negative water quality contacts.

a. our level of performance for these measures was set through the findings of the
customer acceptability research. We tested further reductions in this performance
measure (the orange plan) with customers in the acceptability research phase 1 but this
plan was not preferred.® Our final business plan reduced the length of trunk mains
relining to reflect these results of the customer research. *°

b. Additional totex is needed to undertake the additional works needed to achieve the
tighter standards required by Ofwat.

13. For Mean Zonal Compliance, Ofwat has set a target of 100% for this performance measure
with a penalty should our performance in any year of AMP6 fall below 99.95%.Due to the
introduction of a tighter lead standard in 2014, the average industry compliance is likely to
drop by 0.02% to 99.94%. We believe a penalty should apply below this level and proposed a
penalty collar of 99.93% and a penalty deadband of 99.94% in our draft determination
response.'!

7 Bristol Water, Draft Determination Representation, section 8 and Appendices, section 7, October 2014
8 rFBP-BRL-Outcomes-Query 217

° Blue Marble, Bristol Water Business Plan Phase 1 Summary, July 2013

1% Bristol Water, IPSC presentation 25" July 2013, Slide 20

" Bristol Water, Draft Determination Representation Appendices, section 7.2, October 2014



14. Our proposed amendments to Outcome incentive targets are set out in Table 6
Table 6 Bristol Water’s position on ODI amendments for CMA referral

Performance Measure 2014-15 2015-16 2016-17 2017-18 2018-19 2019-2020

. 12
Unplanned customer minutes lost

Performance Commitment

(Minutes/property/year)

Penalty collar

(Minutes/property/year)

Penalty deadband
(Minutes/property/year)

Reward deadband
(Minutes/property/year)

Reward cap

(Minutes/property/year)

Performance Commitment (%)

Penalty collar (%)

Penalty deadband (%)

Reward deadband (%)

Reward cap (%)

Performance Commitment (No.)

Penalty collar ( No.)

Penalty deadband (No.)

Reward deadband (No.)

Reward cap (No.)

' June Submission Table W2
3 performance Commitments — June Plan Table W2; Penalty collar/deadband from DD Response para 7.2.4
™ June Submission Table W2

11



15. We have also reviewed the corporate risk to achieving the Business Plan Outcomes in light of
the totex allowance in Ofwat’s final determination. These are set out in Table 7.

Table 7 Risk of delivering Business Plan Outcomes relative to company targets

Performance Measure Assessment to 2020 Assessment to 2030 Driver

Reliable supply of  Maintenance|

Resilient supply

Sufficient supply Not  building  Cheddar
Reservoir Two and
insufficient  maintenance|
of network (leakage)

Safe drinking water

Water is good to drink of  Maintenance

Efficient use of resources by company Energy consumption (level
of pump replacement) and

Efficient use of water by customers

Sustainable environmental impact of  Maintenance|

Affordable bills

Satisfied customers

Easy to contact

Bills are accurate and easy to understand

Source: BW Management Assessment

12



16. The corporate risk to achieving the Business Plan Outcomes reflects the impact of Ofwat’s
FD totex allowance on the different areas of expenditure in our Business Plan and is set out
in Figure 1. Taking Ofwat’s FD totex of £409m (see Table 8) we have subtracted the
operating costs in line with our business plan and all the enhancement expenditure in our
business plan except Cheddar Reservoir Two, which was rejected by Ofwat. This leaves £66m
for maintenance expenditure over AMP6 compared to the £156m we included in our
business plan.

Figure 1 Impact of Ofwat’s FD totex allowance compared to Bristol Water’s Business Plan®

aseli
totex

'perati o

Enhancement
£110m expenditure £152m
(where Ofwat has
agreed the need)

Capital maintenance
expenditure

-

® The figures in this table are for Bristol Water’s DD response in October 2014 as set out in table 8. The only
difference is £10m of expenditure for trunk mains lining that has been reallocated from base totex to
enhancement totex.

13



Section 2 - Capex

Capex Response Reference

Summaries of Bristol Water's AMP6 wholesale and retail | Paragraphs 17-23, Table 8, Table 9
capex proposals as submitted to Ofwat in December
2013, June 2014 and October 2014 (including efficiency
assumptions at each stage). Capex to be split into Base and
Enhancement and further subdivided into the major
elements of the programme (e.g. Capital Maintenance,
Cheddar No.2, Cheddar WTW, Southern Resilience,
Growth, NEP, Discoloured Water Contacts).

Ofwat's assessments and allowances for each of these | Table 8
capital expenditure items in the Draft and Final
Determinations

The basis of any challenges to capex allowances the | Paragraphs 24-27
Company intends to make at the CMA

The Company's view on the short (5 yr)- and long (10-15 | Paragraphs 15 and 16, Table 7 and
yr)-term risk of achieving each of its Outcomes if the Final | Figure 1 (Section 1)

Determination capex allowances apply. Both short and
long term risks to be expressed in general terms, e.g. | Paragraph 28
High/Med/Low or 'traffic light' nomenclature.

17. At the present time, pending the outcome of the CMA review, we plan to undertake the
capital schemes originally identified in our Business Plan. These fall into two categories: Base
and Enhancement.

18. Base expenditure relates to capital maintenance expenditure for both infrastructure and
non-infrastructure assets.

19. For infrastructure assets, it comprises mainly the on-going programmes of capital
maintenance on raw water reservoirs, aqueducts, distribution and trunk main renovation
and communication pipe replacements.

20. For non-infrastructure assets, it comprises mainly the on-going programmes of capital
maintenance on treatment works, pumping stations, service reservoirs, water towers, meter
replacements, IT, vehicles and health and safety. This includes expenditure on the
replacement of Bedminster service reservoir.



21. Enhancement expenditure relates to expenditure for environmental improvements, quality

improvements, Security and Emergency Measures Direction (SEMD), resilience and the

supply/demand balance. It covers the following key schemes:

S @ o oo T

— = = —

T8 T o 5 3

X g = 0w

NEP schemes for Catchment Management, Baseline Surveys, Investigations and Eel
Protection

Barrow TW UV installation

Cheddar TW Algae removal

Stowey TW pH correction
Metaldehyde Catchment Management
Lead CP replacement

Trunk mains lining

SEMD security improvements
Southern Strategic Support scheme
Cheddar Reservoir Two

Additional leakage reduction and control activity
Selective metering

. Meter options

Forum to Shepton Mallett main
Marksbury to Timsbury main
Paulton to Midsomer Norton main
Tetbury main

Croscombe service reservoir
Draycott service reservoir
Windmill Hill service reservoir
New communication pipes
Domestic new development mains
Industrial new development mains
Purchase of meters

15



22. The totex sought in the PR14 process and Ofwat’s determinations is set out in Table 8.

Table 8 Bristol Water PR14 Business Plan Totex and Ofwat’s determinations

£m 12/13 prices Dec 2013 June Aug 14 Oct 14 Dec 14
2014 ofwat DD Ofwat
Response FD
Capex
Base 184'° 177" 114" 166" 130%°
Enhancement 158% 152% 983 142% 91%
Capex Total 343% 3297 212% 309% 221%*
Opex*! 228% 233% 147**  233® 188°%¢
Totex 570% 562% 359% 541% 409*

'8 Bristol Water December 2013 Business Plan, table W3 Line 26 & Line 28

7 Bristol Water June 2014 Business Plan, Table W3 Lines 44 & 46

'8 Derived from calculated Capex less Enhancement

19 Bristol Water Draft Determination Representation, Table W3, Lines 44 & 46, October 2014
?° perived from calculated Capex less Enhancement

! Bristol Water December 2013 Business Plan, table W3 Line 27 & Line 29

*Bristol Water June 2014 Business Plan, table W3 Line 45 & Line 47

% Derived from Ofwat Financial Model

** Bristol Water Draft Determination Representation, Table W3, Lines 45 and 47, October 2014
* Ofwat Final Determination, Para. A1.1.2.3, p73, December 2014

%8 Bristol Water December 2013 Business Plan, table W3 Line 30

%’ Bristol Water June 2014 Business Plan, table W3 Line 48

%8 Derived from Totex less calculated Opex

 Bristol Water Draft Determination Representation, Table W3, Line 48, October 2014

% Derived from Totex less calculated Opex

3 References provided in section 3

32 Bristol Water December 2013 Business Plan, table W3 Line 21

33 Bristol Water June 2014 Business Plan, table W3 line 36 & Line 40

** Derived from Ofwat Financial Model

% Bristol Water Draft Determination Representation, Table W3, Lines 36 & 40, October 2014
*® Derived from Ofwat Financial Model

%7 Bristol Water December 2013 Business Plan, table W3 Line 20 + Line 21

%8 Bristol Water June 2014 Business Plan, Table W3 Line 41

9 Ofwat Draft Determination table A2.2, DD cost threshold, August 2014

“0 Bristol Water Draft Determination Response Query, Table W3 Lines 35, 36 & 40, October 2014
*1 Ofwat Final Determination, table A2.4, FD cost threshold, December 2014



23.

The capital efficiency assumptions applied by Bristol Water during the PR14 process are set
out in Table 9.

Table 9 Capital efficiency Assumptions applied in the PR14 process

Capital efficiency factors Dec 2013 Oct 14 DD
Plan® Response™

Overall 1.2% 5%

Base 10%

Enhancement 12.5%

Enhancement Cheddar Reservoir Two 5%

24. At the CMA, we will be seeking the total wholesale expenditure contained within our Draft
Determination Representation (£541m)*. Our challenge to Ofwat’s Final Determination on
wholesale costs will broadly cover concerns we have previously raised in our response to the
Draft Determination® and which were also presented to the LEF.”’ Full details of these
challenges will be provided in our Statement of Case.

25. We will be making the case to the CMA that Ofwat’s cost models should not be used to
assess Bristol Water’s totex allowance for the following reasons:

e The modelling of enhancement expenditure does not reflect the different risks each
company has to manage;

e The models are cost models and do not take any account of the differences between
companies in terms of service levels or water quality;

e The cost modelling approach does not take into account customer views and priorities;
and

e There are issues about the robustness of the models themselves, in particular due to
missing explanatory factors concerning operating environments.

26. We will also be setting out to the CMA why we believe our approach to forecasting capital

maintenance expenditure is robust and how we have ensured the costs are efficient. This is
supported by evidence from third party reviews.***

*2 Bristol Water December 2013 Business Plan - Wholesale Plan, p167

* Bristol Water June 2014 Business Plan - Wholesale Plan, p84

* All three figures at Bristol Water’s Draft Determination Representation appendices, p27,0ctober 2014
** Bristol Water, Draft Determination Representation, Executive Summary, October 2014

* Bristol Water, Draft Determination Representation, section 3, October 2014

* Local Engagement Forum, Meeting 15, 11" September 2014, slides 14-20

8 CH2M Hill, Capital Maintenance Review, 29 August 2014

*|CS Letter to Board of Bristol Water, June 2014

17



27. Furthermore, we will show in our SOC why we believe our approach to forecasting capital
enhancement expenditure is robust and how we have ensured the specific scheme costs are
efficient. This is supported by evidence from third party reviews.>®**2

28. We have also provided our view on the risk of delivering the Business Plan Outcomes in light
of the totex allowance in Ofwat’s final determination. This is set out in Table 7.

0 ChandlerKBS, Independent Assessment of PR14 Project Cost for Cheddar Reservoir Two, Elemental Level

Review, September 2014
1 Mott MacDonald, PR14 technical assurance, Overview Report, October 2014
> ChandlerkBS, Independent Assessment of PR14 Costs, Review of Proposed Benchmark Adjustment,

September 2014

18



Section 3 - Opex

OPEX ‘ Response Reference

Summaries of the Company's AMP6 opex proposals as
submitted to Ofwat in December 2013, June 2014 and
October 2014 (including efficiency assumptions at each
stage).

Paragraphs 29-30, Table 10

Ofwat's opex assessments and allowances in the Draft and
Final Determinations.

Table 10

The basis of any challenges to capex allowances the
Company intends to make at the CMA

Paragraph 31

Bristol Water's view on the short (5 yr) and long (10-15 yr)
term risk of achieving each of its Outcomes if the Final
Determination opex allowances apply. Both short and long
term risks to be expressed in general terms, e.g.
High/Med/Low or 'traffic light' nomenclature.

Paragraphs 15 and 16, Table 7 and
Figure 1 (Section 1)

Paragraph 32

29. The opex sought in the PR14 process and Ofwat’s determinations is set out in Table 10.

Table 10 Bristol Water PR14 Business Plan opex and Ofwat’s determinations

£m 12/13 prices Dec 2013 June Aug 14 Oct 14 DD Dec 14
Plan 2014 Ofwat  Response®®

Plan®* DD>

Opex 228 233 147

233 188

> December 2013 Business Plan — Wholesale Plan, p168 & 173
** June 2014 Business Plan — Wholesale Plan, p33 & 75
> Ofwat DD Financial Model

*® Bristol Water Draft Determination Representation Appendices, section 3.3, p38, October 2014

>" Ofwat FD Financial Model

19



30. The opex efficiency assumptions applied during the PR14 process are set out in Table 11.
Table 11 Opex efficiency assumptions applied in the PR14 process

Opex efficiency factors Oct 14 DD

Response®’

Input price pressure | 3.8% 3.8% 3.8%
(excluding power)

Expected RPI -3.3% -3.3% -3.3%
Frontier -1.0% -1.0% -1.0%
Catch-up -0.5% -0.5% -0.5%
Input cost pressure relative | -1.0% -1.0% -1.0%

to RPI net of efficiency %

31. At the CMA, we will be seeking the total expenditure contained within our June business
plan but with an updated input price forecast for our operating expenditure. Our challenge
to Ofwat’s Final Determination allowances will be on the basis that our PR14 operating
expenditure is based on actual operating cost in 2013/14 (which are in line with the PR0O9
determination) with adjustments for efficiency and forecast increases in opex (see Figure 2).
Full details will be provided in our Statement of Case.

Figure 2 PR14 June business plan wholesale operating costs (after allocation of efficiency, 2012/13 prices)61

PR14 FBP wholesale opex (after allocation of efficiency, 2012/13 prices)

a7 46.8
46.6
46.4 46.4 46.4 M PR14 enhancements
= =
46 mSDB expenditure
455

PRO9 enhancements

45 - ] ——
—_—
—
[e— W Open Water programme
£fm 44 - ——
m Leakstop SP replacement

43 | I Carbon reduction commitment

Energy
47

m Base opex 2013-14

(after principal use recharge)

41 ~ T T T T
Base year 2015-16 2016-17 2017-18 2018-19 2019-20

2013-14

*8 December 2013 Business Plan — Wholesale Plan, Table 12, p76

*% June 2014 Business Plan — Wholesale Plan, Table 107, p160

% Bristol Water, Draft Determination Representation Appendices, sections 3.3.8, October 2014

®1 Bristol Water, Draft Determination Representation Appendices, sections 3.3.6-3.3.8, October 2014

20



32. We have also provided our view on the risk of delivering the Business Plan Outcomes in light
of the totex allowance in Ofwat’s final determination. This is set out in Table 7.

21



Section 4 - Revenue and Bills

Revenue and Bills Response Reference

Summaries of the Company's wholesale and retail | Paragraphs 33-35, Table 12, Table 13,
revenue proposals and their impacts on bills as submitted | Table 14
to Ofwat in December 2013, June 2014 and October 2014.

Ofwat's wholesale and revenue allowances (and their | Table 12, Table 13, Table 14
impacts on bills) in the Draft and Final Determinations.

The basis of any challenges to revenue allowances the | Paragraph 36
Company intends to make at the CMA.

33. Average bills published in our Business Plans, DD Response and the Ofwat Determinations is
shown in Table 12:

Table 12 Household Average Bills (£, 2012/13 prices)

December Plan® 195 193 193 193 193 193
June Plan® 197 193 193 193 193 193
October DD Response'54 197 188 188 188 188 188
ofwat DD® 191 141 141 141 141 141
Ofwat FD* 191 164 152 152 152 152

®2 Bristol Water December 2013 Business Plan, Table A1, Line 13

% Bristol Water June 2014 Business Plan, Table A1, Line 13

®Bristol Water, Draft Determination Response, Financial Model, Table A1, line 71, October 2014

® Ofwat’s draft price control determination notice: company-specific appendix — Bristol Water, table A5.1,
August 2014

% Ofwat’s final price control determination notice: company-specific appendix — Bristol Water, table A5.2,
December 2014



34. Wholesale revenue allowances published in our Business Plans, DD Response and the Ofwat
Determinations is shown in Table 13:

Table 13 Wholesale Revenues (including capital contributions) £m 2012/13 prices

15/16 16/17 17/18 18/19 19/20 Total

December Plan® 115 117 118 119 120 588
June Plan®® 114 115 116 117 118 581
October DD Response® 111 112 113 114 115 565
Ofwat DD"° 82 83 83 84 84 416
Ofwat FD™* 95 89 89 89 89 451

35. Retail revenue allowances published in our Business Plans, DD Response and the Ofwat
Determinations is shown in Table 14. Nb these are combined household and non-household
revenues, and are indicative based on projections of numbers of customers and demand.

Table 14 Retail Revenues £m, nominal prices

15/16 16/17 17/18 18/19 19/20 Total

December Plan’ 14 15 16 17 17 79
June Plan” 13 14 15 15 16 73
October DD Response’ 13 13 14 15 15 70
Ofwat DD” 11 11 12 12 12 58
Ofwat FD"® 12 12 13 13 14 65

36. Revenue allowances and average bills for wholesale will be adjusted in line with the CMA
decision on wholesale costs. Retail revenues will be adjusted to maintain the allowed net
margins above wholesale costs.

®’Bristol Water, December 2013 Business Plan, Table Al, Line 3 & Table A18, Line 5

% Bristol Water, June 2014 Business Plan, Table Al, Line 3 & Table A18, Line 5

% Bristol Water, Draft Determination Representation, Financial Model, Table A1, Line 57 + grants and
contributions

70 Ofwat, Draft Determination: company-specific appendix — Bristol Water, A2.2.5 and Table A2.8, August 2014
"t Ofwat Final Determination: company-specific appendix — Bristol Water, A2.4.5 Table A2.11, December 2014
"2 Bristol Water, December 2013 Business Plan, Financial Model

73 Bristol Water, June 2014 Business Plan, Table A19 sum of Lines 61 & 64

7% Bristol Water Draft Determination Representation, Financial Model Retail Household and Retail non-
household, October 2014

’> Ofwat Draft Determination Financial Model Executive Summary, August 2014

7® Ofwat Final Determination Financial Model Executive Summary, December 2014
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Section 5 - Cost of Capital

COST OF CAPITAL Response Reference

Bristol Water's wholesale cost of | Paragraphs 37 and 38, Table 15
capital assumptions included in its December 2013, June
2014 and October 2014 submissions to Ofwat.

Ofwat's allowances for wholesale cost of capital | Table 15
in the Draft and Final Determinations.
The basis of any challenges to cost of capital allowances | Paragraph 39
the Company intends to make at the CMA.

Cost of Capital Included within Bristol Water’s Plans
37. The cost of capital included within Bristol Water plans is set out in Table 15 below. Also
included is the guidance of Ofwat in January 14 and the Ofwat FD assumption.

Table 15 Cost of Capital Assumptions

D

1§°ember Ofwat RBR | June 14 October 14 S[f)wat soc”
Gearing 60%® 62.5%"° 62.5%" 62.5%"" 62.5%" 62.5%
Debt
Embedded Debt | 3.46%% 2.75% 3.40%"° 3.40%%° 2.75%% 3.15%
New Debt 2.85%%2 2.75%% 2.75%" 2.75%%° 2.00%%! 2.00%
Debt Overall 3.26%* 2.75%% 3.30%"° 3.30%%° 2.59%%! 3.15%
Equity
Asset Beta 0.375% 0.30* 0.3675% 0.3675% 0.30% 0.3675
Market Return 7.0%% 6.75%%° 6.75%% 6.75% 6.75%%" 5.25%
Cost of Equity 6.6%" 5.65%"° 6.64%"’ 6.60%" 5.65%"" 6.4%
WACC Overall 4.6%" 3.85%"°° 4.55%° 4.55%"° 3.74%"" 4.37%
Wholesale WACC | 4.6%% 3.70% 4.40%"° 4.40%"° 3.60%"" 4.37%

’7 Bristol Water Statement of Case, March 2015, Table 117, p438

78 Bristol Water PR14 Business Plan, Wholesale Plan, December 2013, p198

7 Ofwat, Setting Price Controls for 2015-2020 - risk and reward guidance, Jan 2014, A1.2 p8-9

8 Bristol Water PR14 Business Plan, Wholesale Plan June 2014, June 2014, Table 22 p103

8 Bristol Water Representation on the Draft Determination, October 2014, No change from June 2014.
& Ofwat, Final Determination Chapter A7 — Risk and Reward, December 2014, Table A7.10, p41-42

8 Bristol Water PR14 Business Plan, Wholesale Plan, December 2013, Table 128, p198

8 Ofwat, Setting Price Controls for 2015-2020 - risk and reward guidance, Jan 2014, A1.8, p22

8 Ofwat, Final Determination Chapter A7 — Risk and Reward, December 2014, Table 7.10, p41-42 cost of
embedded debt (2.65%) plus allowance for debt fees (0.10%)

% Bristol Water PR14 Business Plan, Wholesale Plan, December 2013, Table 129, p201

87 Ofwat, Setting Price Controls for 2015-2020 - risk and reward guidance, Jan 2014, Table 8, p24

8 Bristol Water PR14 Business Plan, Wholesale Plan June 2014, June 2014, Table 24 p106

8 Bristol Water PR14 Business Plan, Wholesale Plan, December 2013, Table 130, p201

% Bristol Water PR14 Business Plan, Wholesale Plan June 2014, June 2014, Table 28 p110

ot Ofwat, Setting Price Controls for 2015-2020 - risk and reward guidance, Jan 2014, Table 12, p36



38.

39.

40.

41.

Bristol Water’s view has changed slightly over the period. These changes have been:

e Gearing — changed to match Ofwat assumption in June 14
e Embedded debt:
o Changed to match Ofwat assumptions for inflation and LIBOR in June;
o Changed to reflect inclusion of new debt in Nov 14 for statement of case;
o New Debt:
o Changed to reflect lower interest rates in June;
o Reduced further in SOC to reflect further reductions in interest rates (based on
market data in June 15);
e Asset beta has remained equal to the assumption of the CC in 2010 for Bristol Water;
. Market Return:
° Changed to reflect Ofwat guidance in June;
o Changed to reflect CMA 2014 decision for NIE in SOC.

Note that in the FD, Ofwat’s assessment was that the cost of embedded debt for Bristol
Water was 3.0%, and the cost of new debt was 2.25%. However, they only allowed the costs
that were relevant for a WaSC. Our position on Cost of Capital for the CMA referral is set out
in Table 15.

Cost of Debt: It is coincidental that the total cost of debt is now estimated to be the same as
the embedded debt at 3.15%. The downward pressure from substantial amounts of cheaper
new debt is offset by the retirement of existing short term very low cost debt, and addition
of higher cost index-linked debt through indexation. The numbers were not the same in our
previous submissions as both embedded and new debt assumptions were higher, leading to
a different weighted average in the calculation. For the SOC, the estimate has changed due
to the inclusion of new debt drawn in November. Further details of our debt assumptions
can be found in the SOC section 12, in particular see pages 436 and 437 for a summary of
our overall cost of debt.

Overall / Wholesale WACC: The issue here is Ofwat’s assumption that the allowed cost of
capital for the wholesale business should be less than that for the whole business, to take
into account the returns available from the retail business. As a result it reduced the
wholesale WACC by 0.14%. We disagree with this assumption, primarily because the
wholesale WACC will be applied to the wholesale RCV, and we do not consider that the level
of risk in the wholesale business is significantly lower than in retail, or that the level of
profits in retail should impact the wholesale WACC. In our December 13 plan we had the
same figure for overall and wholesale WACCs, but in response to Ofwat’s approach we
stated the overall WACC as being 0.15% higher than the wholesale figure, effectively to
include an additional 0.15% for retail. For the SOC we are disputing Ofwat’s approach to
setting separate WACCs, so have the same figure for overall and wholesale. The overall
wholesale WACC remains the same as in June/Oct. The cost of capital included for wholesale
in June/Oct was based on an overall view, behind which we thought there were elements
that resulted in a higher estimate than using Ofwat’s approach (wholesale-appointee
adjustment) and elements that would give a lower estimate than Ofwat (market return).
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These balanced out. In our June submission we made clear that the wholesale appointee
adjustment was incorrect. Further details on this can be found on pages 438 — 442 of the
SOC.
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Section 6 - Financeability indicators

FINANCEABILITY INDICATORS Response Reference

The Company's proposed Pay As You Go (PAYG) ratios at the | Paragraph 40, Table 16Table 15
various BP submission stages, Ofwat's draft and final
determination assessments on the ratios, and the Company's
position on PAYG going into the CMA process.

Could you also include the corresponding RCV run-off rates? Paragraph 41, Table 16

42. The Pay As You Go (PAYG) rate splits totex into two parts; one which goes into revenue in
the year (totex x PAYG rate) and the remainder of totex is added to the RCV (totex x 1-PAYG
rate). The PAYG rate therefore impacts the speed at which totex is passed onto customers.

43. The RCV run-off rate is the rate at which customer bills recognize unrecovered expenditure
that companies incurred in previous periods and is effectively the depreciation of RCV.

44. The PAYG and run-off rates in the business plan and the SOC are set out in Table 16.

Table 16 PAYG and RCV run-off rates

93
L T Ofwat pp®? | Ofwat soc*
13 FD
PAYG rate 52.1%> 53.7%° 53.7% 55.3% 55.70%
RCV run-off 6.0%’ 6.0%® 6.0% 6.0% 6.0%

45. PAYG rate: Our PAYG rate is low compared to the rest of the industry (the 2™ lowest), this is
a function of the proportion of IRE which we expense, and the level of enhancement
expenditure proposed. We also took into account the impact on customer bills of the PAYG
rate, and customers’ preference for flat bills. The increase in the rate over the submissions
and determinations reflects the reduction in the proposed enhancement expenditure, and
the need to maintain financeability. Our 15/16 rate is higher than for the other years due to
the “glide path” that Ofwat allowed towards its expenditure allowance. Overall the result of
the PAYG mix is lower bills for customers. Further details of our approach to PAYG can be
found on pages 559 - 564 of the SOC.

2 Ofwat’s draft price control determination notice: company-specific appendix — Bristol Water, table A5.5,
August 2014

% Ofwat’s final price control determination notice: company-specific appendix — Bristol Water, table A5.8,
December 2014

** Bristol Water Statement of Case, March 2015, table 48 and paragraph 839, p260-1

% Bristol Water PR14 Business Plan, Company Wide Plan, December 2013, p116

% Bristol Water PR14 Business Plan, Company Wide Plan, June 2014, p172

% Bristol Water PR14 Business Plan, Company Wide Plan, December 2013, p115

% Bristol Water PR14 Business Plan, Company Wide Plan, June 2014, p170
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Section 7 - CMA process

46.

47.

48.

49.

50.

51.

52.

53.

The Competition and Markets Authority (CMA) process will take six months from when
Ofwat referred its final determination. This was made on 4™ March 20415, with Ofwat’s
initial submission

We submitted our Statement of Case on the 11" March 2015.

BW and Ofwat made initial presentations to the CMA on 19th March 2015.
Ofwat’s response to our Statement of Case is due on 25" March 2015

We then provide a reply to Ofwat’s response by 13" April 2015.

The CMA expects to publish provisional findings in June and the full redetermination by the
end of the six months (Deadline 4™ September 2015).

Third parties can provide responses throughout the process, for example on the initial
submissions or following provisional findings.

We will provide the LEF with more details of the process once the CMA publishes its
timetable for the appeal.
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https://assets.digital.cabinet-office.gov.uk/media/54f86c11e5274a1417000003/Ofwat_opening_statement_v2.pdf
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