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Executive Summary

Executive Summary
NERA and CH2M were commissioned by the Commission for Energy Regulation (CER) to
assist CER in a review of Irish Water’s (IW) cost and output performance over the first
interim review of charges (IRC1) to inform the CER’s decision on any variation to the
revenue allowance set at IRC1 (referred to as a k-factor adjustment).
In undertaking our ex post review of IW’s performance, we have been guided by a set of
principles agreed with CER.1 As set out by CER, we consider whether IW’s proposals for
variations to its allowed revenues qualify under one of the following: items identified as cost
pass-through; costs specifically not funded at IRC1 (such as bad debt); material changes in
costs that have arisen through changes in government policy and/or legislative costs; the
avoided costs associated with the failure to deliver customer service levels or outputs funded
at review; and, any additional costs associated with outputs not funded at review, where such
outputs are in the consumer interest. In addition, IW should also be compensated for any
under or over-recovery of allowed revenues under the revenue cap regime.
As per the CER document, we do not consider recognition of variations in expenditure
related to normal business activities and risks. Such an approach would dampen incentives
for IW to control such costs. In general, the overall approach to the ex post review
recognises that IRC1 is an incentive based regime where IW bears risk on cost performance
other than for those principles set out above.

OPEX EXPENDITURE REVIEW
IW has delivered its operating model while realising substantive efficiency
improvements
IW has implemented the operational model it was funded to deliver at IRC1 while continuing
to deliver water and wastewater services largely within the challenging opex expenditure
limits set by the CER at IRC1 (before taking into account variations in k). Once we take into
the required variation in allowed revenues for uncontrollable costs and R&D allowance, IW
expects to marginally exceed the expenditure limit (by around 1%).
Overall, IW has realised a rate of opex efficiency improvement that is equal to the highest
rates achieved elsewhere (in UK, Scottish Water and Northern Ireland Water have achieved a
comparable rate of improvement), and as we describe in this report, has set itself on a path to
realising an efficient level of costs associated with established UK water companies over a
reasonable time-frame, e.g. over the course of a 5-10 year period.

1

CER (2016) CER proposed decision on Irish Water’s lookback submission for Interim Revenue Control 2 (IRC2) 20172018
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We recommend a reduction in opex allowance relative to IRC1 of €13million
Based on CER’s principles for recognising variations in allowances, we recommend CER
varies the allowed expenditure set at IRC1 for uncontrollable costs (levies/licence fees and
commercial rates).
IW’s costs for line items deemed uncontrollable by the CER in its IRC1 decision were
€12.7m less than anticipated. These items have clearly been identified by the CER as passthrough items, and this reduction in expenditure should be passed on to customers.
Relative to IW’s expenditure, the proposed variation corresponds to opex cost
underperformance of around €15 million or around 1% of total opex over IRC1.
In relation to changes in to costs arising from changes to government policy or legislation, we
recognise that IW has faced increases in costs – in customer services – following changes to
the Water Act. However, it also benefitted from a reduction in costs from the delay in
domestic billing. In addition, many of the reasons for the cost variations relate to different
levels of activity than envisaged at IRC1, which we consider constitute risks that should be
borne by IW. Overall, it is not clear to us that there was a net increase in costs to IW
following changes to legislation, and therefore we have not proposed a variation on the
expenditure allowance set by the CER in its decision for IRC1.
In terms of delivery of customer service levels and outputs, we note that IW has stated it has
deferred some activities that it would have liked to have undertaken over IRC1, but has also
provided evidence that these business decisions have not affected customer service levels.
IW has stated that it will request dedicated funding for such activities for IRC2 (akin to
“spend to save”), and we expect that the question as to whether these activities should receive
dedicated funding will form part of CER’s review of IW’s IRC2 business plan submission.
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Table 1
Ex-post review of IRC opex allowance – summary
(€m, nominal prices)
IRC1 allowed

IRC1 outturn

IRC1
allowance
ex post

Variation in
allowance

Over/
underspend
compared to
final allowance

[1]

[2]

[3]

[4] = [1] – [3]

[5] = [2] – [3]

SLA

1254

1255

1254

0

1

TOM

289

294

289

0

5

Shared service
centre

39

43

39

0

4

Group
allocation

28

30

28

0

2

Irrecoverable
VAT &
Insurance

29

36

29

0

7

R&D
2
innovation

4

0

4

0

-4

1643

1658

1643

0

15

36

23

23

-12.7

0

1681

1666

-12.7

15

Total
controllable
opex
Uncontrollable
opex

Total opex
1679
Source: NERA analysis

OPERATING COST – BAD DEBT
We recommend CER recognises IW’s domestic bad debt claim of 8%
At IRC1, the CER did not provide an ex ante domestic bad debt allowance, and instead stated
that it would consider its treatment at the end of the review period. As part of its k-factor
submission, IW has claimed an adjustment for an 8% domestic bad debt allowance.
We have considered whether the claim for an 8% domestic bad debt is efficient by comparing
with E&W company bad debt levels. We conclude that 8% is higher than the expected longrun efficient level, which we consider is around 3% based on E&W companies’ data in 2015,
although as high as 5% for the poorest performers. However, IW’s proposed 8% domestic
bad debt level has to be considered in the light of the transitional arrangements: it may be
more difficult to collect revenues in the early years of charging.
IW also considers that the domestic bad debt claim reflects CER’s assumptions on vacant
properties. At IRC1, CER assumed that IW would be able to recover charges from around

2

Irish Water’s outturn TOM costs include €4m related to R&D.
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50% of total vacant properties in Ireland, or around 90,000 properties included in the
charging base (and an identical number excluded). The assumption implies a rate for void
properties – i.e. vacant properties excluded from the charging base – of around 6% of total
properties consistent with the highest rate of void properties observed for UK water
companies.
We accept that the rate of void properties may be higher in Ireland than (the highest level) in
E&W, as IW contests. However, IW has not as yet provided evidence on the proportion of
the 90,000 vacant properties included in the charging base for which it consider it will not be
able to recover revenues.
Overall, we recommend that the k-factor is based on IW’s proposed domestic bad debt
assumption of 8%. We consider that IW’s claim of 8% is not materially higher than the
poorest UK water company performers, and we may reasonably expect IW to be higher than
UK comparators given the difficulty of ensuring payment in the early years of charging. We
also accept that the void property rate is uncertain. The 8 % domestic bad debt will need to
be reconsidered at subsequent reviews, given the uncertainty over domestic billing
arrangements and bad debt levels.

CAPEX EXPENDITURE REVIEW
IW has marginally underspent its capex allowance at IRC1
Table 2 sets out the IW actual and forecast capital expenditure against the CER allowance for
IRC1. This shows that IW has underspent against its allowance by around €100 million (or
around 5% of the total allowance). It also shows some variation by expenditure category,
notably with less spend than allowed for capital maintenance and metering programmes, and
with higher expenditure for the capital investment programme (CIP).

NERA Economic Consulting
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Table 2
IW’s Actual and Forecast Expenditure (2014-2016),
and CER Allowances (€m, Outturn Prices)
IW
Actuals/Forecast

CER
Allowance

Difference
(Actual –
allowance)

CIP – Water

272

192

80

CIP – Wastewater

498

394

104

Capital maintenance

380

436

-56

Metering capex

459

577

-118

Other capex

154

262

-108

Establishment capex

83

85

-2

Total
Source: Analysis of IW submission, 23/12/2015

1847

1946

-100

IW has delivered substantive improvements in drinking water and
environmental improvements
The CER provided funding to IW to allow it to continue to address acute investments needs
in the water sector around improving customer service and drinking water standards,
wastewater compliance, and, security of supply.
IW is on course to deliver a substantive programme (one of the largest as measured on a per
capita basis, relative to UK water companies) in the context of consolidating investment
planning and expenditure within Irish Water from the 34 separate systems run by the LAs.
Tangible benefits realised by IW to date include: on drinking water, a substantive reduction
in boil water notices by around 23,000 customers to 6,000; for the environment, addressing
the EPA remedial action list, with 28 (of 140) wastewater treatment plants compliant by the
end of Q3 2015; and, on security of supply, improving networks to better monitor and
effectively reduce leakage, with an improvement in water efficiency of 27 Ml/d, and with
500km of mains rehabilitated.
We recommend IW’s capital expenditure is recognised in full
As with opex, CER set a challenging cost efficiency target at IRC1 requiring IW to improve
cost efficiency by 7% p.a. or around 13.5% by the end of 2016 in relation to non-committed
expenditure, i.e. excluding those committed projects that were already “in-flight”. The
efficiency target also excluded capital maintenance, where CER set an expenditure limit
below the long run enduring level, and metering costs, where the efficient costs were
determined prior to the price control by DECLG. The CER efficiency target corresponded to
reductions for cost efficiency of around €43 million over the full period (2013 prices).
In terms of realised efficiencies, IW considers that it has met CER’s efficiency challenge of
7% per annum (applied to “non-committed” expenditure), although it considered that
committed levels of expenditure (for which it was difficult to implement any scope or cost
efficiencies) was higher than assumed at IRC1. The processes that IW has put in place to
realise the cost efficiencies include a better governance process to provide capital investment

NERA Economic Consulting
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oversight, centralised procurement, standardisation of plant and processes, improvements in
understanding of asset base, optimising solutions across LA borders to achieve economies of
scale etc. .
We have also considered IW’s approach to prioritising outputs within its overall funding
constraint. In general, whilst IW has generally spent almost in line with the agreed funding
envelope3, there has been some rebalancing of expenditure between categories. We consider
that IW has appropriately reallocated investment where it has realised an underspend (e.g. in
relation to metering, capital maintenance) into delivering further drinking water and
environmental improvements than envisaged at IRC1 (i.e. greater investment in the CIP
projects) and that the rebalancing between expenditure categories is in the customer’s interest.
For example, we note that IW has accelerated the CIP ahead of some other programme area
(e.g. capital maintenance) which we consider is justified given the acute investment needs to
meet water and wastewater compliance, and the requirement to develop knowledge of its
asset base ahead of forming a substantive capital maintenance programme. For these reasons,
on the whole, we recommend that IW’s capex is recognised in full.
We expect IW to articulate a set of outputs for its capital plan for IRC2
The capex allowances over IRC1 allowed for IW to invest to better understand its asset base.
As a consequence, we expect, starting with its IRC2 business plan and over the IRC2 period,
for IW to define more comprehensively current levels of service, and justify its IRC2
investment programme in terms of the expected improvement in service quality, e.g. in terms
of improved drinking water; improving environmental standards relative to the current levels
of service. The expected improvements in service levels should provide the basis for IW’s
IRC2 plan, its periodic (e.g. quarterly) reporting of progress on its capital investment
programme during IRC2 review period, and the assessment of IW’s performance at the end
of IRC2.

3

In terms of level of expenditure over IRC1, IW has provided actual expenditure until September 2016, and forecast
expenditure from October 2016 onwards. The capital expenditure profiles generally indicate that IW is progressing well
with its capital investment programmes, with approximately stable levels of expenditure over the IRC1 period.
Therefore, we expect that IW will realise the forecast levels of expenditure over the remainder of the IRC1

NERA Economic Consulting
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1.

Introduction

The NERA consortium was engaged by the CER to assist the CER in its review of IW’s cost
and output performance over the course of the first interim revenue control (IRC1). The CER
set the allowance for IRC1 for the newly established Irish Water (IW) in its decision paper in
October 2014.
This report provides a detailed assessment of IW’s IRC1 opex performance, a summary of its
capex performance, and its k-factor submission. The overarching objective of this report is to
assess IW’s IRC1 operating and capital expenditure and output delivery in order to evaluate
IW’s performance against CER’s IRC1 determination. It concludes with a recommended Kfactor adjustment to the IRC1 expenditure allowance.
The remainder of this report is structured as follows:
Section 2 sets out our assessment of IW’s IRC1 operating expenditure;
Section 3 presents evidence on bad debt levels, including charging vacant properties,
from England and Wales and makes recommendations on IW’s domestic bad debt claim
for IRC1.
Section 4 summarises our assessment of IW’s IRC1 capital expenditure; and,
Section 5 discusses IW’s submission on the opening RAB for IRC1; and,
Section 6 reviews IW’s proposed approach to applying the k-factor adjustments,
including variations in revenues collected.

NERA Economic Consulting
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2.

Review of Operating Expenditure Allowance

This chapter provides an assessment of IW’s outturn operating expenditure and service
performance against the expenditure and outputs agreed with the CER at IRC1. It is
structured as follows:
Section 2.1 provides an overview of CER’s IRC1 decision;
Section 2.2 reconciles CER’s IRC1 decision with IW’s look-back submission;
Section 2.3 provides an overview of IW’s opex performance over the IRC1 period and
summarises the progress IW has made towards the cost performance levels of a mature
utility;
Section 2.4 provides detailed review of each of the main IRC1 expenditure headings;
Section 2.5 draws conclusions on the proposed variation in opex allowances.

2.1.

Overview of IRC1 Decision

Figure 2.1 sets out IW’s opex business plan submission for IRC1. As shown, the largest
proportion of opex is for payments under the service level agreements (SLAs) with the local
authorities, comprising 66 per cent of total opex.
Figure 2.1
IW Proposed Opex €2,510m
(2014 - 2016)4

Source: NERA analysis of Irish Water response to business plan questionnaire

In terms of setting the overall allowance, the evidence from comparator companies supported
a reduction in unit costs of between 4 and 11 per cent per annum, and the CER determined an
average annual opex efficiency challenge of 7 per cent per annum for 2015 and 2016, i.e.

4

The reference to 2014-2016 refers the full calendar year. CER set allowed opex for the period Q4 2014, 2015 and 2016.
IW agreed the level of pre-Q4 opex with DECLG (i.e. expenditure that fell prior to the regulatory period), and DECLG
required CER to capitalise expenditure in the opening RAB.

NERA Economic Consulting
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equal to the approximate mid-point of the range.5 In addition, the CER determined a 10%
reduction to 2014 Q4 labour costs, consistent with its approach to its assessment of the IWP.6
The CER set an operating cost allowance around €144m lower than IW’s business plan
submission.7
Figure 2.2
IRC1 opex efficiency challenge (2015 and 2016), €m, 2103 prices

Source: NERA (July 2014) “IW Interim Review Assessment”, p.71

The final determination on IW’s efficient level of operating expenditure for the IRC1 period,
covering Q4 2014 to the end of 2016, was an allowance of €1,782m.8 The CER did not
determine spending allowances for specific operating cost line items per se, leaving it to IW
to optimise its expenditure efficiently within the overall spending limit. In order to translate
the overall expenditure allowance into expected expenditure by major category, the CER
assumed that IW would realise the same efficiency improvements for each category of
expenditure.

2.2.

Reconciliation of IW Look-back and IRC1 Decision

We have reconciled IW’s IRC1 cost submission to the original CER determination, noting a
few minor discrepancies as set out below. The differences in sub-categories are not material,
and importantly the total opex allowance set out by IW in its look-back submission equals the
5

NERA (2015) IW Interim Review, p. 69

6

NERA (2015) IW Interim Review, p. 61, Table 5.5.

7

NERA (July 2014) “IW Interim Review Assessment – Prepared for the Commission for Energy Regulation (CER)”,
p.70

8

CER (08 October 2014) “Water Charges Plan Irish Water’s Interim Revenue Review Response to Comments and
Decision Paper”. ,Section 3.7.

NERA Economic Consulting
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total opex allowance determined by the CER. We note the following main changes to the
IRC1 decision:
IW’s approach to allocating the opex allowance to individual cost items is marginally
different from CER IRC1 assumptions. In deriving pre-efficiency opex, IW has allocated
net efficiencies (€77m) already included in its original business plan submission to SLA
costs only, as it considers all efficiencies proposed were associated with SLA. This leads
to a slightly higher post-efficiency SLA allowance in IW’s model compared to the CER
and lower post-efficiency allowances for other items. There is no change to the total
allowance.
IW has re-allocated VAT proportionally to individual cost items, leading to an increase in
allowances for all other items and a lower allowance for “Irrecoverable VAT” relative to
the CER’s determination.
IW has inflated its allowances to nominal terms using HICP forecast rates for 2014, 2015
and 2016 respectively (final column in Table 2.1).9
Table 2.1 sets out CER IRC1 decision and IW look-back financial model submission. We
show that these reconcile at the “total controllable opex” level, i.e. both the “CER Final
Model” IRC1 allowance and IW submission equate to €1,663 million. There are some
differences at the sub-category expenditure levels because of cost re-allocation (such as
VAT) as well as rounding.
Table 2.1
IW Operating Expenditure Allowance at IRC1 (Q4 2014-2016)
CER Stated Allowance
(at IRC1)

IW Stated Allowances
(as per Look-Back
Financial Model)

(€m 2013)

(€m 2013)

(€ nominal)

SLA

1155

1242

1254

TOM

263

287

289

Shared service centre

38

39

39

Group allocation

28

28

28

Irrecoverable VAT & Insurance

142

29

29

4

3

4

1630

1628

1643

(1,2)

(2)

R&D innovation
Total controllable opex

(2)

Uncontrollable opex

33

35

36

Total opex

1663

1663

1679

-

1575

1575

Total PV (€m 2013)

Source: Irish Water financial model; CER Final Model, March 2015
Note: (1) From 1st January 2015 IW was no longer liable to pay commercial rates, resulting in a reduction in
the uncontrollable opex allowance of €59m (2013 prices) in each of 2015 and 2016 relative to the CER 1 2013
decision. (2)CER and IW numbers do not equate because of IW’s has reallocated VAT by category, and has

9

IW used outturn HICP for 2014 and forecast HICP for 2015 and 2016
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reallocated a greater share to uncontrollable opex relative to CER decision. Om the subsequent tables, we
adopt IW stated values at the individual category level.

2.3.

Overview of Operating Cost Performance

Table 2.2. sets out IW’s opex submission compared to the CER allowance. IW’s submission
on outturn expenditure for the IRC1 period is partly based on forecast values. IW has
provided actual expenditure figures for the period to October 2015, and forecasts for the
remaining period to the end of 2016.
Table 2.2
Irish Water's IRC1 Operating Expenditure Spend to Date (€m nominal)
CER allowance

2015 opex
(actual or
budget)

2016 opex
(forecast)

Total
expenditure

1679

949

732

1681

SLA

1254

710

544

1255

TOM

289

161

133

294

Shared service
centre

39

23

20

43

Group allocation

28

16

14

30

Irrecoverable
VAT &
Insurance

29

21

14

36

R&D innovation

4

0

0

0

Uncontrollable
opex

36

17

7

23

Total opex

Source: IW submission on outturn expenditure

At an aggregate level (and before taking into account any k-factor adjustments), IW has
implemented the operational model it was funded to deliver at IRC1 whilst broadly meeting
the opex efficiency targets set by the CER. IW’s opex is €1.8m in excess of the CER’s
allowance of €1678.7m – an overall variation of 0.1%.
Figure 2.3 identifies the percentage variation in expenditure for each of the main expenditure
categories. In relation to SLA costs, by far the largest expenditure category, IW expenditure
is almost identical to the allowance. However, there are some variations in expected relative
to allowed costs, notably an apparent underspend for uncontrollable costs with offsetting
increases in group, shared service and TOM costs.
In addition, for R&D innovation, the CER made a specific (additional) allowance at IRC1 for
R&D innovation of €2m per year for which IW has not reported any expenditure.10

10

We understand that there has been no material reclassification of expenditure items relative to IW’s business plan (e.g.
reclassification of opex as capex), and therefore we have not made any adjustments to the assumed allowance for such
reclassification. IW has (re)classified some opex costs as capex for the purposes of the IRC1 submission. However, it
has confirmed that such amounts are small (€203k in 2015) and justified under accounting rules. The reclassified

NERA Economic Consulting
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Figure 2.3
Allowed vs actual: Operating Expenditure (%) and (€m)
Non-controllable Costs
Group Allocation
Shared Services Centre Allocation
Target Operating Model Costs
Service Level Agreement Costs
-10%

Non-controllable Costs
Group Allocation
Shared Services Centre Allocation
Target Operating Model Costs
Service Level Agreement Costs
-5%
0%
5%
10%
Variation of allowed to actual expenditure (%)

15%

-8

-6

-4
-2
0
2
4
Variation of allowed to actual expenditure (€m)

Source: NERA analysis of IW look-back submission

In section 2.4, we consider the grounds for recognition of any variations in IW’s costs
relative to the CER allowance through a K-Factor adjustment.
2.3.1.

Irish Water progress to date

In this section we briefly review Irish Water’s progress to date in reducing its operating costs
compared to its business plan submission at an aggregate and functional area expenditure
level. We also consider Irish Water’s progress towards achieving an efficient level of opex
costs over the long-term, comparing its cost levels to UK comparators.
Figure 2.4 shows the evolution of IW’s total and controllable opex against UK comparators
on a per population served basis.11 In analysing IW’s cost performance, we compare Irish
Water’s costs to Scottish Water and Northern Ireland Water in their initial years of
development (comparing costs based on an equivalent number of years since the introduction
of incentive based regulation). For the English and Welsh water and sewerage companies
(WaSCs), we present the average cost per population served for 2010, as a potential long-run
efficient benchmark.
As shown, IW has made substantive progress in reducing costs relative to its business plan
submission, and has broadly achieved the efficiency improvement expected by the CER.
However, Irish Water’s costs (on the basis of the simple unit cost metric) remain higher than
Scottish Water and Northern Irish Water at a comparable stage, and are more than twice as
high as the average opex per population of the mature water and sewerage companies in
England and Wales.12

expenditure relates to the national data capture project, and relates to expenditure incurred on understanding the current
condition of IW’s assets.
11

12

We recognise that unit cost measures can provide only a crude measure of operating cost performance, and a more
thorough assessment of IW’s comparative performance will be required in determining expenditure allowances for
IRC2.
As set out in the IRC1 Decision and supporting annexes, IW’s operating expenditure is substantially higher than that of
Scottish Water (more than double) and Northern Ireland Water (around 25% higher) in the years immediately following
establishment as a national utility under incentive based regulation. NERA (July 2014) “IW Interim Review Assessment
– Prepared for the Commission for Energy Regulation (CER)”, p.57

NERA Economic Consulting

12

6

Review of IW’s IRC1 Cost and Output Performance

Figure 2.4
Irish Water Has Made Substantive Progress Relative to Business Plan Submission
(Opex per population served, € 2013)
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Sources: NERA analysis of Ofwat June returns, IW financial model
Notes:
1) For Scottish Water, we show costs since 2002; for Northern Ireland Water we show costs from 2007.
2) For England & Wales water companies, we show industry average as of 2010, the latest data available from
Ofwat published June returns.

Figure 2.5 provides a similar comparison for functional expenditure categories.13,14 As above,
the analysis shows that IW has made substantive progress relative to the business plan
submission. The Figure shows that Irish Water performs well on certain cost categories such
as energy but less well on employment and hired and contracted service costs. For
employment costs, Irish Water’s IRC1 costs are around two times the level in Northern
Ireland at a comparable stage, and far higher than expenditure levels for Scottish Water and
for E&W comparators.

13

For some individual cost categories, for example Hired & contracted services and Power, outturn expenditure is higher
than the submitted amount, but in line with cost allowance. This is because, as explained in Section 2, before deriving
the allowance, IW has added back €77m proposed efficiency to SLA, which leads to a higher allowance than
submission for certain cost items.

14

To aggregate expenditure into these functional expenditure areas, we have followed the approach taken at IRC1.
NERA (July 2014) “IW Interim Review Assessment – Prepared for the Commission for Energy Regulation (CER)”,
p.118
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Figure 2.5
Irish Water’s Employment Costs Are High Compared to Comparators
(Functional expenditure per population served, € 2013)
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2.4.

Detailed Review

In this section, we consider the grounds for recognising any variation in expected expenditure
relative to CER’s IRC1 allowance by expenditure category.

NERA Economic Consulting
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2.4.1.

Uncontrollable opex (allowed €65.1m, outturn €58.8m)
Figure 2.6
Allowed vs Actual: Uncontrollable Opex
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Source: NERA analysis of IW look-back submission

IW has included “irrecoverable VAT” and “insurance” under the heading uncontrollable opex,
although in its submission IW recognises that these items were deemed controllable by the
CER.15 Across all of items which IW classifies as uncontrollable, it reports an underspend of
€6.3m (9.7%):
Licences and levies. This comprises the CER levy and EPA licence fees for which IW
has limited control (and defined as “uncontrollable” at IRC1). Outturn expenditure over
IRC1 was €10.3m lower than allowed for at the CER’s decision.
Commercial rates. This reflects the fees that IW must pay to the local authorities.
Outturn expenditure over IRC1 was €2.4m lower than allowed for at the CER’s decision.
Irrecoverable VAT. IW has spent €5.5m less than allowed for at the IRC1 decision on
irrecoverable VAT. The CER deemed this expenditure to be within IW’s control in its
IRC1 decision. We understand from IW’s look-back submission that some of this
underspend may result from a reallocation of VAT costs to the specific service lines.
Insurance. IW’s insurance costs are almost twice the IRC1 allowance resulting in an
overspend of €11.8m. IW has explained that the apparent increase reflects a reallocation
of insurance costs that had previously been managed by the LAs and which is now
managed centrally by IW.16

15

IW has also included an additional line for pensions, although no expenditure has been recorded under this heading for
IRC1.

16

In 2015, Irish Water's placed a joint Employers/Public Liability for both Irish Water and the Local Authorities,
replacing the previous arrangement where both parties would arrange their own EL/PL insurance by combining the
entire risk for Water/Waste Water Services under one joint EL/PL policy. While the placement of the joint EL/PL
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IW’s classification of uncontrollable expenditure items is not consistent with the IRC1
decision, which classified “licences and levies” and “commercial rates” only as
uncontrollable expenditure items.17
We consider the IRC1 decision to define only levies and rates as cost pass-through items was
reasonable. The IRC1 decision was also consistent with the CER’s approach to defining
uncontrollable costs in its regulation of the energy sector and with definitions of
uncontrollable costs in England and Wales water sector.
Therefore, we do not propose to recognise the additional items as cost pass-through items. In
addition, we do not consider that the variation in expenditure can be justified under CER’s
principles set out in its report (e.g. the increase in expenditure has not apparently resulted
from a change in government policy). We propose that this expenditure should be treated
consistently with the CER’s overall approach of setting a total revenue allowance for opex,
within which IW bears the risk of overspend, but also has the potential to retain any
underspend, so long as it can demonstrate that it has delivered the outputs for which it was
funded at IRC1.
Therefore, we recommend that cost variations relating to the two uncontrollable expenditure
lines (licences and levies and commercial rates) should be recognised in full but no variation
for the other items.18 Over the course of the IRC1 period this amounts to a total cost
variation of -€12.7m.
Overall, the proposed variation implies an aggregate cost allowance of around €52 million
(=€65.1 IRC1 initial allowance minus €12.7 variation) compared to outturn expenditure of
€58.8 million, i.e. or cost overspend of around €6 million.
We summarise our recommendations for the recognition of cost variations in in Table 2.3.
Table 2.3
IRC1 Allowed, Outturn and Adjustment for Uncontrollable Opex (€m, Outturn prices)
Allowed

Outturn

Difference
(Outturn –
Allowed)

Recommended
cost variation

Uncontrollable opex

65.1

58.8

-6.3

-12.7

Licences and levies

22.8

12.5

-10.3

-10.3

Commercial rates

13.1

10.8

-2.4

-2.4

Insurance

13.8

25.7

+11.8

-

15.3

9.9

-5.5

-

Irrecoverable VAT
Source: NERA analysis

policy has increased Irish Water's direct insurance costs by circa €5m in both 2015 and 2016, respectively, it has
delivered a saving to the organisation through a significant reduction in the payment of indirect insurance related costs
to LAs under the SLA Agreement.
17

CER/14/454 (08 October 2014) “Water Charges Plan Irish Water’s Interim Revenue Review”, p.30

18

CER/14/454 (08 October 2014) “Water Charges Plan Irish Water’s Interim Revenue Review”, p.30
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2.4.2.

Group centre and shared service centre (allowed €66.9m, outturn
€72.9m)

Figure 2.7 compares allowed and actual costs for group and shared service cost areas.
Figure 2.7
Allowed vs Actual: Group and Shared Service Allocations (Outturn prices)
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Irish Water reports an overspend on the group centre of €2.1m (7.4%) and on the shared
service centre of €3.9m (10.0%). The cost of these centres is shared with Gas Networks
Ireland (GNI), on the basis of a 65:35 split between IW and GNI. IW determined this
allocation drawing on assumed cost drivers (e.g. customer numbers) for shared service centre
costs at IRC1.19 We summarise Irish Water’s submission as follows:
Group Centre. IW explains that this overspend has resulted from the delivery of
additional services, including the introduction of new roles at the Group Centre. IW has
deemed these roles necessary following a greater than expected involvement in the day to
day delivery of IW’s priorities, such as the rollout of domestic metering and the
introduction of a national billing capability.
Shared Service Centre. With respect to the shared service centre, IW states the
overspend is explained by delivery of services which IW considers to be “over and above
those identified for IRC1”. These additional services include:
− Facilities: for provision of security services.
− HR: technical training, CV screening, medicals online learning and pensions
administration.

19

IW (2014) “Shared Services Centre Interim Price Control Submission 2014–2016 Document No: IW- IPC- 008”
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− IT: rollout of systems such as Primavera, establishment of a network operations
centre, implementation of service request systems for LAs etc.
− Procurement: Oracle support for LA users, establishment of a company-wide
procurement activity etc.
− Transaction Services: Customer care and billing refund payment activity, project
accounting training for staff etc.
IW has highlighted the role that the Group Centre and the Shared Service Centre have in
driving efficiencies in other areas of the business. IW has provided evidence on its estimate
of activity levels going into IRC1, and shows that the outturn activity levels have been higher
than expected (e.g. number of payslips processed, square metres managed, no of support calls
etc.) as a reason for the increase in costs relative to the allowance.
IW has also provided a report as evidence that its pay structures and headcount are efficient.
The report broadly concludes that the Ervia pay model is appropriate for a “start-up” utility
(although it also suggested that having a different pay model for IW within Ervia would be
counterproductive). It notes that IW employees’ salaries are more likely to fall within the
defined pay-bands than other parts of the business, because IW’s employees have largely
been recently recruited onto “2012 Ervia pay ranges, rather than having been transitioned
from more generous legacy pay arrangements”. The report concludes that Ervia’s pay
structures are broadly reflective of best industry practice in Ireland, and the report states that
the pay ranges have been externally benchmarked.
We do not necessarily agree with IW that the report provides evidence of “efficient” pay
structures and headcount; the report appears to be primarily concerned with the pay structure
at different grades, and does not appear to comment directly on headcount, nor on the
appropriate staffing complement under different bands. We have reviewed the report (and
other such evidence) in the look forward submission for IRC2.
We have not identified any grounds to allow for variations in expenditure under the principles
set out by CER. We therefore do not see a basis for an adjustment to the original
expenditure allowance set by the CER, as summarised in Table 2.4.
Table 2.4
IRC1 Allowed, Outturn and Adjustment for GC and SSC (€m, Outturn prices)
Allowed

Outturn

Difference
(Outturn –
Allowed)

Recommended
cost variation

66.9

72.9

+5.9

0

Shared service centre

38.8

42.7

+3.9

-

Group centre

28.1

30.2

+2.1

-

SSC and GC

Source: NERA analysis

2.4.3.

Target operating model (allowed €288.9m, outturn €294.2m)

Figure 2.8 and Figure 2.9 summarise the IRC1 allowance and expected expenditure for the
TOM expenditure area.
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Figure 2.8
Allowed vs Actual: Target Operating Model (Outturn prices)
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Figure 2.9
Allowed vs actual: TOM by activity (%) and (€m)
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2.4.3.1.

Summary of IW TOM expenditure submission

IW reports an overspend of €5.3m (1.8%) on the implementation of its Target Operating
Model (TOM), of which €1.9m relates to labour and Є3.4m to non-labour (a 1.6% and 2.1%
overspend respectively).20

20

Irish Water has allocated the €4m associated with the Innovation Fund to this line item, resulting in increased costs in
this line item and an offsetting reduction in another.
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IW has delayed full implementation of the TOM staffing model, from a target full
complement of 747 at IRC1,21 to below 700. In its submission IW has explained that it has
had to fill some roles with fixed term contracts due to shortages from the reduced TOM
headcount, and additional capability requirements not identified in the original TOM. IW has
also stated the cost of labour as presenting a challenge to meeting IRC1 cost allowances.
The increase in labour costs is driven almost entirely by support operations, which IW
explains as resulting from:
An increase in fixed term procurement roles to handle the increased volume of tenders
required for the investment plan;
Additional HR personnel to cater for technical training requirements.
In delaying its implementation of the full TOM model, IW states that it has not been able to
undertake all the activities it had intended to undertake during IRC1. IW has provided a
description of activities that it has deferred, although has not been able to provide an estimate
of the cost of these deferred activities:
Planned maintenance. IW notes that most of its maintenance activity is reactive and
that planned maintenance is currently limited due to lack of available data.
Standard operating procedures. IW states that further investment is required in
standardising operating procedures to improve asset management and cost performance.
Sampling and testing. Water sampling and testing is required to meet regulatory
requirements and to develop a database of drinking water and wastewater quality.
Up-skilling LA staff. IW states that further training of LA staff is required to drive
further efficiencies.
Energy Management. IW identifies the need to invest in energy management in order to
increase energy efficiency and to reduce energy usage.
IW has also seen a marginal variation in outturn of non-labour costs compared to its business
plan submission. IW has managed its non-labour costs broadly in line with the allowance,
despite noting some substantial areas of variation in cost drivers. For example, it saw an
increase in expenditure on customer services of €26m. However, this was (partly) offset by a
reduction in costs incurred in relation to billing, of €13m.
IW has provided supporting information on the cost drivers that have driven up costs in some
areas. These include legislative changes, including changes to the way in which the level of
domestic charges were capped, and moving the date for the introduction of domestic billing.
IW also points to unexpected volumes of certain types of activities that have driven up costs,
such as high contact volumes, customer registration taking place largely by post rather than
e.g. online.

21

NERA (July 2014) “IW Interim Review Assessment – Prepared for the Commission for Energy Regulation (CER)”,
p.50
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2.4.3.2.

NERA review of IW TOM expenditure

With respect to the increase in labour costs for support services, we note that this is largely
offset by reduced expenditure on labour in other areas, for example from phased introduction
of the TOM model to meet business needs. This delivery phasing has been aligned to
organisational milestones in order to deliver the services funded at IRC1 (and IW confirms
has not impacted on service delivery).
We summarise the pay bands implemented for Irish Water, and the original headcount
projections for the full TOM model in Figure 2.10.
Figure 2.10
IW Pay Grades and IRC1 Projected Full Headcount
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In relation to the activities that IW has stated it has deferred due to lack of funding, we do not
consider that these have led to any material variation in customer service levels or outputs
relative to the assumptions underpinning the IRC1 allowance. We note that many of the
deferred activities relate to requirements to improve asset management (e.g. planned
maintenance activity; operating procedures; energy management) that should enable IW to
continue to realise improved cost efficiencies over IRC2 but have not necessarily affected
customer service levels over IRC1. For example, we assume increased training and upskilling of LA staff will constitute one important element of improved labour productivity
and efficiency over IRC2 in order to improve IW’s performance relative to comparators (as
set out in Figure 2.5).
On water sampling and research, required to improve IW’s understanding of its assets and for
compliance, Figure 2.11 shows the proportion of opex that companies in E&W incurred on
“Scientific Services” in 2009-10 (which will capture water sampling and research activities)
is typically a small proportion of total opex (ca. 3%) of which IW has deferred an element, i.e.
we assume a fraction of the total cost for the comparators. We consider it unlikely that lower
levels of sampling has resulted in a material deferral and unlikely that it has impacted
customer service levels; although higher levels may be required to improve asset
managements and capital cost efficiency over subsequent reviews.
Overall, we do not consider the activity deferral represents an under-delivery compared to the
activities funded at IRC1. There will be a wider question for the IRC2 review as to whether
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the deferred activities should receive dedicated funding over IRC2 along the lines of a
“spend-to-save” allowance.
Figure 2.11
Scientific expenditure as % of total opex (E&W WaSCs, 2009-10)
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For non-labour costs we recognise that there has been substantial uncertainty and changes in
circumstance facing IW, including legislative changes. With respect to legislative changes,
these have in some instances increased IW’s costs, e.g. increased training for staff on changes
to domestic bill level caps. However, it is also clear that the legislative changes have lowered
IW’s costs in other areas, e.g. in delaying the introduction of domestic billing.
IWs increased costs (notably in relation to the substantive cost overrun on customer services)
also clearly relates to activity levels which have been of a different nature to those expected
such as the greater proportion of staff engaging with IW through post rather on-line (which
has imposed greater cost on IW than envisaged at review). However, we consider such risks
identified by IW to be normal business risks to be borne and managed by IW.
2.4.3.3.

Overall conclusions on TOM costs

It is clear from IW’s submission that the Water Services Act 2014 drove significant cost
increases in our customer operations activity. The Act moved the domestic charging date
forward from the original timelines (Oct 2014) and it also capped the level of domestic
charging, which was different to the level of charging under Water Charges Plan 1. However,
many of the reasons for increased TOM costs also relate to business risks that should be
borne by IW. IW also acknowledges offsetting costs from the Act, i.e. from the delay to
customer billing. IW has also deferred certain activities to accommodate cost increases.
Given the lack of clarity on any net cost increase from the Water Act 2014, on balance, we do
not consider that there is sufficient grounds to make an ex-post variation in the TOM
expenditure allowance for the change in government policy.
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Table 2.5
IRC1 Allowed, Outturn and Adjustment for TOM expenditure (€m, Outturn prices)
Allowed

Outturn

Difference
(Outturn –
Allowed)

Recommended
cost variation

288.9

294.2

+5.3

0

Customer operations

107.4

124.7

17.3

-

Operations and
maintenance

49.4

35.5

-13.8

Asset management

39.8

38.6

-1.2

-

Facilities

20.5

15.5

-5.1

-

IT

15.9

19.6

3.7

-

Communications and
corporate service

10.8

8.7

-2.1

Finance

9.0

12.2

3.2

-

Human resources

6.7

8.9

2.2

-

HSQE

6.1

5.4

-0.7

-

Business change

5.9

5.6

-0.3

-

Legal

5.2

4.4

-0.7

-

Commercial and
procurement

4.4

7.2

2.8

Regulation

3.8

3.2

-0.6

-

Capital delivery

2.0

2.4

0.4

-

Technical advisory

1.4

1.6

0.2

-

Secretariat
Source: NERA analysis

0.8

0.8

0.0

-

Target Operating
22
Model

2.4.4.

-

-

-

Service level agreements (allowed €1253.8m, outturn €1254.7m)

Figure 2.12 and Figure 2.13 set out IW’s cost allowance and expected expenditure for SLA
costs.

22

Irish Water has allocated the €4m associated with the Innovation Fund to this line item, resulting in increased costs in
this line item and an offsetting reduction in another.
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Figure 2.12
Allowed vs Actual: Service Level Agreements (€m, Outturn prices)
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Figure 2.13
Allowed vs actual: SLA (%) and (€m)
Overheads

Overheads

Contractor Costs

Contractor Costs

Plant Hire

Plant Hire

Labour
-10%

Labour
-5%

0%
5%
10%
15%
20%
Variation of allowed to actual expenditure (%)

25%

30%

-30

-20
-10
0
10
Variation of allowed to actual expenditure (€m)

Source: NERA analysis of IW look-back submission

Expenditure under the SLAs accounted for two-thirds of operating expenditure submitted by
IW in its business plan for 2014 – 2016.23 At the time of writing of the IRC1 decision, it was
not clear how much flexibility IW would have to make efficiency savings under the SLA
contracts.
IW has shown relatively strong cost performance in this area, with savings being made in
SLA overheads (9.5%) and in labour (1.8%). We understand that the savings in overheads
are largely explained by changes in cost allocation, which has resulted in an apparent,
overspend in other expenditure lines. Overall, IW has managed to make SLA savings in line
with the efficiency challenge implied by the CER final determination.
With respect to SLA labour, IW notes that it will have realised €21m savings on base
expenditure by the end of 2016, by reducing headcount by 498. IW states that “any attempt

23

NERA (July 2014) “IW Interim Review Assessment. Prepared for the Commission for Energy Regulation (CER)”, p.48.
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to further reduce core operational headcount without associated transformation would result
in adverse impacts on capability and customer service levels”.
The variation in outturn expenditure is not material, and we have not identified any grounds
to allow for variations in expenditure under CER’s principles. Therefore, we do not propose
to make any ex-post adjustment to the SLA expenditure allowance.
Table 2.6
IRC1 Allowed, Outturn and Adjustment for SLA expenditure (€m, Outturn Prices)
Allowed

Outturn

Difference
(Outturn –
Allowed)

Recommended
cost variation

1253.8

1254.7

+0.9

0

Labour

371.7

365.1

-6.6

-

Materials

77.6

81.4

3.9

-

Plant hire

49.6

53.7

4.1

-

Maintenance

30.4

37.5

7.1

-

Contractor costs

361.9

375.2

13.3

-

Energy

126.0

127.6

1.6

-

236.5

214.1

-22.4

-

Service Level
Agreements

Overheads
Source: NERA analysis

2.5.

Opex – Conclusions and Recommendations

IW’s costs for line items deemed uncontrollable by the CER (levies and licence fees and
rates) in its IRC1 decision were €12.7m less than anticipated. We therefore recommend an
opex adjustment of -€12.7m relative to the IRC1 allowance, as set out below. Relative to
IW’s expenditure, the proposed variation relative to allowance corresponds to a cost
overspend of around €19 million or around 1% of total opex.
In relation to changes to costs arising from changes to government policy or legislation, we
recognise that IW has faced increases in costs – in customer services – following changes to
the Water Act which delayed domestic billing, and changed the cap on charges. However, it
is not clear to us that there was a net increase in costs to IW, and therefore we have not
proposed a variation on the expenditure allowance set by the CER in its decision for IRC1.
In terms of delivery of customer service levels and outputs, we note that IW has stated it has
deferred some activities that it would have liked to have undertaken over IRC1, but has also
provided evidence that these business decisions have not affected customer service levels.
IW has stated that it will request dedicated funding for such activities for IRC2 (akin to
“spend to save”), and we expect that the question over whether these activities should be
funded will form part of the focus of our review of IW’s IRC2 business plan submission.
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Table 2.7
Review of IRC1 Opex Allowance – summary (€m outturn)
IRC1 allowed

IRC1 outturn

IRC1 allowance
ex post

Variation in
allowance

SLA

1254

1255

1254

0

TOM

289

294

289

0

Shared service
centre

39

43

39

0

Group allocation

28

30

28

0

Irrecoverable VAT
& Insurance

29

36

29

0

4

0

4

0

Total controllable
opex

1643

1658

1643

0

Uncontrollable opex

36

23

23

-12.7

1679

1681

1666

-12.7

R&D innovation

24

Total opex
Source: NERA analysis

24

Irish Water’s outturn TOM costs include €4m related to R&D.
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3.

Review of Operating Cost: Bad Debt

In this chapter, we consider IW’s claim for a k-factor adjustment for domestic bad debt.

3.1.

Summary of IW’s Submission

IW assumes that there will be an 8% uncollectable balance outstanding in relation to
domestic revenues over IRC1.
As well as bad debt, IW claims that the 8% is in part explained by its inability to collect
revenues from around 90,000 vacant properties that were included in the charging base for
IRC1. IW does not state what proportion of the 8% it considers is explained by its inability
to collect revenues from void properties. We estimate that 90,000 properties correspond to
around 6% of the total number of properties, and therefore up to around 6% of allowed
revenues and in theory a high proportion of the 8% bad debt claim.25
At IRC1, the CER did not make any provision for bad debt costs, and DECLG provided a
working capital facility to IW to cover bad debt costs during the interim review period.26

3.2.

Analysis of IW’s Claim

In this section, we set out evidence on whether the IW performance and claim for 8 per cent
domestic bad debt provision is reasonable drawing on benchmark data, and we set out a
recommendation on the amounts that should be recognised ex-post.
3.2.1.

Void properties

Drawing on CSO data, at IRC1 IW estimated vacant properties at 230,056 or 11.5% of all
properties in Ireland.27,28 The CER determined that IW should include 90,000 potential
vacant properties within the charging base, which takes into account the proportion of
properties connected to IW’s network, and assumes that IW would be able to collect revenues
from 50% of those connected. 29

25

The 90,000 vacant properties included in the charging base may quality for a lower charge than the average charge, and
therefore would constitute a much lower percentage of allowed revenues than 6%.

26

NERA (2015) IW Interim Review, p. 59

27

CSO defines vacant properties as: “In identifying vacant dwellings, enumerators were instructed to look for signs that
the dwelling was not occupied e.g. no furniture, no cars outside, junk mail accumulating, overgrown garden etc., and to
find out from neighbours whether it was vacant or not. It was not sufficient to classify a dwelling as vacant after one or
two visits.” Source: CSO (August 2012) Profile 4, The Roof Over Our Heads, Table A1, p. 48.

28

Data from Ofwat’s June Returns, from 2007-08 to 2009-10. Average is unweighted across all companies for all three
years.

29

The 90K is calculated based on the following assumptions: (i)79% of the properties are assumed to be connected to the
Irish Water network; (ii) a combined service weighting of 89% should be applied; (iii) growth rates as provided in Irish
Water’s tariff model (CER 14/409 A04);(iv) 50% of the properties are assumed to be billable CER (24th September
2014) Letter to John Tierney, Ref: D/14/20467
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The assumptions are set out in Table 3.1, which is based on the calculations included in IW’s
2015 tariff model.30
Table 3.1
IW property numbers and vacant property assumptions
Total

Total Eligible
Properties
(i.e. 50% for
vacant)

Connected to
IW network

Not
connected to
IW

1,649,408

1,649,408

1,308,027

341,381

Temporarily
Vacant

115,381

115,381

91,500

23,881

Vacant

230,056

115,028

91,220

23,808

1,994,845

1,879,817

1,490,748

389,069

Occupied

Total

Source: NERA analysis of Irish Water IRC1 Tariff Model

The CER assumption implied void properties (i.e. properties that are vacant and where there
is no prospect for charging31) in Ireland would represent 6.1% of total connected properties.32
The implied rate of void properties is near the upper end of the range observed in England
and Wales) where the equivalent void properties are on average around 4% of total
households, with a maximum of around 7%.

30

http://www.cer.ie/document-detail/CER-Water-Charges-Plan-Decision2015/1011/7460,7449,7450,7451,7452,7453,7454,7455,7456,7457

31

Ofwat defines a void property as the “average total number of household properties, within the supply area, which are
connected for either a water service only, a wastewater service only or both services but do not receive a charge, as
there are no occupants. This should not include properties that do not receive a bill because it would be uneconomical
to do so” Ofwat (October 2015) “RAG 4.05 Guideline for the table definitions in the annual performance report”, para
4A.5

32

That is: 91,220 divided by 1,490,748.
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8%

8%

6%

6%

4%

4%

2%

2%

0%

0%

-2%

-2%

-4%

-4%

-6%

-6%

-8%

Void properties sewerage (% billed blue)

Void properties water (% of billed red)

Figure 3.1
Void properties for water and sewerage networks

-8%
ANH

NES
2007-08

NWT

SRN

2008-09

SVT
2009-10

SWT

TMS

2007-08

WSH
2008-09

WSX

YKY

2009-10

Source: NERA analysis of Ofwat June Returns

The implied void properties rate of 6.1% may represent a substantial challenge in Ireland, and
there may be good reasons for a higher level of void properties than that observed in E&W
comparators. For example, if the rate of vacant properties is linked to rurality, then Ireland
may plausibly have a higher rate than companies in E&W. However, based on E&W
benchmark data, we consider that the CER’s decision that IW should be able to bill around
half the vacant properties connected to the network is reasonable.
3.2.2.

Bad Debt

We set out the doubtful debt and bad debt write downs for UK water and sewerage
companies.33
Figure 3.2 shows the doubtful debt cost and debt written-off as a percentage of revenue for
domestic customers in 2015. On average, 3.7% of domestic water revenues are deemed
doubtful in 2015 and therefore included as operating costs on companies’ P&L. Actual
written off debts in 2015 averaged 2.7% of water company domestic revenues. The worst
performing companies are United Utilities and Thames Water with around 4% and 5% bad
debt levels for 2015.

33

Doubtful debt refers to the outstanding revenue that companies expect that they may not be able to recover from
customers. Doubtful debts are written off when all available methods for collecting the revenue have been exhausted
and the revenue is deemed uncollectable.
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Doubtful debt (% domestic revenues)

Figure 3.2
Doubtful debt (as % revenue) for domestic customers
6.0%
5.0%
4.0%
3.0%
2.0%
1.0%
0.0%

Doubtful debt

Debt written-off

Doubtful debt avg

Debt written-off avg

Source: NERA analysis of water company 2015 annual reports
Note: averages are calculated as industry total doubt debt divided by industry total revenue

Figure 3.3 shows household debt written off by E&W companies has varied between 1.5 and
2.5 per cent of household revenue over the period 1999 to 2009.
Figure 3.3
Water Retailers Revenues Written-Off

Source: Ofwat (2010), Sector information on household debt, Ofwat, .p.8

NERA Economic Consulting

30

Review of IW’s IRC1 Cost and Output Performance

3.2.3.

Conclusions on IW’s domestic bad debt submission

IW’s 8% claim for domestic bad debt is higher than the expected long-run efficient level,
which we consider is around 3% based on E&W companies’ data in 2015, although as high
as 5%. These levels are high relative to historical performance of between 1.5% and 2.5% on
average. But IW’s proposed 8% domestic bad debt level has to be considered in the light of
the transitional arrangements: it may be more difficult to collect revenues in the early years of
charging.
The level of void properties assumed by CER in determining the charging base (at around
6%) is at the high-end of E&W void properties. IW has not provided evidence that the
number of void properties is higher. For example, it has not provided evidence that the
90,000 vacant properties included in the charging base cannot be billed, although we accept
that it is possible that the rate of effective void properties is higher in Ireland than (the highest
level) in E&W.
Given that the proposed domestic bad debt of 8% is not a magnitude of order greater than
E&W company performance, and may reasonably be explained by the difficulty of ensuring
payment in the early years of charging, and that the void property rate is uncertain, we
recommend that the k-factor is based on a domestic bad debt assumption of 8%. The 8 %
domestic bad debt will need to be reconsidered at subsequent reviews, given the uncertainty
over domestic billing arrangements and bad debt levels.
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4.

Review of Capital Expenditure

4.1.

Overview

As set out, IW proposed a large scale capital investment programme (of around €2.5 billion)
in its business plan submission at IRC1.
Figure 4.1
IW Proposed Capital Expenditure - €2,508m
(2014 - 2016)

CER set an expenditure limit of €1946 million reflecting the following main changes relative
to IW’s business plan:
a reduction for improved efficiency of 7% p.a. or around 13.5% by the end of 2016 in
relation to non-committed expenditure, and excluding capital maintenance and metering.
These amounts corresponded to reductions for cost efficiency of around €43 million over
the full period (2013 prices).34
For the establishment programme, CER concluded that IW’s costs should be recognised
within the RAB with the exception of €9.09 million for higher than expected project
management and labour costs.35
At the time of the review, there was substantive uncertainty over sources of funding for
the capital investment programme. To accommodate this uncertainty, the CER
determined allowed capex for the interim review period based on an assumption that IW
would secure funding for 75 per cent of its proposed capex programme (net of
disallowances/efficiencies). The CER noted that it would adjust the opening 2017 RAB to
reflect actual funding available during the IR period through a logging-up (i.e. where IW
delivers additional outputs not funded at review) or logging-down (i.e. funded outputs
that were not delivered).36

34

NERA (2014) Interim Review Assessment,, Table A2.

35

NERA (2015) IW Interim Review Assessment, p. 24

36

NERA (2015) IW Interim Review Assessment, p. 107
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Table 4.1 sets out the IW actual expenditure against the CER allowance. This shows that IW
has underspent against the allowance by around €100 million (or around 5% of the total
allowance). It also shows some variation by expenditure category, notably with less spend
than allowed for capital maintenance and metering programmes, and with higher expenditure
for CIP.
Table 4.1
IW’s Actual and Forecast Capex (2014-2016), and CER Allowance (€m, Outturn Prices)
IW
Actuals/Forecast

CER
Allowance

Difference
(Actual –
allowance)

CIP – Water

272

192

80

CIP – Wastewater

498

394

104

Capital maintenance

380

436

-56

Metering capex

459

577

-118

Other capex

154

262

-108

Establishment capex

83

85

-2

Total
Source: Analysis of IW submission, 23/12/2015

1847

1946

-100

4.2.

Assessment of Expenditure by Category

4.2.1.

Capital Investment Programme (CIP)

The CIP allowance (at around €600m for CIP water and wastewater) allowed IW to deliver a
set of projects largely inherited from DECLG’s water services investment plan (WSIP). As
the cost of the set of projects that CER considered were justified was greater than the
expected available level of funding at IRC1, IW has undertaken a review, and where
contracts were not already committed, has re-structured and re-prioritised the programmes of
work to maximise the customer benefit being realised in the period.
Our focus for the review of expenditure is therefore on the CIP prioritisation process to assess
IW’s prioritisation and re-scoping process (i.e. where IW has reconsidered whether the scope
of CPI projects best meets the required objectives), as well as whether the related investment
driver and geographical coverage of expenditure is similar to that agreed at IRC1.
A large element of the CIP involved projects where the decision to proceed had been taken by
the LA rather than IW, and these were considered by IW (and CER) as pre-committed or “inflight”. This constituted approximately two-thirds of the CIP. For all other projects, IW
implemented a project prioritisation process to support the allocation of the available funding.
In general, most (if not all) CIP projects are required to meet statutory obligations. In
considering optimisation, IW focussed on those projects that deliver the greater customer
benefit, e.g. focussing on addressing drinking water standards (addressing “boil water
notice”), but also retained a relative balance across the investment drivers (as set out in in
Figure 4.2).
IW also considered whether the project constituted the least-cost solution to deliver the
required (generally statutory) objective. In terms of re-scoping of projects, IW reports that
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re-scoping has led to the substantive part of the assumed cost efficiency savings over the
IRC1 period. Based on our review of the efficiency initiatives implemented by IW (which
have been proven elsewhere to be effective in similar organisational transformations) and a
review of a sample of re-scoped and re-prioritised projects (which demonstrated that these
initiatives are being embedded), we consider that IW has delivered the CIP programme
efficiently.
Our review of IW’s report also shows that the overall balance of CIP did not change
materially, both in terms of the investment driver and geographical focus.
Figure 4.2
Outturn CIP Has Similar Focus and Spread to IRC1 approved CIP

4.2.2.

Capital maintenance

At IRC1, CER agreed to a level of capital maintenance spend below the long run enduring
level. IW’s intention was to spend below the enduring level in the early years of IRC1, to
provide time to collate asset data from the disparate LA systems, before ramping-up
expenditure towards the latter part of IRC1 (and through to IRC2) as its understanding of its
asset base improved.
Our review shows that IW has underspent relative to the allowance (see Table 4.1) but is
expected to ramp-up expenditure in 2016 relative to the earlier years. In relation to the
“disinfection programme” which forms an element of capital maintenance, IW has made
substantive progress to addressing the remedial action list (RAL) sites under EPA directions
or restrictions relating to microbiological contamination.
In terms of consolidation of asset data, and indeed improvement in its understanding of its
asset base, IW intends to develop a risk-based approach to capital maintenance (the “common
framework”). We support IW’s intent to risk based asset management which is consistent
with the methods adopted by energy networks in Ireland, and water networks elsewhere.
However, the asset data requirements are substantive (e.g. it requires a thorough knowledge
of the condition of assets) and based on our experience elsewhere, it may reasonably take
several regulatory cycles before IW has sufficient knowledge of its assets base to embed such
an approach.
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4.2.3.

Metering

DECLG approved a metering programme of €574m (2013 prices) over the period 2014-16; 37
the CER did not review the metering programme as part of its review of IW’s IRC1 business
plan given the decision had been taken by DECLG.
The DECLG National Metering Programme planned the installation of 1.058 million meters
between 2013 and 2016. For the period 2014-16 DECLG and IW agreed a budget of €577m
(inc VAT) at outturn prices for the installation of 0.97 million meters. Actual/forecast
expenditure for the period is €459m (an underspend of €118m or 80% of the period budget),
for a total forecast number of meters installed of 0.81 million meters (or 83% of the outputs
expected).
The under-spend is attributed to fewer boundary boxes being required, fewer abortive
excavations and fewer meters installed than were originally assumed
4.2.4.

Establishment costs

These relate to the cost that IW incurred in amalgamating the water services provided by the
local authorities to a single entity, an implementing a high-performing utility model.
The CER undertook a detailed review of the cost efficiency of IW’s establishment costs as
part of its IRC1 review, and recommended some reductions to the proposed level to ensure
IW recovered only its efficient costs. IW shows that it expects to marginally under-spend the
allowance of €85m by around €2 million.
We note that IW has achieved a profile of actual expenditure across the establishment
projects similar to that envisaged at the outset, and it has delivered the outputs associated
with the programme, e.g. in relation to finance, governance and regulation, customer leaflet
drop, work and asset management systems.
4.2.5.

Other capital expenditure

As set out above, IW reports a substantive underspend on other capital expenditure (expected
spend of €154 relative to an allowance of €262m). The key areas explaining the expected
underspend include:
Legacy Final Accounts (€33.5m) – good progress: forecast to be delivered for €33.5m,
substantially below the €45m allowed
Developer Driven Reinforcements (€10m) – slower pace due to economic factors: €10m
forecasts against allowance of €30m
Capital Project Office Staff (€52m) – deemed efficient at IRC1, expenditure to date has
supported a larger CIP than expected but forecast spend of €52m is below allowance of
€55m.

37

NERA (2014) IW Interim Review Assessment, Table A2, p. 110.
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Customer-side Leakage (€19m) - the forecast is significantly under budget: €19m out of
€46m, arising from a shortfall in take-up by customers in the early months of the initiative.
However, it appears that IW has been successfully prioritising the work available as a
much greater leakage saving per customer is reported to date than had been assumed.
Customer Connection Fees (-€38m): IW was unable to provide an explicit estimate of the
customer connection fees for IRC1 (given that connection agreements were led by the LA
s), but reports €38m of accrued revenues.
By contrast, IW reports an overspend of its IT projects – where it forecast expenditure of
€35m against an allowance of €23m is reported.

4.3.

Conclusions: Overall Balance of Expenditure and Realised
Efficiency

In general, whilst IW has generally spent almost in line with the agreed funding envelope38,
there has been some rebalancing of expenditure between categories. We consider that IW has
managed its capex expenditure efficiently, that any underspends against original budget
allocations have been appropriately re-invested into delivering further outputs and that the
rebalancing between expenditure categories is in the customer’s interest. For example, we
note that IW has accelerated the CIP ahead of some other programme area (e.g. capital
maintenance) which we consider is justified given the acute investment needs to meet water
and wastewater compliance, and the requirement to develop knowledge of its asset base
ahead of forming a substantive capital maintenance programme. For these reasons, on the
whole, we recommend that IW’s capex is recognised in full.
In terms of realised efficiencies, IW considers that it has met CER’s efficiency challenge of
7% per annum (applied to “non-committed” expenditure), although it considered that
committed levels of expenditure (for which it was difficult to implement any scope or cost
efficiencies) was higher than assumed at IRC1. We consider the processes that IW has put in
place to realise cost efficiencies, e.g. centralised procurement, standardisation of plant and
processes, improvements in understanding of asset base, should have led to substantive cost
efficiencies over IRC1, and which should continue over subsequent regulatory periods.
Finally, the capex allowances over IRC1 (including establishment costs) allowed for IW to
invest in new, and consolidate existing LA systems, and undertake studies to improve its
understanding of its asset base. We expect, starting with its IRC2 business plan, and over the
IRC2 period, for IW to define more comprehensively current levels of service, and justify its
IRC2 investment programme in terms of the expected improvement in service quality, e.g. in
terms of improved drinking water; improving environmental standards relative to the current
levels of service. The expected improvements should provide the basis for IW’s IRC2 plan,
its periodic (e.g. quarterly) reporting of progress on its capital investment programme during
IRC2 review period, and the assessment of IW’s performance at the end of IRC2.
38

In terms of level of expenditure over IRC1, IW has provided actual expenditure until September 2016, and forecast
expenditure from October 2016 onwards. The capital expenditure profiles generally indicate that IW is progressing well
with its capital investment programmes, with approximately stable levels of expenditure over the IRC1 period.
Therefore, we expect that IW will realise the forecast levels of expenditure over the remainder of the IRC1
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5.

Review of the Regulatory Asset Base over IRC1

In its decision for IRC1, the CER set an opening RAB of €1,037m.39 This reflected costs
incurred to establish Irish Water, including efficiently incurred capital expenditure and
operating expenditure falling prior to beginning of the first interim revenue control in Q4
2014. It also included expected liabilities transferred from the LA’s to IW.40
In this section, we set out our recommendations on any variations in relation to these values.
We also summarise our proposed approach to the capitalisation of project and programme
development costs, and expenditure on Local Authority owned storm water assets in response
to an earlier IW query as to the treatment of such expenditure items in relation to the RAB.

5.1.

Summary of IW’s submission

IW has provided details of the outturn costs under each of the expenditure lines that entered
the opening RAB, as set out in Table 5.1.
As shown below, IW proposes an opening RAB €283m lower than CER determined at IRC1,
principally because of the reduction in LA transferred liabilities (€190m lower) but also
reflecting lower pre-Q4 capex (€61 million lower), and reduced pre-Q4 opex (€28 million
lower).
Table 5.1
IRC1 Opening RAB - Allowed versus Outturn
Allowed (€m,
2013 prices)

Allowed (€m,
2014 prices)

IW Submitted
Outturn (€m,
2014 prices*)

IW Submitted
Variation (€m
2014 prices)

1,037

1,040

757

-283

Pre-Q4 establishment
costs

190

191

190

-1

Pre Q4 2014 capex

524

525

464

-61

7

7

7

0

Pre Q4 2014 opex

102

103

74

-28

Financing costs

14

14

13

-1

LA transferred liabilities

200

201

10

-190

Total

2013 opex

Source: NERA analysis of IW’s Review of K-Factor Revenue submission; * 2013 expenditure uplifted to 2014
outturn prices using 2014 inflation.

39

CER/14/746 (08 October 2014) “Water Charges Plan Decision Paper”, p.4

40

NERA (July 2014) “IW Interim Review Assessment. Prepared for the Commission for Energy Regulation (CER)”, p.85
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5.2.

Detailed Review of IW’s submission

5.2.1.

LA Transferred liabilities

The Government directed CER to recognise the transfer of LA liabilities in the opening RAB
for IRC1. At the time, IW estimated the value to be €200m.41
In its submission, IW stated that the total expected transfer of liabilities is €127million
(which has been subject to Board approval and external audit), of which €10 million was on a
cash-basis, i.e. payment will fall within IRC1. IW has proposed that the opening RAB is
reduced by €190 million to reflect the reduced level of liabilities (€200 million to €10
million) over IRC1. We agree with IW’s proposed inclusion of €10million liabilities in the
opening RAB.
There is a question on the treatment of the €118 balance of liabilities. IW has proposed that
this is added to RAB over the period as the expenditures will be incurred in the future.
In relation to the treatment of the remaining balance, we note LA liabilities are non-interest
bearing. If such amounts are capitalised in the RAB, e.g. at the end of IRC1/ opening IRC2,
IW will earn a return on these amounts but does not face an expected financing cost for such
amounts in the period prior to payment falling due.
To ensure that IW does not over-recover such amounts, the outstanding amounts could be
capitalised in the RAB at the discounted value based on the time when the amounts are
expected to fall due, i.e. amount capitalised = €118 million/ (1+ WACC)n, where n is the
(average) expected number of years between date capitalised in RAB and date when amount
falls due. Alternatively, and if the period when the amounts fall due is uncertain, these
amounts could be recognised in the RAB over IRC2 (and subsequent reviews) as and when
they fall due through a true-up at the end of IRC2.
5.2.2.

2013 opex and pre-Q4 2014 opex

IW’s outturn operating expenditure was lower than expected in the first three quarters of
2014, by €28m.
The CER did not review 2013 and pre-Q4 operating costs as part of IRC1, as these costs fell
during the establishment period and prior to the start of the IRC1 period. Instead, these
amounts were agreed by DECLG, and DECLG directed the CER to include such amounts in
the opening RAB to allow IW to recover these costs.
As set out in Table 5.1, the opex incurred by IW pre Q4 2014 is less than the amounts agreed
with DECLG at the time. As these expenditures fall outside the IRC1 period and were

41

See: NERA (2013) Interim Review, p. 84
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originally agreed with DECLG, we recommend that the 2013 opex and pre-Q4 opex is
recognised as spent.42
5.2.3.

Pre-Q4 2014 establishment costs and capex

The pre-Q4 establishment costs were subject to a detailed review by CER at IRC1, and CER
made a number of adjustments to IW’s original proposed costs to reflect its view of efficient
expenditure.43 IW establishment costs €2 million less than the deemed efficient level at time
of the IRC1 review. IWs expenditure at an activity level is in line with that envisaged, and it
has delivered those activities it was funded to do. On this basis, we recommend that the costs
should be recognised in full.
In relation to the pre-Q4 2014 capex, as described in section 4, IW capex programme over
IRC1reflects the water services investment programme (WSIP) agreed between DECLG and
the local authorities. The WSIP programme was far greater than funding envelope, requiring
IW to optimise those projects delivered over IRC1, and those that will be delivered at a later
stage. We have reviewed IW’s approach to optimisation which seems reasonable. IW has
also stated that it has achieved the cost efficiencies required at IRC1 through process of rescoping projects and other improvements to capital investment planning. As described in
section 4, our review of a sample of projects suggests that the re-scoping process resulted in
efficient delivery of outputs. We also consider that IW has implemented those improvements
to capital investment planning that we would expect, e.g. centralised procurement,
introduction of common design and processes, and on this basis, we recommend that the preQ4 capex is recognised as spent.
5.2.4.

Financing costs

As directed by DECLG at IRC1, the opening RAB should include the rolled-up financing
cost for efficiently incurred expenditure pre-Q4 2014 to remunerate IW for the cost of
financing these amounts upfront. At IRC1, CER set the financing cost assuming 4.5 months’
worth of financing cost on the efficient expenditure incurred, assuming the allowed cost of
debt as the cost of financing.44 The financing amount was determined as follows:
=

∗

1+

.!
"#

− 1%

CER determined an amount of €14 million.

42

We do not recommend that CER recognises the amounts as agreed (which are higher than spend). That is, we do not
recommend that IW benefits from the under-spend against the amounts agreed, as IW and network utilities would
normally under a standard incentive based regime, as these amounts were incurred prior to the start of the introduction
of the incentive based regime.

43

See: NERA (2014) IW Interim Review Assessment, section 3.3.

44

See: NERA (2014) IW Interim Review Assessment, p. 83. The proposed approach to compensating IW for financing
costs assumes that all expenditure was incurred uniformly between the establishment of IW on 1 January 2014, and the
start date of the price control review on 1 October 2014.
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IW has proposed a reduction to €12.6 million to reflect the lower level of expenditure pre-Q4
2014. We have calculated a marginally lower financing adjustment of €12.2 million applying
the methodology adopted by CER at IRC1.45

5.3.

Development Costs and Stormwater Assets

In response to a query from IW, the CER has asked NERA to recommend how efficient
expenditure by Irish Water (IW) on programme development and storm sewer separation
could be classified, that is, either as opex or capitalised in the RAB.
As set out below, we recommend that the efficient level of expenditure associated with these
two types of expenditure is capitalised in the RAB (as opposed to being expensed as an opex
item).
5.3.1.

Project and programme development expenditure

Project and programme development, including alternative optioneering, is generally
recognised as a key part of capital planning and asset formation. In order to ensure that any
given capital project represents the least cost way to increase capacity a water company needs
to assemble a complete menu of possible investments.
Since programme development constitutes a necessary part of the investment planning
process – and thus gives rise to enduring benefits to customers – we recommend classifying it
as a form of capex and including it in the RAB. This expenditure should be depreciated
according to the expected life time of the asset being planned.46 Inclusion within the RAB
will allow IW to smooth the revenue required to fund project development over the course of
the asset’s expected life. The alternative policy, classifying this expenditure as an operating
expense, would require current customers to fund in full assets that are enjoyed by future
customers, which we regard as inequitable.
Our recommended approach is consistent with the UK standard practice, where project and
programme development expenditure is included within capital budgets as outlined by UK
Water Industry Research. 47 It is also consistent with the treatment of planning costs in the
Irish electricity market.48

45

46

To calculate financing adjustment, we have taken the outturn 2013 and 2014 expenditure as spent (in the respective
year’s outturn prices), and calculated the associated cost (4.5% over 4.5months). For 2013, we have uplifted the
resulting financing cost figure with outturn inflation to 2014 prices. Our recommended financing cost adjustment is
lower than submitted by IW as: a) IW includes the LA transferred liabilities in the calculation of financing cost whereas
these were excluded at IRC1 (as the liabilities are non-interest bearing); and, b) IW uses an approximation of the
formula used by CER at IRC1 to calculate the financing cost.
If the development costs do not result in a finished asset the expenditure should be depreciated over time in which the
plans will remain relevant.

47

UKWIR (2007), “Long term / Least Cost planning for waste water supply-demand” p. 55.

48

Capitalising programme development costs also accords with the treatment of planning costs within the Irish electricity
market, where expenses from early stages of programme development are included in a temporary ‘side RAB’ before
they are fully expensed. See: CER (2010), “Decision on TSO and TAO transmission revenue for 2011 to 2015” p. 134,
available at http://www.cer.ie/docs/000085/cer10206.pdf
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5.3.2.

Investment in LA storm water assets

Spending by IW on the separation of storm water and foul sewer creates new assets that
enhance IW’s services for an enduring period of time. But the new assets funded by this
spending – separate storm water sewers – will be owned by Local Authorities rather than IW.
IW claims that the expenditure on separation of storm water sewers should be fully included
within the RAB even if the newly created asset is owned by a 3rd party. We agree with this
position. Provided storm sewer separation represents an efficient means of meeting an IW
service objective, IW should be able to fund this, regardless of whether the asset it constructs
is owned by it or any other entity. The fact that the spending delivers enduring service
improvements means it is appropriate to capitalise it in IW’s RAB.
However, we note that the RAB must be adjusted for any capital grants or contributions
towards the cost of the new assets. If the local governments compensate IW for the newly
created sewer system, either in the form of a lump sum payment or a stream of rents, then this
should be deducted from the increase in the RAB.49 This avoids IW being compensated twice
over for the capital expenditure.50
Examples of capitalised spending on third-party assets includes IW’s own “First Fix”
programme, which compensates IW for efficiently fixing leaks that occur on private property,
as well as investment in sustainable drainage systems (SUDS) by companies in England and
Wales water sector.51
5.3.3.

Summary and Recommendations

We have considered two proposals for expenditures to be included in the RAB: project and
programme development and an efficient investment in storm water assets owned by 3rd
parties.
Given the critical nature of project planning and development to the process of capital
formation – which benefits both current and future customers – we conclude that this
expenditure should be funded via the RAB.
We also find that 3rd party ownership of the resulting asset does not directly affect the
inclusion of capital expenditure in the RAB. This is because the RAB is intended to fund
the cost of investment to firms, rather than value of the asset created to the regulated
company. However, if IW is compensated for the creation of a new system for surface

49

For details on why Ofwat discounts contributions see RD 04/10: Regulatory capital values 2010-15

50

This process should also take into account any regulations that require IW to disperse this non-water related revenue to
their consumers. If all revenues from an agreement with the LGs are dispersed to consumers then the full cost of the
project should be included in the RAB.

51

Sustainable urban drainage systems (SUDS) assets contribute to the sewer system’s ability to handle storm water flows.
E&W water companies may “adopt” SUDS, contributing to operating and capital expenses that are funded through
customer bills. This ensures that the water company is compensated for any costs that are efficiently incurred in the
provision of sewer services. For more detail on SUDS see Anglian Water (2014), “Sustainable drainage systems
(SUDS) adoption manual” p. 6 available at
http://www.anglianwater.co.uk/_assets/media/AW_SUDS_manual_AW_FP_WEB.pdf
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water by LAs then this will effectively lower the cost of the investment and the RAB
should be adjusted accordingly by treating the compensation as a capital grant or
contribution.

5.4.

Conclusions

We draw the following recommendations for recognition of costs in the opening RAB:
IW’s outturn operating costs for 2013 and pre-Q4 2014 are recognised
The outturn capital cost associated with the IW establishment programme, and the pre-Q4
capex are recognised.
The €10 million cash LA liability is recognised. The outstanding balance is recognised in
opening IRC2 RAB net of any financing benefit. Or alternatively, CER recognises these
amounts as and when they fall due through a true-up at the end of IRC2.
The financing cost adjustment is re-calculated based on the approach set out in IRC1, as
described in section 5.2.4) which results in a minor downward adjustment relative to IW’s
proposed amount.
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6.

K-factor Adjustments

In this section, we comment on IW’s approach to adjusting its overall revenues for variations
in allowed revenues and costs.

6.1.

Summary of IW’s submission

IW has requested an indicative K-factor adjustment of €66 million for the IRC1 period,
reflecting the difference between costs and revenues assumed at the time of IRC1
determination and IW’s actual performance over the IRC1 period. IW’s submission is
summarised in Table 6.1.
Table 6.1
IW Proposed K-factor Adjustment for the IRC1 Period
Allowed (€m,
nominal)

Outturn (€m,
nominal)

K-factor (€m,
nominal)

Domestic revenue

535

476

+59

Non-domestic revenue

520

414

+106

Subvention

1,045

1,055

-10

Opex

1,679

1,681

+2

Capex

1,396

1,367

-

Opening RAB

1,037

762

-

Depreciation

240

175

-65

Return

181

155

-26

-

-

+66

Total K-factor
Source: NERA analysis of IW submission

In the following section, we discuss each of the K-factor components included in IW’s
submission in more detail, including our recommendations to the CER on the proposed
approach to k-factor adjustments.

6.2.

Discussion and Recommendations

6.2.1.

Domestic revenue

IW is requesting a positive K-factor adjustment of €59 million for domestic revenue underrecovery, reflecting a €68 million under-recovery based on the assumed customer collection
profile, offset by a €10 million over-recovery due to inflation differences. The €68 million
under-recovery reflects a €43 million charge for bad debts (assuming 8 per cent noncollectable revenues) and a €25 million compensation for the financing cost associated with
the late receipt of cash from customers.
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We note that allowed revenues for the domestic segment (in 2013 prices) are around €4
million lower than the figures reported in the CER final model for IRC1.52
We understand the actual revenue figures submitted by IW represent actual performance for
2014 and up to October 2015, and forecast performance over the remainder of the period to
2016.
6.2.1.1.

Bad debts

As set out in section 3, we recommend for CER to recognise 8 per cent of amounts billed as
bad debt and provide corresponding compensation via the k-factor.
We recommend that the bad debt amounts are brought forward to January 2017 NPV terms
for consistency with IRC2 revenue requirement. We recommend the NPV adjustment is
calculated using a discount rate which is consistent with the CER’s approach to k-factor
adjustments for revenue over/under-recoveries in gas and electricity.
6.2.1.2.

Financing costs

Our main concern in relation to IW’s proposed calculation of the financing cost associated
with the late receipt of cash from customers is that IW’s calculation of interest costs includes
interest associated with the 8 per cent uncollectable revenues. We do not consider this is
correct as IW is also requesting bad debt costs (€43 million based on IW’s estimate) to be
recovered upfront. Therefore providing both an upfront allowance and allowing for interest
on these amounts would double count compensation to IW.
We recommend that the CER includes a k-factor to compensate IW for the financing cost
associated with the working capital facility used to finance the shortfall in revenues before
cash is collected from customers. We recommend the financing cost is calculated as
follows:53
The working capital facility drawdown should be calculated over time based on the
outstanding amount of cash yet to be collected from customers (i.e. net of the amounts
written off as bad debts for which IW will be compensated).
The (nominal) cost of the working capital facility should be set equal to the real interest
cost (1.5% as modelled by IW) plus an assumed inflation rate.
The calculated interest costs over time should then be discounted back to the beginning of
2017 at the nominal WACC for IRC2.
We understand that IW is under legislation allowed to add up to €30 or €60 to a bill per
annum in case of non-payment. We understand that these additional amounts have not been
52

As reported in “CER15003 CER Revenue Model.xlsm” sheet “Changes to Revenue” line 20 (adjusted from NPV to
2013 monies using the discount factor in the model).

53

The logic of our approach is as follows: We allow the nominal cost associated with the working capital facility (=
1.5%) real + 1.5% for inflation). We discount the series of financing costs at the nominal WACC. These amounts can
then be capitalised in RAB/ depreciated over 10 year period, or returned to IW as up-front income adjustment. IW will
receive a nominal WACC based return on the expected working capital balance (if capitalised in RAB, or returned to
IW up-front as income adjustment), which equals the expected nominal outturn nominal working capital costs.
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reflected in IW’s k-factor calculations. If IW intends to levy such amounts, then such
revenues should be netted-off the adjustment.
6.2.1.3.

Inflation adjustment

We have reviewed IW’s calculation of the k-factor relating to inflation differences and
consider it reasonable.
We recommend that the inflation adjustment is brought forward to January 2017 NPV terms
for consistency with IRC2 revenue requirement using an appropriate discount rate.
6.2.1.4.

K-factor for domestic revenues

Based on our recommended approach, we have calculated an indicative value for k-factor of
€23 million and €21 million for bad debts for 2015 and 2016 respectively. As discussed
above, the bad debt amounts should be further adjusted to bring them forward to January
2017 NPV terms using an appropriate discount rate.
We have also calculated a k-factor of €17 million for the financing cost associated with late
payments from customers. As discussed above, our calculations do not reflect the additional
charges for non-payment directly recoverable from customers, which would reduce the
compensation for financing cost. We note that our indicative k-factor calculation relies on
IW’s submitted revenue collection profile which we understand has been agreed with its
auditors.
We also calculate a positive k-factor of €3million and negative k-factor of €12 million for
2015 and 2016 respectively, as a result of inflation differences. We recommend that the
amounts should be further adjusted to bring them forward to January 2017 NPV terms using
an appropriate discount rate.
6.2.2.

Non-domestic revenue

IW is requesting a positive k-factor adjustment of €106 million for non-domestic revenue
under-recovery, calculated as the difference between non-domestic allowed revenues and
non-domestic revenues billed over the IRC1 period.
We note that allowed revenues for the non-domestic segment (in 2013 prices) submitted by
IW are around €0.7 million higher than the figures reported in the CER final model for
IRC154. This is likely driven by rounding differences.
We have reviewed IW’s calculation of the k-factor relating to non-domestic revenue underrecovery and consider it reasonable. We therefore recommend that the CER allows a k-factor
of €11 million, €43 million and €52 million for Q4 2014, 2015 and 2016 respectively for nondomestic revenue under-recovery in IRC1.
We recommend that the k-factor amounts are brought forward to January 2017 NPV terms
for consistency with IRC2 revenue requirement.

54

As reported in “CER15003 CER Revenue Model.xlsm” sheet “Changes to Revenue” line 21 (adjusted from NPV to
2013 monies using the discount factor in the model).
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6.2.3.

Subvention

IW has submitted a negative k-factor adjustment of €10 million for subvention over-recovery,
calculated as the difference between subvention allowed in the IRC1 determination and the
subvention received in reality over IRC1. We understand the over-recovery of subvention
arises as a result of underestimating the amount of subsidy available in real terms at the time
of the IRC1 review.55
We note that allowed subvention amounts (in 2013 prices) submitted by IW are around €0.6
million higher than the figures reported in the CER final model for IRC156. This is likely
driven by rounding differences. We understand the actual subvention figures submitted by
IW represent subvention receivable in IRC1 as set out in “Dept. May 2015 to JT and PmcG”.
We have reviewed IW’s calculation of the k-factor relating to subvention over-recovery and
consider it reasonable. We therefore recommend that the CER allows a positive k-factor of
€0.1 million for Q4 2014 and a negative k-factor of €4 million and €6 million for 2015 and
2016 respectively for subvention over-recovery in IRC1.
We recommend that the k-factor amounts are brought forward to January 2017 NPV terms
for consistency with IRC2 revenue requirement using an appropriate discount rate.
6.2.4.

Opex, Capex and Opening RAB

IW has submitted an opex overspend of €2million, capex savings of €29 million and negative
adjustment to opening RAB of €275 million. We discuss opex in detail in Section 2, capex in
Section 4 and opening RAB in Section 5.
Based on this outturn performance, IW requests a positive k-factor of €2 million for opex
overspend and a negative k-factor of €65 million and €26 million for over-recovery of
depreciation and return over the IRC1 period. IW has calculated the k-factor based on a
“shadow” calculation of depreciation and return which mimics the approach in CER’s IRC1
financial model.
We have reviewed IW’s k-factor calculations for depreciation and return over-recovery and
have the following concerns:
We consider that IW’s treatment of inflation treatment in its depreciation calculations
based on actual capex spent is inconsistent with the regulatory treatment. IW first
calculates actual depreciation charge from nominal capex data and then deflates this
depreciation charge to 2013 prices. This does not yield the same result as first deflating
nominal capex to 2013 prices and calculating depreciation from the deflated amounts,
which is consistent with the regulatory treatment.

55

The real level of subsidy assumed at IRC1 was calculated by deflating the available subsidy in nominal terms with
forecast inflation. Given that outturn inflation was lower than forecast inflation assumed at IRC1, the subsidy amount
available was understated in real terms in the IRC1 determination.

56

As reported in “CER15003 CER Revenue Model.xlsm” sheet “Changes to Revenue” line 22 (adjusted from NPV to
2013 monies using the discount factor in the model).
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We note that IW’s calculation of actual (and allowed) return assumes return is calculated
as average RAB multiplied by WACC, which does not correspond to the CER’s NPV
approach to setting allowed revenues. We also note that IW calculations include a €5
million positive k-factor adjustment which appears unjustified.57
IW’s actual return calculation is linked to the modelling of actual nominal RAB for
depreciation calculations. However, the reference to actual RAB incorrectly omits the
indexation component in the opening RAB amount, thus understating actual RAB in
nominal terms.
IW does not use consistent sources for calculating allowed RAB. In the return calculation,
IW relies on RAB figures reported in the CER model whereas in the depreciation
calculations it assumes a different allowed RAB profile.
We note that the CER intends to (within the IRC2 financial model) repeat the calculation of
NPV allowed revenues for the IRC1 period, using updated information on allowable opex,
capex and opening RAB for the IRC1 period. This will allow the CER to identify the
relevant differential in NPV of allowed revenues for the IRC1 period for the purpose of
calculating the k-factor.
We agree with the CER’s intended approach to repeat the calculation allowed revenues to
identify the k-factor associated with reconciliation of cost allowances for IRC1. This will
avoid creating ancillary calculations (as IW has done), which may not fully reflect the CER’s
revenue methodology. We recommend that the calculated differential is brought forward to
January 2017 NPV terms using the IRC1 real WACC as the discount rate.

6.3.

Conclusions on K-factor Adjustments

In this section, we have commented on IW’s approach to calculating its k-factor adjustment.
In general, we recommend (as proposed by CER) that the adjustments for opex, capex, and
opening RAB (as we recommend in previous chapters) are fed through an IRC1 financial
model to calculate the correct overall k-adjustment to allowed revenues, taking into account
time-value-of-money. The use of a model will provide the correct return and depreciation
adjustments, and avoid the series of ancillary calculations proposed by IW which only
approximate to the correct amounts.
The adjustments for under-recovery of domestic and non-domestic revenues, and bad debt,
will need to be undertaken as ancillary calculations. In general, we generally agree with IW’s
proposed revenue adjustments, with the exception of its proposed financing cost adjustment
for the WCF for bad debt, which we consider double-counts for the bad debt compensation,
and where we have set out our alternative approach.

57

IW calculates a k-factor adjustment based on allowed RAB of €186m and actual RAB of €155m which results in an
over-recovery of 31m. This is adjusted down to reflect difference between modelled allowed return of €186m and
allowed return included in allowance of 181(hardpasted number, source unclear) – i.e. overrecovery is reduced by 5m.
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Report qualifications/assumptions and limiting conditions
This report is for the exclusive use of the NERA Economic Consulting client named herein.
This report is not intended for general circulation or publication, nor is it to be reproduced,
quoted or distributed for any purpose without the prior written permission of NERA
Economic Consulting. There are no third party beneficiaries with respect to this report, and
NERA Economic Consulting does not accept any liability to any third party.
Information furnished by others, upon which all or portions of this report are based, is
believed to be reliable but has not been independently verified, unless otherwise expressly
indicated. Public information and industry and statistical data are from sources we deem to be
reliable; however, we make no representation as to the accuracy or completeness of such
information. The findings contained in this report may contain predictions based on current
data and historical trends. Any such predictions are subject to inherent risks and uncertainties.
NERA Economic Consulting accepts no responsibility for actual results or future events.
The opinions expressed in this report are valid only for the purpose stated herein and as of the
date of this report. No obligation is assumed to revise this report to reflect changes, events or
conditions, which occur subsequent to the date hereof.
All decisions in connection with the implementation or use of advice or recommendations
contained in this report are the sole responsibility of the client. This report does not represent
investment advice nor does it provide an opinion regarding the fairness of any transaction to
any and all parties.
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