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Executive Summary

The Commission for Regulation of Utilities (CRU) is the independent economic regulator of Irish

Water, the provider of public water and wastewater services.

The Water Services (No. 2) Act 2013 (“the Act”) se
the economic regulator of Irish Water. The Act states that the CRU is responsible for setting the

total level of revenue that Irish Water can receive, (through Government subvention and from

customers), to cover its efficiently incurred costs. It does this by performing revenue controls.

The revenue control process involves reviewing | ri
utility, benchmarking its proposed costs against comparator companies, completing a public

consultation process, and thereafter setting appropriate revenue allowances for operating costs,

capital costs and other items. This deadpesodon rel at
(RC3) which will be for the five-year period 2020-2024.

Context

The current Irish Water revenue control period (IRC2) ends at the end of 2019, after being
extended by one year to include 2019 due to changes in the funding model for Irish Water
introduced by the Water Services Act 2017.

Before the revenue control can take place, the Minister was required to publish a Water Services

Policy Statement'!( WSPS) . Thi s set out the Government’'s expe
development of water and wastewater services in the years ahead. The WSPS, published in May

2018, sets out four principles to guide the delivery of water services, as well as three themes of

guality, conservation and future proofing of the water/wastewater network which set out high-

level objectives.

Subsequent to the WSPS, Irish Water submitted a Strategic Funding Plan (SFP) to the Minister
which set out the arrangements that Irish Water proposes in order to implement the objectives of
the WSPS. | ri sh Wat-2024 periodSvastappioeed bytthk Binis2efil 9
November 2018. The Plan sets out the limit of capital and operating costs expected to be
incurred by Irish Water over the 2019-2024 period and how these costs are expected to be
recovered, from customers and government subvention, to ensure there is a shared
understanding between Government and Irish Water of the broad financial parameters and

investment priorities.

1 The Minister published the Water Services Policy Statement 2018-2025 in May 2018. This is available at:
https://www.housing.gov.ie/sites/default/files/publications/files/water_services_policy_statement_2018-2025.pdf
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The Exchequer funding allocations set out in the SFP reflect the upper ceiling that would be
provided by the Exchequer? to fund Irish Water operations and investments, with final funding
allocations being confirmed based on the outcome of this RC3 process for 2020-2024. This will
subsequently feed into the multi annual Government budgetary process. For the 2020-2024

period, the funding ceiling totals €9,458m (nomina

The overall objective of the CRU revenue control process is to support the continued

transformation of the water sector in Ireland, to facilitate the transition to a single public utility as

well as ensuring that Irish Water are in a position to deliver on their environmental compliance

obligations. This begins with CRU identifying and agreeing with Irish Water the scope of the

outcomes and outputs that they commit to deliver over the five-year period. The CRU will also

assess the extent to which Irish Water can operate more efficiently and will identify the level of

operating costs and capital investment costs that are required to deliver on those commitments.

This assessment of costs is done to ensure that Irish Water expenditure remains within the SFP

envelope. Over the 2020-2024 period, the CRUwillc ont i nue t o moni tor I rish W

these outputs and outcomes.

CRUG6s RC3 Discussion Paper & The Regulatory Proces:

Because of the change in the funding model for Irish Water, the CRU considered whether
changes required to its approach to regulating Irish Water. In December 2018, the CRU
published its RC3 Discussion Paper, examining what regulatory model the CRU should follow for
RC3. Subsequent to this, the CRU concluded that no change to its normal approach to Irish
Wat er ' s r ev e nwagantedatthissime, and that the CRU followed the same
approach as previously used for other revenue or price controls for the electricity and gas

networks in Ireland and in previous Irish Water revenue controls.

Assessment of Il ri shlavdat er 6s Busi ness P

The output of a revenue control is a regulatory contract that defines the obligations on the utility
regarding what it should deliver in terms of outcomes to customers/users/broader stakeholders,

and the efficient level of capital and operating expenditure to deliver those outcomes.

I n determining the regulatory contract for RC3, th

is setting the right priorities and delivering value for money. The CRU did so by examining Irish

2 Less revenue from nedomestic customers
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Wat er’'isnelsss pl an, reviewing IlIrish Water’'s submi

outputs that it proposed to deliver and considered how Irish Water can be challenged to deliver

continued efficiencies without reducing the quality of its services to its customers.

Irish Water provided a business plan to the CRU in November 2018 and made a further

submission to the CRU in response to the consultation.

This later submission in October 2019 that included changes to planned outputs and outcomes,
as well as updated investment priorities and costs. These were reviewed in the context of
developing this decision paper. Because the Strategic Funding Plan (SFP) limits the maximum
amount of capital expenditure that will be funded by the government subvention in any one year,
there is a circular relationship between changes in the project costs, and the outputs and
outcomes that can be delivered within the funding constraints of the SFP. An increase in the cost
of any one project or programme means that less can be delivered by other projects or

programmes, for a fixed capex spend, and so the outcomes and outputs reduce.

Fundamental change in the outputs and outcomes that Irish Water is now saying they will deliver
over the lifetime of the RC3 project, means that the CRU is not in a position to determine the final

regulatory contract at this point in time.

The reduced level of outputs and outcomes submitted by Irish Water are of grave concern to the
CRU, along with the increase in costs associated with projects and programmes to deliver them.
The CRU has not received sufficient explanation from Irish Water regarding why specific outputs
and outcomes were chosen to be reduced. While the CRU acknowledges that there are upward
pressures on construction costs, the project cost changes provided by Irish Water are in excess
of the estimates of construction price inflation in the consultation. Again, while acknowledging
that an increase in project costs would lead to a decrease in outputs and outcomes, due to the
SFP, the CRU is very concerned about the scale of the reductions in outcomes, that seems to be
well in excess of the average increase in project costs. Irish Water has provided detailed
information, at this time, only on the top 100 projects by project cost. The CRU has a further
concern that the mix of projects/programs in the top 100 has changed, compared to their
previous business plan. Several large projects, that had defined outcomes associated with them,
have been removed, and replaced with new capex spend related to feasibility studies, etc., that
have no defined outcomes associated with them. Further, Irish Water has not provided sufficient
information on the remaining 100 pro j e ct s ( tl5mtinavdlue)i Fogthisr&ason, the CRU
has decided to cut Irish Water’ s lowahce. An opportunity for Irish Water to be provided with

additional capital expenditure funding is being made and is detailed further in this paper.

SSi

C
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Operating Costs

The CRU has reviewed Irish Water' s operatanshg costs
water and wastewater wutilities in the UK. Irish Wai
established water and wastewater utilities. The CRU, therefore, has decided to impose an

efficiency challenge on | relioboperaivig cogsatthedrslofthg | r i sh W
IRC2 period (2019) as the baseline, the CRU expects Irish Water to reduce its costs at a rate that

is broadly comparable to what has been achieved by other utilities at similar stages of

development. The CRU has decided to hold Irish Water to a challenging, but achievable task of

reducing its controllable operating costs annually by 2%, rising to 6%, over the RC3 period (15

January 2020 to 315t December 2024). The resulting level of approved operating expenditure is

5.2% |l ess than the I rish Water request, or an over .
its business plan request. The CRU expects Irish Water to make these savings while maintaining

or improving its delivery of water and wastewater services to its customers. This reduction is less

than that included in CRU' s consultation and ackno\
operating expenditure to meet the requirements for environmental standards. In reaching its

decision on the appropriate rate for Irish Water to reduce its costs the CRU considered a number of
factors, including Irish Water’s funding model and

the potential efficiencies to be achieved from that model.

The CRU accepts that by providing this additional allowance to Irish Water, compared to the level
consulted on, that at the end of the RC3 period, it will not have achieved the expected reduction
in its operating costs. Irish Water will however continue on a glide path towards operating at a
cost level comparable with efficient water / wastewater companies in the UK, and will be on a

trajectory towards full compliance with all water quality and wastewater discharge obligations.

In an effort to realise efficiencies, Irish Water’ business plan involves a transformation to a

Single Public Utility, through implementation of the Water Industry Operating Framework (WIOF)

Progr amme . Il ri sh Water’'s work was previously the re
Authorities, and a significant amount of work is still completed by the Local Authorities on behalf

of Irish Water through Service Level Agreements (SLAS). This operating model may impede Irish

Water’'s ability to deliver cost reducemenbties i n t he
unified approach and common systems and processes. The CRU acknowledges that Irish

Water’' s business pl amtrangorntaiiogtb & singlel palgiceutility enodél, o n

and that achieving the efficiency challenge set by the CRU will be difficult if there is no progress

during RC3. The CRU accepts that if the WIOF programme does nhot progress over the period

therewilneedt o be a reassessment of Ilrish Water’'s opera
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Il ri sh Waterdéds RC3 Oper alAlowpncEost Req

Operating Cost Allowance Irish Water CRU CRU Total
Request Consultation Decision | Savings
(€M) Proposal|( €M) (€M)

Total operational expenditure for = 3,719 3,373 3,544 174

2020 to 2024
Tablel Irish Water's RCQperating Cost Rguest CRU Consultation proposal & CRsision(2017 monies rounded to

GKS ySIFENBaid evYo

For context, the graph below shows Ilrish Water’ s o

commencement of regulation.
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Capital Costs

As part of its response to consultation, Irish Water provided two significant changes to its
business plan, compared to that submitted in November 2018. First, it provided a revised set of
outputs and outcomes that it intended to deliver over the RC3 period. This reflected changes to

priorities, timelines for delivery and, inevitably due to the cap of the Strategic Funding Plan, a
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reduction in outputs and outcomes, in response to cost changes. Secondly, Irish Water provided
updated cost estimates for the “Top 100" projects
updated total capital cost of each project, and the updated spend during the RC3 time period.

Irish Water also indicated the total level of expenditure during the RC3 period that would apply to

the remaining 100 projects. Irish Water informed the CRU that the new project and programme

costs included the impact of construction price inflation.

For network capital expenditure, the CRU has decidedonaneffici ency chall enge of €3
the RC3 period. This represents a 3% cut on projects which have not yet been committed

(contracted).

The CRU having reviewed the updated cost estimates, insofar as is possible during the time
available, is concerned that the level of project cost increases is in excess of the estimate of
construction price inflation included in the consultation, as well as recent evidence on price
increases in the sector. In order to make an informed decision that the proposed project costs
reflect an efficient level, and that the proposed outputs and outcomes reflect value for money, the
CRU would require further time to interrogate and analyse the data. Therefore, the CRU has
decided not to approve all of the capital expenditure requested by Irish Water. A portion of the
capital expenditure request by I rish Water, amount
not approved at this time. These costs relate to the increase in cost estimates where like for like
projects were identified, and new projects included in the revised Capital Investment Plan.
However, an opportunity for Irish Water to be allowed this extra allowance is being provided. The

process for this is set out in detail in this paper.

For non-network capital expenditure, Irish Wat er proposes to spend €425m
Again, the CRU is of the view that this proposal is also subject to efficiency challenge and as a
resul t, t he CRU has daooh-deawdrk oapex. See @ahlet2 bedofv. € 4 7 m f

Irish Scope Efficiency Less CRU
Wa't er ( Reductions | Challenge Unapproved Decision
Submission Costs Allowance
am
Network 4,832 0 -305 -788 3739
Capex
Non- 425 -40 -7 0 377
network
Capex
Total 5,257 -40 -312 -788 4,116

Table2INA &K 2 §SNR& w/ o /[ FLAGFE 9ELISYRAUGAINE wSljdzS&aid 9 /w! t NEBL

The CRU' s capital expenditure allowances are bel ow
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in the Strategic Funding Plan approved by the Minister in November 2018.
Outcomes, Outputs & CRU Monitoring of Spend

For the revenue allowances set out, Irish Water will deliver a mixture of projects and

programmes, which in turn deliver various outputs and outcomes.

Outcomes are the high-level objectives that matter most to consumers of water and wastewater

services, namely:

High quality customer service and customer satisfaction;

Providing a high quality of service for water supply, including security of supply;
A reliable service to remove and treat wastewater:

Efficient delivery of services, i.e. value for money;

Achieve compliance with public health and environmental standards; and

Environmental performance (for example, a good quality water environment).

As set out above, Irish Water updated what it planned to deliver during the RC3 period. The

tablesbel ow set out Il rish Water’'s updated prmoadposed out
Revenue Control 3 Outputs & Outcomes
Metric Planned Outcome
Delivery
Number of new Treatment Plants 42 Environmental Performance Water
(water and wastewater) Supply - Quality of Service - Security of
Water Supply
Number of Existing Treatment 73 Environmental Performance Water
Plants Upgraded Supply - Quality of Service - Security of
Water Supply
Water Treatment Plant CapaCity 606 Water Supp|y - Qua“ty of Service -
(Total ML/day) Security of Water Supply
Wastewater Treatment Plant 3,440,034
Capacity (Total Population Environmental Performance
equivalent)
Number of Reservoirs Upgraded 132 Water Supply - Quality of Service -
Security of Water Supply
New Watermains (km) 424 Water Supply - Quality of Service -
Security of Water Supply
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Revenue Control 3 Outputs & Outcomes

Rehabilitated or lined mains (km) 461 Water Supp|y - Qua“ty of Service -
Security of Water Supply
Meters installed 50,815 Water Supply - Quality of Service -
Security of Water Supply
New Sewers (km) 237 Environmental Performance - Sewerage
Service
Rehabilitated Sewer (km) 333 Environmental Performance - Sewerage
Service

Table3 revenueControl Ouputs and Outcomes

Revenue Control 3 Outcomes

Updated Change
over RC3 period

Water Supply - Quality of Service

Population on a boil water notice for more than 200 days 5
Number of Water Treatment Plants with Ortho-phosphate Dosing 27
Number of Water Supplies removed from the EPA's RAL 13
Reduction in the number of properties with risk of Microbiological Non-

Compliance 561,915
Reduction in the Number of properties with risk of THM Non-

Compliance 132,122
Number of Common Lead Service pipes in the network 11,168
Number of individual Lead pipes in the network 8,139
Number of Lead Services replaces 13,231
Security of Water Supply

Leakage Reduction (ML/day) 176
Additional Water Supply Capacity (ML/day) 46
Environmental Performance

Number of agglomerations removed from EPA's Priority Urban Area

Action List 41
Wastewater treatment works compliant with Urban Waste Water

Treatment Directive (Population Equivalent) 314,656
Number of Wastewater Treatment Plants overloaded serving >2000

population 1
Number of Wastewater Treatment Plants overloaded serving < 2000

population 1
Number of Agglomerations in the ECJ Urban Waste Water Treatment

Directives 10
Additional Wastewater Treatment Capacity (Population Equivalent) 1,158,984

o
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Number of Wastewater Treatment Plants compliant with EPA discharge
increase ELVs 8
Table4 Revenue @htrol Outputs andOutcomes

Further information on outcomes and outputs is included in the Public Impact Statement and
Section 3 below. Overall, the CRU is very concerned about the change in the level of outputs and
outcomes proposed by Irish Water, compared to the levels consulted on. Limited background
information was provided on how the revised outcomes and outputs have been developed and the
re-prioritisation process undertaken by Irish Water. While the CRU acknowledges that such
changes in outcomes can arise from a mix of re-prioritisation, better information and data allowing
more reliable forecasts of requirements and changes to the baseline start positions for some
outcomes at the end of the previous price control, the CRU remains extremely concerned that the
general picture of the revised plan is one of a reduction in all outcomes with the exception of
Leakage Reduction and Energy Efficiency Improvement where no change to outcomes is

proposed.

For this reason, the CRU considers the outcomes and outputs submitted by Irish Water as the
minimum levels to be delivered over the RC3 period. Alongside the capital expenditure review, the
CRU will examine how Irish Water’s planning and prioritisation process was used to generate these
revisions and assess whether they continue to provide value for money, compared to the levels

consulted on.

Irish Water is also required to report to the CRU during the RC3 period regarding its progress

towards deliveryontheout put s and outcomes. The CRU wil|l monito
delivery of outputs and outcomes through its Capital Expenditure Monitoring Programme and the

CRU Performance Assessment Framework. The CRU also monitors Irish Water in other ways, for

example through the First Fix Programme and compl i
Customer Handbooks.

Incentives

Performance-based incentives are an important component of revenue control regulation. They
complement and enhance the requirement for a regulated monopoly business to efficiently manage
costs by ensuring that the business has an incentive in the delivery of its responsibilities,

particularly regarding quality, efficiency and timeliness of service delivery to the customer.

Incentives should be meaningful, measurable and implementable and can either be financial
incentives which can include a corresponding reward or penalty or reputational incentives, where

performance against key metrics is published.

For RC3, the CRU decided to continue the approach previously taken in prior price controls in
order to build upon work currently being undertaken by Irish Water on a number of these

incentives. These covered a combination of financial and reputational incentives. In addition, in this
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revenue control, the CRU decided to introduce a further financial incentive (or penalty, where Irish

Water does not reach targets) for leakage reduction.

Financing of Ilrish Waterdés Capital I nvest ments

Changes to | rish Wadeéhe IRG2 décisiondavenled then®RU dolconsider its
approach to setting a cost of capital. The domestic sector accounts for over three-quarters of Irish
Water’'s cost base and as t hntgthdrthan oustemerfbillimgdhe d
CRU carefully considered the true level of risk which Irish Water faces. However, following an
assessment of alternative approaches, the CRU has decided to retain the current WACC-CAPM

approach for RC3.

The CRU consulted on a WACC of 3.86%, based on the approach used in previous price controls
for Irish Water, while also taking into account current market evidence and regulatory precedent.
Using the same methodology but reflecting changes in the underlying market data as updated to a
more recent cut-off date of 30 September 2019, the CRU has now decided on a WACC of 3.61%.
The biggest drivers of this reduced number have been a sizable fall in beta (i.e. perceived riskiness
of an Irish water utility relative to the market) and observable government bond yields (Irish

government bonds are now negative).

The change in the value of the WACC from the previous CRU price control decisions for the
electricity and gas networks is explained by changes in the underlying data and sectoral data

regarding water utilities, rather than methodological decisions.

The CRU acknowledges that placing a greater emphasis on current observable financial market
evidence in this revenue control may signal a further intention to maintain this approach at future
revenue/price controls. However, there are features that are unique to each regulated utility and
in this case, we note that Irish Water is a state-owned utility with a funding model that largely
protects it from the risk associated with fluctuations in financing costs. Looking forward to its PR5
deliberations (i.e. the electricity price review), the CRU notes that electricity transmission and
distribution are different sectors to water and the approach taken in this RC3 decision may be
modified or indeed not as relevant or appropriate in assessing the cost of capital for PR5.
However, for clarity on the organisation-wide approach, the CRU will shortly publish an
information paper, which will provide further information on the approach to setting the WACC

and highlight areas of the methodology, which the CRU may seek to refine in the future.

The table below presents the CRU’'s decision

proposaland t he CRU’' s consultation value.

10
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Summary of WACC

Irish Water proposal CRU Proposal CRU Decision

Cost of equity (real

pre-tax) 6.88% 5.71% 5.43%
Gearing 55% 50% 50%

Cost of debt 2.86% 2.0% 1.8%
WACC (real, pre-tax) 4.65% 3.86% 3.61%

Table5 Summary of cost of capital

Depreciation and asset lives

The CRU has decided to change the approach to allocating assets to the RAB (i.e. depreciation
methodology) and the asset lives of some assets. This is to more-closely align the assumed
asset lives and therefore recovery of capital costs (depreciation charge) with the assumed useful
economic life of the asset. This ensures that charges to consumers more accurately reflect the
economic costs of service provision and useful lives of the assets, which promotes

intergenerational equity.

The overall effect is to extend asset lives relative to the previous approach, resulting in a lower
relative annual depreciation charge, and therefore allowed revenues are lower for RC3 than they

would have been had these changes not been implemented.

Allowance Decision
Expenditure Allowance

As this paper details, following a review, the CRU has decided to allow the following expenditure
for Irish Water for 2020 - 2024:

11
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CRU Al |l owed Expenditure UGm, rea

[0 | 2oz | 2022 | 2023 | 200

2024 |
G m

Irish Water Request

Operating Costs 745 750 752 743 728 3,719
Capital Costs 878 999 1,189 1,186 1,005 5,257
Total Irish Water Request 1,623 1,749 1,941 1,929 1,733 8,976

CRU Allowance
Operating Costs 731 731 716 694 671 3,544

848 752 910 895 711 4,116
Capital Costs

1,579 1,483 1,626 1,589 1,382 7,660
Total CRU Allowance

Irish Water Request -v- CRU 44 266 315 340 351 1,316

Allowance
Table6 CRU Allowed RCEEJS Y RA (i dzZNB 6 NRdzy RSR (2 G(KS ySENBad eYo

ishWater ' s expenditure allowance is calculated thus:

Expenditure

+ Capital Costs — Allowance

Revenue Allowance

The CRU also determines |l rish Water hglrishVédatee nue al | o
can collect from its customers through charges. Now that the enduring funding model has been

int roduced by the Water Services Act 2017, for RC3,
through a mixture of Government subvention and customer charges including e.g. non-domestic

customer charges and charges for new connections. The revenue amount includes allowances

for operating costs, depreciation and return on capital costs, and an adjustment for revenue

relating to the previous revenue control periods (called the k-factor).

I ri sh Meruealldwance is calculated thus:
Depreciation or REtion Revenue
Operating Cost{lle 3 P + Capital + k-factor = Allowance
Investment

12
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The revenue allowance i s5,1€1.1m (2017, real prices). This has increased from the consulted-
on amount due to an increase in opex and also profiling of expenditure over the five years of
RC3. For more informationont hi s, pl ease see the CRU' s revenue m

this consultation.
Next Steps

Because of the significant changes in the Capital Investment Plan (CIP) provided by Irish Water

so late in the RC3 process, and the need to provide clarity to DHPLG with regard to the level of
subvention for 2020, aswellas| r i sh Water’'s own business planning
conclude as much of the RC3 process as possible, before the end of November 2019. Absent

this time constraint, the CRU would have spent additional time interrogating the Irish Water

revised submission before making a final decision.

The CRU will now spend the next 6 months completing the RC3 process to make a final
determination on outputs and outcomes that Irish Water must deliver over the RC3 period, along

with the efficient level of capital expenditure to deliver those outcomes and outputs.

The CRU will provide an opportunity for Irish Water to submit an updated submission to it, to
support the requested level of capital expenditure. This updated submission will include both the
scope of information that the CRU requires for the revenue control, updated for changes from the
original submission in November 2018, and a report explaining the processes and procedures
used to develop the revised submission. This report will also include the reasons for the changes
in the scope of projects and programmes, the reasons for the changes in outputs and outcomes,
the prioritisation process used by Irish Water, and the method used to develop cost estimates.
This should include an assessment of the project planning and costing process and provide a
detailed analysis and explanation as to the drivers of the changes between the two submissions
(November 2018 to November 2019). This updated submission must be provided to the CRU in
its entirety by 31st March 2020.

13
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Public/ Customer Impact Statement
Overview of CRU approach to Irish Water Revenue Control

The water and wastewater sector are vital public services, which are often taken for granted by
consumer s. | teeissandbahavibuothaedrives demand for clean water, which has an
impact on the amount of water taken from the environment, treated and transported to their taps.
Anditi s ¢ u s heedsand Behaviour that drives demand for how much wastewater is taken
away, treated and returned to the environment. It is Irish Water who determine how this is

achieved.

Our vision for the sector is one in which customers and wider society in Ireland have trust and
confidence in vital public water and wastewater services. For this to be realised, we need Irish
Water to focus on delivering the high-l evel obj ecti ves t lomadastodey,futuer t o t o

customers and the environment.

The CRU has a |l egal duty to protect consumer s’ i nt
Water can carry out and finance its functions. One of the ways we deliver on this duty is to review

IishWat er " s busi ness pl anlssedondishdVater investrmeats ancdservideani t s

that customers receive from Irish Water. The CRU completed the last review in November 2016,

which covered the period from 2017 to 2018. We then extended that revenue control to 2019. This

revenue control (RC3) now looks at the business plans and revenue limits for the five year period

2020 to 2024.

In this revenue control we look at the outcomes that we expect Irish Water to deliver over the five
years. Tied to these outcomes are an extensive and detailed set of outputs, covering projects and
programmes across water and wastewater, that we will hold Irish Water accountable for delivering.
The revenue control also assesses the assumptions about the capital and operational expenditure

needed to achieve those outputs and outcomes.
There is a hierarchical relationship between inputs, outputs and outcomes, that determines our

decision making

Outcomes are the things that customers and society value, e.g., clean drinking water.

Outputs are specific things that the companies deliver to (help to) achieve those

outcomes, e.g., water treatment plants.

Inputs are the resources the companies need to deliver those outputs.

All the inputs that a company needs should be traceable, through the outputs they will deliver, to

outcomes that customers and society value.

The diagram below illustrates this hierarchy.

14
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Monitor

- Performance Assessemnt

- Customer Handbook
First Fix

- New Connections
- Capital Expenditure
Monitoring

Figure2 Snapshot of the Regulatory Contract

The CRU, in its role as economic regulator for the water sector, is focused on incentivising Irish
Water to deliver efficiently the outcomes that customers and society value. The CRU concerns
itself with inputs or outputs to the extent that they are necessary to incentivise Irish Water to
efficiently deliver outcomes. Our overall approach to this revenue control is to ensure that Irish
Water set stretching commitments for all aspects of customer service for the 2020-2024 period.

The purpose of this revenue control, therefore, is to establish a combination of the outcomes and
outputs that Irish Water is committing to deliver, via the business plan that it submitted to the CRU,
and the efficient level of capital and operating costs that the CRU deems to be sufficient to deliver

on those obligations.

The CRU’'s decisions in relation t edivothetolowinges, out pu

sections.
Outcomes

Outcomes are the high-level objectives that matter most to consumers of water and wastewater
services. Outcomes are generally continuous, long-term requirements that do not necessarily fit
into one price control period. The high-level outcomes that Irish Water will deliver in the next

revenue control period are consistent with those for IRC2, namely:

High quality customer service and customer satisfaction;

Providing a high quality of service for water supply, including security of supply;
A reliable service to remove and treat wastewater:

Efficient delivery of services, i.e. value for money;

Achieve compliance with public health and environmental standards

= =4 =4 4 A -

Environmental performance (for example, a good quality water environment).

In its RC3 business plan, Irish Water provided a list of capital projects and programs that it intends

to deliver over the RC3 period. These projects and programs are designed to achieve a range of

15



An Coimisitin um Rialail Féntais Commission for Regulation of Utilities

outcomes. Some projects and programmes will deliver on more than one outcome. Here, and in
the section below, we group the expected outcomes, and what outputs will deliver those outcomes,

across the high-level categories that we are focusing on for the RC3 period.

Irish Water Outcomes for the RC3 period Change over

RC3 period

Water Supply - Quality of Service
Population on a boil water notice for more than 200 days

5
Number of Water Treatment Plants with Ortho-phosphate Dosing 7
Number of Water Supplies removed from the EPA's RAL 13
Reduction in the number of properties with risk of Microbiological Non-
Compliance 561,915
Reduction in the Number of properties with risk of THM Non-
Compliance 132,122
Number of Common Lead Service pipes in the network 11,168
Number of individual Lead pipes in the network 8,139
Number of Lead Services replaces 13,231
Security of Water Supply
Leakage Reduction (ML/day) 176
Additional Water Supply Capacity (ML/day) 46
Environmental Performance
Number of agglomerations removed from EPA's Priority Urban Area
Action List 41
Wastewater treatment works compliant with Urban Waste Water
Treatment Directive (Population Equivalent) 314,656
Number of Wastewater Treatment Plants overloaded serving >2000
population 1
Number of Wastewater Treatment Plants overloaded serving < 2000
population 1
Number of Agglomerations in the ECJ Urban Waste Water Treatment
Directives 10
Additional Wastewater Treatment Capacity (Population Equivalent) 1,158,984
Number of Wastewater Treatment Plants compliant with EPA discharge
increase ELVs 8

Table7 Irish Water's outputs and eacomes for the RC3 period
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In addition to these water and wastewater service-based outcomes, the CRU also specifies, within
the domestic and non-domestic handbooks expectations of levels of customer service that Irish
Water needs to meet. During RC3, Irish Water will be implementing several new water policy
decisions, including a new approach to non-domestic tariffs, as well as excess usage charges for
domestic customers. The CRU expects that these policies will be implemented by Irish Water with

no reduction in the level of customer service provided.

The customer service outcomes are reported on in the annual performance assessment reports
published by CRU (discussed below).

Outputs

Outputs are the observable and measurable activities, actions or achievements that Irish Water

must deliver to bring about the outcomes that customers and broader society value. Outputs are

more easily measured and monitored than outcomes and are more likelytobewi t hi n | ri sh Wat
control. In general, they do not explicitly reflect things that customers and society value in

themselves, but they contribute to achieving those things.

The fact that we have specified outputs in the revenue control provides Irish Water clarity and

certainty over the capital projects and programs that they need to deliver.

Specific outputs include:

delivering specific schemes, such as a new water treatment works or relining a specified
number of mains, which could relate to a number of outcomes; and
completing specific activities, such as a programme of replacing lead pipes, which, again,

could relate to a number of outcomes.

As part of the RC3 process, Irish Water submitted a business plan to the CRU that specified a
range of outputs that they intend to deliver over the RC3 period, that are aligned with the overall
outcomes. These outputs were reviewed by CRU and accepted as necessary to deliver the stated
outcomes. These cover a range of projects and programmes across water and wastewater
services and are discussed in more detail in Section 3.2 A summary of the outputs is shown in
Table 8 below.

The particular outputs that Irish Water will be delivering over the RC3 period, and how they relate

to outcomes, are as follows:

17
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Planned
Delivery

Outcome

Number of new Treatment Plants 42 Environmental Performance Water
(water and wastewater) Supply - Quality of Service - Security of
Water Supply
Number of Existing Treatment 73 Environmental Performance Water
Plants Upgraded Supply - Quality of Service - Security of
Water Supply

Water Treatment Plant Capacity 606 Water Supply - Quality of Service -

(Total ML/day) Security of Water Supply

Wastewater Treatment Plant 3,440,034

Capacity (Total Population Environmental Performance

equivalent)

Number of Reservoirs Upgraded 132 Water Supply - Quality of Service -
Security of Water Supply

New Watermains (km) 424 Water Supply - Quality of Service -
Security of Water Supply

Rehabilitated or lined mains (km) 461 Water Supp|y - Qua“ty of Service -
Security of Water Supply

Meters installed 50,815 Water Supply - Quality of Service -
Security of Water Supply

New Sewers (km) 237 Environmental Performance - Sewerage

Service
Rehabilitated Sewer (km) 333

Environmental Performance - Sewerage
Service

Table8 Irish Water's outpts for the RC3 period

Inputs

Inputs are the resources that Irish Water uses to carry out its activities or to deliver particular

outputs. Examples of inputs include:

The operating costs it incurs to deliver its services such as the number of people it

employs on a particular activity (such as those employed on mains relining or

replacement, operating a sewage treatment works), or/and the amount of money a

regulated firm spends on a particular activity;

The capital costs that it incurs to carry out a particular activity or delivering an output

(such as how much Irish Water spends on the cost of building a reservoir or a water

treatment plant, or the investment needed to upgrade a plant to comply with drinking

water or environmental standards);

In its business plan submitted to the CRU, Irish Water, in conjunction with the list of outputs it plans

to delivery, identified the range of capital and operating expenditure that it estimated would be

18




An Coimisiiin um Rialail Fontais Commission for Regulation of Utilities

required to operate its system for the five-year period, as well as to deliver the range of outputs

listed above.

proposed by Irish Water and assessed whether they are appropriate to meet the proposed outputs,

n

order to faci

itate

t he

out come

of

“Ef

Ci

and associated outcomes. As one of the outcomes is value for money, the CRU examines whether

or not the proposed outputs and outcomes can be achieved more efficiently. In making its

determination, the CRU has imposed an efficiency challenge on both the operating expenditure

and the capital expenditure to meet the overall outcome of efficient delivery of services.

Operating efficiency

The CRU, based on benchmarking Irish Water costs against a range of comparator companies,

considers that Irish Water has significant scope to improve the efficiency by which it delivers on its

operating requirements over the RC3 period. The CRU considers that a 4% per annum efficiency

gain is a reasonable target to meet from 2020 to 2024. However, the CRU recognises that projects

and programmes are necessary to achieve these efficiency gains, and that these can take time to

implement and generate results. The CRU therefore requires Irish Water to meet the following

target efficiency gains on an annual basis:

Efficiency Target

2%

2%

4%

6%

6%

Table9 Irish Water Operating Costs Efficiency Targets

The CRU also examined the efficiency of the proposed spending on capital projects. Approximately

1/3 of the capital investment due to take place during the RC3 period is already committed, i.e.,

under contract, and therefore not subject to a further efficiency challenge. The remaining 2/3 of the

capital spend is subject to a 3% per annum efficiency challenge as CRU considers that cost

efficiencies can be achieved in the Capex programme. The two large projects, Greater Dublin

Drainage and Water Supply project, have been excluded as the scope of these projects has not yet

been finalised. The CRU will monitor the progress of Greater Dublin Drainage and Water Supply

project during the RC3 period and will engage with DHPLG on an annual basis to determine

whether the funding in respect of these projects should be provided, depending on the progress

made in relation to these projects.

As Irish Water provided updated information to the CRU in late October 2019 regarding the overall

capital investment plan that they intend to deliver, along with changes in costs for projects and

programmes, which appears to represent significant changes to the original consulted upon capital

investment plan, the CRU was not able to do a comprehensive assessment of the reasonableness

19
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of the proposed capex expenditure within the short timeframe remaining. The CRU is, therefore,

not approving €788m of the Il rish Wat eresedstipex r eque:
change in costs of existing projects and programmes and the costs of entirely new programmes

identified by Irish Water and provided to CRU in October 2019. The underlying costs of these

projects and programmes will be subject to an additional review over the coming months before

any decision is taken to allow them.

Al so, the CRU examined the efficiency and contingel
network capital expenditure submission and reduced the allowed costs associated with non-
network capital expenditure b ym.€ 4 7

The CRU decision with regard to approved levels of capital and operating expenditure:

202 202 202 202 202 Total
Oeratlonal Expenditure, real 2017 RC3

Irlsh Water request 745 750 752 743 728 3719
CRU Decision 731 731 716 694 671 3544
Irish Water request -v- CRU allowance -174

202 202 202 202 202 Total
Network Capital Expenditure, real 2017 RC3

108 112

Irish Water request 780 881 3 1 967 4,832

-23  -36  -68 -86 -92 -305
Efficiency Challenge
Unapproved costs 0 -197  -197 -197 -197 -788

3,739

CRU Decision 757 648 819 838 678
Irish Water request -v- CRU allowance -1,093

Non-network Capital Expenditure, real 202 202 202 202 202 Total
2017 RC3

Irish Water Request & CRU Allowance 1 m

Irish Water request 98 118 106 65 38 425
CRU Decision 90 105 92 58 33 378
Irish Water request -v- CRU allowance -47

Table10 CRU's proposals for Irish Water Expenditure Allowances for the RC3N&iatty RSR (2 (GKS ySI NBaid ¢

T h e CR italexpenditure allowances are within the allowances made available to Irish Water
in the Strategic Funding Plan approved by the Minister in November 2018.

Performance Measurement

In order that Irish Water customers get value for money for the inputs approved by the CRU, the

CRU carries out a range of monitoring activities, and consistent with the CRU values, is committed
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to openness and transparency with regard to publishing the outcomes of those monitoring

activities.

Monitoring activities fall into two categories —

Look-back — at the end of each revenue control period, the CRU looks back at the actual
capital and operating expenditure incurred by Irish Water for the period of the revenue
control, compares that to the estimates forecast to be spent, and assesses the efficiency
of the actual expenditure. Any over or under-expenditure is then taken into account in
the following revenue control period;

Annual monitoring — the CRU monitors delivery of outputs, outcomes and the level of
inputs on an annual basis and reports on these publicly. For example, inputs are
monitored via the Capital Investment Monitoring Report, which also reports on the
guantity and type of outputs delivered in each year. The Performance Assessment

Framework reports on a range of outcomes.

In addition, we specify the metrics by which we will monitor their progress towards their outcomes
(their performance commitments) and their pledges to achieve certain service levels (their
performancecommi t ment | evel s) . ceTAssessmeRt Bransewdpkespeéifies ma n
performance metrics across five areas. These include the quality and reliability of the water and
wastewater supply, asset health, customer service and the environment. By measuring and
incentivising companies against service failures, these performance commitments motivate water
company management to identify and mitigate risks to their services. To date, the performance
monitoring of Irish Water has focused on data collection and reporting, and the CRU has published

reports on this area.

Performance Commitments

Performance commitments enable customers, other stakeholders and the CRU to monitor Irish
Water’'s service performance and hold t hWehateo accoul
previously consulted on and agreed a range performance commitments. These cover the most

important issues for customers such as

Customer service
Environmental performance;
Quality of water supply
Security of water supply

Quality of sewerage services.
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Performance commitments rely on good quality consistent data. Irish Water needs to collect

performance data to allow monitoring of its performance commitments. This has been the focus of

the IRC2 period. Irish Water has indicated that they will be in a position to report on all of these
metrics by 2020/2021. Thi s reporting wil/ be the basis for as
during the RC3 period. The CRU will consult on the appropriateness of the metrics included in the

Performance Assessment Framework to ensure they still reflect key services areas for customers

and will also set out the target performance commitments for each of the metrics. We will also

examine whether these metrics need to be modified over the RC3 period to take account of the

way that the business is now operating. These will be the minimum levels of performance that we

consider Irish Water should be providing its customers. We also consider that there is significant

scope to make performance commitments by Irish Water more stretching over time, so that

customers benefit from better service. We will, therefore, include challenging target levels of

performance, that Irish Water should deliver by the end of the RC3 period, for example, achieving a

reduction in leakage of 176ML/day (net water savings in the water supply network). We will then

monitor Ilrish Water’'s performance underewelwik Fr amewi

be able to assess that performance.
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Glossary of Terms and Abbreviations

Abbreviation or Term Definition or Meaning

Capex Capital Expenditure

CBA Cost Benefit Analysis

CIP Capital Investment Plan

CRU Commission for Regulation of Utilities
(previously CER)

DBO Design Build Operate

DHPLG Department of Housing, Planning and Local
Government

EPA Environmental Protection Agency

GNI Gas Networks Ireland

GWS Group Water Schemes

HICP Harmonised Index of Consumer Prices

HSQE Health & Safety, Quality and the
Environment

IRC1 Interim Revenue Control 1 (Q4 2014-2016)

IRC2 Interim Revenue Control 2 (2017-2018 and
subsequently extended to include 2019)

W Irish Water

K-factor A revenue adjustment relating to a previous
period.

NIW Northern Ireland Water

NNC Non-network Capital Expenditure

Nominal prices Nominal prices are not adjusted for inflation,

and so reflect the value in the year the cost
item relates to.

OFGEM Economic regulator of the electricity and gas
sectors in England and Wales

OFWAT Economic regulator of the water sector in
England and Wales

Opex Operational Expenditure

PBT Plan Balancing Tool

PMO Project Management Office

Present value The value at the present point in time of a

sum of money, in contrast to some future
value it will have when it has been invested
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at compound interest and consideration has
been given to inflation.

RAB Regulated Asset Base

Real prices Real prices are prices that have been
adjusted for inflation. This removes the
effect of inflation from year to year allowing
monies to be compared in same-year terms.
For example, for this paper when prices are
guoted i n * 20mdansimatn i ¢
inflation has been removed from figures
referring to later years.

SCADA Supervisory Control and Data Acquisition
SFP Strategic Funding Plan 2019-2024

SLA Service Level Agreement

TOM Target Operating Model

WACC Weighted Average Cost of Capital

WCP Water Charges Plan

WFD Water Framework Directive

WICS Water Industry Commission for Scotland
WIOF Water Industry Operating Framework
WSIP Water Services Investment Plan

WSPS Water Services Policy Statement 2018-2025
WSSP Water Services Strategic Plan

WTP Water Treatment Plant

WWTP Wastewater Treatment Plant
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1. Introduction

1.1 The Commission for Regulation of Utilities

The Commi ssion for Regulation of Utilities (CRU) i
services regulator. Established in 1999, the CRU has a wide range of economic, customer

protection and safety responsibilities in energy.

The CRU is the regulator of Irish Water as the national utility for the provision of public water and
wastewater services. Tlheint€dlthof water amd wastewatert o pr ot ect
customers, ensure the delivery of water services in a safe, secure and sustainable manner and

ensure that Irish Water operates in an economic and efficient manner.

Further information on tghesl@GRU osn riocl eavan d arbd lee voann tt

at www.cru.ie.

1.2 Background

The CRU is responsible for setting the level of revenue that Irish Water can receive, through

Government subvention and various charges (new connections, hon-domestic tariffs, etc.), to

cover its efficiently incurred costs. The CRU does thisbyr evi ewi ng | ri sh Water's s
engaging with the utility, benchmarking its proposed costs against comparator companies,

completing a public consultation process, and setting appropriate revenue allowances for

operating costs, capital costs and other items. This process is known as a revenue control.

On the 31 July 2019, the CRU published a consultation detailing its proposals for allowances for
Irish Water over the RC3 period. The consultation was open to comments from the public for a
period of 6 weeks, closing on the 11 September 2019.

The CRU is today, 5 December 2019, publishing its decision on Irish Wa t erevensie
allowances for the RC3 period. In reaching this decision the CRU considered all responses
received to the consultation.

This is the third revenue control which the CRU has undertaken in respect of Irish Water. The

first revenue control was for the period October 2014-December 2016 and was known as Interim

Revenue Control 1 (IRC1), the second revenue control was for the period January 2017-

December 2018 and was subsequently extended to include 2019 and was known as Interim

Revenue Control2( | RC2) . As set out i n tARE/IBRAWthesCRDISSCUSSIi O

29


http://www.cru.ie/
https://www.cru.ie/wp-content/uploads/2018/12/CRU18240-CRU-Discussion-Paper-Irish-Water-Revenue-Control-3.pdf

An Coimisiiin um Rialail Fontais Commission for Regulation of Utilities

of the view that a five year revenue control is now appropriate and therefore Revenue Control 3
(RC3) will be for the period 1 January 2020 — 31 December 2024.

1.3 Legislative Basis

Under Sections 39to 43 oft he Water Services (No. 2) Act 2013 (*
with the role of economic regulation of Irish Water. Those sections of the Act set out the functions

and powers of the CRU as the economic regulator of Irish Water. TheCRU’ s r ol ® i ncl udes
protect the interests of water customers, ensure public water services are delivered in a safe,

secure and sustainable manner and that Irish Water operates in an economic and efficient

manner.

Section 22 of the Act provides information on the approval of a Water Charges Plan (WCP) for
the delivery of water and wastewater services, following submission of the WCP from Irish Water
to the CRU. That section outlines that, in doing so, the CRU would have regard to the costs likely
to be incurred by Irish Water in the performance of its functions. This decision paper is part of the
process to set an appropriate level of costs, which feeds through into the approved Water
Charges Plan (WCP) for the 2020-2024 period.

Further legislation was introduced in 2017 through the Water Services Act 2017. This Act
amended previous legislation and required Irish Water to submit a Strategic Funding Plan to the
Minister for Housing, Planning and Local Government for approval. The first Strategic Funding
Plan was approved on the 7 November 2018 by the Minister and reflects the upper ceiling of
funding available to Irish Water. The actual funding is subject to the outcome of this revenue

control process.

This is the first revenue control under the new funding model which was introduced by the Water
Services Act 2017. Following approval by the Minister of the Strategic Funding Plan, Irish Water
made a submission to the CRU for its funding over the RC3 period (2020-2024) comprising
Business Planning Questionnaires, presentations and ongoing engagement by means of a
Questions and Answers process. The CRU scrutinised the data provided by Irish Water, with the
assistance of expert economic and technical advisors. Benchmarking exercises were also carried
out to compar erfoinancewith thidhaf matufe scomparable companies in other

jurisdictions, notably the UK.
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1.4 Purpose of the Paper

This paper s e tdecisiorufar retehue all@Brigés for Irish Water over the RC3
period (2020-2024). These include the operational expenditure allowance and capital
expenditure allowance. This paper is part of the process to set an appropriate level of costs for
Irish Water, which feeds through into the approved Water Charges Plan (WCP) for the 2020-
2024 period, which is published alongside this paper.

1.5 Objectives of RC3

TheCRU' s objectives for this revenue control are det

To ensure that the outputs and outcomes proposed by Irish Water are consistent with

broader water services policy objectives;

To ensure that the work being carried out by Irish Water in RC3 represents value for

money and improved service to customers;

To document the decision-making process in a transparent manner with full and

adequate consultation with interested parties;
To maintain regulatory certainty;

To ensure that Irish Water is able to maintain and upgrade the water and wastewater

network to an appropriate standard,;

To ensure that the interests of final customers are protected, in the short and long term.

This involves ensuring that costs are contained to the maximum extent possible, while at

the same time delivering efficient investment in water and wastewater infrastructure and

supporting services;

To ensure that Irish Water is able to complete the necessary level of capital investment to

support the approved level of upgrading of water and wastewater systems. In doing so,

the CRU wishes to ensure that | rishmddaytner’ s i n\

terms of the benefits they add;

To hold Irish Water to account in its achievement of its commitments to outputs and
outcomes through the RC3 period (2020-2024)

To ensure appropriate incentives are provided for Irish Water to improve its efficiency
and reduce costs; and

To seek the views of Irish Water customers and other stakeholders on the appropriate
costs and revenues of Irish Water for the 2020-2024 period
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1.6 Structure of the Paper

This paper shoul d be r eadRd3nesponsetgcansultatianpaper wi t h t he

(CRU/19/148). The structure of this paper is outlined as follows:

Section 1 — Introduction

Section 2 — Details on the regulatory process

Section3—1 r i s h BMairnessPlans(for the RC3 period)

Section 4 — Reviews lIrishWater’ s prop c®eRC3 co st

Section 5 — Incentive and Monitoring

Section 6 — RC3 Cost of Capital

Section 7 —IrishWater s cost during | RC2

Section8-Cal cul ation of Irish Water’ s RC3

Section 9 — Conclusion and next steps

1.7 Related Documents

Documents related to this consultation are listed below:

Revenue

CRU Consultation Paper Irish Water Revenue Control 3 - CRU19/091 — 315t July 2019
CRU Discussion Paper Irish Water Revenue Control 3 — CRU/18/240 — 6" December
2018.

CRU lIrish Water 2019 Revenue Control Decision Paper — CRU/18/211 — 24" September
2018.

CRU Revenue Model — 1st January 2017 — 31st December 2019 — CRU/18/212 — 24"
September 2018.

CRU lIrish Water 2019 Revenue Control Information Paper — CRU/17/332 — 7' December
2017.

CRU Decision on Irish Water Revenue 2017 — 2018 — CER/16/342 — 12t December
2016.

Advice to the Minister on the Economic Regulatory Framework for the public water
services sector in Ireland — CER/14/076 — 31 March 2014.

Information on the C R U roke and relevant legislation can be found onthe CRU’ s websi t e at

WWW.Cru.ie
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1.8 Respondents to the consultation

The CRU received 18 responses to the consultation from various stakeholders.

American Chamber of Commerce

An Féram Uisce

Carlow County Council

City and County Management Agency
Chambers Ireland

Clare County Council

Cork County Council

Department of Business Enterprise and Innovation, Enterprise Ireland and IDA (joint

response)

Dublin Chamber of Commerce

Environmental Protection Agency (EPA)

Irish Business Employers Confederation (IBEC)
Irish Congress of Trade Unions (ICTU)

Irish Water

Kerry County Council

Kilkenny County Council

Tigh Beag

Waterford County Council

Wexford County Council

The CRU has published a separate response comments paper addressing the issues raised in the

responses. Please see (CRU/19/148a)
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2. The Regulatory Review Process

2.1 Introduction

This section details how the Irish Water revenue control is conducted by the CRU. The regulatory
regime adopted is similar to that used by the CRU in regulating the electricity and gas sectors, i
considered best practice and commonly adopted by both the CRU and international regulators.

This section outlines:

The framework and methodology adopted by the CRU;
Information on how the revenue control process has been carried out;
A summary of the expertise used; and

A summary of the discussion paper on the proposed approach for the RC3 revenue
control. This was published by the CRU in December 2018 and invited comments on the

approach to be followed in completing this revenue control.

The Consultation Paper published by the CRU in July 2019, consideration of responses

received and the subsequent process in reaching the decision. The consultation paper

was published in July 2019 and invited commentson t he CRU’ s proposal s i
Il ri sh Wa aneas foisthe RC3 periad (2020-2024).

Each of the above are discussed in turn below.

2.2 Regulatory Framework

221 Introduction to Regulatory Framework and Revenue Caps

The CRU has established an economic regulatory framework which is intended to ensure that:

Only reasonable, appropriate and efficiently incurred costs for the provision of water and

wastewater services by Irish Water are recovered by the utility;

Irish Water, as the single water utility in Ireland, has a strong incentive to improve service

and reduce costs from the outset of regulation;

All water services customers are provided with secure supplies of high-quality water, as

well as excellent customer service;

Irish Water is held to account in its achievement of its commitments to outputs and
outcomes through the RC3 period (2020-2024); and
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Irish Water operates and provides water/wastewater services, in an environmentally-

friendly and sustainable manner.

As outlined in the discussion paper “ CRU Di scussion Paper 1| rish
published by the CRU in December 20182, the CRU will continue to use a revenue-cap regulatory
regime for the revenue control period covering 2020 to 2024. A revenue cap regime is where the
regulator sets the maximum allowed revenue that the utility can recover for the duration of the
revenue control. Revenue-cap regimes are widely used by other regulators internationally to drive
down costs and improve outputs, as well as by the CRU, for regulating the energy and water

sectors in Ireland.

Cost efficiency is one of the four key principles that informed the development of the economic
regulatory framework that the CRU is applying in the case of Irish Water. Stability, predictability and
sustainability of the framework make up the other three key principles that guide the development
and operation of the water services regulatory framework. The regulatory framework must drive
Irish Water to constantly look, year-on-year, for economic efficiencies to the benefit of customers.
Essentially, Irish Water must provide more for less; it must constantly look to provide greater
service and quality to its customers at a lower cost. The necessity for cost efficiencies must be
balanced with the other principles underlying the economic regulatory framework, namely stability,
predictability and sustainability. In setting efficiency targets, the CRU seeks to strike an appropriate
balance between what is achievable by Irish Water in its efficiency drive and to continually

challenge Irish Water in this regard.

222 Building Blocks

Under the revenue cap regulatory regime, the CRU puts in place a revenue control to apply to
the utility. The CRU determines the appropriate level of revenue that is required to run the utility.
There are a number of components required to estimate a level of revenue that will be sufficient
to finance the utility while also imposing challenging but achievable targets for cost reduction

over the period. The building blocks of the regime are as follows:

The operating cost associated with operating the water and wastewater business;
The capital costs of investment in infrastructure; and

The value of the assets in |Irish Water's

3 https://www.cru.ie/wp-content/uploads/2018/12/CRU1824CGRUDiscussiosPaperlrish-Water-Revenue
Cortrol-3.pdf

35

Wat er

regul :



An Coimisiiin um Rialail Fontais Commission for Regulation of Utilities

In addition to the key building blocks of the revenue cap regime, there are other essential
components that feed into the determination of the overall allowed revenue. These elements and

the above components of the revenue control are discussed in turn below.
Operational Expenditure

The first building block is the allowance for Operational Expenditure (Opex) — the day to day

running expenditure of the utility. Opex costs are made up of line items such as staff costs,

customer operations, asset management, insurance and licences amongst others. It is important

that the utility is provided with a level of revenue that is sufficient enough to operate its business

efficiently and to high standards so as to provide value to the customer through improved service

levels and a high standard of customer service. The overall revenue figure for opex that is

decided upon by the CRU istheresultofr i gor ous scrutiny ofThed ri sh Water
challenge set by the CRU, for Irish Water to continue to reduce its opex over the course of the

revenue control, while maintaining and improving service, is based on what has been achieved

by utilities in other jurisdictions at similar stages of development (post the introduction of

regulation). In carrying out this review, the CRU used a combination of approaches in setting the

opex costs. These include the review and assessment of the information provided by the utility

through business planning questionnaires, Q&A sessions and written reports. It also includes

comparative benchmarking of Irish Water against efficient and mature English and Welsh

companies. The CRU has also utilised the advice of industry experts to assist with completing

the review. The combination of these methods alongside continuous engagement with the utility

over the course of the consultation and decision processe nsur es t hat | rish Water’

allowance was thoroughly analysed.
Capital Expenditure

Another building block is an allowance for capital expenditure (capex) over the course of the
revenue control period. The capex category relatest o | r i s physi&hdssets ile. the water
and wastewater network, treatment plants, vehicles, IT systems, as well as the upgrade, repair and
maintenance of the existing network and treatment plants. The allowance approved by the CRU
must be sufficient to promote a degree of investment in the water services infrastructure that is
appropriate and justified while also encouraging the utility to drive efficiencies. In reviewing Irish
Wat er' s capex praoaysedvehétherthe propesalareldppropriate, fully justified,
deliver benefits to the customer and whether estimated costs are realistic. Industry experts assisted
the CRU in assessing the technical merit of the capital programme and whether the projects
proposed reflect the best value solution. Anin-depth r evi ew of the utility’”s pr
submissions, coupled with audits of individual projects, would ensure that the revenue proposed by

the CRU is fair and appropriate.
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Determining the Regulated Asset Base

A third important building block is the Regulated Asset Base (RAB) of Irish Water. In simple terms,
a RAB is a measure of the net value of the assets allowed (those determined to be efficiently
incurred by the CRU) to Irish Water in the operation of its regulated activities at any point in time.
The RAB allows Irish Water to receive a proper and fair return on the efficiently incurred capital
investments it has made in water and wastewater services infrastructure. The rate of return that
Irish Water can earn on assets in the RAB is set by the CRU for the duration of the revenue control
period. The CRU monitors and approves what assets and costs are added to the RAB over the
course of the revenue control. This has been addressed in greater detail in Section 8.2 of this

consultation paper.
Determining the Approach to Rate of Return

As mentioned above, the CRU sets the rate of return that Irish Water can earn on the efficiently
incurred capital investments in its RAB. This is known as the Weighted Average Costs of Capital or
WACC. This is essentially a weighted average of the cost of debt and the cost of equity (as most
businesses are financed with a combination of debt and equity). The CRU, assisted by economic
advisors, set a WACC that is used to derive a fair return on the capital investments made by the
utility while also endeavouring to ensure that the utility is in a position to achieve an investment
grade credit rating. This has been addressed in greater detail in Section 6 of this consultation

paper.
Determining Appropriate Incentives

Incentives are an important area of regulation for monopoly entities. Incentives are intended to
align the interests of the regulated companies with those of their domestic and hon-domestic
customers, by encouraging the utility to deliver better-than-required services. The CRU has, to
date, in the regulation of the energy sector, placed financial and reputational incentives on energy
companies. The incentive proposals for Irish Water for the RC3 period are discussed in Section 5

of this consultation paper.
Determining the Allowed Revenue

Combining all the component parts, as described above, the CRU generated a proposed overall
revenue allowance for Irish Water for the duration of the revenue control and it is this revenue
allowance that forms the basisof | r i s h \Narde%to its custamers (including e.g. non-
domestic customers and new connections). The residual amount, over and above charges paid by
customers, will be recovered through Government subvention. This is discussed in greater detail in

Section 8 of this decision paper.

For RC3, the funding model which was introduced by the Water Services Act 2017, will apply. This

model is as follows:
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The domestic water sector will continue to be funded by Government subvention with some
additional domestic revenue in the form of charges for new connections, meter tests, meter reads,
and, from 2020/2021, charges to customers that use water excessively. The non-domestic sector

will continue to be funded by the revenue collected from non-domestic customers.

The capital programme is now to be funded through equity* (capital contribution) and cash from
operations. Under the new model, Irish Water can only raise debt against its revenue stream from

the non-domestic sector.

All State funding (subvention and capital contributions) to Irish Water in respect of domestic water

services will be channelled through the DHPLG budgetary process.

For clarity, the figure belows et s out how the CRU’ s revenue decisio

Water receiving its Government subvention.

“p20S GKIFG WSlidzaGeqQ (1 1Sa GKS T2 NovhmeéenftoIfsh Waiteli. | £ O2y G NR o
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CRU provide
figure to DHPLG

DHPLG feed figur
into budgetary
process as part o
Department Vote

Budget is agreed

Funding made
available to Irish
Water

Figure3 Flowchart of IristWater Revenue Figure feeds into budgetary process

Given the changes to I rish Water’'s funding model , |
applied to determine allowed revenues to ensure it remains fit for purpose. This was considered as

part of the RC3 Discussion Paper. The CRU has decided that no amendments are required to be

made to the regulatory process for RC3. Further detail on this is discussed in the relevant sections

throughout the remainder of this paper.

2.3 Process to Date

Inordertoensur e t hat there is clarity as to the wunderl yir
submission, as well as the analysis itself, this project has involved, as is usual, a high level of

interaction with Irish Water. The high-level steps associated with this process are outlined below.

The first part of public consultation was undertaken in December 2018 when the CRU published a
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discussion paper® requesting comments on the proposed scope of the third revenue control for
Irish Water. Further detail on the content of, and comments received in response to, the discussion

paper is provided below in Section 2.4.

In parallel with the discussion paper, the CRU procured specialist advisors for the provision of
economic, technical and financial advice over the course of the project. This supplements internal

expertise within the CRU. Detail on this is provided below in Section 2.3.1.

To ensure that the CRU attained an adequate understandingo f | r i s hC3®Wihnission, tke R
CRU engaged with the utility to ensure that relevant data was provided in a useable format. A
Business Planning Questionnaire was issued to Irish Water detailing the technical, economic and
financial data required by the CRU for review. Irish Water then completed the questionnaire in two
stages: providing historic data first and then progressing to forecast information. Following

submission there was a period of interaction between the CRU and Irish Water during which further

information and clarifications were sought.

As part of each revenue control the opex incurred by the utility over the previous revenue control

period is reviewed in order to assessuewatarm ef fi ci el
was inside the limits of the revenue allowed by the CRU, deliverables for revenue incurred and also

to help inform decisions for the coming revenue control period. Following this methodology, the

opex incurred by Irish Water over the 2017-2019 period® was reviewed. This involved assessing

improvements in efficiency made by Irish Water during that period, bearing in mind developments

that occurred over the period.

For the 2020-2024 period, the opex which Irish Water forecasts it will incur was reviewed, with

particular focus on ensuring value for money and efficiency improvements.

Abenc hmar king study was conducted in order to compar
established utilities in ot hwefficiency,whikhdistreetengthiofs . | r i s |
time that is deemed reasonable for Irish Water to move towards achieving the same costs as an

efficient comparator utility, is also determined through benchmarking studies.

Similar to the review of opex, the capex incurred by Irish Water over the 2017-2019 period’ was
also reviewed. The appropriateness and efficiency of the investments made during that period
were assessed. This analysis included an assessment of actual versus allowed capex over the

period, in terms of the cost, need for the investment and benefit to customers

5 The Discussion Paper (CRU/18/240) available at: https://www.cru.ie/wp-content/uploads/2018/12/CRU18240-
CRU-Discussion-Paper-Irish-Water-Revenue-Control-3.pdf

6 It should be noted that September 2018 to December 2019 values are forecast.

7 It should be noted that April 2018 (for network capex) and October 2018 (for non-network capex) to December
2019 are forecast.
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The capex programme required for the 2020-2024 period as forecast by Irish Water was examined
with particular focus on ensuring value for money, improving water and wastewater infrastructure in
order to meet quality standards, environmental obligations, satisfy demand, improve security of

supply and customer service.

An audit of a sample of projects, capital maintenance programmes and national programmes was

conducted as part of the review of proposed RC3 capex. These audits were supplemented by a

review of | rish Wadavaebopmestoféhe @apital ineesimentdlart (GIF)

submi ssion, incluahdinigshpWanheba$ aRcojngctap@osti ng Toc«

programme management and governance arrangements.

This interaction allowed the CRU to complete a comprehensi ve revi ew of | rish Wate

forecast performance, leading to the proposed approach set out in the consultation paper.

Subsequent to the publication of the consultation paper, further submissions by Irish Water were

received, particularly in relation to capex. This is set out in detail in section 2.5 of this paper.

2.3.1 The Expertise Used
The CRU has completed numerous revenue reviews of regulated utilities since its foundation in
1999 and has developed its internal expertise during that period. To augment these skills, and
reflecting the range of analysis required, the CRU acquired the services of economic experts to
assistintherevi ew of | r iistric and/farecast cosis adwell as its performance in IRC2,

where required.

Following a public procurement process, NERA Economic Consulting was procured to provide
advice on the technical and economic aspects of the review. This includes reviewing Iris h  Wat er ' s
capital and operational expenditure and providing advice on the regulated asset base. NERA also

advised on efficiency and provided expert technical engineering and project delivery advice.

Following a public procurement process, Europe Economics was procured to provide advice on the
financial aspects of the review. The main body of work being completed by Europe Economics is
the provision of advice on the approach to and the appropriate cost of capital for Irish Water for the

five-year period from 2020 to 2024.

The advice put forward by the C R U "advisors has fed into the C R U 'camisulted upon approach

and decision, as set out in this paper. In addition, reports by both NERA and Europe Economics

were published alongside the consultation paper. The CR U’ s ¢ tompmapel shoald be read in
conjunction with the NERoarsmordert&gain follpreindéstaadngohi cs’' r e

all aspects of the C R U regiew of and consulted upon proposalso n | r i s RC3Wwamuest.r ' s
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2.4 CRU Discussion Paper

In December 2018, the CRU published a discussion paper® outlining its proposals for the revenue
control and how it intended to set all owed revenue
business costs. The purpose of the discussion paper was to provide information on the high-level

approach to a number of key aspects of RC3. These include matters such as:

Approach to setting opex and capex allowances.
Incentives;
Monitoring;

Weighted Average Cost of Capital in the context of the new funding model (WACC);

Duetochanges to I rish Water’'s funding model ®htheught ab
domestic sector capital programme is now funded through equity (capital contribution) and
Government subvention. Under the new model, the only debt to be raised by Irish Water can be

against the revenue stream from the non-domestic sector.

Asaresult of the change in Ilrish Water’'s funding mode
deciding on the revenue control allowance for the RC3 period. The CRU has decided to continue
to assess Ilrish Water’'s costs thr ouatehagainstami nati on

comparable utilities in other jurisdictions.

The CRU has also decided to continue its approach to incentives on Irish Water to reduce its costs
and customer service and proposes to continue with the incentives already in place under IRC2

and decided on an additional incentive regarding leakage reduction for the RC3 period.

The CRU has also decided to continue with its current monitoring regime through its Capital
Investment Monitoring, Performance Assessment Framework, First Fix Programme and the Irish
Water Customer Handbook. The CRU will also continue to publish periodic reports on these

monitoring activities, where appropriate.

Finally, the CRU also considered whether it is suitable to apply a Weighted Average Costs of

Capital WACC)tolrish Wat er' s regul ated asset base (RAB) or v
a WACC would be appropriate. The CRU has now decided that it will continue with this approach,

as it would need more time to consider this important factor of the revenue control process before

making changes, if appropriate, to it. The CRU intends to consider this matter further during the

RC3 period.

8 The Discussion Paper (CR8240) available athttps://www.cru.ie/wp-
content/uploads/2018/12/CRU1824CRWDiscussiofPaperIrishWater-RevenueControt3.pdf
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2.5 Consultation Paper and Subsequent Process

The CRU published the RC3 Consultation Paper on 31 July 2019 and requested comments from
interested parties until 11 September 2019. The CRU received 18 responses from interested

parties. These responses are published alongside this decision paper and a summary of the

responses, along with tidsetouCiRthe Consultatian Respoese Papep t h e m

(CRU/19/148a), also published alongside this paper.

The CRU also engaged with Irish Water during this time. This has resulted in changes to Irish

Wat er’ starnedguweonsequentl y assenmaiBedbebow.deci si on,

Inresponsetothe CRU’ s RC3 Consul tation Paper, relisedlisth Wat er

of outputs and outcomes which it stated were in fact the outputs and outcomes it would be able to
achieve over the RC3 period. For the most part, the CRU saw a reduction in what Irish Water

would now deliver over the RC3 period®.

The CRU sought the reasoning behind this reduction and Irish Water provided updated costs to the

CRU for the top 100 (in value) projects and programmes to be undertaken by Irish Water© during

the RC3period These projects amounted to EMe 1ORU'0os drmheal y i

shows that costs have, on average, increased by approximately 22%.

Irish Water has not to date provided a detailed rationale for the changes set out above. The CRU
considers that the changes in the mix of outputs and outcomes effectively amounts to a new
business plan submission (albeit incomplete) and the CRU cannot, in the short time available,
assess the cost estimates to determine its value for money and efficiency. While the CRU does not
see the value in holding Irish Water to the outputs and outcomes along with the cost estimates
provided in its original submission, and subsequently as consulted upon, the CRU cannot yet
approve the updated cost estimates. Furthermore, the CRU cannot yet accept the updated outputs
and outcomes as the target for delivery against which Irish Water will be held to account at the end
of the RC3 period. The CRU is of the view that these are the absolute minimum outputs and

outcomes which Irish Water must achieve over the RC3 period. In relation to the costs, the CRU is

approving a portion of tX789myatthjssmge tinel tish Waterwibbhek c ap e x

provided with an opportunity to demonstrate to the CRU that the remainderisr equi red (€788 m) .

Further information on this opportunity is set out in section 4.7.3 below.

The CRU is also very concerned that Irish Water has submitted what essentially amounts to a new

business plan at this late stage in the revenue control process which raises further concerns about

9 Note that in some cases, theason for the reduction was due to Irish Water deling outputs and
outcomes by the end of 2019.
0y 3INBIFEGS FAIAdINB 61 & LINPGARSR F2NJ WNBYI AYyAy3
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Il ri sh Water’' s pr o padicularly pslthis is nat thedirstpimedhatdrishaNater has
substantially updated its Capital Investment Plan in similar circumstances. Prior to the CRU
reaching its IRC2 decision, Irish Water updated its CIP and amended the CIP again shortly after
the IRC2 decision. This posed a number of issues for the CRU in terms of capex monitoring and
undertaking the IRC2 lookback process. This impacts upon the transparency of ishWat er ' s
expenditure and value for money for the Irish Water consumer. The CRU is of the view that Irish
Water needs to ensure that its CIP is developed in a robust and sustainable manner and not
subject to such significant changes. This is of the utmost importance when Irish Water is about to

enter a five-year revenue control period with a high level of planned capital expenditure.

The CRU was of the view that a five-year price control period was appropriate for Irish Water given
that it has been operating subject to economic regulation since 2014. Previously, the CRU
considered shorter revenue control periods appropriate while it was still transitioning to its current
operational structure. As this is no longer the case and the CRU is now of the view that Irish Water
should have sufficient knowledge regarding its assets and its operating capabilities to be better
able to plan its projects and programmes to put in place a robust five year business plan, the CRU
took the decision that a five-year revenue control period would be appropriate at this stage. In
these circumstances, it is a real concern that the CIP has been amended so significantly during the

revenue setting process.

Considering the above, the CRU is not approving the full capital expenditure request, or the outputs
and outcomes proposed by Irish Water for the RC3 period. The completion of an external review
will be required for the CRU to further analyse and determine whether further capex allowance
should be made and if so, the appropriate amount along with whether the outputs and outcomes

set out by Irish Water are reasonable and proportionate to the level of allowance provided.

This issue is discussed in further detail in Section 4.7.3 below.
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3. Overview of Ir 1 s h Wat er 0s B
Plan

3.1 Introduction

Irish Water submitted a business plan in November 2018 to the CRU covering their planned
operations for the 2020-2024 regulatory period. This business plan provided information on the
proposed scope of outcomes and outputs that the utility plans to deliver during the five-year period,
and the forecast operating and capital costs that they estimated would be required to deliver on
their business plans. The business plan outlines how Irish Water intends to deliver on its strategic
objectives over the five-year period, including transitioning to a single public utility, fair and efficient
delivery of water and wastewater services with a customer focus, as well as prioritising health and

environmental quality outcomes across the sector.

The business plan submission also includes a lookback at the expenditure Irish Water incurred
during the IRC2 period, for both capital expenditure and operating expenditure, and provides an

indication of the adjustments that they requested from the approved amounts in the IRC2 decision.

Updates to the Capex Business Plan

As part of its response to consultation, Irish Water provided two significant changes to its business

plan, compared to that submitted in November 2018. First, it provided a revised set of outputs and

outcomes that it intended to deliver over the RC3 period. This reflected changes to priorities,

timelines for delivery and, inevitably due to the cap of the Strategic Funding Plan, a reduction in

outputs and outcomes, in response to cost changes. Secondly, Irish Water provided updated cost
estimatesforthe® Top 100" projects aathopnbpngncovermEbbtly Lhal ue
the updated total capital cost of each project, and the updated spend during the RC3 time period.

Irish Water also indicated the total level of expenditure during the RC3 period that would apply to

the other projects. No changes in operating expenditure were provided, and all other elements of

the business plan were unchanged.

A high-level summary of the outputs and outcomes have been included earlier in the executive

summary.

In this section, we describe at a high level the outputs and outcomes that Irish Water are proposing

to deliver, as well as an analysis of their costs.
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321l rish Wateros Outputs and

Proposals

Outputs & Outcomes for the RC3 Period

As mentioned in the customer impact statement above, in this revenue control we look at the
outcomes that we expect Irish Water to deliver over the five years. Tied to these outcomes are an
extensive and detailed set of outputs, covering projects and programmes across water and
wastewater, that we will hold Irish Water accountable for delivering.

There is a hierarchical relationship between inputs, outputs and outcomes, that determines our

decision making

Outcomes are the things that customers and society value, e.g., clean drinking water;
Outputs are specific things that the companies deliver to (help to) achieve those
outcomes, e.g., water treatment plants;

Inputs are the resources the companies need to deliver those outputs.

All the inputs that a company needs should be traceable, through the outputs they will deliver, to

outcomes that customers and society value.

Outcomes

The high-level outcomes that Irish Water will deliver in the next revenue control period are

consistent with those for IRC2, namely:

High quality customer service and customer satisfaction;

Providing a high quality of service for water supply, including security of supply;
A reliable service to remove and treat wastewater:

Efficient delivery of services, i.e. value for money;

Achieve compliance with public health and environmental standards; and

Environmental performance (for example, a good quality water environment).

In its RC3 business plan, Irish Water provided a list of capital projects and programs that it intends
to deliver over the RC3 period. These projects and programs are designed to achieve a range of
outcomes. Some projects and programmes will deliver on more than one outcome. Below, we
group the expected outcomes, and what outputs will deliver those outcomes, across the high-level
categories that we are focusing on for the RC3 period — namely water supply — quality of service,
security of water supply, environmental performance and wastewater service. These metrics were

revised during the consultation period, and the CRU here reports on the revised metrics provided
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by Irish Water. These outputs and outcomes represent the delivery obligations that Irish Water is
now proposing to deliver during RC3, and the associated costs to deliver these are assessed in the

remainder of this decision paper.

The table below sets out the outcomes which Irish Water intend to deliver over the RC3 period. It

shows the value previously consulted on and the updated figures which Irish Water now propose to

deliver.1!
Revenue Control 3 Outputs & Outcomes
Change Updated | Variance
over RC3 Change
period over RC3

period
Water Supply - Quality of Service
Population on a boil water notice for more than No
200 days update

5 provided N/A
Number of Water Treatment Plants with Ortho-
phosphate Dosing 8112 27 -67%
Number of Water Supplies removed from the
EPA's RAL 34 13 -62%
Reduction in the number of properties with risk of
Microbiological Non-Compliance 634,839 561,915 -11%
Reduction in the Number of properties with risk of
THM Non-Compliance 68,949 132,122 92%
No
Number of Common Lead Service pipes in the update
network 11,168 provided N/A
No

update
Number of individual Lead pipes in the network 8,139 provided N/A
Number of Lead Services replaces 41,60013 13,231 -68%
Security of Water Supply
Leakage Reduction (ML/day) 176 176 0%
Additional Water Supply Capacity (ML/day) 71 46 -36%
Environmental Performance

11 Not all outcomes were updated and some outcomes not listed in the table above have been updated by Irish
Water. Some outcomes have reduced due to work completed in before the end of 2019.

12 Irish Water stated that the figure of 81 should have read 68 as 81 a cumulative figure which includes sites with
ortho-phosphate treatment by the end of 2019.

13 Irish Water stated that the figure of 41,600 should have read 15,700 as 41,600 is a cumulative figure which
includes lead services replace pre 2020.
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Revenue Control 3 Outputs & Outcomes

Number of agglomerations removed from EPA's

Priority Urban Area Action List 57 41 -28%

Wastewater treatment works compliant with Urban No

Waste Water Treatment Directive (Population update

Equivalent) 314,656 provided N/A
No

Number of Wastewater Treatment Plants update

overloaded serving >2000 population 1 provided N/A
No

Number of Wastewater Treatment Plants update

overloaded serving < 2000 population 1 provided N/A

Number of Agglomerations in the ECJ Urban

Waste Water Treatment Directives 15 10 -33%

Additional Wastewater Treatment Capacity

(Population Equivalent) 1,247,348 | 1,158,984 -71%
No

Number of Wastewater Treatment Plants update

compliant with EPA discharge increase ELVs 8 provided N/A

Tablell- Irish Water's outputs and outcomes for the RC3 period

In addition to these water and wastewater service-based outcomes, the CRU also specifies, within

the domestic and non-domestic handbooks expectations of levels of customer service that Irish

Water needs to meet. During RC3, Irish Water will be implementing several new water policy

decisions, including a new approach to non-domestic tariffs, as well as excess usage charges for

domestic customers. The CRU expects that these policies will be implemented by Irish Water with

no reduction in the level of customer service provided. The customer service outcomes are

reported on in the annual performance assessment reports published by CRU (discussed below).

Outputs

Outputs are the observable and measurable activities, actions or achievements that Irish Water
must deliver to bring about the outcomes that customers and broader society value. Outputs are

more easily measured and monitored than outcomes andare mo r e

likely

control. In general, they do not explicitly reflect things that customers and society value in

themselves, but they contribute to achieving those things.

The fact that we have specified outputs in the revenue control provides Irish Water clarity and

certainty over the capital projects and programmes that they need to deliver.

Specific outputs include:
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delivering specific schemes, such as a new water treatment works or relining a specified

number of mains, which could relate to a number of outcomes; and

completing specific activities, such as a programme of replacing lead pipes, which, again,

could relate to a number of outcomes.

As part of the RC3 process, Irish Water submitted a business plan to the CRU that specified a

range of outputs that they intend to deliver over the RC3 period, that are aligned with the overall

outcomes. Following the consultation, Irish Water submitted a revised set of outcomes and outputs,

based on a revised CIP, due to changes in costs, priorities and timelines.

Foll owing 1Ir

s h

Water '’ s

revi

ew of

updated outputs which it now expects to deliver over the RC3 period.

The table below sets out the outputs which Irish Water intend to deliver over the RC3 period. It

shows the value previously consulted on and the updated figures which Irish Water now proposes

to deliver.

_ RevenueControl30utputs &Outcomes

bnitted fwtleep i t a |

mains (km)

Metric Planned Updated | Variance Outcome
Delivery planned Supported
Delivery

Number of new 45 42 -T% Environmental Performance

Treatment Plants (water Water Supply - Quality of

and wastewater) Service - Security of Water
Supply

Number of Existing 125 73 -42% Environmental Performance

Treatment Plants Water Supply - Quality of

Upgraded Service - Security of Water
Supply

Water Treatment Plant 644.15 606 -6% Water Supply - Quality of

Capacity (Total ML/day) Service - Security of Water
Supply

Wastewater Treatment 4,169,790 | 3,440,034 -18%

Plant Capacity (Total Environmental Performance

Population equivalent)

Number of Reservoirs 144 132 -8% Water Supply - Quality of

Upgraded Service - Security of Water
Supply

New Watermains (km) 682 424 -38% Water Supply - Quality of

Service - Security of Water

Supply

Rehabilitated or lined 2,975 461 -85% Water Supply - Quality of

Service - Security of Water
Supply

14 |rish Water havestated that this should have read 730km due to an error in their submission.

49

nve:



An Coimisitn um Rialdil Féntais Commission for Regulation of Utilities

Revenue Control 3 Outputs & Outcomes

(km)

Meters installed 22,900 50,815 122% Water Supply - Quality of
Service - Security of Water
Supply
New Sewers (km) 1,00415 237 -76% Environmental Performance -
Sewerage Service
Rehabilitated Sewer 336 333 -1% Environmental Performance

- Sewerage Service

Tablel2- Irish Water's outputs for the RC3 period

CRU Decision on Outputs and Outcomes

The CRU notes that Irish Water is now broadly proposing a reduced level of outputs and outcomes

over the RC3 period. This is very concerning to the CRU for several reasons. While the CRU

recognises that priorities can change in response to a number of factors, the CRU would expect

that | ri sh Wsaproach to$e nmoite acounate angl that such significant changes would

not be required in the short space of time

and the updated submission.

bet ween

r

sh Water’'s original

The CRU notes that Irish Water significantly changed its capital investment plans during the IRC2

period (further discussed in section 7.3.2 below). Irish Water stated that the changes were due

largely to the underestimation of project costs for projects inherited from the Local Authorities.

However, Irish Water also stated that it had taken a number of actions to mitigate this risk from

reoccurring, namely setting up a dedicated team to manage the project costing tool and cost

database, to ensure all projects are costed suing the Irish Water Project Costing Tool and Irish

Water cost database. In this instance, Irish Water has not provided sufficient information to explain

the significant changes it now proposes to its Capital Investment Plan and it is concerning that this

would happen again, so soon after the capital investment plan had been submitted to the CRU.

Second, while the CRU accepts that the funding cap in place as a result of the SFP means that if

costs do increase, fewer outputs and outcomes can be delivered for the fixed amount of available

funds for capital investment. In the consultation, the CRU proposed an allowance for construction

price inflation in excess of HICP, that would enable Irish Water to incorporate costs increases

within the SFP constraints, without any reduction in outputs or outcomes. That said, the CRU

considers that the reductions in outputs and outcomes now proposed by Irish Water are in excess

of what would be expected arising from construction price inflation, raising serious concerns for the

CRU. Given Irish Water is no longer in its infancy, the CRU would not expect to see such

significant changes at this stage in the revenue control process, especially with a lack of rationale

from Irish Water to explain these changes.

15|rish Water have stated that this should haead 277km due to an error in their submission.
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The CRU therefore concludes that Irish Water is now proposing to deliver less for the same
amount of money over the RC3 period and while the CRU has not had time to interrogate the data
provided by Irish Water on the outputs and outcomes, to the required extent, the CRU does not see
the value in expecting Irish Water to deliver on an old set of proposed outputs and outcomes when

Irish Water state that they cannot achieve this.

Therefore, the CRU will expect Irish Water to deliver, at a minimum, the revised set of outputs and
outcomes over the RC3 period. It must be emphasised, however, that these outputs and outcomes
should be the minimum which Irish Water must deliver, and the CRU expects to see additional
outputs and outcomes delivered over the RC3 period, when it carries out its lookback process at
the end of the RC3 period.

In addition,the CRUex pect s that I rish Water’'s external
encompass the revised outputs and outcomes and conclude on whether these are a reasonable

level of outputs and outcomes for Irish Water to deliver.

Inputs

Inputs are the resources that Irish Water uses to carry out its activities or to deliver particular

outputs. Examples of inputs include:

The operating costs it incurs to deliver its services such as the number of people it
employs on a particular activity (such as those employed on mains relining or
replacement, operating a sewage treatment works), or/and the amount of money a
regulated firm spends on a particular activity;

The capital costs that it incurs to carry out a particular activity or delivering an output
(such as how much Irish Water spends on the cost of building a reservoir or a water
treatment plant, or the investment needed to upgrade a plant to comply with drinking

water or environmental standards);

In its business plan submitted to the CRU, Irish Water, in conjunction with the list of outputs it plans
to deliver, identified the range of capital and operating expenditure that it estimated would be
required to operate its system for the five-year period, as well as to deliver the range of outputs

listed above. This analysis and discussion is included in Section 4.7 below.

The CRU notes that as the outputs and outcomes have changed since the original business plan
submission in November 2018, the capital expenditure estimates for projects and programmes
have been updated. There has been no change in the operation cost submission provided by Irish

Water, even though there is a reduction in the outcomes to be delivered over the RC3 period.
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331l rish Waterdés Operating

Proposals

3.3.1 IRC2 2017 7 2019 Operating Expenditure
At the start of IRC2, the CRU reviewed and approved a level of operating expenditure (including
2019), which was needed for Irish Water to operate its water and wastewater systems, and to meet
other customer service obligations, including billing. As part of this review of Irish Water, the CRU
carried out a lookback on the actual expenditure incurred by Irish Water, compared this to the
amounts approved at the start of IRC2, and examined the rationale proposed by Irish Water for any

differences.

Table 13 below shows C R U “allewed operating expenditure for the IRC2 period, Irish Water' s
actual expenditure, and the difference.

CRU Operating Expenditure Allowance -v- Irish Water Actual Expenditure

Operating CRU Allowance IW Actual/Outturn Variance
Expenditure €m €m €m

Operations and 1,549 1,559

Maintenance (Incl.

SLA)

Target Operating 310 301 -9
Model (TOM)

Shared Services 110 118 8
Centre & Group

Irrecoverable VAT 53 59 6
and Insurance

Uncontrollable Costs 23 14 -9
Total 2045 2051 15

Table 13 - CRU Opex Allowance vs. Irish Water Outturn 2017 7 2019 (real, 2017)

3.3.2 Irish Water Forecast RC3 (2020-2024) Operating Expenditure
As part of its business plan for the 2020-2024 period, Irish Water provided a forecast of its planned
operating expenditure for the five-year revenue control period. This includes the operating costs for
both their existing water and wastewater treatment plants, but also the costs associated with new
plants that are due to come into operation during the period. Irish Water has assumed that a certain

amount of operating efficiencies

Table 12 below sets out Irish Wa t eforécast, (2017 prices, rounded to the nearest million where
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appropriate). Please see section 4 for details of the CRU’s full review.

Operating

Irish Water Proposed Operating Expenditure RC3 2020-2024

Expenditure

Operations and
Maintenance

(incl. SLA)

Total RC3
€m

1,819

Target
Operating
Model (TOM)

147

216 277

261

245

1,145

Shared
Service
Centre &
Group

57

75 84

80

74

369

Irrecoverable
VAT and
Insurance

22

22 22

22

22

108

Uncontrollable

56

56 56

56

56

278

Total Opex
2020 - 2024

745

Table 147 1 r i s h RveposedrOperating Expenditure Costs 2020-2 0 2 4

750 752

743

728

3,719

(am,

2017

prices)

The graph below shows the level of Irish Water operating expenditure requests to 2024, the CRU

allowances, including those approved in this decision, and the Irish Water actual outturns (up to the

end of IRC2).
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34 1 ri sh WatimlrEgmendare Proposals

34.1 2017-2019 Capital Expenditure
The CRU allowed I rish Water €2,026m for capital e X
Decision Paper published in 2016 and the 2019 Revenue Control Decision Paper published in
2018. In its RC3 submission to the CRU in November 2018 (and following engagement with Irish
Water ), Il ri sh Water provi de d12m forthe padiedtoghed entl ofr ecast ¢

20109. In relation to |Irish Water’'s submission, I ri

For network capital expenditure: the actual expenditure from January 2017 to end March
2018 and Ilrish Water’'s esti mat gheendoff or ecast ex|
December 2019; and

For non-network capital expenditure: the actual expenditure from January 2017 to end
September 2018 and on | redasd dxpeldduredghereastertoethe i mat e o f
end of December 2019.

The CRU is proposi ng tnmetwarkecapexgputturs as IrishMaterlhasWat er ' s
underspent and for non-network capex, the CRU is proposing to recognise the allowance with

the exceptionofc | a wi n g 1rbfar&OF @/MHich Irish Water have advised cannot be spent

during the IRC2 period due to delays in implementing WIOF but€ 4 0 m o f wilvbé requited

during the RC3 period as WIOF progresses.
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For a revi ew of2cdpexiseeBectita4d7er ' s | RC
Irish Water IRC2 Capital Expenditure

CRU Allowance IW Actual/Forecast Variance
2017-2019 2017-2019
€m €m €m

Total Network Capex 1,832 1,902 +70
Non-ne'gwork Capital 194 158 36
Expenditure

Customer

Contributions N/A -89 -89
Uncategorised spend N/A 40 +40
Total Capex 2,026 2,012 +14

Table 15171 Irish Water IRC2 Capital Expenditure

3.4.2 Il ri sh Water 6s F 0-2084) Gapital ERo@rlitufe2 0 2 0
In conjunction with the request for operating expenditure, Irish Water also submitted a request for
capital expenditure in order to deliver the outputs and outcomes included in the Irish Water
business plan. Inits response’®t o t h e C RdhsulatioR @ger, Irish Water informed the
CRU that Irish Water had undertaken a review of the Capital Investment Plan as a result of the
CRU" s proposed c o alewamceas set ontrin the oohsul@tion paper along with
other change drivers. These include new emerging needs, scheduling updates and the
identification of additional requirements as initial project scoping progressed and developed. Irish
Water later provided further updates to the CRU following a further review of its outputs and

outcomes.

The CRU is very concerned that Irish Water would update its outputs and outcomes so

significantly during the revenue control process, however, the CRU has analysed and considered

these new outputs and outcomes to the extent possible in the time available. Irish Water has also

provided updated cost forecasts for much of its anticipated capital expenditure programme for

the RC3 period For a review and assessment of the reasonat

capital expenditure for the RC3 period see Section 4.7.

Il rish Water’s RC3 submission tosthe CRU includes t

1. The Capital I nvest ment Programme (ClIP) sets out
projects and programmes that Irish Water consider necessary to achieve a range of
outcomes, as well as the associated spend to deliver the relevant outputs. The CIP

covers core water and wastewater capital investments such as water and waste water

16 published alongside this paper.
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treatment plants and networks, national programmes such as the disinfection programme
and the national lead programme and capital maintenance on their existing assets. Irish
Water has provided the CRU with an updated list of outputs and outcomes which it states
it will achieve over the RC3 period along with updated forecast costs for many of the
projects which will be carried out over the RC3 period.

2. The non-network capital investment request (NNC) addresses proposed expenditure for
the RC3 period on associated matters such as information technology (IT) and fleet and
facilities.

Together these two requests are referred to as the Irish Water capital investment submission in

this paper. To further supplement the CIP, Irish Water submitted a Business Planning
Questionnaire providing a detail ed Ilanderagkachmesn of | r
including yearly capital expenditure profiles, investment drivers and associated outcomes for

projects and more developed programmes. Irish Water provided the CRU with an updated and

amended version of its planned investment programme, at a high level, in late October 2019. The

CRU has serious concerns with the updated project and programme costs submitted by Irish

Water and due to the timing of the submission, has not had time to interrogate this data to the

extent required. The changes between this planned expenditure and the consulted-on plan are

discussed below in section 4.7.

Iishwat er are continuing to request a total of €4.8b
network capex for the RC3 period. Irish Water has, however, provided an annual profile of this
request to the CRU for non-network capex and the top 100 capex projects and programmes for

network capex.

3.5 Summary

In its I RC2 decisi®o@pmthe CRPi & kIl oCdmnhneoficthiionalr e and
expenditure.

In its submission to the CRU in November 2018, Irish Water submitted a revised forecast of
€ 2D12m in capital expenditure @nunder spend aho5€nEiRoperating expenditure

(an overspend of €6m

A detailed examination of the operating and capital expenditure for IRC2 can be found in Section 7,

while the proposed RC3 expenditure is considered in Section 4.

For the forecast RC3 period, IishWaterhas requested €3, 719m in operatin

€5,257m in capital expenditure.
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4. Review of 2020-2024 Costs

4.1 Introduction

As discussed in Section 3, Irish Water made a submission to the CRU outlining how it intends to
operate the water and wastewater system during the RC3 period, and what capital projects and
programmes it plans to deliver, along with the associated outputs and outcomes. The outputs
and outcomes are described in section 3.2, and in this section, we examine the costs that Irish
Water estimate will be required to deliver those outputs and outcomes. The planned expenditure
falls into two categories, operational expenditure and capital expenditure. We review these

separately below.

4.2 Review of Operational Expenditure

421 Introduction

This section details Irish Water’'s proposed operat
Il ri sh Water’'s pr opdoescalssi,o na nodn alldwanced@ortbd/psticg.rin its

role to ensure value for money for customers, the CRU examined the costs that Irish Water

proposed to incur, to meet a range of operating outcomes. By setting an appropriate allowance

for these costs, the CRU drives Irish Water to achieve efficiencies while still delivering an

appropriate level of service.

In developing its decision, t he CRU reviewed I rish Water’'s busine
Water’'s proposed approach to operating its water a
service operations, and other operating activities. This operational expenditure is identified by

specific functional areas (cost categories). The CRU held detailed workshop sessions with Irish

Water in relation to its business plan, and reviewed supporting information requested through a

Q and A process. The CRU also reviewed and fully considered the 18 responses to the

consultation in reaching its decision.

The CRU commissioned a comparative benchmarking exercise to assist its assessment of Irish
Wat er’ s oper at inchgarkm@iscludes a cantparison &f Bish Water relative to UK
water and wastewater companies, considering factors in equivalence of scale. The CRU

considers the average level of operating costs met by mature English and Welsh companies as

an appropriate target at this stage for Irish Water, to move to over time.

In setting out its decision below, the CRU acknowledges that Irish Water is operating within a

different environment than many comparator utilities. The CRU acknowledges the challenge Irish
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Water faces in reducing its operating costs while also required to meet increased levels of
compliance as well as the impact of strong economic growth on the demand for water and
wastewater services (and maintaining adequate levels of service). The CRU also acknowledges
that Irish Water inherited an operating model from the local authorities and that implementation of
its WIOF programme is key to its transition to an efficient single public utility. However, this

transition is not unique to Irish Water.*’

The CRU does not expect Irish Water to reduce its operating costs to the level of efficient UK
water and wastewater companies immediately, as such a rapid change would likely have a
negative impact on the level of service experienced by customers. However, the CRU does
expect Irish Water to make progress over the RC3 period towards an efficient level of costs'® by

making necessary operational process changes.

The CRU has also considered the rate at which Irish Water should move towards an efficient
level of operating costs (i.e. comparable to the average costs incurred by English and Welsh
water and wastewater companies). It considered evidence from utilities at comparable stages of
development, which supports an achievable challenge for Irish Water while being cognisant of
the context in which it operates. Sections 4.4 and 4.5 discuss benchmarking, and the expected

rate of i mpr ov e meperating casts infuithertdetailat er ' s
Inreachingitsdeci si on on | ri sh Wat allowasce forlR€Z, thetCRU@soe x pendi
reviewedeachof | ri sh Water’s operating cost categories

business plan). Each cost category is explained and detailed in section 4.2 and 4.3 below.1®

While it has examined each cost category, the CRU has set an overall operational expenditure

allowance rather than an individual allowance for each specific cost category. This is because

some cost categories are substitutes for each other, and the CRU considers Irish Water should

have operational flexibility to determine the optimal way to deliver services to its customers. For

example, as Irish Water transitions to a single public utility, the level of costs categorised as

‘Target Operating Mo d e I ¢ o s widl incfeds®, Mhbile there will be a corresponding decrease

in the level of costs incurred underthe Oper ating and Maintenance cost s

category. Irish Water will be required to manage its expenditure within this overall allowance.

The CRU’s analysis indicaeleskWdtehanimpgrohesonitss ar e ar eas

efficiency. Under the approach adopted by the CRU it will be up to Irish Water to determine how

17 Scottish Water began operations in 2002, taking over the functions of three regional operators who in turn
replaced the functions of the Scottish Regional Councils (nine mainland regions and three island areas) in 1996.
18 The average level of operating costs met by water and wastewater companies in England and Wales.

19 The CRU requested a different line by line breakdown however Irish Water was unable to provide this
information.
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and where it delivers improvements by using its own specialist knowledge and skills. This

approach is consistent with that taken by the CRU for Irish Water for IRC1 and IRC2, and for

other energy utilities in Ireland. It is also the approach taken by water regulators in other

jurisdictions.

4.2.2 Review of Irish Water Operating Cost Categories (20207 2024) &
Overview of CRU Decision

As part of its RC3 submis s i on, Il rish Water requested a total

costs for 2020-2024. Irish Water state that this request is inclusive of its proposed annual

efficiency target and growth forecast for the period.

Irish Water's operating costs are broken into the following cost categories:

59

Operations and maintenance (incl. SLA and Design Build & Operate (DBO) expenditure;

49% of total proposed opex);

Target Operating Model (31%);

Group and Shared Service Centre (10%);
Irrecoverable VAT & Insurance (3%) and,

Uncontrollable operating costs (7%).
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CRU Decision

The CRU has decided on an efficiency challenge for Irish Water on all costs deemed
by the CRUI laab ' eyeandnfyea2fdbthe first two years of the RC3
period (2020 & 2021), increasing to 4% in 2022, and finally to 6% year on year for the
final two years of the period (2023 & 2024). This efficiency challenge is based on the
2019 actual operating expenditure as the starting point.

The CRU has also decided to allow IrishWater€ 1 88 m t o cover t he
with operating new and upgraded assets which are due to become operational during
RC3, in order to meet EU and national compliance requirements. The CRU has
decided that this all owan c etroNabld opberabng cobta i
(as consulted on) and is will be subject to the above efficiency challenge. This leads
to an increase in |Irish Waltexpentitsre cooktr @17V
the RC3 period, compared to the consulted-on level. Forf ur t her det ai |

efficiency challenge please see section 4.3 below.

The CRU does not specify exactly where these savings are to be made and it is not
proposing that Irish Water achieve savings in each individual cost area as profiled
above,butr at her that its total savi n@gim, over

compared to the Irish Water request.

The CRU has also decided to provide Irish Waterwithana |l | owance of
innovation projects over the RC3 period. This allowance is not subjecttot he CRU

efficiency challenge and is discussed in detail in section 7.2.7.
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Overview of I[Operasing Co¢aRequesi and CRU Decision for RC3

_ lrish Wat CRU Consultation CRU Decis_ion
Operating Costs Request (2017 Propo;al (2017 . (’2017 monies,
: . moni es, U0Um) Um)
moni es, U
Total Controllable Costs 3,441 3,091 3,263
Uncontrollable Costs 278 278 278

Innovation Fund (one off
allowance not subject to 4 4 4
efficiency challenge)

Total Operating Costs 3,719 3,373 3,544
Total Savings to Customer

from CRU Efficiency 346 174
Challenge

Tablel6-h @S NIBASG 2F LNRAAK 2 I (GBNIDRHIDRCHNArgS drg/raunde@tdi i & ¥ FRNB vl e Yo

4.2.3 Controllable Operating Costs
In this section we examine the controllable operating costs that Irish Water estimate that they will
incur over the five-year revenue control period. Irish Water reports its controllable operating costs
under several different headings - Target Operating Model (TOM), Operation and Maintenance
(SLAs), and Shared Services. In addition, there are other controllable operating costs such as VAT

and Insurance.

Whilel r i s h Msiness plan kas these broken down by categories, we examined them in
aggregate. The reason for this is that the cost category distinction is driven by the Irish Water
business model, rather than by any outcome objective. Assessing these costs in aggregate also
facilitated the benchmarking of Irish Water against other companies, who operate with a more
integrated business model. It also enabled the CRU to take a holistic approach to assessing value

for money for customers in the delivery of its services.
Operation & Maintenance (incl. SLA Costs)

Upon its establishment, Irish Water was required to enter into Service Level Agreements (SLAS)
with each local authority for the delivery of water and wastewater services. The first SLA runs for
a period of 12 years, and is due to expire in 2025, after the end of the RC3 period.

The costs in the Operation and Maintenance categoryarer ef erred t o as ‘' SLA cost
the costs of delivering water and wastewater services in partnership with the local authorities

through SLAs (where the statutory responsibility has transferred to Irish Water). SLA costs also

include the operational component of Design Build and Operate (DBO) costs which are

contracted to external suppliers. SLA costs accoun
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proposed operat i o n a | expenditure (49% of tot al proposed

proposed controllable opex).
Target Operating Model (TOM)

TOM refers to the business capabilities and processes within Irish Water. It describes the
organisation structure, processes and systems that Irish Water need to carry out its business
activities. Key functions within the TOM cost category are Asset Management, Customer

Operations, Support Services, Operations and Maintenance, Finance and Facilities.

The activities carried out within the TOM category accommodate the SLA partnership between
Irish Water and the 31 Local Authorities to deliver water services. They enable regional and
national operations to be co-ordinated between Irish Water through the SLAs to deliver water
services in an efficient, coordinated manner. TOM costs account for 30% of Irish Wat er ' s

proposed operational expenditure.
Shared Services & Group Centre

Irish Water, as subsidiary of the Ervia group, shares several functions with its sister utility
company Gas Networks Ireland. These functions are referred to as Shared Services and Group
Centre, the costs of which are spilt on a 65:35 basis, reflective of the activity level of each utility
and the relative size of each network (Irish Water 65%; Gas Networks Ireland 35%). The same
approach to allocating Shared Services and Group Centre costs between Irish Water and Gas

Networks Ireland was taken at IRC2.

Shared Services and Group Centre accounts for 10%

expenditure. Shared Services costs relate to support across the Ervia group in the areas of
finance, procurement, facilities, HR and IT. Group Centre costs refer to those related to
managing governance, strategic direction and risk. Irish Water state that the Group Centre is
critical to supporting Irish Water in business projects such as the implementation of the Single
Public Utility.

Irrecoverable VAT & Insurance

(0]

Al Il ri sh Water’'s costs are inclusive of VAT howev

cannot recover VAT from Revenue. As Irish Water cannot recover VAT in the same manner as

other companies it has included it as a separate cost, to be collected through the revenue control

process. This is ref er rireedovetable VAAS doésinatinctludeo ver abl e VAT

expenditure on shared services within the Ervia Group Centre. These items are costed exclusive

of VAT as these entities have VAT recoverability.
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Insurance costs relate to a centralised Self-Insured Retention (SIR) model of insurance managed
through Ervia. The SIR model is in line with the existing approach adopted by Gas Networks
Ireland and other water utilities in the UK.

Il ri sh Waterds Request
Operation & Maintenance (incl. SLA Costs)

As part of its RC3 submi s8ddmdocoverits StAcostEdot 020-r equest e
2024, an average of .Thdsadkemumereus componentsiwithin this amount,

with payroll, goods and services, energy, overheads and DBO contracts accounting for majority

of the costs. Irish Water state that this request includes its targeted efficiencies for the RC3

period.

Incompari son, Il rish Water’s | RC2 request was €546m
20109.

Target Operating Model (TOM)

TOM costs are comprised of Labour cost (e.g. payroll, training, recruitment etc.) and non-Labour

costs (e.g. customer operations, billing, etc.).1 r i sh Water requested €1, 145m
costs for2020-2024, an aver age of .I|&R\®aAenforgcasts tha TOMucosts

will significantly increase in the years 2019%° to 2022, as the functions carried out by the local

authorities are expected to transfer to Irish Water. Irish Water explain that this increase is offset

by the corresponding reduction in SLA costs, as it moves to the Single Public Utility model.

Irish Water state TOM costs will peak in 2022, and then decline by around 10% (from the 2022
peak) by the end RC3 (2024) as a result of realisi

to an efficient Single Public Utility model.

In comparison,lrish Water’'s | RC2 request was €nldl 96l 5f3om f200rl 9
2017.

20/ w! FLIINBOGSR edptY ¢ha O02aiad F2NIHaAMd 6/ w! MYyKkHHmO L NX
pg.34)
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Shared Services & Group Centre

Irish Wateralsor equested €369m to cover its Shared-Service
2024. Irish Water state that activity levels in Shared Services have been significantly rising over

the IRC2 period and that this is expected to continue into the majority of RC3.

Irish Water note in its RC3 submission that the increase in Shared Service costs is a result of
increased capital expenditure and an increase in the level of operational support required for
asset management applications and software.

Irrecoverable VAT & Insurance

Il rish Water requested €108m to cover its—irrecover
2024. This request is brokendownas€ 4. 9m f or each year of RC3, to cov

and €17m for each year of RC3 for its Insurance co

The table belows hows | ri sh Water’'s request for the RC3 Per

ri sh \Weposad&asntrollable Operating Costs for the RC3 period

O&M (incl. SLA & 01,819m
DBO cost)

Target Operating 147 216 277 261 245 ual, 14
Model (TOM)

Shared Services & 57 75 84 80 74 0369n

Group Centre

Insurance & 22 22 22 22 22 U108n
Irrecoverable VAT

Total Controllable a3, 44
Operational
Expenditure

Tablel7-L N& & K propose&onblable opeatingcostsv/ 0 LISNA 2R 6HAamMT Y2YyAS&aTZ NRdzy RSR

In terms of the overall cost trends, Irish Water identified two factors that will affect the overall
level of operating costs during the RC3 period (the costs associated with these factors are

includedinl ri sh Water’'s overal/l operational expenditure

64



An Coimisiiin um Rialail Fontais Commission for Regulation of Utilities

First, in its submission to the CRU, Irish Water identified specific areas of growth where it is
experiencingincreasi ng cost s. Il ri sh Water s#i @ntaggegateh at
€ 3 6 Dimupward costs relating to growth during the RC3 period. Irish Water categorised these
costs in the following categories:

Compliance / Delta Opex — the additional operational expenditure required to operate
and maintain new assets which address the compliance deficit in its current water and
wastewater treatment, over and above the operational costs to deliver the current service
levels. Irish Water state that this expenditure is to meet the requirements of the Water
Framework Directive (WFD) and the Urban Wastewater Treatment Directive (UWWTD).
Irish Water also note that increased activity in sludge management; a new Fat Oils and
Grease project; and a new national standard approach to management of Trade Effluent

are all the key growth cost drivers.

External factors — costs arising from population and economic growth; the impact of
climate change and market driven increase to energy prices. Economic and population
growth, according to Irish Water, are putting pressure on the cost of key variable inputs
like energy and chemicals, which are forecast to increase in line with GDP projections.
Irish Water state that its energy costs are growing due to the rising trend in prices of
international fossil fuel. Irish Water has also included costs associated with responding to

damaging extreme weather events in the future.

Policy — Irish Water indicated that various aspects of government policy are leading to
an increase in customers served and the length of network to be serviced. These include
an increase of 1,900 residential sites, an associated network expansion of 1,500km, a
transfer of 250 Group Schemes to Irish Water that require an increase in network length
of a further 1,500km, and cooperation in the operation and maintenance of Developer
Provided Infrastructure Schemes. Other cost drivers in this category are statutory
requirements related to waste management; promoting water conservation (educating
customers to reduce excessive use charges); and costs relating to non-domestic tariff
harmonisation.

Industry Transformation —additional operating costs associated with transformation
relate operation site maintenance standard and site security. Certain security levels on
Irish Water sites are required to protect Irish Water property, assets, and water supply.

They are also needed to ensure the safety of Irish Water and LA partner staff, the public

2rish WateR & LINE LJ2 &4 S R e NiBugtaiuded &s part df its overall operational expenditure
requestto the CRUHowever, Irish Watedid not provide a breakdown of these costs into its different cost
categories (TOM cost SLA etc.).

65

t



An Coimisiiin um Rialail Fontais Commission for Regulation of Utilities

at | arge, and meet | ri sh \g Health'arsd Wellark at@ark i ons ur
Act 2005.

Second, Irish Water states thatitistargeting € 130 m of 2?adrosditsbhusinessi e s

operations?? for the RC3 period. Irish Water has claimed that realisation of its targeted
efficiencies is critically dependant on | ri sh Water’s transformation t
during the RC3 period. In materials provided as part of the response to consultation, Irish Water
indicated that this value of €130m was the end yea
the entire five-year period amounted to € 39n. These are discussed in more detail in section

4.5.3 below.

4.2.4 Uncontrollable Operating Costs

Il ri sh Water’'s operating c ocontrsllabderard uregntrollable:i nt o t wo ¢

Controllable operating costs are those over which the CRU considers the utility has

control, such as staff costs, consumable materials, etc.

Uncontrollable operating costs are not directly controlled by the Irish Water, such as

levies and rates.
Thissect i on outlines I rish Water’s uncontroll able cos

Where the CRU accepts that a cost is uncontrollable it generally will allow an estimate of the cost

for the period but will correct the allowance for the actual cost when completing the ex-post

review. Thisensures that iif these costs are higher than
adjusted upwards to ensure it recovers these costs. Equally, if these costs are lower than

forecast |l rish Water's revenue i s adjouwbrewre downwar
to cover these costs.

As part of its RC3 submissi onoverlits RegulatorfMaeviesand r equest e
Commercial Rates for 2020 — 2024. The table below shows a further year by year breakdown of

Il rish Water’'s request.

Commercial Rates (i.e. Local Authority Rates) are an annual charge on hon-domestic property.

Irish Water was not required to pay rates for the IRC2 period under the Water Services Act 2015.

2pgp Mo L NsH.@okKFohward stibvddsion (CRU19/091i)
B YyRSNI GKS /w! Qd LINPLIR2ASR | LILINRPF OK LNRAA&aKccodt iSNI Aa y2i
category but rather achieve overall efficiency gains within total opex.
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However, under the Water Services Act 2017, Irish Water is now required to pay commercial
rates from 2020. IrishWat er esti mate these rates €50m per annu

in uncontroll able costs relative to the CRU’s | RC2

Regulatory levies include the CRU levy and EPA licence fees for which Irish Water has limited

control.

The table belowshows | ri sh Water’'s Uncontroll able RC3 oper:

Irish Water's uncontrollable for RC3 period

2020 € m 2021 2022 €2023 2024 Total

Regulatory Levies 6 6 6 6 6 €29 m
Commercial Rates 50 50 50 50 50 €249n
Total 56 56 56 56 56 0278n

Uncontrollable

Operating Costs

Table18- Irish Water's uncontrollable opex for RC3 pedoN2 dzy RSR (2 GKS ySINB&G €Y HaAamT Y2)
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4.

3 CRU Decision on Irish Water Operating
Costs 2020-2024

43.1 Controllable Operating Costs

The CRU notes the overall trend in controllable operating costs proposed by Irish Water during

the RC3 period, which shows an increase in the early years, followed by decreases in the latter

years of the revenue control. In this review, as stated above, the CRU looked at the trend in the

overall level of controllable costs. The graph below shows the level of Irish Water operating

expenditure requests, the CRU decisions (allowances) and the Irish Water actual outturns (up to
the end of IRC2).
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Figure 5- Level of Irish Water Controllable Operating Expenditure Request, CRU Allowances and Irish Water

actual outturns (up to the end of IRC2)

Operation and Maintenance (incl. SLA costs), Target Operating Model, Shared Services &

Group Centre

The CRU notest hat SLA costs form the majority of Ilrish V

expenditure. However, Irish Water forecasts a significant reductoninSL A costs from €523
20109

achieved through a steady decrease in payroll, resulting from the transition to the Single Public

t m in £0243aPthe end of the RC3 period. Irish Water state that these savings will be

Utility model. However, the CRU understands these savings will be offset by an increase in other
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labour cost categories, reflected in an increase in TOM from € 1 0 So€ 2 4 Gwer the same

period.

The CRU notes that the increase in Shared Service costs, together with the increase in TOM
costs above is offset by the decrease in SLA costs over RC3. The CRU acknowledges that the
increase in Shared Service costs up to 2022 and subsequent decrease in the following years is
consi st ent proposes timing/gorttransformation to the Single Public Utility, as outlined

in its RC3 submission made in November 2018.

As part of its review the CRU requested Irish Water to provide a breakdown of its TOM cost at a
function level. The CRU also requested Irish Water to detail the breakdown of Labour and Non-
labour as it has done for previous revenue controls. In its response to the CRU, Irish Water state
that a more detailed breakdown at a functional level is not available at this time as the
programme for transformation to a single public utility is of enormous scale and complexity
requiring engagement and agreement with multiple stakeholders. The CRU understands that
Irish Water is currently engaging with these stakeholders and that outcome of these
engagements will impact on the more detailed allocation of costs, but that the achievement of the
stated operating cost levels, is predicated on transitioning from a SLA based service delivery to

services provided directly by Irish Water staff.
Irrecoverable VAT & Insurance

The CRU notes t ha estfdrirreceverab/Y¥ATeand Insurance @psts is in line
with its 2019 request and the SIR insurance model is in line with the existing approach adopted

by Gas Networks Ireland and other water utilities in the UK.
Employment costs

The CRU compared IrishWa t er ' s atraifuhctionableveld to UK comparators (in addition

to its econometric benchmarking analysis) and the results of this exercise indicates that Irish

Wa t ehas higher employment and material costs, of which SLAs comprise the larger element.

The CRU acknowledgesthepr oposed operating cost efficiencies
business plan are | argely based on Irish Water’' s W
single public utility), and the elimination of certain charges that are payable by Irish Water to the

Local Authorities. The CRU also acknowledges | r i s h  &¥settian that he WIOF programme

is central to driving efficiencies and can lead to significant savings for customers. However, the

CRU is of the view that there are additional areas where Irish Water can make savings during the

24CRU carried out a unit costanalysiso L NA & K 2 F § SNR& Fdzy OQGA2ylf SELISYRA G dzN
hired contracted services, materials) on per population served basis
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RC3period. The CRU’ s vi ew i thebderclsnatinglexencigeét tayriedmut, which

is discussed in detail in section 4.4 below.
Growth and Compliance

Irish Water states that it is facing upward cost pressures relating to additional compliance
requirements, growth in its asset base and the economy, changes in government policy and
costs relating to the move to a single public utility model of operating. The CRU considers that
these additional costs are factored into the benchmarking analysis, as the benchmarking

considers the costs of serving more customers, with longer networks, etc.
IRC2

As part of the IRC2 review, the CRU considered a number of factors and challenges faced by

Irish Water when setting the operating cost component of the revenue allowances. In the
establishment years of Irish Water, it was noted that certain activities were not undertaken

uniformly across all local authority areas. A uniform approach to service delivery across Ireland
assists in improving service for customers and environmental compliance, as well as allowing

Irish Water to drive efficiencies and savings within its cost base over time. Therefore, in its IRC2
decision (2017 - 2018) the CRU provided Irish Water with an additionali s pe ci-6ffi ¢ one

allowance™of €19.8m (€9.9m per annum) to i nvest
cost associated with additional work to be undertaken to ensure effective operation of required

activities and covered the following areas:

Wastewater source control and licensing and the management of trade effluent from
customers, which was not always carried out in a uniform way by the majority of local

authorities.

Asset delivery: Irish Water stated that some required services are not completed
uniformly by all local authorities and need to be consolidated. These include Project

Control, Design Services, Land Planning and Wayleaves.

Data capture: Irish Water stated that prior to it taking responsibility in 2014, very limited
data capture and planned maintenance was carried out by the Local Authorities. Irish
Water stated that it must go to all currently identified Irish Water sites (circa 4,000

individual relevant sites), to capture missing asset data and maintenance practice.

Bt 3d cd /w!' MmconH /w!Qa Lw/H 5SOA&A2Y LI LISNJI
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Regional monitoring: Irish Water stated that a lack of available monitoring capability in
the local authorities has led to serious hon-compliance issues at a number of Irish Water
sites. It stated that resources are urgently required to improve monitoring, reporting and

analysis of regional water and wastewater plant operation and compliance.

The CRU expected the costs associated with thisworktob e i ncurred by | roifsfth Wat e
basis. The purpose of this allowance was for Irish Water to invest in processes which would benefit
customers in terms of service delivery, and in time, also result in cost savings. However, these

costs now appearto have beenb ui | t i nt orecuring gpérativg @dstdaseé. s

IRC2 2019 Extension

Subsequently, in its IRC2 decision (2019 one-year extension) the CRU provided Irish Water with

an additional expenditure allowance of €34.9m to a
requirements, address any essential additional expenditure gaps and continue investing in

capabilities. The CRU viewed this work as bringing benefits to customers and leading to increased

environmental compliance. However, the CRU stated that it expects the cost of this work to either

reduce over time or be more than offset by reductions in costs in other areas. The CRU also noted

in its IRC2 decision (20190one-y ear extension) “it does not foresee

all owances being granted as part of RC3 and expect
requests forthe RC3arei ncl uded, whole, as part of a single RC
to allow an additional allowance (the €34.9m noted

operating expenditure allowance. The CRU was clear in its decision that this additional allowance

was provided for following reasons:

To extend the ‘“invewotfifng@lilmwaamgabifloirt i2d8sl’9 drEd .
€15m to address additional compliance requir eme
and sludge management.

A once-off allowanceof€ 1 0m f or taking in charge of housing

costs associated with customer billing, GDPR.

The CRU also granted Irish Water the flexibility t
expenditure allowance should it be required during 2019. The CRU considers Irish Water capable

of prioritising essential items however the funding model?¢ (and the short nature of the 2019

revenue period) constrained Irish Water. The CRU was clear in its IRC2 decision (2019 one-year

extension) that this level of funding would not set precedent for future review periods.

26 Under the WSA 2017 Irish Waterimiled through voted Government expengiie for the provision of
domestic water and wastewater services.
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The objective of making such one-off allowances was that they would facilitate reductions in
operating costs going forward, and therefore Irish Water could achieve increased efficiencies

without a negative impact on customer services.
RC3

The CRU accepts that Irish Water will have some upward cost pressures over the RC3 period
(2020-2024). However, the CRU notes that utilities in other jurisdictions absorbed certain cost
pressures while substantially reducing costs in the years following the introduction of economic
regulation, and improved service levels (this is discussed in further in section 5.2 below). The CRU
is of the view that Irish Water should also be expected to absorb these cost pressures. For

example, as Irish Water continues to reduce leakage levels its operating costs should reduce.

I n consideri ng | r incrdasefitadtsassociatedwithgameplisirice, $pecifically its

requestfor'* del t aocropexhafpcxe meaadss mpieat ed with increased caé
CRU notes that Ofwat does not make additional allowances for such costs?’. The CRU however

acknowledges that Irish Water may be different to water and wastewater utilities in England and

Wal es wHerae o'peex’ rel ates to first time provision o
example, first-time provision of wastewater treatment) rather than upgrading existing levels of

service. While the CRU acknowledges there may be additional operating costs associated with first

time provision of a water / wastewater service, the CRU also expects these additional costs to be

somewhat offset by improved ways of working and operating, particularly given the one-off opex

allowances provided in earlier revenue controls to achieve this outcome.

In the consultation, the CRU did not propose to make any specific allowancesf or | ri sh Water
growth request. The CRU noted that in previous revenue controls Irish Water was explicitly funded

by the CRU to address additional growth and compliance requirements, address any essential

additional expenditure gaps and continue investing in capabilities. The CRU considered Irish

Water's growt h r augapmopriate effitienoy clalienge fortrigh Water and

considered that it was implicitly included in the operating expenditure allowance proposed by the

CRU in the consultation, since the CRU set the baseline for RC3 opex at the 2019 out-turn level. In

benchmarking Irish Water, the CRU allowed for growth in the number of connections, and

increased network length (i.e. determined the efficient level of costs for the expected larger network

in 2024). The benchmarking exercise also assumed that Irish Water was achieving similar levels of

compliance as its UK peers, and this was the basis for the C R U ‘eficiency challenge.

However, following the provision of more detailed information by Irish Water on the annual cost

27 Ofwat (2019) Securing cost efficienggur approach to setting effient cost baselines at the IAP, technical
appendix 2 securing cost efficiency 1.
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increases associated with various activities, and further engagement with Irish Water, it was clear
that given the compliance gap that existed, Irish Water would not be in a position to meet improved
compliance requirements within the proposed level of operating expenditure, without a negative

impact on customers, or delaying achieving improved environmental compliance.

The difference between Irish Water and other companies (that already meet required compliance
standards), is that when they bring new assets into operation, they are replacing older, less
efficient assets. Therefore, the addition of new and upgraded assets leads to a reduction in costs
(as the new assets are more efficient than those they replaced), or no change in costs. In the case
of Irish Water, this may not apply, as in many cases when new assets are brought into operation,

they are incremental (rather than replacing old assets).

In a submission to the CRU in response to its consultation, Irish Water identified the specific
projects driving these increased operating costs, relative to the costs incurred during IRC2. The
new and upgraded assetsout | i ned by Il rish Water as driving its

existing compliance deficits in water / wastewater treatment to meet EU requirements.

The CRU accepts that as a result of legacy underinvestment in water services, Irish Water has not
been operating at the level needed to meet environmental compliance requirements. The CRU has
thereforedeci ded to al |l ow an 88indsubjectm eficiencyechallenge)avec e of €1

the five-year period to cover the following increases in compliance related costs:

Il ri sh 'D&alttea 'rempestxThese are the costs associated with operating new
and upgraded assets due to become operational during RC3, in order to meet EU and
national compliance requirements.

Compliance and enforcement of Fats Oils and Greases (FOGs) and Trade Effluent
related activities.

Management of increased levels of wastewater sludge to ensure environmental

compliance requirements are met.

TheCRUhasal | owed the | ar ge rmanplance rélafed grdwth reqguess h Wat er ' s
However,the CRUh as not appr ovreqdestlfor additibnal \dosts relating $o lead

management. The CRU expects Irish Water should be able to absorb these costs, given they

account for a relatively small percentage of its total operating cost request (0.2%). Also, the CRU

notes that Irish Water has included a target outcome for customers of 13,200km lead service pipe

replacements by the end of RC3.

The CRU has decided that this allowance will be builtinto Irish Wate r * s ¢ o ogenatimd cbstssb | e
and is will be subject to the same efficiency challenge. This leads to an increase inlrishWa t er ' s

overall approved ope/mmfortheBC3pexigdendi ture of €1
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Given the significance of meeting EU compliance requirements, and the fact that the CRU has
already provided the capital allowance for these assets, the CRU considers that it is in the public
interest to allow for this i ncr @awkdmgthisradditional s h
allowance supports the overall public policy goal of meeting EU water and wastewater treatment
standards, compliance with the European Drinking Water Directive and the Urban Wastewater
Treatment Directive. The CRU is of the view that this benefit to the public outweighs the additional
costs.

The CRU recognises that by providing Irish Water with this additional operating expenditure, that at
the end of RC3, Irish Water will not achieve the expected efficiencies, or have closed the efficiency
gap with the English and Welsh companies to the extent that was envisaged by the CRU in the
consultation. Therefore, Irish Water will continue to be subject to a challenging efficiency target in

subsequent revenue control periods.

Irish Water will however continue on a glide path towards operating at a cost level comparable
with efficient water / wastewater companies in other jurisdictions and will be on a trajectory

towards full compliance with all water quality and wastewater discharge obligations.

The CRU does not expect to provide this type of allowance to Irish Water in the next revenue
control period. As Irish Water develops as an established single public utility, the CRU expects it to
absorb upward cost pressures while continuing to realise efficiencies and deliver savings for

customers. T h e C Bffitlergy challenge is discussed in further detail in section 4.6 below.

4.3.2 Uncontrollable Costs

IishWat er ' s request forngoaosoatirel tabsiesopretr awi t h

which defined Licences / Levies and Commercial Rates as uncontrollable costs.

The CRU has received confirmation from DHPLG that Irish Water will be required to pay

commercial rates for the period 2020-2024.

CRU Decision

The CRU has decided to allow commercial rates as pass through costs given Irish

Water is not directly in control of these costs.
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4.4 Operational Expenditure Benchmarking
2020-2024

Overview

The CRU’'s revir'we dop e ishbjieadngpacdEocest category (as presented by
Irish Water in its business case to the CRU) and the basis for these costs. The CRU considered
Irish Water’ sequest for additional operational expenditure to fund increasing cost pressures due to
additional compliance requirements, economic and population growth and changes in government
policy. The CRU also considered the environment in which Irish Water currently operates in (costs

associated with the SLAs) and the complexity of the WIOF?8 programme.

As part of the process to reach a decision on the appropriate costs, the CRU commissioned a

comparative benchmarking exercise to assist its assessmentof lrish Wat er’' s oper ati onal
This benchmarking includes a comparison of the cost performance of Irish Water relative to UK

water and wastewater companies. The benchmarking exercise also includes an assessment of the

rate at which Irish Water should progress towards an efficient level of operating costs.

This benchmarking is discussed in sections 4.5 and 4.6.

44.1 Comparison of Irish Water to Established Utilities
As mentioned above, the benchmarking exercise commissioned by the CRU includes a
comparison of the cost performance of Irish Water relative to UK water and wastewater companies.
These UK water and wastewater comparators have been operating under a regulatory framework
for many years, during which time they have driven efficiencies into the business and delivered
value for customers. Irish Water is a relatively less mature utility in comparison. The CRU
acknowledges that Irish Water has driven significant efficiencies over IRC1 and IRC2, however it is
expected that it will be several years before Irish Water can reduce its operating costs to a

comparable level of water and wastewater companies in the UK.

Section 4.5 provides information on the expected rate of improvement by Irish Water over the RC3

period.

4.4.2 CRU Benchmarking i Techniques and Data

The techniques and data associated with the benchmarking commissioned by the CRU as part of
its RC3 review are published alongside this paper. The key points are summarised below:
To ensure consistency with relevant regulatory precedents, when developing this

benchmarking, models used by other regulators were assessed. This included models

28 Water Industry Operating Framewlo
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devel oped by Of wa €CompektiBnladd) MarketsAegthoridy{CMA), and the
Utility Regulator in Northern Ireland (UREGNI).

Following this review, it was decided to use a range of models developed at IRC2 to
asse s s | r i sdost Wdiotmanceé?’s This approach acknowledges that it is difficult to

identify a definitive statisticalmode | t hat fully expl ains water con

The i mpact of Ilrish Water's specifioascharacter:i
considered. Thi s i ncluded consideri ng stsandgrdate’tWat er ' s hi
length of water network per connections. However, the CRU notes that in general,

models developed by Ofwat, CMA and UREGNI show that the number of connections

rather than network length is the main cost driver.

The models geerdifatestpré&drceach company, based
between cost drivers and cost levels from the panel of English and Welsh companies.

These modelled ranges do not represent an efficiency frontier, rather they represent the

expected cost based on the average performance of the English and Welsh companies.

Some companies therefore will have costs higher or lower than to the predicted range.

The CRU implicitly assumed that both Irish Water and the comparator companies were
delivering similar levels of compliance, i.e. that the cost comparison was done on a like

for like basis with respect to service delivery.

The differences between the techniques and data used in the CRU benchmarking and that
provided by Irish Water are summarised belowand canbeseeni n f urt her det ai |l i n N

benchmarking report (CRU/19091m) which is published alongside this paper.

443 CRU Benchmarking i Results
The overall conclusion from the benchmarking exerciseist hat | r § moposaRE3e r '’
operating expenditure (including the efficiencies that it considers achievable by 2024) is high
compared to the benchmark level of efficient expenditure (based on UK water and wastewater
companies). The CRU notes that Irish Water met the efficiency targets placed on them during IRC1
and IRC2 and has reduced its operating costs in the face of upwards cost pressures from an
expansive capital programme. In its IRC2 decision the CRU acknowledged that it would take some
years for Irish Water to drive enough efficiencies within its operating costs to reach a level
comparable with UK water and wastewater companies, and therefore the result of the

benchmarking exercise is as expected.

2¥¢KSaS INB o0lFlaSR 2y Y2RSftfa RS@St2LISR T2NJ bL2d az2RSft a
which includes cost drivershich are not available for Iish Wataf.. 2 G SEQ A& Sljdzr £ G2 2LISE |
maintenance.
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Irish Water is currently in the progress of moving to a single public utility model of operating. At
present, Irish Water delivers water and wastewater services to customers in partnership with the
local authorities (SLAs model). The SLA model combines expertise from 31 local authorities and
requires an increased level of co-ordination and communication across Irish Water. A consequence
of this operational model is that it may be very challenging for Irish Water to achieve cost
reductions at the rate that has been seen by the best performing water and wastewater companies

in other jurisdictions.

Irish Water outlined in its RC3 business plan that it expects to fully implement its WIOF30
programme (i.e. transition to a single public utility model) by the end of 2022. However, following
further discussions with Irish Water, the CRU understands that there is a delay in the
implementation of the WIOF programme and that the timing of the programme is uncertain. When
determining the appropriate efficiency challenge for Irish Water the CRU considered both the
expectation that the WIOF programme will be completed during the RC3 period (as assumed in

Il ri sh Wat er ' sandtheselayie timing. pHe &RU)is of the view that Irish Water has
scope to drive efficiencies outside of those driven by its WIOF programmme. Notwithstanding, the
CRU accepts that if the WIOF programme does not progress over the RC3 period that Irish Water
will not be able to reduce its costs the extent envisaged by the CRU. Under this circumstance a
reassessment soperating dostshvill Vgaetjuered to ensure the Irish Water can

continue to deliver the appropriate level of services to its customers.

The results of benchmarking exercise show that und
expenditur e, | foibstthwatfandevastewatecsergcesscombined are around 30 —
50% above the average operating cost of utilities in the UK (i.e. the benchmark level of efficient

expenditure), assuming that all utilities are operating at similar levels of environmental compliance.

When | r i spiopost bperatingscosts for its water service are compared to the result

generated by the models, they are about 28 — 42% higher than the benchmarking level in 2019.

This gap in efficiency then reduces to 20 - 32%3! higher than the predicted average costs at the

end of the RC3 period, based on I rish Water’s busi i

growth in number of connections additional network length, and wages differences.

For wastewater service the picture is similar. Iris h ~ Wa t e r édopemting qosisfor wastewater
are more than 49 — 62% higher than the benchmarking level in 2019. This gap in efficiency then
reduces to 40 - 52%°%2 higher than the predicted average costs at the end of the RC3 period, due to

31This reduction is as a rdsof the efficiencies Irish Water state in its business it can achieve over the RC3
period.
32 This reduction is as a result of thdiefencies Irish Water state in its business it can achieve over the RC3
period.
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a combination of lower operating costs arising from efficiencies proposed by Irish Water, and

increase in population served and network length etc.

As Irish Water has stated that it is uncertain of the timing of the WIOF programme, the

benchmarking exercise was repeated under a scenario where implementation of the WIOF

programme is delayed by one year. The results indicate that, with a one-year delay in implementing

the WIOF programme, Il rish Water’'s propoe39%@dp oper atil
from 20 - 32% underIrishWat er ° s submi ssion) higher than the precf
of the RC3 period.

For wastewater service, under the one-y e ar WI OF del ay scenario, |lrish W
operating costs are 48 — 61% (up from 40 - 52% under Irish Water’ s s u b mighlesthamthe) hi

predicted average costs at the end of the RC3 period.

4.4.4 Benchmarking Provided by Irish Water

The benchmarking provided by Irish Water also indicates that Irish Water is inefficient in relation
to both water and wastewater operating costs, but that costs are closer to the benchmark level

than was previously considered.

Benchmarking provided by Iri sh Wat er suggests that 1 rish Water's
wastewater operating costs are 35 — 40% higher than the benchmark level of efficient costs. Irish

Water notes the significant gap in the efficiency but considers that the benchmarking results

shoudbe adjusted for ‘special cost factors’, namely

treatment of sludge and sewerage.

Irish Water also made an adjustment to the benchmarking results for real price effect (RPE) (net

of improvements in productivity) and allowed for an increase in scale factors equal to population

growth. Considering these adj ust me nHhatgtswater i sh Wat er
operating costs were 28% higher than the benchmarking level in 2017, this gap in efficiency then

reduces to 26% in 2020 and further reduces to 19% by the end of RC3.

For wastewater, the results (accounting for additional adjustments noted above) indicate that
Il rish Water’'s costs are 24% hi gh egapirefficiemcythdne benchnm
reduces to 16% in 2020 and further reduces to 8% by the end of RC3.

445 Differences between Irish Water and CRU Benchmarking
(Techniques and Data)

The differences between the techniques and data used in the benchmarking commissioned by
the CRU, and the benchmarking provided by Irish Water are discussed in detail in the NERA

report which is published alongside this paper. Some relevant differences include:
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Irish Water uses a single scale driver for each model run through and then weights the
individual model results. In contrast the CRU uses composite scale variables (CSV) as its
scale cost driver. The CSV is a weighted combination of the set of likely cost drivers

(connections, length of mains and throughput).

The CRU excludes Irish Water from the modelling specification whereas Irish Water does
not make this exclusion. By including Irish Water costs in the modelling specification, the
average benchmarked cost level is higher, thereby making the efficiency gap appear
lower.

The CRU’' s benchmar ks timgspecificedunmmies®ewheareas!rishi\tlager
do not.

As mentioned in section 4.4.4 above, the benchmarking provided by Irish Water allows
for a positive real price effect (RPE) net of productivity improvements, whereas the CRU
assumes arate of zero. TheCRU’ s anal ysi s suggests that 1| ri
productivity growth is understated. Evidence suggests improvements in productivity will
offset certain price increases.

Irish Water considers that the results of the benchmarking exercise should be adjusted
for ‘ speci @1(SCE)pwhereas thedCRW does’not make this adjustment.

For these reasons, the CRU is of the view that the benchmarking which it has undertaken
provides a more comprehensive study of Irish Water and its performance against comparable

utilities, using actual data and noting its early stage of development.

Notwithstanding the differences in techniques and data used, the results of both Irish Water and
CRU" s benchmarking exercises wer sadustneeattbtrgal s i mi |

price effect (RPE) or special cost factor (SCF)).

4.4.6 Conclusion
The benchmarking commissioned by the CRU and the benchmarking provided by Irish Water both

indicate that l rish Water’'s cost bamdvesteawater i nef f i ci

utilities in other jurisdictions. The results of
business plan is not sufficiently stretching in reducing its costs. For this reason, the CRU considers

that it is appropriate to require Irish Water to meet an additional efficiency challenge.

Section 4.5 and 4.6 of the paper outlines the rate at which Irish Water will be required to realise

33 Time dummies control for specific shadka particular year that may have changed the cost environment
and pick up any trend in cost over time.

s h

ar

e |
b

3 |rish Water considers stry 3Sy i f AOSyOAy3 O2yRAGAZ2YyaAa F2N) g aidiSsel GSN
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efficiencies over the next 5 years (RC3 period) to continue a path to reduce its costs to the efficient

benchmark level of mature UK water and wastewater companies.

4.5 Expected Improvement in Irish Water Costs

over Time

45.1 Introduction

In its IRC2 decision the CRU set Irish Water an efficiency challenge of 5% per annum (applied to
controllable costs, excluding DBOs). Irish Water has broadly achieved the efficiency target put in
place by the CRU for IRC2 (See Section 7.2) and has made good progress in reducing its

operating costs while continuing to maintain appropriate levels of service. However, Irish Water ' s
operating costs remain significantly higher than those of more mature utilities in the UK. The

CRU is conscious that Irish Water cannot reduce its operating costs in the short term to a level

that is comparable with established utilities in the UK without impacting service delivery. Setting
unachievable efficiency targets for Irish Water could ultimately impact on customers through

deteriorating service levels.

Therefore, this section outlines relevant points regarding an appropriate efficiency challenge for
Irish Water over the RC3 period. It looks at what has been achieved by water and wastewater
companies in other jurisdictionsand | r i s h Wpdsedrefficiencies for the RC3 period. The
CRU is proposing a challenging but achievable efficiency challenge for Irish Water over the RC3
peri od. TdbcsionGsRollined in Section 4.6

Detail on what Irish Water achieved with the amount of revenue it received for the IRC2 period is

provided above in Section 7.2 of this paper.

452 Improvements in other Jurisdictions in Early Stages

This section provides information on the rate at which utilities in other jurisdictions reduced their
operating costs in the early stages of regulation. In particular, the CRU focuses on the
experience of Northern Ireland and Scotland as the water and wastewater sectors in those
jurisdictions experienced a change comparable to that experienced in Ireland (the establishment

of Irish Water and the introduction of economic regulation).

Scottish Water began operations in 2002, taking over the functions of three regional operators

who in turn replaced the functions of the Scottish Regional Councils (nine mainland regions and
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three island areas) in 1996. In the first strategic review period, running from 2002 to 2006,
Scotland’s economic regulator, the Water I ndustry
challenge to reduce operating expenditure by an amount equivalent to a reduction of around 10%
perannum.Ar eport ikky S'%cAdud and” i“ImitsB0atkdic Busness Rlan 2003 t

06, Scottish Water explained how it intended to achieve the WICS efficiency savings target. Most

of these savings were expected to come from significant reductions in its workforce allied to

redesigning processes and systems and investing in automation”.3® Elsewhere in the report, it

cites ScottishWater s business pl an as 2%df it efficiengy imphoegemenist ex pec

to be related to staffing costs (payroll),

Evidence from WICS suggests that Scottish Water outperformed on its efficiency challenge,
delivering reductions at an annualised unit cost improvement of around 11%, and evidence
suggests that only some of these efficiencies related to staffing/payroll costs. After the significant
reductions achieved in the early years post introduction of incentive-based regulation, Scottish

Water’ s operating costs have been relatively flat.

In Northern Ireland, Northern Irish Water (NI Water) achieved substantial cost reductions over
the course of the first regulatory period PC10. This reduction followed an initial increase in
operating costs between 2003-2004 and 2008-2009. At PC10 in Northern Ireland (covering the
period 2010-2011 to 2012- 2013), Utility Regulator (UR; the Northern Ireland economic regulator)
set a target reduction of 6.5% per annum against which NI Water outperformed. In its PC15
determination, UR allowed for a slight initial increase in costs early in the period, offset by a
decline in the latter years to 2021. In its latest annual performance report, UR notes that NI
Water’'s operati on al2016 is magmally abave its allowance. 2he WR also
note that when compared to the benchmark level (English and Welsh companies), NI Water has
closed the gap in efficiency (to the best performing company) from 49% in 2007-2008 to an
estimated 13% in 2014-2015.

Water utilities in both Northern Ireland and Scotland have been able to achieve annual
reductions in their operating costs in the years following the introduction of regulation, while
facing increasing cost pressures from growth and compliance issues. This is discussed further in
the NERA report published alongside this paper which was commissioned by the CRU as part of

its RC3 review.

35 https://www.audit-scotland.gov.uk/docs/central/2005/nr_051013_water_overview.p@f 17.
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45.3 Il ri sh Wat er &fficiepdgies pverR€I

Irish Water in its RC3 submission to the CRU, set out its view of what efficiencies it might be
possible to make during the RC3 period. Irish Water states that its proposed efficiencies assume
that it will be operating under the single public utility model during RC3. Irish Water proposes to
deliver a total 3 1&mnutive)aviicharedplg outintoahsee different
categories as follows:
Single Public Utility Direct Savings — € 5 4%mirish Water state that it can deliver
substantial payroll and related savings following implementation of the single public utility

by working with consistent processes, systems and standards across Ireland.

Lean Single Public Utility Efficiencies — € 6m?’. Irish Water note that through improving
the value of systems and processes it expects to deliver savings. Irish Water plan to
focus on automation and improved analytics across its operational activities to realise
savings, while delivering appropriate service to its customers. Irish Water also note that
energy and fleet are two core areas where it expects to realise efficiencies.

Supply Chain - € 1 5%nirish Water note that it expects supply chain actions to

standardise agreements and improve economies of scale will realise further efficiencies.

While I rish Water plans to drive effi ccsepward es of €
cost pressures of €122m (€360m cumuobparatigve) over RC.
expenditure (as per its business plan) is relativity flat as a result, with upward cost pressures

outweighing efficiency gains over the five-year period. This means that Irish Water, in its

submission expects to close only a minimal amount of the efficiency gap, between it and the

average benchmarked utility.

4.6 Operating Costs and Benchmarking i CRU

Decision

As part of its RC3 revi ew busmessp@aRddbmassianlinglsdimglall | r i sh W
additional information provided to the CRU through a Q and A process. The CRU considered the

specific cost categories put forward by Irish Water and any relevant comments on each area

outlined in the sections above. However, consistent with previous decisions, the CRU does not

approve costs for Ilrish Water’'s specisénioeerat ost cat e

36 per annumvalue in the last year of the revenue control
37 Per annum value in the last yeartbe revenue control
38 per annum value ithe last year of the revenue control
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all owance for I rish Water’'s operating costs within
expenditure. The CRU notes that Irish Water is subject to annual expenditure limits under the

Strategic Funding Plan.

In addition to its review of the cost categories put forward by Irish Water, the CRU also carried
out a benchmarking exgpercatiecomal [c¢cosths WaTlke 'seoul t s
benchmarking exercise (and the benchmarking provided by Irish Water) indicates that the costs

proposed by Irish Water remain relatively high compared to established utilities in the UK.

The CRU notes that Irish Water broadly kept within its IRC2 operational expenditure allowances.

The CRU also stated in its IRC2 decision, and subsequently in its 2019 decision (IRC2 one-year

extension) that the cost of meeting upward cost pressures related to growth should be absorbed

by Irish Water within its current operating expenditure levels. As noted in section 4.3 above,

withinl ri sh Water’ s oper at i,s@aneexpepdituredniadrecurreng, anldl owances
some was provided by CRU on a one-off basis. For Irish Water to achieve any real efficiencies, it

would need to be able to operate on an enduring basis, absent any one-off allowances. This is

the basis on which the CRU accept etsefficiencg h Wat er ' s
challenges and was the basis for the operating expenditure allowance proposed by the CRU in

the consultation.

The CRU recognises the challenge Irish Water faces in reducing its operating costs while
delivering an expansive capital programme and considered this when reaching its decision on an
appropriate efficiency challenge for Irish Water. The CRU also acknowledges that Irish Water
may be constrained in its operating model, and therefore may not be able to achieve efficiencies

at a comparable rate as those seen by other utilities.

The CRU is conscious that Irish Water cannot reduce its costs in the short term to a level that is

comparable with established mature utilities elsewhere while providing an adequate level of

service to customers. However, the CRU considers that it is important to continue to set

challenging but achievable objectives for Irish Water such that it can continue a path to achieving

comparable cost levels with efficient water and wastewater utilities elsewhere. Setting

unachievable efficiency challenges for Irish Water would negatively impact on customers through

deteriorating service levels. Therefore, the CRU has set an efficiency challenge based on what

has been achieved in other jurisdictions following the introduction of economic regulation. As

noted above,the CRUalsoconsi dered Il rish Water’'s spseR€3 fi c ciroc
submi ssion when determining the efficiency chall en

planned efficiencies are highly dependent on implementation of its WIOF programme.
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Thefigurebel ow shows Il rish Water’'s | RCARWng 4dIRICRwarud & uf
the same periods. Il ri sh Water has broadly kept wit

all owances over this period. The figuraingeobts o shows
for the RC3 period (as per its business plan). Ifl r i sh Water’' s planned efficie

achieved within the RC3 period, the level of its operating costs will continue on an upward

trajectory. Given the significance of the efficiency gap the between Irish Water and the efficient

benchmark level (the average costs of mature English and Welsh companies), the CRU

considers that Irish Water should go beyond absorbing growth and drive further efficiencies such

that it makes a real reduction to the overall level of its operating costs.
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The CRU recognises that the funding model within which Irish Water operates is different to other
regulated utilities who have more flexibility to spend over or under its agreed per year operating
costs over the regulatory period. The CRU was cognisant of this when setting the appropriate
efficiency challenge for Irish Water. Irish Water has a range of projects and programmes
underway, one of which is WIOF, the CRU therefore decided to profile the efficiency challenge
over the five years of the revenue control in recognition of the fact that efficiency gains take time
to materialise. The CRU set an operating cost efficiency challenge of 2% year on year cost
reduction in first two years of the RC3 period (2020 & 2021), increasing to 4% in 2022, and finally
to 6% year on year for the final two years of the period (2023 & 2024). This is to be applied
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against Irish Water’'s 2019 expenditure on its cont

Operate costs).

For IRC2 the CRU excluded DBO costs from the efficiency challenge as DBO contracts were

already committed and the CRU considered that Irish Water had little scope within which to drive

efficiencies. The CRU hasincludedDBO costs in I rish NMjaftoreRC3givenef fi ci e
that Irish Water reported savings during the IRC2. Also, a s mal | number of DBO’'s
expire during the RC3 period which provides Irish Water with opportunity to drive further

efficiencies.

As noted in section 4.3.1 above, Irish Water made a detailed submission to the CRU in response

to its consultation, in which, it provided further details on its request for an additional operational

expenditure allowance for areas where it expects to experience cost increases over RC3.

The CRU has accepted IrishWater * s r ati onal e for whyhemttodelivew!| d not |
on environmental compliance standards within the operating expenditure allowance as consulted

on. The CRU therefore has decided to allow an additional € 88m (€171m post efficiency

challenge),t o recover the costs sacomspbance elateddrowthiraqiest.l r i s h Wa:

Under theecCiRU'sn | rish Water winihoperationa éxpeeditueen addi t i
over the RC3 period (roundedtot h e n e a todghstiprop®sed in the consultation (€ 3485m).

The CRU accepts that by providing this additional allowance to Irish Water, that at the end of the

RC3 period, Irish Water will not have achieved the expected reduction in its operating costs as

outlined in the consultation. However, the CRU has decided to hold Irish Water to a challenging but

achievable target, ensuring that Irish Water remains on a glide path towards operating at a level of

costs comparable with efficient water / wastewater companies in England and Wales.

85



An Coimisitin um Rialail Féntais Commission for Regulation of Utilities

CRU's Efficiency Challenge on Irish Water's Controllable Operating Costs for RC3.

W
Spend

2019, ' 2020 2021 2022 2023 2024
um, U m agm agm Ggm| G m
2017
prices

Total

Irish Water's Controllable
Operating Costs (as per its 690 694 696 688 | 673 3,441
RC3 business plan)

Irish Water's Controllable

Operating Costs (outturn) 680.5

Irish Water's ‘Compliance
Opex' Request ('In Year' 8 14 12 19 16
Operating Costs)

CRU Additional Allowance

'‘Compliance Opex' cumulative 8 22 34 53 70 188
(Pre-Efficiency Challenge)

CRU Predicted Controllable
Operating Costs for Irish Water 689 703 715 734 | 750 3,590
(Pre-Efficiency Challenge)

CRU Efficiency Challenge 2% 2% 4% 6% 6%

Total CRU Approved
Controllable Operating Costs 675 675 659 638 | 615 3,263
(Post Efficiency Challenge)
Table19- CRU'Decision orirish Water'sControllable Operating Codtsr the RC3 period

The following information outlines how the efficiency challenge in table 9 above is applied to reach
t he f i gur e sotabQRU ApprovediCofftrollable ‘Operating Costs’:

T 1 ri sh oMautndor 209 is used as the baseline for the efficiency challenge
(€680. 5m)

9 For example, to calculate the CRU approved controllable operating cost allowance for

2020we take Il rish Water’' s basel i nomgidncefOpek O .

Request 'In Year' Operating Costs)’' for 20200 f € 8 m

1 Wethenapplytheeffi ci ency challenge for 2020 (2%),
for 2020

9 To calculate the allowance for 2021 we take the allowance from the previous year (2020)
of €675m and a dompliance ©gex R&guese'In Year' Operating Costs)’
for2021 of €14m
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9 We then apply the efficiency challenge for 2020 (2%),r esul t i ng i n an all owar

for 2021
9 This process is then repeated for each of the remaining years of RC3 (2022 -2024).

The table below shows total allowed operating costs for Irish Water for the RC3 period. It adds
uncontrollable opex costs to the totals in Table 9. As outlined in Section 4.3.2 the uncontrollable
costs which the CRU proposes to allow are in respect of commercial rates, licences and levies.
No efficiency challenge is applied to uncontrollable costs, or to the allowance for the innovation
fund.

C R U ®scision on Irish Wateré Jotal Operating Costs for RC3.

2020 2021 2022 2023 2024 Total

( Um, ( Um, (04m, (04m, ( U4m, (04m,
2017 2017 2017 2017 2017 2017
prices) prices) prices) prices) prices) prices)

Controllable operating 675 675 716 694 671 3,263
costs (inclusive of
efficiency challenge)

Innovation Fund 0.8 0.8 0.8 0.8 0.8 4
Allowance

Uncontrollable costs 56 56 56 56 56 278
Total CRU Approved 731 731 716 694 671 3,544

Operating Costs
Table20-/ w! Q& 5 SOA & A 2 VotalXperatindNdasts for RCB BB MR SR (12 G(KS ySIENBaid evYo

The CRU has decided to allow a once off allowanceforinnovat i on ofayrlas ( €0. 8m

discussed above.
This brings the total allowed o p e x  54dm fér3he 2020-2024 period.

This challenge does not bring Irish Water to the average level of operating costs for English and

Welshut il ities (under either the CRU' s benchmarking
is aimed at moving Irish Water to the average level of costs (and in time to the efficiency frontier).

The CRU expects that the efficiency challenge outlined in this section will be met by Irish Water

without it needing to defer any of the activities to which it has committed. The targets set out by

the CRU should be achieved through efficiencies which do not impact negatively on the service

that Irish Water provides to customers.

The graph below shows the level of Irish Water’ eperational expenditure requests, the CRU
proposed allowance at consultation, Irish Water’ actual outturns (up to the end of IRC2) and the

CRU" s decisiondsomlllroiweld Weateegrati onal expenditure f
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4.7 Review of Capital Expenditure 2020-2024

4.7.1 Introduction

Thissect i on sets out Irish Water’'s request for capita
2024). An overview of Ilrish Wat3d’ Bobubbwmedsbgnt hse
review and deci si on i equesteTheartonmitaring ot capital invessnent Wat er ' s r

during the RC3 period is discussed in Section 5.

472 1 rish Wat ¢ RG24 Capital 0

Expenditure Submission

4721 Introduction

This secti on s d@dcisiondaldwing pkdic cahBuliatian and further engagement
with Irish Water,inr el ati on to I rish Water’'s all owed <capital
2024).

Capital expenditure can often be large in value and may be spent over a number of years.

Therefore, some expenditure allowed for during the RC3 period will not result in the output being
delivered or the outcome being achieved until beyo
decision may have implications for expenditure beyond that period, as expenditure committed to

in this revenue control may continue in a future revenue control until the project or programme is

fully completed. This is always the case for revenue control periods, both in water and also in the

energy sector, where a decision is taken on allowances in respect of a specific period.

4.7.2.2 Ir i sh We&dpitalr Expenditure Submission:
Overview

I ri s h &&pithl expenditure submission to the CRU in November 2018 comprised of two
elements:

A capital investment plan (CIP) that described the projects and programmes that Irish
Water plan to deliver, the associated network capital expenditure to cover the period
2020-2024 and supporting documentation. This proposal relates to investments
associated with studies, construction, enhancement, operation and maintenance of the
infrastructure and non-infrastructure assets required to deliver water and sewerage

services; and
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Proposals in respect of non-network capital investments and associated expenditure

in this category for the 2020-2024 period and supporting documentation. This proposal

sets out investmentrequired f or | r i s h Wa fsseassétsin theratieds ofé&laek b u s i n e
and Facilities, IT, Business Change, and in the continued transformation of the water

services sector to a single public utility (the WIOF programme).

Irish Water requested a total capitale x pendi t ure of €pe2honmh (€4, BB& MRC3
ClP/ network cape¥% + €425m NNC) .

Initsresponse*®*t o t he CRU’'s RC3 consultation paper, Il rish
Water had undertaken a review of the Capital Investment Plan asaresultofthe CRU’ s propose
construction inflation allowance as set out in the consultation paper along with other change

drivers including new emerging needs, scheduling updates and the identification of additional

requirements as initial project scoping progressed and developed. Irish Water later provided

further updates to these new outputs and outcomes to the CRU following a further review by

them for the RC3 period.

Irish Water provided further information*! to the CRU including updated costs for the projects in
RC3 which had increased by approximately 10.8% and provided updated costs for the top 100
projects and programmes ( amo u nrish Water hasoprodidédah bn) pl an
annual profile of this expenditure for the top 100 projects, accountingfor€ 4 . 1bn of t he €4. 8

requested in network capex for the RC3 period.

Given the magnitude of the changes in the capital investment priorities, and associated costs,

which have an impact on the outputs and outcomes deliverable over the RC3 period, the CRU is

of the view that it would not be inthe interesto f | r i s h Wa t te detide that rishtWatere r s
should deliver the initial outputs and outcomes which Irish Water previously submitted to the

CRU for the original costs submitted. Therefore, as set out below, in the short time available the

CRU has undertaken some analysis on the updated submission provided by Irish Water and has
concluded that while the total amount of money requested has not changed, broadly overall there

is a reduction in the proposed outputs and outcomes and an increase in the forecast costs. The

CRU is extremely concerned at the updated reduced outputs and outcomes proposed by Irish

Water for the RC3 period along with the updated increased costs, especially given that it was

received so late in the process.

40 published alongside this paper.
4L rish Water submissionoutcomes and outputs (CR19/148w)
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Il rish Waterds Network Capital Expenditure Submissi

I ri s h oaWgirtaldive:yesar CIP proposed investment on projects and programmes to address

a number of statutory obligations, including compliance with environmental legislation, and

capacity requirements over the period 2020-2 024 wi th an expehdi shr@Wabér €4
updated submission now demonstrates increased costs on individual projects and programmes

(although the overall amount remains the same) along with reduced outputs and outcomes.

Therefore, the CRU must conclude that a number of projects and programmes are no longer

planned to be undertaken during the RC3 period.
Major Projects

Despite there being five major projects previously identified at IRC2, in line with the approach set
out in the RC3 consultation paper, only two of these projects will be included in this category for
the RC3 period: the Water Supply Project for the East and Midlands Region (WSP); and the
Greater Dublin Drainage project (GDD). This because the other three major projects have
progressed sufficiently through construction and delivery. As can be seen from the below
profiles, the expenditure profile relating to these two major projects (combined) is considerable

( €0Zm) (15% of forecast network capital expenditure) over the period. However, it should be

noted that, as part of their updated submission, Irish Water have requested increased

expenditure for Cork Lower Harbour and Ringsend WWTP during the RC3 period.

Major Projects Forecast Expenditure for RC3 period

| 2020 2021 2022 2023 2024
50 25 39

WSP 24 155 294
GDD 5 37 89 177 103 410
Total 29 87 113 216 258 704

Table21 Major Projectd-orecast Expenditure for RC3 period

The table below sets out | rish Wpdatedrexpsnditare i gi nal es
estimates for the five major projects during the RC3 period, with the majority of the change driven
by reduced spend planned on the WSP ofalmost€ 1 00 m, during RC3 because of

progressing the project:

Cost submitted for RC3 Updated cost submitted for Variance

846 704 -17%
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I ri sh Wa tnetwdrls CapltalreExpenditure Submission

Non-network capital expenditure is split into four categories, as shown profiled over the RC3

period in table 22 below.

140

120

| I I I

2020 2021 2022 2023 2024
mWIOF mIT mBusiness Change ®Fleet & Facilities

Investment in Non-Network Capex
(€m)
N B [e2] o
o o o o

o

Figure8 Irish Water's RC3 Nametwork Proposal

Iri sh Wat er énetw®ICBGapeX Broposal

NNC Category 2020 2021 2022 2023 2024 Total
€m €m €m €m €m RC3

€m

152

Fleet & Facilities

Business Change 3 3 2 2 2 13
IT 37 39 38 34 22 170
WIOF 31 36 20 4 0 91
Totals 98 118 106 65 38 425

Table221 r i sh Wat e mégork Rdp&x Pidmosal (rounded)

Scale of the RC3 Network Capex Plan

Irish Water proposeda net wor k capital exptheREC3 pgeriodieitsof €4, 83 2m
submission of November 2018. As part of its response to the consultation, Irish Water provided

an updated list of projects and programmes along with updated outputs and outcomes for the

RC3 period, Irish Water provided an annual profile of expenditure for this capital programme for

just the top 100 projects and programmes planned for the RC3 period, amounting to
approximately €4,100m of t.hnghese oircumstanceewhareothek capex r
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CRU does not have all the required data or time available to carry out the required analysis, the
CRU has analysed the updated outputs and outcomes along with the updated project and
programme costs insofar as is possible within the available timeframe and with the data provided
to the CRU by Irish Water. The CRU has set out a summary of its analysis along with its decision

below.

4.7.3 CRU Review and Decision

47.3.1 Review of l ri sh Waterods Networ |
Submission

Thissectionsetsoutt he CRU’ s anal ysi s odtworlk capex for th&/RE3geriods up dat
alongwitht h e Cdetisios. Given the limited time available to undertake this analysis since

Irish Water made its updated submission at the end of October 2019 and the need to issue a

decision in order to facilitate the voted expenditure for Irish Water for 2020, the CRU has carried

out a limited analysis of the submission.

In reaching its decision on the regulatory contract for the RC3 period (i.e. the amount of money

allowed for the committed outputs and outcomes), the CRU has looked at the following:

Updated proposed outputs and outcomes including the unit cost; and

Updated costs for the 100 highest value projects and programmes to be completed
during the RC3 period.

Outputs and Outcomes

Before looking at the costs, we examined the outcomes and outputs Irish Water now intends to

deliver during the RC3 period versus what Irish Water had previously proposed to deliver.
Outcomes

Outcomes are the high-level objectives that matter most to consumers of water and wastewater
services. Outcomes are generally continuous, long-term requirements that do not necessarily fit

into one price control period.

The high-level outcomes that Irish Water will deliver in the next revenue control period are

consistent with those for IRC2, namely:

High quality customer service and customer satisfaction;

Providing a high quality of service for water supply, including security of supply;
A reliable service to remove and treat wastewater:

Efficient delivery of services, i.e. value for money;

Achieve compliance with public health and environmental standards; and
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Environmental performance (for example, a good quality water environment).

As part of the RC3 process, Irish Water submitted a business plan to the CRU that specified a
range of outputs that they intend to deliver over the RC3 period, that are aligned with the overall
outcomes. These outputs were reviewed by the CRU and accepted as necessary to deliver the
stated outcomes. These cover a range of projects and programmes across water and wastewater
services, grouped according to the following high-level categories.

water supply — quality of service;
security of water supply;
environmental performance; and

sewerage service.

In addition to these water and wastewater service-based outcomes, the CRU also specifies, within
the domestic and non-domestic handbooks, expectations of levels of customer service that Irish
Water needs to meet. During RC3, Irish Water will be implementing several new water policy
decisions, including a new approach to non-domestic tariffs, as well as excess usage charges for
domestic customers. The CRU expects that these policies will be implemented by Irish Water with

no reduction in the level of customer service provided.

The customer service outcomes are reported on in the annual performance assessment reports
published by the CRU (discussed below).

Outputs

Outputs are the observable and measurable activities, actions or achievements that Irish Water

needs to do in order to bring about the outcomes that customers and broader society value.

Outputs are more easily measured and monitored than outcomes and are more likely to be within

Il rish Water’'s control. I n general, they do not expl

value in themselves, but they contribute to achieving those things.

The fact that specified outputs have been included in the revenue control provides Irish Water
clarity and certainty over the capital projects and programmes that they need to deliver during the
period. They know the outputs they must deliver and delivering these outputs is largely within their

control.

Specific outputs include:

delivering specific schemes, such as a new water treatment works or relining a specified

number of mains, which could relate to a number of outcomes; and
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completing specific activities, such as a programme of replacing lead pipes, which, again,

could relate to a number of outcomes.

Inputs

Inputs are the resources that Irish Water uses to carry out its activities or to deliver particular

outputs. Examples of inputs include:

The operating costs it incurs to deliver its services such as the number of people it
employs on a particular activity (such as those employed on mains relining or
replacement, operating a sewage treatment works) amount of money a regulated firm
spends on a particular activity;

The capital costs that it incurs to carry out a particular activity or delivering an output
(such as how much Irish Water spends on the cost of building a reservoir or a water
treatment plant, or the investment needed to upgrade a plant to comply with drinking

water or environmental standards);

In its business plan submitted to the CRU, Irish Water, in conjunction with the list of outputs it plans
to deliver, identified the range of capital and operating expenditure that it estimated would be
required to operate its system for the five-year period, as well as to deliver the range of outputs

listed above.

I n relation to costs, the CRU carried out the foll
to the CRU:

Project cost changes;

Unit cost changes;

Irish Water sBResponse to the CRU Consultation

As mentioned in section 2.5 above,in response to the CRU's RC3 Consul't
provided the CRU with a revised list of outputs and outcomes which it stated were in fact the

outputs and outcomes it would be able to achieve over the RC3 period. The CRU observed that the

majority of these were lower than those that Irish Water stated they would achieve in their original

submission for the RC3 period*2.

The CRU sought the reasoning behind this reduction and Irish Water provided updated costs to the

42 Note that in some cases, the reason for the reduction was due to Irish Water delivering outputs and
outcomes by the end of 2019.
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CRU for the top 100 (in value) projects and programmes to be undertaken by Irish Water* during

the RC3 period. These projects amounted to €4. 1bn
shows that the costs for these projects and programmes have, on average, increased by

approximately 22% (excluding the GDD and the WSP).

Irish Water has not, to date, provided a detailed rationale for the changes set out above. The CRU

considers that the magnitude of the changes in the submission amounts to effectively a new

business plan submission (albeit incomplete). The CRU, therefore, cannot, in the short time

available, assess the cost estimates to determine its value for money and efficiency. While the

CRU does not see the value in holding Irish Water to the original outputs and outcomes, along with

the cost estimates, as consulted upon, the CRU cannot yet approve the updated cost estimates.

Furthermore, the CRU cannot yet accept the updated outputs and outcomes, and therefore, the

CRU is of the view that these are the absolute minimum outputs and outcomes which Irish Water

must achieve over the RC3 period. In relation to the costs, the CRU is approving a portion of the
requested network capex (skWBatervdll®eprovidedwithdni s st age ani
opportunity to demonstrate to the CRU that the rem:

on this opportunity is set below.

The CRU is also very concerned that Irish Water has submitted what essentially amounts to a new
business plan at this late stage in the revenue control process. This raises further concerns about

I ri sh Wat designscostng anl miaritisation process, particularly as this is not the first
time that Irish Water has substantially updated its Capital Investment Plan. In similar
circumstances, prior to the CRU reaching its IRC2 decision, Irish Water updated its CIP and
significantly amended the CIP again shortly after the IRC2 decision. This posed a humber of issues
for the CRU in terms of capex monitoring and undertaking the IRC2 lookback process. This

i mpacts upon the transpar ency ueférmoneyifosthe IrdhaNater * s e x p
consumer. The CRU is of the view that Irish Water needs to ensure that its CIP is robust from a
planning point of view, and not subject to such significant changes. This is of the utmost

importance when Irish Water is about to enter a five-year revenue control period.

The CRU was of the view that a five-year price control period was appropriate for Irish Water given
that it has been in existence now for a number of years. Previously, the CRU considered shorter
revenue control periods appropriate while it was still in its infancy. As this is no longer the case and
the CRU is now of the view that Irish Water should be better able to plan its projects and
programmes and that plans should remain stable, the CRU took the decision that a five-year

revenue control period would be appropriate at this stage. In these circumstances it is a real

43 An aggregate figure was plpWR SR T2 NLINRBEDA YAV IR LINRPINI YYSaAQ
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concern that the CIP has been amended so significantly during the revenue setting process.

Considering the above, the CRU is not approving the full capital expenditure request submitted by
Irish Water, or the outputs and outcomes proposed by Irish Water for the RC3 period, other than as
minimum targets to be achieved. The completion of an external review will be required for the CRU
to further analyse and determine whether further capex allowance should be made and if so, the
appropriate amount along with whether the outputs and outcomes set out by Irish Water are

reasonable and proportionate to the level of allowance provided.

More detail regarding the specific changes proposed by Irish Water is provided below.

Project Cost Changes

Irish Water submitted updated costs to the CRU for the “ @p 100" (ranked by cost) projects and
progrmames to be undertaken during the RC3 period, and an aggregate cost for the remaining
projects and programmes. Irish Water noted that costs had increased by an average of 10.8%
across its entire portfolio, including the two major projects (WSP and GDD). Irish Water said that

this average cost increase was due to a number of change drivers as set out below:

Driver Variance on total
network portfolio
investment

Emerging needs and scope additions +6%

Accelerated delivery within RC3 period +2%

Updated delivery durations for early stage projects -5.2%

Increased capital maintenance requirements +1%

Early concept to detailed design progression +7%

Impact of Construction inflation included in above

change drivers

Total +10.8%
Table23Irish Wder's Roject Cat Changes

The total planned expenditure that Irish Water submitted for the remaining projects and
programmes is €715m. Irish Water has provided only outputs and outcomes which they expect to
deliver during the RC3 period for this funding in aggregate. The CRU would require further detail on
the specific spend profiles and specific outputs/outcomes on a project by project basis in order to
review.

Also, as stated earlier,t he WSP and GDD (@rlE®)otpt 8804 mt al €4,832m
requested for network capex. As the CRU stated that it would review the costs of the GDD and the

WSP separately, the CRU analysed the remaining project cost changes with these two projects
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stripped out. This analysis showed that costs have increased by approximately 22% on average.

Further analysis is set out below.

The CRU has serious concerns with the resubmitted costs for several reasons. The magnitude of
the changes to the underlying programme and associated costs means that the CRU has not had
the required time to interrogate these figures to the extent it usually would do. It is also not clear
that the conclusions of the CRU analysis included in the consultation regarding the reasonableness
of the overall investment programme can continue to apply, given the changes in the investment
programme. Irish Water has also, within these top 100 projects, included four new projects at a
cost ofoveelrO8nmMe RC3 period and <€dlgiavidedautputsandl . | ri sh
outcomes associated with just one of these projects. Irish Water has not provided a rationale for
the inclusion of these new projects and programmes or the reasons why they had not been
identified at an earlier stage. Given the lack of information surrounding these projects, and the
magnitude of spend without a detailed rationale being provided, the CRU has decided not to

include these projects in the capex allowance.

In addition to the above concerns, the CRU is also concerned about the magnitude of changes in

thesubmitedc ost s f or t he AasTHes@ibed dénfierinthissegtion.dt em t he CRU’ s
initial analysis, it seems that the cost increases are significantly in excess of the construction price

inflation allowance included in the consultation. The costs of some projects have increased by

significant amounts. One area where the CRU has seen a significant increase in project cost

forecasts is building and upgrading of waste water treatment plants where Irish Water has

requested an additional €295m (or 65%jalfor the RC3

Itis also concerning to the CRU that of the “ T dL@0” projects, the costs of 24 projects have not

been updated for the RC3 period in the revised submission. The forecast costs for these projects

totalal most €1bn for the RC3 period and €1.4bn over al
average cost increase for impacted projects is even greater than the average figure would suggest.

When projects with no cost changes have been removed from the average cost change

calculation, along with the major and new projects, the CRU sees an increase in requested

expenditure for the RC3 period of 33% and 24% of total project cost.

This demonstrates to the CRU that, along with it costing more to deliver less outputs and

outcomes, I rish Water’'s project costs pWhiketheousl y s
CRU accepts that there is evidence to suggest that once tendered, Irish Water generally delivers

projects within budget, at the early stages of the planning, further work is required to ensure that

robust project estimates are determined.

In relation to the remaining projects and programmes, the CRU carried out an initial comparison
with the previous submission and found that when the projects included in the updated list were
removed, I rish Water had souglnttsNevember?@l8 i n r espect
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submission. Irish Water are now seeking an aggregate sum of € 15m in respect of the remaining
projects and programmes. Irish Water, however has not provided a list of projects which will be
undertaken and has only provided the outputs and outcomes expected to be achieved from these
projects in aggregate. This implies that a number of the projects previously expected to be carried
out will not now be carried out resulting in a reduction in the delivery of outputs and outcomes. This
is likely driven by all the factors outlined above being the significant increase in costs across

specific projects and the inclusion of new projects that were not included in the original submission.

Itis also clear to the CRU, that the timelines for some projects have been pushed out as the
number of overall outputs and outcomes has decreased, albeit as achievement of some have been
brought forward to 2019, for much of the difference between the original and updated outputs and
outcomes, these will still need to be delivered but will not now be delivered during the RC3 period

and so will be deferred to the next revenue control period.

Unit Cost Changes

The CRU also carried out an analysis of the unit cost of outputs and outcomes and compared them
between the November 2018 submission and the revised submission. The CRU did this by adding
up the total amount of each output (e.g. new treatment plant) and outcome (e.g. additional water
supply treatment capacity ML/day) and divided the total cost for the projects and programmes to
deliver this outcome and output. The CRU accepts that this is a particularly crude analysis as a
project or programme may deliver a number of outputs and outcomes, which this analysis ignores.
Furthermore, the specifics of projects cannot be taken into account in this analysis. However, in the
limited time available and in the absence of information from Irish Water, this was a useful exercise
to understand the magnitude of changes in the cost estimates. The CRU found that most unit costs
had dramatically increased and that the level of outputs and outcomes has broadly reduced

disproportionately.

4.7.3.2 The CHUBodson on Cost Efficiency and Real
Price Effects

Cost Efficiency

Irish Water did not include any assumption for improvement in efficiency over RC3 in its original
investment plan submission. In its Consultation Paper, the CRU proposed an efficiency
challenge of 3% on all non-committed network capex. This amounted to a cut of €303m in Irish

Water's all owance.

The CRU remains of the view that, five-y ear s f ol |l owing I rish Water’'s fol
scope for Irish Water to improve its capex cost efficiency, in light of the circumstances where
Irish Water has very recently provided an updated submission covering costs, outputs and

outcomes. Therefore, consistent with the CRU’s approac
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has decided that a 3% ef fi ci en cponcommitted eapitgle shal |l a
expenditure. However, given the late submission by Irish Water of its data along with the gaps in

that data, the CRU has applied a 3% efficiency cha
earlier submission. In line withthe CRU’' s appr oach dage,thehelicecooynsul t ati or
challenge does not apply to the two major projects (WSP & GDD). This results in an efficiency

chall enge of €305m across the five years, as set o

| | 2020 | 2021 | 2022 | 2023 | 2024 | Totals
. im . Gm . Gm . GmGm . Gm
Efficiency

Challenge 23 36 68 86 92 305
Table24 Cape - CRU Efficiencyh@llenge

The CRU expects Irish Water to strive to achieve efficiencies in all capex projects which will be
evaluated at the end of the RC3 period and any inefficient expenditure will be disallowed at that

stage.
Real Price Effects

Al t hough the CRU pr op o snendts RC8 ComdultationvRapecie respect of€ 2 9 7
Real Price Effects, based on an assumed level of construction price inflation in excess of HICP,

as Irish Water has now included an element of real price effects due to construction inflation in

their submission, a separate allowance for this is no longer required. However, it is not clear how

much construction inflation has been included in the updated cost estimates and how this
compares to the atCsktldutisthaCohsoltatiamPaper.l r i s h a&Memmadr ' s
review should set out clearly, based on demonstrable evidence, the amount of construction

inflation and the basis for that amount. The CRU will consider the appropriateness of the level of

construction inflation incorporated in Irish  Wat er ' s f atthatstags.t cost s

CRU Decision on Irish Water®& Network Capital Expenditure

The CRU has serious concerns with the reduced outputs and outcomes Irish Water is now
planning to deliver over the RC3 period for the increased proposed project and programme costs.
The CRU has decided that the updated outputs and outcomes will be the minimum which Irish
Water will be required to achieve during the RC3 period. The CRU, however, cannot approve Irish

Water &l proposed costs at this stage.

The CRU has, therefore, decided that the CIP, insofar as it relates to the updated list of planned
projects and programmes, with some exceptions as set out below, along with the associated
outputs and outcomes, will apply for the period 2020-2024. The CRU cannot, however, yet accept

the reduced level of outputs and outcomes along with the increased costs of the projects and
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programmes recently submitted by Irish Water to the CRU as the CRU has not had sufficient time

to analyse and interrogate the updated submission to the extent that it usually would.

However, in order to ensure that Irish Water has funding available to it, the CRU has decided on

the basis of a capital expenditure request of € 4 . 8tbon i mp o s e aiendy 8hallenge, and f i

to reduce the capital expenditure allowance by a further € 78n. This reflects the increased project

and programme costs that the CRU has not had time to review and approve. Irish Water is,

however, being provided with an opportunity to make acasefort he addi ti onal €788m o0\
period by completing the process set out below. The reduction in the requested capital expenditure

allowance is due to the following:

The CRU has decided not to approve, at this point in time, the change in project costs
associated with the “Top 100" projects and pr o
cost changes significantly exceed the construction price inflation allowance included in

the consultation, and sufficient explanation has not been provided for the additional cost

i ncrease. This amounts to €680m.

The CRU has decided not to approve the four additional new projects which Irish Water
has now included in the list of projects and programmes. This is because Irish Water has
not provided sufficient explanation as to why they are required. This results in a reduction
of €108m. These projects are:

GDA Groundwater Augmentation Programme;

National Leakage Management Planning Costs;

Waste Water Above Ground Gate 1 Feasibility Studies; and

o O o o

Water Supply Above Ground Feasibility Studies.

In order to ensure certainty for the 2020 capital programmes, the CRU will not reduce the
amount allowed for 2020, howevert h e 8 WilBbe deducted in equal amounts
(€197m) from t he r e m20R4nnclusige).years (i .e. 2021

Irish Water can, however, seek further funding in respect of the above by justifying the

requirement to the CRU by 31 March 2020, by following the process below.
An efficiency chaadlsokeangpep pdfi e@d35m |l ri sh Water's

allowance.

There f or e, t he CRU has de c378%ndn netveork eapex fonthe RC3iperidd. Wat er

Process for accepting updated costs and seeking additional funding

101



An Coimisiiin um Rialail Fontais Commission for Regulation of Utilities

As discussed above, the CRU is concerned that Irish Water has updated its costs, outputs and

outcomes since its original submission in November 2018. Changes of such a magnitude, as

provided by Irish Water during this process, undermine the regulatory process whereby a

revenue allowance is agreed for the delivery of a defined list of outputs and outcomes which is

agreed to by both parties and consulted upon before a final decision is reached. Given Irish

Water’s | ate submission in this regard, defining a
difficult. However, the CRU is of the view that its decision, as set out, strikes a balance of

ensuring that Irish Water verify their updated costs and deliverables for the RC3 period whilst

ensuring that Irish Water has funding available to them in order to continue to improve the water

infrastructure for its customers.

Given the magnitude of changes which havetakenpl ace i n |l rish W&eGWU s busin
currently does not have confidencei n |1 ri sh Water’'s planninly process,
stages of planning. The CRU has therefore decided that Irish Water will be required to carry out an
externalreviewt o provi de the CRU with the conf i dféforce t hat
purpose and that the currently planned business plan is reasonable, in terms of costs and

deliverables, over the five-year regulatory period.

In order to accept the updated costs, the CRU will require Irish Water to undertake an external
review of the updated costs. The Terms of Reference for this review will be required to be
approved by the CRU. The Terms of Reference should include the following; however, this list

should not be considered exhaustive:

A review of the portfolio of projects (top 984) put forward by Irish Water to ensure

efficiency and reasonableness of project and programme costs;

Areview of the sub 100 projects (tdoesandil i ng €788m)
outputs/outcomes on a project by project basis as is normally provided for revenue

control purposes;

Il ri sh Water’' s pr o,jindgecnts of gdopang, miordeg to geternimesift és fit

for purpose in order to deliver a stable plan which is not subject to significant changes;

and

Verify that the updated outputs and outcomes for all projects (top and sub 100) represent

the minimum of what can be achieved by Irish Water for their capital expenditure

allowance. The CRU will expect additional outputs and outcomes to be achieved by Irish

4 Excluding the WSP and GDD as theseafiready subject to separate oversight by the CRU and including the
four new projects proposed by Irish Water in October 2019.
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Water should the external review find that the outputs and outcomes proposed are

disproportionate to the project cost estimates already submitted by Irish Water.

Once completed, a report and full submission covering all capital investment should be submitted
to the CRU by 31 March 2020 which the CRU will consider. Irish Water must inform the CRU by 17
January 2020, with its terms of reference (in relation to the external review), if it plans to make such
a submission. If so, following review of the report and submission from Irish Water, the CRU
consi der s t h étreased doststare MonjustHfied; the CRU will expect Irish Water, for
the not yet justified spend, to deliver additional projects and programmes along with appropriate
outputs and outcomes within the SFP cap. This means if the additional costs are not justified and
Irish Water wishes to spend up to the SFP cap Irish Water will need to provide all necessary
information to the CRU to demonstrate what it plans to deliver with the additional funding. However,
ift he report demonstr at e sjustfibdathie CRU willcdnsiddfan er ' s cost s &
appropriate additional allowance to Irish Water over the period 2021-2024.

The CRU will make a decision on the additional allowance by 30 June 2020. The CRU will engage
with DHPLG to ensure that the decision will be fed into the budgetary process for 2021 and
beyond.

The CRU has also decided that Irish Water will be required to, at the very minimum, deliver the

updated outputs and outcomes during the RC3 period. Subject to the outcome of the external

review carried out by Irish Water,the CRU wi | | monitor | ri slhesé\batpuessr’ s pr o
and outcomes during the RC3 period and will use these outcomes and outputs as the baseline of

minimum expected outputs and outcomes against which it will review Irish Water at the end of the

RC3 period to deter mi neffidency.sh Water's delivery and

4.7.3.3 Conclusions on Network Capex
Section 34 (3) of the Water Services (No. 2) Act 2013 provides for the CRU to determine the period

for Il rish Water
five years being 2020-2024.

s Capital I nvestment Pl an. The CRI

The CRU has decidedonanetworkc ape x al | &w38mforeghe RG3 petiod. However,
Irish Water have an opportunity to increase their network capex allowance by up to € 78n in line
with the process set out above. The CRU expects that Irish Water will deliver the updated outputs

and outcomes, set out in this paper, at a minimum, over the RC3 period.

The table bel ow sets out the CRU s decision in res
during the RC3 period.

| 2020 2021 2022 2023 | 2024 | Total _

103



An Coimisitin um Rialail Féntais Commission for Regulation of Utilities

. imimmGmimGm

Irish Water Network Capex

Request 780 881 1,083 1,121 967 4,832
23 36 -68 -86 92 -305

Efficiency Challenge

Irish Water Unapproved Costs 0 -197 -197 -197 -197 -788
757 648 819 838 678 3,739

Approved Network Capex

4.7.3.4 CRU review of | rNetvbrk Q@épitaler 6 s

Investment Submission
Irish Water made a submission with regard to the level of non-network capital investment they plan

to undertake to deliver overall outcomes, including those related to customer service.

Included within the NNC categories of Fleet & Facilities, IT and Business Change was a
contingency of 10%. The CRU has decided to remove these contingencies as the CRU is of the
view that these should no longer be required. In relation to the category of WIOF, Irish Water
requested a contingency of €9.4m. The CRU i s
the contingencies and the reduction in the WIOF contingency results in a reduction in the NNC

request of €40. 3m.

I n | ine wiapproadchiméRCZ tREICRE has decided to apply an efficiency challenge of
5% onallnewNNCprojects. Thi s results in a r educ thasdacidedf
to apply an efficiency challenge on two projects, which have been carried over from IRC2, relating
to the delivery of the National Laboratory. The CRU is applying an efficiency challenge to these
projects as Irish Water has not provided adequate information, to determine whether or not the

project has been committedto ( g i v e n deCi§tadd to apply efficiency challenges to

N o |

propo:

€5.

uncommitted projects). Thi s results in a further reduction

This results in the NNC capital expenditure reducingb 'y € 4 7mim,€ 4f2rbom t o €37 7 m,

set out in 25 below. Therefore, the CRU has decided not to alter its approach form the consultation

paper.
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NondNetwor k Cap e x 2020 2021 2022 2023 2024 Totals

Irish Water RC3 Non-Network 98 118 106 65 38 425
Capex proposals

RC3 NonZNetwork Capex
Allowances - Decision

Reductions from Irish Water B 24 Zl4 B 5 28
Request
Table25 - Recommended allowance for Ndletwork Capex (rounded)

90 104 92 57 33 377

4.7.4 Capital Expenditure Conclusions

The CRU is proposing the following expenditure allowances for RC3:

Category 2020 2021 2022 2023 2024
Ugm Ugm Ugm Um Um

Network Capex

3,739
Non-network Capex 90 104 92 57 33 377
Total
848 752 910 895 711 4,116

Table26 - CRU's Proposed Capex Allowance for Irish Water during RC3
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5. Incentives and Monitoring

5.1 Introduction

Performance-based incentives are an important component of revenue control regulation. They
complement and enhance the requirement for a regulated monopoly business to efficiently
manage costs by ensuring that the business has an incentive in the delivery of its responsibilities,

particularly with regard to quality, efficiency and timeliness of service delivery to the customer.

Incentives should be meaningful, measurable and implementable and can either be financial
incentives which can include a corresponding penalty or reputational incentives, where
performance against key metrics is published. For financial incentives, the success of an
incentive regime is contingent on the correct balance being struck between risk and reward for
the utility. If a regulator sets an incentive which is either overly rewarding to the utility (which
exposes the customer to unnecessary costs) or overly punitive (which threatens the financial

viability of the utility) this would be of little benefit to the utility and ultimately the customer.

Incentives are used by the CRU to encourage the utility to run its business in an efficient manner
to reach targets set by the CRU. If targets are met, the utility would receive an incentive
payment. However, if the utility fails to reach the target, in many cases an equivalent penalty

would apply.

In previous Irish Water revenue controls, the CRU has included performance-based incentives
on Irish Water similar to the approach which the CRU applies to the energy sector. For IRC2, the
CRU decided that a combination of financial and reputational incentives (through monitoring and

publication) should be utilised to incentivise Irish Water to improve its performance in key areas.

For RC3, the CRU has decided to continue the approach taken in IRC2 in order to build upon
work currently being undertaken by Irish Water on a number of these incentives. In addition to
continuing the incentives introduced at IRC2, the CRU has also decided to introduce further

financial incentives, which may also have penalties associated with them.

The areas where financial incentives for RC3 will apply are:

Rolling retention of additional opex efficiencies;
The three pre-existing Non-Domestic billing incentives; and

Leakage Reduction incentive.

Areas where the CRU has decided to continue reputational incentives through monitoring and

reporting of Irish Water over the RC3 period are:
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The Irish Water Performance Assessment;
The Customer Handbook; and,

Capital Expenditure Monitoring.

5.2 Financial Incentives

5.2.1 Rolling Retention of Additional Opex Efficiencies

Background

The CRU has decided to continue the approach taken at IRC2 for the rolling retention of

additional opex efficiencies, as set out below.

For electricity and gas utilities, allowances for operating costs are fixed for the duration of the
revenue control. If the regulated utility spends more than it is allowed, it bears the cost. On the
other hand, if the utility spends below what it is allowed due to making savings in an efficient
manner, it can continue to earn that surplus for a specified period (often 5 years). The rolling

el ement of the incentive, where the utility
regardless of what point during the revenue control the saving is made, is designed to incentivise
the utility to make efficiency savings as soon as they are identified (that is, rather than waiting
until the start of the next revenue control). This approach is used to deliver increased savings to

consumers in the medium term.

It is important to note, however, that the utility cannot simply make savings through the
avoidance of expenditure, which could be to the detriment of the relevant network and its
customers. Customers benefit in the medium term by the progressive decrease in operating

costs allowed at subsequent revenue reviews.

In relation to the retention period, the standard approach is to match the retention period with the

length of revenue control period, usually five years.

To date, Irish Water has not sought to implement this incentive. As set out in section 4 of this
paper, the CRU notes that Irish Water must reduce its opex costs and achieve more efficiencies
in order to reach a level of comparable utility companies at a similar stage of development.
CRU Decision

The CRU has decided to continue to include a mechanism for the rolling retention of additional

opex efficiencies for the next revenue cohetr ol

CRU has decided that:
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The incentive relates to the sum of all controllable operating costs only. It does not apply
to uncontrollable costs. 1 r i sh R@3 eocutst urn wi l | be compared w

RC3 allowance and no claw back for an underspend of opex costs would apply.

The rolling element of the incentive will be for a period of five years, i.e. the duration of

the revenue control. That is, Irish Waterwilb e per mi tted to earn five vy
revenue related to operating costs which were avoided for efficient reasons. The

reduction must be sustained, that is, it cannot be a reduction for one year followed by an

increase in any subsequent years related to the same item of work.

Overspends will not be subject to the rolling element of this incentive.

5.2.2 Non-domestic Billing Incentives
Introduction

For RC3, the CRU has decided to continue the three financial incentives relating to the billing of
non-domestic customers in the same form as decided upon for the IRC2 period. These three

incentives are as follows:

9 Non-domestic Bad Debt;
i Efficient Billing; and

i Billing Correction.

Irish Water now bill non-domestic customers centrally. However, at the time of the IRC2 decision,
billing of non-domestic customers was carried out by local authorities on behalf of Irish Water.
Therefore, while the non-domestic bad debt incentive came into effect for IRC2, the
implementation of the other two incentives was dependent upon the formation of a robust
baseline of data and therefore, these incentives could not come into effect immediately. Since
2018, Irish Water has engaged with the CRU on setting this baseline and Irish Water is currently

progressing the implementation of these two incentives.

The incentive schemes outlined below are intended to apply to all regulated charges set by (or

on behalf of) Irish Water to hon-domestic customers (including mixed use customers).

In order to ensure that the utility is incentivised to actively pursue these incentives and the
incentives do not overly reward the utility, the CRU has decided to place the following caps on

the incentive payment that can be earned by the utility:

€50k cap on the revenue that c amendurethagri ned on
single customer receives a bill for a very large amount (relating to efficient billing and

billing correction incentives);

€4m cap on e dncdmtive percannum; a@nd a |
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€10m cap on the total amount of revenue the uti

incentives combined per annum.

1. Non-domestic Bad Debt

Background

In order to encourage the utility to actively pursue outstanding debt amongst its non-domestic

customers, at IRC2, an incentive mechanism associated with bad debt was decided upon. An

incentive payment applied where Irish Water reduced their bad debt to a level lower than the

level setbythe CRU.Thi s was set at 9.39% for | RC1 and 5% fo
where |l rish Water’s actual bad debt was higher tha
€4m applied wher e | rdebswas l[dMertthar thedevebsetbylresh Watbea The

incentive, and corresponding penaltywer e capped at €4m per annum for

revenue control periods.
Progress to Date

In its IRC2 decision paper, the CRU decided to set the bad debt level at 5% bad debt provision of

the billed amount for the IRC2 period. As part of their RC3 submissions to the CRU, Irish Water

included an assessment of non-domestic bad debt for 2017 and 2018 which was higher than the

5% level set by the CRU. For 2019, Irish Water are forecasting that revenues will be equal to the

allowances. Irish Water has assessed that for 2017 and 2018, it will be unable to collect € 3.24m

of the amount billed and accrued overthe 24-mont h peri od. This is after th
2017 and 2018 has been applied.

Please refer to section 8.8 for further details on adjustments in this regard.
Decision for RC3

The CRU is of the view that it is important that Irish Water continue to reduce its level of bad debt

and has therefore decided to continue this incentive for the RC3 period. As in IRC2, an incentive

payment will apply where Irish Water can reduce their bad debt to a level lower than the level set

by the CRU. The CRU has decidedt o retain the 5% |l evel s#t for | RC
apply where | rish Wsahigeerthas thealavel setby thebCRU and anb t
incentivdlapihpl§4dmwhwr e | ri sh Waldwertharsthe teeetsetbyllristbad debt
Water. The incentive, and corresponding penaltywillc ont i nue t o be capped at £€:
for the RC3 period.
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Similar to the approach set out at IRC2, after what is deemed an appropriate period of time by
Irish Water, the utility may make a request to the CRU for the shortfall in revenue that it was
unable to collect from non-domestic customers. This would be in addition to the provision already
set by the CRU relating to the corresponding revenue control period i.e. 9.39% and 5%
respectively. In line with the approach taken at IRC2, the CRU has decided that, subject to Irish
Water providing detailed breakdowns of the correction requested and the details of actual bad
debt levels, the CRU will make a further provision for the uncollected revenue subject to a

penal ty. A penalty of € 4ilhbe(subtaagtédimarmte coprection vahitin u m
was to be provided. If Irish Water do not make this request or do not provide sufficient

information relating to its bad debt collection activities, the CRU has decided not to make any

revenue correction and the utility must bear the loss of any additional uncollected revenue.
Through this incentive, Irish Water will be incentivised to:

1. Reduce bad debt levels within its non-domestic customer sector in order to achieve or
beat the bad debt provision set by the CRU;

2. Investigate the specifics as to how the bad debt correction will be implemented, taking
future bad debt collection rates into account, in order to be in a position to request a bad

debt revenue correction from the CRU.

2. Efficient Billing

The efficient billing scheme created an incentive to identify and correctly bill any hon-domestic
customers connected to the Irish Water network that do not receive a bill for the use of water and
wastewater services. The intention is that if Irish Water bill more connected properties (i.e. above

the baseline amount), they keep a certain percentage of the additional revenue billed.

In order for this incentive to be effective, the number of non-domestic connections that are
currently billed is an important baseline. During IRC2, Irish Water has engaged with the CRU in
order to implement this incentive. This process is ongoing, and therefore, in order to build upon
the work carried out by Irish Water to date, the CRU is has decided to continue this incentive
during RC3.

In setting this incentive, the CRU drew upon experience from other jurisdictions where a similar
incentive scheme had been utilised. When putting this incentive in place in England and Wales
(E&W), Ofwat decided to allow utilities retain a portion of extra revenue billed. This was done by
multiplying the difference between expected billing and actual billing levels by an efficient billing
factor of 42% of the average bill. For Irish Water, the CRU therefore previously decided to allow

this approach whereby the utility may retain 42% of the additional revenue billed i.e. the
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difference between expected billing and actual billing amounts multiplied by an efficient billing
factor of 42%.

For the RC3 period, the CRU has decided to continue this incentive and the method set out
above. This will incentivise Irish Water to prioritise large non-domestic customers that have not
been billed in the past. This will also be subject to the cap on revenue that can be gained on

individual customers.

The CRU has decided to continue this as an asymmetrical incentive for the RC3 period as the

opportunity to earn additional revenue through the incentive (with no downside) will further act as
an incentive for the Irish Water to bill all eligible customers in a timely and efficient manner, given
that the migration of non-domestic customers to Irish Water is now complete. This incentive may

be changed to a symmetrical incentive in the future, where appropriate

3. Billing Correction

The billing correction scheme creates an incentive for Irish Water to identify and correct
instances where properties are being charged less than they should be charged. Under this
incentive, if Irish Water identifies eligible non-domestic customers that have been under-billed
and start to bill those customers correctly, it is allowed to keep a portion of the additional revenue

collected.

In order for this incentive to be effective, it was acknowledged that Irish Water will be required to
provide appropriate information to demonstrate the amount of additional revenue it has billed out
as a result of identifying these errors. As with the Efficient Billing incentive above, this data only

became available following the completion of the data migration project.

Similar to the above, the CRU drew on experience from other jurisdictions when introducing this
incentive. The CRU previously decided to follow Of
England and Wales which aligned with the efficient billing incentive whereby 42% of the

additional revenue billed could be retained by the utility. The calculation is: additional revenue

billed to customers as a result of errors being identified and correct bills being issued multiplied

by 42%. Ofwat has linked this incentive to back-billing in its regulation of utilities in England and

Wales, where it revisits previous years and corrects for under-billing. However, the CRU has

previously decided not to include back-billing within this billing incentives. The CRU has decided

to continue with this approach for RC3.

For the RC3 period, the CRU has decided to continue this incentive and the method set out

above. This will be subject to the cap on revenue that can be gained on individual customers.
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The CRU has decided to continue to make this incentive asymmetrical as the opportunity to earn
additional revenue through the incentive (with no downside) will further act as an incentive for the
utility bill all eligible customers correctly in a timely and efficient manner. This incentive may be

changed to a symmetrical incentive in the future, where appropriate

5.2.3 Leakage Reduction Incentive/Penalty

The CRU recognises the progress that Irish Water has made in water conservation, since it was
established as the sole public water and wastewater utility. The CRU' s anal yses of da
meter reads and the First Fix Scheme show that customer-side leakage repair is also

contributing to water conservation.

For RC3, the CRU recognises the need for Irish Water to accelerate its progress in leakage
reduction. The severe weather events in recent years have highlighted the need for Irish Water to
increase its efforts to fix leaks, reduce and then maintain leakage at lower levels than is currently
the case.

At IRC1 and IRC2, Irish Water was allocated funding for the first fix programme to fix customer-
side leaks. The CRU is of the view that this is an important area for Irish Water to target and will
continue to support this programme. The CRU also acknowledges that significant progress will

need to be made on public-side leakage to improve security of supply.

Leakage is monitored as part of the CRU’s Perfor ma
Capital Expenditure Monitoring Framework. However, in its RC3 Discussion Paper, the CRU
considered the introduction of an incentive which may act to accelerate a reduction in leakage.

The CRU has therefore decided to introduce a leakage reduction related incentive mechanism.

In order to ensure that this incentive is as effective as possible, for the RC3 period, the CRU has
decided to make this incentive symmetrical as the opportunity to earn additional revenue through
the incentive will exist, however a penalty will be imposed if targets are not met which will ensure

that Irish Water implement the incentive.

Irish Water has proposed an outcome of a reduction in leakage of 176ML/day (net water savings
in the water supply network) by the end of RC3 as part of its submission to the CRU. Irish Water
is currently in the process of implementing its new Leakage Management System (LMS) and will
report to the CRU on its level of leakage following this implementation at the end of 2019. This
will be the baseline, against which the CRU will monitor Irish Water during RC3. The CRU wiill

engage with Irish Water during 2020 in order to finalise the incentive.

I'n line with the incentives above, the i ncentive a
during the RC3 period.
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524 Quality Data Provision

Recognising the need for Irish Water to provide good quality data to the public on its plans and
activities, in its RC3 Discussion Paper, the CRU proposed introducing an incentive and/or
penalty for quality data provision by Irish Water through publication in the provision of information
to the CRU and other organisations.

Specifically, as Irish Water is no longer a newly-established utility, the CRU expects that the
quality of data that it can provide to the regulator and knowledge that it has on its asset base will
improve significantly during RC3. In the past, the CRU has encountered difficulties in obtaining
information from Irish Water either due to lack of available data or lack of data available in a

useful format.

While the CRU continues to consider the provision of quality data to regulators and the public,
following further consideration of this, the CRU has now decided not to introduce an incentive
and/or penalty for this during the RC3 period. In reaching this decision, the CRU considered the
approach taken towards companies in England and Wales on this issue. However, differences
also exist between companies in these jurisdictions and Irish Water. First, there are a number of
companies in these jurisdictions, which provides for a competitive element upon which
performance can be compared and secondly, these companies have licences which can be
breached where quality data is not provided. As Irish Water is a monopoly water company which
does not have a licence, as it is not required to do so, a similar incentive on the provision of
guality data does not seem appropriate in this context. Furthermore, given the subjective element
which would be required in det e hasndecidedmpttovh at
introduce this incentive for Irish Water in respect of the RC3 period. However, the CRU will
continue to consider how to ensure that Irish Water delivers quality data to the public and

regulators during the RC3 period and beyond.

5.25 Commercial Rates

In accordance with the Water Services Act 2017, commercial rates will be payable by Irish Water
during RC3. As a result, in its RC3 Discussion Paper, the CRU set out that it may consider the
application of an incentive, similar to the incentive it currently applies to Gas Networks Ireland

(GNI), whereby, commercial rates are treated as a passthrough (uncontrollable) cost with a 50%
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sharing factor (between GNI and the customer) on the Value of the Asset.*®> The CRU does this

in the case of GNI to ensure that the customer only bears the cost of half the commercial rates.

As per section 4.2.4 of this paper, the CRU has decided to treat commercial rates as an
uncontrollable cost for Irish Water. Therefore, the CRU has decided not to include an incentive in
respect of commercial rates for the RC3 period. The CRU may, however, introduce an incentive

for commercial rates in the future.

5.3 Reputational Incentives i Monitoring and

Reporting

In addition to the financial incentives, the CRU has decided to continue to place reputational

incentives on Irish Water through monitoring and reporting.

5.4 Monitoring of the Performance Assessment

The CRU developed a Performance Assessment Framework (CRU/16/308) which is a set of key
performance indicators thatmeasur e | ri sh Water’' s performance
areas relating to customer service, environmental performance, quality of service for water
supply, security of water supply and sewerage service. The monitoring and reporting of these
metrics will, over time, enhance transparency regarding what service improvements are being

delivered to customers for the money that is spent.

Since the Framework was introduced, the CRU has published three Irish Water Performance

Reports and CRU commentary papers,**whi ch set out the CRU's vi

performance so far.

The CRU will consult following the publication of this decision on the continued appropriateness
of the metrics included in the Performance Assessment Framework for the 2020-2024 period to
ensure they still reflect key services areas for customers. The CRU will also set out the targets
for each of the metrics in that consultation. The subsequent CRU decision will fully establish the
Framework. The CRU wil | t heancemwuerthe Framewonk frosmh
2020 and publish reports periodically.

45 Commercial rates are estimated as the product of the Value of the Asset (with a Global Valuation every five
years) and the Annual Rate on Valuation (ARV) from each local authority. GNI reference that they have some
limited control over the Value of the Asset through participation in determination and right to appeal, but none
over local ARVs due to the dissolution/ merger of councils and no right to appeal. As such, a 75-25% sharing
factor is set on the Value of the Asset, with a full pass-through on the ARV.

46 Available at: https://www.cru.ie/document_group/irishwater-performanceassessment/
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5.5 Monitoring of Customer Handbook

In 2014, the CRU published the Irish Water Customer Handbook,*” outlining the required levels

of customer service Irish Water must include in their Customer Charter, Codes of Practice and

Terms & Conditions of supply. The Customer Handbook contains 353 services requirements and

the CRU monitors and publishes information periodicallyonl r i sh Water s i mpl ement

these requirements.

Part of the Customer Handbook includes a requirement for Irish Water to implement a Customer

Charter which includes areas such as providing information to customers affected by supply

interruptions, remedy of damage to property during meter installation and responding to

customer compl aints. The Customer Charter outlines |
guarantees; if any of these are not met, Irish Wat er wi | | compensate cust ome

payment for each instance.

The CRU has decided to continue to monitor requirements under the Customer Handbook during
the RC3 period.

5.6 Capital Expenditure Monitoring

In its IRC2 Decision Paper, the CRU set out its proposed high-level approach to monitoring
capital investment during IRC2. The CRU then commenced work on a monitoring and reporting

regime.

Prior to the development of this regime, the CRU p
Investment Outputs 2016 (CRU/17/120) in June 2017. This document set out the key outputs

and outcomes confirmed by Irish Water as delivered during the period from its establishment to

the end of 2016 for the revenue allowed by the CRU.

Following on from this, the CRU published a report entitled Irish Water Capital Investments

Monitoring Report January to June 2017 (CRU/18/057). The paper outlined Irish Water's actual

and forecast delivery of its Investment Plan on 30 June 2017. The report also highlights some of

the key outputs and outcomes delivered by Irish Water in the first six months of 2017. The

second report of this kind, Irish Water Capital Investment Plan 2017-2021 Monitoring Report No.

2 was subsequently published on 29 April 2019 (CRU/19/026). That paper set out the key

findings in relation t o IRG2ingestmew®larebasedsonthe ogr essi on

47 Available at: https://www.cru.ie/wp-content/uploads/2017/11/CRU17319-lrish-Water-Domestic-Customer-
Handbook-14-November-2017.pdf
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submission received from Irish Water along with key outputs and outcomes that were delivered in
the first year of that Plan.

This monitoring is ongoing and the CRU will continue to publish periodic monitoring reports
during RC3 based on the outcomes/outputs submitted by Irish Water as part of its RC3
submission.

5.7 Summary of Incentives and Monitoring

The CRU has decided to continue the rolling opex incentive mechanism where Irish
Water retains outperformance for a five-year period. This is intended to decrease costs to
customers in the medium term.

The CRU has decided to continue the three incentives relating to non-domestic billing
which were in place during IRC2.

~ The CRU has decided to retain the 5% non-domestic bad debt provision for RC3.
This is intended to incentivise Irish Water to collect revenue from non-domestic
customers to whom bills are sent.

The CRU has decided to continue to allow Irish Water to keep 42% of additional
revenue billed if Irish Water can bill more connected properties above the
baseline amount. This is intended to incentivise Irish Water to ensure all non-
domestic properties receive bills where appropriate.

The CRU has decided to continue to allow Irish Water to keep 42% of additional
revenue billed if Irish Water can bill customers correctly where customers have
been charged less than they should have been charged. This is intended to
incentivise Irish Water to ensure all non-domestic properties are billed
appropriately.

The CRU has decided to introduce a new incentive related to leakage reduction. Irish
Water is currently implementing a new Leakage Management System and the CRU will
engage with Irish Water following implementation, expected later in 2019, to finalise the

incentive.

The CRU has decidedt o continue to monitor I|rish Water's
Water Performance Assessment during the RC3 period but has decided not to put

financial incentives in place for these metrics at this time.

The CRU has decidedt o continue to monitor Irish Water' s
Handbook but has decided not to put financial incentives in place in relation to the

handbook at this time.
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The CRU has decidedt o continue to monitor Irish Water' s
timelines and budgets through the capital expenditure monitoring regime in relation to

Il rish Water’s delivery of capital i nvestments
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6. RC3 Cost of Capital

6.1 Introduction

6.1.1 Background

In line with established regulatory precedent the CRU allows Irish Water to recover revenues to
cover the total economic costs of its operations over a revenue control period. In previous
revenue controls, the CRU has determined a Weighted Average Cost of Capital (WACC) for Irish
Water using the Capital Asset Pricing Model (CAPM) approach. The WACC-CAPM approach
involves determining an allowance based on the weighted average of efficient debt and equity

costs (where the weights are based on respective debt and equity amounts or gearing).*®

It is commonly used by regulators — and well understood by investors — to estimate the cost of
equity of a regulated utility. It is also consistent with the approach that the CRU has taken across

electricity, gas and water price/revenue controls to date.

However, as highlighted in the RC3 discussion paper (CRU/18/240) and consultation paper

(CRU/19/091),c hanges to I rish Water’s funding model sinc
considertheri sk that I rish Water will face at RC3 and th
i.e. the level of revenue which Irish Water receives to reflect its cost of capital as calculated using

the WACC-CAPM approach. Essentially, what is the risk faced by a largely state-funded utility

and does the WACC model appropriately compensate the utility to the benefit of all

stakeholders?

6.1.2 Context

In 2016 domestic water charges were discontinued and, naturally, | r i sh Water ' s fundi ng
changed as a result. The Water Services Act 2017 was enacted, and domestic water services

are now funded through Government subvention and Government equity (capital contributions).

Under the new model the only debt to be raised by Irish Water can be against the revenue

stream from the non-domestic sector. At IRC2, the non-domestic revenues accounted for

approximately 20% of | reilssihWaléadoes notavear efquityyaedd r ev enu

48 Debt is borrowed funds (e.g. loan), while equity is funds invested by the shareholders (owners). Both the
provider of the loan (lender) and the investor (equity holder) will expect to receive certain returns on the funds
they have provided. For example, the interest that the borrower pays on a loan is the return that the lender
receives. Similarly, a person that invests in a company expects some reward for this investment. By taking an
average of the returns associated with the different types of financing (debt and equity) the CRU effectively
determines how much return Irish Water will need for each euro it invests. This average is known as the
Weighted Average Cost of Capital or WACC, which is the average of the cost of debt and the cost of equity. The
WACC is calculated using a formula.
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debt structure in the same way as, for example, the electricity and gas utility companies the CRU
regulates do.

As a result of these changes the CRU considered*® whether it was suitable to apply a WACC to

IrishWat er ' s busi ness.

6.1.3 CRU decision on overall approach

The CRU extensively set out, in both the RC3 discussion and consultation papers, its rationale
for considering different approaches at RC3 and will not do so in detail again in this paper.
Following careful consideration, the CRU has decided that it would not be prudent to depart
significantly from the approach taken in previous revenue controls at this time. As highlighted in
the RC3 discussion paper, there are a wide range of potential regulatory models that the CRU
may apply to Irish Water. Each of these would require significant analysis and stakeholder
engagement, in order to develop an approach that suitably reflects the funding arrangements,
while also providing the correct incentives. The CRU will consider this further after publication of
this RC3 decision.

For RC3, the CRU has decided to continue with the WACC-CAPM approach for the reasons set

out in Section 6.1.3 of the consultation paper. These reasons can be summarised as follows:

1. The non-domestic revenue source remains unchanged, i.e. non-domestic customer
tariffs. Some domestic customers will also be liable for excess use charges during RC3.
Maintaining the same approach for RC3 acknowledges the need for economically rational

prices for non-domestic tariffs and excess use charges when they commence.

2. It provides a stable regulatory environment which benefits Irish Water as a utility,

particularly in the event of any future change in Government policy.

3. A decision is still to be made with regard to the treatment of existing Irish Water
commercial debt and any departure from the current approach would not be appropriate
in advance of this.

4. Il rish Water’'s funding is somewhat circular 1in
which considerably mitigates the funding effects of the CRU continuing with the standard
WACC approach for RC3.

The CRU retained expert advice from Europe Economics to provide assistance in determining
the level of WACC to be applied to Irish Water for RC3. The CRU also considered | r i sh Water ' s

49 As highlighted in the RC3 discussion paper (CRU/18/240) and RC3 consultation paper (CRU/19/091).
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cost of capital submission (CRU/19/0910) and its response to the consultation (CRU/19/148p).

Following a detailed and careful analysis of the information the CRU has set out below its

decision in relation to the level of WACC to be applied over the RC3 period. Further detail on the

approach in determining the level of WACC can be foundintheEur ope Economi cs’ repo

CRU/19/148z, which accompanies this paper.

The CRU will now furtherc onsi der alternative approaches to refl
and the level of risk it faces. The CRU will use this time to engage with stakeholders and develop

its thinking ahead of the next revenue control, RC4. Any proposals developed by the CRU in this

area will require significant engagement with stakeholders. The CRU expects to undertake this

work long in advance of RC4 with a stakeholder consultation and decision expected in the future.

6.2 Calculating a WACC for RC3

6.2.1 WACC-CAPM

Consistent with the methodology de®¥&eCRUdds in the CR
proposing to maintain the current WACC-CAPM approach to determine 1| rish
of return. This approach is the standard regulatory approach across Europe and has been used

by the CRU to date in its regulation of the water and energy sectors.
The weighted average cost of capital (WACC) is calculated using the following formula:

o o)
o O 0 ©

®d 66 z
Where re is the cost of equity, rp is the cost of debt and E and D are the total values of equity and
debt respectively used to determine the level of gearing in the company, and so giving the
relative weights between the costs of equity and debt finance. Within the context of the WACC-
CAPM approach, CAPM is generally most useful in estimating the cost of equity. Although the
cost of debt may also be expressed in CAPM terms, the cost of debt is usually conceived as
being made up of a risk-free component and a company-specific risk premium. Further detail on
the WACC-CAPM approach is set out in Appendix A of the Europe Economics final report, which
accompanies this paper CRU/19/148z.

50 Advice to the Minister on the Economic Regulatory Framevi@rkhe public water services sector in Ireland
(CER/14/076).
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6.2.2 Possible approaches

As highlighted in the consultation paper, the CRU examined the evidence from two possible
approaches to setting the WACC.

The first approach (whAppr dasc hr’e)f eirsr ecchpptaaih shbse ' tl RwCi 2t
the CRU adopted in IRC2. In this approach, it is assumed that the parameters of the cost of

equity and cost of debt are not easily observed in financial markets. Effectively, the WACC is

inferred (from broad economic and macroeconomic data and from historical experience) rather

than observed, and judgements are made to take account of various distortions in the observed

data that might arise from factors such as, for e.g., quantitative easing.

The second approach ( wheét-EvidencesA prperfoearcrhe’d) ,t o na ss i “nipd rek
an approach that is more driven by observable financial market data. For the cost of equity

component, this approach is in line with the estimation practice that has been adopted over the

past two years by the UK regulators that are members of the UK Regulators Network (UKRN).5!

Under this approach, it is assumed that individual parameters of the CAPM can be more-or-less

directly observed in market prices, and the model of the cost of equity is then assembled from

these individual components. With regard to the cost of debt this approach also considers the

evidence from observed components, i.e. real assets such as utility bond data.

A key advantage of the IRC2-Approach is that it most closely reflects the theoretical ideal and is
well understood, having been used by the CRU in its approach to calculating a WACC to date. A
key advantage of the financial market data driven approach is that the WACC responds quickly
to shifts in financial market data. In the UK, the increased focus on financial versus economic
data has been at least partly driven by a concern that consumers were consistently losing out in
higher prices when regulators considered a more theoretical approach. However, it is worth
noting that in an Irish context, as the market-based approach is inherently more volatile, in the
years following the economic crash a financial market data driven approach would have led to
customers in Ireland paying higher costs than they have done under the theoretical/IRC2-

Approach.

6.2.3 Calculating the WACC

In considering its approach to setting the cost of capital the CRU notes that part of the reason
that revenue controls exist is in order to review and update methodologies and regulatory

determinations, which might otherwise become obsolete through time. More specifically, in the

he CRU -Apapsr occaocentb”i nfeodr tthhee “cUcksiAN prf o &rgqhu tfyo and

l'n this pap
of from the Eur ope EconediiheMarket-Evddpnea-t i nt o a

the cost
Approach.
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context of setting a cost of capital, the CRU seeks to strike the balance between providing
regulatory stability to the utility, while also ensuring that the utility is funded adequately i.e.
financeability, and consumers are not overcharged i.e. cost-reflectivity. At RC3, the CRU has
continued to deliberate extensively on the weight it should place on observable market data,

when calculating a WACC.

This thinking is reflected in the C R U '2G17 Price Control 4 (PC4) decision (CRU/17/260) on the

cost of capital for Gas Networks Ireland (GNI). Here, the CRU gave greater consideration to

current market evidence in some areas (as opposed to longer term trends) than it had done so in

the past. In this decision the CRU conservatively incorporated current market evidence into its
determination, noting thatitisAi mi ndf ul of regul atory precedent and
stability and has sought in its assessment of the WACC to generally minimise the extent and

magnitude of changes in regulatory policy within a short time frame” The CRU stated that it

intends to continue to take account of market conditions in future determinations and in

particular, to keep under review the current low interest rate environment and consider how this

should be reflected in the allowed cost of capital.

As highlighted above, the CRU consulted with stakeholders on the two possible approaches to
setting the WACC, the IRC2-Approach and the Market-Evidence-Approach. However, as stated
in the consultation paper, the CRU did not propose to calculate a WACC based solely on either
approach. Furthermore, the CRU stated that a Market-Evidence-Approach alone, is not suitable
in an Irish context, or in any smaller economy that is exposed to global markets to the same

degree, as deriving a WACC from this approach alone could lead to volatility in the WACC.

The CRU continues to be of the view that it is not to the benefit of either utilities or customers for
the CRU to apply a WACC methodology that significantly incorporates short-term variations in
market data. However, market debt yields have been very low for more than five years, and the
market evidence is that they are expected to remain low. That cannot reasonably be
characterised as short-term volatility and is an observation the CRU could not ignore in this

decision on the cost of debit.

As a result, the CRU has determined a WACC for RC3 that is based on the IRC2-Approach while
also taking into account current market evidence and regulatory precedent. The CRU has placed
greater weighting on market evidence in this determination than it did in PC4. This is consistent
with the direction the CRU provided in its 2017 PC4 decision. The CRU has decided that the
most appropriate way to use these approaches for RC3 is to draw on the evidence provided by

the Market-Evidence-Approach, in the very least as a cross-check, rather than to derive a WACC
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by strictly applying one methodology and not considering the other, as to do so would be likely to

increase the risk of negative outcomes for customers.5?

In addition, the CRU has considered its approach in the wider context of how it sets a cost of
capital for the gas and electricity networks as well as water. As part of the upcoming PR5 project,
which will set a WACC for the electricity transmission and distribution companies, the CRU will
once again consider its WACC methodology and aim to make a determination that strikes the
correct balance between stability and cost-reflectivity. It is also important to acknowledge that the
CRU assesses financeability and carefully considers the unique factors related to different

networks when forming a decision on the appropriate cost of capital for each sector.

Furthermore, the CRU acknowledges that placing a greater emphasis on current observable
financial market evidence in this revenue control may signal a further intention to maintain this
approach at future revenue/price controls. However, there are features that are unique to each
regulated utility and in this case we note that Irish Water is a state-owned utility with a funding
model that largely protects it from the risk associated with fluctuations in financing costs. Looking
forward to its PR5 deliberations, the CRU notes that electricity transmission and distribution are
different sectors and the approach taken in this RC3 decision may be modified or may not be as

relevant or appropriate in assessing the cost of capital for PR5.

The CRU will shortly publish an information note, which will provide further information and clarity

on the CRU's approach to sett bodfipe methaolopppawheh a n d

the CRU may seek to refine in the future.

52 For example, underfunding the utility may lead to financeability issues potentially resulting in a reduction of
customer services, while overfunding the utility may lead to higher prices for customers and a reduction in the
incentive for the utility to carry out its functions in the most efficient manner.
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The table bel ow pr ovi d edscisian anduha resuiting WAGCC far RG8. CRU’ s

Table27:/ w! Q& | LIINRI OK FyR (KS NB&adzZ GAy3a 21/

CRU proposal Irish Water
Method Result proposal
Cost of equity | Based on IRC2-Approach, cross-checked wntharket- 5 43% 6.88%
(real pre-tax) Evidence-Approach and regulatory stability.

Same approach as IRC2, which considers regulatory

9 0
precedent and comparator evidence. 50% 55%

Gearing

Result of IRC2-Approach and Market-Evidence-
Cost of debt Approach produces range, with point estimate within 1.80% 2.86%
range based on consideration of a number of factors.

WACC (real,

3.61% 4.65%
pre-tax)

The sub-sections below presentt he CRU’ s approach to calcul ati

the WACC. For the full detailed analysis of the evidence see the Europe Economics report on the
cost of capital for Irish Water which has been published alongside this paper (CRU/19/148v).

6.3 Cost of Equity

The cost of equity is the rate of return that an investor expects to earn when investing in shares in a
company. Within the context of the WACC-CAPM approach, CAPM is used to determine the cost
of equity, re, applying the following equation:

o0 T zYoYr o1 1 z0Yo
Where r; is the return on a risk-free asset, i.e. the risk-free rate, usually proxied by a measure of the
rate on medium to long-term government bonds. be is the beta, which is the correlation between
the risk in company returns and those of the
to systematic risk, which can be estimated from market data. MRP is the market risk premium, the
difference between the Total Market Return (TMR) and the risk-free rate, an economy-wide

parameter. In practice the Total Equity Market Return is usually regarded as a good proxy for the

TMR and accordingly the equity risk premium (ERP)%2 is used as a reasonable proxy for the MRP.

Thus, in the standard CAPM there are three determinants of the expected return on any asset: the

return on a riskless asset; the total market return earned by investors as a whole, reflecting

systematic risk; and the particular company’s

53The equity risk premium (ERP) is the additional expected return investors iesglémand above the risk
free rate.
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In terms of the IRC2-Approach and Market-Evidence-Approach54 to calculating the cost of equity,
these approaches are best viewed as different models of the cost of equity, rather than as setting
bounds of ranges for individual components of the cost of equity. The CRU uses the two
approaches overall, in a consistent way, to produce a cost of equity range. The ranges from the

two models are compared and form a cost of equity range that is informed by both models.

6.3.1 Calculation

Methodology

Two approaches to setting the cost of equity are set out in full detailinthe CRU" s consul t ati o
paper (CRU/19/091) and Europe Economics final paper (CRU/19/148v). To summarise, in order

to calculate the ERP, the Market-Evidence-Approach subtracts the risk-free rate, which is

estimated from a combination of spot yields of 10-year Irish government bonds and the ECB

forward curve, from the total market return, which is derived using dividend growth models. While

the IRC2-Approach derives the ERP by subtracting the risk-free rate, which is estimated from a

correlation between ECB potential growth forecasts and yields on government bonds, from the

total market return, which is derived from evidence such as DMS long-term data and regulatory

precedent.

Both approaches involve the same way of calculating the beta, i.e. examination of data from a
set of relevant comparators, with the greatest weight placed on data from water companies and

UK utilities. The beta is then combined with the RFR and ERP to calculate the cost of equity.
Updates to evidence since consultation

For the Market-Evidence-Approach this results in a real cost of equity range of 3.13% - 5.31%
with a point estimate of 4.22%. This is a reduction when compared to the consultation figures,
which had a range of 3.86%-6.63% and a point estimate of 5.02%.%° This decrease is a result of
a significant decrease in the risk-free rate due to changes in Irish government bonds yields and
ECB forward curve rates, and a decrease in beta (equity beta reduced from 0.64 to 0.6). There is

also some upward pressure due to a slight increase in the TMR.

For the IRC2-Approach this results in a real cost of equity range of 4.08% - 5.45% with a point
estimate of 4.75%. There has been a slight reduction at the top of the range when compared to

the consultation figures, which was 5.62%. However, the point estimate at 4.75% is unchanged.

54 In the context of the cost of equity this approach represents the UKRN-Approach, as presented in the Europe
Economics report.

55 The consultation paper had a data cut-off date of 30 April 2019, while the final decision has incorporated the
latest available data resulting in a data cut-off date of 30 September 2019.
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Although there has not been a significant change in the overall cost of equity under this approach
there have been some changes to the components of the cost of equity, however these changes
balance out in the round. See Section 4.3.2 and 4.4 of the Europe Economics paper for further
information.

In the figure below the results of the two approaches to calculating the cost of equity have been
presented.

Table28: Real cost bequity (posttax)
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CRU Decision

From the above it can be seen that the IRC2-Approach range is narrower and lies almost entirely

within the Market-Evidence-Approach (MEA) range, with the point estimate of the IRC2-

Approach above the point estimate ofthe MEA. The MEA’' s wider range is a
uncertainty associated with it and the significant reduction in the point estimate since the

consultation is a reflection of the volatility associated with this approach and the effect that

changes in the underlying data can have.

In order to derive an overall cost of equity range the CRU has taken the IRC2-Approach range
(4.1% - 5.4%) as this range lies mostly within the Market-Evidence-Approach range, and
therefore a cost of equity figure within this range is supported by both approaches. Using the
mid-point of that range the CRU has decided on a point estimate of 4.75%, which is the point
estimate of the IRC2-Approach.

In the case of the cost of equity the CRU is currently of the view that cross-checking the results

produced by the IRC2-Approach with those of the MEA and the regulatory precedent is the most
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appropriate approach. As the MEA produces volatile results with a wide range of uncertainty, the
CRU is of the view that it is not appropriate to place significant weighting on these results at this

time, however it provides a useful cross-check.

Adjusting from post-tax to pre-tax®® results in a real the real pre-tax cost of equity of 4.69% -
6.17%, with a point estimate of 5.43%.

6.4 Cost of Debt

The cost of debt rate is the return a company must provide to investors (lenders) in order to be

able to raise finance through debts. Within the context of the WACC-CAPM approach it should

be noted that although the cost of debt may also be expressed in CAPM terms, the cost of debt
is usually conceived as being made up of a risk-free component and a company-specific risk

premium.

6.4.1 Calculation

Methodology

Two approaches to setting the costof debtar e set out i n full det ai | in t
paper (CRU/19/091) and Europe Economics final paper (CRU/19/148v). To summarise, under

the IRC2-Appr oach, market data is used to determine the
corporate bonds over very low risk government bonds of equivalent maturities. The yields

produced are then added to an estimate of the risk-free rate (already estimated for the cost of

equity calculation). Under the Market-Evidence-Approach, the CRU estimates the cost of debt

directly from the bonds of other utilities (in this case ESB). The CRU also examined the evidence

provided by an approach that weighted the directly observable cost of debt with historic yields, as

part of a thought experiment that recognises embedded debt.
Updated Evidence since Consultation

For the decision, the CRU updated its analysis to reflect most recent data, i.e. the data for the
decision is updated to a new cut-off date of 30 September 2019 (the consultation data was as at
30 April 2019) For the Market-Evidence-Approach this results in a real cost of debt range of -
0.26% - -0.1% with a point estimate of -0.13%. This is a significant reduction when compared to
the consultation figures, which had a range of 0.95%-1.15% and a point estimate of 1.05%. This

decrease is a result of a significant decrease in the observable yields of Irish utility bonds. The

56 Regulatory precedent in Ireland overwhelmingly favours the use of titetsiry tax rate of 12.5% in the
calculation of the praax WACC.
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embedded debt consideration, which examines combines the MEA with a weighting to reflect

historic debt results in a cost of debt of 1.82%.

For the IRC2-Approach, this results in a real cost of equity range of 2.05% - 3.1% with a point
estimate of 2.35%. There has been a reduction when compared to the consultation figures, which
had a range of 2.29%-2.79% and a point estimate of 2.59%. This decrease is a result of a
decreased risk-free rate, while the range has increased in size to a change in the debt premium

and further consideration of regulatory precedent.

In the figure below the results of the approaches to calculating the cost of debt have been

presented.

Table29: Real cost oflebt (pe-tax)
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CRU Decision

The CRU has derived a range for the cost of debt of -0.1% to 2.4% by considering the evidence
provided by both approaches (i.e. the point estimates of the IRC2 and Market-Evidence
approaches). It is clear that the two approaches produce markedly different results; their ranges
do not overlap as is the case when deriving the cost of equity. This makes selecting an

appropriate cost of debt difficult.

In its PC4 decision, the CRU derived a cost of debt range of 1.0% - 2.5%, which considered a
range of evidence, similar to the approach taken to derive the range for RC3. In setting the cost
of debt for PC4 the CRU considered regulatory precedent and the importance of regulatory
stability. In considering both approaches, the CRU conservatively incorporated current market

evidence into its determination by selecting the upper end of the range as the cost of debt, i.e.
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2.5%. In that decision the CRU stated that it intends to continue to take account of market
conditions in future determinations and in particular, to keep under review the current low interest

rate environment and consider how this should be reflected in the allowed cost of capital.

Adapting this approach for RC3, the CRU proposes to again make an incremental and
conservative change by further taking into account the market evidence and regulatory
precedent. The CRU has placed greater weighting on market evidence in coming to its
determination on an appropriate cost of debt and has decided to move from the upper end of the
range for RC3. In its consultation paper, the CRU proposed a cost of debt of 2%. Given the
significant decrease in the observable cost of debt since the consultation, as highlighted by a
stark reduction in the Market-Evidence-Approach point estimate from 1.05% to -0.1%, the CRU
has adjusted the cost of debt lower to 1.8%. The CRU notes that this revision of 20 (basis points)
bps is only a third of the 60 bps drop that 10-year nominal bond yields have seen since 30 April
2019, and thus, i n t he CiRddnservative amdwdoes naot overly rely on short-term

market trends.

The reason for the CRU placing greater weight on the Market-Evidence-Approach when setting
the cost of debt, as opposed to the cost of equity, is explained by the difference in approaches.
The Market-Evidence-Approach to setting the cost of equity involves a modelling approach as
the cost of equity cannot be observed ex-ante. In the case of Ireland, the Market-Evidence-
Approach results in significant uncertainty. However, the Market-Evidence-Approach to setting
the cost of debt is based on current observable evidence. Therefore, the burden of discounting
the observable cost of debt (which is likely to be not far from the true cost of debt, even if not

precisely it) should be reasonably high.

6.5 Gearing

Gearing is defined as the ratio of a company's debt to equity, usually expressed in percentage
form as follows:
0Q®o

0QGONA 66
Gearing primarily affects the WACC through the relative weighting of debt and equity. Equity
capital typically has a higher required return than debt capital, due to the greater risk borne by
equity investors. In isolation, higher gearing levels reduce the WACC. However, gearing also
affects the WACC in two further ways. First, higher gearing increases the riskiness of equity

hol der s’ hisircteases ithe calculated equity beta, which increases the cost of equity.

This partially offsets the reduction in the WACC discussed above. Second, gearing is one of the

129



An Coimisiiin um Rialail Fontais Commission for Regulation of Utilities

factors considered by credit ratings agencies in their assessment of the creditworthiness of
companies. In general, companies with higher credit ratings have lower debt costs. Therefore, an

increase in gearing may result in a higher cost of debt if the change leads to a lower credit rating.

6.5.1 Calculation

Methodology

In forming a view on the appropriate level of gearing levels for Irish Water, evidence from
regulatory precedents and gearing values of relevant comparators was examined. In the IRC2
determination the gearing level chosen was 45%. In the recent PC4 determination for GNI the
gearing assumption was 55%. In addition to the regulatory precedent, gearing evidence from
comparators based on the 2-year trailing average of net-debt to enterprise value of each

comparator was examined.
Updated Evidence since Consultation

There have been no notable changestothe gearingdat a si nce the CRU’' s

publication.
CRU decision

This evidence results in a CRU view that the appropriate gearing range is 50%-55%. The lower
bound is consistent with the gearing value of water companies, whilst the upper bound is
consistent with the average gearing of pure-play water companies. Given the highly notional
concept of gearing in the context of Irish Water, and that the previous determined value for Irish

Water was 45%, so as to minimize change, gearing of 50% is set for RC3.

6.6 Overall WACC

By combining the point estimates for the cost of equity, gearing and cost of debt the CRU has
derived a WACC of 3.61%. The table below provides a summary of the Irish Water proposal, the
CRU’" s smdWACGandt he CRU’'s final decision.
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LD G CRU proposal CRU decision
proposal
Cost of equity (real 6.88% 5.71% 5.43%
pre-tax)
Gearing 55% 50% 50%
Cost of debt 2.86% 2.00% 1.8%
WACC (real, pre-tax) 4.65% 3.86% 3.61%

Table30: Summary of WACC

The figure

calculated using both approaches.

bel ow highlights

5.008%
4 66%
4.50%
4.008% 3.89%
& b
(I —
£ 3.50% 3.36%
v
[ =
o 2.08%
= 3.00%
=
=
2.50% 2.35%
2.008
1.66%
1.50%
Decision

B IRC2-Approach [0 Market-Evidence-Approach

Table31: WACC for RC3 and range of evidence

where estothe WWACOS s f i nal

The CRU consulted on a WACC of 3.86%. Since the consultation the underlying data used to
derive the WACC has been updated to reflect a later cut-off date of 30 September 2019. This has

reduced the WACC to 3.61%, a not insignificant reduction of 0.26 percentage points. The
consultation WACC of 3.86% was based on latest data as at 30 April 2019. The CRU updated its

analysis for the decision to derive the values with a later cut-off date of 30 September. Changes

to the underlying data in that five-month period have resulted in the lower WACC position than

that presented at the consultation phase (now 3.61%).

The biggest drivers of this reduced number have been a sizable fall in beta (i.e. perceived

riskiness of an Irish water utility relative to the market) and observable government bond yields

(Irish government bonds are now negative).
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The CRU recognises that there has been a significant reduction in the WACC between this

decision, 3. 61%, daadsionit6dle How& e the maotitg of this decrease is

explained by changes in the underlying data and sectors, rather than any methodological

decisions made by the CRU. For example,replaci ng GNI ' s PC4 beta with that
RC3 beta, while retaining all other elements of the PC4 WACC calculation, results in a reduction

from 4.63% to 3.82%.

The CRU continues to be of the view that it is not to the benefit of either utilities or customers for
the CRU to apply a WACC methodology that significantly incorporates short-term variations in
market data. However, observable market yields have been very low for more than five years,
and the market evidence is that they are expected to remain low. That cannot reasonably be
characterised as short-term volatility and as such the CRU has incorporated this evidence into
the cost of debt.

In summary, the CRU has determined a WACC for RC3 that is based on the IRC2-Approach,
which considers established theoretical economic relationships, while also taking into account
current market evidence and regulatory precedent. The CRU has placed greater weighting on
market evidence in coming to its determination on an appropriate WACC for Irish Water than it
did in PC4. This is consistent with the direction the CRU provided in its 2017 decision on the
WACC for GNI. The CRU has decided that the most appropriate way to use these approaches is
to draw on the evidence provided by the Market-Evidence-Approach, in essence as a cross-
check, rather than to derive a WACC by strictly applying one methodology and not considering

the other. To do so would be likely to increase the risk of negative outcomes for customers.5”

The CRU acknowledges that placing a greater emphasis on current observable financial market
evidence in this revenue control may signal a further intention to maintain this approach at future
revenue/price controls. However, there are features that are unique to each regulated utility and
in this case we note that Irish Water is a state-owned utility with a funding model that largely
protects it from the risk associated with fluctuations in financing costs. Looking forward to its PR5
deliberations, the CRU notes that electricity transmission and distribution are different sectors
and the approach taken in this RC3 decision may be modified or not as relevant or appropriate in

assessing the cost of capital for PR5.

57 For example, underfunding the utility may lead to financeability issues potentially resulting in a reduction of
customer services, while overfunding the utility may lead to higher prices for customers and a reduction in the
incentive for the utility to carry out its functions in the most efficient manner.

132



An Coimisiiin um Rialail Fontais Commission for Regulation of Utilities

7. Review of 2017-2019 Costs

7.1 Introduction

In its role to determine value for money for the customer, the CRU has reviewed the expenditure
by Irish Water during the 2017 — 2019 period, to see whether it was efficiently incurred, and
whether or not any adjustments need to be made in subsequent price controls. In this section, we
examine the operating and capital costs incurred by Irish Water during the three years of the
IRC2 period.

7.2 Review of Operational Expenditure 2017-
2019

7.2.1 Objective

Il ri sh Water’'s operat i on &lanuary 2017s- 31 ®ecentbdr 2019) RC2 peri o
were approved by the CRU as part of its IRC2 decision®®. As part of the process to put in place
the RC3 decision, Irish Water provided information on its performance during the IRC2 period,

relative to the level of operational costs approved by the CRU.

The main objective of the historical review (often referred to as a lookback review) is to assess
whether IrishWat er ' s expendi ture was incurred efficiently
as agreed at the time of the CRU s I RC2 decision.

This section examines the information provided by Irish Water on its performance and outturn
costs rel at i gllewedrevenudirtheTRECR desision. In the IRC2 period, the CRU
set challenging operating cost efficiency targets of 5% per annum (year on year). Irish Water
reduced its operating expenditure year on year, over the IRC2 period, in line with the targets set
by the CRU in its IRC2 decision.

Il ri sh Water reports an overspend of €6m or 0.7% re

58|RC2 initially covered the period danuay 2017¢ 315t December 2018 and was subsequently extended by
one year as a result of the WSA 2017
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7.2.2 Review of 2017-2019 Operating Costs

7.2.2.1 Overview

Table 32 below provides a high-level summary of:

The operational costs approved by the CRU for the 01 January 2017 to 31 December
2019 period;

The operating costs incurred by Irish Water during that period; and,

The variance between the two

Within the table, costs are divided into those over which the CRU considers Irish Water has
control (‘“controllable’”) and those over which it d

Controllable and uncontrollable costs are described in section 7.2.2.3.

Figure 9 belowshows t he trend in I rish Watertesequesisnt rol | abl
since | RC1 and | RC2, the CRU'"s all owances for thes

Table 33 below outlines the operational costs approved by the CRU for the 01 January 2017 to
31 December 2019, including a breakdown of the cost the CRU allowed for recurring operating

costs and one-off items.
7.2.2.2 Background and Introduction

The CRU imposed an efficiency challenge of 5% per cent a year (cumulative efficiency) for the
IRC2 period as part of its IRC2 decision (and subsequently 5% in 2019 one-year extension). In
setting the level of the efficiency challenge the CRU considered the progress made by Irish
Water in reducing its costs during the IRC1 period (15t October 2014 — 315t December 2016)
while noting that Irish Water submitted costs that were still high when benchmarked against
established utilities in other jurisdictions. The CRU considered that a 5% efficiency challenge was
reasonable in the context of what other water utilities have achieved at a comparable stage post
introduction of regulation.

The efficiency target for IRC2 was set globally, for all controllable operating costs, meaning that

Irish Water could determine how it delivered the efficiencies within the different cost categories

while continuing to deliver an appropriate level of service. The CRU moni tors | rish W
customer service levels by ensuring it is compliant with the Customer Handbook, and by

requiring it to report on a number of customer service metrics as outlined in the Irish Water

Performance Assessment. If Irish Water maintains its customer service levels and stays within its
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approved operating expenditure it is considered to have met its overall efficiency target. The

CRU did not insist that Irish Water achieve the 5% efficiency challenge in each cost category,

rather that |1 rish Wat er seathydaracimulatiselyifromgts206mount t o 59
submitted controllable operating costs.

In its IRC2 decision, and subsequently in its 2019 decision (IRC2 one-year extension), the CRU

provided Irish Water with a numberofone-of f al | owances, in addition to
(reoccurring) controllable operating expenditure allowances. The CRU expected these one-off

allowances to be spent on a number of specific activities to build operational capability over the

period, and that these costs would not reoccur in subsequent revenue control periods (further

discussed in section 7.2.4 below). The extent to which the CRU considers Irish Water has met its

IRC2 efficiencytarget, depends on I rish Water’'s delivery of t|

whether the costs associated with these items reoccur in RC3, or were incurred once off.

Information provided by Irish Water suggests that costs associated with these one-off items have

been built into 1 rish WalhtkigcondextHrishs\ater did aot aclpeger at i ng ¢
the efficiency targets put on them in IRC2. While Irish Water has kept within its operational

expenditure allowance, it has not closed the efficiency gap to that expected by the CRU. This

means they will face even greater challenges in RC3.

The different operating cost categories are discussed in further detail below. Table 32 provides a

high-level summary of:

Column A: The operating cost allowance approved by the CRU for the 01 January 2017

to 31 December 2019 period (in its IRC2 decision, and subsequent one-year extension);
Column B: The operating costs incurred by Irish Water during that period;
ColumnC: The CRU’s revancsed | RC2 allo

ColumnD: The di fference between CRU’'s ex post allo
(Column C — Column A) for IRC2. This adjustment is based on a review of the
information provided by Irish Water on its performance relative to the IRC2 allowance;

and,

135



An Coimisiiin um Rialail Fontais Commission for Regulation of Utilities

Column E: The variation or over/underspend by Irish Water against the revised

allowance. %°

The following points should assist in explaining the below tables (32 & 33):

The CRU has decidedto clawback-€ 9 mr om | ri sh Water’'s | RC2 all o

underspend on uncontrollable costs.

Considering the reduction in its IRC2 allowance, Irish Water has incurred an overspend
of € fbrihm period. This equates to approximately 0.7% of its IRC2 allowance
indicating that Irish Water has broadly kept within its allowance set by the CRU at IRC2.

Irish Water outturn for the IRC2 period is referred to as actuals in this section. However,
they are based on actual expenditure up to and including September 2018 and a forecast

of expenditure thereafter.
Al | monies are in 2017 prices, rounded to the 1

Domestic Customer Service costs were removed fr

removal of domestic water charges as per the Water Services Act 20176°

TheCRU all owed €19. 8m o v(217/2008 ona one-offbasismf | RC2
“i nvest i ntorollaogw aimifotm sérvice across the country and improve
customer service and environmental compliance. This one-off allowance was extended

by €9.9m for 2019.

The CRU granted Irish Waterthef | exi bi |l ity t o mopoatwldblea f urt her ¢
operating expenditure allowance should it be required during 2019, given the nature of

the one-year extension and the constraints of the new funding model.

A once-off allowance o f € fbrGaking in charge of housing estates, administrative

costs associated with customer billing, GDPR was provided to Irish Water for 2019.

5¥The CRU allows Irish Water a global opex allowance within which itdstnaniage its expenditure. Irish

Water can decide what areas of the business (costgmies) itwill drive efficiencies. The CRU will then assess

if Irish Water overall opex spend was occurred efficiently.

8 Domestic Customer Service Costs were estimatéd € HnY LIdF & 0 GKS / w! p2 STFFAOA:
therefore the CRU allowae wasreduc®@ 6& e mMdpY F2NJ HamT YR emy F2NI HAMyDO
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A B C D =
2017- 2017- | 2017-2019 | Variation | Over/Und
2019 2019 | Allowance in er Spend
Allowed | Outturn ex-post | Allowance ( U m,
(dm,| (d4dm, (Gm, (4m, prices)
2017 2017 prices) prices)
prices prices)
Operations and Maintenance 1,549 1,559 1,549 0 10
(Incl. SLA & DBO)
Target Operating Model (TOM) 310 301 310 0 -9
Shared Service Centre 64 72 64 0 8
Group Allocation 46 46 46 0 -
Irrecoverable VAT and 53 59 53 0 6
Insurance
Total controllable Opex 2021 2036 2021 0 15
Uncontrollable Opex 23 14 14 -9 -
Total Opex 2045 2051 2036 -9 15

Table32 -e x-post review of IRC2 Operatifipst Allowancé N2 dzy’ R S R

Overview CRU Decision on IW's Operating Cost Allowances for IRC2

U2

iKS ySkNBai

eYoy

Operational Expenditure Allowance 2017 2018 2019 'II'I?)Ct:aﬁ
CRU Allowance (IW base/reoccurring Opex) 675 | 646 | 6345! 1,955
One-Off Allowance 'InvestinginCapab i | i t i es’ '| 10 10 10 30
One Off-Allowance (Taking in charge of housing estates,
administrative costs associated with customer billing, 0 0 10 10
GDPR)
Additional Funding 0 0 26 26
Uncontrollable Opex 7 11 5 23
Total 692 | 667 | 685 2,045
Table33-h GSNIASS 2F /w! Qa Lw/H hLSNIGAy3 /2aiG '1ft2y0S Ay AyO

61 This figure includes an additional allowance to address compliance deficits. In its 2019 decision the CRU
accepted thathis cost would reoccur, however, the CRU would expect that it would reduce overas Irish
Water realises efficiencies.
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7.2.2.3 Controllable and Uncontrollable Costs

Il ri sh Water’ s oper dotdaymcapts itimcsrs rgnnireg the business. Tlleaeycosts

are split into two categories: controllable and uncontrollable:

Controllable operating costs are those over which the CRU considers the utility has

control, such as staff costs, consumable materials, etc.

Uncontrollable operating costs are not directly controlled by the Irish Water, such as

levies and rates.

This is an important differentiation as once the CRU accepts that a cost is uncontrollable it

generally will allow an estimate of the cost for the period but will correct the allowance for the

actual cost when completing the ex-post review. This ensures that if these costs are higher than

expectedthelr i sh Wat er ' djusteccupvamsit@ensure it racovers these costs. On the

other hand, if these costs are | ower than expected
to ensure it only receives enough revenue to cover these costs. This approach is consistent with

the approach taken by the CRU for the regulated gas and electricity network utilities.
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7.2.3 Controllable Costsi | r i s h \Sabmesians

In this section we examine the level of controllable costs incurred by Irish Water during IRC2.
Since the efficiency challenge was put on the overall costs, rather than individual cost categories,
it is appropriate to examine the overall costs, particularly since cost categories can be substitutes

for each other.

Operations and Maintenance (incl. SLAsand DBOs) (Al |l omm@®utturdal, 548 . 6
01,558. 7m)

Il ri sh @pemtenrsansMai nt enance category is the | argest
categories, accounting for 71% of its overall IRC2 operating costs. It relates to activities carried

out in the provision of water and wastewater services, including treatment, storage and

distribution of drinking water and the treatment and disposal of wastewater. These activities are

delivered in partnership with the local authorities through Service Level Agreements (SLAs) and

Annual Service Plans (ASPs). The category also includes Design, Build and Operate (DBO)

costs which are paid to external contractors for the operation of treatment plants on behalf of

Irish Water.

Targeting Operating ModeQut(tAud o we3d0 @.39M). 3 m

The Target Operating Model (TOM) refers to the business capabilities and processes within Irish
Water. It describes the organisation structure, processes and systems that Irish Water need to
carry out its business activities. The key cost drivers within the Irish Water TOM structure are
Customer Operations, Operations and Maintenance, Finance and Facilities. TOM costs are
comprised of Labour cost (e.g. payroll, training, recruitment etc.) and non-Labour costs (e.g.

customer operations, billing, etc.).

The activities within the TOM category accommodate the SLA partnership between Irish Water
and the 31 Local Authorities to deliver water services. It enables regional and national operations
to be co-ordinated between Irish Water through the SLAs to deliver water services in an efficient

manner.

Irish Waterreportsan under spend of €9.4m (3%) on the i mpl eme

includes savings on L albaobuoruro fo f€ 5€ 3emétate. thadlthe i ns hn oWa
underspend is due to the timing of recruitment which has been phased to align with its transition
to a single public utility. Hence, the lower TOM costs are off-set by higher SLA costs, with the net

di fference being approxi mately €1m.

GroupCentre & Shared Services Centre (All owed 0109.
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Irish Water, as subsidiary of the Ervia group, shares several functions with its sister utility

company Gas Networks Ireland. These functions are referred to as Shared Services and Group
Centre, the costs of which are spilt on a 65:35 basis, reflective of the activity level of each utility
and the relative size of each network (Irish Water 65%; Gas Networks Ireland 35%). Irish Water

reports an overspend in Shared Services and Group Centre of €8 . 3 m.

Shared Services costs relate to support across the Ervia group in the areas of finance,
procurement, facilities, HR, IT and transactional services. In its RC3 submission, Irish Water
explains that an increase in activity level within Shared Services over the IRC2 period has
impacted costs. For example, the IRC2 submission outlines that Shared Services IT supports
¢3,000 users of Asset Management applications, however the number of users has now

increased to 5,700.

Group Centre costs refer to those related to managing governance, strategic direction and risk.
Irish Water state that the Group centre is critical to supporting Irish Water in business projects
such as the implementation of the single public utility. Irish Water note a small increase in Group
Services costs (0.6%).

Irrecoverable VAT & Insurance ( Al | owed 052.6m; Outturn 058. 7m)

AlllrishWater's costs are inclusive of VAT however, I r |
cannot recover VAT from Revenue. As Irish Water cannot recover VAT in the same manner as

other companies it has included it as a separate cost, to be collected through the revenue control
process. This is ref er rireedovetable VAT doesinatincbudeover abl e VAT
expenditure on shared services within the Ervia Group. These items are costed exclusive of VAT

as these entities have VAT recoverability.

During IRC2 Irish Water moved from a centralised combined Irish Water / Local Authority
insurance model to a Self-Insured Retention (SIR) model managed through Ervia. The SIR
model is in line with the existing approach adopted by Gas Networks Ireland and other water
utilities in the UK. Irish Water states that it has experienced increased insurance costs over the

IRC2 period due to statutory inspections programmes.
Other Factors

Irish Water, in its submission to the CRU, identified a number of areas where it experienced

additional costs during the IRC2 period ( Essential Cost Growth in IRC2” .)These additional costs

are accounted f or i nrebubnitedto tiaORY forthe IRGperiodiof n  f i gu
€2,051m and rel at e (.oanoeagelinipgoulatiean servgdas wetl ds an

increase in the number of treatment plants operated), and externally driven costs such as
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changes in government policy. Inthe sectionabove the CRU considered I rish

performance over the IRC2 period by the different operating cost categories.

In its RC3 submission Irish Water states that it is still a challenge to meet European and national

environmental compliance requirements. As a result, Irish Water explains that it faced additional

compl i ance c¢ asngthe IRA2 petidd,ccompared to what it estimated at the start of

thelRC2 period. Il rish Water i dent i{EésendasCost@revthtim ope x’
IRC2?’o0ver the | RC2 period. * Detoha aperadingeostsdrivesbyexpl ai ned
increasing capital investment. In other words, as new water treatment plants and wastewater

treatment plants become operational, Irish Water also identifies its national Lead in Drinking

Water Mitigation Programme as a driver of “Essential Cost Growth in IRC2” over IRC2.

Irish Water states that it faced increased costs because of changes in legislation and government

policy of €7m over | RC2 'r eolfatriemsdg dteont'i Tad k iemsg aitre sC haa
Il ri sh Water note that these changes have resulted
c1,400kms over the IRC2 period, or approximately 2% of its total water mains. Irish Water also

note GDPR and Excessive Use charging as increased costs resulting from changes in legislation

/ government policy.

Irish Water also states that several ‘external cost’ drivers lead to an increase in its operating
costs of €20m over the | RC2 spssaciateddvith animcieasédin Wat er i d
economic and population growth in Ireland; an increase in energy pass through costs (such as

the PSO levy); and increased SLA costs resulting from the National Wage Agreements as the

key drivers.
Il ncreases i nTOM permartent Wadcaumt and shared services are identified as
‘“essenti al cost growth’ in lrish Water’s RC3 submi

thatitincreasedi t s TOM per manent headcount at a cost of €1
For example, Irish Water notes its Connection and Developer Service as an example an area

where additional supervision and engineering support was required over the IRC2 period to

ensure customer demand was met. Leakage, Waste Water Source Control and Discharge

Licensing®? and Environmental Regulation are also noted as key areas of recruitment over the

IRC2 period.

62This is a function within Irish Water developing and implementing a strategy on management, governance,
and licensing of commeuli customer discharge into the wastewater network.
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7.2.4 Controllable Costs - CRU Decision

Irish Water broadly metitslRC2 al | owance for SLAs, mar ginally ove
Irish Water achieved efficiencies in payroll and energy, however these efficiencies are largely

offset by increased costs for goods and services. Good and services costs include store issues,

chemicals, plant hire, and contractors used in the operating and maintenance of its water and

wastewater systems. The CRU considers these costs to be normal business risks that Irish

Water should manage.

Irish Water has outperformed in its TOM, achievings a v i n Pgm lyfmanéging its recruitment
in line with business needs and reducing reliance of temporary and external resources. However,
Irish Water also identified TOM as an area where it is experiencing additional costs (as

discussed in the previous section above).

Irish Water reports an overspend oninsurancecostsby €5. 8m a result of i mpler
statutory inspection programmes. The CRU notes that Irish Water states that it ensures value for

money on its insurance by using brokers.

With regard to Shared Services, the CRU acknowledges that Shared Services are supporting a
greater number of activities and volume of users, however, the CRU views these additional

activities as within control of | riigtieshdvabeenr’ s man a
designed to reduce costs elsewhere in Irish Water, for example increasing the use of IT should

improve labour cost efficiency.

The CRU has not identified reasons to allow for variations in expenditure in these cost categories

noted above and, therefore, the CRU has decided not to make an ex-post adjustment to the

operating cost allowance provided for IRC2. The CRU expects that Irish Water should manage

such risks within its overall expenditure allowance and therefore did not make any ex-post

adjustment to the original allowance. Th e CHddisiasni s in | ine with the CRU’ :
to allow Irish Water a global allowance, whereby Irish Water can determine how it delivers

efficiencies within the different cost categories while continuing to deliver an adequate level of

service.
CRU Decision - Other Factors

I n assessing |lrish Water’'s statements regarding th
(other factors) requirements on its operating costs during the IRC2 period, the CRU notes that

even in the context of the factors listed, Irish Water was able to meet changes in environmental

and regulatory compliance, as well as operate more assets, while broadly meeting its allowance.

The CRU therefore decided to make no cost variationto Iris h  Wa t e r ncsin ralatibndow a
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these other factors. In its IRC2 decision and subsequent one-year extension the CRU was clear
that the cost of meeting upward cost pressures related to growth should be absorbed by Irish

Water within its current operational expenditure levels.

The CRU notes that Irish Water broadly met its IRC2 operational expenditure allowances.

However,as noted in section 4.3 above, within Irish Wa
some expenditure was recurring, and some was provided by CRU on a one-off basis. For Irish

Water to achieve any real efficiencies, it would need to be able to operate on an enduring basis,
absentanyone-of f al |l owances. This is the basis on which
statement that it had met its efficiency challenges and was the basis for the operating

expenditure allowance proposed by the CRU in the consultation.

As part of its review the CRU c oinEssisceenrte dale aCcols te |Gernnx
IRC2” r equestdabave Withuegdrditoceo st s outl ined by 1l rish Wate
opex” and | ead mitigation, the CRU does nas¢ consid
these costs would have been anticipated by Irish Water when it developed its capital investment

plan for the IRC2 period.

The CRU generally accepts that there is a case for cost variation where the variation results from
changes in legislation or government policy. This is because there may be changes to Irish

Water’'s obl i gat iangesinlagslatian or govemmrhent palidy which were not

anticipated at | RC2 review. However, Il rish Water's
relate to ‘Taking in charge’, excess usage chargin
costs were known at the time of its IRC2 decision (2019 one-year extension) and were already

funded to the amount of € 1 0, therefore the CRU has not made any cost variation.

The CRU also does not consider there is a case for a cost variation relating to the increase in

Il ri sh Water’s TOM permanent headcount as |l rish Wat
on labour.

With regard to Irish Water’'s additional ‘external
national wage agreements, the CRU does not consider that there is a case for a cost variation.

The CRU views these costs as normal business risks (i.e. it was known at IRC2 that Irish Water

would face costs from economic growth and wage rate increases).

The CRU also all owed I rish Water an additional expe

decision (2019 one-year extension) to address additional growth and compliance requirements,
address any essential additional expenditure gaps and continue investing in capabilities, in

additonto€ 26 m to allow flexibility to spé@&hwsdasalboove its

143



An Coimisiiin um Rialail Fontais Commission for Regulation of Utilities

factored into the CRU's decision on Ilrish Water's

period, as discussed in earlier sections.

For these reasons, the CRU considers that Irish Water was adequately funded for the IRC2
period and has decided that no d&kbssste nvtairalatGroomwtrhe lia

request was required.

7.2.5 Uncontroll able Expenditur@elq4 Admowed 023m; Ou
Summary

As part of the process to put in place a decision
CRU all ocated *Licences and Levies’ and ' Commerci a

control (therefore categorised as uncontrollable). As discussed in section 7.2.2.3 above, the CRU
generally treats uncontrollable costs as pass through costs. This approach was again taken by
the CRU for IRC2 and is consistent with the approach taken by the CRU for regulated gas and
electricity networks.

Licences and levies include the CRU levy and EPA licence fees for which Irish Water has limited
control. Outturn for Licences and |l evies for the I
the CRU' s decision.

Commercial rates are the fees that Irish Water is required to pay to the local authorities. Irish

Water was not required to pay commercial rates during the IRC2 period.

CRU Decision
In Iline with CRU' s I RC2 decision to treat Licences
uncontrollable costs,the CRUhas deci ded to adjust the | P@2 oper at

This adjustment! feeds into revenue allowance set by the CRU for Irish Water for the RC3

period. This is discussed in further detail in section 8.
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7.2.6 Conclusion i CRU Decision

CRU Decision

The CRU notes that Irish Water broadly met its IRC2 operational expenditure

all owances. Ho we v e r IRC2wpetating expenditure sllowaki¢ast e r
some expenditure was recurring, and some was provided by CRU on a one-off basis.
For Irish Water to achieve any real efficiencies, it would need to be able to operate on
an enduring basis, absent any one-off allowances. This is the basis on which the

CRU accepted I rish Wat er itsefficerncyachademganand t h
was the basis for the operating expenditure allowance proposed by the CRU in the

consultation.

Irish Water has broadly met its allowance for IRC2 while managing to increase its
compliance levels and delivering service improvements to benefit its customers. The
CRU acknowledges that this has been challenging for Irish Water, considering its

growing asset base.

The CRU has decided to adjust the IRC2 allowance regarding uncontrollable costs.
Il ri sh Water’s uncemdeo, |ladviee x osntd odmm
less than originally forecast and therefore the CRU has decided to reduce the IRC2

allowance by this amount.

In relation to other cost overspends and deferrals mentioned above, the CRU has

decided not to amend the IRC2 allowance.

It should be noted that the figures submitted by Irish Water for IRC2 are based on
actual data for the period to September 2018 and forecast data thereafter- The CRU
plans to review the outturn costs for the 1 October 2018 to 31 December 2019 period

at a later date.
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7.2.7 Innovation Fund

Summary

As part of its I RC1 decision the CRU approved an a
innovation. The purpose of this allowance (innovation fund) is to allow Irish Water to promote

new technologies and improved ways of delivering water and wastewater service for customers

within an incentive base regime where cost efficiency is the focus. This allowance is in line with

initiatives by other regulators to promote innovation in networks. For Irish Water to draw down its

innovation fund allowance it must first receive approval from the CRU for individual innovation

projects.

Il rish Water did not fully spend tSulseqéedtininésl | owance
IRC2 decision, the CRU allowed the remainder of the allowance to be spent at any point during
the IRC2 period.

The CRU understands Irish Water intends to use thef u | | all owance of €4m for i
that fall under the scope of this allowance. The CRU also notes that some of this allowance was
not spent during the IRC2 period.

Irish Water has requested that any innovation project approved by the CRU to date, or by the
end of the IRC2 period be completed during the RC3 period. Irish Water recently applied to the
CRU for approval of an innovation project which the CRU understands will extend beyond the
end of the IRC2 period.

In addition to the allowance outlined above, as part of its RC3 submission, Irish Water sought an

extra €4m to fund CRU approved innovation projects
CRU Decision

AslrishWaterddnot fully use the €4m ald thedCRdlcasdecided i ng t he
to allow the remainder of the allowance to move to the RC3 period. This should be spent on

innovation projects approved by the CRU during the IRC2 period (including on innovation

projects that will extend beyond IRC2 into the RC3 period). The CRU is proceeding on the basis

that Irish Water will provide enough evidence to allow the CRU to asses that the allowance will

be spent on innovation projects. If Irish Water does not provide enough evidence to warrant the

expenditure, the CRU proposes to adjust the allowance at a later date.

The CRU has decided to allow IrishWaterana ddi t i onal €4m to fund innovat
approved by the CRU within the RC3 period ( € 0 . 8 m p €his wilf @lawrlrlsh Water to

continue to research and develop improved ways of delivering water and wastewater services to
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customers. Similar to the allowance at IRC1 (which rolled into IRC?2) this allowance is a once off
allowance on a draw down basis only. The CRU received two responses to its consultation in
regarding | ri sh FWad The CRUhasladdresseddahiese comments in its RC3
Consultation Response Paper (CRU/19/148a)

7.3 Review of Capital Expenditure 2017-2019

7.3.1 Introduction and Summary

Thissection examines | rish Water’'s capital &xpenditu
2019) compared with the expenditure allowed by the CRU and the outputs and outcomes

committed to by Irish Water for that allowance. The allowances, along with the outputs and

outcomes Irish Water committed to deliver during this period, are set out in the Irish Water

Second Revenue Control 2017-2018 Decision Paper (CER/16/342) and the Irish Water Revenue

Control 2019 Revenue Control 2 (2017/2018) One-Year Extension Decision Paper

(CRU/18/211).

As part of the RC3 process, Irish Water provided the CRU with an updated position regarding its

capital expenditure incurred during IRC2 period and the outputs and outcomes delivered during

that period. Irish Water later informed the CRU that its outturn capital expenditure for the IRC2

period included customer contributions which should have been deducted to allow a like-for-like

comparison with its IRC2 allowance. Having engaged with Irish Water during the consultation

period, the CRU can now clarify that Irish Water reported a total capital expenditure in 2017-2019

o f 0€£22n, when customer contributions have been deducted,c ompar ed to the CRU’ s

all owance pésé@dgktDBgmin an overall under spend of €1

147


https://www.cru.ie/wp-content/uploads/2016/07/CER16342-CER-Decision-on-Irish-Water-Revenue-for-2017-2018-4.pdf
https://www.cru.ie/wp-content/uploads/2016/12/CRU18211-Revenue-Control-2019-Decision-Paper.pdf

An Coimisitin um Rialail Féntais Commission for Regulation of Utilities

The table below sets out the CRU allowance and the outturn as submitted by Irish Water as part

of their RC3 submission.

2019 Total IRC2
2017'2018 Allowed63 A”OWance 2017'2019 Variation in
Allowed Outturn Allowance
agm

Projects 707 501 1,208 1,037 -171
Capital
Maintenance 123 97 220 127 -93
National
Programmes 217 185 402 784 382
Expected
efficiency for N/A N/A N/A -47 -47
2019
Customer
Contributions to N/A N/A N/A -89 -89

be deducted

Total Network

Capex 1,047 783 1,832 1,813 -19
Non-network
Capital 104 89 194 198 -4
Expenditure
Total Capital
Expenditure

1,151 872 2,026 2,012 14

Table 34 - CRU's Allowed Capex 2017-2019 vs. Irish Water Outturn (rounded)

During the course of the CRU's engagement with | ri
notified the CRU that it would be unablet o spend its f ulrWIOEiAréspectol | owanc e
2019 due to delays in implementing that programme. Irish Water stated thatonly€ 3 m woul d be
spent on WIOF in 2019. Theremaining€ 4 0m woul d then be requiThied dur i |
meansthatlri s h Wat er NNC outprd ®rtthe d017-2019 period isinfact€ 1 5 8 m
resulting in an under s p@mpiseddf anangspenkdn WEOEFandy € 36 m

an overspend in other NNC categories) during IRC2, as set out in the table below.

83 Network capex allowed as perghequestedX 3 dzNBE F2NJ Hamd -2031CIPNAAK 2+ G§SNR& H
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Total IRC2 NNC | 2017-2019 NNC | Amended 2017- | Variation in NNC
Allowance Outturn 2019 Outturn Allowance

Updated Non-

network Capital

Expenditure
Table35 - UpdatedNNCfor IRC2 perio@rounded)

Thetablebelow sets out t he det aandunderspendd by caedoryWat er ' s ove

Overspend or
Category - am Comment
Underspend
When customer contributions are
deducted from I ris

Network capex Underspend 19 figures, Irish Water have underspent by
€19m during the | R!

Underspend primarily due to an
underspend of €40m
2019 which will be required during the
RC3periodand a further
Non-network capex Underspend 3 underspend on WIOF from earlier in the
period. The CRU has determined from
Il ri sh Wat ¢hat'thereisalso t
an over s pmeimtde catdgoryeof

NNC.

Table 36 Irish Water's Over and Underspends during IRC2 by category (rounded)

As will be explained in detail below, following on from the consultation paper, the CRU has

decided torecognise | r i s h Neavbrlecapexsoutturnof€ 1, 8 1 3 m. I n respect of |
CRU has decided to recogni se t(lel 9t4dont dle sIsRCE h ea I€l140wna
Irish Water have stated that they will not be able to spend on WIOF during 2019 but will require

during RC3). In respect of the €5m overspend in the non-network capex category, the CRU has

decidednott o adj ust t hnen-né€wwotk’capex bllBv@Ace for this overspend as Irish

Water has not demonstrated to the CRU that this additional expenditure was justified and that it

delivered outputs which were beyond what was expected for the period. The CRU has, however,

decided to adjust the allowance (or clawback)€ 4 1 m o f t h e allowRreR as Wsh @/&ter

has advised the CRU that this will not be spent due to the delays in WIOF implementation during
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the IRC2 period. However , ,@hichimvasdxpedtad ivauld be spent during 2019, will
now be required during the RC3 period and the CRU has allowed for this, as set out in section

3.7 above. The remainin g 1n€was from earlier in the IRC2 period.

An overview of the CRU' s | RC2 deciasviewnfliishegar di ng ¢
Water’' s updat eahdNacls 2018i(irorespeat ©f network capex) and September
2018 (in respect of non-network capex), is provided below in section 7.3.2. A summary of the

CRU" s views and proposdds is provided in section

7.3.2 Review of 2017-2019 Capital Expenditure

Cost Categories

7.3.2.1 Background

This section sets out t he CRkpensliture and dekvery, forfbotH r i s h Wa
network and non-network programmes, during the IRC2 period. The section also sets out the

C R U 'dexisions for adjustments to the IRC2 allowances, where required.

In its IRC2 decision papers, the CRU set out the range of outputs and outcomes that Irish Water

was planning to deliver and determined an -overal/l
year period (2017-2019) needed to deliver those outputs and outcomes. The CRU imposed an
efficiency chal |l e fogbeththed netdodk.ard¥on{newio& 2ostg in 2017-2018.

For 2019, the CRU applied an ef fnoreneteatkcapexoiyal | enge
Excluded from these efficiency challenges was committed capital expenditure (for both network

and non-network capex), the network extension programme and capital maintenance along with

t he WIOF programme. Il ri sh Wa t2mrovehttesRC2 pennd.r t ed a spe
7.3.2.2 Network Capital Expenditure
For I RC2, the CRU all owed a orthetwokk tapitalfexpghditur® Bishm t o | r

Wat er are f or ec as 813m,gefleating an untlet 8 p B n @9M¢1€04%) on

network capex over the IRC2 period. The CRU, in this review, examined whether Irish Water had

incurred this capital expenditure efficiently and whether it delivered the outputs committed to at

the time of the | RC2 decision and as set-22ut in 1|

In 2017, Irish Water substantively reconfigured its Capital Investment Plan (CIP) to
accommodate major rescheduling due to changes in national investment priorities and slower
progress than expected in major projects. This resulted in Irish Water spending substantially less

on the quality programme (water and wastewater projects), notably on the wastewater side to
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improve environmental performance, and directed a far greater level of expenditure towards

mai ntaining its networks (namely, natshoaunal prograrm
Figure 10 below. Irish Water also undertook a fundamental review of the cost of its IRC2 Capital

Investment Plan (CIP), following evidence that its 2016 plan understated costs and scope, as is

discussed further below.

While the CRU had been aware that Irish Water had reconfigured its CIP during 2017, the CRU
had taken the view that it was best to assess Iris

the revenue control period. This has been carried out in this paper and is set out in detail below.

W projects  WW projects WCM WwW CM Water WW National Other National
National Programmes Programmes
Programmes

€ milions, 2017 prices
= I w = u (=)
8 8 8 8 8 8

o

H Allowance  ® Qutturn/forecast

FigurelOIrish Water's allowance versus outh for IRC2 period

7.3.2.3 CRU Review of Irish Water6 s Outturn Costs &
Delivery of the 2017-2019 Revenue Allowance

As a consequence of the substantive changes to the plan during 2017, the projects and
programmes that Irish Water has delivered, or intends to deliver by the end of IRC2, have
changed materially and the reporting of outputs/outcomes is not comparable with its earlier CIP,
which was submitted as part of the IRC2 decision. These changes limit the ability of the CRU to
undertake a comprehensive review of whether Irish Water met its commitments as outlined in
IRC2, as the CRU would usually do.

However, the CRU, along with its advisors, has developed the following approach to assess Irish

Wa t e reffornsance in terms of how efficiently it delivered on its commitments, in terms of both
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cost and delivery, over the IRC2 period. The first approach looks at comparing costs by looking
at the unit cost of outputs, while the second approach seekstodetermine | r i sh Wt er ' s de

of outcomes.
a. Unit Cost of Outputs

Two analyses were undertakeni n or der to assess Ilrish Water’s out

IRC2 forecasts for a sub-set of its capital projects.

These analysesuseasub-s et of | rcapitdhprofets, et os compare | ri sh Wate
costs with Irish Water’s | RC2 forecasts.

Analysis 1

Under the first approach, 201 projects totalling €

compared against cost estimates that Irish Water has submitted as part of its RC3 submission for
the same projects. These RC3 submitted costs are used as a proxy for IRC2 outturn costs for the
201 projects, where the same projects for RC3, which deliver broadly the same outputs as
intended at IRC2.

Assetoutinthetablebel ow, the forecast all owance at | RC2 fo
while I rish Water’s RC3 forecast spendIns €1, 716m,
particular, a substantive cost overrun was identified on projects at Gate 2 project status (approval

to prepare design and cost estimate), which Irish Water explain, include a large number of

projects inherited from Local Authorities (LAS).

The table below shows a comparison of IRC2 and RC3 costs for projects that appear to deliver

broadly the same outputs. This analysis shows unit costs are 47% higher.
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Increase/
(Decrease)
on IRC2

Project status at Number of | Estimated cost | Estimated cost | estimated Increase/
IRC2 2016 projects | at IRC2 at RC3 costs (Decrease)

submission in group | 0 m agm am %

Gate 0: Agree 6 year 58 237 339 102 +43%
Business Plan

Gate 1: Approval to start 14 82 43 (39) (48%)
concept design

Gate 2: Approval to 108 654 1,124 470 +72%
prepare deign and cost
estimate

Gate 3: Investment and 21 196 210 14 +7%

construction approval

Total 201 €1,1691 €1, 7161 €547m +47%

Table37 - A comparison of IRC2 and RC3 Costs for Projects that Appear to Deliver BioadQufuts Shows Unit costs
47 Per cent higher

Analysis 2

Under the second approach, the | RC2 allowances for
compared with RC3 cost estimates (again, as a proxy for IRC2 outturns) where the projects
(which were different) appear to deliver broadly similar outputs. This analysis shows that costs

are around 25% higher than anticipated.

Taken together, the above analyses demonstrate thatlris h Wat er ' s unit costs are
higher than its original IRC2 submission.

Afurtheranal ysi s was <carried out outphts andouteomesmurimehe | r i s h

IRC2 period (see below).
Il ri sh Waterdés Assessment

The CRU shared the results of its analyses with Irish Water. Irish Water did not dispute the

findings of the analysis and confirmed that their analyses broadly agrees with the above. The

Table below is extracted from |Irish Watasts s anal ys
incurred during IRC2 are around 40% higher than the estimates at the time of the IRC2

submission, based on a comparison of the IRC2 and RC3 projects which were used in Analysis 1

above.
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Variance
Gate Status at IRC2 | No. of Projects | | RC2 (|1 RC2 H1| RC3 ( (IRC2to
RC3
0 58 237 319 339 43%
1 14 82 62 43 -48%
2 108 654 1064 1124 72%
3 21 196 207 210 7%
Total 201 1169 1652 1716 47%

Table38- Irish Water's own analysis indicates that IRC2uwn costs around 40 per cent higher than IRC2 business plan
submission

As noted earlier, during 2017, Irish Water reconfigured its CIP. The CRU was aware that Irish
Water had undertaken this reconfiguration of the CIP during the IRC2 period. The CRU has now
compared the programme which Irish Water has delivered (and will deliver by the end of 2019)
against the programme which, in agreement with the CRU, Irish Water planned to deliver during
the IRC2 period, which covered 2017 to 2019.

Irish Water explained that its 2016 IRC2 investment plan, which the CRU had approved,
contained over 360 individual projects, at various stages of development, along with over 150
programmes. Approximately 50% of the projects were at the early stages and therefore the
forecasted costs were uncertain. Irish Water also undertook a full review of the costing, including
the Project Costing Tool (PCT) and estimating process, and the profiling of delivery of the
Investment Plan 2017-2021.

This review by Irish Water concluded that costs had been consistently underestimated for the

following reasons:

lack of consistency in the cost base;
lack of clarity around scope, and changing requirements as a result of national
investment priorities; and

the absence of standardised design and procurement approaches implemented by Irish
Water.

Irish Water stated that, in particular, the review identified underestimation of costs for projects at

gate 2, which wer e n o2015#&mojbcfGosting TdoldPCM)rbut mberitedda t er ' s
fromthe Local Authorities. As the table abllmave shows
these projects, which were approximately half of the projects included in the IRC2 business plan

submission, were underestimated by 72%. By contrast, projects at gate 3, which were costed
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basedonl r i s h Weer lavestment Approval Committee (WIAC)® for its IRC2 submission,

were found to have been under-estimated by just 7%.

Irish Water is of the view that the IRC2 outturn cost comparison should be undertaken between
its RC3 lookback submission and the reconfigured CIP numbers (H1 2017) rather than the
August 2016 CIP. Irish Water has also stated that it has taken a number of actions since the CIP
review to reduce estimation risks, namely, setting up a dedicated team to manage the PCT and

cost database, and ensuring all projects are costed using the PCT and Irish Water Cost Base.

While the CRU welcomes the steps taken above in this regard, at the time of the IRC2 decision,

the CRU determined that the duration of the CIP submitted would be for the period 2017-2021.

The CRU decided upon the allowances in the context of Irish Water delivering the agreed outputs

and outcomes for the agreed all owances. Therefore,
outturn and expected outturn with the 2017-2021 CIP.

The CRU, based on the above analysis, has determined that, where like for like outputs were
identified, the costs were higher than expected for the IRC2 period. Because of the change in the
mix of projects and programmes, it was not possible for the CRU to do this analysis in aggregate
as the changes meant that it was not possible to compare the programme which Irish Water
carried out with that which was approved at IRC2, and therefore, in order to determine if the
costs incurred were efficient, the CRU must now determine if Irish Water achieved its expected

outcomes and outputs.

b. I ri sh WRCPIdigh@evel Outcomes

As part of its business plan submission for IRC2, Irish Water identified a range of high-level
outcomes that it expected to deliver during the IRC2 period. As part of its RC3 submission to the
CRU, Irish Water has presented a summary of the outcomes achieved or expected to be
achieved during the IRC2 period.®®. During engagement with the CRU during this process, Irish
Water has provided additional information on the actual performance for 2017 and 2018 and in

some cases, forecasts have been updated in November 2018.

The table below presents the outcome targets that were included in the CRU IRC2 decision and
fortheext ension year of 2019 a(foo2018)andekpbctetl ri sh Water ' s

B2 L1/ NBFSNAR (2 LNRAK 2FGSNRa AYyuSNylrf 328SNytyO0S LINE
expenditue are being tracked and are delivering the required outputs.

85 Note for network caex that thefigures up to March 2018re actual and from April 2018 to December 2019

are forecast.
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performance (for 2019), which it has reported to the CRU, against these targets. Given the short

two-year review period, no targets were set at IRC2 for 2017.

Performance
as % of
IRC2 & 2019 planned and actual reported outcomes at year end target

Indicator Unit 2018 2019

| Noteref#>> | |

Number of people on Boil Water notices No. 100% 100%
Number of WTP's on RAL No. 111% 108%
F:om_pliz_ance with the parameters for Lead % 100%
in drinking water
Environmental Assessments No. WTW EA 60% 62%
Plumbosolvency control plans No. WTW CP 192% 198%
Replace backyard lead shared service
No. replaced 82% 86%
Replace individual lead service
connection pipes
PIp No. replaced 334% 121%
Leakage Ml/d saved 162% 91%
Rationalisation of WTP's No. 392% 106%
WWTW's compliance with UWWTD p.e. 90% 96%
Overloaded WWTW's >2000 No. 67% 100%
Overloaded WWTW's <2000 No. 87% 123%
Agg_lor_neratlons with no treatment or No. 5204 107%
preliminary treatment only
vWang:V s compliance with emission limit No. 127% 146%
Sewer flooding Projects in progress 183%
Projects completed -
Energy efficiency improvement % cumulative
GWhr/yr saved 112% 112%

Headroom Water a) 60% of plants

meeting headroom targets of: 20% in % 0966 0%57
large urban areas, 15% in Regional

Gateway Towns, 10% at all other plants

Headroom Water b) headroom in GDA

and mid-Eastern Region to be greater % 09068 09%659°
than >15%

% Irish Water have not reported on this metric.
7 1rish Water have noreported on this metric.
88 |rish Water have not reported on this metric.
891rish Water have notreported on this metric.

156



An Coimisitin um Rialail Féntais Commission for Regulation of Utilities

Performance
as % of
IRC2 & 2019 planned and actual reported outcomes at year end target

Indicator Unit 2018 2019

| Noteref#>>> | |

Headroom Water c) Reduce % of plants

with headroom of <15% from 44% to % 0%7° 0%t
30%

Headroom wastewater, as Headroom % 0%72 0%73
water definition a).

Network capacity - Nr of supply zones No. 100% 450%

with updated hydraulic models

Network capacity - Nr of agglomeration No. 2904 83%
covered by DAP
Table39 Irish Water's performance against IRC2 outcome targets as reported to the CRU

7.3.2.4 TheCRUAsSs sessment of Il ri sh Water
Performance
The CRU is of the view that | ri sh tnWeadtethe’ s per f or ma

outcome targets has been mixed, with overperformance and underperformance against targets in
both 2018 and 2019. It should, however, be noted that the 2019 targets were not explicitly set by
the CRU. Nonetheless, the CRU assumes that the targets Irish Water set for 2019 were no
worse than the 2018 targets i.e. that in setting its 2019 targets, Irish Water only sought to

improve upon its progress from the previous years.

Using an unweighted average score for the set of water and wastewater outcomes separately, on

balance, the CRU has concluded that Irish Water has broadly met its targets.

However, a simple approach masks quite different outcomes in different areas. Irish Water
delivered a large number of updated water supply zone hydraulic models relative to the target
number. Although an important operational target, the outcome is of less direct relevance to
customer service levels. In contrast, Irish Water did not deliver on several of its key operational
targets, such as achieving headroom in its water treatment plants, which does have a direct

impact on the level of security of supply for water services, a key customer service metric.

rish Water have not reported on this metric.
"rish Water have not reported on this metric.
21rish Water have not reported on metric.

731rish Water have not reported on this metric.
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Il ri sh Water' s paaqlatitativedasis leas also bean considered. Four outcomes
have been identified which are amongst the highest priority for customers or environmental

performance. These are:

reducing boil water notices;
the number of works on EPA remedial action list;
the number of projects to address sewer flooding in progress; and

improved compliance with the urban wastewater treatment directive (UWWTD).

For these four, Irish Water has met the targets except marginal underperformance for the

improved compliance with UWWTD.

In terms of indicators that are important to public health and drinking water quality, Irish Water
also expects to achieve key indicators in terms of lead compliance in drinking water, replacement
of individual lead service pipes, and plumbosolvency control plans, with only marginal
underperformance on replacement of shared lead services. Irish Water also expects to
somewhat underperform against its leakage target levels, another key objective given the
importance of improving headroom/reliability of supply in drought scenarios. It is worth noting

that Irish Water reports to the CRU on first-fix leakage reduction levels only.

On the wastewater side, Irish Water expects to achieve key environmental outcomes in terms of
addressing overloaded works, addressing agglomerations with no treatment or preliminary
treatment only, and improving WWTW compliance with emissions in 2019. However, it did not
realise some of these key measures in 2018, e.g. addressing overloaded works and provision of

first time treatment.

In terms of outcomes that have less of a direct impact on customer service levels or
environmental performance, Irish Water expects to substantively overachieve on the
development of hydraulic models. It has not met the target for plants with environmental
assessments but has met the outcome for rationalisation of water treatment plants. The latter is
an important objective from an operational efficiency perspective, but less so in terms of the

direct impact on customer service levels.

Irish Water has not reported on its performance in respect of water and wastewater supply
headroom outcomes, which is a substantive outcome given both the importance of ensuring a
reliable supply and improving environmental performance at works. As Irish Water has not
provided the information, it has been represented as underperformance. Irish Water stated that
the methodology for reporting has not yet been agreed among stakeholders and will only be

agreed following the consultation on the National Water Resources Plan (NWRP).
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The CRU found that | ri sh Wa208rtharsin2018.rHbwevemtaenc e was b
target setting for 2019 may not have been as challenging as for 2018. By contrast, the roll-over
year provided Irish Water an opportunity to re-state its outcomes for 2019 taking into account its

performance against the set of outcomes up to that point in time.

On a qualitative basis,iti s t he CRU’ s view that 1lrish Water has
with two material caveats: it has not reported performance against additional capacity at water
and wastewater treatment plants, and it did not realise required performance against some key

environmental objectives in 2018.

It should be noted, however, that the IRC2 outcomes do not cover all aspectsof | r i sh Water ' s
Capital Investment Plan, as there were substantive elements of the IRC2 plan for which there

were no reliable benchmarks. For example, there are no performance measures for a range of

asset health metrics (alysog ,r esfuerhr ek twates “madrmwsi da
mains collapses, which may be used going-f or ward to assess |l rish Water' s
underground net wor ks. This was not wundertaken at | RC2
assets at that time was not as great as it should be now, and therefore it was not possible to

provide baselines in respect of these metrics.

This datais now beingcollect ed t hrough CRU’ s Performance Assessrt

it will require a few more years data to assess IrishWat er ' s p e giverothhe meechto leve

a number of years observations to smooth for the volatility in many of these measures.

7.3.2.5 Overall Conclusions and Decision

The above analyses show that Ilrish Waterwese costs f
between 25% and 47% higher than expected during the IRC2 period. The CRU acknowledges
the rationale provided by Irish Water as to why the costs are higher, and therefore are not

concluding on the efficiency of Irish Water based on this analysis.

The CRU examined whether or not Irish Water delivered on their IRC2 commitments, i.e., for the

allowed revenue in IRC2, did Irish Water deliver on the planned outputs and outcomes. As the

mix of projects and programmes was re-configured in 2017, the CRU has not assessed Irish

Water’' s delivery of 0 u t pduoh the outcomes that weate delivered oV R U f o c u
the IRC2 period. As described above, the CRU concluded that for the allowed revenue in IRC2,

Irish Water broadly delivered on the specified outcomes.

In the Consultation Paper, the CRU set out thatitwas ofthevi ew t hat Il ri sh Water's

improved. While thatwasthecase at this time, given Ilrish Water’
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Capital Investment Plan (CIP) for RC3 during this revenue control process, the CRU now has

serious concerns regarding IrishWat er s pl anni ng and TheGRUisgesyt i mat i n
concerned by this development, however, has put in place a plan, as set out above, to determine
i f I rish Waptarhas bgen ooptedadrrecty in line with demonstrable evidence and

can deliver proportionate outputs and outcomes.

The table belows et s out | netvwkicap¥tatl d o' wance for the | RC2 per

outturn and the variance.

IRC2 Allowance Irish Water Outturn Variance

Ugm Um Ugm

Network Capex 1,832 1,813 -19

Table40- Irish Water's IRC2 Network Capex Allowance versus Outturn and Variance

As outlined above, the CRU is proposing,tor ecogni se | r i s lapdfauttenmof s net wor
€ 1 138 for the IRC2 period and not to allow Irish Water to retaintheunder spendThisf €19 m

is because Irish Water has not justified to the CRU why it should be allowedto r et ai n t his €1
7.3.2.6 Non-network Capital Expenditure
The category of Non-network capex referstoe x pendi t ure required for | ri:¢

business assets in the following areas:

Fleet & Facilities;
IT;

Business Change; and

= =2 A =

Water Industry Operating Framework (WIOF).

This section revi ews intheineninetMik tapex tategoey duypirggthd i t ur e
| RC2 period to assesnddeliveryfarthepatiod. er ' s spend a

Overview

The CRU approved a total non-network capital expenditure allowance over the IRC2 period of
€194 m. Il ri sh Wat enrd ehrassp ernedp oorft e€d3 6acim duur i ng t he | RC2
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category.”* The underspend is primarily madeupof a €40m underspend during
of delays in the implementation of the WIOF programme and Irish Water has informed the CRU

that it will require this €40m for the i mplementat
discussed further below.

The table below sets out I r ired With W8 autterm andsthel RC2 al | owa

variance as a result.

Non-Network Capital 2017-2019 2017-2019 Variation in
Allowed Outturn/Forecast Allowance

(Uum nomi (Um nomi (UuUm nomi

Fleet & Facilities 44 46

IT 59 65
Business Change 18 10
WIOF 73 38 -41
Non-network Total 194 158 -36

Table 41 - Non-network Capital Expenditure CRU Allowance vs. Irish Water Outturn (rounded)

Approach to Review

I n order to assess I|Irish Water ' ' sselpcteddsampleafnce, t he

projects for review for each of the major elements of the programme of expenditure and delivery.

For IT, eleven projects were reviewed for delivery efficiency. Only one project was assessed to

have some element of uncontrolled overspend, however, it was concluded that all others

performed well or satisfactorily. Irish Water forecast the IT portfolio to exceed the CRU IRC2

alomance of €59m by%&E=mu(ldapmrgoXx.n @ total expenditure

Regarding the Business Changepor t f ol i o, Il ri sh Water forecasts an
findings from the projects reviewed within this portfolio are mixed with projects being suspended,

scope changes resulting in cost increases and decreases.

For Fleet & Facilities, Irish Water forecasts a marginal overspend in IRC2 of € 2 m %], despite
the many scope changes in the projects. The overspend is principally attributed to the Fleet
Operations programme being intentionally expanded in 2018 due to the significant opex savings
it yields.

“Note that réportedsobltirngaattualrfod January 2017 to September 2018 and forecast thereafter up to 31
December 2019. Irish Water forecast that its spend for 2019 will equahtogiance for 2019 other than for WIOF, as
explained in this section.
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The most significant variance from the planned programme arises from a forecast underspend on
WI OF dur i ngOm2doeli®a slower tigasd anticipated programme delivery. The residual
expenditure is deferred to the RC3 period.

Other than the underspend on the WIOF programme due to delays, there is evidence of good

project and cost control, of significant but necessary reconsideration of scope.
The table below summari ses the CRU I RC2 all owance,

variance.

IRC2 Allowance Adjusted IRC2 Variance

Allowance

Ugm

Ugm

Non-network Capex 194 153 -41

Table42 - Irish Water's IRC2 Network Capex Allowance versus Outturn and Variance

The CRU has decided to allow Il rish pedodkessthet s al |l ow
€41m under spend i whichwas mespent duwitfig th&/IRC2Hperiod due to delays

in implementing the project. The CRU is not proposing to allowtheovers pend of €5m as t h¢
CRU has not demonstrated to the CRU that it has delivered additional outputs for this

expenditure.

7.3.2.7 General Remarks on Capital Expenditure

As noted above, during the RC3 process, the CRU learned that due to delays in implementing
WI OF, €40m of t h dor20¥ Svonld aot He eperd duing 2019, but that this

allowance would be required during the RC3 period.
The CRU stated in its Revenue Control 2019 Decision Paper (CRU/18/211) that:

firfhe CRU acknowledges that WIOF has not delivered at the pace anticipated to date and
accepts that the funding requested for 2019 will only be spent if considerable strides are made in
the project by that point. Essentially, the CRU understands that the funding is contingent on the
WIOF project delivering in 2019.0

The CRU is therefore proposing to disallow Irish Water to recover this expenditure given that it
was provided for the purpose of implementing WIOF during 2019, and in addition to this, the
CRU has not received information on any alternative outputs which this expenditure delivered
during 2019.
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7.3.2.8 Conclusion
Network Capex

For network capex, as set out previously, the CRU has decided to recognise the network outturn

on the basis that Irish Water expects to broadly deliver the agreed set of priority outcomes for

consumers by the end of the revenue control period in 2019, albeit these outcomes only partially

capture the activities that Irish Water was funded to deliver at IRC2. The CRU has decided that

Irish Water should not be allowed to retain any underspend as it has not provided information to

the CRU setting out why it would need to retain this funding. The approach would also in effect

largely recognise that although the costs for projects and programmes carried out during IRC2

are significantly higher than forecast at the start of IRC2, the actual costs incurred are

reasonable, given Irish Water' s -castang of their projects and programmes that took place

during the IRC2 period. The material increases in expected costs for the portfolio of inherited

projects was due to the fact that the original estimates included in the IRC2 business plan

submission had not been subject to IrishWater s own ¢ o st iHowgvergs putlioed ¢ h .

above, the CRU becameawar e i n July that 1|lrish Water’'s reporte
contributions in respect of new connections which they state should be deducted for the purpose

of comparing Irish Water’s outturn t o stathhtetat CRU’ s al
they underspent on network capex during IRC2. The CRU is satisfied, that when customer

cont ri butions are deducted, Il ri sh Water underspent

therefore decided to recognise |lrishodWater’'s outtu
Non-network Capex

For non-network capex, the CRU has decided to recognise the expenditure as per its IRC2

allowance, with the exception of WIOF where the CRU has decided to claw-back (i.e. adjust for)

the underspend on WI OF of around €41 million where
delayed. This means that Irish Water has overspentthenon-n et wor k cape&m.by around
(See Table below.) The CRU has decided to disallow this overspend as Irish Water has not

provided evidence to the CRU justifying this expenditure in terms of additional outputs.

Overall, this results in an adjustmentof € 19 m t o the network all owance in
underspend and an adjustment of €-41m to reflect the delay to WIOF, and a restated allowance
o f  66mn, Bhis means that the CRU is proposing that Irish Water actual/forecast expenditure

is around € 6 0 mss than the allowance, as shown in Table 43 below.
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Category IRC2 Irish Water CRUO® s | Overspend | Underspend
Allowance IRC2 Decision for
0 m U m
Quttur IRC2
am -
U m
Network 1,832 1,813 1,813 N/A -19
Capex
Non-network 194 198 153 +5 -41
Capex
Total 2,026 2,011 1,966 +5 -60

Table43- Irish Water's IRC2 Allowance, Outturn and Proposal

7.4 Summary of Review of 2017-2019

Expenditure

7.4.1 Summary of Key Proposals

74.11 Operational Expenditure (Opex)
The CRU proposes not to adjusttoallowf or t he €15m overspend in co
TheCRUisproposi ng to cl awback the underspend in unco

to regulatory levies.

7.4.1.2 Capital Expenditure (Capex)

9 The CRU has decided to recognise the network capex outturn as at IRC2 of € 1 13&.

The CRU proposes to adjust the IRC2 non-network capex allowance to € 13n.

SWhen cusbmer contributions have been deducted.
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8. Calculation of Revenue Requirement

8.1 Overview

This section details how the proposed allowed revenue figure for Irish Water is calculated. It
outlines:

Il ri sh Wa ttedrasset baseangludingathe composition, depreciation and asset lives
applied to the RAB;

A summary of the adjustments made to the outturn revenue; and,

The calculation of the overall proposed revenue for Irish Water for the RC3 period.

Each of the above are discussed in turn below.

8.2 Irish Water Regulated Asset Base

8.2.1 Introduction

The revenue that is recovered from Irish Water customers and from Government subvention

during each revenue control period can be divided into three separate categories:

Revenueto cover | rish Water's operfational costs du
Areturnoncapi t al i nvested in |Irish Water’'s assets;
Revenue to cover depreciation of |lrish Water's

The Regulated Asset Base (RAB) plays a key role in the determination of the amount of
depreciation that Irish Water receives (item 3 above) and is the base to which the rate-of-return is

applied when determining the return on capital for Irish Water (item 2 above).

This section provides information on a number of interrelated issues t hat deter mi ne | ri ¢

RAB. Specifically, this section provides information on:

The type of assets within |Irish Water's RAB;
The methodol ogy used to value the assets within
The length of asset lives applied to the assetswithin | r i sh Water’'s RAB;

The depreciation methodol ogy applied to Irish Wa

"®There may also be an adjustment related to the previous revenue control.
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The regulatory treatment of additions to Irish W

8.3 Composition of the RAB

Pl ease see the CRU s revenue model for dssdtail ed co
base at 01 January 2020. Information on the value of the assets is provided within the asset base
itself.

Il rish Water’'s capital expenditure is depreciated u
economic life of the assets to be depreciated. Please refer to section 8.5 of this paper for a

detailed discussion of the asset lives used for the RAB.

U m G m G m G m 0 m

Operating Asset Value 3,470.4 4,322.8 5,093.3 6,048.3 7,000.8
Capex 883.6 798.1 985.5 988.3 800.9

Depreciation (107.6)  (127.5) | (149.1) (173.1)  (194.3)
Closing Asset Value 4,246.4 4,993.4 5,929.7 6,863.5 7,607.3

Table44 - Irish Water RAB 202024 (2017, prices)
8.4 Valuation of the RAB

8.4.1 Background and decision

The preceding section provides information on where to find detail on the valuation of the RAB.

However, the approach to valuing the assets within the RAB is also an important decision within

the revenue control process. The core issue regard
whether the RAB should reflect the value of the assets now (replacement value) or when they

were built (acquisition cost). A number of approaches were highlighted in the consultation paper,

such as acquisition cost and replacement cost.

The CRU decided thatlr i sh Water's RAB would be valued using
for IRC1. The use of this approach continued during IRC2 and the CRU has decided to continue
this approach in RC3.

77 : Assets are valued at what it would cost to replace existing assets. There are two approaches to replacement
cost: indexing the acquisition cost of the assets; and revaluing the asset based using a modern equivalent asset
(MEA) approach.
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While it is recognised that there are advantages and disadvantages associated with each
methodology’®, the replacement cost approach was taken as it is more likely to result in the
correct level of network investment. The CRU has decided to continue its current approach for
valuation of the RAB into the next review period. On the basis of regulatory certainty and
maintaining regulatory precedent the CRU has decided that the methodology for valuing the

RAB, which has been established during previous periods, will continue.

There are a number of variations of replacement cost that could be used. The version used by

the CRU uses the acquisition cost, indexed with inflation, as a proxy for the replacement cost.

8.5 Asset Lives applied to the RAB

8.5.1 Introduction

The estimated useful asset lives applied to assets on the RAB will affect the rate of depreciation
on assets in each control period (and indeed in each year). This in turn will impact on the overall
allowed revenue which Irish Water is entitled to receive in each year. For example, an asset with
a historic cost o ffeofldyye@rswouddbd depreciatads astraight-line

basis equally over the 10 years, resulting in an ann u a | revenue to IPrish Water

Typically, capital expenditure is depreciated using asset life categories based on the expected

economic life of the assets to be depreciated.

8.5.2 Background and Irish Water proposal
It was decided in the previous revenue controls for Irish Water that the use of average lives in line
with expected economic lives informed by current international practice would be appropriate due
to insufficient data on Irish Water’' s assele portf ol
representation of the working life of assets, with typical asset life assumptions based on Scottish
and Northern Irish water sector experience.

As part of the first interim revenue control, the CRU allocated pre-October 2014 expenditure into
categories which reflected the expected economic lives of the amounts spent and set an opening
RAB. The CRU did not allocate specific water/wastewater infrastructure assets (e.g. pipelines,
meters) to specific depreciation rates or asset lives. Instead, the CRU allocated the total capital
expenditure to different categories of asset lives using percentages based on what has been

evident in other jurisdictions.

78 The advantages and disadvantages of each are detailed in Table 7.2 of the IRC2 decision paper

(CER/16/342).
7 Simplified example which does nioclude inflation effects or the rate of return to tett the cost of capital.
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In the RC3 discussion paper (CRU/18/240) the CRU stated that it would engage with Irish Water
and consider alternative approaches to setting asset lives. The CRU stated that it may allocate
specific asset types with a useful economic life (e.g. meters, pipelines), consistent with how asset
lives are set in the electricity and gas sectors. This is because Irish Water now has greater

knowledge on the make-up of its asset base and the economic life of its assets.

As a result, Irish Water reviewed the asset life/depreciation policy in place and proposed

alternative useful economic lives that better reflect the historic and future investment profile.

Irish Water proposed to broadly retain the existing depreciation arrangements for capital costs

incurred over the previous review periods with some minor amendments. However, it proposes, to

adopt alternative asset categories for expenditure from the beginning of RC3 onwards. As Irish

Water noted in its submission, there is no uniform approach in comparable sectors, but it has taken

an approach which applies the same broad principle, i.e. to align asset lives with useful economic

lives.See the CRU’'s consultation paper for full detail

8.5.4 CRU Decision

Owi ng t o | r i ssingriddtutityeas a uslity ana greateraunderstanding of its asset base
and expected capital expenditure, Irish Water has proposed to adjust the assumed asset lives,
number of asset categories, and allocated expenditure for RC3. Irish Water considers that its
approach will more closely align cost recovery with the expected operational lifetime of the asset as

is standard practice amongst regulated utilities.

The CRU considers that this approach is prudent as it ensures that charges to consumers more

closely reflect the economic costs of service provision, which promotes intergenerational equity, i.e.

fairness between what customers of today pay for and what future customers pay for. As a result,

the CRU has decided t o i mpTheavesal déffectigan extensioviaot er ' s pr o
asset lives relative to the current arrangements resulting in a lower relative depreciation charge per

annum, and therefore allowed revenues will be lower under RC3 than they would be under the

previous approach.8 However, there is no impact on the value of revenues recovered over time

fromthese changesas t he CRU’ s f i nuntfa theavalue of ondneyi oger tiché a theo

WACC to produce a revenue figure in present values.

80|rish Water have estimated a 14% reduction per annuthénsum of the rate of the return and
depreciation.
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8.6 Depreciation Method

8.6.1 Background and decision
Economic depreciation profiles the original capital cost of a project over its useful life. There are a
number of possible methods through which asset bases may be depreciated; some relevant

examples are straight-line, sum-of-years-digits and declining balance depreciation.

It was decided for the previous revenue controls for Irish Water that depreciation would be
calculated on a straight-line basis to depreciate the assets over their expected useful economic life.
This is consistent with the CRU's approach to cal c

networks in Ireland. The following benefits were noted:

Straight-line fully depreciates the assets over a period of time. The declining balance
method does not, as it is calculated as a portion of the declining value of the asset.

Due to the nature of the design life of water and wastewater assets and the load profile of
the use of the assets, the straight-line method was considered to be a reasonable

representation of depreciation.

For RC3, the CRU has decided to continue applying the straight-line method of depreciation
used to date. This is consistent with the approach taken by the CRU at previous water revenue
controls and in electricity and gas price reviews and maintains regulatory stability. However,
regulatory stability aside, the rationale that led to this approach being chosen in the first instance
would still provide relevant arguments for choosing straight-line depreciation for the forthcoming

period.

87 Addi ti ons t o |l ri sh Water 0s

This section sets out the CRU' s proposal to contin
treatment of additionsto lrishWater ° s RAB f or | nt er p@DC);ddd, Cdpitaly Const r i

contributions and grants.

8.7.1 Interest During Construction (IDC)

For IRC1 and IRC2, assets were added to the RAB as costs were incurred, not on the date of
commissioning. Irish Water received a return on the assets from the middle of the year in which
the costs were incurred, rather than when the asset was commissioned. For this reason, the
CRU did not allow IDC to be added to the RAB. Depreciation was also provided as expenditure
on assets as incurred. This means that expenditure on assets still under construction during any

given year wil/ be included in the calculation of
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The CRU is proposing to continue this approach for the RC3 period (2020 -2024)

8.7.2 Capital Contributions and Grants

Any capital contributions or grants should be subtracted from capital expenditure in the relevant
year. The CRU is proposing to continue a policy of subtracting capital contributions or grants

from capital expenditure during RC3.

8.8 Adjustments related to IRC1 & IRC2

8.8.1 Introduction

The CRU regulates utilities through a form of revenue cap regulation which allows adjustments
relating to one revenue control period to feed through into subsequent periods. This adjustment

mechanism is generally referred to as a k-factor mechanism.

This section provides information on how the k-factor adjustment works. It also provides specific
information on the adjustments put forward by Irish Water for the IRC18! and IRC2 periods and
t he CRU’ s ealcof thesecadjustmaents.

The k-factor adjustments relating to the IRC1 and IRC2 period comprises corrections relating to:

Il rish Water’'s expenditure, which is further sul

capital expenditure.
The level of revenue that it was due to recover.

8.8.2 General Information Regarding k-factor Adjustments

Thefaktor’ met hodol ogy is applied to over or under

variations in costs (e.g. uncontrollable opex) from the pre-determined level of allowed revenues.

The k-factor is an adjustment used to allow for the fact that while the CRU approves a level of
revenue to allow Irish Water to recover its costs over a regulatory period, this level depends on

assumptions about what happens over the course of that period but may not necessarily reflect

81 For IRC2, the IRCifactor was based on a combination of IrisH G SN & | OG dzl £ 2 dzii G dzNYy  dzLJ
and forecasbutturn thereafter. As part of its RC3 submission Irish Water provided the CRdaiuitl
outturn up to the end of 2016 and therefore the IRC1 K factor is now being adjusted on that basis.
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events as they occur. The adjustment essentially corrects for these events by applying a

correction to the revenue to be collected in subsequent periods.

When putting in place a revenue control, the CRU reviewst h e

targets or allowances set for the previous control and makes any necessary adjustments to the

utility’ s revenue. I n this section the CRU

reviews of past performance on opex and capex. In general, the review accommodates the

following factors which may potentially lead to changes in the allowances for the period:

Costs explicitly treated as uncontrollable. For IRC2, the CRU decided that levies /
licences were uncontrollable costs.

Cost items that were explicitly not allowed for in full, or at all, in setting revenues at IRC2.
Variations in costs relating to the application or change to specified legal requirements or
changes in government policy, e.g. for Irish Water, changes to government policy
regarding billing; changes to legislation to the extent it applies to Irish Water; changes to
discharge consents and abstraction licences.

Reclassification of opex or capex expenditures which may require restatement of

allowances

Recognition for the costs associated with additional outputs not funded at review where

ut i | iabcg againstgher f or m

has doc

the outputs are in the customptf)interest (refer
A deduction for the costs associated with additional outputs funded at review but no
longer required (referredt o as *dloovqhndi)ng
Failure of a company to deliver an output, for which was funding provided at IRC2 (or
referred to as “short falling”).
8.8.3 IRC1 K-factor i Closing Position
As part of its IRC2 decision the CRU carried out an IRC1 k-factor based on a combination of Irish
Water’' s actual operational [/ <capital expenditure a

outturn for the remainder of the regulatory period (315t December 2016). As part of its RC3

submission Irish Water provided the CRU with outturn operational / capital expenditure and

revenues up to the end of 2016.

This section examines Irish Water's proposed k-factor adjustment to the IRC1 period and the
C R U 'dexision.

In its IRC2 decision the CRU approved the following adjustments for IRC1:
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- ¢l aw bla4mk20%7 prices, PV®8 1 January 2020) relating to IRC1 opex, IRC1 capex
and the IRC1 opening RAB; and,

- allow a provision of €189m (2017 prices, PV 1 .
collected by Irish Water. The CRU decided to depreciate this under recovery of revenues

over a 5-year period®3,

Irish Water provided the CRU with an updated position based on actual revenues (rather than a

combination of actuals / forecast) over the IRC1 period (1% October 2014 — 315t December 2016).

Irish Water reportedan under recovery of revenues of €298m ( a
2017).

Irish Water state that the suspension of domestic billing (as per the Water Services Act 2017)

had a material impact on its ability to collect domestic revenues. The CRUaccept s | ri sh Water

request to include domestic bad debt all owance of

Irish Water also reported an updated position regarding variations in costs for the IRC1 period
(IRC1 opex, IRC1 capex and opening RAB). IrishWat er reports an overal/l pos
(PV,2017).Fol |l owing its review, the CRU accepts Ilrish \

The CRU has decided to index any cost variation adjustments to present value (PV 2020) using
the IRC1 WACC as the discount factor. The CRU has indexed any revenue variations to (PV
2020) at Euribor rate +2%.

The overall net adjustments for the | RC1 period ar
the difference b€2deasomontarhRCl IGRdbI (kased & actuals and
forecast) and Ilrish Water’s | RC1 closing position
CRU Decision

The overall net adjustment for IRC1 is:

Cost variation (opex, cHdm@0lapmaks, B\ e

2020) back to customers.

Revenue variation €108.4m (2017r.pr.i

82pV = preent value, representing the time value of money
8Thish a NBFSNNBR (G2 Fa I &aARS w!. Ay GKS /w! Qa NBGSydsS
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For further details please r e(CRW19/148b) pultlishedCRU' s RC3
alongside this paper.

8.8.4 IRC2 K-factor i Cost adjustment

Operating Costs

TheCRU provided I rish Water with an all owance of €2
IRC2 (2017-2019).

As set out earlierinsecton7.2, f ol |l owing a review of Il rish Water’

has decided to clawback IrishWat er ' s o pteraltlimwamrcwe-9MmMor | RC2 by £

Section 8.10 outlines how the CRU feeds these adjustments through into the calculation of the
revenue requirement for the RC3 period.

IRC2 Capex Additions

The CRU determined anallowa nc e of € @apitll 2xpanditdreoover IRC2 (2017-2018) &
(2019).

As set out earlierinsecton7.3, f ol |l owing a review of |l rish Water’
CRU has decided to clawback Irish Wa t eaapesallowance b y -5.6m?2* for 2017-2018 IRC2
(2017 /2018)and b y -48n in 2019.

Section 8.10 outlines how the CRU feeds these adjustments through into the calculation of the

revenue requirement for the RC3 period.

Conclusion on cost adjustment (2017 - 2018) & (2019)

The CRU recalculated the revenue requirement for the IRC2 period based on changes in IRC2
opex, capex and the IRC2 opening RAB.8 Based on these calculations, which are outlined in the

CRU model published alongside this decisonpaper, the revenue requirement

8Whereaklf OG02NJ Aad YAydza Al YSlIya Y2ySeé RSRdAzZOGSR FTNRY LNA
control period

85for the purpose of the k factor adjustment IRC2 was split imto periods (20172018) and (2019 ongear

extension).
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prices, PV January 2017) less than the revenue which had been set for the IRC2 period (2017 —
2018).

Forthe IRC2 (20190ne-y ear extension) the revenue requirement

January 2019) less than the revenue which had been set for the one-year period.

The CRU has discounted both these values to 01 January 2020 (2017 prices) using the IRC2
WACC at the discount factor. THirmWA7TR26g8) t-apdt 6t al
21.2m (2017 prices, PV at 01 January 2020) of revenue due back to customers.

8.8.5 IRC2 K-factor - Revenue adjustment

I n this section, the CRU outlines its approach to

relating to revenue received from non-domestic customers, and subvention.

Non-Domestic Revenue & Bad Debt (2017-2018)

Irish Water over recovered revenue fromitsNon-Dome st i ¢ customers by €50m re

forecast revenue for the | RC2 period (€420m relati:’

In its IRC2 decision the CRU allowed a non-domestic debt allowance of 5% per annum. The CRU

also set a financial incentive for Irish Water to reduce its non-domestic bad debt. The incentive

all ows I rish Water a maximum penalty (or reward) of
achieves bad debt levels under or over the CRU allowance of 5%. Using this methodology Irish

Wat er calcul ated it4d&7mbad debt request of €3

Il rish Water’'s bad debt i ncentive is discussed in mi

paper section 5.

Subvention

Irish Water receives government subvention to fund domestic water and wastewater services.
Il ri sh Water under recovered by €8m in government s

expectation).

Irish Water has adjusted its allowed revenues to account for the removal of customer service

costrel ating to domestic billing of €37m.
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CRU Decision on revenue adjustment (2017 7 2018)

Considering the above, I rish Water over recovered
revenue to be given back to customers). The CRU has decided to clawback this amount from

Irish Water by meansofak-adj ust ment (which feeds into Irish Wat
deduction) . Pl ease see CRULYBA8ORIG Surtheradetadlsn ue model (

The CRU has decided to index all k-factor amounts to PV 1 January 2020 terms for consistency
with the RC3 revenue requirement, utilising a Euribor based methodology for discounting

purposes which is discussed in section 8.10.1 below.

8.9 Conclusion on Adjustment relating to IRC1 &
IRC2

The IRC2 figures are based on a combination of actual data up to end March 2018 (for network
capex) and September 2018 (for opex and non-network capex) and revised forecast outturns
from thereafter to 31 December 2019. The CRU will review the outturn data from 01 April and 01
October 2018 to 31 December 2019 during 2020.
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CRU Decision

The CRUG6s deci sfactomadjostmeRR<rglatiKg to IRC1 and IRC2 are
detailed below. Where revenue is due back to customers from previous periods
revenue is owed back to Irish Water from previous periods, this has been
addedtolri sh Waterds RC3 revenue all owance.

For IRC1:

Cost wvariation (opex, cHdm@0OlAapmacks, BW20209)i
of revenue due back to customers.

Revenue var i a20i7pmcesEPV QCR0) Bank to Irish Water.

For IRC2 (2017 — 2018):

Cost wvariati on t he-54t7ro énd (201Aaptigess BMadd nt s

January 2020) of revenue due back to customers.

Revenue v &6.5m3g2017 grices £V at 01 January 2020) of revenue due
back to customers.

For IRC2 (2019 one-year extension):

Cost v a+21.1ant(201v prices, PV at 01 January 2020) of revenue due
back to customers.

thishasbeen deducted from |Irish Waterods RQ(

8.10Allowed Revenue

This section outlines how -bdsesreguRtidonlsadsagap anoualc h

revenue figure for recovery through Government subvention and charges to customers.

This approach involves taking the allowances proposed by the CRU for capex, opex, WACC and

the RC3 K-factor and calculating the allowed revenue in real prices. The allowed revenue is then

profiled for recovery over the RC3 period.
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The calculation of the annual revenue in real prices is discussed below in Sections 8.10.1.

Updates to this figure are discussed in Section 8.10.2.

8.10.1 Incentive Regulation & Setting Allowed Revenue

Introduction

The CRU uses an incentive-based approach to revenue controls based on the RPI-X form of

regulation.

T h e CRUroah imvgves building efficiencies into the opex and capex allowances,
calculating the allowed revenue and profiling the resulting figure over the revenue control period.
This results in an annual allowed revenue figures (in real prices) which the utility can collect

through either Government subvention or charges to customers.

The calculation which leads to the annual revenue for RC3 (in real prices) is outlined below. The

annual revenue figure is then updated as outlined in Section 8.10.2

Calculation of RC3 Revenue

This section outlines how the allowed revenue for the RC3 period is calculated (in real prices).
The calculation itself is carried out within the excel model which is published alongside this

consultation paper. For full details please refer to that excel model (CRU/19/148b).

The allowed revenue calculation is structured as follows:
The calculation commences with the opening RAB (i.e. at 01 October 2014).

Allowed capex is then added and depreciation subtracted from the RAB for each year up
to 2024. The allowed capex for the RC3 is outlined in Section 4.7.

Allowed opex for RC3 is added. The allowed opex is outlined in Section 4.6.

Any additional adjustments relating to the IRC1 / IRC2 decision are added i.e. through

the operation of a k-factor adjustment. The k-factor is outlined in section 8 above.

The next stage of the calculation is to determine the present value (PV) of the total
revenue required by Irish Water (to cover the above figures), using the WACC as the
basis for discounting (the WACC is outlined in Section 6). This includes the PV of the
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requirement relating to RC3 opex, the IRC1 / IRC2 k-factor adjustment, RC3 capex and
the change in the RAB over RC3;

The amounts calculated the point above are added to give the total PV revenue for the
RC3 period.

Profiling of RC3 Revenue for Recovery

The CRU has decided to profile Irish Water’s total
The revenue will be recovered by Irish Water through a combination of charges to customers and

Government subvention.

The indicative figure for Government subvention in the revenue model (CRU/19/148b) was
calculated as the difference between the total revenue requirement (line 21) and the revenue that

Irish Water forecasts it will collect from its non-domestic customers, and excessive use charges.

Conclusions on RC3 Revenue

The CRU proposes to set the r &dam(in217rpecgsuAVate ment f o
the start of RC3 i.e. 01 Januad9lymaubirkdinlineZlbfi s i s eq
Table 45 below.

For 2020, Irish Water's revenue is €965.9m (2017, real terms) which equatest o € 203m0n

nominal terms.

The below table is an extract from the RC3revenue mod e | and shows | rish Wat
requirement for RC3. For further detail on the cal

revenue model (CRU/19/148b) which is published alongside this decision paper.
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Opening and closing BAE

2020 20 20z 2023 2024

Line [o,
1 im 2017 prices Opening RAE [ ZFe87 ] 40730 a7043] 6avih| EobE |
H jm 2017 prices Closing RAE [ #07z0] 47045 54775 e258[ 67543

Fievenus required to reimburse and adjustments related bo IRCT & IRC2

3 Im 2017 prices Opes ] el 74 7158 345 E71S

4 Im 2017 prices Fresent Walue [PY] of opes 7185 £93.5 E55.1 E13.4 5724

] Im 2017 prices Fresent Walue [PY) of cost K-Factor adjustment related to IRC1 [17.1]

[ Im 2017 prices Prezent Walue [PY] of revenue K-Factor adjustment related to IRCH 105.4

T Im 2017 prices Prezent Walue [PY)] of cost K-F actor adjustment related to IRC2 [2017 - 2013) [54.7]

g Im 2017 prices Fresent Walue [PY] of revenue K-Factor adjustment related bo IRC2 (2017 - 2013) [46.5]

] Im 2017 prices Fresent Walue [FYW] of cost K-Factor adjustment related to IRCE (2019 extension) 21.2]

10 Im 2017 prices Fresent Walue [PY) of open plus adjustment related to IRC1 & IRC2 B3T3 £93.5 E5G.1 E13.4 6724 3.2217]

Fewenue required to reimburse capes incurred in BC3

2020 2024 2023 2023 2024 Total
n Im 2017 prices Capes incurred in AC3 2475 7H1.9 9103 950 FaiA|
12 Im 2017 prices Fresent Yalus [PY) [ sazg] 712.0] 2331 7a05] eoez]  37754]

Fewvenue required to reimburse the change in the RAE over RC3

Side BAE
12 Im 2017 prices Opening RAE balance 33287 TH.T
14 Im 2017 prices P of ¢losing RAE balance 5.66E.8 1]
15 Im 2017 prices Difference [2.328.1) 5.7

Tatal required revenue far the period [PY)

1& Im 2017 prices Fievenue to reimburse opex & clawbacks { deferrals 32217
17 Im 2017 prices Fevenue to reimburse capey 37754
12 Im 2017 prices Fevenue to reimburse change in RAE 2.328.1
13 Im 2017 prices Fiewvenue to reimburse change in side RAE 5.7
20 Im 2017 prices Total revenue required for the period [PY] 47447

Expected real revenue for the period

2020 2024 2022 2023 2024 Total
2 jm 2017 prices Total real revenue required For the period [ ee59] 1o008] 10363]  10744] 1,1131] 5.1911]

Table4d5-Extr act from the RC3 revenue model showing Irish
8.10.2 High-level Outline of Revenue Update Mechanism

Section 8.10.1 above outlines how the revenue is calculated in real prices. The CRU proposes to
update the annual revenue related to each year to allow for relevant factors, which are outlined

below.

Inflation

Water 0s

The CRU has decided to continue using an approach

initially set in real prices and then converted to nominal prices using an inflation index.

The CRU has decided to continue to use the Irish Harmonised Index of Consumer Prices (Irish
HICP) as the inflation index.

This is consistent with the inflation index used in recent CRU decisions for network utilities (both

water and energy).
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Uncertain Costs

Uncertain costs are defined as those that could not reasonably be foreseen by Irish Water at the
start of the revenue control. The CRU has decided that any future request by Irish Water for such

costs are dealt with on a case-by case basis.

Interest Applied to Adjustments

In its IRC2 decision, consistentwiththe CRU’ s t r e at me n-tecowefiesiotheegas/ under
sector the CRU decided that:
Revenue under-recoveries and over-recoveries of up to 103% of allowed revenue attract an
interest rate of Euribor +2%;
Revenue over-recoveries over 103% of allowed revenue attract an interest rate of Euribor
+4%.
The reason that the CRU takes this approach is to encourage the utility to accurately forecast its
revenue for the period. However, as discussed in section 5.2.2 above, the CRU has set an
incentive for Irish Water to identify and correctly bill any hon-domestic customers not currently
being billed for their service. For this reason, the CRU is not proposing the apply an interest rate

of Euribor +4% for revenue over-recoveries over 103% of allowed revenue.

The CRU has decided that revenue under-recoveries and over-recoveries above the allowed

revenue attract an interest rate of Euribor +2%.

In calculating the interest rate to be applied for each year, the average was taken of the 12-
month maturity daily Euribor rates. For both 2017 and 2018 the Euribor rate used was the
average of the daily rate for the full 12-month period (January—December). For 2019, a 5-month

average was used (January-May) which may be corrected on outturn.
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9. Conclusion

This paper outlines the &pehditusealfpwange esdadlated i n r el ati o

revenue allowance that Irish Water can recover) over the 2020-2024 period.

The CRU has decided to allow expenditure of €7,907m for the five-year period. This represents a
reduct i.,816m(orfl46€6) r el ati ve to |l rish Water’ ' s46request,

below.
Irish Water CRU Proposal Saving
Expenditure Allowance Request
a m U m 0 m
Total Expenditure Allowance 8,976 7,660 1,316
2020-2024

Table 46 - Expenditure Allowance, Irish Water Request vs. CRU Proposal

The detailed decisions behind these expenditure allowances are detailed in the sections above.

The paper also provides decisionsin r el ati on to the monitoring of Ir

during the 2020-2024 period and financial and reputational incentives.

As a result of this review, the CRU has decided to allow Irish Water to recover a total revenue of
€ 5191.1m (real 2017 prices ) ,T{44.4m, 2017 prices, PV 2020).

9.1 Next Steps

The CRU will notify the DHPLG of its decision regarding allowed revenue for Irish Water in 2020.
This will inform the DHPLG for its Departmental Vote ahead of the 2020 budgetary process. Irish
Water is required to revert to the CRU by the 17 January 2020 with regard to the external review

on its capital expenditure.
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