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Appendix 5 Efficient costs

A5.0 Overview

In this chapter we provide an overview of how we’re building on AMP6 performance and the operating
expertise to deliver 9% efficiency in our PR19 wholesale plan and 12% on our 2025 retail cost to serve. We'll
explain how work is already underway on securing the right trajectory to achieve these ambitious targets.

We're fully supportive of the incentive environment created by Ofwat. The clear link between the levels of
servicewe provide, the efficiency of our delivery and the amount we charge our customers has encouraged us
to think differently about how we work. It's encouraged us to develop a sharper focus on improving customer
serviceand efficiencyina way we cansustain. Itis alsocritical thatwe lockin the efficiencies that were

forecastas aresultof the licencechange.
We know we need to do things differently to achievethe required costsavings.This includes:

. Removing waste from our processes through the application of well-established approaches and tools
such as lean manufacturingand Six Sigma;

. using smarter technology to reduce waste by proactivelyidentifying potential issues beforethey became
problems;

. becoming more energy efficient; and
. working with our supply chain partners to identify innovativesolutions.

Followingrealignment of the operating area we are incorporating new technologies and sharingbestpractice
approaches between the two former companies, whilstcontinuingto use tried and tested approaches that
have proven to work well. Where appropriate we have been identifying new ways of doingthings to operate
more effectively and making more of the totex framework to identify optimal solutions.

A5.1 AMP6 performance

We areforecastinga total AMP6 varianceof around 8% higher than the final determination.In chapter 4
accounting for past performance we set out the factors that we have been balancingtoensure we deliver on
all of the PR14 (and subsequent changes through the NAV) commitments to our customers. This includes
details of efficiency savings that we have made, additional benefits we have delivered and areas where we

have experienced costpressures.

Retail costs have increased dueto the improvements in customer servicebeing offered to HDD customers, for
example a 24/7 service offering.

A5.2 Building efficiency into our AMP7 plan

Our PR19 Planacross thewholesalepricecontrols reflects an efficiency of 9%. As shown in Appointee Table
24a,our wholesaleefficiency will need to offset a 1% real pricecostpressurefrom increases in energy prices,

rates and construction labour costs driven by the demand for skilled workers.

The substantial costefficiency improvements inour PR19 Plansitalongside much more stretching
performance commitments we're delivering for our customers. Given this, the comparison with PR14 efficient
benchmarks provides a very conservativeview of the improvements invaluefor money for our customers that

our PR19 plan provides.



Our PR19 efficiency is in line with Ofwat expectations

Ofwat have been working with KPMG to look at the potential for further efficiency savings within the sector.
KPMG presented to an industry workshopin March 2018, suggestinga headline efficiency challenge of
between 1% and 3.7% per annum for PR19.

Our wholesaleefficiency of 9% is within this range - and this is before we factor in the impact of moving from
RPI to CPIH inflation. Thelatter is beingused for PR19 which effectively results in efficiency values appearing to
be lower thanin PR14.

A5.3 External benchmarking

Benchmarking can providean external and independent perspective on how costs comparewith others, both
insidethe water sector and from wider afield. A wide range of studies is needed to avoid potential bias from
not comparingcosts on a like-for-like basis.

We've used a series of benchmarking studies, commissioned by Severn Trent, given thata largepartof our
costs areshared, and commissioned via linked contracts, enabling synergy benefits to be realised. These
reports includerepeatinganalysis originally carried outat PR14, to provide a consistentand comparable
dataset. The analysis undertaken has helped us to find and prioritize specific areas of opportunity to buildinto
our PR19 efficiency plans. The results of our benchmarkinganalysisaresummarised below.

Arcadis showed our costs remained competitive and highlighted
areas to target for AMP7

We engaged Arcadis to providean updated benchmarking assessmentacross sixareasusinga consistent
approachto the one they used fiveyears ago (which Severn Trent submitted the report as partofits PR14
Plan). We needed to retain commercial confidentiality as Arcadis were supporting bidders in our ongoing
AMP7 capital framework tender process.As such, we asked Arcadis to inflateour PR14 costs by RPI and
compare these with their extensive databasecontaininglatestmarket data.

We then overlaid the Arcadis analysis with our latest, pre-efficiency cost curves and used the results to shape
our PR19 efficiency plans.Our AMP7 tender process will becompleted later this year and this analysis will be

used to assess costsubmissions received.

How to interpret our summary charts

The full Arcadis reportis has been included as partof our submission. They’ve used red to identify our RPI-
inflated PR14 costs, which they’ve then compared to linear extrapolations frombenchmark data drawn their
BencH20 database.

We've then taken this analysisand, usinga consistentapproach, provided an assessmentof our curves using

our latestview of contract costs. Thisis shown clearlyin purple.

The distancebetween the red and purple lines providea clear indication of how competitive our costs are

againstbenchmarkdata. We've followed this approach for each of the sixareas analysed.



An example chart, with full key, showingour RPl-inflated PR14 datainred and latestcosts in purple:
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Turner & Townsend (T&T) have confirmed our capital programme
general costs are efficient

We asked T&T to assess the costefficiency of general recurring projectcosts such as upfrontfeasibility,
investigative contracts and project management (defined as owner team costs by T&T), design costs and
overhead costs. Severn Trent Costs were compared to both other Water companies and other sectors (Rail,
Highways, Environment, Telecoms, Aviation and Power). Again, as a significant proportion of Hafren Dyfrdwy
costs arerecharged from or contracted inlinewith Severn Trent Water costs, we believe that the results of

this analysis, shown below, indicatethat our future costs arealsorelatively efficient:

Sector % addition for capital Sector Design costs as a % of
overhead total project
Telecoms 8.03 Rail 7.52
Water 7.03 Environment 7.50
Power 6.82 Power 7.50
Water 6.25 Highways 7.33
Rail 6.20 Aviation 5.48
Petrochemical | 5.36 Water 5.34
[SevernTrent [519 ]
| Power | 2.88%* I
Sector Owner costs as a % of
total project
Power 11.02
Rail 10.45

Water Clients 7.26

Road 5.77
Aviation 5.72
Environment 4.80

* Note Power is mainly outsourced model and so comparison may not be representative

The scale of Hafren Dyfrdwy makes it difficult to use econometric
models to test the totex in our PR19 Plan

Whilewe developed econometric models, we've found that these are extremely sensitiveto even the smallest
changes inthe variables, and produceinconsistentresults (both on the upsideand downside). Nevertheless,
we have applied top down efficiency challenges as well as building up detailed bottom-up initiatives. This
approach provides a holistic view of efficiency and recognises that there may be further scopefor efficiency
that may not necessarily becaptured by a bottom up assessmentof identified interventions.

Our AMP6 experience has shown us that there is no one ‘silver bullet’ to delivering efficiency. We'll continue
to usea number of levers to driveefficiency to deliver sustainablecostreduction. Each of these is explainedin

more detail below.



A5.4 How we plan to deliver AMP7 efficiency

Continuous Improvement

Continuous improvement is a key and invaluable part of our efficiency delivery framework across all of our
pricecontrols.To deliver sustainable costreduction we need a consistentapproach forimprovingon current

performance and this will continueinto AMP7.

Within the retail price control, we will look to continuously improve our customer experience in the following areas:

. Through better onlineservices more customers will beableto web self-serve (where they wishto — not
mandatory) and our multi-lingual customers will beableto access onlinetranslations of billsand notices;

o New technology and automation of our back officeactivities will improve our customer experience by
reducing handoffs and increasingthe speed of customer resolution;

° Customer segmentation through increased analytics will enabletailored customer journeys with
appropriate payment channels of choice. Communications can be focused on certain segments ensuring

customers do not get irrelevantcommunications;

o Multi-skilling of our contact centre employees means that customers will be ableto discuss allenquires
with one personrather than being passed between departments; and

o Workingtowards paperless billing & communications where itis a customer preference;

Within our Wholesalepricecontrols our continuous improvement activity focuses on five key areas:

1. Energy is akey partof our costbase, and with prices forecasted to riseby around 45% in AMP7, itisan
important area of focus. We planto deliver efficiencies in this area through a combination of hedging,
capital investments and incremental efficiency improvements at our treatment works.

2.  We haveintroduced the concept of factory thinking for our wastewater plants.Severn Trent is already
pioneeringurban catchment with a flagship projectnear Redditch. In AMP7, we will consider this
approachacrossour wastewater plants.

3. We aredrivingfurther insightand analytics into our costbase. We have developed site by site cost
statements that allow us to benchmark ourselves internally and continually challenge our efficiency.

4. We arefocusingheavilyon proactiveassetmanagement as a means to reduce the associated opex cost
of failurefromreactive work and to increase the life of our assets.

5. Greater use of collaborativeand partnership working.

Cultural change

The Severn Trent Group Commercial team have introduced better procurement methods andideas that have
made a largecontribution to our AMP6 success acrossthe group. The team has helped establish a more
commercial mind set throughout the organisation - monthly supplier reviews with the commercial team and
operations arenow commonplace and a fundamental part of ensuring we maximisethe value from our

contracts.

We have developed trainingfocussed on outcomes and regulatory price controls and employee
communications arefocussed on costand efficiency.



We've alsointroduced anannual ‘Challenge Cup’ competition where employees areinvited to submitideas for
costefficiency. This provides an opportunity for people to put forwardideas with the promise of executive
sponsorship and funding to put winning concepts into action.

Raising the bar on our commercial and procurement capability

We've improved our commercial and procurement activities by setting up a dedicated contract management
functionand have restructured and retendered all our main contracts eliminatingunnecessary costs, aligning
performance objectives to our customers and simplifying our processes to be more effective inour

interventions.

We usea continuous improvement approach to find ways of further reducingcosts and improving customer
outcomes withinthe contractincluding:

. Working with suppliers to take costout rather than supplier margin erosion. Wherewe have multiple
contracts with the same supplier we have removed duplicationand centralised activity across thegroup
(e.g. Traffic Management, Planningand Scheduling);

o Moving to a common IT platformto improve visibility and reduce the costof double handling;
o Usinggain share mechanisms to supportcontinuous improvement projects withinthe contractterm; and

° Refiningincentive mechanisms annually to ensure that we arefocused on efficiency and improving
customer outcomes. We will continueto do thisin AMP7 andlearn from other industries.

We have worked hardin AMP6 to collaboratewith our suppliers to reduce their overheads in the servicing of
our contracts. We have done thisinaresponsiblemanner, for example we have looked to offer improved
payment terms and procure materials on behalf of suppliers to leverage our working capital and buying power
where cashflowis anissue. We will continueto reduce overheads within the supply chainin AMP7 through
system investments and automation, improved ways of working and reduced costof failure.

In AMP7 we will useall of our positive learnings from AMP6 and build onthem. We will continueto do things
suchas drivingstandard products sothatwe can design once and use many times, batching, collaborative
planningandlean processes.On capital batching specifically wesee this as a big opportunity we cando more
on in AMP7. For example we batched Rapid Gravity Filters (RGF) work together, and have reduced the time it
takes to refurb an RGF by 50% from c30 days to c. 15days. We see there remains significantscopefor more
opportunities like this for AMP7 if we batch work inthe right way.

We areestablishinga new supply chainfor Year 5 of AMP6 and the whole of AMP7. The supplychain for
delivery of capital investmentin AMP7 is currently being secured through a commercial tendering process
aligned to our AMP7 strategy. We'll alsodeliver larger capital schemes usingin-housedesign, which will give
us more control over efficiency. We also believeit will enableus to design for outcomes more closely.

We arechangingthe way we work with the supply chain,sothatwe work with a combination of tier 1 and tier
2 suppliers, which we believe will allow us better access toinnovation deep inthe supplychain,as well as
contractingdirectly with the experts we need. Thisis a more complex operating model but we believe thatin
addition to innovation benefits itwill also spread supply chainrisk for us, especially considering therural
nature of some of our region.

We arealsoinvestingin our systems to give us additional control and visibility of our capital programme, as
well as improved understanding of our costs and the costs within our supply chain. We recognisethe risk
associated with the largescalechange of replacing contractpartners and have a rigorous governance process
to ensure thatrisks aremanaged and mitigated effectively.



Use of Markets

Where possiblewe use existingavailable markets to both minimiseriskand drive efficiency. From an energy
perspective we will gain the benefit of the Severn Trent buying power and have partnered with an external
energy specialisttostrikethe rightbalancebetween lockingout riskand strategically managingour open
forward positions to deliver savings vs the market. Based on our most recent data share, our analysis
demonstrates that Severn Trent already achieves the lowest £/Mwh within the sector. This lower price will
now be availablefor Hafren Dyfrdwy.

Innovation

Innovationis anintegral partof our efficiency delivery method andis reinforcedinour culture. We have
looked outsideour sector to build what we believe is a best-in-classinnovation model.

Severn Trent commissioned a global benchmarking exerciseto capture how leading companies (including
Pfizer and Philips) approachinnovation. Severn Trent subsequently adopted a model thatincludes a team with
specialistinnovation management roles andis uniquewithinthe UK water sector. These innovations arealso
being rolled out within Hafren Dyfrdwy where appropriate.

As well as introducinginnovation thatdelivers costefficiency, Severn Trent has alsointroduced a number of
innovations to meet compliance changes under the Water Framework Directive, introducinga number of
innovations across secondary treatment and phosphate removal that deliver the outcomes we requireinthe
most cost efficientway. Moving into AMP7 we will startto introduce new technology andinnovation based on
successful pilots fromthe current AMP across Severn Trent and Hafren Dyfrdwy.

Technology

We aredeliveringa variety of technology solutions across our price controls thatwhen scaledin AMP7 will be
a key part of our efficiency programme.

We're developing our data analytics capability to become a trulyinsightdriven organisationand we are using
advanced analyticsina number of areas of our business. Weare currently piloting leakageanalytics which will
enable us to find leaks upto 50 days earlier than our legacyleakagefind processes. The Severn Trent pilothas
alsoshown the potential to reduce the time taken to find the exact location froman average of two days to as
littleas two hours. We will be rollingthis outto the rest of the organisation over the coming months to
maximisethe opportunity in AMP7.

Supporting both our water and wastewater pricecontrols, within our planningand scheduling department we
arerollingouta technology called Sitemate which has increased fieldworker productivity by creating
efficiencies in the job workflow process.As a direct result of Sitemate we have saved 20 minutes per
inspection job through improved traffic management planning.

Within Retail, by bringing HD customers onto the ST systems they benefit from the implementation of a
Customer Management Portal which has consolidated information from multiple systems onto one screen and
subsequently reduced operational call handlingtime.

In AMP7 we will scalethe successful technology pilots and continue to deploy technology to reduce costand

improve the servicewe provide to our customers.



Continued focus on managing bad debt

Inthe next AMP we will focus on getting HD to UQ performance on bad debt by getting more out of the
system and the data investments we aremakinginthe current AMP. For example, undertaking predictive

analyticsonour credit reference agency data sharethat will;

. improve the data we hold on our customers;
o identify early warningsigns of problem payers; and
o tailor our collection approach to different customer segments.

Our investment inanoutbound dialler solution which uses creditreference agency data will allow us to be

more effective and efficientin our targeting.

Ofwat expects water companies to show ambitious targets for efficiencyinlinewith bestin classcompanies
for deliveringa given activity/service. This means we are not compared only to other water companies, but our

benchmark should include other utilities and construction companies.

We cannotignore Ofwat’s challengeinrelation to the performance of other industries. Itis worth noting that

the water industry presents some unique challenges compared to that of energy and telecoms:

I.  The water industryregulatory framework gives the same weighting to all customers, so the customer
servicelevels given to customers who won’t pay must be the same as the levels given to paying
customers. Water companies arelikelyto prioritiseserviceto all customers over debt collection routes,
compared to other businesses thathave no incentive to prioritise customer serviceto poor payers as they
will notwant to retain these customers;

Il.  Water supply cannotbe turned off. Whilethe energy industry canlegally turn off their supply thisis
unusual, but they canand do put poor payers on pre-paid meters.

I1l.  The water industryis obligated to supply and bill everyone, whereas the telecoms industry are under no
such obligation,and won’t supplyifthey aren’t paid.

Whilewe acknowledge that these characteristics makeachievingthe levels of bad debt performance observed
inthe energy and telecoms industries challenging, we areimplementing a variety of activities toimproveour
debt performance in AMP7. These include:

. Recognisingthat the water industryis significantly behind on leveragingtechnology, we will continueto
build on the good improvements we are makingin this areain AMP6. For example, the new web self-
serve option whichimproves customer experience as well as improving collection rates;

. Encouraging measured customers to pay by monthly directdebit inadvanceto spread the cost of their
bill which also mitigates the debt riskto us; and

o Usingan outbound dialler solution toimprove routine collections and Field Collections for Late Stage
Recovery.

We arealsolookingatthe benefits associated with implementing ‘mobi-pay’ which is a servicethat sends an
SMS or an email to customers, remindingthem to paytheir bill. The messages alsoincludea uniqueweb link

for customers to make a payment.



