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ABSTRACT

This thesis examines the structure created by Glas Cymru, the owner of Dwr Cymru Welsh 

Water (DCWW). As a not-for-profit, debt-funded structure, this approach is one of a kind in 

the privatised water industry of England and Wales. The change to a not-for-profit company 

introduced some unique characteristics. First, it disposed of equity altogether, and sourced its 

financing through debt. This appeared to break away from the idea of privatisation. The 

removal of shareholders from the company also invited doubts from industry observers with 

regard to the company's ability to maintain sufficient pressure to perform. The policy of 

outsourcing most of its functions, including its operation and maintenance, broke away from 

the traditional view that the core functions of a company should be kept in-house. By 

outsourcing most of its functions, the company was thought to run the risk of losing control of 

the business of supplying water and sewerage services. The changes caused by Glas Cymru 

effectively made it the odd one out in the water industry in England and Wales, raising 

regulatory concerns on how such a structure should be managed in an equity-based, 

shareholder-driven industry.

These developments prompted this research, to investigate whether or not such a structure is 

suitable for the water industry in Wales in particular, and in England and Wales in general, 

and whether the company is at a regulatory disadvantage by adopting this structure in the 

water industry in England and Wales. As this research attempted to delve into a new 

development in the water industry, it relied mainly on qualitative data collected through 

interviews with various industry stakeholders. Additionally, quantitative data obtained from 

various reports produced by water companies and the regulators were used to strengthen the 

qualitative data.

The research concludes that the structure is suitable for the water industry in England and 

Wales. Similar methods are also used in Europe, particularly France. While the structure is 

suitable for the water industry, however, it is not easily replicable by other companies in this 

privatised industry. The advantages enjoyed by Glas Cymru may also be 'neutralised' in the 

next periodic review, reducing the anticipated benefits after 2005. However, financial 

reserves accumulated during the first few years actually helped the company to achieve 

relatively lower gearing compared to conventionally financed companies. As more companies 

move towards greater debt-funding, it is necessary for the regulator to be more receptive to 

the way the industry evolves.
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Chapter 1: Introduction

CHAPTER 1: 

INTRODUCTION

1.1 Overview

This thesis is a study of the new structure in the water industry in England and Wales, 

i.e. the creation of the not-for-profit, debt-funded entity "Glas Cymru", the current 

owner of Dwr Cymru Welsh Water (DCWW). Such a structure is one of a kind in the 

water industry in England and Wales, and its formation and performance attracts 

considerable attention from industry observers.

As a natural monopoly that was privatised by Margaret Thatcher's Conservative 

Government (alongside other industries) in the late 1980s, the water industry has 

since been operating as equity-based, dividend driven companies. Despite operating 

as profit motivated companies, the water industry in England and Wales is also 

successful in replacing and improving the old water infrastructure. The change by 

DCWW to a not-for-profit structure appears to be a move backwards - some see it as 

a re-nationalisation of the water industry in Wales.

The change to a not-for-profit company brings some unique characteristics to 

DCWW. In particular, Glas Cymru is fully debt-financed, as opposed to being equity- 

funded. This seems to break away from the spirit of privatisation, since the basis of 

shareholding of water shares is terminated, at least in Wales. It also raises the question 

whether such a structure is robust enough to finance a water company in the long run. 

Another peculiar characteristic is that being fully debt-financed means that the 

company now has no shareholders, having instead a group of what the company 

called 'members', who have no financial interests in the company. Critics see this as a 

removal of sufficient pressure on the company to perform, and may result in poorer 

performance of DCWW. Glas Cymru's policy of outsourcing almost all of its 

functions also breaks away from the traditional view that the core functions of a 

company should be kept in-house, and by outsourcing these functions the company
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runs the risk of losing control of what it was supposed to do, i.e. supplying water and 

sewerage services.

The water industry witnessed the rise of DCWW after privatisation, the formation of 

the Hyder Group as a diversified company, and its later collapse. It also saw the 

takeover of Hyder by Western Power Distribution (WPD), an American company. 

The subsequent takeover of the water sector of Hyder was seen by some, including 

Philip Fletcher, the Director General of the Office of Water Services (Ofwat), as a 

Welsh solution to a Welsh problem (Ockenden, 200 Ic). Opinions on the structure 

were diverse due to its extremity (i.e. by disposing off all equity financing in a 

privatised industry) or uniqueness (being one of a kind in the water industry in 

England and Wales).

This prompts the main aim of this research, i.e. to find out whether the Glas Cymru 

structure is suitable for the water industry in Wales in particular (and England and 

Wales in general), bearing in mind the present regulatory regime that has been in 

existence since 1989. The research also aims to find out whether DCWW is at a 

regulatory disadvantage by adopting this structure, relative to other water companies 

in England and Wales.

The research identifies several research questions. First, it asks whether a debt- 

financed structure is suitable to the water industry in the long term. Secondly, the 

research examines the effect of replacing shareholders with members, and whether 

there is sufficient pressure for the company to perform. Thirdly, it questions the 

company's outsourcing policy, especially on the issue of maintaining control over 

DCWW's main functions. Fourthly, it questions whether the regulatory practice in the 

water industry makes it beneficial for Glas Cymru to operate in such a different 

manner compared to other water companies in England.

This research takes into account the opinions of various stakeholders gathered from 

interviews and published documents, as well as quantitative data obtained from 

company accounts and the regulators reports.
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Results from the research show that Glas Cymru structure does appear to be suitable 

in the water and sewerage industry in England and Wales, but may not easily be 

replicable by other water companies in the industry. However, it may be easier to 

incorporate the Glas Cymru structure into a non-privatised water industry, and turn it 

into an organisation that operates in the private sector. The role of the regulator is still 

necessary to ensure that enough pressure is put on this structure while having the 

organisation funded through low cost means not available to the private sector.

The research also finds that the advantages enjoyed by Glas Cymru may be reduced in 

the next periodic review. Currently, the assumption made by the regulator with regard 

to cost is higher (which was made in 1999 when DCWW was part of a conventionally 

structured company - Hyder). The extra financial headroom gained from the purchase 

of DCWW below regulatory capital value, and the increasing financial reserves are 

contributing to Glas Cymru's head start in the highly leveraged industry. As more and 

more companies are gearing up, Glas Cymru sees its gearing level actually falling. 

While Ofwat's current regulatory approach may not give the full benefits of debt 

funding, the company will be able to rely on this early advantage to keep its 

competitiveness in the industry. It is also expected that the regulator will eventually 

take into account the characteristics of debt-funding structures like Glas Cymru when 

more companies are gearing up, which is the apparent trend in the industry. Although 

Glas Cymru is the only company without shareholders, more and more companies are 

opting for thin equity structures, with more debt as a method of finance.

1.2 Thesis Outline

This thesis is structured into 9 chapters. The following chapter, Chapter 2, introduces 

the concept of a natural monopoly. It addresses the problems of regulating a natural 

monopoly like water supply. It then discusses the UK experience in dealing with such 

industries, e.g. through nationalisation and privatisation. The description takes 

chronological order so that development of these industries and the way they were 

regulated can be appreciated in a more logical manner.
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Chapter 3 outlines the development in the water industry in England and Wales. It 

explains the historical course of the industry towards privatisation in 1989. It also 

discusses the regulatory framework of the industry. Subsequently, the chapter deals 

with the approaches taken by other countries in water and sewerage management. At 

this point, the chapter shows that only England and Wales opted for total privatisation 

of the industry, while other countries appears to maintain some degree of public 

ownership.

Chapter 4 narrows down the research towards the development of the water industry 

in Wales, i.e. the takeover of DCWW by Glas Cymru, a not-for-profit company. The 

characteristics of the new structure are discussed in this chapter.

Chapter 5 details the research design and methodology. It identifies the relevant 

research issues in order to answer the research questions described above. It describes 

the research design, and justifies the decision to opt for a mainly inductive /qualitative 

approach, with a combination of quantitative data to support the findings.

Chapter 6 describes the findings of the research on how the new Glas Cymru structure 

is seen by the stakeholders. It addresses the three main issues identified - the debt- 

financed structure, the lack of shareholders' pressure, and the outsourcing policy of 

the company.

Chapter 7 continues to present the findings of the research. In this chapter, the 

performance of the company is scrutinised. It first looks at the overall service 

performance of the company. While this is not a financial gauge, it proves whether or 

not the company's outsourcing policy works, and also whether or not the lack of 

shareholders affects the company's performance. It also looks at the company's 

efficiency as seen by the regulator. Finally, it looks into the financial performance of 

the company to establish the effectiveness of its debt-funding approach.

Having established the performance of Glas Cymru, Chapter 8 looks at the effects of 

Ofwat's regulation on Glas Cymru. The chapter puts some emphasis on the Periodic 

Review 2004, which is more likely to affect the company in the long run. Discussing 

the effect of Ofwat's regulation on the effectiveness of Glas Cymru structure
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eventually answers the question as to whether the company benefits from the change 

brought about by the takeover.

Chapter 9 analyses the results of the three preceding chapters, and delivers a 

conclusion on the study. It also identifies the limitation of this particular research and 

recommends areas of future research to be undertaken.
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CHAPTER 2: 

DEALING WITH NATURAL MONOPOLIES IN THE UK

2.1 Introduction

The 1980s and 1990s saw major privatisation exercises in the United Kingdom. These 

included the privatisation of public utilities, including electricity, gas, 

telecommunication and water. However, the Conservative Government that embarked 

onto privatisation, as well as the earlier Labour Government better known for its 

nationalisation policy, placed little emphasis on the regulation of these industries 

(Helm, 1995). Labour's Morrisonian model assumed that nationalisation itself would 

make public interests paramount. On the other hand, early privatisers viewed 

privatisation as a method to address monopoly, and as competition flourished, 

regulation would itself 'wither away' (Helm, 1995 pi). This was a simplistic theory, 

as it was later apparent that nationalised monopoly as well as privatised competition 

would still require a certain degree of regulation. In particular, a privatised monopoly 

that faces no competition needs a higher degree of regulation.

This chapter looks at the way natural monopolies are dealt with, both in theory and in 

practice in the UK. First, it looks at the industry background in the UK. It later 

examines the theoretical background of a natural monopoly, its problems and the 

regulation of a monopoly. This is followed by a look at the period of privatisation 

under the Conservative Government, where attention is given to the monopoly 

utilities.

2.2 Industry background

The commercialisation of utility services and manufacturing industries developed 

mostly subsequent to technological inventions in the relevant fields. These 

technological inventions developed in the competitive era of 19th century Britain. The 

inventions of piped water, electricity and other utility services later reached the
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general public, although selectively. These services were developed commercially by 

the private sector, which concentrated only in cities and economically feasible areas. 

As business entities, the utility companies either failed or refused to provide services 

in less economical rural areas, at the prices expected by the public. This led to the 

municipalisation of these industries, where municipal authorities either took over the 

utility businesses or undertook to provide such services. Due to the increase in 

industrial and domestic demand, and greater concerns about the safety of utility 

supply by private companies, publicly owned utility suppliers increased during the 

19th century (Jeremy, 1998).

The First World War brought many manufacturing industries under state control for 

security and strategic reasons. The initial period after the war was mixed with the 

attempt to return to a free trade policy while at the same time implementing the 

welfare state ideology. In the 1920s, the government took a more interventionist 

approach towards business and industry. The government took steps to facilitate 

business rationalisation, and reversed its free trade policy to a protection policy. 

Despite believing in free trade, the government then realised the inefficiency of the 

current industry structure, and opted for reorganisation or amalgamation. This policy 

led to the creation of new private monopolies. For example, the government 

amalgamated 120 railway companies to just four in 1921 (Jeremy, 1998). Similarly, 

the unification of public transport through the creation of the London Passenger 

Transport Board (LPTB) in 1933, and the creation of British Overseas Airways 

Corporation (BOAC) in 1939 were seen as a removal of wasteful competition, and 

serving the interest of the consumers by amalgamating several transport/airline 

companies into unified entities. Baijal (2000) suggested that it was obvious that the 

creation of these public corporations by the Conservative Government was due to 

practical, (in response to the current needs), rather than political considerations 

(Baijal, 2000).

State-sponsored rationalisation of the industries continued in the form of 

nationalisation under Labour, which won the 1945 General Election. Clause IV of 

Labour's Constitution committed the party to 'the common ownership of the means of 

production, distribution and exchange'. The Labour Party's manifesto for the 1945 

election further reiterated this stand by listing the industries and utilities 'ripe and
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over-ripe for public ownership' (Fraser, 1988). It was based on the socialist ideal that 

the needs of the community should replace the profit motive in major areas of the 

economy. It was believed that public ownership would be superior, and more efficient 

than private ownership. This latter view was difficult to dispute during periods where 

industries needed to be rationalised. Private firms had been operating individually 

with poor economies of scale and slow technological improvement. The previous 

experiences of railway amalgamation and the creation of Central Electricity Board 

showed that putting the firms together would be more beneficial financially and 

technically. The nationalisation programme was outlined by Herbert Morrison, who 

suggested that if the profit motive was removed from an institution, the management 

could be trusted with the freedom, and would act in the public interest. The main 

attraction for nationalisation was the opportunity to increase the availability of output, 

as well as influencing the pricing. By changing ownership from private to public, it 

was believed that a monopoly industry could be prevented from taking advantage of 

or abusing its position. The Labour Government believed that once ownership was 

transferred to the public, the monopoly structure would allow greater control, making 

it easier to plan and co-ordinate relevant industries (Chick, 1998).

Nationalisation brought all firms in an industry into a single unit, creating monopoly 

or near monopoly industries. However, despite the apparent 'arms-length' 

relationship, government intervention was quite extensive and unavoidable. The 

industries' boards were expected to take the public interests as an adequate guide to 

steer the nationalised industries. Morrison's plan to create public corporations with a 

different atmosphere (not just a capitalist business), putting the boards of an industry 

as the custodian of public interests. This quickly led to a poor relationship between 

the boards and their respective ministers (Chick, 1998). Lack of proper rules and 

regulations made it necessary for the government to intervene as and when it felt 

necessary. According to Chick (1998), his meddling nature of the government gave 

the boards an opportunity to put the blame on the government for the poor 

performance of their industries.

This rather simple notion of nationalisation was then faced with numerous 

complicating issues. Apart from compensation to the owner of the nationalised 

companies, the government had to face the problems associated with size, location,

10
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technology and under-investment, and the integration of pre-existing structures of the 

industries. In addition, there were concerns with the war damage that needed 

attention, trade union opinion and workforce morale.

The optimistic hope that nationalisation would correct the earlier problems changed to 

the more pessimistic concern of preventing abuse of monopoly power by the 

industries. The Conservative Government (1951-1964) broke away from the 

Morrisonian approach, preferring decentralisation and allowing industry to be run as a 

purely commercial concern (with ministers enforcing social responsibilities and 

public interest). Therefore, when intervention was unavoidable, it provided for 

suitable recompense to the industry (Prosser, 1986). The focal idea was that the 

nationalised industries should operate with commercial concerns, and adjust 

accordingly when social responsibilities were imposed from the outside. Advocates of 

nationalisation began to realise the need for nationalised industries to run as a 

commercial entity, despite being a public body. There was a general agreement that 

social and political concerns could be imposed, but it would mean that the commercial 

target of the industries needed to be revised (Prosser, 1986).

When Labour returned to power in 1964, it attempted to correct its earlier simplistic 

Morrisonian approach. However, the failure to come up with sufficient workable 

guidelines was followed by various ad-hoc directions from the government. For 

example, between 1967 and 1969, some industries were asked to reduce or defer their 

investment programmes, while in the early 1970s, some of the nationalised industries 

were required to accelerate their programmes.

After six years under the Labour Government, the Conservatives under the leadership 

of Edward Heath returned to power for one term. Before taking office, the party 

talked ambitiously about denationalisation and not supporting 'lame ducks' (Baijal, 

2000). Edward Heath attempted to change the situation affecting industrial relations 

through a new legislation. Similarly, he looked at the entry into the European 

Community as the 'cold shower of competition' for the industry. Although the 

government attempted to follow the free market policy and to intensify competition, 

its actions were not received favourably by the general public. The country was facing 

serious inflation, rising unemployment and a series of commodity crises, notably oil.

11
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Industrial unrest that followed some of the unpopular decisions caused the pro-market 

programme to be abandoned. Facing international competition and economic 

recession, the policy of the government had to be modified towards keeping up 

employment in declining sectors through heavy subsidisation and reorganisation.

In what looked like a typical 'Labour' choice of options, the Conservative 

Government intervened when Rolls-Royce faced financial difficulties, taking over the 

company to prevent its collapse. This was a major u-turn in the economic policy of 

the government. The original intention to abandon 'lame-duck' to their fate was 

changed to assisting ailing companies like Rolls-Royce into public ownership.

When Harold Wilson's Labour Party was re-elected in 1974, it continued with the 

nationalisation policy, but this time with some inclination towards the idea of owning 

part, rather than all of the private companies. For example, the creation of the 

National Enterprise Board (through the Industry Act 1975) was aimed at protecting 

the British manufacturing industry against the loss of control to unacceptable foreign 

ownership. This was achieved by the State owning part of the industry (the National 

Enterprise Board acting as a holding company for companies with which the 

government had share holdings).

From 1945 until 1979, various industries in Britain went through the nationalisation 

process. In the case of the steel industry, nationalisation occurred twice, having been 

denationalised in 1953. Table 2.1 lists the nationalisation exercises from 1945 

onwards.

12
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Table 2.1: Nationalised Industries (1945-1977)

Year

1946

1947

1948

1949

1966

1967

1968

1969

1971*

1974

1975

1977

Industry

Bank of England

Coal

Civil Aviation

Cable & Wireless

Transport

Electricity

Gas

Iron & Steel

Airports

Iron & Steel

Transport

Postal

Nuclear

Aero-engine

Water

British Leyland

NCB's oil interests

Aerospace

Shipbuilding

Name of Public Corporation

Bank of England

National Coal Board

British Overseas Airways Corp. 

British European Airways Corp. 

British South American Airways

Cable & Wireless Ltd.

British Transport Commission

British Electricity Authority

Gas Council

Iron & Steel Corporation 

(note: privatised in 1953)

British Airports Authority

Iron & Steel Corporation

National Freight Corporation 

National Bus Company 

Scottish Transport Group

Post Office Corporation

British Nuclear Fuel Ltd

Rolls-Royce Ltd

Water Authorities (9 regional)

British Leyland

British National Oil Corporation

British Aerospace

British Shipbuilders

* Conservative Government

13
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2.3 Natural Monopolies

Most public utilities started out as private monopolies in their respective areas, or 

turned into monopolies under nationalisation. After being privatised, competition was 

often introduced, thus allowing new entrants into the industries. However, this was 

not possible in all industries. While telecommunications, electricity and gas saw 

increasing competition, the natural monopoly nature of the water industry was more 

inherent.

Such natural monopoly exists when a single firm's production is always more 

efficient than multi-firm production. No combination of two or more firms can 

produce a given level of output cheaper than a single firm. This is mainly caused by 

substantial economies of scale induced by high fixed, indivisible costs (George et al., 

1992). In the case of public utilities like electricity, gas, telecommunication and water, 

this fixed cost element is caused by the need to physically connect production with 

consumption.

Where a firm produces a single product, e.g. water, the average cost (AC) per unit 

transported falls as the volume increases. This is shown in Figure 2.1 below. The 

figure shows that due to declining average cost, any additional cost incurred to 

provide an additional unit (marginal cost) is not only falling, but also less than the 

average cost.

14
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Figure 2.1: Average and Marginal Costs in a Natural Monopoly

Cost

AC 

MC

Volume transported 
between two points

Source: Baldwin and Cave (1999)

This pattern of average cost and marginal cost curves can be explained by the fact that 

the capacity of the water pipelines can be increased without a commensurate increase 

in investment cost. Therefore, firms with a large scale operation are usually able to 

reduce costs by having proportionately lower overhead costs. In the case of the water 

industry, it would be cheaper for one company to provide the service to the whole 

population in an area, rather than having two or more competing networks (which 

would involve unnecessary duplication of the distribution network). This is described 

as the economies of density (Baldwin and Cave, 1999).

A monopoly maximises its profit by producing the output at which marginal cost 

equals marginal revenue. This is described in Figure 2.2.
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Figure 2.2: Natural Monopoly

Price

D

P.

AC

MC

AR./DD

Q« Q3

Quantity

Source: Adapted from Begg et al. (2003)

Since competitors are unable to enter the industry, e.g. due to high fixed costs, 

supernormal profit is earned in both the short and the long run. A natural monopoly is 

in a powerful position to manipulate prices so that they cover more than the costs of 

production. At this position (marginal cost (MC) equals marginal revenue (MR)), 

supernormal profit ABCD is earned. This also results in a deadweight burden on 

society (area of EBE2). Producing at MC=MR, the monopolist also produces too little 

(Q 1 ), and charges too much (A). The socially efficient output is where marginal costs 

curve cuts the demand curve, i.e. E2 , therefore producing at the quantity of Q2 , and 

charging price P2 . However, the price at P2 is less than the monopoly's average costs, 

and this will force it to incur losses, and if it is a private firm, to shut down.
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Therefore, it becomes a natural monopoly issue to ensure the industry output is 

produced at minimum costs and sold at prices that reflect these costs. Due to the cost 

factor, it is desirable that a natural monopoly is occupied by only one firm, provided 

that it does not exploit its monopoly position, e.g. by over-pricing (Vickers and 

Yarrow, 1985). The government is unlikely to allow a natural monopoly to produce at 

the firm's most efficient ('profit' maximising) position and impose the full 

deadweight burden on society.

One option is to regulate the natural monopoly by ensuring that production gets as 

close as possible to E , but at the same time allowing the monopolist to earn normal 

profit (where AC=AR). For example, by regulating production at Q3 , the company is 

able to cover its average costs while at the same time the deadweight burden is 

reduced from EBE2 to FGE2 .

Another option is to allow a two-part tariff. In this case, customers pay a fixed amount 

for access to the service (to cover fixed costs), and then pay a price per unit that 

reflects the marginal cost of production (Begg et al., 2003). The fixed part of the tariff 

allows the monopoly to recoup the fixed costs without affecting the marginal quantity 

demanded. This method is feasible for some utility services e.g. water and telephone, 

where customers are not likely to opt out of the service because of the standing charge 

incurred.

One option that is used by some governments is to ensure that a monopoly produces 

at the socially efficient level (Q2) at the price of P2 . The government also subsidises 

the monopoly so that the losses incurred by producing at such a level can be covered. 

When this option is taken, the government is likely to demand greater control of the 

monopoly, usually through the nationalisation of the service.

2.4 Problems of Regulating Natural Monopolies

The theories on handling the natural monopolies discussed above may not be easily 

adopted in actual situations. For example, it is difficult to ensure that costs are 

actually minimised. Unnecessary high costs can be added to the average cost, making

17
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the requirement that the monopoly produces at average cost literally futile. Similarly, 

the same cost additions can result in higher standing charges in a two-part tariff 

system, or a higher government subsidy requirement. Subsidy also raises the issue of 

managerial incentives. Since subsidy will finance any losses incurred, there are no 

incentives for managers to minimise costs (George et al., 1992).

However, a monopoly may not necessarily act like one in all situations. The theory of 

contestable markets suggests that what is crucial in determining price and output is 

not whether an industry is a monopoly or competitive, but whether there is the real 

threat of competition (Sloman, 2001). In a perfectly contestable market, the costs of 

entry and exit by potential competitors are nil. In this case, a firm already in the 

market will keep its prices down, and earns normal profits, and will also produce as 

efficiently as possible. Failure to do so will attract potential competitors into the 

industry.

In a monopoly, the barriers to entry (e.g. due to economies of scale) prevent new 

entrants into the industry. However, a prospective firm may be willing to enter the 

market if it feels that it will be able to produce more efficiently than the existing 

monopoly. The existing firm, knowing this threat will be forced to produce as 

efficiently as possible, and charge a reasonable price so as to only earn normal profit 

(Sloman, 2001). Therefore, in a perfectly contestable market, an industry with 

increasing returns to scale (or other characteristics of a natural monopoly) might settle 

at the point where entry was free but did not occur, and where the incumbent 

monopolist kept price at the level of average cost, and not making abnormal profits 

(Baumol et al., 1982). Sloman (2001) suggests that the more contestable the market, 

the more will a monopoly be forced to act like a firm under perfect competition, 

bringing the 'best of both worlds' for consumers. Low costs through economies of 

scale can be achieved with the threat of potential competition.

This theory is applicable in many currently regulated natural monopolies. For 

example, the possibility of new gas suppliers (actual and potential competitors) 

entering the market may force an existing company to operate as efficiently as 

possible and price its charges at the appropriate level.
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It should be noted that the position of a natural monopoly could also change as a 

result of technological development. In this case, a natural monopoly's position can 

be weakened by the industry's ability to include a new entrant without the necessity to 

construct costly infrastructure networks (Baldwin and Cave, 1999). This was evident 

in telecommunication and energy sectors, where wireless technology and a national 

grid network contributed to the highly competitive industries of what used to be 

assumed natural monopolies. On the other hand, the nature of the distribution system 

of the water industry (e.g. difficult to set up a 'national-grid like' network to transport 

water uphill) dictates that the natural monopoly characteristics of the industry are less 

likely to change, and competition in this industry is subtler, and less apparent to the 

general public.

The theory above shows that a monopoly may not necessarily adopt a profit- 

maximising policy. Apart from profit maximisation, firms may have other goals, as 

laid down by Cyert and March (1963). For example, firms may opt for a production 

goal, i.e. targeting a production level that does not fluctuate greatly, or one that falls 

below the firm's acceptable level. This ensures stable employment and more 

predictable schedule and costing. Alternatively, a firm may choose to put its inventory 

goal above profit maximisation. In this case, the level of inventory is maintained 

above a certain minimum level, serving the convenience of customers and the firm's 

sales employees. A third option is aiming for a market share goal, especially where 

market growth is important. A company's strategy may therefore be to forego profit 

maximisation for larger market share in the long term. Similar to the market share 

goal, a sales goal means that the firm's target is expanding sales, in order to maintain 

the company's competitiveness (Cyert and March, 1992). A sales maximisation target 

can also be the result of managers' dependence on the size of sales (e.g. paid on 

commission, or sale-related bonuses) rather than profits. However, a sales 

maximisation goal cannot ignore profit concerns altogether, since profits need to be 

kept at a certain minimum level to finance investment (Baumol, 1967). These aims 

may result in a contradiction between price and output (Hay and Morris, 1979). For 

example, a lower price as well as higher output may be required if a firm's goal is to 

target for larger market share. On the other hand, a profit goal will require a higher 

price, but not necessarily more output.
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These aims are in a sense aspirational, i.e. the firm does not maximise, but rather it 

'satisfices' with regard to these different aspirations (Cyert and March, 1992). A goal 

may surface as a result of having to deal with a problem, e.g. a falling market share 

due to new competitors in the business may prompt a company to aim for regaining 

the lost share, therefore putting aside the profit maximisation motive, at least for the 

time being. On the other hand, there may be resources available in the company that 

are not utilised to its full potential, which can be used to satisfy a target without 

prejudicing other goals. For example, a low performing sales team can be made to 

perform better to achieve a company's sales goal without affecting the company's 

other goals.

Another possible setting for a monopoly to behave similarly is when it exists as a not- 

for-profit enterprise. The term not-for-profit enterprise is sometimes interchangeable 

with non-profit enterprise, although the latter tend to be more widely used when 

describing a charitable institution. The term not-for-profit enterprise is more 

appropriately used by organisations that charge its customers for its goods or services 

(unlike charitable organisations which depend on donations). These include some 

public utilities, educational establishments and medical facilities that operate without 

shareholders, and potentially without the profit motive. In both cases, the enterprise 

cannot distribute residual profits and cannot issue exchangeable or non-exchangeable 

claims to profit (Ricketts, 2002). Hansmann (1981) differentiates these two groups of 

organisations by describing them as commercial non-profit enterprises and donative 

non-profit enterprises (Hansmann, 1981).

Milgrom and Roberts (1992) point to several concerns associated with not-for-profit 

firms. Since a not-for-profit organisation is not owned by individuals with financial 

interests, the incentive for cost control is missing. The decision makers (i.e. the 

management or the employees) may be able to appropriate income, although not 

directly. This is done, for example, through high salaries or various perks. Milgrom 

and Roberts also suggest that the competitive pressures from the output and input 

markets and from the market for corporate control are weaker in not-for-profit. This 

can reduce the ability to opt for the most efficient providers of goods and services, as 

donors who provide revenues are unable to monitor their use cheaply. Although 

Milgrom and Roberts were referring to mainly charitable organisations, it is equally
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applicable to commercial non-profit firms described above, where consumers have 

very little control over the cost of providing the goods or services.

A recent example of the lack of confidence in a not-for-profit structure is the decision 

by the National Lottery Commission to reject Richard Branson's People's Lottery 

proposal in 2000, citing the uncertainty in achieving sales target and greater risks in 

terms of financial soundness and costs. This was despite the Commission 

acknowledging that the scheme could see more money go to charity (BBC News, 

2000).

Similar arguments with regard to control exist within the issue of separation of 

ownership and control. The separation of ownership and management control has 

some advantages. It is not practicable for large companies to involve their many 

shareholders in the company's management. Authority needs to be delegated to 

managers, therefore separating the ownership of the companies from the management 

(Brealey and Myers, 2000). This leads to a suggestion that shareholders are owners of 

the firm but are no longer in a position to exercise control over the use of the assets 

(Ricketts, 2002). While the benefit of this separation is acknowledged, it also creates a 

conflict between shareholders' and managers' objective. More importantly, it is 

acknowledged that due to wide dispersion of share ownership (especially in large 

firms), some of these companies do not have clear individuals or a defined group that 

can control the way the company is managed (Berle and Means, 1932). However, 

George et al (1992) argued that this argument can be misleading, and that the 

percentage of votes needed to exercise control may be much lower than the 

percentages used to identify 'owner-controlled' firms. In some cases, individuals or 

groups with as little as 2 percent of a company's shares may be able to maintain 

control over the managers. Institutional shareholders such as banks, pension funds and 

unit trusts can also decide to change their normally passive attitude towards 

companies that do not perform satisfactorily (Nyman and Silberston, 1978). Although 

small shareholders may not be able to exercise effective control, managers in large 

companies are still likely to be subject to some degree of ownership control, e.g. by 

institutional shareholders discussed above.
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These concerns will be discussed in detail in later chapters, as the not-for-profit 

structure created by Glas Cymru raised similar arguments.

2.5 The UK approach

As discussed above, the post-war (post 1945) approach in dealing with natural 

monopolies was to turn towards public ownership, hoping that a public body would be 

more socially accountable than a private one. This involved the creation of statutory 

monopolies with explicit non-monopolistic behaviour objectives (Vickers and 

Yarrow, 1985). However, public ownership in the post-war era faced the problem of 

political decision-making interventions, which were sometimes contradictory, e.g. to 

keep the price down at one time, or later to increase the price when squeezed by the 

public sector borrowing requirement.

The later Conservative Government (1979) took the solution of privatisation and 

regulation, although George et. al. (1992) concluded that the ownership (whether 

public or private) by itself was not an adequate solution to the natural monopoly 

problem. Similarly, Begg et al (2003) also stressed that loss-making nationalised 

industries did not mean that they were not minimising costs or that they were 

producing the wrong output from society's viewpoint. This was because both public 

ownership and regulated private ownership involve a high level of outside 

involvement in decision-making.

2.6 Thatcherism and Privatisation

The return of the Conservative Party into office in 1979 marked the beginning of 

radical programmes of deregulation, denationalisation and privatisation. All previous 

Conservative governments had been committed to de-nationalisation, and the 

Conservatives' election manifesto clearly stated the party's intention to return some
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industries to private ownership. Although there was no mention of privatisation in the 

manifesto, the Thatcher government embarked on several phases of privatisation 

programmes.

2.6.1 Privatisation - the theories

According to Peter Drucker, "....... the best we get from government in the welfare

state is competent mediocrity", and that "more often we do not even get that; we get 

incompetence". Government, according to Drucker, is a poor manager - good at 

making decisions, but not at executing them. Drucker believes that government ought 

to "reprivatise", i.e. returning as many activities as possible to the private sector 

(Drucker, 1969). This view becomes the general justification for privatising a state 

institution - for efficiency and competence.

Generally, privatisation involves the creation of a Companies Act Company and the 

subsequent sale of at least half of the shares to private shareholders (Beesley, 1997 

p.26). It is therefore, a move from government to private ownership, and naturally a 

reduction in the regulatory role of government (Feigenbaum et al., 1988 p.5).

A clear-cut privatisation is the direct transfer to the private sector of total policy 

responsibilities. The general public are mostly affected by this, and therefore are more 

responsive to the development in the privatisation processes. The privatisation of 

utilities are very widely publicised because of this reason.

There are also one-off transactions which, although affecting the public, do not affect 

them continuously in the long run. An example is the sale of publicly-owned tangible 

assets. One of the first 'privatisation' exercises by the Conservative Government was 

the sale of publicly-owned council houses to individual tenants.

A type of 'part-privatisation' is the contracting out of public service implementation 

to private agencies. This method is apparent in some services within the National 

Health Service and some local authorities (e.g. for refuse collection). Although the 

tasks are privatised, the authorities still retain the public responsibilities.
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A less obvious method was the abolition or severe curtailment of public services 

where the private sector may be capable to provide. This is done in anticipation that 

the private sector will fill the gap in the services. The government may also squeeze 

the financial resources of public-funded bodies, making them more financially 

independent and accountable. The development in the stringent borrowing 

requirement in the water authorities (the reduction of the external financial limit) 

could illustrate the gradual development towards full privatisation.

2.6.2 The Objectives of Privatisation

The Conservative Government initially used privatisation as a method to directly 

increase revenue and improve (reduce) the Public Service Borrowing Requirement 

(PSBR) without the unattractive option of raising taxes (Feigenbaum et al., 1988 p71). 

However, there are other objectives of privatisation, although they may not be highly 

intentional. Privatisation helps reduce the government's involvement in the decision 

making of industry. Subsequently, the industry is able to raise funds from the capital 

market on commercial terms, an option not available as a government body.

Privatisation also promotes wider share ownership. Politically, this can translate into 

wider support from the people. Greater support from the people can also be achieved 

by employee share participation. All this creates an enterprise culture among 

employees as well as the general public (Beesley, 1997).

After the weak performance of most nationalised industries, privatisation in the UK 

was seen as an opportunity to improve efficiency through competition, which would 

be translated into better benefits to customers (Yarrow, 1986).

One other objective of privatisation was to curb public sector union power, which was 

very influential, and capable of causing political and economic damage. A direct 

approach to handle this issue was through trade union legislation, but privatisation 

inevitably led to redundancies and fragmentation of industries through contracting-out 

practice, making the bargaining power of the workers less effective (Pollitt, 1999).
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The immediate concern of the new Conservative Government was to reduce the 

Public Sector Borrowing Requirement (PSBR). It was seen that selling public assets 

would be politically easier than cutting public expenditure or raising tax (Feigenbaum 

et al., 1988). The major development in the privatisation programme was the 

controversial decision to privatise water and electricity industries in 1989 and 1990 

respectively. All major privatisation exercises, (in chronological order) are as shown 

in Table 2.2:-
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Table 2.2: Chronology of major privatisation

Year

1979-87

1981-85

1981-85

1982

1981-82

1982-85

1983-84

1984-93

1984

1985-86

1986-89

1988-91

1987

1987

1987-88

1988

1989-90

1989

1990

1991

1992-93

1993

1994

Nationalised Industry sold

British Petroleum

British Aerospace

Cable & Wireless

Amersham International

National Freight Co.

Britoil

Associated British Ports

British Telecom

Enterprise Oil

British Shipbuilders (part)

British Gas

National Bus Co. (part)

BAA

British Airways

Rolls-Royce

Royal Ordnance

British Steel

Rover Group

Harland & Wolff

Short Brothers

Water companies

Regional electricity companies

Electricity generating companies

Scottish electricity companies

BT secondary share sale

Northern Ireland Electricity

BT secondary share sale

British Coal

British Rail

Activity

Oil

Aircraft

Telecommunications

Nuclear Medicine

Road freight services

Oil

Port Services

Telecommunications

Oil

Shipbuilding

Gas

Road passenger services

Airports

Airline

Aircraft Engine manufacture

Weapons manufacture

Steel

Motor vehicle manufacturer

Shipbuilding

Aircraft manufacture

Water

Electricity

Electricity

Electricity

Telecommunications

Electricity

Telecommunications

Coal Mining

Railways
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Employment in nationalised industries fell after 1979 when more and more industries 

were privatised, and employees were transferred to the private sector. In 1979, there 

were 1.8 million employees in nationalised industries. The figure was almost halved 

in 1986, at just over 1 million workers. By 1998, there were just over 300,000 

employees serving nationalised industries. This is shown in Figure 2.3 below.

Figure 2.3: Employment in Nationalised Industries

1971 1974 1977 1980 1983 1986 1989 1992 1995 1998

Year

Source : HM Treasury website : www.hm-treasury.gov.uk

As the size of nationalised industries reduced, the contributions by the industries to 

the GDP of the country also fell considerably. In 1977, Public Corporations 

contributed almost 10% towards the GDP. Ten years later (1987), it was in fact just 

over 5% of the total GDP. It reached the lowest point in 1991 at 2.55% of the GDP. In 

the following years the percentage increased marginally due to the recognition of the 

NHS trusts as Public Corporations. Figure 2.4 illustrates, in percentage terms, the 

contributions of Public Corporations towards the GDP.
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Figure 2.4: Percentage of GDP contributed by Public Corp (1977-1996)

Year

Source: Adapted from HM Treasury website : www.hm-treasury.gov.uk

Some critics pointed out that privatisation now formed a mirror image to 

nationalisation in 1945. While the Morrison prescription believed that removing the 

profit motive would make an industry be trustworthy towards the public interests, the 

Thatcherite formula advocated that greater competition would force an industry to 

operate efficiently, to the benefit of the public.

Although some privatised institutions faced immediate competition (e.g. British Steel, 

Cable & Wireless), some were privatised as a monopoly (e.g. water, electricity). This 

gave rise to the issues of regulation and competition in privatised industries. Although 

each industry had its regulator to oversee the operation, there had been controversies 

regarding the stringency or leniency of the regulators when dealing with the relevant 

companies.

2.7 Regulation

Regulation is defined as the various rules set by governments or their agencies which 

seek to control the operations of firms (Griffiths and Wall, 2001). It works as a 

mechanism to deal with market failure. Market failure occurs when, among others,
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there is asymmetric information, i.e. where information is withheld from consumers 

by the firms. Regulation is also required when dealing with public goods, which may 

also involve monopoly firms. Littlechild in his report on regulation of British 

Telecom identified that regulation was needed as a protection against monopoly. A 

monopoly's sheltered market position would drive it to be inefficient in production - 

costs are not minimised, and market power can be used to increase prices above the 

level of marginal costs (Littlechild, 1983).

Littlechild put forward three options to regulate British Telecom (and later applied for 

other industries as well). The first option was the rate of return regulation, widely 

used in the United States. This method involved regulating the profits on the basis of 

an allowed return on the regulated firms' capital assets. However, this method, 

although easy to administer, gave a perverse incentive for the firms to both increase 

capital assets and not to reduce costs. The second option was to use an output related 

profits levy, where a decreasing tax rate is applied as output rises, so that firms 

involved would be encouraged to produce more in order to maximise profits. The 

third option (which was adopted by the government to regulate British Telecom and 

other privatised utilities) was the tariff reduction scheme or RPI-X. In this case, a 

maximum price that can be charged is set by the government/regulator, taking account 

of the rate of inflation, minus some X factor which reflected future expectation of the 

productivity growth. This method was chosen as, unlike the rate of return regulation, 

this method gave the incentive for companies to minimise costs in order to obtain 

greater profits over and above the price set by the regulators.

Regulation was also needed to balance between short-term economic efficiency and 

long-term need for investment in innovation. Too much emphasis on short-term 

efficiency would lead to a lack of investment in the development of new innovation in 

the industry. The regulatory framework also needed to ensure that the costs to comply 

were minimised, and that the regulations would not put unnecessary pressure on the 

industry.

Regulation could also play its part in promoting competition, especially at the infancy 

stage of privatisation. Regulatory bodies set up at privatisation were, among others, 

meant to ensure healthy competition in respective industries. Where possible,
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competition is introduced to the relevant industries, coupled with deregulation. When 

competition is not feasible, greater regulatory regime is needed in the industry. This 

can be seen in the application of various regulation/competition mixtures in the 

privatised industries. The electricity and gas industries, for example were able to 

become highly competitive, leading to substantial deregulation in the industries. The 

water industry on the other hand, remains a regional natural monopoly and requires 

more permanent regulation, hence the maxim 'Competition where possible, regulation 

where necessary' (Maloney, 2001). This chapter now looks at the different levels of 

regulation and competition that were applied in different industries - i.e. 

telecommunication, gas, electric and water.

2.7.1 Telecommunication

The development in the privatisation of British Telecom demonstrated the way the 

government dealt with promoting competition while at the same time regulating the 

industry. Prior to the privatisation of British Telecom, Cable & Wireless was sold off 

(in stages from 1981 to 1985). Cable & Wireless was more involved in overseas 

activities, and therefore managed to escape public scrutiny and political intervention. 

On the other hand, the privatisation of British Telecom in 1984 was the first 

privatisation involving a public service, and attracted more attention with regard to 

competition and regulation.

Prior to privatisation, British Telecom was first separated from the Post Office under 

the British Telecommunication Act 1981. As a public corporation on its own, British 

Telecom still retained the monopoly to run the UK telecommunication network. 

However, the Act marked the beginning of some competition to be introduced in the 

industry.

In 1982, Mercury Telecommunication (largely owned by Cable & Wireless) was 

given the license to build and operate an independent network, and started its 

operation a year later in the City of London. When British Telecom was privatised in 

1984, its competitor was already in place. The duopoly of British Telecom and 

Mercury was maintained for seven years. Apart from issuing a small number of
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licenses for cellular telecommunication services, BT and Mercury enjoyed the 

duopoly in fixed-link operation until 1990, when the government felt that more 

competition could be introduced. The Duopoly White Paper in 1991 was determined 

to end this duopoly, and also to give more freedom to cable operators. More licenses 

were issued following this, and the industry started to work out the interconnection 

system between them (Armstrong et al., 1994).

In 1996, the entire telecommunications market was opened to entry. Competition 

developed in almost all aspects of the industry. This liberalisation was partly due to 

the advanced and rapid technological development, as well as the anticipation to face 

up to the similar liberalisation in European telecommunication.

Under the Telecommunication Act 1984, an independent regulatory body (Office of 

Telecommunication - OFTEL) was also created. OFTEL played a major part when 

BT and Mercury failed to agree on the interconnection terms between the two 

companies, by ruling that there should be full interconnection between the two 

systems. Subsequently, OFTEL was also involved in regulating anti-competitive 

behaviours in the industries. Being one of the first industries experiencing full-scale 

privatisation and competition, the industry was faced with various unique situations 

not previously encountered.

2.7.2 Gas

Prior to the privatisation of British Gas Corporation in 1986, only gas production was 

open for competition. When privatised, British Gas operated as a publicly-owned, 

vertically integrated, transporter and supplier of gas. British Gas was privatised 

virtually as a monopoly, in order to speed the transaction and maximise the sale 

proceeds. The gas market was separated into three segments:-

a. The wholesale market

Gas was traded between producers, traders, British Gas and independent 

suppliers

31



Chapter 2: Dealing With Natural Monopolies in the UK

b. The contract market

Gas was supplied to large customers by British Gas or independent suppliers 

c. The tariff market

Gas was supplied to small consumers by British Gas only

The opening in the wholesale and contract market was intended to reduce the 

traditional dominance of British Gas, thereby promoting efficiency. Competition in 

the general consumer market was thought to be not feasible at the time.

The industry regulator that came with this privatisation was the Office of Gas 

Services - OFGAS (merged with the Office of Electricity Regulation - OFFER in 

1999 to form Office of Gas and Electricity Markets - OFGEM).

Although the wholesale and contract market was open to competition, the nature of 

the industry allowed British Gas to control new entrants. Since British Gas controlled 

the entire pipeline system and held long-term gas supply contract with producers, it 

was able to retain its position. The competitors did not own the pipelines or 

transmission facilities, and British Gas took this advantage to exploit its dominant 

position. In 1989 OFGAS introduced the 90:10 rule, prohibiting British Gas from 

contracting out more than 90 percent of gas deliveries from any field on the UK 

continental shelf. This ruling forced producers to market at least 10 percent of their 

gas to independent suppliers. This gave the opportunity for other companies to get the 

supply of gas for them to sell. British Gas was also required to publish schedules of 

gas tariffs for contract customers, and not discriminate by means of pricing of supply. 

The company was also required to publish rates at which it would be willing to offer 

third party access to its pipeline (Armstrong et al., 1994).

This ruling was further enhanced when OFGAS required British Gas to release more 

natural gas to independent suppliers, as well as to separate its gas supply and pipeline 

transportation businesses. This ruling was the outcome of the proposal of Office of 

Fair Trade (OFT) in 1991. This resulted in the creation of two divisions - British Gas 

Energy and British Gas TransCo. British Gas continued to work out a more permanent 

structural change in view of further liberalisation in the industry. In 1996, it split its 

asset into two companies - Centrica (for gas production, sales and supply business),
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and BG pic (for transportation and storage business). The 'demerger' process was 

completed in 1997'.

The relationship between British Gas and OFGAS was not good during the initial 

privatised period. A number of issues were brought to the Monopoly and Mergers 

Commission (MMC). British Gas looked at the regulator's action as mainly intrusive 

on its business, especially when further negotiations on the appropriate tariff rate for 

third party access were initiated. The British Gas experience showed that the 

development of competition in an industry still needed the support of appropriate 

industry structure and regulation to protect new entrants from the incumbent. 

Liberalisation must be accompanied by open access to gas supplies, and to the 

transportation network for the delivery of the gas (Armstrong et al., 1994).

OFGAS merged with Office of Electricity Regulation (OFFER) in 1999, and renamed 

'Office of Gas and Electricity Markets (OFGEM). OFGEM regulates the on-shore gas 

industry by granting licences. It also put a price cap on Transco, the monopoly gas 

transportation company. Although the supply and retail market is fully competitive, 

OFGEM imposed an initial price control on British Gas Trading, which still captured 

almost three quarters of the market at the time of liberalisation.

The Competition Act 1998 and the Utilities Act 2000 also helped to open the industry 

further. Since 1999, all customers, including domestic consumers have been able to 

choose their gas supplier.

2.7.3 Electricity

The British electricity industry developed in an uncoordinated and decentralised 

manner until 1926. The creation of a central grid through the Central Electricity Board 

succeeded in sorting out the industry into a more manageable structure. It was hoped

1 In December 1999, BG pic completed the financial restructuring, which resulted in the creation of a 
new parent company - BG Group pic. In October 2000, the shareholders of BG Group pic approved the 
demerger of Lattice Group pic, the new holding company of Transco, the gas transporter.
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subsequently that the distribution companies would go into voluntary mergers, but 

this failed to materialise. The industry was nationalised in 1947, when the government 

felt that it was the only way to impose a sensible co-ordinated distribution system. 

From this point, generation and transmission of electricity was done through a 

vertically integrated monopoly - the Central Electricity Generating Board (CEGB). 

CEGB sold electricity in bulk to 12 area distribution boards, each serving a closed 

supply area.

Under the Thatcher government, the temptation to privatise the electricity industry 

was overwhelming, especially after other successful privatisation in other industries, 

and the success of private electricity operations in Europe and the United States. 

CEGB was also seen as inflexible, bureaucratic, secretive and largely out of political 

control (Armstrong et al., 1994).

The Electricity Act 1989 became the legislative framework for the privatisation of 

electricity. Throughout 1990 -1992, 12 regional electricity companies were created, 

replacing the respective Area Boards. CEGB was divided into four companies - 

National Grid Company (ownership and operation of transmission system), PowerGen 

and National Power (fossil-fuelled generators). Nuclear Electric (nuclear power 

stations) remained in public ownership until 1996.

Effectively, privatisation separated the industry into four activities - generation, 

transmission, distribution and supply.

Similar to other industries, the Electricity Act 1989 also created a system of 

independent regulation - the Office of Electricity Regulation (OFFER). The regulator 

was expected to ensure that competition developed smoothly and effectively. Where 

competition was inappropriate, there should be adequate safeguards for the 

consumers. OFFER was merged with OFGAS to form the Office of Gas and 

Electricity Market (OFGEM).

Similar to the gas industry, the electricity industry became more competitive in 1999 

when all household customers had the option to choose their own suppliers (Vickers, 

2002).
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2.7.4 Water

Water supply and sewerage services were initially provided by a mix of privately 

owned Statutory Water Companies and local water boards run by local authorities. 

This was the result of various individual Acts of Parliaments setting up the water 

companies, and government reorganisations of small water undertakings. The Water 

Act 1973 set up 10 water authorities, with each authority having their own planning 

and control over the uses of water within the areas. The water authorities were also 

responsible for the regulation and management of the use of water, the utility 

functions of providing clean water, sewerage and sewage treatment and disposal and 

environmental function.

Having narrowed down the number of water suppliers to ten water authorities, 

privatisation of water was much easier to accomplish. The Water Act 1989 finalised 

the statutory framework to privatise these ten water authorities. These ten companies 

were known as the Water and Sewerage Companies. At the same time, the remaining 

29 Statutory Water Companies were given the freedom to convert to pic or limited 

company status. These companies were known as the Water Supply Companies (they 

did not provide sewerage services).

The regulatory aspect of water and sewerage treatment services is handled by the 

OFWAT, to ensure the good quality, efficient service and fair price of water supply 

and sewerage services provided by the privatised companies. As the economic 

regulator of the industry, OFWAT sets the price limit that the companies can charge. 

OFWAT also undertakes activities to encourage effective competition and efficiency 

in the industry.

In 1993, the OFWAT National Customer Council2 was launched. It represents all 

water customers at the national and European levels.

Despite privatisation, the companies operated as monopolies in their respective 

geographical boundary. Although the framework for competition was set out in the

' Now known as WaterVoice
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Water Industry Act 1991, it was only in 1995 that the government started the plan to 

introduce limited competition into the industry through inset appointments. Under this 

arrangement, the Director General of OFWAT was authorised to grant inset 

appointments, where a new supplier operates under a licence within the area of an 

existing undertaker. This marked the beginning of competition, with water companies 

crossing their geographical boundaries. The first inset appointment was granted in 

1997, where Anglian Water replaced Essex & Suffolk Water as the supplier to a large 

user. Similarly, in May 1999, Albion Water (Shorton) Limited supplied a large user in 

North Wales, replacing DCWW.

Further liberalisation was brought by the Competition and Service (Utilities) Act 1992 

and the Competition Act 1998 (came into effect on 1 st March 2000). Now, companies 

have a duty to allow connections to their water mains from outside their areas. This 

allows domestic customers to receive water from any licensed supplier. Water 

suppliers have also developed ways to deal with the issue of common carriage. As the 

geographical boundaries have been broken down, a service provider will need to share 

the use of another's assets, e.g. the pipe network. The Competition Act 1998 gave 

wider scope for common carriage - where a refusal of an incumbent supplier to allow 

common carriage, or the imposition of unreasonable terms for access can amount to 

an abuse of its dominant position. Although this legal framework is in place, it only 

exists in theory as far as the water industry is concerned. The nature of the water 

industry prevents the cross-boundary supply of water, unlike gas and electricity 

supply.

2.8 New Labour

The privatisation programmes adopted by the Conservative Government throughout 

1980s and 1990s had gone to the extent that it would be almost impossible to reverse 

the situation. Previous Labour Governments sometimes opted to re-nationalise the 

industries, as shown in the steel industry (Abromeit, 1986). As an opposition to 

privatisation, the new Labour Government found itself inheriting the privatised 

industries, with a very slim possibility of reversing the trend. The situation this time 

was unique, since the industries had gone beyond mere denationalisation, and into
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privatisation, full competition and liberalisation. This time, re-nationalisation was no 

longer an option for Labour. The cost to re-nationalise some of the industries would 

be too high, and would require considerable political will to implement. When the 

Labour Party won the election, the stock market value of privatised companies stood 

at £70 billion. In addition, the dominant shareholders of the companies include 

various funds, which hold pensions and insurance policies of the general public (Hain, 

1995). The present Labour Government seems to be more at ease with privatised 

institutions, especially in the face of European liberalisation.

The general public recognised the fact that privatisation brought cheaper prices in 

some industries, especially utilities, and may not have given support to any proposal 

to re-nationalise these industries. On the other hand, bad experience and publicity 

with some other industries, e.g. the railways and the steel industry, can stir public 

support for some re-organisation, if not total re-nationalisation.

While acknowledging free market economics in the industries, the government 

approached the issue of social responsibility and regulatory frameworks in the agenda.

The new government identified what it viewed to be deficiencies in the way 

privatisation was implemented. It pointed out that most assets were sold too quickly 

and cheaply. Also, regulatory regimes were initially too lax because the previous 

government had over-estimated the expected efficiency gains, allowing privatised 

institutions to make huge profits. The regulations did not provide enough incentives to 

promote better services. Based on this, the government first imposed a Windfall Tax 

on the excess profits of the privatised utilities (H M Treasury, 2000).

One of the criticisms made by the present government of the previous Conservative 

Government was that many privatisation programmes maintained the monopoly 

characteristic of the industries. The government believed that there was not enough 

competition in the industries, and the existing regulations did not play their part as 

substitutes for the market forces (H M Treasury, 2000). However, only five years 

earlier, Peter Hain, then Labour MP for Neath insisted that 'attempts to break up 

successful monopolies should be resisted, for they provide the only means of 

guaranteeing the universal service at a uniform price. They also enable government
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to promote strategic policies through these key industries, so allowing the national 

interest to be prioritised. Potential abuses of monopoly power could be curbed by a 

reformed regulatory system' (Hain, 1995).

The utility review in 1998 identified some changes to be introduced. This was 

followed by the Utilities Act 2000, with particular attention given to the electricity 

and gas industries. The attention was concentrated towards setting a new framework 

for regulatory guidance on how the industries should contribute to its social and 

environmental objectives. The regulators were given a new primary statutory duty to 

protect the interests of consumers. Regulators and companies were required to 

develop an action plan to ensure disadvantaged consumers benefited from improved 

efficiency, choice and fairness. Disposing with the Conservatives' 'safety net' policy 

to deal with social issues arising from privatisation, New Labour had intervened 

directly in the operation of the regulatory framework (Jones, 2000).

It is now obvious that the new Labour Government has departed from the policy of 

nationalisation. However, there seems to be greater intervention in the operation of 

regulatory framework (Jones, 2000).

Due to the need to align the competitive policy in Britain with that in Europe, the 

Competition Act 1998 was passed. This act played an important role to bring the UK 

industries to the European competitive standards and requirements. The Act prohibits 

anti-competitive behaviour and any form of abuse of a dominant position. The 

Competition Act 1998 and the Utilities Act 2000 are two important legislative 

developments in Britain that helped the industries to move towards a more 

competitive environment, largely seen in the utility industries like electricity and gas.

Labour's massive opposition to privatisation while in opposition had been watered 

down, especially with the need to increase welfare spending and to abide by the 

previous expenditure limits. Although Labour had earlier opposed the idea to privatise 

National Air Traffic Control and London Underground, its Public Private Partnership 

(PPP) scheme for both organisations was dubbed as privatisation, despite the 

government stating that it is not so. Feigenbaum used the term 'reluctant privatisation' 

to describe the government's approach (Feigenbaum et al., 1988).
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2.9 Conclusion

The historical background of the UK policies towards various industries, including 

natural monopolies shows that the actions taken by the government at certain times 

might not necessarily be prompted solely by political ideologies. Some past 

developments demonstrated that practical and technical reasons could outweigh the 

political stand of the government in office. For example, the amalgamation of the 

Railway Network by the Conservative Government in the 1920s showed the need at 

the time of a more manageable industry at the time. Similarly, the Public Private 

Partnership scheme of the current Labour Government also shows the change in 

government approach and outlook over time on the way to deal with various 

industries.

As a result, these industries went through different stages of nationalisation, 

privatisation and different ways of being regulated.

The different degrees of competition and regulation also affect the way each industry 

is managed. Where competition is feasible, privatisation is normally followed by 

liberalisation or deregulation of the industry. This has been evident in the 

telecommunication, electricity and gas industries. The special, natural monopoly 

nature of the water industry, however, remains inherently the same. Despite the 

Competition Act 1998 which brought a greater degree of liberalisation to the 

electricity and gas industry, the application of the legislation to the water industry is 

very limited. The nature of the water industry, e.g. having no 'national grid', as well 

as the high cost to transport water nationally, makes it difficult to introduce 

competition. Added to these facts, the water industry is also faced by health and 

responsibility issues, making it important that one organisation responsible for the 

whole stage of water supply (from source to tap). This is unlike the electricity and gas 

industry that have been split up, creating competition at various levels of the industry. 

Domestic water supply is also charged mainly according to the rateable value of the 

property. Water meter is limited to new properties and customers who opted for it. In 

a competitive industry, this would create the issue of pricing as well as the possible 

problem of 'cherry-picking' among the companies.
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These issues show that the water industry is likely to remain a regional monopoly. 

The scope for competition is limited, and therefore it will remain in a regulation-led 

environment. Being a privatised monopoly in a highly regulated structure makes the 

water industry particularly appealing for this research. Chapter 3 looks at the water 

industry in more detail, and compares the way the industry is run in England and 

Wales with the approach used by other countries.
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CHAPTER 3; 

WATER INDUSTRY IN ENGLAND AND WALES

3.1 Introduction

The water industry in England and Wales has gone through various structural and 

managerial changes. The industry started out as private businesses, was later (to a 

certain extent) municipalised, and then returned to private ownership. Major 

reorganisations occurred in 1973 when the water industry was restructured through 

regionalisation, and again in 1989 when it was privatised, and regulated as a regional 

monopoly (Maloney and Richardson, 1995).

Chapter 2 has delved into the history of British utility industries that have gone 

through the processes of nationalisation, privatisation, and various regulatory 

approaches. It has established that, while some industries were met with competition 

and deregulation after privatisation, the water industry remains highly regulated due 

to its natural monopoly nature.

This chapter discusses specifically the water industry in England and Wales. When 

the industry was privatised in 1989, the issue of regulation and competition became 

more prominent, as a more permanent regulatory regime was needed for this natural 

monopoly. The regulatory framework itself is discussed in the second part of this 

chapter. The third part of this chapter discusses the way water is managed in some 

other countries, including Scotland and Northern Ireland, to give a better perspective 

and comparisons to the way water can be managed.

3.2 Background

In the late 19th and early 20th century water was supplied to the British public by 

private companies, incorporated under individual Acts of Parliament. London, for 

example, was served by three separate companies - London Bridge, New River and
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Chelsea. As more and more private organisations supplied water to the communities, 

some of them failed to achieve the necessary profit level to make their business 

viable. Parliamentary sanctioned regulation was also unsatisfactory, leading to 

concerns on the safety of private water services. These two factors largely led to the 

municipalisation of water services by local authorities (Maloney and Richardson, 

1995,p7).

Despite municipalisation, the water industry in England and Wales was still highly 

fragmented (Maloney and Richardson, 1995, p21). Although reorganisation and the 

creation of 10 water authorities occurred in 1973, the attempt to create a regionalised 

and integrated system began much earlier in 1944. A White Paper published that year, 

among others, identified the need to work out a national policy, especially with regard 

to the organisation of the industry, and the distribution of water. The White Paper 

became the basis for the Water Act 1945. The Water Act 1945 gave ministers the 

power to compulsorily amalgamate water undertakers, thus creating larger 

organisations with improved economies of scale. Larger units also meant that the 

local government geographic boundaries were broken, as water services were no 

longer contained within each local municipality.

Another major development was the creation of 32 river boards under the River 

Boards Act 1948. These river boards were responsible for pollution control, land 

drainage and fisheries. Although the administration of water supply was unintegrated, 

the number of water undertakings kept falling. The number of water undertakings fell 

dramatically in 1969 after ministerial intervention, using powers under the Water Act 

1945 discussed above. This trend is shown in Figure 3.1 below. These water 

undertakings were originally expected to initiate amalgamation, but when this failed 

to materialise, ministerial power was used to accelerate the process. This succeeded to 

reduce the units from 1186 water undertakings in 1945 to 1030 in 1956, and to 260 in 

1968 (Okun, 1977). The reduction in the number of water undertakings also meant 

that the size of each undertaking was significantly increased. This development 

improved economies of scale - capital and operating costs were reduced, and the units 

thus became more efficient.
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Figure 3.1: Number of Water Undertakings up to 1974 Reorganisation
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A severe drought in 1959 made the government realise that, apart from reorganising 

the water undertakings' structure, there was also a need for an organised control of 

water resource development and abstractions. This led to the Water Resources Act 

1963, which created 29 river authorities out of the existing river boards3 . The river 

authorities were responsible for the management of water resources in their basins or 

groups of basins. The creation of these river authorities was significant, as it 

recognised the hydrological concept of integrated river basin management (which was 

later used as the framework for the 1974 reorganisation). The concept of using 

hydrological boundaries (instead of local government boundaries) as administrative 

units reduced the number of management units, and helped the movement towards an 

integrated management in the future water industry (Maloney and Richardson, 1995,

3 22 river authorities were situated wholly in England, 4 wholly in Wales, and 3 straddling the Anglo- 
Welsh border. They started operation in April 1965, replacing the river boards.
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p25). This was also supported by the technical view from the Institute of Water 

Engineers that water undertakings and sewerage authorities should be related more to 

hydrological boundaries, rather than local government boundaries.

The government also realised that, apart from the increasing demand of water, the 

authorities also would have to deal with increasing effluents requiring treatment. This 

strengthened the necessity to integrate water supply and sewerage services in the 

country. By 1970, water undertakings had been successfully reduced to 198 

(consisting of statutory water undertakings and local authorities). However, there 

were 1300 sewerage and sewage disposal authorities (local authorities or joint boards 

of local authorities). At the same time there were 29 river authorities in England and 

Wales, a number described as excessive by the Central Advisory Water Committee 

(CAWC)4 (Central Advisory Water Committee, 1971).

3.3 The Creation of Regional Water Authorities

The Water Act 1973 marked a substantial reorganisation of the water industry in 

England and Wales. The legislation set up 10 water authorities to control all uses of 

water within the respective river catchment areas. There were 31 Statutory Water 

Companies at the time of the reorganisation. Initially, CAWC proposed that these 

companies be taken over by the regional water authorities to complete the integration 

exercise. However, the Conservative administration, in its commitment to halt or even 

reverse the expansion of the public sector, felt that the nationalisation of Statutory 

Water Companies would have strong symbolic significance (Maloney and 

Richardson, 1995). The Statutory Water Companies were thus allowed to remain, 

undertaking the delivery of water services on behalf of the Water Authorities. The 

retention of Statutory Water Companies was criticised mostly by local authorities, 

which saw their influence in water undertakings being eroded under the new structure

4 The Central Advisory Water Committee (CAWC), in its reports in early 1940s criticised the 
fragmented and unintegrated nature of river management. This led to the creation of 32 River Boards in 
1948. In 1962, CAWC commented on the unintegrated administrative system of water supply and 
recommended the creation of River Authorities. In its report in 1971, CAWC identified that the number 
of River Authorities at 29 was excessive, and that there were conflicts of interest between river 
authorities (which control the sources of water) and the water undertakers (which supply water).
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(although local authority nominees became majority members of the Water Authority 

Boards).

The amalgamation of the water undertakings and the river authorities into ten water 

authorities resulted in vertically integrated institutions (from source to tap). Apart 

from water supply and sewerage services, their responsibilities included water 

conservation, water pollution control, flood control and land drainage (KPMG, 2002).

3.4 Development leading up to Privatisation

The creation of Regional Water Authorities in 1973 was followed by adverse 

economic situations that also affected the water industry. Inflation was high, mainly 

caused by the oil crisis. The International Monetary Fund (IMF) forced the 

government to reduce public expenditure, which in turn introduced higher interest 

rates as a tool of economic management. Anti-inflationary measures led to a 

moratorium being imposed on water service charges. Also, the Water Authorities 

lacked reserves, after inheriting a £2.2 billion debt. This was made worse by the fact 

that extensive capital investment was needed to replace dilapidated water 

infrastructures. Service standards fell as a result of political pressure to keep rate 

levels down. The removal of cross-subsidies5 also led to regional disparities (Maloney 

and Richardson, 1995). All these factors contributed to a bad start to the Water 

Authorities, which increased its charges for 1974/75 by 41%.

Although the integration in the water industry contributed to technical and managerial 

efficiency, the Regional Water Authorities were restricted on their borrowing levels 

and sources of borrowing. Although a cash-limiting mechanism was introduced by the 

Labour Government in the late 1970s, the mechanism was further strengthened by the 

Conservative Government from 1979 onwards. The Water Authorities were subject to 

three external disciplines relating to investment, borrowing and operating costs. The 

Water Authorities had two-part investment targets (set by the Treasury) - the first part

5 Under the Water Act 1973, consumers were to be charged for services they actually received, instead 
of a uniform fee (whether or not the household used the services).
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specified a required rate of returns to be achieved on new investments, and the second 

specified the return on the current value of existing assets. Borrowing was controlled 

by an external financing limit, and any investment above this limit had to be financed 

out of retained earnings. There was also a target for operating costs, used as a tool for 

performance targets. Investment and borrowing constraints forced more investment to 

be financed by internally generated funds, causing water charges to increase 

(Armstrong et al., 1994 p333). The sharp reduction in the external finance limit during 

the 1980s prior to privatisation is shown in Figure 3.2.

Figure 3.2: External Financial Limits for the Water Industry (1981-1988)
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Another setback that aggravated an already constrained industry was the instruction in 

1981 for the Water Authorities to switch from historic cost accounting (where assets 

are valued at their original costs) to current cost accounting (where assets are valued 

at current replacement costs). This change made assets appear larger in value, and 

became significant when the Water Authorities were made to contribute a percentage 

return on their assets (O'Connell-Davidson, 1993 p26).

A seemingly minor reform also took place in 1983. The Water Act 1983 removed the 

statutory requirement that local authority nominees comprise the majority members
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on the Water Authority Boards. By removing the local authorities however, the Act 

gave greater autonomy and imbued the water authorities with a more private sector 

management approach.

Outside the industry, the Government saw successful privatisation of other industries, 

particularly British Telecom. Enlarging the privatisation policy to include the water 

industry became equally appealing, especially when other privatisations demonstrated 

that it would be practicable. Water privatisation was attractive to the government. By 

transferring the industry to the private sector, responsibility and accountability also 

changed hands, saving the government the huge investment needed for the industry 

(and the blame for any increase in bills). The attraction was not just one-sided, as the 

management of the Water Authorities also looked at it as a possibility to break away 

from public sector constraints discussed above. However, this enthusiasm was limited 

to the management who wanted greater freedom. In general, the water industry was 

divided on the issue. Thames Water Authority was in favour of being privatised, 

while Welsh and North West Water Authorities opposed the idea totally (Maloney 

and Richardson, 1995). This division among the Regional Water Authorities actually 

helped the Government to continue with its privatisation programme.

The ten water authorities set up in 1973 became the basis for the privatisation of the 

water industry. The White Paper in 1986 proposed that the Water Authorities be 

privatised almost intact, on the basis that the integrated river basin management 

worked well and should be retained. The Water Act 1989 privatised these 10 water 

authorities, creating the Water and Sewerage pic's. A wholly-owned subsidiary 

company of each pic was appointed as the water and sewerage undertaker for its own 

geographical area. The Government wrote off the industry's £5,028.4 million debt, 

and sold the Water Authorities debt free. Additionally, the industry was given a 

further £1.6 billion 'green dowry' cash injection and other preferential treatments6 . 

The debt write-off and green dowry was made in view of the huge investment that the 

industry needed. The water shares were offered at £2.40.

6 The industry was given concessions relating to new legal requirements, including EC directives, and 

preferential corporation tax treatment.
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Table 3.1 shows the proceeds from the sale of the ten Water and Sewerage 

Companies:

Table 3.1: Sale of Water and Sewerage Companies

Water Companies

Anglian

Northumbrian

North West

Severn Trent

Southern

South West

Thames

Welsh

Wessex

Yorkshire

Total

No. of shares offered (m)

294.7

65.5

355.8

353.6

163.7

122.2

384.2

144.1

102.6

196.5

2182.9

Gross proceeds from 

sale (£m)

707.3

157.2

853.9

848.6

392.9

293.3

922.1

345.8

246.2

471.6

5238.9

Source: PriceWaterhouse (1990)

The costs of water privatisation are shown in Table 3.2.

Table 3.2: Costs (to the Government) of Water Privatisation (£ million)

Proceeds of issue 

Debt written off 

Debentures Issued 

Cash injection 

Net Cost

£5238.9

£(4930.8)

£72.9

£(1571.8)

£(1190.8)

Initially, the Government retained a special share in each of the eight companies. 

Among others, the share enabled the Government to prohibit the holding of 15% or 

more of the shares by any person or entity. This was to prevent any person or entity 

from having control over the water companies during their infancy. The share was
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redeemed by the Secretary of State for the Environment on 31 December 1994 

(Hicks, 1998).

The existing Statutory Water Companies were also appointed as water undertakers for 

their geographical areas, and were given the freedom to convert to pic or limited 

company status. Various takeovers and mergers took place since privatisation. 

However, all ten former Water Authorities still exist in separate entities, each serving 

essentially the same areas they were originally appointed to. More merger activities 

took place among the smaller Water-only Companies. There were 29 Water-only 

Companies at the time of privatisation in 1989, and following various mergers and 

takeovers, they were reduced to 15 companies, excluding one new entrant to the 

industry. The Water only companies are listed below.

Water-only Companies

1. Bournemouth & West Hampshire Water pic (Biwater)

2. Bristol Water pic

3. Cambridge Water Company pic

4. Cholderton & District Water Company Ltd

5. Dee Valley Water pic

6. Essex & Suffolk Water pic

7. Folkestone & Dover Water Services Ltd

8. Mid Kent Water pic

9. North Surrey Water Ltd

10. Portsmouth Water pic

11. South East Water pic

12. South Staffordshire Water pic

13. Sutton & East Surrey Water pic

14. Tendring Hundred Water Services Ltd

15. Three Valleys Water pic

7 The special share held by the Secretary of State for Wales in DCWW was also redeemed, but the 
Company's Articles of Association still prohibited shareholding of 15% or more. This restriction was 
also later removed.
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Other regulated water Company (new entrant after privatisation):

1. Albion Water (Shotton) Ltd

A typical structure of a water company is illustrated in Figure 3.3 below:-

Figure 3.3: The Structure of a Typical Water Company
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3.5 Regulation

Due to the natural monopoly character of the water industry, various regulatory 

frameworks were set up at privatisation. To protect the consumers, economic 

regulation set the price, quality and service levels expected from the water companies.
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3.5.1 Office of Water Services (OFWAT)

The privatisation legislation (Water Act 1989) required the appointment of a Director 

General of Water Services to ensure the water and sewerage companies carry out their 

functions satisfactorily, providing good quality and efficient service at a fair price. 

While protecting customers, the Director General also promotes economy and 

efficiency, and facilitates competition among water companies. The Director General 

ensures that the water companies are able to finance their functions, by securing a 

reasonable rate of return on their capital.

Price control is one of the main regulatory functions of OFWAT, and this will be dealt 

with separately.

lan Byatt was appointed as the first Director General of OFWAT in 1989. He was 

replaced by Philip Fletcher in July 2000.

3.5.2 WaterVoice

A Customer Service Committee (CSC), was established within the area of respective 

Water and Sewerage Companies. It represented the views of customers and 

investigated customer complaints that were not satisfactorily resolved by the 

companies. They were independent of the Water and Sewerage Companies, but were 

organisationally linked to OFWAT.

At a national level, the Director General of OFWAT and the Chairmen of the regional 

CSC formed OFWAT National Customer Council (ONCC). Its role was to formulate 

the views of water consumers on matters of national importance.

CSC and ONCC were later revamped to be seen as more independent from Ofwat, 

and were renamed WaterVoice and WaterVoice Central respectively. This is a step 

towards creating a consumer representative totally independent from the regulator.
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3.5.3 Environmental and Quality Regulators

While OFWAT deals with the economic regulation of the water industry, it does not 

set environmental standards. It does, however, work closely with the relevant bodies, 

which include:-

3.5.4 Environment Agency

The Environment Agency was established by the Environment Act 1995 as a "one 

stop shop" for environmental regulation, incorporating the functions of the National 

Rivers Authority, HM's Inspectorate of Pollution, and local authorities' waste 

regulation responsibilities. Its duties and powers cover water resources, pollution 

prevention and control, flood defence, fisheries, recreation, conservation and 

navigation. It also considers the costs and benefits of new policy and standards. Its 

Environment Protection Directorate includes integrated pollution control and water 

quality (Hicks, 1998).

3.5.5 Department for the Environment. Food and Rural Affairs

The ministry is responsible for issuing licenses for spreading sewage sludge on land.

3.5.6 Bathing Water Directive

One of the European Directives concerning the environmental quality is the Bathing 

Water Directive (76/160/EEC). Compliance with the directive is assessed by DEFRA 

based on the information supplied by the Environment Agency. During the early stage 

of implementation, the UK found it difficult to comply with the Directive, and was 

very often in breach. Maloney describes the UK position towards the European water 

policy as being a 'policy resistor', rather than 'policy innovator' (Maloney and 

Richardson, 1995 pi47). For example, in identifying the bathing areas described 

above, the UK authority in 1979 chose not to define as bathing areas any stretch of
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waters with less than 500 bathers at any on time, and would 'identify' those with more 

than 1500. Those in between (including the beach resort of Blackpool) would be 

'open to negotiation' (Maloney and Richardson, 1995 pi52). This resulted in only 27 

areas being identified as bathing areas in the UK, compared to 39 in landlocked 

Luxembourg. The situation improved in 1987 when the areas identified as bathing 

waters increased to a more realistic figure as shown in the Figure 3.4 :-

Figure 3.4: Coastal Bathing Water in England and Wales 1979 to 2000
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Implementing the Directive meant that sewage waste could no longer be channelled 

into the sea indiscriminately. This involved more costs to water companies after 

privatisation. However, the quality of bathing water has considerably improved, as 

shown in Figure 3.5.
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Figure 3.5: Bathing Water Quality 1979 - 2003

<D 
00

I
<U

eu 40%-

20%-

0%
1988 1990 1992 1994 1996 1998 2000 2002

D Achieved Guideline standard   Achieved imperative standard D Failed

Source: Environment Agency Website (www.environment-agency.gov.uk)

3.5.7 Urban Waste Water Treatment Directive

The Urban Waste Water Treatment Directive (Directive 91/271/EEC, later amended 

by Directive 98/15/EEC) also plays an important role in the water industry in England 

and Wales. The objective of the Directive is to protect the environment from the 

adverse effects of discharges of urban waste water and of waste water from industrial 

sector of agro-food industry. This led to the necessity to construct incineration plants 

on land, which also involved high costs (Maloney and Richardson, 1995 pi53).

3.5.8 Drinking Water Inspectorate

The Drinking Water Inspectorate (DWI) was formed in January 1990 to ensure that 

water companies fulfil their obligations concerning the quality of drinking water 

supplies, and that water coming through the tap meets public health standards. This is 

largely based on the standards set by the European Community Directives. The
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Drinking Water Directive 1980 was drawn up in 1975, and has been revised through a 

new directive in 1998.

Most tests carried out by the DWI meet the standard required. There has been an 

improvement trend in the general quality of drinking water, which is evident in the 

growing percentage of tests that passed the standard required, and the sharp fall in the 

number of tests that failed the requirement, as shown in Figures 3.6 and 3.7. The high 

standard required means that most of the failures to meet the standards do not harm 

consumers' health.

Figure 3.6: Percentage of tests that passed DWI standard
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Figure 3.7: Number of tests that failed DWI standard
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3.5.9 Competition Commission

Competition Commission (CC) (previously Monopolies and Merger Commission 

(MMC)) works as the appeal body for both the Director General of OFWAT and the 

companies in the water industry. In particular, OFWAT refers to the MMC when a 

water company is dissatisfied with its decision on the price caps made at periodic 

review, adjustments on the price caps between periodic reviews, and any proposed 

amendments by OFWAT of the company's appointment.

Most proposed mergers between water companies are also referred to the CC. 

Automatic referral is made if the company concerned hold assets (used in the water 

enterprise) valued in excess of £30 million, as required under the Water Industry Act 

1991. Where the company concerned holds water enterprise assets valued at less than 

£30 million, the merger proposal will be considered under the normal provisions of 

the Fair Trading Act. Certain functions of the Director General of Fair Trading can 

also be exercised by the Director General of OFWAT, in so far as they relate to water 

and sewerage services.
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3.6 Relationship between the Economic Regulator (Ofwat) and the Environment 

Regulators.

During the early phase of the newly privatised water industry, the regulatory conflict 

between Ofwat and the National River Authority (NRA) 8 occurred when both 

establishments acted autonomously from the Government (Maloney and Richardson, 

1995 pi 12). Many water companies found themselves being squeezed between the 

two main regulators - having to face Ofwat's strict economic regulations and NRA's 

anti-pollution improvement requirements. This was mainly due to the differences in 

the statutory obligation and concerns. During this infancy period, the NRA was seen 

as adopting enforcement compliance, i.e. imposing strict sanctions such as fines and 

penalties to secure regulatory compliance. On the other hand, the economic regulator 

Ofwat adopted negotiated compliance, allowing communication and bargaining 

between the water companies and the economic regulator. This conflict between the 

regulators is sometimes seen as favourable to the industry, since it exposes important 

issues to public scrutiny (Maloney, 2001).

In 1991, the Director-General of Ofwat argued that new environmental and quality 

obligations should be properly costed, and not be simply imposed without 

consultation (Armstrong et al., 1994 p348). The value of the investment programme 

for the period of 1989/90 to 1994/95 increased by 9.4% mainly because of the need to 

fulfil higher standards. Average bills during the same period increased by 25% in real 

terms to finance the programmes (Armstrong et al., 1994).

Environmental and quality obligations are now properly costed, and become part of 

the process in deciding future price limits. This helps to improve the regulatory 

relationship (between Ofwat, the Environment Agency and the Drinking Water 

Inspectorate), since water companies are now able to reasonably plan their costing 

based on both financial and environmental considerations. However, this does not

8 In 1995, NRA was incorporated into the Environment Agency, which worked as a one-stop shop for 
environmental regulation.
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mean that the water companies are less pressurised in meeting their environmental 

obligations.

Water companies' Asset Management Plans (AMP) indicate their intended water / 

sewerage charges to fulfil the obligation, and in most cases the approved charges are 

lower. The AMP includes all expected expenditures to meet the environmental 

requirements imposed by the authorities. In the third AMP9 , however, the regulator 

reduced the industry's capital spending proposals substantially, on the assumption that 

funding of such capital expenditure should be achieved by increased gearing (Walker, 

2001). Ofwat also justified that excessive past price increases led to the decision to 

impose a huge price cut for the first year of the new periodic review (12.3% reduction 

in water charges for 2000-01). Present water companies are therefore equally 

pressurised to meet demands to reduce costs and to fulfil the environmental 

obligations.

3.7 Ofwat's Economic Regulation and Competition in the Water Industry

Due to the natural monopoly character of the water industry, there is a need to protect 

the customers with regard to the price and quality of services. As discussed in Chapter 

2, an important innovation in the economic regulation of privatised utilities in the UK 

is the price cap system, first introduced to British Telecom. Stephen Littlechild, the 

person responsible for introducing the price cap system in the newly privatised British 

Telecom once again recommended the same method to be applied to the water 

industry, where maximum prices are set every five years. Large investments were 

expected in the industry, and prices were expected to rise to finance these investments 

(Green, 1997a).

Another regulatory approach is the use of the yardstick principle, or comparative 

competition. In this case, since water companies in England and Wales enjoy a 

monopoly position in each regional area, these companies are compared in terms of 

their efficiency and performance. Since direct competition is not feasible, this more 

permanent regulation was recommended by Littlechild.

1 The Third Asset Management Plan is for the period of 2000-05 (AMPS)
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3.7.1 Price Cap - RPI+K+U Formula

OFWAT sets a limit on the average increase in charges a company is allowed to 

impose in any year. The price imposed by companies within the industry is controlled 

under an RPI+K formula, known as the 'tariff basket'. Water companies are allowed 

to raise average prices each year by RPI+K. RPI stands for the percentage increase in 

the retail price index, and K is the company-specific number that reflects the increases 

in the costs to meet environmental and quality obligations and the scope for operating 

cost efficiency.

The RPI+K formula takes into account the multi-product nature of the industry. It 

divides the output into five categories - metered and unmetered water, metered and 

unmetered sewerage, and trade effluent. The weighted average increase in the prices 

of these five items can therefore grow by no more than RPI+K. The components of 

the tariff basket are also weighted using revenues from the previous year.

Using this formula, a company has the option to increase its charges by less than the 

price limit if it feels that it is not necessary to take the full increase allowed. The 

company can then carry forward this unused K.

This formula carries an incentive, where positive financial results due to increases in 

efficiency can be retained by the respective companies between price reviews. Some 

of these companies have shared these with customers either through voluntary 

abatement of their K factor, by cash payment to customers or extra discretionary 

capital investment.

Where the unused K is carried forward, charges are controlled by the price limit 

formula RPI+K+U (U being the unused K from the previous year).

The ten year price limit was first set at privatisation in 1989, and this was followed by 

first periodic review in 1994 (after five years). The latest exercise took place in 1999, 

with the next review due in November 2004. In the 1999 price review, OFWAT
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required all companies except Folkestone & Dover Water to reduce their charges for 

2000-01. The average reduction in prices for this period was 12.3% (OFWAT, 

2000d).

Comparing the average household water bills for 1989-90 and those for 1999-2000, 

there was a 33.3% increase (excluding inflation). DCWW's average change, at 16.6% 

was smaller than the industry average. The industry average bill in 1999-2000 was 

£113, while that of DCWW was £136. For the first time since privatisation, water 

charges fell in the 2000-01 period, following the price limit exercise in 1999 

(OFWAT, 1999b).

To use this method, the regulator needs to gather relevant information from the water 

companies, e.g. present and projected operating costs, their assets, investment plans 

etc. The first few years after privatisation saw some underestimation of the capability 

of water companies to meet their targets, resulting in rather lenient regulatory 

demands. As water companies were aware that their allowed revenues would depend 

on predicted costs and investments, they were likely to inflate their prediction. 

Demand is also underestimated, since the lower the predicted demand, the higher the 

price needed to raise the given amount of revenue (Green, 1997b). As the regulator 

becomes more capable to make accurate estimation, there is less room for water 

companies to inflate/deflate the figures to their advantage.

3.7.2 Competition

At the time of privatisation, it was assumed that the industry carried a naturally 

monopolistic characteristic, and competition would be marginal. There was a greater 

necessity, therefore, to regulate the industry, rather than to promote competition. 

Despite the nature of the industry, however, there is still some scope for competition 

to operate, in the following ways:-
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3.7.3 Inset Appointments

Inset appointment allows an existing regulated water and sewerage service supplier to 

be replaced by another, for a specific area. This arrangement can be made where the 

customer uses at least 100 megalitres (previously 250 megalitres) of water per year, 

the site is a 'greenfield' (not currently being served by a licensed supplier), or the 

existing licensed supplier agrees to the inset. The first inset appointment was awarded 

in 1997, where Anglian Water supplied a large user previously supplied by Essex and 

Suffolk Water. In 1999, a new entrant to the industry, Albion Water (Shotton) Ltd 

supplied a large user in North Wales, replacing DCWW (Kenway et al., 2001).

3.7.4 Unregulated supplies

Some private operators exist in England and Wales, and are not licensed or regulated 

by OFWAT. Customers are entitled to buy water and sewerage services from these 

operators (e.g. from a well that supplies water to its owner and some neighbouring 

properties). These operators are still subject to quality standards enforced by local 

authorities, but the customers are not represented by WaterVoice. There are about 

50,000 self-contained water supplies in England and Wales supplying more than one 

property, and about 4% of domestic properties are not connected to main sewers 

(OFWAT, 2002d).

3.7.5 Cross Border Supplies and Common Carriage

Water companies are obliged to allow connections to their mains from outside their 

areas. Therefore, customers are entitled to receive water from any licensed supplier 

they choose, as long as they are willing to cover the costs of connecting to the mains.

The Competition and Service (Utilities) Act 1992 removed the restriction on statutory 

water and sewerage companies that limited their operation within their geographical 

area of appointment. Theoretically, this facilitated the cross border competition, 

although in reality competition in the form of cross border supplies is limited.
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Similarly, the Competition Act 1998, although limited, opened up the scope for 

common carriage. Common carriage occurs when one service provider shares the use 

of another's assets, e.g. the pipe network, treatment plants.

The Competition Act 1998 prohibits agreements that prevent, restrict or distort 

competition, and conduct which amounts to an abuse of monopoly power. Therefore, 

any action that impedes the development of common carriage can amount to 

restricting competition. For example, a refusal by a water company to allow another 

company access to its network (without proper justification), or imposition of 

unreasonable price or terms for access could be considered an abuse of a dominant 

position, as described by the Act.

3.7.6 Reservations on common carriage

Common carriage has proved to be feasible in telecommunications, gas and 

electricity. The possibility for competition in the water industry to develop in a similar 

manner is also realistic, but only to a certain extent. Without a national water grid, 

common carriage might only be achieved at a regional level (Cowan, 1997). 

Similarly, Tony Balance, former chief economist with Ofwat argued that water 

quality would be jeopardised by common carriage because no single body would be 

responsible for it (Ockenden, 200Ib). He also argued that it would be impossible to 

create a liquid market with multiple buyers and sellers, taking into account the high 

cost to transport water, and high resource costs for new entrants.

Although common carriage allows access to another company's assets in theory, in 

practice it can still be problematic. For example, an attempt by Aqua Resources, a 

company based in the Midlands to take water from a bore hole and put it into the 

system operated by Severn Trent was rejected by the latter on the basis that Aqua 

Resources did not have a licence to put its water into Severn Trent's system, and 

might compromise the quality if Severn Trent's supply. This was argued despite Aqua 

Resources having a water supply licence from the Environment Agency, and Ofwat's 

insistence that it would not be justifiable for an incumbent company to refuse
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common carriage request on the ground that an unlicensed entrant might impose the 

incumbent to being charged with an offence (for refusing common carriage request) 

under the Water Industry Act (O'Brien, 2003). This legal complication makes it 

difficult to implement common carriage.

In April 2000, the Secretary of State for the Environment, Transport and the Regions 

(DETR) 10 set in his consultation paper several proposals to increase competition, 

including:-

  A revised system of licensing water abstraction to allow greater trading of 

abstraction licences. This would allow new entrants to secure new resources, and 

to make more efficient use of existing resources.

  Provision of cross-border supplies of water for non-domestic purposes.

  Allowing premises to be combined to meet the minimum annual usage, to qualify 

for inset appointments. Also, provisions of a time limit for inset appointment.

  Increasing the scope for competition in providing new mains and making 

connections to the water mains.

The categories of competition described above are those that take time to develop. 

Currently, competition is quite robust in some other sectors of the industry:-

3.7.7 Contracting Out

More and more water companies now focus on their core competencies, and contract 

out parts of their activities. Activities like billing and revenue collection and 

maintenance possess sufficient competition in the market to be contracted out.

Glas Cymru's take over of DCWW in 2001 also resulted in greater contracting out, as 

the water company concentrates on its administrative functions and outsource day to

10 DETR has since been restructured. A Department of Transport was created and other responsibilities 
were brought under the Office of the Deputy Prime Minister.
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day operation of its assets and delivery of services. This development is discussed in 

Chapter 4.

3.7.8 Capital Market Competition

Water companies are compared by investors. Inefficient firms would see their position 

being reflected in their share prices. Also, having to compete for private sector 

finance ensures that companies maintain or improve their credit ratings.

3.7.9 Yardstick competition (Comparative competition)

Due to the absence of effective market competition, one of OF WAT's main roles was 

to regulate the prices that can be imposed by the companies. This regulatory duty, in 

effect works as a competitive tool for the industry. OFWAT's price setting exercise, 

for example, establishes yardsticks that encourage companies to improve their 

performance. Between each periodic review of prices, each company has an incentive 

to improve its efficiency in order to maximise its profit.

Besides price limits, Ofwat also produces an annual report on the levels of service 

provided by water companies. This works as comparisons among the companies in 

the water industry. Levels of service indicators are divided into several categories, as 

shown below:-

DG 2: Properties at risk of low pressure

DG 3: Properties subject to unplanned supply interruptions of 12 hours or more

DG 4: Population subject to water usage restriction

DG 5: Properties at risk of flooding from sewers

DG 6: Billing contacts not responded to within 5 working days

DG 7: Written complaints not responded to within 10 working days

DG 8: Bills not based on meter readings

DG 9: Received telephone calls not answered within 30 seconds
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Another report compiled by Ofwat annually is the report on the security of supply, 

leakage and the efficient use of water. This report looks at the leakage performance 

and targets, and the promotion of efficient use of water by the companies.

Ofwat also produces reports on Water and Sewerage Service Unit costs and relative 

efficiency, showing the costs borne by customers per metric cube of water supplied, 

and costs to the companies to supply the same quantity of water. This will show the 

relative operating and capital maintenance efficiency of the companies. For example, 

the 1999-2000 report on water & sewerage service unit costs and relative efficiency 

showed that Wessex water stood at the top of the league in operating efficiency, and 

DCWW at the bottom. York Water, a Water only Company achieves the highest 

capital maintenance efficiency, and Yorkshire Water at the lowest.

One of the more important reports in the financial aspect is the report on the financial 

performance and expenditure of water companies. This report analyses the financial 

performance together with other aspects of the activities.

This chapter has so far explained the steps towards the full privatisation of the water 

industry in England and Wales, and the way the industry is regulated. The 

government opted for a full divestiture of the industry, with the private sector now 

being responsible for all capital investment, maintenance, operation and revenue 

collection. A set of regulations was needed in such a natural monopoly environment 

of the water industry. For this, Ofwat was introduced at privatisation, mainly to set the 

price-cap, and to oversee the industry generally. This was the first full-privatisation of 

the water industry. Outside England and Wales, private involvement in water was 

either limited or non-existent. The next part of this chapter looks at the way water is 

managed in other countries. Comparisons are also made closer to home - in Scotland 

and Northern Ireland, to see how England and Wales differ from the rest of the United 

Kingdom, and the world.
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3.8 Privatisation / Private Participation in the Water Industry outside England and 

Wales

The participation of the private sector in the water industry varies between countries. 

While the UK government is probably the only authority that opted for full 

privatisation of the whole water industry in England and Wales, countries like 

Denmark prefer to keep most of the business in public hands. Between these two 

extremes, private participation can take place in the form of various public-private 

partnership models. In this case, the involvement of the private sector is usually in 

relation to specific areas (e.g. local government boundaries), or specific assets (e.g. 

building and operating sewage treatment plant). Figure 3.8 shows the range of private 

participation in the industry. The public water utility may choose to involve minimal 

private participation through service or management contracts, or in a more direct 

public-private partnership through Build, Operate, Transfer (EOT) schemes 11 , or 

longer concessions to the private sector. Where the industry is completely privatised, 

(e.g. in England and Wales), a subcontracting process can also occur, but on a private- 

private partnership/alliance. The structure of a public utility can also be in the form of 

a municipal, corporatised utility (publicly owned), or a public water pic (also publicly 

owned). The difference in the set-up will allow the organisation to behave in a more 

corporate manner.

This section looks into the different approaches in water and sewerage management in 

various countries, with particular emphasis on Western Europe. The extent of private 

participation is also compared.

" BOT scheme allows a private partner to build a facility and to operate it for an agreed period of time, 
after which the asset will return to public ownership.
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Figure 3.8: Basic Modes of Water Sector Organisation
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From the figure above, private participation in the water industry can be summarised 

as shown in Table 3.3, starting from full involvement in the industry, to single 

function contract to the private sector.
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Table 3.3: Private Participation in Water Industry

Full Divestiture

Full transfer of assets to private sector. Public Sector responsible for all functions.

Partial Divestiture

Government sells a proportion of shares in a corporatised enterprise, or creates a joint 

venture

Concession

Government lets a long-term contract. Private sector responsible for all capital 

investment, operations and maintenance. Assets remain in public sector.

Lease

Long-term contract, private sector responsible for operations and maintenance, and 

sometimes for asset renewals. Assets and capital investment remain in public sector.

Build-Operate-Transfer (EOT) / Build-Operate-Own (BOO) / Build-Operate- 

Own-Transfer (BOOT), etc

Specific contracts for the construction of infrastructure, e.g. treatment plant. Assets 

returned to the public sector in EOT when operation contract expires.

Management Contract

Short term contract for operation and maintenance.

Service Contract

Single function contract, e.g. meter installation, meter reading etc.

Source: Adapted from Rees (1998)

The extent of private involvement in the water industry outside England and Wales is 

described in more detailed below. Figure 3.9 shows the degree of public / private 

ownership of water industry in some European countries.
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Figure 3.9: Public / Private Water in European Countries (%)
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In Europe, it can be seen that the water industry is mainly kept in the public sector, 

with limited (if any) private sector participation. England and Wales are fully 

privatised, making the UK figure for private sector participation the highest. Based on 

Figure 3.9, the UK and France did not look too dissimilar, both with relatively high 

private participation in the water industry. In reality the difference between the two 

countries is quite apparent. While the England and Wales's water industry is totally 

privately owned, private participation in France is mainly through long-term 

concessions, where the assets remain in the public sector. The following sections look 

at the way water is managed in USA and Europe, and in particular Scotland and 

Northern Ireland (since they are part of the UK), and France due to huge private 

sector involvement (similar to the UK).
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3.8.1 USA

The American water industry is highly fragmented. There are over 54,000 community 

water systems, 85% of which serve less than 3,300 populations. The privatised market 

serve only 15% of the water market and 5% of wastewater (Sayers et al., 2001). The 

French companies Suez and Veolia (previously Vivendi) dominate this market. 

British participation is through the operation of Thames Water, a German-owned 

company (RWE) with American Water Works, which captures 10% of the privatised 

operation and management market. Companies like American Water Works and 

Philadelphia Suburban Corp. have consistently acquired smaller utilities in and 

around their main operations (Nikas, 2001). Past subsidy policy encouraged these 

water utilities to be artificially propped up, becoming dependent on government 

funds. This gave the public a false impression of the true cost of water. 12 All these 

factors discouraged consolidation of the industry. The United States has no water 

multinationals that can compete against the world industry leaders. An attempt was 

made by Enron, which set up a subsidiary called Azurix in 1998 to embark into the 

water sector, but it was restricted to smaller acquisitions that the French companies 

were not interested in (Hall, 2000). In the UK, Enron partly owned Wessex Water 

through this subsidiary. Following its collapse, Wessex Water was taken over by 

YTL, a Malaysian company. Another American company, WPD took over Hyder 

(owner of DCWW) in 2000, but it was more interested in the electricity business 

rather than its water company, which was sold as soon as the regulator's approval was 

given.

Although the water supply sector in the United States is not easily penetrable due to 

the reasons stated above, major international companies like Suez and Veolia target 

the industrial segment of the industry. For example, both companies acquired various 

water treatment equipment manufacturing companies and suppliers of water treatment 

chemicals in the United States. The takeover of USFilter Corp. by Vivendi (now

12 Testimony of the National Association of Water Companies before the Subcommittee on Fisheries, 
Wildlife and Water Committee on Environment and Public Works, United States Senate on S.I961 The 
Water Investment Act of 2002 - 28 February 2002
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Veolia) triggered further acquisitions of small private water companies in the United 

States.

3.8.2 Nordic Countries

Water utilities (some are established as public limited companies) in Nordic countries 

are owned by local governments. Good water infrastructure and quality of water 

means that no high capital investment is needed (Katsiamakis, 2001). This practically 

prevents private sector involvement in the water sector. Water treatments are able to 

meet the EU standard, and local governments are able to raise funds to finance their 

water utilities without private involvement.

Some contracts are awarded to private companies for the sewerage sector 

infrastructure. For example, an Anglian Water Consortium runs a waste-water 

treatment plant on Oslo on a Design, Build and Operate contract.

3.8.3 The Netherlands

There are 25 water companies in the Netherlands, and almost all of them are public 

limited companies with municipal / provincial shareholders. These public water PLCs 

serve up to ten local government areas. By joining these small municipalities, it 

achieves better economies of scale. An attempt by the Dutch Government to introduce 

competition in 1999 (through separate concessions for asset ownership and operations 

of the utilities) was rejected by Parliament. Private sector involvement is restricted to 

public-private partnership (design, finance, build and operate - DFBO) in large scale 

projects (Katsiamakis, 2001). These partnerships are further restricted to the sewerage 

treatment sector only.

The price cost principle is fully applied, but due to the limited interest of public 

shareholders in maximising the return on investment, it does not normally result in 

excess profit. This practice does not affect the public enterprises' ability to access the 

financial market. Therefore, although these water companies operate as PLCs, and
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charge their customers accordingly, being publicly owned prevents them from aiming 

to maximise their profit in the way the private sector would. The creditworthiness of 

the water companies is based on the stable nature of the water business (Lobina and 

Hall, 1999).

3.8.4 Germany

In Germany, water is seen as a symbol for state autonomy and is politically sensitive 

(Rothenberger et al., 2001). The German Constitution clearly puts water supply and 

sanitation under the responsibility of local governments. The reluctance to involve 

private participation in the water industry meant that where the operation is run in a 

private sector set-up, the ownership is kept in the public sector (owned by local 

authorities) and run on a non-profit basis. Most water and sewerage service utilities 

take the form of 'stadtwerke', inter-municipal societies operated by the municipalities 

in the regions involved. There are about 7,000 water utilities and 10,000 wastewater 

utilities serving 20,000 municipals. Since the municipal societies or enterprises are 

publicly owned, the regulatory framework is more informal, although rather detailed 

(Kreamer, 1999).

Germany also has good infrastructure, and therefore lower failure rate, both in terms 

of quality and quantity. For example, in 2000, the leakage rate in Germany was 9%, 

compared to 19% in England and 25% in France (Finger and Allouche, 2001). There 

is therefore no need for private involvement in the industry.

Where municipalities are not able to finance investments, or where the debt of these 

municipalities are capped to a certain level, there is a trend of transferring the 

construction of the infrastructure on a build-operate-transfer (EOT) model (Kreamer, 

1999b). Only sewage treatment plant projects are involved in BOTs, showing the 

cautious nature of the industry to involve private participation in the water sector. An 

exception is in eastern Germany, where poor infrastructure prompted more private 

involvement. The largest privatisation through actual sale was Berlin's sale of 49% 

Berlin Water to a consortium set up by Vivendi (Veolia) and RWE (which also owns 

Thames Water).
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3.8.5 Portugal

Portuguese water and sewerage services are also largely maintained by the 

municipals . This fragmentation caused small municipals unable to achieve sufficient 

scale, especially in high demand areas like Porto and the Algarve. This resulted in the 

creation of four large public-owned companies in 1993 for the municipalities in Porto 

and the Algarve. These companies were 51% owned by the central government and 

49% by the respective municipalities, with a provision for a partial privatisation of up 

to 49%. For other smaller municipalities in the country, the role of private companies 

was encouraged through concession agreements. The municipals are given the 

freedom of either to continue with their original system, or to adopt the concession 

approach. While the concession period mirrors the French system, the four large 

companies for Porto and the Algarve are more similar to their English counterpart, 

especially when the companies become private. However, they operate on a 

concession agreement, and at the end of the 35 year period, all assets are to return to 

public ownership. In 1997, a legislation also paved the way for the creation of 

municipal-owned private companies, which this time mirror the German system.

The creation of a regulatory commission also resembles England and Wales's 

OFWAT.

The Portuguese water industry appears to be studying the development in England, 

France and to a certain extent Germany, and create a system that Kreamer (1999) 

called a pragmatic mixture.

3.8.6 Italy

The Italian government was also in favour of reorganising the highly fragmented 

water industry in the country, where water and sewerage services were provided by

13 An exception was Lisbon which was served by a company called Empresa Portuguesa das Aguas 
Livres
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thousands of water authorities. A main step towards this was through a National Act 

of 'Legge Galli' in 1994, which provided for the reorganisation of water and sewerage 

services through the aggregation of municipal utilities into single territorial units 

(ambiti territoriali ottimali - ATOs). Although the Act did not require the privatisation 

of the local utilities, it allowed a greater freedom to the municipals to choose the 

organisational structure of the operation of the utilities. The municipals are allowed to 

decide whether the ATOs should be under a public-owned enterprise, corporatised 

enterprise, public-private partnership, or delegation to private companies through a 

competitive tender process.

Although the legal framework was set up in 1994, it had to be completed by regional 

legislation. The first restructuring under Legge Galli only took place in 1999 in the 

territory in and around Arezzo, Tuscany, using a public-private pic as the operator14 .

This method encourages the emergence of corporatised municipal enterprises that 

operate beyond their home territories by bidding for contracts in other regional ATOs, 

and even internationally. Their legal set-up as private companies allows them to 

venture out of the original municipal boundaries. These municipal companies operate 

other businesses as well, e.g. electricity, gas, public lighting and telecommunication 

services. Credit Suisse Equity Research in its report on one of the corporatised 

municipal enterprises (ACEA Roma, currently the second biggest municipal company 

after AEM Milano) pointed out that these large municipal companies could become 

takeover targets due to their strong positioning and local competitive advantage. At 

the same time, these large companies could also act as 'predators rather than prey' 

(Medda et al., 2002).

3.8.7 Spain

Similar to most European countries, water utilities in Spain are owned by local 

municipalities. However, budget deficits, low operating efficiencies, and the need to

14 The company is 54% municipalities' owned, and 46% private owned, with a 25 year concession. The 
private portion is shared by a consortium consisting of the French Lyonnaise des Eaux (Suez), Genoan 
municipal enterprise AMGA and two local banks.
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upgrade the assets to meet EU legislation forced further liberalisation of the industry. 

Almost half of the utilities are now privatised through long term concessions for 

designated regional monopolies. Concessions are negotiated and granted by individual 

municipalities, without regulations from a central regulatory body. Concession 

contracts mostly apply a cost-plus tariff basis (where costs are reassessed every year) 

or a fixed tariff basis (where annual inflation is considered in the calculation)

The main two concessions are run by consortia led by the French companies - Suez 

and Veolia.

3.8.8 Eastern Europe

The involvement of private companies in water utilities in Eastern European countries 

is mainly pushed by the need to replace or upgrade poor infrastructure. Major 

expenditure is required to achieve EU compliance, and foreign capital is needed to 

fund such investments. Large scale private participation takes place in the Czech 

Republic, where local governments keep the ownership of assets but contract out the 

operations, mainly through concession agreements. Other eastern European 

developments are largely in cities and large demand areas, e.g. Bucharest and Sofia. 

Foreign companies involved are also mainly the same corporations - with Suez and 

Veolia taking the lead (Hall, 2000).

Similar to Eastern European countries, private participations in most Asian and 

African countries are limited to large cities, where they are more economically 

feasible for these water corporations. Private involvement is also sometimes a 

precondition to foreign aid or loans (Hall, 2002). Due to such huge differences in the 

ways and reasons of private participation in these countries, comparisons are not 

made between England and Wales and these countries.
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3.8.9 Scotland

Even within the UK itself, the approaches taken in water industry management differ 

greatly. When the Conservative Government privatised the water industry in England 

and Wales in 1989, it did not include Scotland and Northern Ireland, whose water 

industries remained in the public sector. However, in a similar trend to England and 

Wales, the water industry in Scotland saw a process of integration of the utilities. In 

1945, there were 210 water authorities in Scotland. Even in 1973, there were 234 

sewerage authorities (Water Industry Commissioner for Scotland, 2001). By the time 

the English and Welsh water industry was privatised, water and sewerage services in 

Scotland were provided by nine mainland regions and three island areas of local 

government. The water industry in Scotland escaped privatisation in 1989 due to its 

structure. Being owned by the local authority (instead of the Central Government 

dependent Water Authorities in England and Wales) meant that it would be an 

institutional obstacle to privatise the industry. In addition, the Conservative 

Government feared the political implication of privatisation in Scotland (Summerton, 

1998). However, the trend of integration continued in 1996, when the public water 

authorities were further reduced to three - East of Scotland Water Authority, North of 

Scotland Water Authority and West of Scotland Water Authority. These three water 

authorities were meant to operate in a more business-like and commercial manner. 

Economic regulation was under the responsibility of the Scottish Office, which is also 

the owner of industry - something later thought to be inappropriate. Customers' 

interests were represented by the Scottish Water and Sewerage Customers Council. 

Policy review recommendation led to the abolition of the Water and Sewerage 

Customers Council and the creation of the Water Industry Commissioner for Scotland 

through the Water Industry Act 1999. The Commissioner has a broad function of 

customer protection and economic regulation of the water authorities. Scottish 

Authorities monitor the water authorities' performance in providing quality drinking 

water, and Scottish Environment Protection Agency regulates the discharge to the 

water environment.
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These functions are summarised and compared (between Scotland and England & 

Wales) in Table 3.4.

Table 3.4: Regulatory Framework - England & Wales, and Scotland

Overall Policy 

Framework

Economic Regulator

Customer 

Representation

Drinking Water

Environment/ 

discharge etc

England and Wales

England: Secretary of State for 

the Environment, Food & Rural 

Affairs. 

Wales: Secretary of State for 

Wales, Welsh Assembly 

Government.

Ofwat

WaterVoice

Drinking Water Inspectorate

Environment Agency

Scotland

Scottish Executive

Water Industry 

Commissioner for 

Scotland

Drinking Water Quality 

Regulator

Environment Protection 

Agency

The latest development in Scottish water industry took place in April 2002 when the 

three water authorities were abolished, creating a unified water authority for the 

whole of Scotland. Apart from the creation of Scottish Water, the Water Industry 

(Scotland) Act 2002 also makes provisions for wider commercial freedom, allowing it 

to enter into capital projects, service agreements etc. Some critics see this as the 

'fattening up' of Scottish Water for privatisation, or privatisation through the back 

door (Sunday Herald, 2002). While the Scottish Executive does not show an 

inclination to privatise Scottish Water outright, the utility's ability to outsource its 

business in a more commercial manner allows more new entrants into the industry. 

The Water Industry Commissioner was quick to deny that the move to unify the three 

water authorities was a pre-privatisation fattening, or privatisation through the back 

door, but instead to create an efficient industry with public assets that are used 

competitively (Ockenden, 200 Ib). Through the Private Finance Initiatives (PFI),
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private companies find entry into this public sector utility. For example, United 

Utilities are involved in the design, construction, operation and management contract 

for six wastewater treatment works under Scottish PFI.

The creation of the Water Industry Commissioner prompted a more private sector 

approach in the water industry. It also resulted in greater comparison to the water 

industry in England and Wales. While water bills in England and Wales increased 

greatly after privatisation to finance the necessary investment, over time the bills in 

England and Wales saw a drop in the charges. For example, a year after privatisation 

of the water industry in England and Wales, the customers (in England and Wales) 

were paying 70% more than Scottish customers. However, Scottish bills then 

increased by 94% in real terms, compared to only 22% in England and Wales (The 

Economist, 2003). The Water Industry Commissioner commented that a third of the 

£231 average bill in 2001-02 was wasted due to the inefficiency of Scottish Water. 

The Economist quoted the chairman of Scottish Water as saying that the institution 

did not give adequate attention to the economics, and despite not having shareholders 

to pay, and being able to obtain cheaper loans, was not able to achieve the same 

efficiency as the companies south of the border.

3.8.10 Northern Ireland

Similar to Scotland, the water industry in Northern Ireland also remains in the public 

sector.. The tensions arising from Irish Republicanism in the 1970s forced the UK 

government to put water services under its direct responsibility (Summerton, 1998). 

The Department of the Environment for Northern Ireland carries the responsibility for 

the provision of water and sewerage services. This function is carried out through the 

Water Executive, better known as 'Water Service', and agency within the department. 

The Chief Executive of Water Service submits the Annual Report and Account to the 

Minister, which covers the financial, efficiency gains, quality of water / sewage 

treatment etc. Unlike Scotland (and England and Wales), there is no separate regulator 

for the water industry in Northern Ireland.
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Northern Ireland also uses PFI to meet the investment needs in the industry. For 

example, a consortium called Coastal Clearwater Ltd, is the first to operate a 

wastewater treatment works under the Built, Own, Operate and Transfer (BOOT) 

scheme.

The issue of performance of Northern Ireland Water Service did not receive as much 

scrutiny as that of Scottish Water. This is likely due to Scottish Water's more private 

sector approach, and a separate regulator, also with a more private sector outlook. 

Nevertheless, Northern Ireland's system is still considered to be costly, and its 

devolved government is looking at a new structure for the department (The 

Economist, 2003). Northern Ireland's Assembly was looking at DCWW's method of 

raising finance as one of the alternatives 15 .

The development in Scotland and Northern Ireland shows that both regions, while not 

comfortable with the idea of privatisation, feel that a more efficient system 

operationally as well as financially is needed then the ones they presently operate 

under. Superficially, this would seem to support the privatisation methods chosen for 

England and Wales. However, as can be seen, there are a variety of ways to 

incorporate private sector involvement in the water industry.

3.8.11 France

In France, local authorities are responsible for water and sewerage services in their 

respective areas. Each local mayor chooses the system he/she feels most suitable - 

either managing the system using the local government's own staff (regie simple), or 

by creating an autonomous board owned by the local authority (regie autonome). The 

local government can also choose whether to build and operate the system with its 

own financial resources, or by delegating the work to private companies (gestion 

delegue), while maintaining ownership of the infrastructure.

15 Minutes of meeting of the Regional Development Committee of the Northern Ireland Assembly, 5 th 
September 2001 (Available online at: http://www.ni-assembly.gov.uk/regional/minutes/0109Q5.htm')
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Due to the huge investment need and technicality of the services, most local 

authorities delegate this function to private companies. Local authorities generally use 

the three types of contractual arrangements detailed below :-

a. Concessions

Under a concession, private companies contract to finance, build and operate the 

system. Build, Operate, Transfer (EOT) system and its variations come under this 

category. This type of contractual arrangement is normally for a long period (20 to 25 

years), to enable the companies to recover the costs of building the infrastructure. 

Billing and customer relations are also normally covered in such agreement, making 

the private sector involvement very apparent to the public.

b. Lease Contract (Affermage) 16

Under this arrangement, local governments are still responsible for building and 

financing the facilities. The municipalities contract out the operation and maintenance 

of the services. The private companies involved are paid from the user fees which 

reflect full operational costs plus profits. Where fixed assets are to be built by the 

same contractors, municipal charge is added to finance the construction, and the assets 

are transferred to the local authorities. This type of contract normally ranges between 

5 and 20 years.

c. Management / Service Contract

The local authorities contract out specific parts of operation and maintenance to the 

private sector, while still maintaining the responsibility for billing customers and 

remunerating contractors. This type of contract normally runs for less than ten years.

There are about 12,000 independent water utilities under the jurisdiction of over 

36,000 local authorities in France (Finger and Allouche, 2001). However, the 

industry managed to achieve sufficient economies of scale because of the highly 

concentrated nature of the activities in the industry. The water industry in France is 

dominated by two privately-owned companies - Veolia Environnement (previously

16 Glas Cymru, the owner of DCWW is based on this system.
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Vivendi Environnement and Suez (Ondeo being the water subsidiary, and SITA the 

waste services subsidiary) with combined turnover of 75% of total water distribution 

and 45% of wastewater treatment. A third French Group, SAUR also plays an 

important part in the water industry. These three companies capture almost 75% of the 

French market - Veolia 35%, Suez 23% and SAUR 16.5% 17 .

Unlike the English and Welsh water structure (which is run totally by private 

companies), the municipalities in France still retain some influence over the 

development of their water and sewerage infrastructure. However, the size and 

capability of the private sector compared to the local authorities' ability to manage the 

industry bring about some problems in the system. For example, once a contractual 

arrangement is in place, the municipalities only deal with such negotiations every few 

years, while their private counterparts are constantly involved in similar negotiations 

with various other municipalities throughout the country. This gives the private 

companies more expertise, with the incumbent contractors having an information 

advantage over the new entrants. This results in the incumbents rarely losing their 

existing franchise (Kreamer, 1999). Once a concession has been awarded, there is 

very little competition. Most concessionaires implement capital investment without 

public tendering. This was one of the main criticisms raised by Cour des Comptes, the 

French equivalent of the National Audit Office. In its report in January 1997, it noted 

that the tendency to extend existing contracts without subjecting them to tender 

created substantial profit margins, especially when the concessions were for a long 

period. For example, in Dinard, a company 18 was awarded a concession in 1929, 

which was later renewed until 2005, allowing it to run the water system without 

subjection to competition throughout this period. Due to the vast differences in the 

way the contracts are drawn up (each is developed to suit a particular circumstance), it 

is difficult to make a standard performance comparison among the municipalities.

The lack of a standard performance comparison raised the issue of lack of 

transparency. Contracts are said to be ambiguous, sub-contracts are awarded to sister

17 See Appendix 1 for a brief history of the three French companies.

18 The company was CISE. It has since been taken over by SAUR, another major water company in 
France.
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companies without tendering, and procedures are exempted from procurement rules 

(Public Services International Research Unit, 2000). This resulted in the discovery of 

corruption in the system, involving local authority and water company officials 19 .

Similar to the water industry in England and Wales, the French water industry is also 

operating in a mature, limited growth surrounding. While the English and Welsh 

companies mainly opted for diversification away from their regulated business (e.g. 

(ex) Hyder and United Utilities), the French water companies, due to their sheer size 

were able to expand overseas, including into England (Sayers et al., 2001). Within 

France, the high degree of concentration led to an "organised" competition and 

negotiated procedure among the main private companies. Sometimes, the companies 

formed joint-venture companies among themselves to secure certain projects20 . 

Similar strategies are also used to win awards in international concessions21 . Until 

recently, the dominance of these large companies effectively prevented other 

multinationals from entering the market, unless in partnership with the French 

companies (Hall, 2000). In July 2002, the French Competition Council (Counseil de 

la concurrence) ruled that Suez and Vivendi (now Veolia) had been abusing their 

market dominance by creating joint subsidiaries instead of competing against each 

other. The council quoted that since 1997, more than 40 tenders had been made 

uncompetitive by such behaviour (Hall, 2002). This trend also extended 

internationally, where Suez and Veolia formed partnerships to win contracts (e.g. with 

Aguas de Oviedo in Spain and Mid Kent Water in the UK). Veolia also teamed up 

with UK's United Utilities for a Czech water project, and Suez, Veolia and Anglian 

Water together formed a consortium for projects with Aguas Argentinas.

19 For example, the former mayor of Grenoble and an executive of Lyonnaise des Eaux (part of Suez) 
were convicted of corruptly receiving and giving bribes. Similarly, two executives of Generale des 
Eaux (part of Veolia) pleaded guilty to corruptly bribing the mayor of St-Denis.

20 For example, water concessions in Paris and St. Etienne are held by a company jointly owned by 
Veolia and Suez.

21 For example, the privatisation of water in Buenos Aires was awarded to a consortium of Suez, Veolia 
and Aguas de Barcelona, a Spanish Company. Aguas de Barcelona is also 25% owned, and effectively 
controlled, by Suez.

83



Chapter 3: Water Industry in England and Wales

3.9 French and English water companies compared

Since privatisation, the water and sewerage companies in England have remained the 

same, with ten companies operating in their respective areas. Some water only 

companies have merged to form bigger companies. However, the regulator, OFWAT 

believes that further merger between the main ten companies should be avoided, as 

this would prevent its ability to make effective comparisons between the companies - 

a major process in the regulatory structure.

Although the water companies are not allowed to merge, they are allowed to expand 

into unregulated businesses. Thames Water is fairly active outside the UK, but still 

maintains water and sewerage services as its main function. On the other hand, United 

Utilities is involved in electricity, telecommunication and other businesses.

The sizes of two main English water companies - Thames and Anglian, are compared 

with the three French companies in Figure 3.10 below: -

Figure 3.10: French and UK Water Company Compared

14000

Veolia Ondeo Thames Saur Anglian

Source: Hall (2002)
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Two French companies, Veolia and Suez (Ondeo) lead the way in international water 

business. The third French company, SAUR, although small to the French standard, is 

still one of the major companies internationally. Two major UK companies that have 

substantial overseas ventures are Thames Water and Anglian Water (AWG), but are 

small compared to the two French companies. Thames Water is also now German 

owned, under the utility group RWE.

In the UK, the involvement of the three French companies is apparent. The smallest, 

SAUR (parent company Bouygues) owns South East Water while Suez owns 

Northumbrian Water. Veolia owns Three Valley Water and Tendring Hundred Water 

Services, while controlling 74.1% of Folkestone & Dover Water, and (previously) 

31.4% of South Staffordshire Group, owner of Staffordshire Water. The attempt by 

Vivendi (Veolia) to takeover Southern Water was blocked by the Government, 

showing the reluctance of the authorities to allow further merger among water 

companies. On the 8th November 2002, the Competition Minister announced that 

further takeovers by Vivendi (Veolia) which already owns the water companies 

mentioned above would damage Ofwat's ability to make comparisons among water 

companies, a point advocated by the economic regulator. This decision was reached 

after the four (out of five) Competition Commission members ruled that Vivendi 

(Veolia) should sell its 31.4% stake in South Staffordshire Group to get the approval 

for the takeover of Southern Water. Vivendi (Veolia) had already agreed to this by 

disposing its shares in South Staffordshire Group. However, one Competition 

Commission member dissented, arguing that this remedy would still be inadequate. 

This dissenting view brought the Competition Minister to decide that the proposed 

acquisition might operate against the public interest (Competition Commission, 

2002).

One major reason that could lead to such decision was the fact that the original owner 

of Southern Water, Scottish Power, also holds 25.1% of the voting shares in 

Folkestone & Dover Water (of which Veolia owns 74.1%). By taking over Southern 

Water from Scottish Power, Veolia would have practically owned both Southern 

Water and Folkestone & Dover Water. As the two companies share the water 

boundaries with each other, this would possibly result in the two companies being 

amalgamated into a bigger Southern Water. The other company owned by Veolia
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(Three Valley Water) was also a result of a merger of three companies in 1994 - 

Colne Valley Water, Rickmansworth Water and Lee Valley Water. In 2000, Three 

Valley Water merged with another water company, North Surrey Water.

This development means that Veolia is unlikely to be able to acquire further direct 

interests in water companies in the UK without relinquishing some of its existing 

interests. However, the company also owns other subsidiaries in the water business. 

This would still allow Veolia to tap into the market, for example, as a contractor in 

outsourcing contracts etc.

3.10 Conclusion

England and Wales are the only countries that privatised the water industry in totality. 

Most other countries keep the responsibility under their local government, and only 

involve private participation in specific activities, e.g. infrastructure development or 

outsourced work. In France, the public private partnership has been practised for 

decades, such that it created a few giant companies serving the local governments. 

These companies are also successful overseas, especially where public private 

partnership variations are needed to raise funds for their water and sewerage projects.

Ofwat's policy which insists that the merger of the water and sewerage companies is 

to the detriment of consumers makes it even more difficult for the water companies to 

grow. British water companies that were successful internationally became the subject 

of foreign takeover, as in the case of Thames Water which is now under the 

ownership of Germany's RWE.

This leaves the water industry in England and Wales, despite being privatised, unable 

to compete internationally in the face of water industry giants like Veolia and Saur. 

The way other countries approach their water management also makes England and 

Wales the odd one out. Most other countries discussed operate their water 

management either through local authorities or government owned companies. Where 

private companies are involved, they are mainly operating as contractors, and not as 

license holders (as in England and Wales). In some countries, private company
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involvement is further limited to sewerage business, while the water sector is strictly 

held in public hands.

While it can be established that England and Wales are the odd one out in the 

approach to water management, a new development within England and Wales shows 

a shift towards a more European outlook. The purchase of DCWW by Glas Cymru, a 

not-for-profit company copies the way water is run in France. The 'affermage' system 

in France sees the local governments contracting out the operation and maintenance of 

water and sewerage services, while legally still being responsible for building and 

financing the facilities. The new Glas Cymru structure took away the shareholders 

structure, therefore creating a not-for-profit company. While it is still responsible for 

the water and sewerage services, it outsources most of its functions, similar to the 

'affermage' system in France. It is therefore important for Glas Cymru to ensure that 

the company does not import the problems associated with the French method (as 

described in Para 3.8.11) into DCWW.

Within England and Wales, and in the eye of the economic regulator Ofwat, Glas 

Cymru broke away from the equity funding structure, making it the odd one out in the 

water industry. However, looking at the water industry in a wider perspective, the 

approach taken by Glas Cymru is not particularly unfamiliar in most European 

countries. From this wider perspective, English companies are seen as the ones that 

run their water companies in a particularly different way, i.e. by privatising the 

industry in totality.

These different perspectives make the Welsh's Glas Cymru model particularly 

intriguing. Questions arise as to whether such a 'European' structure can survive the 

more peculiar England and Wales's general approach towards water management and 

regulation. While the Glas Cymru structure may not raise an eyebrow in some 

European countries, its approach within England and Wales attracts the industry's and 

the regulator's attention. Within England and Wales, Glas Cymru is the odd one out.

The following chapter looks at the factors that led to the creation of Glas Cymru. This 

new company raises many questions, as the regulatory regime in England and Wales 

has never before dealt with a totally debt-funded company that outsources almost all
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its functions. The issues regarding Glas Cymru's approach is also discussed, e.g. its 

outsourcing and financing structure.
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CHAPTER 4; 

GLAS CYMRU - A NEW BREED IN A PRIVATISED WATER INDUSTRY

4.1 Introduction

Chapter 3 demonstrated how the privatised water industry in England and Wales can 

be considered to be different compared to most European countries. The approach 

taken by Glas Cymru, the new owner of DCWW makes it more similar to its 

European counterparts, but the odd one out within England and Wales. For the first 

time, the privatised water industry in England and Wales has a not-for-profit, debt 

funded company within a normally equity funded, dividend driven company structure. 

This development was caused by several factors, mainly financial.

This chapter looks at the reasons that caused the change, within the overall picture. It 

studies the development throughout the industry as well as the unique predicament 

faced by Hyder, which led to the creation of Glas Cymru. In the second part of this 

chapter, it studies the new structure created by Glas Cymru. This historical description 

is important, in order to understand the reasons behind DCWW's and some other 

water companies' movement towards debt funding. Although a not-for-profit structure 

was created as a result of this change, it will become apparent that this approach was 

mainly the result of a necessity to find alternative sources of funding, rather than 

being based on theoretical or ideological considerations. In the case of DCWW, the 

collapse of its parent company, Hyder, made the change even more important.

The problem faced by Hyder, mainly brought upon by its overvalued purchase of 

Swalec, created the idea from the management of the water arm of the Group 

(DCWW) to break away from the company. These individuals (within DCWW) 

believed that the failure of Hyder was not caused by its water business, but by its 

other businesses. The proposal to create a debt funded, not-for-profit structure for 

DCWW was not well received by Hyder's Board of Directors. However, the troubled 

company faced a much larger problem when the new Labour Government decided to 

impose a 'Windfall Tax' in 1997 on the profits made by privatised utilities in their
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first four years (which were thought to be the period of unexpectedly high returns due 

to under-valuation of the companies at privatisation and the lax regulatory regime). 

Added to this Ofwat imposed a price-cut on water bills in its Periodic Review in 1999. 

This led Hyder into deeper problem, leading to a take-over battle for the company 

between Nomura22 and WPD (the latter won the bid). WPD, however, was more 

interested in the electricity business, and started to dispose of the rest of Hyder's 

portfolio, which included Hyder Business Services (sold to Nomura), Hyder 

Investments (sold to John Laing pic), Hyder Infrastructure (management buy-out), 

and Hyder Services (sold to Logica), leaving WPD only with the Swalec electricity 

distribution business that the company was interested in, and DCWW (Thomas, 

2000). This allowed the original proposal to separate DCWW as a stand-alone 

company to be much more feasible, leading to the purchase of DCWW by a debt- 

funded, not-for-profit Glas Cymru, which was created mainly internally (within 

DCWW).

4.2 Background

The privatisation of the water authorities in 1989 changed their structure into pics, 

with shares in the companies owned and traded by the public. While the water and 

sewerage business is regulated, the companies are free to run other businesses 

unrelated to their original purpose. The companies also performed well financially 

during the first few years of privatisation. This was either due to the sheer abilities of 

the companies to outperform Ofwat's (underestimated) target, or looking from 

another angle, misleading submissions by the companies on costs and projected 

revenues, therefore convincing the regulator to allow greater price increases than 

necessary (resulting in higher profits) (Lobina and Hall, 2001). The regulatory infancy 

in the first few years of privatisation allows the companies either to outperform the 

regulator's lenient target, or indeed, their own self-assessment.

22 Nomura International, a Tokyo-based investment bank made a bid through St. David Capital, a 
specially created subsidiary company formed by Nomura's Principal Finance Group. Thomas, D. 
(2000) Hyder: The Rise and Fall of a Multi-Utility, In Utilities Policy, Vol. 9 No 181-192.
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Recent trends however, show a different state of affairs. Water companies are faced 

with a stricter regulatory framework. Ofwat's 1999 Periodic Review for example, 

gave a huge reduction in the price that water companies were allowed to charge. This 

change of event was partly caused by the regulator's improved ability to predict the 

costs involved, and reflected this in the lower price allowed to be charged. This forced 

many companies to consider various options to improve their financial stability, 

including new and untested restructuring proposals. The strong performance of water 

shares in the first decade after privatisation was described as a one-off experience 

which would not be repeated. In February 2001, water shares had already lost one 

third of their 'pre-periodic review' values, as investors no longer viewed the water 

industry as providing particularly high return on investment (Garrett, 2001).

Prior to this stringent price cut, the water industry and other privatised utilities were 

met by the 'windfall tax', a one-off tax imposed by the new Labour Government. 

Although this tax was levied to finance the Welfare-to-work programme (its main 

aim was to help the young unemployed to find work), it was imposed on the profits 

made by privatised utilities in their first four years23 . This was based on the idea that 

the owners of these privatised utilities received an unexpected high (windfall) return 

in the first few years, due to the low price paid for the companies initially, and the lax 

regulatory regime after privatisation (Chennells, 1997). The windfall tax raised £5.2 

billion, with almost 32% of it coming from the water industry. This is summarised in 

Table 4.1.

23 Gordon Brown, Chancellor of the Exchequer's Budget Speech on 2nd July 1997: "Our reform of the 
welfare state - and the programme to move unemployed from welfare to work - is funded by the new 
and one-off tax on the excess profits of the privatised utilities."
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Table 4.1: Proceeds from the Windfall Tax, by Sector

Sector

Regional electricity companies

Electricity generators

Water Companies

Others (e.g. BT, British Gas, BAA)

Total

Privatisation dates

Dec 1990

Mar 1991 -Jun 1993

Dec 1989

1984-1996

Tax payments

£ billion

1.45

0.65

1.65

1.45

5.20

%

27.9

12.5

31.7

27.9

100.0

Source: Institute for Fiscal Studies (1998)

In order for the tax to be feasible, it was administered at company level. Since it was 

imposed on past profits, theoretically it would not affect the prices, investment, 

employment or quality of service. However, it implied that shareholders would bear 

most of the tax burden through a reduction in their returns, reflecting the loss of 

income. It also implied that a higher proportion of investment must be financed from 

external sources, e.g. higher borrowing. An increase in borrowing would likely result 

in a higher cost of capital (Chennells, 1997). The water industry was faced with a 

pressure of the windfall tax, more borrowing and lower price cap.

Water companies attempted various methods to cope with this adversity. Some, like 

Severn Trent, chose to stick to the water and sewerage business, and only diversify 

into closely related and limited non-regulated businesses (e.g. Biffa's waste services). 

Keith Palmer, vice chairman at N M Rothschild was quoted as saying that the scope 

for outperformance (which these companies relied on) was limited, and companies 

like these would become a takeover bid target (Garrett, 2001).

Some companies also attempted to restructure by turning it into a mutual (as in the 

case of Kelda, owner of Yorkshire Water) or, turning it into a non-profit, fully debt 

funded company (as in the case of Glas Cymru). The former failed to impress the 

regulator, and was turned down at the proposal stage. The latter however, managed to 

improve on the earlier model (the proposed company would not be a mutual), and
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together with some other advantages (low purchase price, support from the National 

Assembly of Wales), managed to get the green light to proceed with the takeover of 

DCWW. This option still faces some doubts from within the industry, especially on 

the risk impact on customers and its finance structure.

Water companies have also become national multi-utility service providers. United 

Utilities, for example has diversified into water (North West Water), electricity, 

telecom and gas business (Norweb Group). This was described by Palmer above as a 

defensive strategy and creates little net value. It is highly competitive, low margin and 

only a few can succeed in this model (Garrett, 2001).

Sector consolidation and takeovers are other options that are more attractive to water 

companies as efficiency can be greatly improved. However, Ofwat insists on retaining 

a large number of comparators in the industry, leaving a very small possibility of a 

successful attempt to merge any two main water companies. Individual takeovers by 

foreign companies are allowed, since the separate entities still exist. Mergers among 

smaller water only companies or takeovers of small water only companies by a large 

Water and Sewerage Company normally carried with them stringent conditions on 

price limits. Many in the industry felt that restraining local companies from growing 

(e.g. by refusing mergers) while allowing foreign companies to do so put water 

companies in England and Wales at a disadvantage internationally. Some suggest that 

the rationalisation of the three water authorities in Scotland into a single entity did not 

affect its Water Industry Commissioner to regulate. Similarly, in the French water 

industry, the mechanism to prevent merger is only the competition law, which is 

intended to ensure a sufficient number of companies are able to tender for municipal 

contract. The issue of the loss of comparative information is not material, according to 

(Mountain, 2002). At present though, the ten major players in the water industry are 

likely to be kept separate by Ofwat.

Most water companies are more likely to attempt growing into non-core activities (or 

already have done so). This includes multi-utility network business, waste 

management services, energy, telecom or retail. Water companies also looked into 

international markets. Severn Trent's Biffa and Thames Water in Turkey are two 

successful attempts to diversify into non-core activities and international market
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respectively. On the other hand, Hyder's attempts to embark into hotel business and 

United Utilities' overseas venture in Thailand were examples of diversification 

failures.

Water companies will continue to evolve to find the best formula that suits their 

positions in the industry. This will make water companies more distinct from each 

other compared to their structure a few years after privatisation.

4.3 Change in reliance towards debt finance

After about a decade since the privatisation of the water industry, there is a strong 

shift among water companies to rely on greater debt financing. This trend was 

attributable to the financial restructuring that was considered necessary to fund what 

is now a low return, low risk investment.

When the water industry was privatised in 1989, the industry was in a state of 

disrepair, and required huge capital investment. This was recognised by the 

government, which wrote off the industry's £5 billion debt and providing a further 

£1.5 billion 'green dowry' cash injection plus various other preferential treatments 

(the industry was given concessions relating to new legal requirements, including EC 

directives, and preferential corporation tax treatment). These factors gave the industry 

a strong financial footing, which became highly attractive to investors. Water 

companies' shares commenced trading on 12 December 1989 at 240p per share. 

Relative to the FTSE All-share index, the water share price grew by 31% in the first 

100 days. In the first year it grew by 58%, and in the first four years, 93%. Even by 

the time the first Periodic Review was published in 1994, the industry managed to 

outperform the financial and performance targets set by the regulator. These initial 

price controls were based on underestimates of the companies' scope for reducing 

costs, but it turned out to be over generous. This caused controversy, since the 

regulator was not seen to be protecting the consumers' interests by allowing the 

companies to make enormous profits (Green, 1997a).
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Regulators set the price based on the information they gather on companies' present 

and projected operating costs, their assets, investment plans etc. Most of the financial 

details are provided by the companies themselves. Regulated companies are aware 

that their allowed revenues will depend on their predicted costs and investment. This 

gives an incentive for them to inflate these predictions (Green, 1997b). As a result, 

while the industry generally performed its duties well in upgrading the infrastructure 

and improving water quality, it also managed to secure huge profits for the 

shareholders.

4.4 Periodic Review 1994 and 1999

The price-setting process has improved considerably since privatisation, and 

regulators manage to ensure that incentives for efficiency can be maintained without 

allowing companies making excessive profits. Regulators assess companies' 

investment plans and ensure that the data are consistent, e.g. a high investment figure 

should also be met with a high demand forecast or huge infrastructure requirements. 

This ensures that water companies are not merely inflating the cost forecasts to 

convince the regulator to allow higher than necessary price limit. Companies are no 

longer able to make excessive profits for shareholders' advantage. The first Periodic 

Review made in 1994 partly corrected the estimations made at privatisation. When the 

second Periodic Review was published in 1999, the industry faced a requirement to 

reduce charges by an average of 12.3%. This tighter regulatory requirement was 

largely blamed for the poor performance of most water companies' shares. Although 

this was largely true, there were also other factors affecting the decline; e.g. some 

multi-utility companies like Hyder (ex-owner of DCWW and Swalec) and United 

Utilities (owner of what used to be North West Water and Norweb) were also faced 

by the requirement imposed by the electricity regulator to reduce charges by 5% in the 

same year. This came only a couple of years after the windfall tax was imposed in 

1997. The tax affected some companies more than others. For example, the windfall 

tax charge represented 24% of Hyder's market value, and 12% of United Utilities', 

compared to the water industry average of 10% (Thomas and Zaman, 1999).
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4.5 Water Companies Share Prices

The share prices of most parent group of water companies fell significantly in 1999- 

2000. This is shown in Figure 4.1.

Figure 4.1: Water Companies' Share Prices

-Hydet pic Severn Trent (He • • • • • KeMa Group pic United Utilities pic |

Source: Data obtained from www.bigcharts.com

The relentless decline in the share prices of water parent companies (four are shown 

above) suggested that water shares were no longer as attractive as they used to be. 

Although it might not be accurate nor clear to blame water as the cause of the problem 

for multi-utility companies like Hyder and United Utilities, similar decline among 

companies that were largely dependent on water business (like Severn Trent and

97



Chapter 4: Glas Cymru - A New Breed in a Privatised Water Industry

Kelda - owner of Yorkshire Water) seemed to confirm this argument. Hyder shares 

dipped from a high of over £10 a share in July 1998 to just below £2 in February 

2000, well below the initial price of £2.40 at privatisation in 1989. This was a 

reflection to the investors' reaction to a catalogue of events, e.g. the windfall tax 

imposed by the government, the price-cap set by the regulator and unique to Hyder, a 

significantly high debt to finance the purchase of the local electricity company Swalec 

(which was over-valued) and to pay the windfall tax.

From December 1998, Water Share index started to perform worse than the Financial 

Times 100 Share Index (FTSE 100). This is shown in Figure 4.2 below. The trend has 

only recently begun to reverse, when the water shares started to perform better from 

mid 2002 onwards.

Figure 4.2: Water Shares and FTSE 100 since 1998
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Source: Adapted from Mason (2004)

Apart from the main events described above that triggered the change in water shares 

attractiveness, other more regular indicators also explained the decline in the position
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of the water industry in the equity market, prompting it to find other sources of 

financing. For example, the industry's reduced turnover (due to lower price limit) was 

reflected in the companies' profit margin. The industry also suffered lower dividend 

cover, and as a result of higher gearing, lower interest cover (and higher interest 

payable). These are outlined briefly below.

4.6 Turnover

Generally, the turnovers of water companies are consistent with the K factor imposed 

by Ofwat. The industry's aggregate turnover gradually increased since privatisation 

until 1999-2000, reflecting the extra K factor increase over the RPI allowed by Ofwat 

(Figure 4.3). Turnover then fell in 2000-01 by 12%, also consistent with the industry 

average K of minus 12.3 for that year, when Ofwat required almost all water 

companies to reduce their charges.

Figure 4.3: Turnover (Water Industry)
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Lower turnover caused companies' profitability to decline. Operating profit, which 

showed a continuous upward trend since privatisation fell from £2.6 billion in 1999- 

2000 to £1.9 billion in 2000-01, a 25% drop in profitability. The industry's profits 

increased at a greater rate prior to the 1994 Periodic Review, compared to those 

recorded subsequent to the Review. This could be attributed to the fact that Ofwat was 

able to predict the industry's performance more accurately for the 1994 Periodic 

Review, hence a more suitable new price limits compared to those imposed at 

privatisation. Initial price limits were set on the assumption that the companies were 

less efficient than they actually were, therefore allowing the companies greater profit 

margins.

4.7 Profit Margin

Despite the price reduction imposed, which caused turnovers and profits to fall, the 

industry was still generally profitable. This can be seen in the profit margin recorded 

(Figure 4.4).

Figure 4.4: Profit Margin (Water Industry)
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Even Hyder (which later proved to be in financial difficulties) managed to record 

reasonable return on equity (ROE) figures, as shown in Figure 4.5. Return on Equity 

(ROE) is defined as profit available for equity shareholders over equity shareholders' 

fund). ROE is very often the deciding factor on whether or not an investor is to 

purchase a company's shares. Figure 4.5 below shows the Return on Equity for Hyder 

between 1995 and 1999.

Figure 4.5: Hyder Group Return on Equity (%)

1995 1996 1997 1998 1999

Source: Hyder (1999); Thomas and Zaman (1999)

Despite its capability for being profitable, water companies were becoming less 

favourable to the shareholders largely due to the limitations imposed by the regulator. 

The huge profits made during the first few years after privatisation could no longer be 

repeated, since the stricter regulatory control prevented the companies from doing so 

as easily as they used to.

4.8 Gearing and Interest Cover - effects on Credit Ratings

At the same time, borrowings had also increased substantially. At the time of 

privatisation, the water industry was basically ungeared (i.e. not incurring debt),
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because of the £4.9 billion debt write off and £1.5 billion cash injection into the 

industry (green dowry).

This green dowry also initially helped the companies to receive interest on cash held. 

Companies received nearly £98 million (in 2000/01 price) from their cash surplus. 

However, the level of interest cover (the number of times by which the year's net 

interest payable can be paid out of the profit before interest) declined dramatically 

from 1992 onwards, as companies started to utilise the green dowry to partly fund 

their capital expenditure programmes. The industry saw an interest cover of over 20 

times in 1991/92, which kept falling to about 9 times in 1992/93, 7 times in 1996/97, 

4 times in 1999/2000, and just under 3 times in 2000/01.

Apart from utilising the green dowry, the industry also had to borrow to finance its 

capital programme. This caused the gearing level to increase significantly (Gearing is 

defined as the ratio of net debt to net debt plus equity, expressed as a percentage.)

Gearing and interest cover described above are related financial performance 

measures, and they show similar, but inverse trends. These are shown in the two 

following figures (Figures 4.6 and 4.7), in which the interest cover declined after 

privatisation, and gearing increased.
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Figure 4.6: Gearing for DCWW and Three Competitors between 1990/91 and

2000/01
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Figure 4.7: Interest Cover (Industry)
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From the tax perspective, the use of higher debt was also driven by the change in the 

government's imputation system of taxation. During the early years of water 

privatisation, the imputation system treated dividends quite similarly to interest 

payments, making the tax incentive to debt finance not particularly attractive. In the 

mid 1990s, the government eliminated imputation, causing a bigger tax wedge 

between equity and debt, and therefore, more incentive to use debt rather than equity 

(OXERA, 2002).

Higher debt and gearing levels caused credit ratings for water companies to weaken. 

The average credit rating fell from 'AA' in 1995 to 'A' in 2001. Looking at the range 

of ratings achieved by the companies, the situation was apparently worse, as it ranged 

between A+ and BBB-, a six notch range, compared to only two in 1995 (Flintoff, 

2001).

These factors contributed to the worsening of the water companies' financial 

performance. The companies found many shareholders making a quick exit, and at the 

same time borrowing became more expensive.

In its strategy to become a multi-utility company, Hyder put itself in a potentially 

more risky position by deciding to rely on debt financing to purchase Swalec above its 

true value. By depending on debt to purchase Swalec, its interest payments 

dramatically increased from only £7.8 million in 1995 to £123.6 million in 1999 (see 

Figure 4.8 below). The long-term debt (mostly bonds and finance leases) was almost 

2.5 times greater than the book value of Hyder's net assets. The acquisition of Swalec 

and even the payment of the windfall tax was made through debt, plunging the 

company into serious cash flow difficulties (Thomas and Zaman, 1999).
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Figure 4.8: Hyder Group Net Interest Payable (£m)

1995 1996 1997 1998 1999

Source: Hyder (1999); Thomas and Zaman (1999)

While Hyder faced great difficulties, similar multi-utility company, such as United 

Utilities did not encounter as great a problem, despite its investment activities being 

twice that of Hyder's. Thomas and Zaman (1999) suggested that Hyder's failure was 

due to the company's debt financing, rather than the regulatory demands from water 

and electricity regulators, or the windfall tax which had been signalled by the Labour 

Party prior of the election. While debt financing by itself would not cause the 

company to collapse, its usage to finance the purchase of Swalec (which was over 

valued by Hyder) as well as to pay the windfall tax made its situation particularly 

catastrophic.

4.9 Dividend Cover

Looking at the level of dividend cover also explains why water shares did not fare 

well among stock investors. Dividend cover measures the number of times by which 

the year's dividend can be paid out of the year's profit. This reflects the proportion of 

the profits that goes to the shareholders in the form of dividends. It works as a 

measure of the safety of the dividend. Companies sometimes continue to pay 

dividends even if they are making losses, and maintain the strength of the dividend
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cover until profits are made again in the following year. If profits keep falling, paying 

dividends from reserves cannot continue indefinitely.

Figure 4.9 shows the dividend cover for the water industry. The dividend cover in 

year 2000/01 was at the lowest since privatisation at 1.2 times. In most circumstances, 

dividends declared by the water companies are paid to parent companies, and not to 

the ultimate shareholders.

Figure 4.9: Dividend Cover - Water Industry (Historic Cost)

2.5
u. in •")

> 1 2

II 1-
'> 6
o f 0.5- 

0

T-

x^vvvvvvvv
Year

Source: OFWAT( 1995-2003)

4.10 Return on Capital Employed

Return on capital employed measures the profit made relative to the capital employed 

in the business. Although it does not affect directly on the shareholders' investment 

decision, it reflects the efficiency of a company in bringing as much return to the 

company from the capital used.

For the purpose of measuring capital base to be remunerated, Ofwat used the market 

valuation (including debt) of the companies at the time of the initial price setting. This 

was adjusted to take account of the net new capital expenditure, also assumed at the 

time of the price setting. These returns of capital measured by regulatory capital value 

for the past five years are shown in the Table 4.2:
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Table 4.2: Return on capital employed measured by regulatory capital value (%)

Industry

Welsh

Anglian

Thames

Yorkshire

%

1996-97

10.8

10.1

11.0

12.0

12.2

1997-98

10.1

7.5

11.1

10.7

10.3

1998-99

9.6

7.5

8.9

10.7

10.0

1999-00

9.3

7.0

7.9

9.5

10.7

2000-01

6.6

5.1

5.9

6.9

6.4

Source: OFWAT (1995-2003)

The Return of Capital employed also showed a downward trend. The industry's return 

on capital employed was 6.6%, in 2000-01 compared to 9.3% in the previous year. In 

2000-01, the returns achieved by individual companies ranged from 5.1% for DCWW 

to 11.4% for Folkestone and Dover Water Services Ltd (compared to the industry 

average of 6.6%). The returns for the first four years declined slowly, and then fell 

substantially in 2000-01. Again, this was blamed on the huge price reduction imposed 

for the year.

Although this suggests that the water companies are becoming less efficient (making 

less profit for the same amount of capital), there may be other reasons for this. The 

industry has matured, with safe but low return characteristics. Added to this, the 

regulatory requirements have developed more sophisticated and accurate measures. 

Therefore, the regulator is able to predict more accurately, and under-estimations that 

previously happened (which allowed companies to make higher than expected profits) 

were less likely to recur. Companies now need to depend more on 'genuine' 

efficiency rather than 'loopholes' in the accounting requirements.

4.11 Action to obtain finance

Companies in the industry at this point try to obtain other sources of finance. 

However, being highly geared means higher risks, which results in a lower credit 

rating. Despite restructuring (e.g. separating ownership and operation of low-risk
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water business within a company group), credit rating agencies are generally reluctant 

to give preferential credit ratings. This was because, as far as the credit rating 

agencies are concerned, intragroup restructuring does not change the group as a 

whole, but instead the companies are just being moved around within the group 

(Flintoff, 200 Ib). The acquisition of DCWW by Glas Cymru solved this issue by 

creating a sole-purpose company. Glas Cymru, as DCWW's parent company, can 

only run the water and sewerage business, recognised as a low risk business by the 

credit rating agencies. This enabled the company to achieve an investment grade 

credit rating well above that achieved when the DCWW was part of other businesses 

(despite being highly geared).

Apart from not embarking into other unrelated business, Glas Cymru restructuring 

also created other covenants that made it more attractive to provide credit to this 

industry. It includes early financial triggers in case of difficulties, and improved 

creditor protection through a prescribed courses of action (Ridley and Sundaram, 

2001). Creditor protection is particularly important since regular securitisation - 

security over cash-generating assets, is not allowed in the water industry (due to the 

importance of water and sewerage services) (Flintoff, 200Ib). Financial institutions 

now feel more confident about repayment of loans (Taylor, 2002).

The water industry has partly overcome its problems to obtain finance following 

shareholders' exit by opting for debt finance. Financial buyers are now willing to pay 

full regulatory asset value for companies put on sale (Lex Column, 2002).

4.12 DCWW Takeover by Glas Cymru

As explained earlier, the water industry faced tough regulatory price controls and 

reduced growth prospects. Water companies were thus finding it more and more 

difficult to raise new equity to fund investment programmes. One theoretical option 

was to split the organisation into two entities - one would own the old firm's assets, 

service its debt and contract out the running of plants and pipelines, while another 

company would bid for this business. This formula was thought to bring a better 

credit rating for the asset-owning company, since it would have no risk of running
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operations. On the other hand, the operating company (as a contractor) would be 

unregulated, and therefore able to make higher returns. The operating company would 

also be able to merge, without restrictions from the regulator.

This option was tried by Kelda (owner of Yorkshire Water), by proposing to turn the 

asset owning company into a mutual (owned by the customers). But being a mutual 

meant that customers (as owners) would be at risk, and in July 2000 the proposal was 

rejected by OFWAT (OFWAT, 2000c).

4.13 Glas Cvmru's successful proposal

On 3rd November 2000, Glas Cymru Cyfyngedig (Glas Cymru) announced that it had 

reached an agreement with WPD on terms for Glas Cymru to acquire DCWW from 

WPD, subject to regulatory and other approvals.

The proposal to restructure DCWW came about within its parent company, Hyder. 

The company was badly hit when its multi-business strategy back-fired through the 

company's over-valuation of Swalec, which it purchased using debt. The payment for 

the Windfall Tax was also paid through borrowing. Stringent price-cap by the 

regulator (both water and electricity) made it worse for the company. When Hyder 

was facing these financial difficulties, the company (under its 'nothing ruled in, 

nothing ruled out' strategic review) looked for various options to restructure the 

company, including the possibility of being taken over by another company. In 

December 1999, Chris Jones and Nigel Annett from the water sector of Hyder 

proposed a structure similar to the present Glas model, i.e. to separate out DCWW, 

and refinance it as a stand alone company. Works would be contracted in-house at 

first, and would be gradually made competitive. However, Hyder's Board of Directors 

decided against this proposal24 (Utility Week, 2001).

24 An interview with Chris Jones in Utility Week mentioned that Jones was sent off by the Hyder board 
in January 2000 to promote the bid, and Glas Cymru was created to make a bid. However, this was not 
successful.
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Instead, the company was taken over by WPD, after Nomura's failed bid to buy 

Hyder. Within the industry, it was a well-known fact that WPD was more interested in 

Hyder's electricity company, rather than other businesses.

This gave Glas Cymru another chance to revive its proposal, leading to the current 

takeover status.

Glas Cymru proposed a new company structure, where it would be owned by 

members instead of shareholders. Without shareholders, it would not be financed by 

equity, but would be wholly debt-financed. The water company would also separate 

its asset ownership from operation. The regulated assets would be entirely financed by 

debts with the new debt to be issued largely in the form of bonds. Glas Cymru would 

outsource, under competitive contract, the day to day operation of DCWW's asset and 

customer services, but DCWW would retain overall responsibility for providing safe 

and reliable drinking water. It would ensure a reserve of £300 million by 2005 to deal 

with unexpected costs.

The transaction structure of the sale of DCWW is shown in Figure 4.10.
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Figure 4.10: DCWW Takeover Transaction Structure

Hyder Utilities
(Holdings) Ltd

HUH

100%

100%

Dwr Cymru
Cyfyngedig

(DCC / Appointee)

Glas Cymru 
Cyfyngedig 

(GLAS)

Sale and purchase 

of ordinary shares
Glas Cymru
(Securities)
Cyfyngedig

Glas (Securities)

Dwr Cymru (Holdings)
Ltd 

(HOLDCO)

100%

inter-company loan

principal and interest

Dwr Cymru
(Financing) Ltd

(ISSUER)

bond proceed principal and 

interest

BONDHOLDERS

Source : Adapted from Fitch Ibca Duff & Phelps (2001); Standard & Poor's (2001),

111



Chapter 4: Glas Cymru - A New Breed in a Privatised Water Industry

This plan was given the green light by OFWAT on 31 st January 2001. In his Position 

Paper, the Director General of OFWAT stated that while OFWAT would not move to 

block Glas Cymru's plan for DCWW, certain conditions needed to be fulfilled. 

OFWAT addressed six issues to be dealt with by Glas Cymru (OFWAT, 200Ic). These

were:-

  OFWAT required Glas Cymru to agree on a package of licence modifications and 

new licence conditions. These proposed changes would refer to the aspects of 

procurement of services and control of operations, strengthening the financial 

ring-fence, corporate governance, and making available required information.

  Glas Cymru would give a public commitment to customer benefits;

  Glas Cymru would make public its incentive schemes for executive management;

  Glas Cymru would provide a public statement on its commitment to limiting its 

activities to a single purpose of providing water and sewerage services;

  Glas Cymru would give a public commitment to appointing the members of Glas 

Cymru on the basis of best practice;

  Glas Cymru would confirm that the rights proposed for bondholders do not 

impede the Director's duties under the Water Industry Act 1991.

These requirements were caused by various valid concerns surrounding the take 

over's formula. First, Glas Cymru proposal broke away from the regular equity- 

financed water companies that existed since privatisation in 1989. Being wholly debt- 

financed, there were concerns that the company would not be able to remain 

sufficiently robust to withstand cost shocks and the consequences of poor 

management. Secondly, without shareholders to answer to, the incentives to remain 

efficient might not be adequate. Thirdly, by outsourcing most of its function, DCWW 

might not be able to grasp proper control over its functions.

Glas Cymru announced on the 6th July 2001 that it had met the conditions in full.
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4.14 Financial structure

The theorems presented by Modigliani and Miller regarding financial decisions are 

the foundation for further discussions on whether a firm should be financed by debt or 

equity. According to Modigliani and Miller (1958), a firm's value and cost of capital 

are based on the expected cashflows and risks of its real assets, and not on the 

company's financial structure and policies. Therefore, the value of the firm is 

independent of how it is financed. The debt-equity ratio does not affect the value of 

the firm. Prior to Modigliani and Miller, the traditional belief was that because debt 

was cheaper than equity, due to fewer perceived risks (Chau, 2004), a firm's value 

should rise as debt rises, up to a level where the company would have difficulty 

servicing its debt, i.e. where financial leverage outweighs its benefit. Therefore, the 

average cost of capital for a firm would fall as debt increased, as long as excessive 

leverage was avoided (Gulp, 2003).

However, Modigliani and Miller's proposition was based on certain assumptions - i.e. 

the firm was operating in a perfect capital market (companies can borrow unlimited 

amount at the same rate of interest), no bankruptcy costs, no tax advantages or 

disadvantages of debt, no agency or governance problems, and where managers and 

markets have common and perfect information (Modigliani and Miller, 1958). These 

assumptions create a situation where there is no particular optimal financial structure 

- one financing method will perfectly replace another, and no value is created by 

increasing leverage (Ricketts, 2002).

Modigliani and Miller later suggested that in the presence of tax, benefits could 

accrue when leverage was introduced and/or increased (Modigliani and Miller, 1963). 

Where corporate tax is imposed, interest paid for a company's debt would first be 

deducted, leaving a smaller amount to be taxable. This in effect created a tax shield 

(on debt interest paid) and increased the amount available to providers of capital, i.e. 

the shareholders (Samuel et al., 1995). This explains the trend to use debt more 

heavily where tax benefits existed, among tax-paying firms.
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However, Modigliani and Miller's propositions were still based on the rest of the 

assumptions discussed above. In reality, capital structure can affect value, e.g. by 

changing managerial incentives and creating a conflict of interests between 

shareholders and creditors (Milgrom and Roberts, 1992).

Similar concerns were raised following the creation of Glas Cymru, a highly 

leveraged company with total debt funding. One of the main issues relating to debt 

funding was the bankruptcy costs and costs of financial distress. In the perfect 

conditions assumed by Modigliani and Miller, there is no cost of bankruptcy. If the 

value of equity falls to zero, debt-holders take over the company. However, in reality, 

even the possibility of a bankruptcy can adversely affect a business. For example, 

apart from the actual legal costs if bankruptcy happens, a threat of bankruptcy can 

result in a loss of supply credit, loss of customers (except if the firm is a monopoly), 

or loss in the value of assets, as they may be sold at lower prices.

There can also be distortions in the company's investment policy. In a highly 

leveraged firm, managers may take on excessive risks in order to serve the interest of 

the shareholders (Jensen and Meckling, 1976). There is also a danger of under 

investment, as managers may not undertake projects knowing that the benefits will 

flow to bondholders (Myers, 1977). These two issues are dealt with under 4.15 below.

Despite these limitations, debt is still an attractive option. One reason is when the tax 

effect is favourable to the company. Modigliani and Miller also assumed perfect 

information when describing their theory on financing decisions. In reality, the 

decisions may be driven by various factors. The Pecking Order Theory shows that 

firms prefer to use their internal finance (savings) first, before opting for external 

sources of finance. Where external finance is needed, firms will issue the safest 

security first, starting with debt, then any possible hybrid securities such as 

convertible bonds, and will only issue equity as a last resort (Myers and Majluf, 

1984). Since very profitable firms are not likely to need external financing, there is no 

necessity to borrow. Less profitable firms opt for debt because they need external 

sources of finance (internal funds are likely to be insufficient), and the first in the 

pecking order is debt financing (Brealey and Myers, 2000). Another argument for 

opting for equity financing as a last resort is the "lemons problems" described by
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Akerlof (1970). Akerlof suggested that some secondhand cars have hidden defects 

(lemons). In an asymmetric market, buyers do not know which cars were lemons. This 

made the market price of even good cars decreased. Sellers of good cars would then 

be less economically inclined to sell their cars, and a rational market would only be 

filled with bad cars (Akerlof, 1970). Myers and Majluf (1984) argued that the lemons 

problem would similarly cause companies to refrain from issuing equity. The 

description of the pecking order theory also reflects the development in the water and 

sewerage industry described earlier, where poor share prices (among others) prompted 

water companies, especially poor performing ones such as Hyder, to opt for debt 

financing.

The 'appropriate' level of debt/equity varies from firm to firm. This is laid down by 

the trade-off theory of capital structure. This theory dictates that the optimum level is 

reached when the present value of tax savings created by debt is just offset by 

increases in the present value of cost distress (Brealey and Myers, 2000). Companies 

with safe tangible asset (which will retain value in bankruptcy), those with low 

earnings volatility (low probability to default), and companies with high taxable 

earnings will find that opting for high target ratios (greater debt ratio) to be beneficial 

(Brealey and Myers, 2000). While Modigliani and Miller's theorem suggests that 

companies that pay corporate tax should aim for the highest level of debt in order to 

maximise the tax benefit, the trade-off theory rationalises the characteristics of firms 

that can afford high debt ratios and those that should not attempt such action.

This is summarised in Figure 4.11. A company's weighted average cost of capital 

(WACC) only works if the operating income and cashflow are unaffected by leverage, 

the company maintains a market value debt ratio over time, and the firms do not have 

other constraints, e.g. regulatory or legal limit that prevent them from moving to the 

optimal level (Chau, 2004).
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Figure 4.11: Optimal Capital Structure

WACC

All Equity 
Capital _ 
Structure

Optimal Capital Structure Leverage (D/(D+E))

WACC=C(Debt)*{Debt/(Debt+Equity)}+C(Equity)*{Equity/(Debt+Equity)}

Where: C(Debt)=after tax cost of debt
C(Equity)=cost of equity=R(f)+Beta(Market Risk premium)
R(f)=risk free rate
Beta=a relative measure of market risk

Source: Adapted from Chau (2004)

It is possible to generalise, to a certain extent, that for most companies, the weighted 

average cost of capital (WACC) falls as the debt ratio increases (when companies opt 

for debt financing). This is true until a point when the company's WACC increases 

again, demonstrating that higher debt may no longer be ideal for such a company. As 

shown in Figure 4.11 above, a company's WACC is calculated by taking into account 

a number of factors, such as the cost of debt (the level of interest rates, the default 

premium / market risk premium, and the company's tax rate) as well as the cost of 

equity (i.e. the required rate of return given the risk) (Nair, 2002; Chau, 2004).

Calculating an optimal level is extremely complex (Samuel et al., 1995). The costs of 

financial distress needs to be taken into consideration. This depends on the probability 

of distress itself and the magnitude of costs encountered if distress actually occurs 

(Brealey and Myers, 2000). Financial distress may include bankruptcy costs (legal as

116



Chapter 4: Glas Cymru - A New Breed in a Privatised Water Industry

well as administrative costs of bankruptcy), which also include indirect costs related 

to bankruptcy. Other companies may be reluctant to do business with companies that 

are going bankrupt (or showing signs of financial problems). Credit facilities may be 

withdrawn, and customers (especially those who buy services for future dates, e.g. air 

ticket) may be reluctant to patronise the business. These can make the financial 

distress much worse. These indirect costs are nearly impossible to measure (Brealey 

and Myers, 2000). Since the cost of financial distress is hard to measure, the exact 

optimal capital structure is therefore unclear (Nair, 2002). Additionally, we also need 

to take into account all the constraints imposed by other sectors, e.g. the regulators 

and the lenders. The assumption of a constant market debt ratio also needs to be 

addressed. In reality, the market debt ratio may not always remain constant, and this 

makes it more difficult to estimate WACC accurately (Miles and Ezzell, 1980). Nair 

(2002) argued that the target capital structure in WACC valuation formulas was a 

'meaningless concept', and that the theory was short of positive and practical 

implications for valuation methods. Therefore, calculating an optimal level of capital 

structure in reality is both impractical and inaccurate.

In terms of the thesis, within the financial institutions, some concerns were raised 

about the long-term sustainability of a company financed entirely by debt, and its 

ability to raise any new debt required to fund its capital programme in the future 

(Ockenden, 200 Ib). On the other hand, some believed that being in a low-risk 

business (water industry), the proposed structure is attractive to investors at present as 

well as in the future. Ofwat's assessment also recognised that by eliminating the risk 

from diversification into non-regulated activities, Glas Cymru would be in a better 

position to secure the required financing terms. The risk would be further reduced 

since the proposed purchase represented a discount on the regulatory capital value 

(RPV) which reflected on the price limits imposed by Ofwat25 . WPD was more 

interested in Hyder's electricity distribution business rather than its water assets, and 

was willing to dispose of its interests in DCWW at below market value. Its intention 

to dispose of Hyder's water business made this scheme unique to DCWW, and might 

not be easily replicated by other water companies. In DCWW's case, WPD would 

have no further involvement with the company.

25 Glas Cymru's offer valued DCWW at approximately £1.8 billion, which represents 95% of 
DCWW's estimated Regulatory Capital Value.
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However, Ofwat suggested that there would be greater uncertainty in the longer term. 

It would be important for Glas Cymru to retain sufficient flexibility in its operations 

contracts and financing in order to make efficiency savings required at future Periodic 

Reviews.

In early April 2001, despite some doubts, Glas managed to secure the investment 

grade rating it needed. Credit Rating Agencies Standard and Poor's and Fitch Ibca, 

Duff & Phelps both rated Dwr Cymru (Financing) Ltd favourably. The ratings are 

discussed in more detail in Chapter 6.

Despite securing favourable ratings, Standard & Poor's warned that at a future 

Periodic Review there may be a mismatch between Ofwat's view on the cost of 

capital and DCWW's locked-in costs of debts and operations contract (Standard & 

Poor's, 2001). If Ofwat's interpretation of DCWW's cost of capital is lower than the 

company's actual costs (which has been locked in long term contract), the company 

may be faced with a lower than expected price limit, making it difficult to repay these 

debts.

4.15 Management Incentives

An equity-financed company still needs to handle the conflict between shareholders' 

and managers' objectives. This is also called the principal-agent problem (Brealey and 

Myers, 2000). Generally, shareholders (the principal) want the managers (agent) to 

increase the value of the firm, although this may not be the ultimate aim for the 

managers. Agency costs are incurred when managers do not attempt to maximise the 

value of the firm, and shareholders incur costs to monitor the managers' actions. The 

inability of a company's financier to observe the behaviour of managers creates a 

moral hazard, where managers may divert the company's resources to their own 

advantage. Managerial competence is difficult to evaluate, especially by outside 

financiers, because managers have better knowledge of the company they are running 

(Ricketts, 2002).
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In financing, when debt funding comes into the picture, it creates a conflict between 

the interests of shareholders (potentially including the management, who may have 

shares) and the firm's creditors / bondholders. Unless those who select the firm's 

investments own equal shares of the firm's investments, they will not be financially 

motivated to select the investment that maximises the total value of the firm. Owners 

of shares would enjoy all the benefits if returns of risky investment are high. While 

bondholders only get their interest payment, they also run the risk of not being fully 

repaid if the investment fails. Milgrom and Roberts (1992) argued that "so long as 

investments are financed by borrowing, the borrowers will always have an incentive 

to undertake riskier investments than the lenders would want". This results in a direct 

conflict between shareholders and creditors. When this occurs, there is likely to be a 

covenant in the debt contract to restrict their ability to make risky investments. At this 

stage, Glas Cymru's covenant shows that the company's inability to embark into other 

business unrelated to water and sewerage, as well as the requirement for its work to be 

outsourced by competitive tendering are one of the steps to reduce such risk.

This issue of shareholder-bondholder conflict remains in highly leveraged firms that 

maintain equity. Glas Cymru does not face such an issue since it has no shareholders, 

so there is no conflict between shareholders and bondholders. There is also no conflict 

between customers and shareholders. However, it brings the company to the other end 

of the spectrum. There are no interests of shareholders to satisfy, leaving the 

management of Glas Cymru more leeway to pursue their own objectives. The 

separation of ownership and control discussed above makes it more likely that 

managers may not promote the interests of shareholders effectively, as there are other 

goals to achieve other hand maximising profit (and shareholders' returns). Some goals 

are to serve the interests of the managers or employees themselves, e.g. avoiding 

making the company highly profitable in order not to attract takeovers that may 

threaten their jobs (Milgrom and Roberts, 1992). In the case of Glas Cymru, without 

shareholders altogether, the issue of control is more pertinent. Other forms of pressure 

and control need to exist for the managers to be sufficiently incentivised.
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As alluded to above, there were concerns that the absence of shareholders might 

dampen the pressure on the management to remain efficient. However, Glas Cymru 

had sought to build in other mechanisms to mitigate the loss of shareholder pressure, 

e.g. by linking management remuneration to performance in terms of delivering 

customer rebates and improving DCWW's efficiency and service performance. This 

would be a challenge to Glas Cymru, since DCWW had been one of the least efficient 

companies in the water industry.26

Glas believes that pressures from bondholders and rating agencies can be as strong as 

those from shareholders. Ofwat's annual performance indicator and efficiency reports, 

and other 'league tables' give a transparent view of Glas in comparison to other 

companies in the industry. Glas's increased outsourcing will also help to increase 

competition within the industry, as open tenders attract bids from other water 

companies which otherwise remain monopolies in their respective geographical 

boundaries. Having to present a business plan to the regulator (to justify the tariffs) 

makes the company less likely to take on high risk investments without proper 

justification.

4.16 Operation

Ofwat maintained that all responsibilities should remain with the licence holder 

(DCWW) and that DCWW should maintain a certain level of expertise and ability to 

take over the operation should its contractors fail to perform. Glas Cymru's 

outsourcing is expected to increase from the present 60% to over 80%. The rationale 

to increase outsourcing is to allow the company to get the best available prices and the 

best practice from the most competitive operators in the industry. The proposed 

formula (where DCWW would own the pipelines and other assets, while other 

companies (contractors) operate the services, made customers compare this structure 

with that of the railway industry. With the apparent problems in the railway industry,

26 On average, DCWW customers in 1999-2000 paid 89 pence per metre cube (p/m3 ) of water 
delivered, compared to 72 p/m3 industry average (the highest after Tendring Hundred Water). Costs of 
operations for DCWW was 44 p/m3 (31 p/m3 industry average), and the cost of capital maintenance 
was the highest in the industry at 26 p/m3 (18 p/m3 industry average). DCWW's operating efficiency 
was categorised as below average by OFWAT OFWAT (200la) 1999-2000 Report on Water and 
Sewerage Service Unit Costs and Efficiency, OFWAT.
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any similarity with the 'Railtrack' formula would be subject to scrutiny and 

criticisms. Glas immediately responded to this criticism by suggesting that this 

comparison was misguided (Glas Cymru Cyfyngedig, 200Ib). Glas argued that unlike 

the rail sector, there would only be one company providing the full range of operating 

services in any geographical area, and a single line of responsibility through to 

DCWW.

This policy was later substantiated in March 2001 when DCWW awarded its 

operation and maintenance contract to United Utilities, and its billing contract to 

Thames Water (Taylor, 2001). Rival bidders in this competitive tender included 

Severn Trent, Anglian Water and Vivendi. This contract was for the period of four 

years, and will expire in time for the new Periodic Review.

While comparison with the rail industry was considered misguided, comparison with 

the problematic Californian electricity industry, although not particularly obvious, 

was more closely matched. Deregulation in the electricity industry in California 

carried with it the requirement for the electricity distributors not to enter into long 

term power supply contracts with electricity generators, in the hope that this would 

create more competition among them. This caused an unstable supply of electricity, as 

the industry was not encouraged to plan in the long term electricity supply (Ockenden, 

2001a). Tony Ballance, Ofwat's ex-chief economist suggested that Ofwat's regulatory 

framework would not allow Glas to operate an effective market for operating 

contracts in its area (Ballance, 2001). Ofwat's periodic review, where price limits are 

set every five years will prevent Glas from embarking into long term contracts for 

fears of being 'off target' when stricter price limits are imposed on an already 

finalised contract. Comparing this to the French water industry, Ballance felt that 

contract terms common in France (between 10 and 30 years) are necessary to ensure 

assets are not left to deteriorate in favour of short-term returns (Ockenden, 200Id).

However, Geraint Talfan Davies, Non-executive Director of Glas Cymru was 

confident that a genuine open market contract would be taken into account by Ofwat 

when setting the price limits. The Customer Service Committee emphasised the 

importance of ensuring that the model contained adequate safeguards for customers,
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and that the members of Glas Cymru would not be 'captured' by sectional interests. 

Glas' membership policy is meant to tackle this issue, and is explained further below.

The National Assembly for Wales expressed broad support for the proposals. 

However, if the company's financial reserves were not sufficient to cover cost shocks, 

the risk might be transferred to customers through higher bills. This fear was also 

reflected in a water company's response to Ofwat's Consultation Paper on this 

proposed acquisition. The company believed that Glas Cymru's request to reinstate 

the 'shipwreck' clause27 was evidence of a transfer of risk from the company to the 

customers.

Glas insisted that its financial reserve would be sufficient to withstand any financial 

or environmental shock, and would not put customers at risk.

4.17 Other Companies' Similar Attempt at Restructuring

Although the Director General of Ofwat warned that Glas Cymru's proposal should 

not be seen as a precedent by other companies, it was expected that other companies 

would attempt similar restructuring proposals. Following DCWW restructuring, there 

had been some expectations that some other companies, e.g. Anglian Water to come 

up with similar proposal to relieve shareholders of the burden of ownership (Hilton, 

2001). Earlier failed proposal by Kelda, owner of Yorkshire Water to turn the water 

company into a mutual might also be fine tuned to satisfy Ofwat, although Kelda has 

already dismissed the idea of a second attempt (Ockenden, 2001b). Yorkshire Water 

was considered not as severely stretched as DCWW, and had no support from 'the 

equivalent' of the National Assembly of Wales.

Although Kelda has so far departed from its original plan, other companies seem to 

move closer towards bond financing, although not as radical as Glas Cymru. As 

predicted by Hilton (2001) above, in 2002, AWG (owner of Anglian Water) and 

Scottish Power (owner of Southern Water) both adopted thin equity structures for

27 A shipwreck clause allowed a company, among others, to raise its prices if it was hit my adverse 
unforeseen circumstances.
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their water sector business (OFWAT, 2002c; OFWAT, 2002b). This was followed by 

Northumbrian Water in 2003 (OFWAT, 2003a). This option also attracted some water 

only companies. For example, Mid Kent Water has shifted towards investment bank- 

backed debt financed management buyout. East Surrey Holdings arrangement 

separated its water company, Sutton and East Surrey Water and financed the water 

business mainly by debt. Some see this financial engineering trend as being brought 

upon by Ofwat itself, which imposed a price cut in the 1999 price review (Wamer, 

2003).

As more and more water companies resort to debt funding, most in the industry see 

their credit ratings fall, caused by higher debt and gearing levels. Since privatisation, 

credit profiles of water companies have generally weakened. The average rating in 

1995 was 'AA', and has since fallen to 'A' or 'A-'. There was also a larger gap 

among companies. In 1995, all companies were within one notch (above or below 

average). Now however, the ratings range between 'A' and 'BBB', a six-notch range 

(Flintoff, 2001).

4.18 Glas Cymru Outsourcing and Transaction Costs

Glas Cymru's core outsourcing also raises the question of the degree of transaction 

costs involved in the subcontracting process. The need to maintain legal responsibility 

meant that Glas might incur extra agency costs in monitoring and managing its 

contract (Stone, 2001). For example, the establishment of the Quality and 

Environment Committee within DCWW besides its regular executive management, 

shows the need for the extra precaution when the maintenance and operations (core 

services) are run by other companies. This in turn might incur extra costs to ensure 

compliance.

As an organisation that outsources almost all of its functions, the issue of transaction 

costs is directly relevant to Glas Cymru. The theory of transaction cost was first 

introduced by Coase (1937) in his study of firm boundaries, before being developed 

by Williamson (1975). Coase identified that the costs of making each contract arose 

due to information asymmetry, rationality and opportunism. Information asymmetry
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occurred when parties to a transaction had uneven access to relevant information. 

Bounded rationality referred to the argument that economic actors were limited in 

their ability to access and process information and to make decisions. Opportunism 

referred to the suggestion that a decision-maker might unconditionally seek self- 

interests, taking advantage of other parties in the transaction whenever possible. 

These issues led Coase to suggest that, where high costs were involved, it would be 

more efficient and cost effective to coordinate activities within the boundaries of the 

firm.

This theory was later developed by Williamson who defined transaction costs as ex 

ante and ex post transaction costs - ex ante transaction costs being the costs of 

preparing and negotiating an agreement (Williamson, 1979), and ex post transaction 

being the setup and running costs, bonding costs etc (Williamson, 1975). This would 

also include the costs of monitoring the contract.

Williamson (1985) suggests that three transaction characteristics are important - 

frequency, uncertainty and asset specificity. The higher the level of uncertainty, and 

the higher the degree of asset specificity (especially so if these two characteristics 

exist in tandem), the more complex is the contracting environment, and there will be a 

greater need to make adjustments after the relationship has begun and commitments 

have been made (Williamson, 1985). According to Williamson, goods and services 

with high specificity (for a highly specific purpose, and cannot be used in other 

transactions without incurring huge costs) should be kept under the full responsibility 

and control of a company, i.e. insourcing (Williamson, 1989). This theory has 

recently been challenged by suggestions that core business can be outsourced 

effectively and safely, a view taken up by Glas Cymru which outsources almost all of 

its work (Baden-Fuller et al., 2000). Their study suggested that by outsourcing the 

core activities, water companies (license holders) would be able to concentrate on 

managing the regulator's requirements and getting the optimal balance of regulated 

assets to maximise shareholder returns (Baden-Fuller et al., 2000). In the case of Glas 

Cymru, it would theoretically mean being able to increase the financial reserve which 

can be ploughed back into the company, leading to lower tariffs for customers.
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One of the areas associated with opportunism is the risk of hold-up in an outsourced 

work, especially when dealing with loose contracts. The complexity of planning and 

negotiating a contract for the future can create an incomplete contract, leading to 

costly renegotiations, haggling and even attempts to take advantage of the loose 

contract (Williamson, 1971). One option to reduce such opportunism is to have a 

group of contractors that compete against each other. In practice, however, Glas 

Cymru needs to ensure a clear line of responsibility, thus adopting a strategy that 

clearly makes a contractor (United Utilities) responsible for water supply from source 

to tap. Therefore, any issues that may arise need to be tackled at the tender and 

negotiation stage. However, as shown by many Japanese firms especially in the car- 

making industry, short imprecise outsourcing contracts (that need further 

renegotiations during the life of the contracts) can be balanced by a long-term 

relationship with the contractors (Taylor and Wiggins, 1997). The issue of hold-up 

vulnerability is particularly reduced where the effect of a bad reputation is 

considerable, making it work particularly well in the Japanese culture (Ricketts, 

2002). In a tightly regulated water industry where outsourcing is widely used, the 

effect of a bad publicity can also be detrimental to the water contractors.

This seems to contradict the traditional view of transaction costs. A smaller number of 

suppliers reduces the costs of monitoring and increases the transaction frequency, 

therefore strengthening the reputation of the parties involved. This addresses the issue 

of moral hazards and quality issues (Holmstrom and Roberts, 1998).

Another risk associated with transaction costs in outsourcing is the risk of shirking - 

the contractor's under-performance and opportunistic bargaining. Shirking can be 

minimised by a good set of monitoring and coordinating policies. Glas Cymru set up 

various joint-committees to ensure adequate monitoring, and its open book policy 

among the contractors is meant to ensure transparency. The creation of Welsh Water 

Alliance, a strategic partnering team is also a way to ensure a smooth running of the 

outsourced works. Through strategic alliance, resources can be shared which would 

reduce the cost, time and associated risk (Harrigan and Newman, 1990).
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A contractor's under-performance can generally be handled by changing contractors, 

or in the case of Glas Cymru, the right to step-in and take over the jobs, and an exit 

plan to facilitate change of contractors.

In a not-for-profit organisation like Glas Cymru, however, the risk of shirking also 

exists internally, where, according to Alchian and Demsetz, 'the future consequences 

of improved management are not capitalised into present wealth of stockholders' 

(Alchian and Demsetz, 1972). This has been discussed under 4.15 above.

4.19 Glas Cvmru's additional costs under outsourcing arrangements.

Glas Cymru adopts the EU Procurement Rules for its outsourcing contracts. The 

initial contracts attracted over 30 expressions of interests (for each contract), 7 of 

which were issued an invitation to tender. The bids were judged on the basis of the 

most economically advantageous.

The Water Licence held by DCWW does not allow its responsibility to be delegated 

to its contractors. This means that DCWW still carries the legal burden despite the 

work being contracted out. This requires a good monitoring plan, as any problems 

should be pointed out early enough for the company to correct.

Although higher transaction costs will be incurred, it is expected that the savings on 

the cost of capital made through outsourcing outweighs the monitoring costs etc. 

Ofwat expects that the market mechanism that operates in the outsourcing market will 

reduce the costs of capital and drive the price downwards, without giving excessive 

returns to the contractors.28

The risk in outsourcing is considered modest by credit rating agencies (Ridley and 

Sundaram, 2001). This was because DCWW already had the experience at 

outsourcing operations. Outsourcing has also been widespread in the industry, with 

highly competitive market for service providers. Glas Cymru's ability to obtain good

28 Interview with Bill Emery, Director of Costs and Performance, Ofwat

126



Chapter 4: Glas Cymru - A New Breed in a Privatised Water Industry

investment grade ratings was partly due to its policy to outsource most of its 

businesses.

DCWW's (Glas Cymru) policy to outsource most of its functions, as well as other 

subcontracting practice of other water companies, will help create big companies 

within the UK. For example, United Utilities was the main contractor for Glas Cymru 

and Scottish Water, boosting United Utilities unregulated business. This would also 

raise the issues of privatisation through the back door as mentioned earlier. While the 

issue is aimed at a public body like Scottish Water, the same issue is also valid for 

Glas Cymru, which claimed to be a not-for-profit company. Indeed, there have 

already been suggestions that while Glas Cymru does not pay dividends to 

shareholders, it allows other private companies to make huge profits from its 

outsourcing policy (Wales Watch, 2002).

Another pertinent issue is whether or not the outsourcing process is competitive 

enough. As seen in France and other countries, the water subcontracting market is 

dominated by a few companies, which at times even work together to secure a project. 

In this situation, the price offered at each tender may not reflect the true cost. The 

requirement of Glas Cymru's bondholders necessitates the company to outsource 

most of its functions (in order to prevent greater risks involved in running the business 

itself). However, this policy may not be suitable where the market is not robust 

enough to offer the best price.

4.20 Conclusion

Water Companies in England and Wales have hugely transformed after privatisation 

in 1989. While some maintain their core water and sewerage business, quite a number 

venture into unrelated commercial undertakings. The regulator has also improved the 

capability to estimate the companies' ability, thus reducing the margin of 

outperformance enjoyed by them. This, among other factors led to a stricter regulatory 

environment, prompting water companies to search for new source of finance.
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The trend of increasing gearing was evident since water shares started to perform 

badly in the stock market. DCWW took a radical, unique step of opting for total debt 

funding, and at the same time creating a not-for-profit structure in a privatised 

industry. This was also a result of the Hyder's problem described earlier, making it 

particularly necessary for DCWW to adopt this change.

This Chapter has described the reasons for the change from mainly equity finance to 

debt funding in this privatised industry. This movement towards thin equity or not- 

for-profit structure was brought about mainly by financial necessity.

Water companies have evolved from being identical at privatisation to hugely 

different entities, financially as well as in terms of business outlook. The 

diversification (or non-diversification) policy of the companies resulted in the 

industry having companies that are involved in non-water related business (e.g. 

United Utilities electricity business), those that stick to the main area of water and 

sewerage business (e.g. Severn Trent), and companies that attempted diversification 

but returned to its core business (i.e. Hyder - DCWW). Financially, these companies 

also adopted different financial strategies, with Glas at one extreme with no equity 

financing, to companies that maintained conventional financing adopted at 

privatisation. These development can be summarised in Table 4.3, where in the 

extreme left is a fully debt funded company, and in the extreme right are diversified 

companies with conventional financing. In between the two, there is a mixture of 

companies that preferred a thin equity29 structure, and companies that remained in the 

core business but still maintained conventional financing. The table also shows the 

gearing levels that are common in each group. From the figure, it can be seen that 

Glas Cymru and thin equity companies naturally have higher gearing. Those with 

conventional financing but remaining in their core water and sewerage business have 

relatively lower gearing levels, but still manage to be highly geared compared to the 

diversified companies. This explains the mature, low risk nature of the water and 

sewerage industry compared to other businesses.

29 Water only companies that adopted thin equity structure also included Mid Kent, Portsmouth and 
Dee Valley Water.
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Table 4.3: Water and Sewerage Companies Financing Method

Total Debt 

Finance

(Gearing: 85%)

Glas Cymru

Thin Equity

(Gearing: 82-85%)

Anglian 

Southern

Conventional 

Finance 

(Undiversified)

(Gearing: 47-70%)

Wessex 

Yorkshire (Kelda) 

Northumbrian 

Thames

Conventional 

Finance 

(Diversified)

(Gearing: 48-54%)

Severn Trent 

South West 

United Utilities

Source: Adapted from Smith and Hannan (2003)

DCWW has moved from a diversified company (as Hyder) with conventional 

financing to a fully debt financed company (as Glas Cymru). This movement from a 

conventional financing to a one-of-a-kind debt finance in the industry attracted a lot 

of attention from within the industry and from the industry observers. The two main 

questions are whether the new Glas Cymru model is suitable for the water industry in 

England and Wales, and whether by adopting this structure, Glas Cymru is at a 

regulatory disadvantage compared to regular equity financed companies. Glas 

Cymru's new structure raises three major questions:

  Being totally debt financed, the company broke away from the regular equity- 

financed structure that existed since privatisation. Will the company be able to 

remain sufficiently robust to withstand cost shocks and the consequences of poor 

management?

  Without shareholders, will the incentives to remain efficient be adequate?

  By outsourcing most of its functions, will the company be able to grasp proper 

control over its functions? For example, are transaction costs caused by its 

outsourcing policy significantly high?

Ofwat's Director General's letter to all Managing Directors of Water Companies 

(MD166) dated 31 January 2001 stated that companies with new structural 

arrangements would still be treated in the same manner as other companies. Ofwat 

would follow the same approach as for equity-owned, vertically integrated
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Companies. Para 4(v) in particular stated that "......the existence of competitively

tendered prices will not be seen, a priori, as evidence of efficiency nor guarantee that 

such costs will be fully reflected in price limits" (OFWAT, 200 Ib). How the regulator 

treats the industry in general, and the company in particular will inevitably affect the 

long term status of this new structure, and thus the issue of regulation is another major 

concern to this research.

Based on these general questions, the next chapter explains the appropriate research 

design and methodology for this thesis.

130



CHAPTER 5 : RESEARCH DESIGN AND 

METHODOLOGY



Chapter 5: Research Design and Methodology

CHAPTER 5: 

RESEARCH DESIGN AND METHODOLOGY

5.1 Introduction

Chapter 4 has established that, since privatisation, some water and sewerage 

companies in England and Wales have started to venture into unrelated businesses. In 

the late 1990s, water shares in the stock market were also performing badly, resulting 

in increased gearing, and various methods of financing among water companies. 

DCWW opted for total debt funding, stripping out all equity shares from the 

company. This resulted in a one-of-a-kind water company in England and Wales - the 

only not-for-profit company in a dividend-driven industry. This structure, however is 

not unique outside England and Wales, where many water utilities are owned by local 

authorities or municipal-owned companies. In England and Wales, though, 

privatisation of the water industry in 1989 was a complete transfer of function to the 

private sector. The main economic regulatory body, OFWAT, was created at 

privatisation to oversee the running of the water utilities as private natural monopoly 

companies.

Whilst the Glas Cymru structure is not unique (for example a similar structure exist in 

France), its creation in England and Wales raises a number of important questions.

It is the aim of this research to establish:-

  Firstly, whether the Glas Cymru structure is suitable for the water industry in 

England and Wales, and

  Whether DCWW is at a regulatory disadvantage by adopting this structure.

The literature has established that the Glas Cymru structure could cause a number of 

difficulties.For example, the debt-funding structure may not be financially robust, and 

that the absence of shareholders would provide insufficient incentives to the company 

to remain efficient. The research also suggested that by outsourcing most of its
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functions, Glas Cymru may not be able to maintain proper control over its functions. 

These three characteristics of Glas Cymru structure therefore prompt this research.

The two main research questions are decomposed into a number of constituent parts. 

The research first looks at the structure of Glas Cymru itself. The literature review has 

already addressed the advantages and disadvantages of debt-funding. This research 

then asks whether the debt funding of Glas Cymru is feasible in the long term, and 

whether Glas Cymru, being totally debt-funded, addresses the negative aspect of debt 

funding adequately. Similarly, the lack of shareholders in this structure is also 

examined. It looks at the creation of 'members' to replace shareholders, and in 

particular, the alternatives to shareholders' pressure, and whether these are adequate. 

The research also looks into Glas Cyniru's outsourcing policy, which seems to go 

against the traditional theory that the core business of a firm should not be outsourced. 

It questions whether the company is able to maintain proper control over its functions 

as a water and sewerage company. Although debt is generally cheaper than equity, 

this research also evaluates whether the company incurs greater transaction costs by 

outsourcing most of its functions. For example, the theories discussed in Chapter 4 

have shown that outsourcing raised the issues of contractors' underperformance and 

opportunistic bargaining (shirking), and these needed to be addressed by Glas Cymru. 

These questions help to answer the first aim of this research, i.e. to find out whether 

the structure is suitable for the water industry.

The constituent elements of the second main research question are firstly to look at 

Ofwat's regulatory framework and its policy towards water companies. Secondly, it 

looks specifically at the way Ofwat views Glas Cymru. This is important because 

different views towards a debt-funded structure like Glas Cymru may affect the 

treatment given to the company. This could affect the company either favourably or 

adversely.

This approach can be summarised in Figure 5.1.
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Figure 5.1: Summary of Research Aims and Main Issues

Is Glas Cymru structure
suitable for the water

industry?

Debt
funding v 

Equity

Is DCWW regulatory
disadvantaged by using

this structure?

Shareholders
v 

Bondholders

Regulator's 
Policy

Regulator's 
Treatment 

towards Glas

This chapter is therefore structured in the following way:

1. First, it discusses the background of similar research and the way they were 
done. It examines various philosophies surrounding research methodology.

2. The research aims mentioned above are outlined in more detail. The research 
methodology philosophies are applied to this particular research, and the most 
appropriate approach is decided at this stage.

3. Based on the research aims, issues to be analysed are outlined.
4. The appropriate research design follows, i.e. it discusses how this research 

plans to answer the issues raised earlier.

5. Having acted on the planned research design, this section discusses how the 

data is gathered and analysed.

6. A conclusion is made on the methodology of this research. In particular, it 
points out the issues of research validity and reliability in relation to the 

chosen method.

5.2 Background

Since the privatisation of the water industry in 1989, many studies have looked into 
the performance of water companies and privatised industries in general, as well as
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the effectiveness of regulation. These studies tended to look into the issues of 

competition, regulation, productivity and efficiency.

For example, Hutchinson (1991) looked into privatised firms to see whether private 

firms were more efficient than government-owned institutions. The research used 

descriptive statistics and analysis of labour productivity, profitability and technology 

mix. Firms such as British Aerospace, Rolls Royce and British Airways were studied 

prior to Margaret Thatcher's Prime Ministership in 1979, their performance after 

1979, as well after privatisation (with data from 1970 to 1986). Hutchinson (1991) 

concluded that most of these firms were more efficient after 1979, but not necessarily 

after privatisation. Hutchinson also found that private firms were more efficient than 

public firms. However, there was weak evidence that the change of government in 

1979 significantly affected their efficiency (Hutchinson, 1991).

The measurement of efficiency could also be looked at from the aspect of productivity 

as a result of a change in the regulatory regime. Bishop and Thompson (1992) studied 

the reforms in the regulation of the UK's public utilities to see whether they were able 

to increase the efficiency of the firms' operation. They studied the productivity 

performance of nine public enterprises that went through changes in ownership, using 

output, labour productivity and total factor productivity growth rates. Their broad 

conclusion was that the rate of productivity had been significantly higher during the 

1980s, largely as a result of improved efficiency. This gave a positive result to the 

effect of privatisation (Bishop and Thompson, 1992).

Similarly, Martin and Parker looked at the significance of the impact of privatisation 

on performance. This was done by studying labour productivity, total factor 

productivity, growth of value-added per employee and rate of profit of eleven 

privatised bodies. They concluded that there was no overall improvement in 

productivity growth as a result of privatisation, although privatisation had a positive 

impact on profitability (Martin and Parker, 1997).

Prior to the privatisation of the water industry, private water companies operated 

alongside public-owned water authorities. This enabled Lynk (1993) to make specific 

comparisons between the efficiencies of private and public ownership of water
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companies (comparing Regional Water Authorities and Statutory Water Companies). 

This research used a stochastic frontier analysis to measure the levels of efficiency, 

with data from annual reports of the water authorities / companies. The stochastic cost 

function identified the efficient envelope of costs for specified levels of operation. 

Lynk found that the average level of inefficiency of Statutory Water Companies was 

far higher than the public Regional Water Authorities, therefore rejecting the 

argument that privatisation would improve cost efficiency (Lynk, 1993).

The above studies were aimed at finding out whether the suggestion that private 

ownership (therefore privatisation) helped institutions to be more efficient. This 

question was raised mainly in the early 1990s since most privatisations that took place 

in the 1980s were partly based on the issue of efficiency. While later research 

continued to look at efficiency and costs, they also delved further into the subjects of 

regulation and competition.

A study for Ofwat by Bosworth et al. (1994) compared the operating costs and 

productivity in the water industry with other industries (including unrelated industries, 

e.g. pharmaceuticals, brewing industries). This research made these comparable by 

calculating estimates using Census of Production data, and identified key features of 

the industry and the appropriate comparative industries. This research concluded that, 

in general, the real unit operating costs of the water industry had been increasing 

faster than those in the manufacturing sector. This was further developed by another 

study for Ofwat. Crafts (1998) looked into the level of efficiency and total factor 

productivity growth within the water industry. Unlike Bosworth et al, Crafts made the 

comparison with other 'comparable' industries with similar work function and history 

(e.g. privatised public bodies). The functions of the industry were categorised into 

different groups (e.g. water resource management, sewerage treatment, etc). It also 

identified other areas such as customer services and regulatory services. This 

research concluded that the water industry had gained substantial efficiency gains 

compared to the comparator industries.

Efficiency and performance could also be linked to costs. Hunt and Lynk (1995) 

studied the cost structure of the water industry in England and Wales using data 

collected from water companies' annual accounts, and data from the Chartered
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Institute of Public Finance and Efficiency. They used a translog cost function model, 

consisting of costs, input prices and output quantities and found that there were 

substantial economies of scale for the joint production of water and sewerage services 

with environmental services (Hunt and Lynk, 1995). Later work by Saal and Parker 

(2000) also used a translog cost function model to study the impact of both 

privatisation and regulation on the water industry. For this purpose, the impact of 

drinking water quality and environmental quality requirements were included in the 

total costs. The findings rejected the hypothesis that privatisation led to efficiency. 

However, the study accepted that regulatory tightening in the 1994 Periodic Review 

led to efficiency gains, and that the initial regulatory set up at privatisation was too 

lax. It also rejected its third hypothesis that there were significant economies of scope 

in water and sewerage services (Saal and Parker, 2001).

The measurement of relative efficiency of water supply could also be made using a 

comparison of data envelopment analysis and econometric regression analysis, as 

applied by Cubbin and Tzanidakis (1998). Both techniques were potentially useful for 

comparative efficiency analysis. Additionally, regression analysis has a built-in check 

to ensure objectivity and comparability of treatment between different companies. 

This research found that the main cost drivers are the proportion of water delivered to 

non-household customers, the amount of water delivered and the length of water 

mains. It also identified the discrepancies between regression analysis and data 

envelopment analysis efficiency rankings (Cubbin and Tzanidakis, 1998). Shaoul 

(1997) made a critical financial analysis of the performance of privatised industries by 

using a case study approach on the water industry. She analysed the industry's costs 

and outputs, and the distribution of the profits. The research found that greater 

efficiency did not occur. Significant increases in efficiency occurred before 

privatisation, leaving very little room to improve efficiency without affecting the 

levels of service. It also created a bigger conflict between shareholders and 

consumers, where the real beneficiaries were a few individuals and corporate entities 

(Shaoul, 1997).

These studies demonstrated that there are various methods to measure efficiency, 

productivity, and the impact of regulation and competition on privatised industries.
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The varied areas of research described above show that different disciplines placed 

contrasting emphasis on the methodological approach taken in their research.

The impact of privatisation also attracted research from social studies subject area. 

For example, studies on the effect of metering on poor customers, and the risk 

responsibility of the industry. For example, Johnson and Handmer (2002) looked at 

the fundamentally altered risk landscape of the water industry following privatisation. 

Drakeford (1997) studied the effect of privatisation on poor customers of privatised 

utilities. It concluded that the treatment of major utilities towards poor customers 

exacerbated their disadvantages. For example, the use of pre-payment meters, charged 

at a higher rate than credit meters, made the situation worse. Self-disconnection 

imposed by pre-payment meters also raised the issue of access to basic necessities of 

fuel and water.

As performance and efficiency comparisons were made between companies within 

the water industry, it attracted further research on the system of regulation and the 

issue of yardstick competition used widely in the industry regulation. Sawkins 

(1995b) studied the effectiveness of yardstick competition as a regulatory device for 

the water industry. It employed a field research method by conducting semi-structured 

interviews with key industry officials. Compared to earlier researches described 

above, Sawkins adopted a more qualitative method for this research. The research 

concluded that the quality of data and means of analysis continued to improve over 

time. The regulator also managed to tighten the regime after a period of being seen as 

generous to the privatised industry. Yardstick competition was well established and 

accepted by the industry. In another research, Sawkins also found that Ofwat did not 

influence the share prices of water companies in a predictable way, therefore 

suggesting that the water regulator had not been captured by the companies (Sawkins, 

1995a).

Being a natural monopoly, the level of competition that could be introduced to the 

water industry was limited. For example, Cowan (1997) assessed the existing and 

potential competitions, e.g. inset appointments and common carriage, and concluded 

that the development within the industry could enhance efficiency by making tariffs to
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reflect relative costs, but it would also create what Cowans described as an awkward 

political problem of winners and losers as a result of such tariff policy (Cowan, 1997).

The above studies demonstrate that there are many ways of looking at the the issue of 

performance, efficiency, regulation and competition in privatised institutions and the 

water industry. An appropriate methodology is therefore important to enable relevant 

data be collected in a particular research, so that meaningful conclusions can be 

extracted (Yin, 1994).

According to Easterby-Smith et al (2002), two main philosophies have dominated the 

research methodology practices - positivism and phenomenology. Positivism argued 

that 'the social world exist externally, and that its properties should be measured 

through objective methods, rather than being inferred subjectively through sensation, 

reflection or intuition' (Easterby-Smith et al., 2002). Reality was therefore external 

and objective, and knowledge was only of significance if it was based on observations 

of this external reality. Views from various philosophers associated with positivism 

were also distinguished by Easterby-Smith. For example, positivism believed that the 

observer should be independent from those being observed. The choice of what to 

study and how to study it would be determined by objective criteria rather than by 

human beliefs and interests. It also dictated that the aim of social sciences should be 

to identify causal explanations and fundamental laws that explained regularities in 

human social behaviour. The theory of hypothetico-deduction comes from this 

philosophy, i.e. that science goes through a process of hypothesising fundamental 

laws, then deducing what kinds of observations will confirm or reject these 

hypotheses. Facts should be quantified, and concepts should be operationalised in 

such a way that facts can be measured quantitatively. This philosophy also believes 

that problems are better understood if they are reduced into the simplest possible 

elements.

However, the application of positivism in social sciences is argued to be 

inappropriate, as reality is not always objectively determined. The world and reality 

are not objective and exterior, but are socially constructed. This opposing philosophy 

is called phenomenology, sometimes also referred to as interpretivism (Saunders et 

al., 2003). Phenomenology argues that one should try to understand and explain why
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people have different experiences, rather than search for external causes and 

fundamental laws to explain their behaviour. It rejects the notion of scientism, that the 

only knowledge of any significance is that which is derived from the use of objective 

measures (Keat, 1981). It also questions the idea that science itself should be based 

only on data that can be observed and measured directly. It especially rejects the 

assumptions of value freedom, arguing that any form of knowledge is an instrument 

of self-preservation. Human interests not only guide the way we think, but they also 

condition the way we enquire into, and construct our knowledge of the world.

Saunders et al (2003) also put forward the concept of realism, in addition to positivist 

and interpretivism (phenomenology). Realism is based on the belief that a reality 

exists that is independent of human thoughts and beliefs. There are large-scale social 

forces that affect people, e.g. in the way they perceive the world. Therefore, realism 

shares the view of positivism (that reality is external), but it points out that these 

externalities affect people's perceptions. Business research often stands between 

positivism and phenomenology/interpretivism, making realism quite a usual approach 

of the research outlook. This is more feasible for a business research. This can be 

made possible by adopting two or more different approaches which support each 

other. Through this method of triangulation, data that may not be highly reliable or 

valid can be supported by data collected through other means, which confirms or 

rejects the initial findings.

This research partly deals with the change in the financing structure of DCWW. 

While this appears to be a financial issue, it also looks into the effect of the change on 

the outsourcing policy, and the management issue as a result of the removal of 

shareholders from the company. In particular, the research studies the result of the 

regulatory regime on this unique company. Looking at these issues from the financial 

aspect alone will reject any possible implications that may be brought upon, e.g. 

through the way the company is managed or regulated. This fits into the concept of 

realism described by Saunders above, where a middle way approach appears to be 

more practicable when researching issues where more holistic results are preferred.
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5.3 Research Aims and Strategy

Chapters 3 and 4 described the historical background of the water industry, and the 

development prior to the takeover of DCWW by Glas Cymru. It was established that 

it was not a normal purchase of the company, but one that was devised internally. 

There were also contributory factors, e.g. the owner willingness to dispose off 

DCWW at a lower price, which made this process unique and difficult to copy. The 

changes made by this takeover attract many questions, mainly because of the 'one-of- 

a-kind' status that is likely to remain so for some time. As mentioned at the beginning 

of this chapter, the main aim of the research is to find out whether the new Glas 

Cymru model is suitable for the water industry in England and Wales. The research 

looks at the performance of DCWW under the ownership of Glas Cymru. 

Performance is loosely defined, and is not restricted to financial performance. Due to 

the regulatory requirements, especially from the economic regulator, the research also 

studies whether the company is able to meet the regulatory demands as effectively as 

other companies in the industry. Having looked into these issues, the study tries to 

determine whether DCWW is at a regulatory disadvantage by adopting this structure.

Glas structure is a new phenomenon in the water industry in England and Wales, and 

the limited knowledge on the issue reflects the lack of previous studies on the issues. 

Added to this complication, the takeover of DCWW by Glas Cymru and the 

development of the company under this new structure occurred alongside the progress 

of this research. While this gave the advantage of being able to scrutinise the 

company from the start, it also gave a problem of identifying the relevant issues that 

might be important. Part of this research was therefore venturing into unknown 

territory. In view of this, it was particularly important that this research adopted a 

suitable approach, not only to address the research aims identified at the beginning of 

the research, but also to discover any new issues along the way.

The discussions on research approach are dominated by two main school of thoughts 

- deductive approach and inductive approach. Deductive approach sets a theoretical 

concept, usually in the form of an hypothesis, i.e. a specific statement of prediction. 

This describes what one expects to happen in the study (Gill and Johnson, 1997). It is
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followed by the researcher's observation, which will finally enable him to confirm or 

reject the original theory. This is in line with the positivist philosophy, which 

assumes that the social world exists objectively and can be measured through 

quantifiable observations (Saunders et al., 2003). Similarly, deductive approach relies 

on the assumption that a theory already exists, and one is not trying to generate a 

theory from several observed cases (Gilbert, 1993). Hypothesis testing has the 

advantage of having the initial clarity of what is to be investigated, and this helps to 

decide what data are needed and how to collect them.

However, building a theory or prediction as the basis for this particular research is not 

appropriate, as it would be highly speculative. In this case, an inductive approach is 

believed to be more suitable, as observation becomes the basis of the research, which 

helps to recognise the problem and tentative hypothesis, leading to the creation of a 

new theory as the result of the research. Social scientists tend to argue that inductive 

approach is more appropriate, as it takes into account human beings' subjectivity and 

interpretations of events. While deductive approach is linked to the positivist 

philosophy, inductive approach is related to the philosophy of phenomenology / 

interpretivism described earlier. It argues that the rich insights into the complex world 

are lost if the complexity is reduced to a series of law-like generalisation.

Interpretivist philosophy and inductive approach also allow for further exploration 

and discovery of something which would not have been explored or discovered had 

positivism or deductive approach be applied in the research (Remenyi et al., 1998). 

This is where such approach particularly fits this research. In this case, an inductive 

approach allows more open-ended study and exploratory research in its early stages, 

where a lot needs to be understood about the new company. As mentioned earlier, 

Glas Cymru is a new structure used in the water industry, and it breaks away from the 

norm of the water companies in England and Wales. An inductive approach would 

allow the discovery of something new at the early stage, rather than restricting the 

research to issues that are more obvious to the industry at the time. The continuous 

development in the company, along with an ongoing research on the structure allow 

important issues not thought about earlier to become apparent and be taken on board 

into the research.
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Within the induction approach theory, Glaser and Strauss (1967) developed the idea 

of grounded theory, where they argued that it is not about finding the truth, but about 

which truth. Strauss suggests that although a particular research method's results 

might only be partial (depending on the frame of reference and observation), at a later 

stage it might be possible to build theories that would integrate all the partial truths. A 

grounded theory style of analysis is based on the premise that theory at various levels 

of generality is indispensable for deeper knowledge of social phenomena (Glaser and 

Strauss, 1967). Data may be generated by the researchers themselves, or collected by 

others. It is therefore more flexible, and believed to be good at providing explanations 

and new insights. This is suitable for this research as it is dealing with a new 

development in the water industry in England and Wales. On the other hand, 

grounded theory is sometimes seen as lacking in clarity and standardisation of 

method, especially if looked at from the positivist approach (Glaser and Strauss, 

1967). As this research is dealing with a new development, it attempts to be more 

holistic, although at the risk of being too general. However, based on the idea of 

grounded theory, it is hoped that such generality in the results of this research will 

enable further research for deeper understanding of such a structure.

At this point, it can be summarised that the appropriate general approach for this 

research is an inductive, grounded theory style strategy, where the study attempts to 

build new theories based on the research aims and sub-issues highlighted (as opposed 

to accepting or rejecting pre-made hypotheses).

5.4 Appropriate Research Design

Brewerton and Millward (2001) defined design of a study as 'the strategy or schedule 

used to collect evidence, to analyse the findings and from which to draw conclusions. 

They also categorised three main classes of research designs. First, a case study - 

which involved the description of an ongoing event in relation to a particular outcome 

of interest over a fixed time. Second, a correlational design - which explored the 

relationships between two (or more) variables within a given environment. Third, an 

experimental design - which involved the manipulation of one variable while 

observing the effects on another variable.
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The research on the effect of the Glas Cymru take-over of DCWW and the suitability 

of such structure for the water industry in England and Wales seems to fall under the 

first category - a case study. An advantage of such study is that it enables an in-depth 

examination of a particular event, compared to other more 'controlled' designs. The 

information gained from such study can also be rich and provide new questions for 

further research. The people involved are also usually 'well-circumscribed' - i.e. it is 

fairly easy to identify the stakeholders in Glas Cymru, and the water industry in 

general.

However, being in a less controlled environment, there is no guaranteed method to 

reach the research findings (Brewerton and Millward, 2001). Brewerton and Millward 

suggested that, to address this issue, the outcome should be compared to some 

absolute standard of success. In this particular research, although the study is on Glas 

Cymru only, comparisons can be made against the achievement of water companies in 

England which come under the same regulatory structure. Similarly, the performance 

of Glas Cymru can be compared to the regulatory standard set by OFWAT.

It has been established earlier that, due to the unfamiliar and recent development 

surrounding Glas Cymru structure, an inductive approach, rather than deductive 

approach, was used in this research. An inductive approach to research is normally 

associated with qualitative methods. Although previous studies on performance of 

privatised industries tend to adopt quantitative methodology, they were also 

concentrating on economic and financial performance, where a quantitative 

methodology was appropriate. In this particular research, the short time-frame 

between the Glas Cymru take-over and the writing of this thesis means that the 

quantitative data is limited, and the study therefore relies more on a qualitative 

methodology. Future follow-up research on the same subject can clearly be more 

quantitative, as more financial data becomes available. Qualitative methods can, 

however, produce richer intensive data relating to small number of people, instead of 

extensive standardised data obtained from a large group, normally associated with 

quantitative data. In order to appreciate the complexity of opinions among various 

individuals and organisations in the water industry, it would be logical that a 

qualitative method, in line with the inductive approach, be used. Qualitative methods
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allow us to learn about people's motivations and perceptions in a closer manner. It 

enables the research to explore, in as much detail as possible, and achieve 'depth' 

rather than 'breadth' (Blaxter et al., 1996). Qualitative research gives greater 

possibility to explore beliefs and attitudes, therefore answering the 'why' and 'how', 

rather than just 'what'. The disadvantage of qualitative research is that data collected 

are not standard. This is where supportive quantitative data is able to strengthen the 

mainly qualitative research.

Although an inductive / qualitative approach dominates this research design, the 

approaches and strategies do not exist in isolation. Adopting a multi-method strategy 

(e.g. using both qualitative and quantitative methods) can be beneficial to this 

research as it helps to strengthen areas which the main approach fails to address. It 

also helps in triangulation, i.e. using different data collection methods to ensure that 

'the data are telling you what you think they are telling you' (Saunders et al., 2003). 

In this particular case, quantitative data, e.g. Ofwat's reports and water companies' 

financial data help to strengthen the qualitative data obtained, by confirming or 

rejecting a certain trend or belief derived from the qualitative data. Having similar or 

contrasting cases in research will help to strengthen the research finding (Yin, 1994). 

Although the tools for quantitative and qualitative research are different, using them 

together can provide different types of evidence to answer the same questions, 

therefore strengthening the overall validity (Harrison, 2001).

Bryman (1989) identifies four research designs in qualitative research. First, the 

researcher plays his role as a full participant in the research study. Second, the 

researcher plays a more detached role, observing and collecting data with informal 

interviews and analysis of company documentation. The third research design takes 

the form of in-depth interviews in a small number of organisations, supported by 

company documentation to understand a particular phenomenon. Fourth, interviews 

take place in large number of organisation, also supported by company documentation 

(Bryman, 1989). This research follows the third research design described, i.e. 

through interviews with stakeholders and scrutiny of information available from Glas 

Cymru, Ofwat, the media and other sources. This combination of qualitative and 

quantitative method is supported by Brewerton and Millward (2001) who suggests 

that it offers the promise of getting closer to the 'whole' of a case in a way that a
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single method study may not achieve (Brewerton and Millward, 2001). It also tallies 

with the concept of triangulation mentioned earlier, which encourages the use of 

different sources of information with an aim to obtain convergence on an issue.

5.5 Issues to be analysed

Based on the research aims, these are the issues considered relevant:- 

a. Glas Cyniru Structure

i. Debt finance replacing equity finance;

Being the first and only water and sewerage company in the industry to 

be financed using debt, this research looks into the suitability for the 

company to be funded in such a way. In particular, the research asks 

whether this is feasible in the long term, taking into account possible 

changes in investment needs, credit ratings etc. Although the general 

rule is that debt is cheaper than equity, other factors may alter the total 

costs of debt.

ii. Members replacing shareholders - issues of incentives, pressure to 

perform etc;

Without shareholders, the pressure to perform shifts to other 

stakeholders e.g. members, lenders, etc. This research asks whether 

these alternatives to shareholders' pressure are sufficient. The research 

also looks at the function of members, and the role that they play in the 

company.

iii. Higher level outsourcing - issues of control, extra costs incurred etc;

Having heavily increased the outsourced business, one important issue 

is whether control of the business is maintained by Glas Cymru.

iv. General issue of reversibility of the structure, 

b. The Regulator (OFWAT) and the Industry - the regulatory framework, its

independence, its policy towards water companies;

By looking at OFWAT's policies, it is possible to see whether the regulatory

framework works to the advantage of Glas or otherwise, 

c. OFWAT - Glas relationship - the Regulator's treatment towards Glas, Glas

performance as seen by Ofwat;
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Ofwat's regulatory policy in (b) determines its treatment towards Glas, and 

this issue looks at whether it results in favourable performance of the 

company, as seen by the regulator.

The issues above help this research to answer the research question whether the Glas 

model (a) is suitable for the water industry in the England and Wales, taking into 

account the performance of Glas Cymru and the regulatory environment (b and c). 

These will subsequently answer the question whether it is advantageous (or 

otherwise) for Glas Cymru to adopt such a structure in running DCWW. In order to 

answer the first research aim, i.e. whether the structure is suitable to the water 

industry, the characteristics of Glas Cymru is studied. To a lesser extent, the way the 

industry is regulated in England and Wales can also affect the suitability of this 

structure (shown by dotted lines). Once this question is answered, the research 

continues to look at the way the industry is regulated in more detail, and in particular 

the way the regulator treats a unique structure like Glas Cymru. By considering all 

these factors (Glas Cymru's characteristics and the Regulator's approach) the second 

aim can be achieved, i.e. to find out whether Glas Cymru's approach is beneficial for 

the company, or otherwise.

5.6 Research Methods used for each issue

Based on the issues to be analysed, appropriate research method is needed to achieve 

the research aim for each issue.

a. Glas Cymru Structure

The first category of issues (Glas Cymru Structure) requires the understanding of the 

historical background of the water company, and the development leading up to, and 

subsequent to, the creation of Glas Cymru. The main source of information for this is 

secondary data collected from literature available publicly. However, opinions from 

relevant stakeholders also give important contributions to establish the degree of 

support or skepticism of this new model. It is therefore necessary to set up an 

appropriate sample representing these stakeholders. Due to the specialist / technical 

nature of the research, a general probability sampling from the general population is
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not considered appropriate. In order to answer this research issue, it is necessary to 

focus on a small selected population that can provide information-rich study 

(Saunders et al., 2003). At the same time, it is necessary to be knowledgeable about 

the research subject as interviews need to be undertaken mostly in the subjects' 

natural environment, as opposed to an experimental setting (Harrison, 2001). This 

differs with research through questionnaires, where complete strangers can be asked 

to fill in the answers.

For this purpose, various stakeholders involved in the water industry were identified. 

These include Glas Cymru directors and members (the company), Ofwat (the 

regulator), National Assembly for Wales officials (the Government), WaterVoice (the 

consumers), politicians and other industry observers. This was in line with the aim of 

the research to achieve a more holistic result. The decision to opt for this theoretical 

(expert) sampling (sometimes referred to as purposive sampling) was because these 

groups of people were the individuals who were in the best position to answer the 

research questions. They possessed the viewpoints and specialised knowledge on 

particular organisational policies that directly affect the research areas.

The stakeholders interviewed in this research were grouped into three categories - 

first, Glas Cymru members, second, Glas Cymru directors/management, and third, the 

regulators/ government and industry observers.

b. The Regulator (OFWAT) and the Industry

The Regulator's policies are studied through its own publications as well as other 

secondary sources. Based on these, it is also possible to predict the future outlook, e.g. 

through Draft Periodic Review or Consultation Papers. Opinions from the 

stakeholders are also considered. In particular, the documents relating to the 

upcoming Periodic Review 2004 are scrutinised as they indicate the future policy of 

Ofwat. Therefore, these documents (including speeches made by Ofwat officials) can 

be used to predict the future treatment that Glas Cymru will receive.
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c. Ofwat - Glas Relationship

First, this issue is looked at from the Regulator's point of view. Ofwat's publications 

are particularly important to see if Glas Cymru's standing improves or deteriorates in 

certain aspects. Ofwat's publications that mainly contribute to these data are:-

i. Reports on Financial Performance and Expenditure

ii. Reports on Water and Sewerage Unit Costs and Relative Efficiency

iii. Reports of Tariff Structure and Charges

iv. Reports on Levels of Service

v. Reports on Security Supply, Leakage and Efficient Use of Water.

The above information enables the research to make comparisons with other water 

companies in the industry. Additionally, Company Reports are studied to monitor 

changes. These data are mainly quantitative, and are used to strengthen the qualitative 

data that dominate the earlier two issue categories. Again, information from the 

selected stakeholders is also considered.

The accuracy of Ofwat's methodology is not questioned, at least in the initial stage of 

this research. It studies the suitability of Glas structure to face the requirements of the 

regulator. Only later the research asks whether Glas performance would be better had 

the regulation been different. This means that, instead of suggesting a better or more 

accurate method to measure performance, the methodology used by the regulator is 

assumed as the correct approach. This is to avoid the research from digressing into the 

issues of defining the correct performance measurement, as opposed to finding out 

whether Glas Cymru is meeting the present regulatory demands. Qualitative analysis 

of these issues, supported by quantitative data on the company's performance would 

help to answer whether Glas Cymru model is effective and suitable for DCWW and / 

or the industry generally. Only after reaching the finding of whether such a structure 

is suitable to DCWW (or otherwise) and the water industry generally, will the 

research progress into questioning whether the current regulatory regime benefits the 

company or otherwise.

The research aims, relevant issues and the methods used are summarised in Table 5.1. 

All the issues are dealt with in the interviews conducted. Quantitative data is obtained
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through various reports available, most of which are produced by Ofwat. The table 

shows the main documents used to support the quantitative data obtained through the 

interviews.

Table 5.1: Summary of Methods Used

Major Research Aims

Is Glas Cymru structure 
suitable for the water 
industry?

Is DCWW regulatory 
disadvantaged by using 
this structure?

Research Issues

Debt finance

Shareholders' pressure 
(lack of)
Outsourcing policy

Regulator's Policy

Regulator's Treatment 
towards Glas Cymru

Methods
Interview

V

V
V
V
V

Main Reports
Financial Reports 
(Ofwat and Glas ) 
Credit Rating 
Agency Assessment 
Tariff/Charges
Level of Service 
Cost/efficiency

Security of supply 
Cost/Efficiency 
Level of Service
All Ofwat Annual 
Reports
Periodic Review 
2004 documents

5.7 Data Collection

One of the main data collection methods for this research is through interviews. It is 

described as an extremely flexible research tool (Breakwell, 1995). It can be used at 

various stages of the research, e.g. during the initial stage in order to identify specific 

areas to be studied, as part of validation of other data collection method, or even to 

refer back to the original interviewee to confirm accurate interpretation (Brewerton 

and Millward, 2001). Most importantly, it can be combined with other methods of 

data collection, e.g. with questionnaires or observations.

Due to the extremely small and specialised sample chosen, the use of questionnaires 

would not be suitable. Questionnaires are said to be poor for exploratory research, or 

research that requires large numbers of open-ended questions (Saunders et al., 2003). 

Face to face interviews were requested from the samples identified above. Interviews 

are the most advantageous method to obtain data in this case, where there is a large 

number of questions to be answered, the questions are complex and open-ended, and
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the order and logic of questioning may need to be varied (Jankowicz, 2000), 

(Easterby-Smith et al., 2002). A semi-structured format was used to allow flexibility, 

yet maintaining the core areas of the research covered. Brewerton and Millward 

(2001) suggested that semi-structured interviews incorporated elements of both 

quantifiable, fixed-choice responding and the facility to explore in more depth areas 

that were of interest. This was necessary in this research subject area, where 

interviewees were more likely to be happy to be given the opportunity to explain their 

responses. However, semi-structured interview methods run the risk of spending 

longer period of time on one particular subject while ignoring the others. The 

interviewer could lose control of the proceedings, and more importantly, a reduction 

in reliability could occur when using non-standardised approaches to interview each 

person. This research attempts to reduce such risks. A list of basic questions / areas to 

be covered would be sent to the interviewees prior to the meeting (Appendix 2). Full 

justifications for the questions asked are outlined in Chapter 6 at the relevant stages. 

Although small variations were made to the questions between different samples, the 

emphasis might vary according to the organisational and expert backgrounds of the 

interviewees. An exception to this was the interview with Nigel Annett, a Glas Cymru 

director who was interviewed at a late stage of the research. This enabled the research 

to gather more information, which allowed more in-depth questions to him. This is 

shown in Appendix 3.

Interviews were not tape-recorded to avoid inhibiting responses and therefore 

reducing reliability (Saunders et al., 2003). Notes were taken as accurately as possible 

during the interview, and properly documented as soon as practicable after the 

interview (always on the same day) to ensure an accurate account of the discussion.

Where face-to-face interviews were not possible (due to time or geographical 

constraints), telephone interviews were conducted. However, conversations in 

telephone interviews were normally not as fluid as in face-to-face interviews. This 

resulted in brief answers to the questions raised, and prevented further in-depth 

questions being asked.

On very limited occasions, the individuals consulted gave written comments instead 

of having an interview. In this case, comments were not as detailed, and like
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telephone interviews, it was not always possible to obtain further explanations on 

certain issues.

Some interviews were held twice in order to obtain up-to-date information. Opinion 

on certain matters at the beginning of the company's takeover might change a year 

after. Interviews with one non-executive director of Glas Cymru, a Glas Cymru 

official and a National Assembly for Wales official were held twice to ensure changes 

were properly recorded. The inductive approach of the research in a relatively new 

field also gave rise to some unexpected issues being raised by some of the 

interviewees. By having two interviews, it would be possible to raise issues that were 

previously left out, and also to see if new developments changed the views of 

interviewees. A late interview with an Executive Director of Glas Cymru also allowed 

these new developments be presented.

Secondary information in the form of company reports, Ofwat reports, and general 

literatures were collected and analysed accordingly. Since Ofwat was set up at the 

time of privatisation in 1989, secondary information collected to analyse issue (b) 

(the Regulator and the Industry} was more abundant and conclusive compared to 

those for issue (a) {Glas Cymru structure}, as the company was barely two years old. 

Opinions based on interviews were also more definitive for (b) than (a) and (c) (Ofwat 

and Glas relationship).

As mentioned earlier, this research was also supported by some quantitative data. In 

particular, the company's annual reports were compared to monitor changes. The use 

of secondary data, especially those from Ofwat was important for comparative 

purposes. Other references include publications made by other government agencies, 

rating agencies, industry analysts and the media.

5.8 Data Analysis

Since the first part of the research looks into the performance of Glas Cymru under 

the current regulatory regime, the accuracy of the regulatory method is not 

questioned. Since the research does not question the accuracy of Ofwat's regulatory
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methodology, the performance indicators produced by Ofwat are taken at face value. 

This helps to study the performance of Glas as compared to the rest of the industry, as 

seen by Ofwat. These data are quantifiable, so the position of Glas Cyniru in relation 

to various performance gauges can be determined. Glas is ranked accordingly, and its 

performance is compared where appropriate, with other companies in the industry, 

and with its own previous performance.

The opinion on the effectiveness of Ofwat's regulatory methodology is only dealt 

with at a later stage, after the performance of Glas Cymru has been established based 

on the existing regulation. It also analysed any indication of future regulatory trends, 

in order to see whether Glas Cymru will be able to face future regulation.

While the first part of the analysis is based on qualitative data, the second part is more 

quantitatively based. Qualitative data are said to be more complicated to analyse. 

Tesch (1990) groups the strategies to qualitative analysis into four categories - first, 

understanding the characteristics of language; second, discovering regularities; third, 

comprehending regularities; and fourth, reflection (Tesch, 1990). The approaches to 

qualitative analysis are therefore diverse. It involves a process of bringing order, 

structure and meaning to the information collected (Marshall and Rossman, 1999). If 

research is based on a deductive method, existing theories are used to shape the 

approach to be adopted in the analysis (Saunders et al., 2003). Alternatively, if it is 

based on an inductive method (as in this case), one seeks to build up a theory that is 

adequately grounded in a number of relevant cases. In this case, theory emerges from 

the process of data collection and analysis, and the study cannot commence with a 

defined theoretical framework.

This research combines both qualitative and quantitative data where appropriate. It 

first deals with the structure of Glas Cymru itself, mainly relying on qualitative data 

derived from the interviews. This is supported by various literature sources on the 

company written within the industry and by industry observers. The confidence of 

these stakeholders are recorded accordingly, in particular their opinions on the debt- 

funding structure, the outsourcing policy and the alternative to shareholders' pressure 

introduced by the companies. Having established how stakeholders feel about the 

company, the research moves into the actual performance of the company, therefore
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confirming or rejecting the ideas put forward by these stakeholders. In order to do 

this, this research relies mainly on Ofwat and companies annual reports. By doing 

this, the research analytical method moves from a mainly qualitative method into a 

more quantitative approach. This is where it is crucial that the method to determine 

performance is agreed upon. For the purpose of this research, the method used by 

Ofwat is deemed correct, at least at this stage, in order to gauge the performance as 

seen by the regulator. At this point, the research should be able to conclude whether 

the Glas Cymru structure is able to perform under the current regulatory regime. It 

should also be able to accept or reject the opinion of the stakeholders on Glas Cymru. 

The research can now move towards the regulator, and analyse whether the regulation 

affects Glas Cymru in a different way compared to regular equity-based companies in 

the industry. As this research is concluded close to the 2004 Periodic Review, any 

indication on future regulatory changes can be reflected in the way regulation affects 

the company. Opinions of the stakeholders on the regulators are analysed at this stage, 

and not earlier. Therefore, the data will be a combination of both qualitative data 

(based on the interviews) and quantitative data (information on Ofwat's present and 

future regulatory requirement). This will enable the research to analyse whether or not 

the current regulatory method is appropriate to Glas Cymru, and whether future 

regulatory methods can affect the company, either positively or negatively.

5.9 Issues of Research Validity, Reliability and Triangulation

Easterby-Smith et al (2002) suggest that reliability of a research can be assessed by

addressing these questions:

a. Will the measures yield the same results on other occasions? (the extent to

which results are reproducible)

b. Will similar observations be reached by other observers? 

c. Is there transparency in how sense was made from the raw data?

According to Saunders (2000), validity is concerned with whether the findings are 

really about what they appear to be about. A qualitative research is likely to be strong 

on validity, but weak in terms of reliability. This is because subjective interpretations

154



Chapter 5: Research Design and Methodology

are involved in qualitative research, and different researchers are unlikely to obtain 

the same findings if the study were to be repeated.

The main restrictions in this research that may affect the reliability and validity of this 

research are the size of the sample, and the short time-frame (therefore lack of 

quantitative data). However, the specialised sample selected is designed to reflect the 

policy of respective organisations, therefore enhancing reliability. In all the 

interviews, the questions were forwarded without giving too much guidance. 

Interviewees were also given the freedom to talk more on issues that they were 

familiar with, and to skip questions that they might find too technical or outside their 

expertise. While two years' worth of data cannot be used to justify the long-term 

success (or otherwise) of Glas Cymru, the combination of existing financial data and 

qualitative information regarding the regulatory trend (through triangulation) are able 

to indicate the prospects of Glas Cymru in the future. Data is also triangulated by 

conducting interviews at different times, sometimes with the same subjects.

5.10 Conclusion

Based on the way this research is carried out and analysed, the results are presented in 

the following manner. First, Chapter 6 looks into the structure of Glas Cymru as seen 

by the stakeholders. Subsequently, Chapter 7 attempts to study the performance of the 

company under the new structure. In doing so, it compares the performance of Glas 

Cymru with other major companies in the industry, or where appropriate, the 

company's (DCWW's) own performance prior to Glas Cymru's takeover. The results 

of Chapter 7 will be able to accept or reject the opinions of various stakeholders 

raised in Chapter 6. Chapter 8 looks at the regulator in particular, studying whether 

Glas Cymru is better off in this new structure, or whether the regulatory method 

imposed on Glas Cymru is actually a stumbling block to such a structure.
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CHAPTER 6; 
GLAS CYMRU'S STRUCTURE AS SEEN BY THE STAKEHOLDERS

6.1 Introduction

Chapter 3 has discussed the reasons why many water companies shifted towards debt 

financing, increasing the gearing of the companies. Chapter 4 specifically looked at 

the structure created by Glas Cymru, a totally debt-funded company. It concluded that 

the main reason for the change was financial, i.e. the company needed to find 

alternative sources of financing when water share prices fell, and additional 

investment in the industry was crucial. In this chapter, the opinions of various 

stakeholders are presented and analysed. As laid out in Chapter 5, the individuals 

interviewed were categorised into three groups - Glas Cymru members, Glas Cymru 

management / board of directors, and regulators / government / industry observers. 

The full list of interviewees and the dates they were interviewed is shown in 

Appendix 4.

In the first categories (Glas Cymru members), individuals interviewed were :

1. Anthony Ducroq (Newport).

Business Support Manager for the Prince's Trust (Wales), Mr Ducroq is a 

former DCWW employee with over 30-years water sector experience having 

held roles involving administration, press/media relations and customer 

service.

2. Angela Elniff-Larsen (Merthyr Tydfil)

Currently Chief Executive of Community Enterprise Wales, Ms Elniff-Larsen 

has held a number of roles related to social and economic regeneration

' Members backgrounds were sourced from Glas Cymru website (www. glascvmru.com)
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projects. She is also a former economic research, PR & marketing consultant 

in the public/local government sector.

3. Nigel Beidas (Tregarth)

Now a stockbroker in Bangor, Mr Beidas is an investment professional of 20 

years standing, and is a former Head of Equities for Confederation Life 

Insurance.

4. John Evans (Abergavenny)

A retired solicitor, Mr Evans has a strong interest in the environment - he is 

chairman of The Elan Valley Trust, and a member of the Campaign for the 

Protection of Rural Wales, the Gwent Wildlife Trust and The Wye Forum.

5. Jennifer Cole (Barry)

A retired National Officer for the Banking, Insurance and Finance Union in 

Wales, Ms Cole has lived in Wales for over 20 years.

6. Denis Taylor (Newport)

Mr Taylor recently retired as Head of Economic Regulation for DCWW after 

26 years with the company, mainly working in financial and tariff 

management.

In the second category, Glas Cymru management/board of directors interviewed were:

1. Geraint Talfan Davies, Non Executive Director

2. Nigel Annett, Executive Director31

3. Simon Coton, Communication Manager

31 Nigel Annett was interviewed at a later stage of the research. The questions asked were more 
specific to the 2004 Periodic Review and Glas Cymru's business plan. Both Geraint Talfan Davies and 
Simon Coton were interviewed when Glas Cymru was starting, and again after a year of business. 
Therefore, the questions asked were more general than the questions forwarded to Nigel Annett.
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In the third category (regulators / government / industry observers), these individuals 

were interviewed:-

1. Clive Sterl, Regional Manager (Wales), WaterVoice.

2. Bill Emery, Director of Costs and Performance & Chief Engineer, Ofwat.

3. Phil Bishop (together with Carys Clarke and Gretchen Makinson), 

Environment Division, National Assembly for Wales.

4. David Davies, AM - Conservative Spokesman on Environment, Planning and 

Transport.

5. Janet Davies, AM - Plaid Cymru Spokesman for the Environment.

6. Interviewee A (city background).

7. Interviewee B (city background).

These interviewees represent various stakeholders as identified in Chapter 5. The 

diverse background of Glas Cymru members would equally give a varied opinion of 

Glas Cymru and the water industry in general.

The questions asked at the interviews covered areas concerning the structure of Glas 

Cymru, the function of the regulator, and the relationship between the two. The basic 

structure of this semi-structured interview is shown in Appendix 2. This structure was 

used in all interviews, except the interview with Nigel Annett, Executive Director of 

Glas Cymru. As explained above, since the interview took place at a much later stage 

of the research, more detailed questions could be asked. This is shown in Appendix 3.

Glas Cymru's takeover gave rise to three issues. First, whether such a structure (debt 

funding) is suitable for the water industry, i.e. whether it is robust enough to 

withstand any possible cost shock and re-financing risk in the future. Second, whether 

the outsourcing policy of contracting out DCWW's core business is prudent, i.e. 

whether sufficient control on the contractors can be maintained. Third, whether the 

lack of shareholders in such a structure will affect the pressure put on the company's 

management to perform. This chapter examines these three questions.

159



Chapter 6: Glas Cymru's Structure as Seen by the Stakeholders

6.2 Debt funding structure

The major change in the Glas Cymru model is the change from an equity-financed 

structure used since privatisation in 1989 to a company limited by guarantee and free 

from equity. The company is now financed totally by a combination of debt and 

financial reserves. Not only did it change the way DCWW was financed, the not-for- 

profit structure was also seen by some as a move towards de-privatisation (or re- 

nationalisation) of the water industry.

6.2.1 Reasons for the change

Chapter 4 has described the historical background leading to the creation of Glas 

Cymru. In order to find out whether there were other reasons behind this change, the 

interviews were conducted by first asking the interviewees their perception on why 

the change from equity to debt funding took place. The interviewees were first asked 

the question 'What caused the change in the structure of DCWW?'; i.e. from an 

equity-financed company to a debt-financed one. This was used as the opening 

question so that many versions of the historical background of Glas Cymru could be 

gathered, and would also lead to the interviewees to talk about other issues with less 

prompting. This would also enable this research to be compared with information 

gathered from various literature sources as described in Chapter 4. The question on 

the suitability of debt funding for this industry was also meant to gain the 

interviewees' opinion at an early stage of Glas Cymru's operation (without obvious 

indication of its performance), and their predictions of what such a structure could 

expect in the future. This was important because the literature described in Chapter 2 

had conflicting views with regard to not-for-profit structures. Debt finance was also 

seen as providing less financial flexibility for the firm compared to equity. These were 

mainly the traditional theories associated with not-for-profit and debt-finance 

structures. Chapter 4 has further explained the characteristics of Glas Cymru, making 

it possible to compare the theoretical viewpoints with the actual structure created by 

Glas Cymru. For example, while most theories regarding not-for-profit were made in
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a charitable organisation context, Glas Cymru operates on a regulated tariff, charging 

its customers for the water and sewerage services. This makes its not-for-profit 

structure different from the traditional view of not-for-profit.

Generally, the answers given did not contradict each other, showing that all 

interviewees believe that the change of the DCWW structure was caused by similar 

factors. Some interviewees, e.g. Glas Cymru directors and manager, tended to be 

more protective of DCWW, and pointed out that the problems faced prior to Glas 

Cymru was caused by Hyder's other businesses. For example, Simon Coton, Glas 

Cymru's Communication Manager pointed out that:-

'There was a 'distraction in Hyder, (which took it) away from 

delivering a public service in water. The diversification (of Hyder's 

business) caused this distraction.'

Geraint Talfan Davies, a non-executive director of Glas Cymru was more descriptive 

on the history behind the creation of Glas, while at the same time also being 

protective of the water business. He was direct in describing that:

"The collapse of Hyder was mainly caused by its expensive (i.e. 

overvalued) take-over of the electricity business (Swalec). "

He argued that Hyder's water business was not the reason for the serious financial 

difficulty faced by Hyder, and suggested that the opposite was more likely, i.e. the 

poor performance of DCWW was a result of being dragged down by Hyder's other 

poor performing businesses.

Nigel Annett, Executive Director of Glas Cymru, together with Chris Jones, was 

responsible with the creation of Glas Cymru. Both felt that as a public service, 

DCWW should not be 'messed about'. They were motivated to put DCWW in safe 

hands, as Hyder was seen as a bad owner of DCWW. Although Hyder tried to stop the 

proposal, Nigel Annett explained that they were determined to prove that the new 

business model could work. Chapter 4 (4.13) described the background to the Glas 

Cymru proposal, which dated back to 1999. However, Nigel Annett explained that
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this actually started much earlier in 1995, when the threat of a windfall tax (by 

Labour, the main opposition party) because of water companies' outperformance, 

brought an idea to buy back shares at a bonus to the shareholders. These shares would 

be put in a customer trust, which would own 25% of DCWW. When paying 

dividends, only 75% would go to the shareholders, while the 25% in the customer 

trust would contribute to lower bills. This proposal was thought to be able to handle 

the conflict between shareholders' and customers' interests. This was not accepted by 

the Board, and it was only revived later when Hyder was under greater financial 

strain.

Whilst not contradicting each other, the opinions of members of Glas Cymru tended 

to be more varied. For example, Tony Ducroq, a Glas Cymru member who used to 

work for DCWW did not point out the financial difficulties faced by Hyder, but 

indicated that when WPD took over Hyder, it (WPD) was not interested in Hyder's 

water business.

The view of another Glas Cymru member, Angela Elniff-Larsen, supported that of 

Geraint Talfan Davies. Ms Elniff-Larsen identified that after privatisation, DCWW 

diversified into areas like hotel business etc, when it should have kept to its core 

business. She pointed out that:- , ;

"(Hyder) was not making enough money for the shareholders, and it 

was also not consumer-led. "

She went further by saying that the timing 'to bring back DCWW into Welsh hands' 

was also right, e.g. the political climate was supportive for 'a third way' model, and 

the influence from certain people helped to make this proposal credible.

The issue of diversification was also raised by Glas Cymru member Denis Taylor, but 

he also added another factor - the windfall tax, as the reason of Hyder's downfall, and 

the change towards Glas Cymru model. Mr Taylor suggested that:-

"Poor diversification strategy exacerbated by a severe windfall tax 

imposed by the new government severely eroded the equity base of
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the Hyder Group which owned DCWW. By 1999 it was evident that 

the Group could not carry on since the water business needed 

further high levels of investment which could not be raised by the 

Group which already had a very highly geared balance sheet. "

Another member, Nigel Beidas, commented on the tough regulatory environment for 

both water and electricity in late 1990s. Hyder, which owned DCWW and Swalec, 

was badly hit since it was highly geared, and could not finance its debt. Similarly, 

John Evans, also a member, pointed out that Hyder's increased borrowing was 

confronted by the regulators' requirement to keep the price low.

Clive Sterl, the regional (Wales) manager for consumer watchdog WaterVoice also 

took the same view. The Regulator's tighter demands made it necessary for water 

companies to opt for higher levels of debt. Following the collapse of Hyder, and its 

takeover by a company that was not interested in the water business, this change 

brought about by Glas Cymru was seen by Mr. Sterl as a logical development.

Phil Bishop, a civil servant from the Environment Division of the National Assembly 

for Wales, described how the proposal to restructure DCWW came about within its 

parent company, Hyder. Various options were considered when Hyder was facing 

financial difficulties. Although a similar structure to that of Glas Cymru was proposed 

in 1999 by the then employees of Hyder (Chris Jones and Nigel Annett), it was not 

accepted by the company. The initial proposal was to separate DCWW from the rest 

of Hyder, and to finance it as a stand-alone company. However, the takeover by WPD 

helped this proposal to be revived, since WPD was only interested in the electricity 

business from Hyder's portfolio.

Bill Emery (Director of Costs and Performance & Chief Engineer, Ofwat) suggested 

that some companies that turned towards a multi-utility strategy (including Hyder) 

faced problems and had to either sell the business or to have a corporate change. 

Similar to the argument put forward by Geraint Talfan Davies, Glas Cymru's Non 

Executive Director, and Simon Coton, Glas Cymru's Communication Manager, Mr 

Emery suggested that:-
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" .....the trigger for this change was the problem outside the water 

companies, but within the parent company. "

Mr Emery added that from the regulatory point of view, DCWW was one of the least 

efficient companies in the industry. It was not a leading company, and therefore 

would not affect the benchmark set for the industry should the company fail. For these 

reasons, the regulator felt that this 'experiment' by DCWW should be allowed to go 

ahead.

The initial interview question resulted in consistent answers - the creation of Glas 

Cymru was triggered by the need to find a solution to Hyder's financial difficulties. 

The purchase of Hyder by WPD (which targeted the company for its electricity 

business, and sold the rest of the portfolio) helped to materialise the concept of 

DCWW as a one-purpose company, financed totally by debt and reserves. The 

opinions of the interviewees also tallied with the description of some industry 

observers. For example, the opinion that Hyder's problem was mainly caused not by 

its water business but by its diversification into other areas is supported by Drakeford 

(2002). Drakeford suggests that 'the seeds of Hyder's difficulties were sown in its 

ambition to become a multi-utility' (Drakeford, 2002). Drakeford continued that 

Hyder paid the top of the market price for Swalec in 1996, trebling its gearing. The 

overpriced purchase of Swalec was blamed as the main reason for Hyder's problem 

(Thomas and Zaman, 1999). The situation worsened when the new Labour 

government imposed the windfall tax on privatised utilities. Ofwat's decision to 

reduce water bills by 12% in 1999 was the last straw that caused Hyder's collapse 

(Taylor, 2003). Bill Emery (Ofwat) in the interview suggested that Glas Cymru was 

allowed to 'experiment' with this structure on DCWW due to the fact that it is not a 

leading company, and would not affect the industry as a whole. This was put more 

bluntly by Nisse and Hirst (2001) who suggested that while Kelda's similar proposal 

to takeover Yorkshire Water was rejected by Ofwat, Glas Cymru proposal was 

allowed due to 'special circumstances - the company was on its knees' (Nisse and 

Hirst, 2001).

The description in Chapter 4 of Hyder's problems leading to the takeover by WPD, 

and the onward sale of DCWW to Glas Cymru is consistent with the opinions given
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by the interviewees. Hyder's multi-sector business, debt-financed strategy, windfall 

tax and the regulator's tough price setting in 1999 all contributed to the collapse of the 

company. Hyder's takeover by a company that was not interested in its water business 

actually helped the purchase of DCWW by Glas Cymru.

It has been established that Glas Cymru was the result of the need for DCWW to find 

an alternative financing method. The same is true for other water companies which 

were also facing the same situation - falling income due to a price cut imposed by 

Ofwat in the 1999 Periodic Review, poor share market, and the need for increased 

investment in the industry. This industry-wide complication led to most companies 

opting for higher levels of debt, increasing their gearing. DCWW in particular had the 

advantage of being owned by a company (WPD) that was willing to dispose of 

DCWW below its regulatory capital value, which helped Glas Cymru's plan to turn it 

into a totally debt-funded company, without shareholders.

An interview with Nigel Annett, two years after the takeover, allowed this research to 

see the result of debt funding during the first two years of Glas Cymru's operation. 

Nigel Annett pointed out the advantages the company had gained by opting for debt 

funding. Glas Cymru's financial ratios improved, and as the financial reserve 

improved, the gearing level fell accordingly. This was achieved at a time when other 

companies were gearing up. The equity structure of other companies (including 

highly-geared companies) meant that any financial reserve was not costless, therefore 

preventing them from gaining the full benefits enjoyed by Glas Cymru. For Glas 

Cymru, higher reserves meant better financial ratios, resulting in cheaper costs of 

finance for the company.

6.2.2 Suitability of debt financing

The interviewees were also asked for their opinion on the suitability of the Glas 

Cymru structure for the water industry generally. Most of the interviews were held 

during the first year of Glas Cymru, and no tangible results could yet be seen. 

Therefore, the question on the suitability of the structure was meant to gain the 

interviewees' opinions and predictions on what could be expected in the future.
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Geraint Talfan Davies identified certain characteristics of the water industry that 

made debt funding suitable. Water was a very 'static', low risk business. Demand 

would not change abruptly, and it could be forecast (no prospect of a large growth in 

the business). It was also a natural monopoly, with no intense competition. The low 

risk nature would attract cheaper debt. By using a debt-financed structure, Glas only 

had to fulfil the bondholders' expected guaranteed returns, instead of having to 

achieve shareholders' ideal expectations, which could be difficult to achieve in a low 

growth company like DCWW. A member, Nigel Beidas, also quoted the same reasons 

for the suitability of this structure. By using bond financing, costs are more fixed, and 

there would be more certainty. This view was also supported by a City industry 

observer (Interviewee A) who agreed that such an industry is better financed by debt 

than by equity. Another City observer (Interviewee B) took a different view, saying 

that moving to debt funding raises the issue of increased gearing. As the bond market 

was not always cheaper than equity, the future of Glas Cymru when interest rates 

increased would be unclear. This argument was particularly important, especially 

when Glas Cymru takeover and its initial bond subscriptions were made at the time 

when interest rates were at relatively low level.

The purchase price that was set below regulatory capital value helped Glas to get a 

head start in building up its financial reserve. This was one of the points raised by 

Simon Coton, who stressed that it would be difficult for other water companies to 

copy Glas Cymru's position. The low purchase price was achieved because the owner 

of DCWW at the time (WPD) was not interested in the water business, and was 

willing to sell the company below its regulatory capital value. Additionally, all parties 

within the National Assembly for Wales supported the idea, giving Westminster less 

reason to oppose the proposal.

Phil Bishop (National Assembly for Wales) suggested that this proposal was 

supported because it would be a political advantage for the National Assembly 

(DCWW being Welsh-owned, not-for-profit model, and prospects of cheaper bills for 

customers). A Labour government also provided support (i.e. had it been a 

Conservative government, the outcome could have been different). However, Mr 

Bishop stressed that there was very little political element in the change in Glas
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Cymru. The change was instead largely financially driven (caused by the need to raise 

finance).

The views raised by Phil Bishop reflected the opinion of David Davies AM 

(Conservative). Mr. Davies suggested that the National Assembly were told 'things 

they wanted to hear' (not-for-profit company, bringing DCWW back to Welsh hands, 

etc), and this succeeded in gaining National Assembly support. Personally, he felt that 

this matter was not for the politicians to decide. As a business, it should be left to 

market forces. In this case, although the water industry was a regulated natural 

monopoly, privatised water companies should be open to takeover by any companies, 

and not necessarily a debt funded, not-for-profit Welsh company. The idea of bringing 

DCWW back into Welsh ownership was only used to garner the support from the 

politicians at the National Assembly.

Nigel Annett (Executive Director, Glas Cymru) maintained that the reasons for Glas 

Cymru described earlier were genuine, and the way Glas Cymru presented itself to 

different stakeholders (e.g. politicians at the National Assembly for Wales) naturally 

emphasised the advantages Glas Cymru offered to these constituencies. He argued 

that in the late 1980s, the water industry was in a state of inefficiency, and was 

privatised as an incentive for the industry to reduce costs. While this was the main 

reason for most privatisation exercises, the introduction of equity resulted in these 

privatised industries giving up the low cost of finance enjoyed by government bodies. 

As a result, while privatisation was aimed to reduce, among others, capital 

expenditure, the cost of capital actually grew. By creating a structure like Glas 

Cymru, the water company would be able to run as a private company but financed as 

if it was a public sector body.

An official from AWG (owner of Anglian Water) was quoted as saying that Glas 

Cymru's proposal was allowed to go ahead partly due to the fact that Wales had its 

own parliamentary legislation (the National Assembly for Wales), and that the then 

owner (WPD) was looking for a way out of the water business. This created a unique 

financial and political situation that could not be duplicated by other companies 

(Colomer, 2001). This view confirms that although financial circumstance was the 

main reason for the change, the willingness of WPD to leave the water business, and
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the political support from the National Assembly for Wales helped to materialise the 

actual change.

Phil Bishop's opinion that the change was mainly finance driven, and the views of 

David Davies AM that the politicians were told 'things that they wanted to hear' also 

showed that the financial reason was paramount in this change. This supports the 

'pecking order' theory of finance, which suggests that retained earnings are better 

source of funds, followed by debt, and only then would equity be considered. If 

retained earnings were not adequate, debt financing would be used before opting for 

equity financing (Myers, 1984; Myers and Majluf, 1984). Ofwat's Director of 

Regulatory Finance, Keith Mason also quoted the 'pecking order' theory in Ofwat's 

City Briefing, suggesting that managers would first choose the most convenient 

source of finance before working their way through the more difficult option (Mason, 

2003). In the case of a privatised water company (with equity financing already in 

place), the next viable option in response to falling earnings (due to Ofwat's price cut) 

and increasing investment requirements would be to opt for debt financing, and to 

increase the financial reserve.

David Davies AM also voiced his concerns that this concept was not tested properly, 

and although there had been no problem so far, the long term feasibility was yet to be 

seen. The long term situation was also raised by Janet Davies AM (Plaid Cymru).

When this argument was put forward to Nigel Annett (more than a year later), he 

pointed out that Glas Cymru had shown that the structure was not as fragile as earlier 

thought by some critics. The company now had bigger reserves, therefore a larger 

buffer, and was seen as a stronger company.

Clive Sterl (WaterVoice) saw the suitability of the structure based on the 

characteristics of the water industry mentioned above. However, he was concerned 

that the company was not driven by profit and political incentives, and there were no 

visible incentives other than self-preservation. There was therefore a possibility of 

risk shifting from shareholders (now non-existent) to customers (in the form of poorer 

service).
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All members interviewed were confident that this structure was suitable for the water 

industry. However, Denis Taylor pointed out that the equity model had worked more 

successfully in England, and was likely to be retained for the foreseeable future 

outside Wales. Having said that, Mr. Taylor was confident that the present structure 

would allow Glas Cymru to carry on indefinitely.

Other members saw Glas as being more representative of its functions as a water 

company (Tony Ducroq), and that there was no apparent flaw in Glas to differentiate 

it from other successful mutual ownership companies in the UK and Europe (Jennifer 

Cole). John Evans in particular identified the use of Glas Cymru as a template for a 

new company to replace Railtrack (later named Network Rail) as proof of the viability 

of this structure.

The doubts about the long-term feasibility of the Glas Cymru structure raised the 

question as to whether there may be a need in the future to revert the structure into a 

regular equity-funded company.

Two viewpoints from the regulators (Clive Sterl, WaterVoice and Bill Emery, Ofwat), 

however, suggested that the mechanism to allow change makes it difficult to do so. 

Clive Sterl in particular found it difficult to see how this model would be reversible. 

However, Bill Emery pointed out that the existing approach had a wide range of debt 

structures, with some more open to risks than others. This would ensure that the debt 

risk was not solely put on one scheme. Technically, Glas Cymru would be able to 

dispose of DCWW to a regular equity financed company, returning it to the 

shareholder-owned set-up. However, being owned by members instead of 

shareholders, any proposal to sell DCWW would be likely to face strong opposition 

from the members.

This long term debt planning was a point raised by Simon Coton, who suggested that 

it should be possible to predict future costs. By having these different debt structures 

with different maturity dates, long term financing can be secured, and there would be 

no need to go back into equity financing. Geraint Talfan Davies also pointed out that 

the returns that equity demanded showed that the costs of equity could not be less 

than the costs of debts. Glas was able to raise further funds after the initial £1.9 billion
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bond, and this proved that the lenders were confident enough that the structure was 

sound.

The opinion of Denis Taylor reflected the arguments raised above. Denis Taylor 

believed that it would be possible to reverse the structure, but pointed out that this 

would require the regulator's and National Assembly's approval. The operating 

licence could not simply be passed onto another regular equity company without the 

issues concerning the existing bonds being addressed.

Angela Elniff-Larsen saw no reason to return to equity funding. It would be 

disadvantageous to go back, since other considerations should also be taken into 

account, e.g. socio-economic and environmental benefits brought by this structure. 

Nigel Beidas recognised the need to reverse the structure if the financial position of 

DCWW became so bad that bond financiers would not be willing to finance the 

company, but he did not envisage this extreme situation happening to DCWW. 

Jennifer Cole also felt that Glas would be able to maintain its bond financing 

favourably, even if interest rates increased. Despite higher interest costs, Glas would 

still have the advantage of not having to pay the shareholders.

Most supporters of the Glas Cymru structure suggest that the characteristics of the 

water industry were suitable for debt funding. Being a low risk business with stable 

income, a debt-funded water company could attract cheaper debt. Some reservations 

were made by an industry observer (interviewee B) who warned that bond financing 

could become expensive, and might not be suitable indefinitely. Some were 

particularly concerned about the fact that this new structure was not tested, and 

therefore its long term future would be uncertain.

Nigel Annett, the last person to be interviewed in this research pointed to the 

company's large reserve, and dismissed the suggestions that the Glas Cymru structure 

was fragile.

Advocates of the Glas Cymru structure for DCWW therefore tend to see the 

suitability of a debt-funding method for what seems to be a mature, static, stable 

income stream, given the low risk characteristic of a natural monopoly. Opponents of
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such a structure argued that interest rates would not always remain low, and debt 

could become more expensive than equity. This view was rebutted by the former by 

the argument that the characteristics of the water industry (i.e. mature, low risk, stable 

income) allowed it to obtain funds at a lower interest rate. In the case of Glas Cymru, 

the credit rating given to the company was better than previously given to DCWW's 

previous parents (WPD and Hyder), resulting in cheaper loans.

6.2.3 The bond structure

Glas Cymru has proven that the nature of the business allows it to achieve good credit 

ratings, resulting in cheaper interest rates. Glas Cymru's £1.9 billion bonds were 

issued in several tranches (through Dwr Cymru (Financing) Ltd) (DCF), each getting 

an individual rating from rating agencies. Table 6.1 shows the classes of bonds and 

the ratings given to them by three major rating agencies - Standard and Poor's, 

Moody's, and Fitch IBCA, Duff & Phelps.

Table 6.1: Dwr Cymru (Financing) Ltd Bond Classes and Ratings

Bond Class

A

B

R

C

D

Total

Principal

£ 1 billion

£ 526 million

£ 150 million

£ 250 million

£ 100 million

S&P

AAA

A-

A-

BBB

Moody's

Aaa

A3

A3

Baa3

Fitch

AAA

A-

A-

BBB

unpublished / not rated

£2.026 billion (including Class R -undrawn)

Definitions

Prime,

Maximum

Safety

Upper

Medium

Grade

Lower

Medium

Grade

Source: Adapted from Moody's Investors Service (2001); Standard & Poor's (2001);

Fitch Ibca Duff & Phelps (2001).
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The rating of Class A bond (AAA/Aaa) was based solely upon the unconditional and 

irrevocable guarantee of principal and interest by MBIA Assurance S.A. under a 

financial guarantee insurance policy. MBIA Assurance receives strong support from 

its parent company - MBIA Insurance Corporation (both possess AAA/Aaa ratings 

themselves). This reflects the limited risk characteristics of the company's core 

operations, its steady growth and continuous profitability, ample claims paying 

resources, disciplined underwriting, and strong surveillance and loss mitigation 

expertise (Moody's Investors Service, 2001 p2). There are three separate parts to the 

Class A tranche, consisting of fixed rate, floating rate and index-linked bonds.32

Other classes of bonds were not guaranteed, and were rated in the upper and lower 

medium grade. This reflected the balance between DCF's strengths and weaknesses. 

The main rationale for these ratings was based on the company's stable and 

predictable cash-flow nature on the one hand, and its highly leveraged and weak debt 

protection measures on the other.

Similar to Class A bonds, Class B bonds were also issued in a combination of fixed 

rate, floating rate and index-linked bonds. However, without financial guarantee, they 

were rated less favourably (A-/A3).

Class C bonds were floating rate, and junior to Classes A and B bonds in the cash 

flow 'waterfall'.

Class D bonds were also floating rate, and further subordinated to Class C bonds. 

Both Class C and D bonds had no enforcement rights and could not cause an 

insolvency of the senior bonds.

As a backup facility, Class R bonds were initially issued undrawn, but DCF had the 

ability to issue up to £150 million of these bonds and put them to a syndicate of banks 

who have agreed to fund them for five years. If drawn, they would rank equally with 

senior bonds (Classes A and B).

32 Index linked bonds are designed to pay a lower coupon (based on a real interest rate), and the 
principal is indexed each year in line with inflation.
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A number of interest rate hedges have also been put in place in order to balance 

between the need for medium term interest cost certainty, and the danger of locking in 

too much high-priced debt should interest rates fall. Another feature of the financing 

is the long debt maturity profile (at least 10 years), which lowers refinancing risk 

relative to the sector. There is also coupon 'step-up' option for DCF to add financing 

flexibility. This allows DCF to refinance each bond at a set date considerably before 

its maturity date.

The sub-tranches of the bond classes and their maturity are shown in Table 6.2: 

Table 6.2: Dwr Cymru (Financing) Ltd's Bond Tranches

Bond Class

Al

A2

A3

A4

Total A

Bl

B2

B3

Total B

R

Cl

C2

Total C

D

Principal

£400,000,000

£250,000,000

£250,000,000

£100,000,000

£ 1 billion

£200,000,000

£226,000,000

£100,000,000

£5.26 million

£150,000,000

£100,000,000

£150,000,000

£250,000,000

£100,000,000

Coupon

fixed-rate

floating-rate

floating-rate

index-linked

fixed-rate

floating-rate

index-linked

fixed-rate

floating-rate

floating-rate

Step-up / call

-

2006

2008

-

-

2008

-

2006

2011

2008

2008

Maturity

2028

2011

2013

2030

2021

2016

2026

2006

2036

2036

2036

Source: Adapted from Moody's Investors Service (2001)

The company's favourable debt rating reflects the following strengths of DCWW, as 

identified by the rating agencies:
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DCWW's regional monopoly on water and sewerage service ensures a stable and

predictable cash flow. It is a highly regulated, ring-fenced company. Low business

risk profile (Fitch Ibca Duff & Phelps, 2001).

The rating agencies feel that the regulators are generally supportive of water

companies. Therefore, any new environmental requirements or new additional

costs imposed are likely to be compensated by changes in price limits.

A 'contract-for differences' (CFD) with WPD Holdings UK (the ex-owner of

DCWW) effectively locks in the company's operating costs until April 2005. 33

DCWW's procurement plan would provide it with competitively priced contracts,

and would provide transparency to Ofwat. Method for transparent operation and

capital expenditures evidence should lead to greater transparency at the time of the

next regulatory review (Fitch Ibca Duff & Phelps, 2001).

Liquidity has been designed to cater for cash flow variations, e.g. to include

unconditionally available bank facilities.

The financing structure incorporates a strong overall covenant package, e.g.

limiting the scope of business activities, additional debt etc.

An extra buffer is provided to the senior lenders, by creating subordinated junior

debt (with no power to force a default of the senior debt).

The financing plan includes long-dated debt maturities which reduce refinancing

risk. Also included is a high level of interest rate hedging, which adds to cash flow

stability.

Sensitivity stress tests34 supported a resilient and robust financial forecast. Low

volatility nature of water business; other stabilisation package and contractual

arrangements are also favourable factors.

33 Under 'Contract for Differences', WPD has agreed to pay DCWW any excess of operating costs over 
the costs assumed by Ofwat for the current Periodic Review period (until April 2005). Conversely, 
Glas Cymru agrees to return any under-expenditure on those costs. This effectively locks the operating 
costs until April 2005.

34 The assumptions behind the sensitivity cases are as follows:
Case 1: Revenue lower by 2.5% in all years
Case 2: Operating Costs higher by 5% in all years
Case 3: Capital expenditure higher by 10% in all years
Case 4: Cost of capital 10% lower at the next review
Case 5: RPI 1% higher in all years
Case 6: Stress case - combination of Cost of Capital 5% lower at next review, revenue lower
by 2.5% in all years, operating costs 2.5% higher in all years, and RPI 2% in all years. 

In all scenarios, Glas Cymru appears to be able to maintain its interest coverage ratio (ICR) at above 
1.8 times and Net debt below 95% Regulatory Asset Value (the figures that amount to trigger event).
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These strengths are offset by some negative factors:

  Major use of debt in financing the acquisition.

  A weak financial cushion owing to high debt leverage.

  Limited financial flexibility associated with the proposed financing structure due 

to high gearing, limitations on additional debt, and lack of shareholder base.

  The 1999 Periodic Review was considered harsh, prompting further efficiency 

targets and lower cost of capital.

  The risk of a mismatch between Ofwat's view on cost of capital or operating 

efficiencies (in the next Periodic Review) and DCWW's locked-in costs of debt 

and operations contracts. The next periodic review will be in 2004.

  DCWW has already been named as one of the least efficient water companies, and 

the new management has to improve operating performance to meet the 

regulator's target.

  A new and untested procurement policy - uncertainty over its management and 

application.

  Untested system of management, members and contractors' incentives.

  The management may find it more difficult to apply for an interim determination 

of K (IDOK) due to unforeseen events.

  The 'moral pressure' to provide additional customer rebates (Fitch Ibca Duff & 

Phelps,2001).

6.2.4 Transaction structure

The company's transaction structure demonstrates several features which are common 

in other structured-finance whole-company securitisation. For example, the features 

include:

  secured loan from the issuer (DCF) to the operating company (DCWW) - in case 

of default, DCWW can be sold to a third party and part of the proceeds can be 

used to repay the bonds;
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  the inter-creditor agreements - this prevents secured creditors from petitioning for 

the issuer (DCF) or DCWW to be put into administration. Creditors have the 

power to require remedial action should a 'trigger event occur' (see 6.2.5 below).

• the liquidity facility (see 6.2.6 below) - this enables DCF to 'buy time' by 

continuing to make timely interest payments for almost 12 months in the event of 

cash shortfalls at DCWW.

  The Priority of Payment 'Waterfalls' (see 6.2.7 below) to ensure that interest and 

principal payments are made on the senior bonds before the subordinated bonds).

  A Standstill Period (see 6.2.8 below) - this gives sufficient time before a bond 

default for the business to be sold at the best possible price and reduce the risk that 

Ofwat petitions a court for a special administration order.

  Financial covenants to stop rebates to customers if DCWW's financial 

performance deteriorates.

These structural features benefited the company by helping it to get a better rating 

(several rating notches higher than debt without these features). Moody's claimed that 

risks in the water sector were generally lower than most industries because of the 

highly specialised, regulated and ring-fenced nature of the business, the stability of 

cash flows, and the level of monitoring and control. However, most water companies' 

credit quality deteriorated because of the diversification of activities in their group 

which called for their cash flow to support group debt (Moody's Investors Service, 

2001 p5).

When Glas Cymru took over DCWW through debt funding in May 2001, the water 

industry saw gearing levels in excess of 90%, a level which normally results in non 

investment-grade ratings if financed traditionally. WPD agreed to sell its shares in 

DCWW for £1.85 billion, which is 93% of DCWW's Regulated Asset Value (RAV)35 

as determined by Ofwat. This figure already gave Glas Cymru an added advantage by 

purchasing the company at below 'market-price'.

35 The Regulated Asset Value (RAV) is the capital base of the Water Companies used by the Ofwat in 
setting the price limits. Each company earns a return on this capital base, which represents the initial 
market value of the company at privatisation plus subsequent additional capital expenditure. The value 
of the RAV is adjusted for current cost depreciation and infrastructure renewal charges, and escalated 
by general inflation (Moody's Investor Service, 2001).
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6.2.5 Trigger Event

The inter-creditor agreements give powers to creditors to require DCWW to take 
specified remedial action should certain 'trigger events' occur. The severity of the 
remedial action depends on the seriousness of the breach.

The 'trigger events' include:

• Net Debt greater than 95% of Regulated Asset Value (RAV),

• Senior Debt EBITDA interest coverage ratio below 1.8 times,

• Class B bonds downgraded to 'BBB' or below (currently A-),

• Class C bonds downgraded below investment grade,

• Reserves not maintained at required levels,

• Capital expenditure at least 10% over Ofwat's allowance for the relevant period

• Any draw on liquidity,

• An indication of a likely loss of license or application for a special administration 
order,

• DCWW event of default,

The available remedies include:

• Commissioning of an independent review to ascertain how to remedy the trigger 
event, and prevent reoccurrence,

• Blocking customer rebates until the situation is resolved,

• Board to review the situation, and the findings discussed with Ofwat and trustee,

• Remedial plan with timetable for implementation must be agreed with trustees,

• Appointment of non-executive directors if failure to agree remedial plan, or 

remedial plan not satisfactorily implemented.
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6.2.6 Liquidity Facility and Reserves

The company's financial structure results in high gearing. To offset this disadvantage, 

the financing structure also includes sufficient liquidity and working capital capacity. 

At the time of financing, Glas Cymru's unconditionally available liquidity included:

• £125 million committed liquidity facility set up as a debt service reserve to cover 

12 months of interest payments. This can be used in the event of DCWW's 

failure to pay in full the interest and principal of the inter-company loan from 

DCF.

• £150 million borrowing potential through the Class R Bonds. This will cater for 

unexpected capital and operating expenditure needs

• £200 million of the initial borrowing (from the bonds) are placed on deposit (at 

DCWW) as an 18 month prefunded capital expenditure reserve, and a prefunded 

reserve for a lease principal repayment.

6.2.7 Priority of Payment 'Waterfall'

The priority order in which DCF's obligation will be paid out is set out in the priority 

of the payment waterfall. This requires that any funds are applied in the following 

order:

• Bond Trustee and Issuer Security Trustee fees and expenses;

• The fees and expenses of the agents, banks and MBIA;

• Liquidity Facility fees, interest and principal, then interest and principal on 

drawing a Standstill Period to raise additional funds;

• Interest on Class A, B and R Bonds, and interest and commission on its Loan 

Facilities;
• Principal due on Class A, B and R Bonds and principal due on its Loan Facilities;

• Interest on Class C Bonds;

• Principal due on Class C Bonds;

• Interest on Class D Bonds;
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• Principal due on Class D Bonds;

• Step-up coupons on Class A, B and R Bonds;

• Step-up coupons on Class C Bonds;

• Step-up coupons on Class D Bonds;

• Any surplus to the Issuer (DCF).

6.2.8 Standstill Period to avoid Special Administration

Corporate creditors typically have the right to petition a court for the appointment of 

an administrator if the company is in financial difficulties. In this particular case, 

creditors agree to be bound by an inter-creditor agreement, in return for which their 

liabilities are secured by DCF's assets (i.e. the inter-company loans to DCWW). 36

This agreement means that creditors are not permitted to independently accelerate and 

enforce their claims against the company. This reduces the risk of DCWW being put 

under special administration, thus keeping bondholders in control. The Standstill 

would be automatically instituted if DCWW defaulted (DCWW, and not Dwr Cymru 

Financing (DCF)), therefore preventing any secured creditor of DCWW taking action 

to recover or accelerate payments for 18 months. Standard and Poor's pointed out that 

although this reduces the risk of special administration (which appeals to creditors), it 

does not help to reduce default risk (Standard & Poor's, 2001).

36 The only existing creditors not bound by the DCWW inter-creditor agreement are some Local 
Authorities (with loans of about £5.8 million)
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6.2.9 Special Administration Receivership (DCWW)

A petition for a Special Administration Order can only be presented by the National 

Assembly for Wales (NAfW), or Ofwat (with NAfW's consent). This requires 

serious grounds to be proved, for example, if the company is in contravention of a 

principal duty serious enough to make it inappropriate to continue to hold its 

appointment.

If enforcement takes place, the Special Administrator would deal with the assets as if 

they were not charged. At this point bondholders would no longer be covered by the 

protections described above. The Special Administrator would ensure the continuity 

of water services while trying to sell the business at the best possible price. At this 

point, bondholders would have the right to petition if the sale is 'unfair' or fair value 

was not achieved, but they would not get a say in the realisation procedure.

6.2.10 Summary

This new approach to financing DCWW was carefully structured to ensure that it was 

attractive enough for prospective bondholders. By showing that the business is 

suitable to be funded by debt in addition to various changes in the structure of the 

water company, Glas Cymru was able to secure good credit ratings and cheaper loans.

One of Ofwat's concerns with highly geared structures was that although it could 

reduce the cost of finance temporarily, it would restrict financial flexibility in the long 

term (Mason, 2002). Glas Cymru addressed this issue by having various bond classes 

and sub-tranches with different interest rates. Interest rate hedges were also imposed to 

balance the risks. Different maturity dates also helped to ensure that any refinancing 

exercise would not occur all at one time. The 'step-up' option would also allow 

refinancing of certain bonds ahead of its maturity date. With the Glas Cymru covenant 

to restrict its business to water and sewerage business only (which was seen as a low-
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risk, well regulated business), the company attracted better credit ratings compared to 
its multi-business counterparts.

Glas Cymru was the only water and sewerage company opting for total debt funding 
without shareholders; most other companies that followed suit restricted themselves to 

a highly geared, thin equity structure (therefore keeping some equity in the company). 

After Glas Cymru, Sutton and East Surrey, Mid Kent, Portsmouth, Southern and 
Anglian Water opted for the higher debt structure. As discussed earlier, it was difficult 

for other companies to copy the Glas Cymru takeover because DCWW's owner 

(WPD) was not interested in the water business. When WPD took over Hyder, its main 

interest was the electricity business, and started to dispose off other businesses. WPD 

was more than willing to sell DCWW at a price below the regulatory capital value set 

by Ofwat. This made it more difficult for other companies to replicate, since 
shareholders generally would not agree on not getting the full value of a disposed asset 

(Colomer, 2001). Therefore, companies following the same route were limited to 
gearing up using a thin equity structure, instead of getting rid of equity altogether.

Additionally, not all restructuring results in better credit ratings. The takeover of 
Northumbrian Water by Aquavit (a consortium of bankers and stockbrokers, later 

renamed Northumbrian Water Group) resulted in a credit rating downgrade by 

Standard & Poor's for both the regulated water company and its parent. Northumbrian 
Water's new credit rating was BBB, only one notch above 'junk' status (non- 

investment grade) (OFWAT, 2003a). This in effect would increase Northumbrian's 

cost of debt, making it more difficult to obtain new debt at a low price (Warner, 2003). 

In a regular equity-financed company, the equity worked as a capital buffer, despite 

costing more than debt. In a highly geared or totally debt funded company like Glas 

Cymru, such thin equity or lack of equity altogether would mean that the company 
could find itself in a funding trap, unable to access the debt or the equity market 

(Warner, 2003). In a regular business, this problem can be addressed by downsizing or 

cutting back on investment. This option is not appropriate for a water company which 

needs to continue its investment and services.

Although DCWW restructuring by Glas Cymru was set up so as to receive good credit 

ratings, it was necessary for Glas to ensure that credit ratings remain favourable. Not
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entering into unrelated areas helps it to remain relatively low risk, therefore avoiding 
poor ratings as suffered by Northumbrian Water. Northumbrian Water's bond 
documentation included a 'cross-default' clause. The regulated water company was 
therefore responsible in the event of default for another bond in the parent company's 
group (OFWAT, 2003a). The 'cross-default' partly brought down the credit ratings of 
the regulated business together with its parent company's ratings. The fact that Glas 
Cymru did not have other businesses apart from water and sewerage services helped to 
ensure that such cross subsidisation would not apply to DCWW. Merrill Lynch 
Investment Managers were quoted as saying that "The companies which are able to 
borrow at the lowest costs can usually do so because their management has a lot of 
credibility " (van Duyn, 2002).

Glas Cymru hedged against interest rate movements and exchange rate fluctuation by 
swapping its floating rate notes into fixed rates, and its US dollar financing into 
Sterling (Glas Cymru Cyfyngedig, 2002). Having not more than 20% debt maturing 
within any 24 month period also helped to ensure that no major re-financing exercise 
had to be taken which might attract sudden credit rating changes.

This well mapped-out debt structure convinced the bondholders of the management's 
commitment to bondholders. Nevertheless, regulator's action could still cause negative 
impact on credit ratings. Credit ratings of many water companies suffered in the last 
periodic review, partly as a result of poor financial profiles following "the regulator's 
harsher stance on key issues ..... " (Standard & Poor's, 1999; Baker et al., 1999). This 
reinforces the importance of the regulator's attitude to Glas Cymru and its structure (as 
well as the thin equity structure used by some companies). The long-term viability of 
such a structure depends on the regulator's treatment. This issue will be explored in 

Chapter 8.
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6.3 Outsourcing Under Glas Cymru

When Ofwat gave Glas Cymru the green light to take-over DCWW, it attached 

conditions to be fulfilled. In particular, some licence modifications and new licence 

conditions were added into the existing licence. The modifications and additions to 

the licence were agreed by Glas Cymru, therefore speeding the takeover process 

(otherwise Ofwat might refer the matter to the Competition Commission) (OFWAT, 

200 Ic).

Knowing that the bulk of DCWW's business would be outsourced, Ofwat required a 

procurement plan to be submitted to the regulator. The licence was to be modified so 

that DCWW would be prohibited from delegating its responsibility (despite 

delegating work). Additionally, the existing requirement to have adequate financial 

and management resources was strengthened so that in addition to these, it needed to 

have 'adequate systems of planning and control to carry out its regulated activities' 

(OFWAT, 200Ic). This was meant to ensure that DCWW could carry out its functions 

if necessary despite having most of its work outsourced to other companies.

In March 2001, DCWW awarded its first operation and maintenance contract to 

United Utilities, and its billing contract to Thames Water. This was made soon after 

Glas Cymru agreed on the conditions imposed by Ofwat, but two months ahead of the 

formal takeover.

The outsourcing policy increased DCWW's outsourcing from 60% to over 80% of 

total work. Prior to this, DCWW only outsourced some of its capital investment 

programme and day to day operations, similar to other water companies in the 

industry. Due to this high level of outsourcing, certain provisions were included in the 

contracts (Dwr Cymru Welsh Water, 2001). For example:

• The targets of performance for the contractors were in-line with Ofwat's target for 

DCWW,
• Performance Adjustments were set - remuneration reduced if Key Performance 

Indicators not achieved,
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• Investment grade parent guarantees or performance bonds of £50 million (for 

operation contract) and £10 million (for billing / other services contract) must be 

provided,

• Limits were set on assigning or sub-contracting work undertaken,

• Mechanisms for replacement of the contractors,

• Early warning mechanisms for underperformance,

• DCWW to have 'no notice, step-in' rights if it believed there was a risk to public 

health.

Key personnel were retained by Glas Cymru in order to maintain proper control over 

the functions undertaken by contractors, as required by Ofwat. Activities that were not 

outsourced included DCWW's monitoring of contractors, Environmental Agency 

licence payments, power costs and bad debts.

Apart from contracting out operation and maintenance to United Utilities and billing 

and customer service to Thames Water, capital investment work was also contracted 

out. For this purpose, Welsh Water Capital Alliance was set up which worked as a 

strategic partnering team for the delivery of the capital investment programme. This 

included water mains rehabilitation, sewerage network and waste water treatment 

works and water treatment works maintenance. The partners were selected in 

accordance with EU Procurement Rules (Dwr Cymru Welsh Water, 2001), and 

included non-water companies. The summary of the current contracts (until 2005) is 

listed in Table 6.3.
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Table 6.3 : Glas Cvmru Outsourced Contracts

Activities Contractors

Water Treatment &

Supply

Sewage Treatment

& Disposal

United Utilities

Billing and 

Customer Service
Thames Water

Sewerage Carmarthen County Council

City and County of Swansea

Wessex Water

PGS Atlantic

Hyder Consulting

Babtie
Engenica
Site Electrical

RES Pumpserve

Analytical Services Severn Trent

Asset Improvement Welsh Water Alliance (contractors listed below): 

United Utilities

Laing O'Rourke (Water Main Refurbishment) 

Amec (Sewerage) 

Galliford Try (Sewerage) 

Morrison Construction (and Sewerage) 

Meica (Treatment Works Refurbishment) 

Black & Veatch (Treatment Works Refurbishment) 

E C Harris (Cost Manager) 

Chandler KBS (Cost Manager) 

JCP (Partnering Facilitator)

University of Warwick (Supply Chain Management 

Advisor)

Source: Adapted from Dwr Cymru Welsh Water (2001)
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6.3.1 Interview Results

One of the main concerns with the Glas Cymru structure was that the company 

outsourced most of its functions, and therefore might not be able to grasp proper 

control over its functions as a water and sewerage company.

The interviewees were asked their opinion on the issue of outsourcing. This was 

because Glas Cymru opted to outsource most of its work, including its core functions. 

This goes against the accepted wisdom that core functions should not be outsourced. 

As described earlier, Williamson (1979) argued that goods and services with high 

specificity should be kept under the full responsibility and control of the company. 

The water industry came under this description, e.g. the reservoir, treatment plants 

and pipelines were highly specific for one purpose - water services. This was met by 

newer arguments that outsourcing core activities would allow the management to 

concentrate on the regulator's requirements. In addition to these opposing views, the 

issues of opportunity costs, e.g. the possibility of contractors' under-performance and 

opportunistic bargaining (shirking) were also raised in Chapter 4. Therefore, the 

views of the interviewees would be important to see whether the worries normally 

associated with outsourcing are addressed properly by Glas Cymru.

The interviewees were also asked whether Glas Cymru would lose out to multi-utility 

businesses, since it was restricted to water and sewerage business only. This was to 

gauge their opinion on the ability of Glas Cymru to face competitions from multi- 

utility companies.

Both members of Glas Cymru interviewed who used to be employees of DCWW 

seemed to believe that outsourcing would work in the Glas Cymru structure. Denis 

Taylor pointed out that while he had no experience of outsourcing when he was in 

DCWW, he believed that it had become 'a key issue', and that 'successful outsourcing 

is vital to the success of the Glas Cymru model.' He believed that a major part of Glas 

Cymru's internal resources would be devoted to the issue of outsourcing. In 

particular, he pointed out that while water companies did not compete against each
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other due to their discreet geographical coverage, outsourcing would create open 
competition;

"The Glas Cymru model was offered ............... as a means of

discovering true prices through open competition within the industry 
for the first time. "

Another member of Glas Cymru and ex-employee of DCWW also voiced a positive 

outlook on the company's outsourcing policy. At the beginning of the interview, Tony 
Ducroq stated that he was not in favour of the privatisation of water, but recognised 
the need at the time for the water authorities to release themselves from strict public 
spending and borrowing requirements. He also recalled that the trade union was 
against the idea of outsourcing even during Hyder ownership. However, he found that 
the new outsourcing policy was based on partnership agreements, allowing close 
monitoring of the contractors. The system ensured good performance of contractors, 
and it also allowed DCWW to step in in the event of non-performance. He recognised 
that for outsourcing to work, 'the management needs to be strong'. Although 
complacency was possible, Tony Ducroq was confident that the system in place was 
sufficient, e.g. there were sufficient incentives for both the contractors and the 
management.

Tony Ducroq also believed that overhead costs would be hugely reduced through 
outsourcing. This view was supported by Angela Elniff-Larsen, who suggested that it 
would be cost effective, and would result in a leaner management. Ms. Elniff-Larsen 
believed that as long as the tender process was proper, she did not foresee any 
problem with outsourcing. However, outsourcing should not be extended to customer 
service, and in this case, Ms Elniff-Larsen believed that the DCWW call centre should 
not have been contracted-out, as customer care would be best done by the company 

itself.

The opinion above was in relation to the development following the change of 
contracts in the sewerage sector under Glas Cymru. This was described by Phil 
Bishop (National Assembly for Wales). When the operation was tendered, some local 

authorities that had been running the sewerage operation lost the tender. When
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problems arose (mainly by flooding in July 2001), customers who tried to call the 
local authorities were told that they (local authorities) were no longer responsible. 

Customers at the time did not know who to call37 .

Outside the membership circle, Phil Bishop (National Assembly for Wales) felt that 

Glas would achieve the best price through outsourcing. David Davies AM 

(Conservative) recalled that DCWW had been outsourcing for quite some time, except 

that this time it would be at a bigger scale. The business could still be controlled 
properly even though it was outsourced.

Other members interviewed were not as optimistic in their views on outsourcing. For 

example, Nigel Beidas, while acknowledging that outsourcing during the first year 
seemed to work well, was uncertain whether the good line of communication could be 
maintained in the long term. In particular, he pointed out that;

"......... the remaining management of Welsh Water may lose contact

with basic customers and former employees. This will put a block 

between themselves and the customers. "

Jennifer Cole shared this view. Unlike Tony Ducroq, Jennifer Cole held the view that 
DCWW, with only 130 staff (many non-technical) might not be able to intervene in 
the event of contractors' failures. Control of the contractors could be a problem later, 

especially when employees lost touch with the water business.

This view also extended beyond Glas members. Clive Sterl (WaterVoice) voiced his 
concerns that as DCWW's expertise moved to procurement (rather than running a 

water business), there would be a possibility that the company might be disengaged 
from its customers, and lose touch with the operational reality of the business. As 

existing staff left and new ones joined DCWW, there was a chance that new staff

37 Although Welsh Water was responsible for the contractors' failures, this problem showed that 
customers were asked to call the contractors, who probably gave a poor response to their queries. Glas 
Cymru later addressed this problem by creating one telephone number for customers to call for all 
complaints and queries, and re-routing the calls internally. This issue was described by Phil Bishop as 
a teething problem. Similarly, Clive Sterl (WaterVoice) also suggested that the sewer flooding problem 
was a '50 year-old problem', and not one that was created by Glas Cymru's outsourcing policy.
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might have less knowledge of the water business, making it more difficult to 

scrutinise the contracts, etc.

Jennifer Cole also pointed out that control of the contractors could be easier if 

DCWW is the main customer for the contractors. However, it would be more likely 

that DCWW was one of the many industrial customers served by the contractors, and 

in this case, control would be difficult. Contractors might not possess the type of 

public sector ethos that DCWW needed. Ms Cole compared the company Capita to 

this development. 38

The issue of the possibility of diminution of standards under outsourcing was also 

raised by John Evans. He was concerned that as employees were transferred to the 

contractors, e.g. United Utilities, any decision to cut staff might affect the less 

commercially relevant aspects, e.g. environmental rangers in the Elan Valley.

Additionally, Jennifer Cole pointed out that while outsourcing might be able to reduce 

costs, this could be at the expense of the employees. New members of staff might be 

offered less favourable terms and conditions, and this might cause low morale among 

staff with different terms and conditions.

Bill Emery's (Ofwat) viewpoint regarding Glas Cymru's outsourcing policy was quite 

different from the rest of the interviewees. He suggested that outsourcing in the water 

industry was different from that in other businesses. In water outsourcing, the people 

doing the work would still be the same, they only moved to the company that won the 

bid. It was the management that changed. He continued that:

"Water Companies' licence stated that each company must retain 

sufficient information and expertise to demonstrate that it can control

38 Capita was formed in 1984 as part of the Chartered Institute of Public Finance and Accountancy 
(CIPFA). It was involved in management consultancy, mainly in providing IT services to the public 
sector, and making the public sector more efficient. It was floated in 1989, and diversified its 
consultancy services to include IT and administrative services. Its public sector customers include local 
authorities, tv licensing, etc. (the latest includes London's congestion charging), but 40% of its clients 
are in the private sector, with customers like Abbey National, NatWest and Norwich Union. It has been 
criticised e.g. by Private Eye for 'the way the company earns fees from the public sector', and whether 
'the government is right to outsource so much of its work to the private sector'.
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the business, and to step in if something goes wrong. If a company 

shows that it is no longer capable, the licence can be moved to 

another company, e.g. the outsourced company. This is a safeguard to 

ensure that each company retains capability to assess performance, 

and is in control of the business. "

This viewpoint seems to support Glas Cymru's outsourcing policy. However, Bill 

Emery continued that the Glas Cymru principle did not require full outsourcing. 

However, he felt that pressure from bondholders made the company contract out most 

of its functions, rather than doing things in-house. Bondholders' risks were seen as 

being reduced if the business was outsourced. He felt that work should be brought in- 

house if there was insufficient market competition in the relevant sector.

Ofwat also expected that as a company that outsourced most of its work and had to 

deal with its contractors, Glas Cymru might incur higher transaction costs.. However, 

the total savings achieved were expected to be greater. Ofwat expected the market 

mechanism to operate in the outsourcing market, reducing both the cost of capital and 

any excessive profits to be made by the contractors.

Although Clive Sterl (WaterVoice) accepted that outsourcing worked well as a 

method of competition, it was yet to see if costs were reduced by this. He also felt that 

there were other ways to introduce competition, e.g. allowing builders to connect 

pipes to water mains (self-lay), instead of it being done by DCWW (or its 

contractors).

Glas Cymru's directors and communication manager interviewed were 

understandably more protective of Glas Cymru's outsourcing policy. Both Geraint 

Talfan Davies and Nigel Annett argued that 60% of DCWW's operation had already 

been outsourced prior to the Glas takeover, and increasing it to 80% would not be a 

big change, nor detrimental to the company. Nigel Annett in particular reminded that 

the increase in outsourcing should be seen in this context (an increase from 60% to 

80% ^d not an increase from totally no outsourced work to 80%). Geraint Talfan 

Da' pointed out that the company already had the expertise to outsource, and only
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needed to ensure that it had the skills to monitor the operation, and to intervene in 

case of contractors' failure.

Geraint Talfan Davies also argued that the suggestion that the employees could be 

disengaged from the water industry, and only concerned with procurement, did not 

stand. Although contracts would change hands over time, the people running the 

business would still be the same. Glas Cymru needed to have a good human resource 

policy to retain expertise, e.g. through secondment, recruitment, etc. The ability to 

create favourable contracts and to manage contractors well would be necessary 

through good procurement skill. So far, all tenders attracted good bidders, and there 

was no gap in the market. Nigel Annett added that a good competitive process in Glas 

Cymru's outsourcing would ensure that the system continues to run smoothly.

Nigel Annett also felt that it would not be difficult to step in if the contractors failed 

to perform. For example, only two employees were sent from Warrington (United 

Utilities' head office) to Nelson (DCWW's head office), and the rest of the employees 

were those transferred from DCWW to United Utilities when contracts were awarded. 

If there was a need to step in, only these two employees would be affected, while the 

rest of the employees would be transferred back to DCWW.

Simon Coton pointed out that although the contractors aimed for profits for their 

companies, this would not translate into excessive profits to the disadvantage of Glas 

Cymru. All the outsourcing contracts were based on an open book concept, and if 

contractors were more efficient than anticipated, Glas could demand better prices in 

the future. Geraint Talfan Davies additionally suggested that benchmarks on costs 

were available from all water companies in England and Wales, making it difficult for 

bidders to make excessive profits in an open tender. Apart from the open book 

concept, Nigel Annett also referred to the single team, single business plan approach 

taken by Glas Cymru, e.g. in Welsh Water Alliance, a strategic partnering team 

consisting of Glas Cymru's contractors. The contractors in the Alliance had equal role 

status, and were involved in decision-making. Contractors were paid benchmark fees, 

and would be paid more if they performed better. Since performance in this sense 

would be measurable, it could be easily judged by Glas Cymru.
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Additionally, there were incentives to reach the Key Performance Index targets, 

which were normally set higher than Ofwat's requirement. However, it would be 

necessary to allow reasonable returns to the contractors in order to attract good bids 

for contracts, especially in view of the financial risks taken by the contractors (being 

mainly equity based companies).

One interesting point raised by Clive Sterl (WaterVoice) was that outsourcing could 

raise the possibility of a cartel developing. This could mirror the water industry in 

France, where the industry created a number of giant water companies (e.g. Suez and 

Veolia) which did not own any of the water utilities, but operated as contractors to 

these smaller utilities.

Almost all the opinions given agreed that the present contractual arrangement was 

adequate. Glas Cymru initially outsourced its work until 2005 when a new periodic 

review is due. Both Geraint Talfan Davies and Simon Coton described how the new 

procurement plan scheduled in May 2003 would look into the nature of future 

contracts, in time for the 2004 Periodic Review (for 2005-2009) and new outsourcing 

contracts.

This was seen as odd by Bill Emery (Ofwat). He felt that it was not right for DCWW 

to tie its contract to the periodic review, as it appeared to be too driven by the price 

setting method. He was also disappointed that the company outsourced its business to 

existing water companies, which he described as 'almost incestuous'. In his opinion, 

by outsourcing to existing water companies, Glas Cymru would not be able to achieve 

greater efficiency than those companies, and would only be able to catch up slightly. 

He attributed this trend to Glas Cymru's risk-averse nature.

However, Simon Coton argued that based on the bids received, existing water 

companies proved to be more capable to do the outsourced work. Nigel Annett 

dismissed Bill Emery's argument, saying that many companies within Welsh Water 

Alliance were non-water companies. However, the contract for the supply of clean 

water would be too important to be awarded to a non-water company with no 

experience in water supply.
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In addition to Bill Emery, Phil Bishop (National Assembly for Wales) also suggested 
that Ofwat's periodic review should not prevent Glas Cymru from entering into long 

term contracts with other companies. However, he also noted that it might not be in 
the interests of these companies to be tied to a long term contract.

The issue regarding the duration of the initial contracts was addressed in Glas 
Cymru's second Procurement Plan. It was decided that subsequent contracts would be 
longer, and could straddle the 2009 and 2014 price reviews. This was also meant to 
encourage the contractors to take a longer term view of the business (Dwr Cymru 

Welsh Water, 2003d). The procurement plan also addressed the issue of the 
advantages enjoyed by the present contractors over new entrants. Nigel Annett, while 
acknowledging the possibility of such advantages, pointed out attempts to mitigate the 
problem, for example by offering more than one contract for asset operation 
(currently contracted to United Utilities only). This approach was hoped to attract 
tenders from companies that would otherwise be reluctant to bid against United 
Utilities. The company also balanced this approach with the possibility of losing the 
economies of scale achieved by contracting out to a single company (Dwr Cymru 

Welsh Water, 2003d). Nigel Annett was particularly concerned with the risk of the 
companies (Glas Cymru and the contractors) becoming too interdependent in the long 
run. He referred to the French 'affermage' system, where contracts between local 
authorities (Welsh equivalent - DCWW) and water companies like Suez or Veolia 
(Welsh equivalent - United Utilities) seemed to be continuing indefinitely. This risk 

reflected the concern raised by Clive Sterl earlier, that such a scheme might create a 
cartel in the water industry. His concern supported the theory of sunk costs, which 
could work as a deterrent to other companies (especially smaller companies) to 

promote competition. This theory suggests that an incumbent company may commit 

itself to expenditure or some line of action which strengthens its ability to discourage 
any new entrant (George et al., 1992). Applying this theory to Glas Cymru's situation, 
the position of United Utilities an incumbent operation and maintenance contractor 

for the whole of DCWW's area could be seen to be limiting other companies to 

compete against it in the future.

As discussed in Chapter 4, the three major French water companies (Suez, Veolia and 
SAUR) dominated water supply and sewerage services contracts with French local
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authorities. The existence of ten major water companies (with geographical 
monopoly) in England and Wales might prevent such a cartel developing easily. 
However, the reluctance of any new company to bid against existing contractors 
would give the same result, i.e. companies being interdependent with each other. 
Changes in the merger policy could also reduce the number of water companies, 
which could result in fewer, larger water companies in England and Wales. The trend 
is probably more apparent when viewed in the wider Great Britain perspective (rather 
than England and Wales), with United Utilities already involved in water PFI projects 
in Scotland.

6.3.2 Will Glas lose out to multi-utility business?

Glas Cymru could not diversify into other types of business. At the same time some 
companies were embarking on the multi-utility approach, e.g. United Utilities. This 
question was asked to address the concern that Glas Cymru might lose out to these 
multi-utilities if the water industry was to be opened up to the same competition as 
electricity and gas.

Generally, all interviewees felt that:
a. It would be unlikely for the water industry to be opened up to competition like

electricity and gas. 
b. Glas Cymru should concentrate on water and sewerage business rather than

diversifying into other businesses.

Most members voiced their opinions on why water industry would not be opened to 
full competition. Tony Ducroq suggested the problem of pinpointing responsible 
parties in the case of poor water quality (the same view was put forward by Clive 
Sterl, WaterVoice). Nigel Beidas quoted the lack of a national grid for water, 
preventing water from being transported nationally. The plan to use networks of canal 
as a 'national grid' equivalent may only be effective regionally, rather than 
throughout the whole industry. This was supported by Simon Coton, who argued that 
the distribution costs of water (if water was to be transported nationally) would be 

very high and uneconomical.
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Some members, e.g. Nigel Beidas and John Evans, looked back on the history of 

DCWW, and suggested that the problems faced by its former owner Hyder were 

caused by its diversification into other businesses. Jennifer Cole said that lessons 

should be learned from this. Janet Davies AM (Plaid Cymru) stressed that this 

diversification failure was the reason why Glas Cymru was confined to water.

Denis Taylor claimed that the savings to be made through this structure would 

outweigh the benefits of a multi-utility. Geraint Talfan Davies also had the same 

opinion, and he was not convinced that the benefits from product bundling would be 

greater than the benefit brought by the Glas Cymru structure. Full competition in the 

water industry might result in a cherry-picking situation among the water companies 
in England and Wales.

Even Bill Emery (Ofwat) felt that product bundling benefit (in electricity, gas and 
telecommunication sectors) was overhyped, and only used as a defensive strategy. It 

would not be difficult for consumers to switch suppliers.

6.3.3 Summary

Most of the individuals interviewed were confident about Glas Cymru's outsourcing 
policy. Although the level of oursourcing, at 80%, appeared high to the water 

industry, this was only a 20% increment from the amount outsourced initially. Despite 

some teething problems, Glas Cymru was able to manage the contractors. The 

performance of DCWW under Glas Cymru is dealt with in more detail in Chapter 7. 

Some reservations were expressed with regard to the company's ability to control the 

contractors (and to step in if the contractors failed to perform), especially with a 

minimum number of staff within the company.

Despite the worry that this structure might develop into a cartel or over 

interdependence, DCWW was able to attract a relatively large number of prospective 

bidders for its future contracts (from 1 April 2005 onwards). DCWW issued a 'Call
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for Competition' notice in the Official Journal of the European Communities in May 

2003. Following this, 8 applicants were invited to tender for the Asset Operations 

contracts (currently contracted to United Utilities), 10 applicants were invited for the 

Billing and Income Contracts, and 17 applicants were invited to tender for the Asset 
Investment contracts (Dwr Cymru Welsh Water, 2003c). These companies are shown 
in Table 6.4, including incumbent contractors. They include large water companies, 

e.g. Veolia and SAUR.
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Table 6.4 : Companies invited to tender for DCWW's future contracts

Asset Operations

(up to 15 year contract)

Billing and Income 

(up to 7 year contract)

Asset Investment

(up to 10 year contracts)

United Utilities*

AWG pic

Kelda Group

SAUR Group & SAUR

Water Services

Severn Trent Utility

Services

Thames Water

Veolia Water UK

Wessex Water Enterprises

with Carmarthen County

Council

City and County of

Swansea

Site Electrical (PH) Ltd

RES

Petrofac

Thames Water*

Accenture

Bristol Wessex Billing

Services

British Telecom

Capita Group & Deloitte

Consulting

ITNET UK

Liberata UK

Loop Customer

Management & IBM UK

Severn Trent Utility

Services

Vertex Data Science

AMEC Group*

Barhale Construction

Birse Water

BiWater Treatment

Black & Veatch

Contracting*

BYZAK

Volker Stevin

Earthtech Engineering

Costain

Galliford Try*

Gleeson Construction

Services

Meica Process*

Morgan Est

Morrison Construction*

Purac

RWE Thames Water

United Utilities Contract

Solutions* & Daniel

Contractors.

*Incumbent
Source: Dwr Cymru Welsh Water, (2003d; 2003c)
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6.4 Alternative to shareholders' pressure

Being a company limited by guarantee, Glas Cymru had no share capital, and 
therefore, no shareholders. Without them, an alternative was needed to carry out the 

role normally undertaken by the shareholders. Members of Glas Cymru were meant to 

replace the shareholders in their corporate governance role. However, unlike 

shareholders, members would not receive dividends and did not have financial interest 

in the company. Without shareholders, all financial surpluses were retained and 
reinvested within the company.

The company's constitution allowed for a maximum of 200 members, with each 
member serving for a maximum period of ten years. To ensure continuity, Glas 

Cymru planned to appoint new members every year, and initially the appointments 

were expected to be for a period of between two and five years. Membership could be 

renewed (subject to the maximum time limit of ten years). On the other hand, the 
Board had the right to request any Member (other than members who were directors) 

to resign if it 'determines that it is in the interests of the Company that such person do 
so' 39 .

On 12th March 2001, Glas Cymru announced its search for the first 30 individuals to 

become members of the company.40 Members were sought by the Board (or 
Membership Selection Panel) asking suitably qualified or representative bodies, 

groups and organisations to promote awareness among individuals associated with 
them, and by placing advertisements in journals, press and media. Potential members 

must submit a written application to the Company Secretary. Currently there are 43 

Glas Cymru members.

39 Clause 7.2, Articles of Association of Glas Cymru Cyfyngedig.
40 Glas Cymru Press Release: Glas Cymru Launches its Membership Policy, 12 March 2001
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6.4.1 Role of members

Members carried out the role of corporate responsibility, and were expected to 
scrutinise DCWW's performance against commercial and other targets, as well as 
against water industry benchmarks for quality of service and cost efficiency. Members 
were also expected to ensure that the company was managed in line with the highest 
standards of corporate governance (Glas Cymru Cyfyngedig, 200 la). Amongst others, 
members played their role in approving certain major transactions or changes to the 
company's constitution, approving the appointment and re-appointment of directors 
and the company's auditors.

Members were kept informed of the company's activities, progress and performance 
through the quarterly reports for members, half yearly statement of performance, and 
annual report and financial statements. At the Annual General Meeting, members 
were given presentations on the Company's general and financial performance, 
customer service, water quality and environmental performance. They were expected 
to contribute by ensuring that important decisions about water services were made in 
an open and transparent manner (Western Mail, 2001).

6.4.2 Members' rights and liabilities

The maximum liability of a member (in the event of the company being wound up 
and unable to meet its debt in full) would be £1. Members also could not benefit 
financially from the company, whether by bonus, dividend or other form of profit. 
However, members could be reimbursed on all reasonable expenses incurred in 
respect to their attendance at the annual general meeting, members' conferences or 

similar events.

Members were expected to observe the highest standards of propriety with respect to 
their membership. They must take decisions as members solely in the interests of the 
company and not for any financial or other personal gain, their family and friends, or
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any particular organisation or interest group. They should also not use their position 

as a member to further private interests. Private interests relevant to their membership 

or activities of the company should be declared, and the respective members should 
take steps to resolve any conflicts that arise.

6.4.3 Membership Selection Panel

Glas Cymru's Membership Selection Panel followed an open selection process. The 
Board of Glas Cymru would only invite individuals recommended by the Membership 
Selection Panel to become members. The role of the Membership Selection Panel was 
to recommend individuals who had the skills, experience and interest to be effective 
members. It would also ensure that Glas Cymru established a balanced and diverse 
membership, which reflected the range of customer and other stakeholder interests 
served by the company.

The Membership Selection Panel consisted of a chairman (independent of the 
company), one non-executive director of the company, and between one and three 
other independent panel members. Currently, the panel members are:-

Chairman: Janet Lewis Jones (previously a senior official in the Home Office) 
Member: Geraint Talfan Davies (Non Executive Director, Glas Cymru)

Arthur Walford (General Counsel / Company Secretary of BUPA)

The panel was assisted by Glas Cymru's Company Secretary. They also received a fee 

and expenses for their services.

6.4.4 Selection process

Members' appointment was entirely at the discretion of the Board. Appointments 

would be based on the necessary expertise, experience and/or capacity to contribute to 

these roles (Glas Cymru Cyfyngedig, 200 Ic). The Membership Selection Panel would
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carry out an initial review of potential members. If there were potential members that 

were deemed to be unsuitable or inappropriate, the Panel Chairman (on behalf of the 

Board) would write to them, explaining the Membership Selection Panel's decision. 

For applicants that proceeded beyond the initial review, the Membership Selection 
Panel would access applications against the company's published criteria for 

membership. In carrying out this assessment, if it was necessary to contact the 

potential member, communication would be made in writing. In exceptional 
circumstances where it was deemed necessary to meet the potential member, then the 
Panel Chairman and at least one other member of the Panel would be present. The 
Membership Selection Panel would submit a report to the Board, with clear 
recommendations as to who should be invited to become a member.

The Board could reject potential members recommended by the Panel, but it could not 
appoint individuals that were not recommended. An invitation to become a member 

would be issued by the Board.

On acceptance of membership, the Company Secretary would record the member's 

details in the register of Members.

The selection process flowchart is shown in Figure 6.1 :-
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Figure 6.1: Membership Selection Process Flowchart 

APPLICATION RECEIVED

I
COMPANY SECRETARY REVIEWS APPLICATION AND COMPILES BRIEF

DETAILS ON APPLICANTS

I 
LIST OF APPLICANTS HANDED TO PANEL CHAIRMAN

i
PANEL CHAIRMAN CALLS FOR INITIAL REVIEW BY 

THE MEMBERSHIP SELECTION PANEL (MSP)

If potential members deemed 
unsuitable / inappropriate, 
MSP Chairman writes to 
potential members on behalf 
of Board to explain MSP's 
decision

If deemed suitable, MSP assess
application.
If MSP needs to contact potential
member for clarification, contact is
done in writing.
If it is necessary to meet, Panel
Chairman and one other member
must be present.
Record of meeting is prepared.

MSP submits report to Board and 
makes recommendation

Board can either

Reject recommendation, 
and not appoint 
recommended individuals. 
Note: Board cannot 
appoint individuals not in 
the recommended list

Accept recommendation, 
and issue invitation to 
potential member

I
Upon acceptance, Company 
Secretary records members' 
details in Register of Members.
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6.4.5 Glas Cymru Board Structure

The Directors of both Glas Cymru and DCWW were identical, i.e. the Directors of 

Glas Cymru were also directors of DCWW. This was aimed at reducing the risks of 

conflicts of interests between the responsibilities of the two Boards. The fact that Glas 

Cymru's only business was water and sewerage services meant that there was no need 

to have different board members for the two companies

Three committees of the Board - the Audit, Remuneration and Nominations 

Committees were also joint committees for both Boards (Glas Cymru and DCWW), 

as illustrated in Figure 6.2.

DCWW had two further committees - the Quality and Environment Committee, and 

The Executive Management Committee. The Quality and Environment Committee 

was established to look into the regulatory concerns in the new ownership structure.

Figure 6.2: Glas Cvmru / DCWW Board Structure

Board of Glas Cymru Board of DCWW

Remuneration
Quality and 
Executive 
Management

Executive 
Management
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6.4.6 Glas Cvmru remuneration policy

The lack of shareholders was identified as a factor that might de-motivate the 

management of Glas Cymru. To overcome this, the Remuneration Committee, chaired 

by Alison Carnwath was responsible for making recommendations to the Board on the 

framework for executive remuneration and incentivisation. The committee comprised 

of all non-executive directors of Glas Cymru. These members were independent of 

the company management and had no financial interests in the company other than 

the fees paid to them as non-executive directors.

The base salary for the executive directors was set below the industry's market levels 

(at or around lower quartile). The basic salaries for the Managing Directors and 

Executive Directors for 2001/02 were set at £175,000 and £125,000 respectively, and 

later increased by 4% in the 2002/03 (£182,000 and £130,000 respectively) (Glas 

Cymru Cyfyngedig, 2003b). They also benefited from other usual perks like company 

car, mobile telephone and participation in the company's pension, medical and life 

insurance schemes. These benefits in kind amounted to between £7,500 and £12,500 a 

year each.

While the basic salary was below the industry's average, the bonus arrangements 

were made more attractive to incentivise the Directors and managers. Maximum 

bonus was capped at 100% of basic salary, a figure in excess of market norms. Half of 

the maximum bonus would be based on financial performance, measured by the 

growth in financial reserves. The other half would be based on the levels of service 

delivered to customers, relative to the achievements of other companies. Each section 

is capped, and therefore could not contribute more than 50% of the maximum bonus 

potential (basic salary). The total bonus paid to the Managing Director and Executive 

directors in 2001/02 were £96,775 and £69,125 respectively, which amounted to 55% 

of their salaries (Glas Cymru Cyfyngedig, 2003b). This bonus was awarded on the 

basis of a ranking of fifth place, rather than Ofwat's actual Overall Performance 

Assessment ranking of third place. In the 2003 Annual Report and Accounts (June 

2003), the same portion (55%) was included as potential bonus to be paid in the
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autumn, on the assumption that ranking would improve from fifth to fourth position in 

Ofwat's Overall Performance Assessment ranking. The fact that actual performance 

improved from third to first place means that the actual bonus to be paid is likely to be 
higher than the amount predicted.

As mentioned above, the generation of financial reserves contributed a bonus 
potential of half the basic salary. The fundamental idea of the creation of Glas Cymru 

was the accumulation of financial reserves through improved performance and 

efficiency. The main use of reserves would be to offer lower bills to the customers, 
and also to withstand any possible financial and environmental shocks.

The other half of the potential bonus was driven by improved service to customers 
and the environment. The overall service performance of all water companies 

assessed and published annually by Ofwat would become the basic framework for the 

bonus arrangement. Chapter 7 looks at the performance of DCWW as seen by the 
regulator.

This method (salary lower than the industry average, bonuses potentially higher than 
the industry average) was thought to enable the executives of the company to be 
adequately incentivised, and at the same time offering a comparable remuneration in 

relation to water companies in England.

The Chairman and Non-executive Directors of Glas Cymru received an annual 

remuneration of £140,000 and £35,000 respectively. Non-executive Directors did not 

receive any other additional fees or benefits in kind. However, reasonable expenses 
incurred in carrying out their duties were reimbursed. The remuneration for non 

executive directors for 2002/03 remained unchanged.

6.4.7 Interview results

Interviewees were asked for their opinions on the alternatives to shareholders' 
pressure, the role of members, and the way the management would be incentivised. 

This was made to address the theoretical issues regarding shareholders' pressure, i.e.
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without shareholders, pressures to perform would be reduced. Without other forms of 
incentive or pressure, a company without shareholders (who had financial interests) 
would not be pushed hard enough to perform.

Most of the individuals interviewed (including members) felt that the lack of 
shareholders' pressure was mitigated by similar pressure from bondholders. Geraint 
Talfan Davies (Non-Executive Director) and Simon Coton (Communication Manager) 
were more descriptive on all the pressures that already existed, therefore suggesting 
that the lack of shareholders did not reduce the force to comply with demands.

Simon Coton suggested that there was effectively no change in efficiency pressure. 
The requirements of other regulatory bodies, e.g. Drinking Water Inspectorate, 
Environment Agency and other government bodies remained the same. The National 
Assembly for Wales would be more inclined to defend the interests of consumers, and 
would add to the pressures on Glas to perform. The European standards on water and 
sewerage set by the EU also required a clear compliance target with certain datelines. 
Therefore, investments could be foreseen by water companies, without the risks of 
sudden investment requirements. In addition, the bond market was 'more flatline 
compared to equity', i.e. there was less fluctuation compared to share prices. This 
helped the company be better equipped to deal with investment requirements.

Geraint Talfan Davies also identified an alternative to shareholders' pressure. He 
suggested that bondholders and rating agencies could play their part as effectively as 
shareholders. Bondholders and rating agencies could closely scrutinise the industry 
and the company, and they were more involved than many shareholders. There would 
be sufficient pressure for the company in maintaining or improving the ratings set by 

the rating agencies.

The water industry was also very transparent, and its performance measurable. Ofwat 
produced an 'annual league table' through its various efficiency and performance 
indicators reports. This would clearly indicate where Glas stood, and would create 
pressure to improve if Glas did not perform. Glas' outsourcing policy opened up more 
competition within DCWW itself. Finally, customer pressure would still exist as 

before.
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Nigel Annett took a more relaxed view. Compared to other interviewees, Nigel Annett 

was interviewed at a much later stage, when the success of Glas Cymru was more 

evident. He compared the functions of Glas Cymru members to those of BUPA (Glas 

Cymru's membership structure was modelled upon BUPA, which has a long and 

successful track record). The Glas Cymru membership structure was also used as a 

model by Network Rail, although its success in the rail industry was unclear. 

Members were seen to be supportive. Nigel Annett also noted that so far members had 

not had to deal with difficult matters within the company, as the company had been 

generally successful. He recognised the need to keep the membership fresh.

Among the members interviewed, Nigel Beidas, John Evans, Jennifer Cole and Denis 
Taylor agreed that the main pressure would come from bondholders. John Evans and 

Denis Taylor suggested that although members performed the same functions as 
shareholders, they had no financial interests in the company. Denis Taylor in 

particular suggested that "Bondholders have tended to replace shareholders in this 

role".

Nigel Beidas and Jennifer Cole, however, questioned the true extent of shareholder 
pressure. Nigel Beidas suggested that in large companies, shareholders were not 

particularly interested unless something went wrong. Jennifer Cole argued that 
shareholders did not work the way the theories suggested. Individual shareholders 

could not influence a company, and institutional shareholders were obsessed with 
short-term profits. Removing shareholders would be beneficial to DCWW. Both 

agreed that pressures were more likely to come from bondholders, and members' 

pressures were secondary. Nigel Beidas also pointed out that since DCWW was no 
longer subjected to listing rules and regulations, it could be more open. However, this 

transparency could lead to more questions from members.

Two other members, Tony Ducroq and Angela Elniff-Larsen believed that members 

diversified pressure on the company. They did not just concentrate on financial 

performance. Tony Ducroq said that the pressures from members ensured that "the 

whole ethos behind such model works ". He considered members as an internal Ofwat 

for the company.
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Among the regulatory stakeholders, both Clive Sterl (WaterVoice) and Phil Bishop 

(National Assembly for Wales) believed that the real pressure would come from 

bondholders. Clive Sterl in particular suggested that members might not put adequate 

pressure on the company. However, Janet Davies AM (Plaid Cymru) believed that 

although the pressures from members would not be as strong, the pressure would still 

exist due to members' different motives and backgrounds.

Both Bill Emery (Ofwat) and David Davies AM (Conservative) were concerned that 

the absence of shareholders might result in the lack of incentives on management. 

Equity and profit motives were seen as driving out-performance. Without this, the 

pressure would be more conservative and more risk averse. David Davies suggested 

that the idea that Glas Cymru was a 'not-for-profit company' was misguided, as it still 

needed profit to serve interest on borrowings (not all profit would go back to 

customers).

6.4.8 Summary

From the interviews conducted, it can be concluded that most interviewees felt that 

members did not put adequate pressures on the company to perform. However, 

opinions on their role differed. Glas Cymru is allowed to have up to 200 members. 

Prior to its first appointment, Geraint Talfan Davies gave his opinion that 50 members 

would be ideal, and this number would represent most stakeholders in the industry. 

An independent panel ensured that the recommendation to the board (which appointed 

the members) would be genuine. Although the board could reject the panel's 

recommendation, it could not appoint individuals not recommended by the panel.

Simon Coton indicated that members would perform the role of corporate governance, 

i.e. safeguarding the interests of the company's various stakeholders. This was seen as 

being more effective than shareholders, and could affect the decisions of the board. 

The diverse background of the members was intentional, so that members would
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represent various interests whilst being independent and non-political. No detailed 

knowledge of the industry was necessary for this role, since one's beliefs on what a 

company should adhere to would direct his/her corporate governance role. Mr Coton 

argued that even in an equity environment, not all shareholders were knowledgeable 

of the water business.

Some interviewees questioned the competency of members to function adequately. 

Tony Ducroq suggested that some members might have their own agenda;

"Some (members) may be interested only in one aspect of water 

supply, for example environmental needs, and ignore other relevant 

issues, for example costs. "

Angela Elniff-Larsen agreed with this view, saying that different interests might lead 

to some members only lobbying for consumers in their area, or questioning just 

certain issues of the water business. She would like to see more regular consumers as 

members, instead of individuals who seemed to represent certain interests. Nigel 

Beidas also recognised the possibility of members becoming pressure groups for 

certain interests, although he did not see different member backgrounds as causing 

difficulties at the moment. While Tony Ducroq suggested that members might have 

different agenda, he felt that the diverse membership actually helped as a check and 

balance. This is especially so with regard to members who kept on asking questions 

on certain issues and ignoring the whole picture.

Nigel Beidas suggested that the competency of certain members could be 

questionable, with some more experienced than others in financial matters, water 

industry business etc. Tony Ducroq and Angela Elniff-Larsen felt that more training 

and induction was needed to educate members. Jennifer Cole felt that appointment for 

3 years was ideal, allowing members to learn during the first year, and become more 

active in the following years. Membership could then be renewed or otherwise based 

on members' performance.

Clive Sterl (WaterVoice), however, found it difficult to see how members could hold 

their directors to account if directors could remove any members who attempt to do
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so. Members' meetings are also attended by the board members who appointed them, 

and therefore members were not seen to be in the position to exert sufficient pressure. 

Bill Emery (Ofwat) voiced the same concern, i.e. that members were chosen by the 

board of directors. While Clive Sterl did not feel that diverse backgrounds of 

members muddled the main issues (individual members were too insignificant to 

affect the company in any major way), Bill Emery was concerned that the way Wales 

was seen as different or special by members could lead the company being pushed or 

pulled away from making purely commercial decisions.

Janet Davies AM (Plaid Cymru) believed that a degree of pressure from members still 

existed, but David Davies AM (Conservative) felt that directors were much more 

powerful since they controlled the company. One member, Jennifer Cole suggested 

that although individual members could not control the company, DCWW had a 

culture of being responsive to its stakeholders, and members could put some influence 

on the company if done appropriately.

Phil Bishop (National Assembly for Wales) argued that the role of members should 

not be over-emphasised. Members were meant to replace shareholders, and directors 

were answerable to members. They were kept away from day to day business. This 

opinion was the most 'Glas Cymru friendly' among the interviewees in the regulators/ 

government category.

From the interviews, it can be seen that members themselves see their function to 

safeguard the corporate governance of Glas Cymru. While some agreed that members 

had insufficient influence individually, they also recognised Glas Cymru as being 

responsive to the issues raised by members. The lack of shareholder pressure is 

replaced not only by members, but more importantly by lenders. The management is 

kept in check to ensure that credit ratings remain positive. Ofwat also plays an 

important role in keeping the confidence of the lenders. The view of Phil Bishop 

(NAfW) that the role of members should not be over-emphasised is quite appropriate 

in an industry where most stakeholders play key roles. Despite not having 

shareholders, the pressures from bondholders, credit rating agencies and industry 

observers are contributory in keeping the company in check. It is important that 

members alone are not seen as replacing the functions of shareholders, as pressure
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also comes from other stakeholders. The way the industry is regulated also plays an 
important part in ensuring that the company strives to perform as well as its 
counterparts in England.

6.5 Conclusion

This chapter has dealt with three main issues resulting from the Glas Cymru takeover 
- the move from equity funding to a totally debt-funding structure, the core 
outsourcing of the business, and the lack of shareholders in the new model. This 

chapter has also gathered the opinions of various stakeholders on these three issues.

Glas Cymru was able to structure its bond-financing proposal to be attractive enough 
for bondholders. It attracted good credit ratings, helping Glas Cymru to obtain loans 
at better rates than most other water companies. The priority of payment 'waterfalls' 

and other safeguards, e.g. a standstill period, ensured that lenders would be 
sufficiently protected. Its covenant to remain in the water business only (a low risk, 
mature, stable business) was also a contributory factor to the success of its bond- 
financing method.

Most of the interviewees were confident with Glas Cymru's outsourcing policy. There 
were concerns on the possible diminution of standards, and the danger that Glas 
Cymru might not be able to maintain proper control on the contractors. It was also 
suggested that outsourcing to existing water companies would not allow Glas Cymru 
to perform better than those water companies (i.e. contracting out to United Utilities 
meant that Glas would not be able to perform better than United Utilities). This 

outsourcing policy could also encourage a cartel to develop in the industry.

The replacement of shareholders with members received mixed opinions. On the one 

hand, shareholders were seen as providing the pressure for the company to perform, 
and this was lacking among members, who had no financial interest in the company. 

Members are also seen as not having proper control, especially when members were 
appointed by Glas Cymru's Board of Directors, and could, under certain procedures,
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be asked to leave by the Board. On the other hand, some did not see members as the 
only replacement to shareholders. The lack of shareholders' pressure was mitigated by 
similar pressures put in place not by members alone, but also by bondholders, credit- 
rating agencies and the regulators.

The actual performance of DCWW under Glas Cymru will support the accuracy or 
otherwise of such opinions and predictions. The effectiveness of the debt-funding 
structure should be reflected in the financial performance of the company, and the 
effectiveness of the outsourcing policy should be seen in the service performance of 
the company. The effect of the lack of shareholders' pressure, if any, should also be 
evident in the way the DCWW performed under Glas Cymru. Chapter 7 thus looks at 
the actual performance of DCWW during the years after Glas Cymru takeover.
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DWR CYMRU WELSH WATER'S PERFORMANCE UNDER GLAS CYMRU

Chapter 6 discussed the Glas Cymru structure as seen from various stakeholders' 

points of view. In particular, it studied the three main issues that resulted from the 

takeover, i.e. the debt finance structure, the outsourcing of DCWW's core functions, 

and the absence of shareholders in what used to be primarily an equity-financed 

industry. The opinions of the interviewees were mostly given during the first year of 

DCWW under Glas Cymru ownership. This helped to gauge the opinion of these 

stakeholders before any clear indication of performance could be seen.

While Chapter 6 looked at how various stakeholders saw the new Glas Cymru 

structure, this chapter looks at the actual performance of the company during the first 

two years. The actual service performance of DCWW ultimately shows whether or 

not Glas Cymru's outsourcing policy worked well under existing regulation. Service 

performance is primarily examined from Ofwat's perspective, and where appropriate, 

that of other regulators (e.g. the Environment Agency and Drinking Water 

Inspectorate). The main reference for this purpose is Ofwat's annual reports on levels 

of service for the water industry in England and Wales. The chapter also studies the 

financial performance of the company. Being a debt-funded, not-for-profit company, 

factors like financial reserves and gearing play important roles.

7.1 Overall Service Performance

Ofwat's reports on overall performance showed that prior to the Glas Cymru takeover, 

DCWW overall performance was constantly at 7th place out of the ten water and 

sewerage companies in England and Wales. This is shown in Table 7.1. The 

performance worsened to the 9th position (second last) in 1999/00 when Hyder's 

finance was in its most dire situation. When Glas Cymru took over DCWW in May 

2001, the water company was back at 7th position (2000/01 data), and later improved 

tremendously to third position in 2001/02, and the best performing company (in terms 

of water supply, sewerage services and customer service) in 2002/03.
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Table 7.1 : Overall performance assessment on water supply, sewerage service 
and customer service for water and sewerage companies 1996-2003

Rank

1996/97
7th

1997/98
7th

1998/99
7th

1999/00
9th

2000/01
7th

2001/02
3 rd

2002/03
1 st

Source: OFWAT (1996-2003)

This overall assessment gave a clear indicator that the performance of DCWW (in 
terms of water supply, sewerage service and customer service) improved markedly 
after Glas Cymru takeover in May 2001.

The performance of DCWW's main contractors - United Utilities and Thames Water, 
were poorer, showing that even though works were outsourced to existing water 

companies, it did not necessarily mean that the contractors would always perform 
better than their parent companies. In 2002/03, United Utilities (DCWW's main 
contractor for water supply and sewerage service) fared much worse in Ofwat's 
overall performance assessment - managing only 9th place out of the ten water and 
sewerage companies. Thames Water (DCWW's contractor for customer service) was 
at 6th position in the overall performance league. The effect of competitive tendering 
showed that although the contracts were awarded, to existing water companies, 
DCWW was still able to perform better than those companies when compared at 

regulatory level. The full rank and score details are shown in Table 7.2.
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Table 7.2: Overall Performance Assessment -water supply, sewerage service
and customer service 2002/03

Rank

1

2

4

5

6

7

8

9

10

Company

DCWW

Wessex

Yorkshire

Anglian

Severn Trent

Thames

Southern

Northumbrian
United Utilities

South West

Score*

405

403

403

395

394

391

384

379

336

329

* Maximum achievable score is 438
Source: OFWAT (1996-2003)

In order to look at DCWW's performance in more detail, this research studies the 
categories of performance set by Ofwat (and other regulators where appropriate) in its 
assessment. These are:

Water Service
DG2 Inadequate water pressure41
DG3 Supply interruptions
DG4 Restriction on water use (no occurrence of hosepipe ban or water restriction

from 1998/99) 
Drinking Water Quality (Drinking Water Inspectorate)

41 DO 1 - Adequacy of water resources is no longer reported. Ofwat stopped reporting on the adequacy 
of resources since 1996 due to significant inconsistencies between companies in the way the 
requirements are applied, various assumptions about weather problems and measures to manage 
demand (OFWAT, 1996b)..
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Sewerage Service

DG5 Flooding caused by overloaded sewers

DG5 Flooding (other causes)

Environmental Impact (Environmental Agency)

Customer Service

DG6: Billing contacts

DG7: Written Complaints

DG8: Bills for metered customers

DG9: Ease of telephone contact

7.1.1 DG2 Inadequate Water Pressure

Ofwat's reference level of service is defined as ten metres head of pressure, i.e. the 

pressure sufficient to raise water to a height of ten metres, with a flow of nine litres 

per minute. This should enable a 4.5 litre container (a small bucket) to be filled in 30 

seconds.

Table 7.3 shows the performance of DCWW in DG2 category, listing the assessment 

grouping and the number of properties affected since 1996/97.

Table 7.3 : DCWW - Pressure of mains water performance analysis
1996/97-2002/03

DG2 

Pressure

Properties 

affected

96/97
Above 

Average*

1161

97/98

Above 

Average*

1267

98/99

Average

2255

99/00

Average

1828

00/01

Average

1439

01/02

Average

748

02/03

Average

410

Source: OFWAT (1996-2003) 
Note:
Until 1997/98, Ofwat used 5 categories to describe the performance of the companies 
- Well above average, Above Average, Average, Below Average and Well Below 
Average.
Form 1998/99 onwards, the categories were simplified to only three - Above Average, 
Average and Below Average.
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*The actual assessments for 1996/97 and 1997/98 (inadequate water pressure) were 
'Well Above Average'. They are labelled above average in this report to standardise 
the rankings with those made in the following years.

DCWW's performance in terms of supplying water at sufficient pressure worsened in 

1998/99 when the number of properties affected reached the 2000 mark. The 

company's banding slipped from 'Above Average' to 'Average' and never regained 

the 'Above average' position. However, while the banding remained in the average 

category, the number of properties affected was significantly reduced from 2255 in 

1998/99 to 410 in 2002/03. The leader in the industry (water and sewerage 

companies) in this category was Yorkshire Water, the only company in the 'Above 

Average' band with only 185 properties that failed the reference level. Two 

companies, Thames Water and Anglian Water were in the 'Below Average' category, 

with 4836 and 3037 properties (respectively) below the reference level. The reduction 

in the number of properties affected (Figure 7.1) shows the improvement made after 

the takeover of DCWW by Glas Cymru.

Figure 7.1 : DCWW Pressure of mains water - Properties below reference
level

2500

2000

1500

1000

500

1996/97 1997/98 1998/99 1999/00 2000/01 2001/02 2002/03

Source: OFWAT (1996-2003)
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7.1.2 DG3 Supply interruptions

This indicator showed water supply interruptions that were not planned and where no 

warning was given to customers, except where the interruptions were caused by a 

third party. Ofwat further categorised the interruptions by the length of time they 

occurred, i.e. more than six hours, more than 12 hours and more than 24 hours. 

Companies were given a performance score based on percentage of connected 

properties subjected to supply interruptions.

Table 7.4 : DCWW - Supply interruptions Performance Assessment 1996/97-
2002-03

DG3 
Interruption

Score

96/97
Needs to 
Improve*

2.42

97/98
Needs to 
Improve*

2.29

98/99

Acceptable

0.65

99/00

Acceptable

0.79

00/01

Good

0.32

01/02

Good

0.14

02/03

Good

0.08

Source: OFWAT (1996-2003) 
Note: 
Until 1997/98, Ofwat used 5 categories to describe the performance of the companies
- Well above average, Above average, Average, Below Average and Well Below
Average.
Form 1998/99 onwards, the categories were simplified to only three - Good,
Acceptable and Needs improvement.
*The actual assessments for 1996/97 and 1997/98 were 'Below Average' and 'Well 
Below Average', respectively, but they were labelled 'Needs to Improve' in order to 
standardise the ranking system in the following years.'

Table 7.4 tracks DCWW's supply interruption performance from 1996/97 onwards. 

DCWW's performance in 1996/97 and 1997/98 was poor, prompting Ofwat to write 

to the company, requiring it to set a challenging target. DCWW agreed to reduce 

supply interruption incidents by one third per year for the following two years. 

Following this, DCWW managed to be banded in the average category of 

'Acceptable' from 1998/99 to 1999/2000. It later moved to the 'Good' category, the 

best band achievable, in 2000/01 (the year Glas Cymru took over the DCWW). This 

band was maintained since the takeover. Looking at it in more detail, the performance 

score improved during the three years since the takeover - DCWW scored 0.32 in 

2000/01, and later improved to 0.14 in 2001/02 and 0.08 in 2002/03. All scores less 

than 0.5 were deemed 'Good'. The score of 0.08 in 2002/03 was the lowest (best)
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among water and sewerage companies. This improving trend can be seen more clearly 

in Figure 7.2.

In 2000/01, seven out of ten companies were assessed as 'good', and only three 

companies were categorised as 'acceptable'. No company was in the 'Need to 

Improve' category.

Figure 7.2 : DCWW - Unplanned interruptions to supply - performance score

Ofwat wrote to DCWW due 
to high levels of interruption

-i——————i———————i———————r 

1996/97 1997/98 1998/99 1999/00 2000/01 2001/02 2002/03

Source: Adapted from OFWAT (1996-2003)

7.1.3 Drinking Water Quality

The Drinking Water Inspectorate (DWI) publishes annual reports on water quality of 

individual water and sewerage companies. There have been significant improvements 

in drinking water quality throughout the industry, both in the percentage and number 

of tests that meet the required standards. The number of tests that failed the standards
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has decreased from 36,806 in 1993 to 3,741 in 2002, i.e. a 90% reduction over the last 

ten years (OFWAT, 2003c). In 1992, 98.7% met the required standards, and continued 

to improve to 99.87% compliance in 2002. Most non compliant incidents (including 

those in DCWW areas) were short duration events, where companies were able to 

take remedial action, and did not pose a risk to public health (Drinking Water 

Inspectorate, 2003). Due to the relatively very high drinking water quality among all 

companies, comparisons were not made for the purpose of this research, since doing 

so would not produce any significant result in terms of performance. The overall 

quality index and the improvement trend (based on 1996 data) for DCWW is given in 

Table 7.5.

Table 7.5 : DCWW Overall Water Quality Index (DWI Index)

Rank

Index

Industry

DCWW

Trend

1999

Below Average

99.68

99.50
-

2000

Average

99.79

99.79

2001

Below Average

99.84

99.73

2002

Average

99.96

99.87

Statistically significant improving trend

Source: Drinking Water Inspectorate (2001-2003); OFWAT (1996-2003)

Although DCWW's ranking moved from Average in 2000 to Below Average in 2001, 

it returned to Average in 2002, with a higher water quality index. DWI also identified 

DCWW as having a statistically significant improving trend for the past three years, 

when compared to the 1996 data (Drinking Water Inspectorate, 2001-2003).

DWI also produces an operational performance index which reflects how well 

treatment works and distribution systems are operated and maintained. Companies are 

grouped into three categories - statistically significantly below average (for simplicity 

the term 'below average' will be used), not statistically significantly different from 

average (Average), and statistically significantly above average (above average).
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The performance of DCWW is shown in Table 7.6 below:

Table 7.6 :DCWW Operational Performance CDWI Index}
1998

Below

Average

1999

Below

Average

2000

Average

2001

Below

Average

2002

Average

Source: Drinking Water Inspectorate (2001-2003); OFWAT (1996-2003)

Drinking Water Inspectorate identified the performance trend for the operational 
performance between 1996 and 2002, and DCWW was one of three water and 
sewerage companies showing a statistically significant improving trend42 (OFWAT, 
2003c).

7.1.4 DG4 Restriction on Water Use

The last restriction on water use imposed in England and Wales was in 1997/98. 
Major restriction on water use was imposed in 1995. This involved North West (now 
United Utilities), Severn Trent and South East Water which imposed hosepipe bans 
across the whole of their areas, and Yorkshire, Southern, South West and Mid Kent 
Water, which imposed restrictions on water usage in parts of their areas. Even at the 
height of the 1995 dry summer, water restriction did not affect DCWW supply area.

7.1.5 Sewerage Service

Under DG5, Ofwat measures the number of flooded properties caused by overloaded 
sewers and other causes (e.g. blockages, collapses, equipment failures etc).

42 The other two companies were Anglian Water and South West Water. A water only company, Essex 
& Suffolk Water also showed a statistically significant improving trend.
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Table 7.7 :DCWW DG5 Flooding From Sewers)
DG5

Overload

Others

96/97

Above 
Average

Average

97/98
Below 
Average
Below
Average*

98/99
Below 
Average
Below 
Average

99/00
Below 
Average

Average

00/01
Below 
Average

Average

01/02

Below 
Average
Above 
Average

02/03

Average

Above 
Average

Source: Adapted from OFWAT (1996-2003) 
Note: 
Until 1997/98, Ofwat used 5 categories to describe the performance of the companies
- Well above average, Above average, Average, Below Average and Well Below
Average.
Form 1998/99 onwards, the categories were simplified to only three - Above Average,
Average and Below Average43 .
* The actual assessment for 1997/98 performance (Flooding by other causes) was 
'Well Below Average', but for uniformity, it is labelled below average.

Table 7.7 above tracks DCWW's performance. Under the overloaded sewers 
category, DCWW had been performing in the 'Below Average' band since 1997/98. 
In 2001/02, DCWW was still in the 'Below Average' band, although Ofwat 
specifically noted that its performance was affected by a single severe storm event 
over the night of 3-4 July 2001, where nearly 700 properties were internally flooded 
with sewage (400 of which were in Cardiff alone). DCWW's performance improved 
in 2002/03, when only two companies reported a decrease in flooding caused by 
overloaded sewers, i.e. Severn Trent and DCWW. DCWW's figure also returned to a 
more normal level after the previous year's severe storm. Under Glas Cymru, DCWW 
managed to improve DG5 performance (overloaded sewer) from the 'Below Average' 
to the 'Average' band. Similarly, the banding for performance under DG5 (other 
causes) also improved from 'Average' to 'Above Average' band from 2001/02 
onwards. While flooding caused by other causes improved consistently by DCWW 
(the banding moved from Below Average to Average and Above Average within two 
years each) overloaded sewers banding was constant at below average since 1997/98 
until the Glas Cymru takeover. While the banding was unchanged in 2001/02, Ofwat 
explicitly recognised the extraordinary rainfall on one occasion that affected the 
annual figure. When the rainfall returned to normal the following year, DCWW 
improved to the 'Average' category, after five years in the below average band.

43 Above Average:>25% better than the industry mean, Average: +/- 25% of industry mean, Below 
Average: >25% worse than the industry mean
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7.1.6 Environmental Impact

The water industry is generally responsible for one in six pollution incidents that are 

categorised as major and significant pollution (OFWAT, 2003c). Major contributors 

include the industrial and agricultural sectors, and some unidentifiable pollutant 

sources (Environment Agency, 2002). It is noted however, that the water industry 

employs more assets compared to other industries, and is thus more likely to result in 
these pollution incidents.

Pollution incidents are categorised into three sections: Category 1 (major), Category 2 

(significant) and Category 3 (minor). Table 7.8 lists the number of categories 1 and 2 
pollution incidents caused by DCWW (jointly for both water and sewage related). It 

also shows the number of times DCWW was successfully prosecuted for the causing 

the pollution.

Table 7.8 : DCWW Environmental Pollution and Successful Prosecution

1995/96

1996/97

1997/98

1998/99

1999/00

2000/01

2001/02

2002/03

Major Pollution 

Incidents

3

1

1

1

0

0

3

0

Significant 
Pollution Incidents

37

26

19

15

6

9

19

13

Successful 

Prosecution

3

6

10

6

7

11

7

11

Source: Adapted from OFWAT (1996-2003); Environment Agency (2002)

The Environment Agency identified that the number of successful prosecutions has 

generally increased throughout the industry. 2002 saw the biggest rise in successful 

prosecution (from 54 in 2001 to 94 in 2002). The Environment Agency was 

particularly concerned with the operational performance of United Utilities (DCWW's
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main contractor), which was successfully prosecuted 29 times in 2002. The Agency 

also named DCWW as performing badly in its operational performance. Other water 

and sewerage companies that had been named and shamed by the Environment 

Agency were Anglian (12 successful prosecutions), South West (14) and Thames 

(12)(OFWAT, 2003c).

Although the number of successful prosecutions after the Glas Cymru takeover 

(2001/02 and 2002/03) appeared to be the same as the two years preceding takeover, 

three major pollution incidents were recorded during Glas Cymru's full first year 

(2001/02). This last occurred in 1995/96. Significant pollution incidents more than 

doubled in 2001/02, taking the figure back to the 1997/98 level.

In August 2002, DCWW and its contractor United Utilities were both prosecuted for 

sewage pollution when bleach leaked from a storage tank into the Taf Fechan river, 

killing 1700 fish (Utility Week, 2002). This was the first prosecution involving 

contracted out sewerage operations. DCWW and United Utilities were fined £5000 

and £2400 respectively, plus costs. This prosecution showed that the licence holder 

(DCWW) would still be held accountable for the act of its contractors, as stressed by 

Ofwat. When Glas Cymru increased its outsourcing to over 80%, one of the worries 

was that there would be a grey area with regard to the responsibilities of the licence- 

holders (DCWW) and the contractors. Ofwat insisted that despite contracting out its 

operation and maintenance, DCWW as the licence holder would still be responsible 

for any breach committed by its contractors (OFWAT, 200Ic). This avoided the 

situation where blame was passed down the line to the contractors / subcontractors.
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Customer Service

DG6: Billing contacts

DG7: Written Complaints

DG8: Bills for metered customers

DG9: Ease of telephone contact

7.1.7 DG6: Billing Contact

Billing contact refers to written, telephone or direct contact with customers about 

billing matters. It calculates the number of billing contacts and the percentage 

answered within five working days. It also shows the percentage of billing contacts 

that take more than ten working days to be answered.

Ofwat gives three bands of assessment -

Good; (where 95% of billing contacts are answered within five days, and less than

1.5% over ten working days);

Acceptable; (where 90-95% of billing contacts are answered within five days, and less

than 3% over ten working days); and

Needs improvement; (where less than 90% of billing contacts are answered within

five working days.
Table 7.9 : DCWW Billing Contact Assessment

DG6

Billing

Contacts

Answered

within 5

days (%)

Answered

in> 10

days (%)

96/97

Acceptable*

92.4

No Info.

97/98

Good*

97.7

No info.

98/99

Acceptable

97.9

0.0

99/00

Good

99.2

0.0

00/01

Good

99.5

0.0

01/02

Good

100.0

0.0

02/03

Good

100.0

0.0

Source: OFWAT (1996-2003)
Note:
Until 1997/98, Ofwat used a five-band assessment: Well above average, above
average, average, below average, and well below average.
From 1998/99, these bands were reduced to three - Good, Acceptable, and Needing

Improvement.
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*The actual assessments for 1996/97 and 1997/98 were 'Average' and 'Well Above 
Average' respectively, but for uniformity it is labelled 'Acceptable' and 'Good' 
respectively.

Generally, DCWW as well as other companies have improved in the DG6 category. In 

1992/93, DCWW only managed to answer 80.4% of billing contacts within 5 days, 

but as shown in Table 7.9, improved to 92.4% in 1996/97. After the takeover by Glas 

Cymru in 2001, billing and customer services were outsourced to Thames Water's 

subsidiary. The result was that all billing contacts were answered within five working 

days (100% achievement for 2001/02 and 2002/03). The contractor's parent water 

company (Thames Water) only managed to achieve 96.6% and 99.8% for the two 

years, and while still in the 'Good' category, showed that DCWW could still 

outperform despite outsourcing to an existing water company. All companies fell 

under the 'Good' assessment category.

7.1.8 DG7 Written Complaints

DG7 indicator shows the total number of written complaints received, and the number 

dealt with in 5, 10, 20 and more than 20 working days.

Ofwat gives three bands of assessment -
Good; (where more than 98% of written complaints are answered within ten days, and

less than 1% over twenty days);
Acceptable; (where 95-98% of written complaints are answered within ten days, and

less than 1% over twenty days); and
Needs improvement; (where less than 95% of written complaints are answered within

ten working days, or more than 1% over twenty days.

Before 1998/99 reports, five categories were given - Well Above Average, above 

Average, Average, Below Average and Well Below Average).

DCWW has been in the Good category (post 1998) and Well above average (pre 

1998) category since 1995/96. All water and sewerage companies have been in the 

Good category since 1999/2000.
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Although DCWW remained in the 'Good' category with other companies, there was 

an upward surge in the number of complaints received. Figure 7.3 shows that in the 

two years before the Glas Cymru takeover, there were 9119 and 13,076 complaints 

recorded (for 1999/00 and 2000/01 respectively). DCWW was one of five companies 

asked to review their complaint procedures which were deemed not sufficiently 

effective (OFWAT, 2002a). However, this figure increased to 18,809 in 2001/02, 

before falling to a lower level of 13,271 in 2002/03. A similar pattern was seen in the 

number of complaints sent to WaterVoice44, the water customer watchdog. In 

2001/02, DCWW recorded the highest rate of complaints received by WaterVoice (at 

9 complaints per 10,000 connections), but fell to 4.2 complaints per 10,000 

connections in 2002/03, making the greatest reductions in the industry (WaterVoice, 

2002-2003).

Figure 7.3 : DCWW - Number of Written Complaints

20000

15000-

10000-

5000-

1999/00 2000/01 2001/02 2002/03

Source: Adapted from OFWAT (1996-2003)

The sudden increase in the number of complaints in 2001/02 and the great reduction 

the following year can be explained by factors raised by the interviewees. Phil Bishop 

(NAfW) described this as a teething problem as a result of outsourcing, mainly in the 

sewerage operation. Phil Bishop described the early problems when customers who 

called the local authorities which used to be running the sewerage operation, only to

44 Complaint figures at WaterVoice include all forms of communication, not just written complaints.
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be told that they were no longer the contractor for DCWW. Glas Cymru recognised 
this problem and attempted to solve it by having one telephone number for customers 
to call for all queries. This initial problem was probably one of the reasons for 
increased written complaints after the takeover, which later was reduced to its pre- 
takeover level. Clive Sterl (WaterVoice) also defended DCWW with regard to the 
complaint level. Although DCWW had one of the highest complaint levels (the 
interview was conducted when complaints were at their height), Clive Sterl suggested 
that this might be caused by DCWW's transparency, and being more open with regard 
to its complaint procedure. It could also be caused by DCWW being more proactive in 
collecting debts, or poor performance by its contractors. Mr Sterl also suggested that 
the definitions of complaints also needed to be standardised to prevent enquiries being 
counted as complaints. Based on these comments, it can be concluded that the transfer 
of work to the contractors (as a result of outsourcing) caused some teething problems, 
resulting in increased complaints. The reduction in the number of complaints to a 
more 'normal' level in the following year confirms this view.

7.1.9 DG8 - Bills for metered customers

The DG8 indicator shows the percentage of metered customers who receive at least 
one bill during the year (based on a meter reading undertaken by the company or 
provided by the customer). Generally more than 99.5% of metered customers in the 
whole industry received at least one bill during the year based on the criteria, with less 
than 0.15% of the meters unread by the company for two years. Therefore, all 
companies in the industry were in the 'Good' band of the assessment. 
DCWW performance seemed to improve throughout the years. Table 7.10 shows that 
in 2002/03, all (100%) of metered customers received at least one bill based on 
company or customer meter reading. One other water and sewerage company that 
achieved 100% compliance was Wessex Water. However, DCWW lagged slightly 
behind in the percentage of meters unread by the company for more than two years, at 
0.06%. Wessex Water recorded 0.0% in this category. Despite this, the trend shows 
improvement in both the categories (meters read in a year and meters unread for two 
years), as shown in the table below. While DCWW managed to achieve 100% 
accurate billing in a year in 2002/03, it also managed to reduce the number of meters
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that were left unread by the company for two years. In 2002/03, only 0.06% of meters 
were unread for two years, compared to 0.14% in 2000/01.

Table 7.10 : DCWW Billing for Metered Customers Assessment

Company/
customer

reads (%)

Meters
unread for

two years

95/96

98.0

2.12

96/97

99.2

1.54

97/98

99.7

0.71

98/99

99.7

0.32

99/00

99.5

0.14

00/01

99.6

0.14

01/02

99.9

0.11

02/03

100.0

0.06

Source: OFWAT (1996-2003)

7.1.10 DG9 - Ease of telephone contact

This indicator attempts to identify the ease with which customers can make telephone 
contact with the water companies. It measures the number of calls received, answered 
(within three time bands - within 15 seconds, 10 to 30 seconds and over 30 seconds), 
average time to answer, and all lines busy.

Prior to the 2001/02 reports, Ofwat categorised the companies into the 'Acceptable' 
band (where at least 86% of calls were answered within 30 seconds) and 'Needs 
improvement' band, where less than 86% of calls were answered within 30 seconds. 
Since 1999/2000, all ten water and sewerage companies managed to achieve the 
'acceptable' assessment. DCWW managed to be in the 'acceptable' band much 
earlier, i.e. in 1997/98. It was only in the 1996/97 reports that DCWW was quoted as 
delivering poor service, where 31% of all calls took more than 30 seconds to answer.

Apart from the speed of response, Ofwat also measures the proportion of calls 
answered, against the percentage of all lines busy situation. It also records the number 

of calls that are abandoned before the call is answered.
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Table 7.11 : Received Calls Answered within 30 seconds

DCWW

Thames

96/97

59.5

76.1

97/98

90.0

81.7

98/99

94.6

89.4

99/00

93.6

89.0

00/01

93.6

91.0

01/02

98.45*

91.42*

02/03

95.12

88.15

*not meeting Ofwat 's reporting requirement

Source: OFWAT (1996-2003)

In the 2001/02 reports, Ofwat was particularly concerned that it would be impossible 

to categorise DG9 performance due to the differences in the way companies measured 

the time to answer calls. For example, some companies defined switchboard 

transferred calls as having been answered, even though the customer had not had the 

opportunity to discuss the nature of their enquiry. Similarly, where interactive voice 

response systems were used, some companies chose to exclude the time taken to 

negotiate the system from the data. DCWW in particular (in 2001/02) classified 

switchboard transferred calls as answered. Its customer service contractor, Thames 

Water, also used the same definition. DCWW recorded 98.4% compliance (received 

calls answered within 30 seconds) under this definition, compared to the industry 

average of 92.3% (those meeting reporting requirement). When this issue was 

rectified in the following year, the DCWW figure dropped to a more realistic 95.12%. 

This was still an improvement compared to the earlier figure of 93.6% for 1999/00 

and 2000/01. In this calculation, 30 seconds was counted from the first ring to the 

point where the caller talked to the person who 'substantively answers their enquiry'. 

The figure of 95.12% for 2002/03 was also better than that recorded by DCWW's 

contractor Thames Water, which only managed to achieve 88.15% calls answered 

within 30 seconds. Table 7.11 shows the performance of DCWW and compares it 

with Thames Water, the contractor for DCWW's billing and customer service.

Table 7.12 : All Lines busy

DCWW

Thames

All lines busy hours

96/97

2.0

0.0

97/98
No data

No data

98/99

11.0

0.0

99/00

19

0.0

00/01

133.0

0.0

% of line busy

01/02

0.0

0.0

02/03

0.36

0.0

Source: OFWAT (1996-2003)
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Ofwat records the data on lines-busy situations, including customers getting an 

engaged tone or recorded 'busy message'. Data between 1996/97 and 2000/01 were 

given in the number of accumulated busy hours. Subsequently, the data are given in 

the form of percentage of all lines busy. None of Thames Water customers had 

problems getting through to the company, while 0.36% of calls to DCWW could not 

get through in 2002/03.This is shown in Table 7.12 above. A year earlier, none of 

DCWW customers had to endure busy telephone lines. This shows a slight drop in 

performance in this category.

It would not be appropriate to compare the situation when the lines-busy hours 

method was used, as it did not represent the occurrence proportionately with the total 

number of calls made. However, the data for DCWW shows that all lines-busy hours 

for 2000/01 were significantly higher than the preceding years. This could be directly 

related to the outsourcing of customer service in 2001, when written complaints to 

DCWW and to WaterVoice also increased significantly. This 'teething problem' was 

rectified by the company which resulted in the data returning to a more regular level 

in the following years.

Although 36 persons in 10,000 customers trying to call DCWW could not get through, 

not many had to abandon their calls (that got through) before they were answered. The 

statistics in Table 7.13 below show an improving trend at DCWW, as the number of 

abandoned calls drops throughout the years (but increased marginally in 2002/03). 

Although all Thames Water customers could get through, more chose to abandon their 

calls before they were answered.

Table 7.13 : Abandoned Calls (%)

DCWW

Thames

96/97

13.8

3.9

97/98
3.5

5.3

98/99

1.8

2.4

99/00

1.9

3.7

00/01

2.3

2.9

01/02

0.9

2.14

02/03

0.98

2.77

Source: OFWAT (1996-2003)

Due to the differences in the way data are interpreted throughout the years, it is 

becoming increasingly difficult and inappropriate to compare the performance of
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companies in this category. Ofwat has stopped labelling companies according the 

'Acceptable' and 'Needs Improvement' categories as done before 2001/02. 

Improvement in automation also means that some customers can make telephone 

contacts without talking to any agent, e.g. giving meter readings via touch tone 

telephone, which adds further complication to the way data are to be interpreted.

7.1.11 Summary

DCWW's level of service since takeover shows that there was an overall 

improvement, making it the best performing company in terms of water and sewerage 

services and customer service. In the water service sector, performance of DCWW 

also improved since the takeover. The sewerage service statistics suffered in 2001/02 

due to a severe storm, but improved in the following year. Customer service also had 

some teething problems at takeover, but the situation improved.

However, the Environment Agency named DCWW as one of the companies with poor 

operational performance. Significant pollution incidents were similar to the 1997- 

1999 levels. 3 major pollution incidents occurred in 2001/02 (the last time the same 

figure was recorded was in 1995/96). The performance in 2002/03 was better than the 

year earlier (no major pollution incident was recorded). This shows that while the 

number of pollution incidents increased after the Glas Cymru takeover, this was 

brought under control in 2002/03. The fact that both DCWW and United Utilities 

were prosecuted for pollution incidents showed that there was a clear chain of 

responsibility, and that while work could be delegated, the responsibility remained 

with the licence holder (DCWW).
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7.2 Leakage

The performance of DCWW after the takeover can also be measured by the levels of 

leakage. The levels of leakage reflect the capital maintenance conditions. The figure 

below shows the estimated total leakage of DCWW compared to the industry average 

(based on litre per property per day basis). While DCWW leakage is above the 

industry average, the reduction made by DCWW after Glas Cymru takeover was more 

significant, therefore closing the gap at a faster rate than before.

Figure 7.4: Estimates of total leakage (1/prop/day)

N?" <*
* _</ N*1

•DCWW •WaSC

Note: WaSC: Water and Sewerage Companies
Source: OFWAT (1996-1999; 1999-2000; 2001-2003)

When the estimated leakage is seen from the 'metre3 /km/day' basis, the situation 

appears better for DCWW. Although DCWW's leakage rate is higher than the 

industry average based on the 'litre/property/day), the DCWW service area has longer 

pipelines, and a smaller population. There is therefore higher leakage per km/property 

compared to most other water companies. Based on 'metre3 /km/day' calculation, 

DCWW figure is closer to the industry average, as shown in Figure 7.5.
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Figure 7.5: Estimates of total leakage (m3/km/d)

I ——— DCWW ———WaSC | 

Source: OFWAT (1996-1999; 1999-2000; 2001-2003)

Table 7.14 below shows the leakage target and the actual figure achieved by DCWW. 

The target was initially set by Ofwat. In 2000, Ofwat decided that companies that 
made good progress would not be set a mandatory target, but would be allowed to set 
their own leakage target. If a company was not able to achieve its target, the following 
year's target would become 'mandatory'. DCWW's own economic level of leakage 
(ELL) for 2001/02 was accepted by OFWAT, but a mandatory target was still set due 

to the uncertainties of ownership at the time (OFWAT, 2000b). In the following years, 
no mandatory target was set, showing that DCWW was making good progress in 

handling it leakage issue.

Table 7.14 : DCWW total leakage target and actual achievement (Ml/d)

Target

Actual

96/97

357**

97/98

354

336

98/99

308

306

99/00

292

288

00/01

269

260

01/02

254

245

02/03
235*

234

03/04
235*

Source: OFWAT (1996-1999; 1999-2000; 2001-2003) 

""Company target, as opposed to mandatory target set by Ofwat
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**The actual leakage for 1996/97 was already lower than the target set by Ofwat for 
1997/98. Ofwat would require further improvements to meet the 1998/99 target.

The above figures shows that DCWW was on track with its leakage target, and Ofwat 
was no longer setting mandatory target for the company (OFWAT, 1996-1999, 1999- 
2000, 2001-2003).
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7.3 Water and Sewerage Service Unit Costs and Relative Efficiency

The cost of supplying water and sewerage service can also be used to measure the 

efficiency of a company. However, unit costs are not a relevant comparator of water 

companies' costs. High fixed costs in the industry and the variation in demand and 

population size across the regions make comparing the unit costs among these 

companies irrelevant (OXERA, 2003).

Ofwat reports also explicitly state that high costs do not always indicate low 

efficiency, e.g. in the case of companies operating in unfavourable environment 

(OFWAT, 2002e). Similarly, low costs do not necessarily indicate high efficiency. 

Companies may also incur new additional costs, e.g. for a new treatment plant, and 

therefore, show rising costs. This should not be interpreted as the companies 

becoming less efficient.

For these reasons, the unit costs are only dealt with to show where DCWW stands, 

rather than to show its level of efficiency.

7.3.1 Volumetric Costs to customers & Unit Costs per Property

Based on Ofwat's report, the 2001-02 volumetric costs to customers varied from 49 

pence per cubic metre (p/m3) of water delivered (for Portsmouth Water customers), to 

127 p/m3 for Tendring Hundred Water. DCWW stood at 90 p/m3 , the second highest 

among all 22 water companies regulated by Ofwat (after Tendring Hundred Water), 

and the highest among the ten water and sewerage companies.

In the sewerage sector, the volumetric costs to customers range from 58 p/m3 of 

sewage collected for Thames Water customers, to 156 p/m3 for South West Water 

customers. DCWW stood at 110 p/m3 , the third highest after South West Water and 

Anglian Water.
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The unit costs to customers (per property) for the water service in 2001-02 varied 

from £100 per property for Portsmouth Water, to £182 per property for Folkestone & 

Dover Water. The position of DCWW was unchanged - at £182 per property; it is the 

second highest among all 22 companies, and the highest among the ten water and 

sewerage companies.

The sewerage service unit costs varied from £119 per property for Thames Water to 

£240 per property for South West Water. DCWW customers were charged £180 per 

property, and stood at the 7th place jointly with Southern Water.

7.3.2 Relative Efficiency

Ofwat also analyses the relative efficiency of the companies to encourage them to 

progress against assumptions regarding the scope for efficiency improvements within 

price limits, and to prepare for setting future prices. Operating and capital 

maintenance efficiencies are monitored separately. Ofwat took into account company- 

specific special factors, and adjustments were made accordingly to justify higher than 

normal costs. Therefore, unlike the unit costs (which were not appropriate for 

comparing water companies' efficiencies), the relative efficiency analysis was used to 

compare the performance (operating and capital maintenance) of the companies. Since 

1999/2000, companies were ranked in order of relative efficiency, and then divided 

into five efficiency bands (A to E). Prior to this, companies were not ranked in their 

relative efficiency, but were banded into the same A-E categories:

Band A: Leading companies (well above average)

Band B: Above average efficiency

Band C: Average efficiency

Band D: Below average efficiency
Band E: Least efficient companies (well below average)

DCWW has demonstrated a relatively constant, although rather contradictory 

performance between its operating and capital maintenance efficiencies. A general 

look at Ofwat's reports shows that DCWW's operating efficiency performance has
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been one of the worst among all the water companies, while that of the capital 

maintenance efficiency has been one of the best in the industry. Glas Cymru argued 

that this divergence was caused by Ofwat's methodology, and made to appear worse 

by the company's higher outsourcing policy (thus, more spending, including capital 

maintenance, to appear under the company's operation in its accounts). This issue is 

dealt with in greater detail in Chapter 8, when this thesis looks at the effect of Ofwat's 

regulation on Glas Cymru.

Water Sector

Table 7.15 shows a summary of DCWW's operating efficiency based on Ofwat's 

Water and Sewerage Service Unit Costs and Relative Efficiency Reports (1996 

onwards) (OFWAT, 1997-2003). The data also gives the 1992/93 rating to compare 

DCWW's performance a decade ago. However, the rating in 1992/93 was on a three 

tier system - More Efficient, About Average and Less Than Average.

In the water sector's operating efficiency, DCWW recorded the worst ranking since 

the system was introduced in 1999/2000. In the following two years, it was also the 

least efficient of the 22 companies45 . However, operating efficiency has improved - 

although DCWW was still in the least efficient band in 2001/02, the company was 

upgraded from band E (least efficient company) to band D (below average efficiency). 

This was consistent with the trend set in 1992/93, when DCWW was rated less 

efficient. It improved further in 2002/03, as DCWW was upgraded to Band C 

(Average Efficiency) and ranked 20. This shows a continuous improvement in the 

company's water sector's operating efficiency.

Table 7.15 : DCWW Operating Efficiency Banding and Ranking Water)

Band
Rank

92/93
Less 

Efficient

96/97

E
-

97/98

E
-

98/99

D
-

99/00

D
25

00/01

E
22

01/02

D
22

02/03

C
20

Source: OFWAT (1997-2004)

While DCWW's operational efficiency was one of the worst, its capital maintenance 

efficiency was one of the best in the industry. For the past three years, DCWW had

45 There were fewer companies in 2000/01 and 2001/02 due to merger / take-over.
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been in the above average category, and also being the most efficient of the ten water 

and sewerage companies, only beaten by a number of water only companies. This is 

shown in Table 7.16. However, the company slipped back to Band C, and ranked 13th 

in 2002/03.

Table 7.16 :DCWW Capital Maintenance Efficiency Banding and Ranking
(Water)

Band
Rank

96/97
-
-

97/98

A
-

98/99

C
-

99/00

B
7

00/01

B
9

01/02

B
6

02/03

C
13

Source: OFWAT (1997-2004)

Glas Cymru argued that this was mainly the result of the different stages various 

companies were at when Ofwat was compiling data for the assessment. Most 

companies, including DCWW were at the stage of preliminary assessments of relative 

cost (step 8 in Ofwat's econometric models), while some had already reached step 9, 

where Ofwat reviewed company specific special factors to access validity and impact 

on preliminary judgements (OFWAT, 2004b). This resulted in DCWW's special 

factors not being considered for the purpose of the report. Glas Cymru also argued 

that the company had spent more in capital maintenance to prove that these 

investments needed to be done, and this (wrongly) reflected in its efficiency.

Sewerage Sector

DCWW's efficiency in the sewerage sector also shows a similar trend, i.e. very 

inefficient operation and very efficient capital maintenance. This is summarised in 

Tables 7.17 and 7.18. Ofwat's reports on operational efficiency showed that while 

DCWW remained in the D band (until 2002/03), its ranking improved slightly from 

10th in 1999/00 to 8th in 2000/01 and 2001/02. In 2002/03, a different movement 

occurred - the company's band improved to C, but its rank returned to the 10th place 

(the lowest place among water and sewerage companies). This shows that while the 

efficiency improves from below average to average, the company was still the least 

efficient compared to other companies in the industry.
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DCWW capital maintenance efficiency has been in the A band (leading companies) 
since 1999/00, ranked third of all ten water and sewerage companies.

Table 7.17: DCWW Operating Efficiency Banding and Ranking (Sewerage)

Band
Rank

92/93
About 

Average

96/97
D
-

97/98
E
-

98/99
D
-

99/00
D
10

00/01
D
8

01/02
D
8

02/03
C
10

Source: OFWAT (1997-2004)

Table 7.18 : DCWW Capital Maintenance Efficiency Banding and Ranking
(Sewerage)

Band
Rank

96/97
-
-

97/98
B
-

98/99
C
-

99/00
A
3

00/01
A
3

01/02
A
3

02/03
A
3

Source: OFWAT (1997-2004)

Based on Ofwat's report, it can be concluded that DCWW's operating efficiency for 
the water sector has improved, as the company is no longer banded in the E category 
(least efficient company). In the first years under Glas Cymru, DCWW was upgraded 
from band E (least efficient) to C (average). Having said that, DCWW was still one of 
the least efficient companies, ranked 20th of all 22 water companies regulated. The 
operating efficiency in the sewerage sector improves from D (below average) to C 
(average), but DCWW turned out to be the least efficient (downgraded from 8th place 
to 10th).

The capital maintenance efficiency of the water sector initially improved slightly in 
the first year of Glas Cymru. DCWW was upgraded from ninth place to sixth place of 
all companies regulated. However, it was downgraded in 2002/03 to 13 l place, and 
banded in the C (average) category. The capital maintenance efficiency of the 
sewerage sector remained the same, banded A with two other companies, and ranked 

third.

The first year of Glas Cymru therefore saw a slight improvement in the operating 
efficiency for both water and sewerage sector. However, the company is still one of 
the least efficient companies in the industry. In capital maintenance efficiency, Glas
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Cymru also saw a slight improvement in the ranking (in water sector), but deteriorated 
in 2002/03.

This showed that generally there was a marginal improvement, or at least no major 
deterioration in the relative efficiency of DCWW under Glas Cymru. However, the 
development still maintained DCWW status for having relatively poor (below 
average) operating efficiency but better (above average) capital maintenance 
efficiency. The extreme can be seen when DCWW was the worst company for water 
operating efficiency, but the best among water and sewerage companies for capital 
maintenance efficiency. However, the latest trend shows DCWW closing the gap 
between these two extremes, i.e. improved operating efficiency, at the expense of 
slightly worsened capital maintenance efficiency. Glas Cymru defended its poorer 
performance (from Ofwat's viewpoint) for water sector capital maintenance efficiency 
as not reflecting the actual performance of the company.

This outlook was due to Ofwat's methodology on assessing water companies' 
efficiency. DCWW had been questioning Ofwat's method in deriving the operating 
and capital maintenance efficiency status of water companies. In particular, DCWW 
claimed that the Water Resources and the Water Distribution models used by Ofwat 
were not consistent with any engineering view or even a common sense view of the 
main cost drivers. There were also company specific factors which particularly 
affected DCWW. These are discussed in more detail in Chapter 8, which scrutinises 
the effect of Ofwat's regulatory regime on Glas Cymru.
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7.4 Financial Performance

Glas Cymru has proven that its water and sewerage service performance vastly 

improved after the takeover, and that the relative efficiency as seen by Ofwat shows 

marginal improvement (or at least no deterioration). Financially, Glas Cymru needs to 

prove that the debt funded structure is able to run the water company in such a way 

that maintains the attractiveness of the company to existing and prospective 

bondholders.

All water companies are regulated on the price it can charge. The turnover of water 

companies is therefore affected by the price limit imposed each year. The turnover of 

DCWW is equally affected by the price limit imposed by Ofwat. This can be seen in 

Table 7.19. When Ofwat ruled a price cut in 2000, turnover also fell accordingly. This 

is also reflected in operating profits.

Table 7.19 : DCWW Turnover and Operating Profit
02/03 prices

Price limit (%)

Turnover (£m)

Operating 

Profit (£m)

98/99

0.5

494.1

124.1

99/00

0.5

504.2

126.0

00/01

-10.5

453.3

103.9

01/02

0.2

462.9

126.2

02/03

0.7

457.6

102.4

Source: OFWAT (2003b)

The figures above are presented in current cost basis (2002/03 prices), which is the 

method believed by Ofwat to be most suitable for the water industry (OFWAT, 

2003b). Ofwat produced its figures based on companies' regulatory accounts, i.e. 

businesses related to water and sewerage only. Unregulated businesses, e.g. United 

Utilities' electricity business, are ignored as they are beyond the regulator's 

jurisdiction. This approach is also taken to distinguish the performance of the 

regulated business from the non-regulated activities of their group (OFWAT, 2003b). 

Water companies also present their regular statutory accounts, and the parent 

company's account which is more relevant to investors and lenders. Since water 

companies do not give out dividends directly to shareholders, the parent companies'
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financial position is more crucial to investors. On the other hand, Glas Cymru has 

covenanted not to embark into unrelated business. Also, as a not-for-profit company, 

there are no shareholders to pay dividends to. In this case, bondholders are more 

interested in Glas Cymru maintaining its financial covenants, and avoiding the 

'trigger events' which work as a first 'wake-up' call for the company and its investors.

For the purpose of this research, Ofwat figures are used to show the position of 

DCWW as seen by the regulator, and where it is appropriate to compare DCWW with 

other water companies. Company produced figures (based on statutory accounts of 

DCWW and Glas Cymru) are also quoted to show the company's position as seen by 

investors (as opposed to the economic regulator).

7.4.1 Net debt / Gearing

The level of DCWW's net debt increased sharply in 2000/01 when the company 

started its higher gearing approach. This increased further upon takeover by Glas 

Cymru. Although DCWW is the only company funded totally by debt, its level of 

gearing46 is not the highest in the industry. Being able to purchase DCWW at a 

discount of the RCV, Glas Cymru has extra 'headroom', therefore allowing a 

relatively lower level of gearing compared to some other thin equity companies. For 

example, DCWW's gearing for 2002/03 was 76.3% compared to 80.5% for thin 

equity Mid Kent Water. Similarly, DCWW's figure is only slightly higher than 

Wessex Water's 74.3%. The industry's average level of gearing has increased from 

43% in 1998/99 to 59% in 2002/03. The levels of gearing for DCWW and some thin 

equity companies are higher than those assumed in the 1999 Price Review. This was 

due to restructuring made by these companies and increased borrowing generally to 

fund the capital programme. While such a level of gearing would normally trigger 

alarm among creditors, it is acceptable in the water industry which is considered to be 

low risk, 'ring-fenced' and well regulated.

46 Gearing is calculated by Ofwat based on the ratio of net debt to debt + equity. An alternative measure 
is Net debt/Regulatory Capital Value, which will be used by Ofwat in the next Price Review. The 
second method is also shown in Table 7.20.
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Using an alternative measure for gearing (net debt / regulatory capital value), it can be 

seen that the gearing level fell from 90.2% (2001/02) to 89.3% (2002/03), based on 

Ofwat's regulatory method. This is shown in Table 7.20.

Table 7.20 : DCWW Net debt / RCV / Gearing (Ofwat's figure)

Net debt

(£m)

RCV (£m)

Net debt as

% of RCV

(£m)

Gearing (%)

Industry

Gearing (%)

98/99

869.8

1661.7

52.3

43.1

42.7

99/00

914.6

1806.1

50.6

43.4

44.2

00/01

1423.4

2020.7

70.4

65.4

49.7

01/02

1925.0

2133.7

90.2

74.6

55.6

02/03

2006.1

2246.4

89.3

76.3

59.4

Source: OFWAT (2003b)

Based on the parent company's (Glas Cymru) accounts, the gearing level fell from 

88.6% to 85% respectively (Glas Cymru Cyfyngedig, 2003a). This is also well below 

the projected level as forecast in the bond prospectus, causing Glas Cymru to revise 

the gearing level, as shown in Figure 7.6. One of the trigger events for Glas Cymru to 

take remedial action is when gearing (based on regulatory asset ratio) is more than 

95%, as agreed under the inter-creditor agreement.
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Figure 7.6 : Glas Cvmru Gearing (Company projection and actual)

2001/02 2002/03 2003/04 2004/05

• Prospectus • Actual — — Forecast

Source: Glas Cymru Cyfyngedig (2003b)

The regulatory asset ratios that will constitute a trigger event are 95% (net debt) and 

90% (Senior and C bond). Table 7.21 shows the actual ratio achieved and the forecast 

for the next two years in relation to the trigger event ratio.

Table 7.21 : Regulatory Asset Ratio

RAV (Senior+C) Trigger: 90%

RAV (total debt) Trigger: 95%

Actual

2002

83%

89%

2003

82%

85%

Forecast

2004

82%

85%

2005

80%

83%

Source: Glas Cymru Cyfyngedig (2003c).

Glas Cymru was able to maintain its ratio well below the level that constituted a 

trigger event.
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7.4.2 Return on Capital

Ofwat mainly uses the current cost method to monitor company performance. It also 

established another measure of the capital base using the market valuation of the 
companies, which is adjusted to take into account the net new capital expenditure. 

This method is used to subsequently measure the return on capital employed.

Table 7.22 : DCWW Return on Capital
02/03 prices

DCWW's
ROCE (%)

Industry's
ROCE (%)

DCWW's
ROCE
measured
by average
MEA (%)

Industry's
ROCE (%)

98/99

7.5

9.6

0.84

1.26

99/00

7.0

9.3

0.88

1.31

00/01

5.1

6.6

0.76

1.00

01/02

5.9

6.5

0.92

1.01

02/03

4.6

5.9

0.74

0.92

Source: OFWAT (2003b)

Table 7.22 above shows the downward trend in the industry's return on capital. The 
return on capital for DCWW has always been the lowest in the industry (i.e. since 
1999/00). In 2001/02, the first year under Glas Cymru, the figure increased from 5.1% 
to 5.9%, but later fell to 4.6%. In both years, the return on capital recorded was the 

lowest in the industry. Such trends prior to the takeover were partly contributory to 
the shift in the interest of equity investors away from the water industry (and DCWW 

in particular). On the other hand, it is considered a low risk, albeit low profit business, 

which attracted longer-term bond investors.

Ofwat also looks at the return on capital from another angle, i.e. measured by average 

modem equivalent asset value (MEA). MEA is the cost of replacing an existing asset
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with a technically up-to-date new asset with the same service capability. Returns 

measured in this way are very low (DCWW's return on capital measured by average 

MEA for 2002/03 was 0.74% compared to 4.6% using the regulatory capital value 

method). In both methods, DCWW produced the lowest returns on capital employed.

The low return on capital in what was considered a mature, low risk business 

explained the company being less attractive to equity investors. This was also 

applicable to some other companies which considered the water sector as a safe 

investment, but one that would not contribute huge profitability to the group. The 

movement towards separating ownership and operation of water companies, e.g. as 

demonstrated by Kelda (Yorkshire Water) prior to Glas Cymru takeover of DCWW, 

showed the reaction to such low return in the water business. However, being a low 

risk business, it attracted another set of investors - the bondholders.

While a low return on capital is a sign of poor performance if seen from equity 

investors' point of view, bondholders are more likely to look at the company's ability 

to service its loans. In this case, Glas Cymru is able to demonstrate its ability to 

maintain the required ratio to ensure safe repayment to the bondholders. Lower return 

on capital for a company like DCWW (compared to conventionally-financed 

companies) should not prevent it making its loan payments. It may not be a relevant 

measure to compare DCWW with the rest of the industry.

7.4.3 Dividend

As mentioned earlier, water companies do not pay dividends directly to shareholders, 

but do so through the parent company. There are also no shareholders for Glas Cymru 

to pay, but Ofwat produced reports on water companies' dividends to compare the 

performance of the regulated business.

Table 7.23 shows the dividends reported for DCWW. The high figure paid out in 

2001-02 was the £35 million restructuring dividend paid to WPD. It also shows the 

dividends + interest payable as a percentage of capital value. This is the return 

actually received by investors and lenders, similar to the dividend yield measures used
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by equity investors and stock market analysts (OFWAT, 2003b). Most companies fall 

in the range of 6% to 8% in 2002/03, with DCWW achieving 6.4%. This figure is 

lower than the previous year due to higher RCV as compared to the interest payable. 

The industry's dividend cover47 fell as a result of higher dividends (OFWAT, 2003b). 

As DCWW pays its dividend to non-shareholding Glas Cymru, the issue of how much 

dividend and its resulting dividend cover is not as important as a regular equity 

company.

Table 7.23 : DCWW's Dividend
02/03 prices

Dividends

reported

(£m)

Dividend +

interest

payable as

% of RCV

Industry

Dividend

Cover (no

of times)

Industry

98/99

62.9

7.3

10.9

1.8

0.9

99/00

30.9

5.0

7.1

3.4

1.7

00/01

14.5

5.4

6.7

3.3

1.2

01/02

48.5

7.8

5.9

0.9

1.6

02/03

14.0

6.4

7.7

0.2

0.7

Source: OFWAT (2003b)

7.4.4 Glas Cvmru's performance

Glas Cymru's earnings before interest, tax, depreciation and amortisation (EBITDA) 

were £260 million for 2002/03, a 4% increase from the previous year. However, profit 

before interest and tax fell to £196.2 million (a 5% cut). The company blamed this on 

higher charges for asset depreciation and infrastructure renewals.

47 Dividend Cover measures the number of times by which the year's dividend can be paid out of the 
year's profit.
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EBIDTA interest cover48 was 2.1 times in 2001/02, and increased marginally to 2.2 

times in 2002/03. Senior debt EBITDA interest cover of below 1.8 times will 

constitute a trigger event, where remedial action needed to be taken by Glas Cymru. 

The company was able to maintain its interest cover above 2 times, well above the 

trigger event level of 1.8 times.

Table 7.24 : DCWW's EBITDA. Profit before Interest & Tax, Interest Cover.

EBITDA (£m)

Interest Cover (number of times)

2001/02

222

2.1

2002/03

260

2.2

Source: Glas Cymru Cyfyngedig (2003c)

Table 7.25 demonstrates the relation between senior debt interest cover pre and post 

capital maintenance, and the ratios that constitute a trigger event for each category. 

Glas Cymru has so far managed to maintain the ratio well above the 'trigger event 

level' (Glas Cymru Cyfyngedig, 2003c).

Table 7.25 : Senior Bond Interest Cover Ratio

Pre capital maintenance

(number of times)

Trigger: 2.0

Post capital maintenance

(number of times)

Trigger: 1.1

Actual

2002

2.9

1.8

2003

2.8

1.3

Forecast

2004

2.7

1.8

2005

2.8

1.9

Source: Glas Cymru Cyfyngedig (2003c)

48 Interest cover is the number of times a company's profit, before interest and tax, cover interest due 
on all of its borrowing.
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7.4.5 Financial Reserves

A regular equity financed company has an equity buffer, which is not available for a 

debt funded company like Glas Cymru. Therefore, financial reserves are crucial to 

ensure that it is able to withstand cost shocks in the business. Table 7.26 shows the 

financial reserves of Glas Cymru.

The financial reserves for the two years were above the target set in the bond 

prospectus. In 2001/02, Glas Cymru's reserve was £241 million, compared to the 

forecast of £173 million. This reserve increased to £348 million compared to the 

company's target of £224 million (Glas Cymru Cyfyngedig, 2001d). Glas Cymru 

target for financial reserve is £400 million by 2005.

Table 7.26 : Glas Cvmru's Financial Reserves

Fin reserve (£ million)

01/02

241 

Forecast: 173

02/03

348 

Forecast: 224

Source: Glas Cymru Cyfyngedig (2002; 2003b)

7.4.6 Operating Expenditure and Capital Investment

While the performance of Glas Cymru is monitored by investors, it is also necessary 

to see whether the company makes the capital investment required by the regulator. 

Its operating expenditure also needs to be monitored to see if it goes beyond Ofwat's 

assumption.

Operating Expenditure
Total operating expenditure for the water sector fell by 5% in 2001/02, and again by 

5% in 2002/03. However, this reduction still failed to meet Ofwat's forecast in its 

"Final Determination". The 2001/02 operating expenditure, at £116 million was £6 

million above that forecast in the Final Determination. In the following year 

(2002/03), water sector operating expenditure was £112 million, i.e. £5.4 million 

above Final Determination forecast.
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Total operating expenditure for the sewerage sector in 2001/02 was £90 million, 5% 

higher than the previous year. This was also lower than assumed in the Final 

Determination. The following year (2002/03), the sewerage sector's operating 

expenditure was £94.5 million, 2% higher than the previous year, and also £5.4 

million higher than the Final Determination's forecast.

Table 7.27 incorporates the operating expenditure for both water and sewerage 

sectors.

Table 7.27 : DCWW Operating Expenditure

Water

Sewerage

Total

93/94

(£m)

151.8

83.9

235.7

98/99

(£m)

138.6

89.6

228.2

00/01

(£m)

125.2

87.7

212.9

01/02

(£m)

118.8

92.1

210.9

02/03

(£m)

113.0

93.8

206.8

% change

since

98/99

(18)
(8)*

5
6*

(9)
(2)*

""Industry average change

Source: OFWAT (2003b)

Capital Expenditure

In the first year under Glas, DCWW spent £96.2 million for water services, and 

£110.3 million for sewerage services (total: £206.5 million). This was £26.1 million 

less than assumed in the Final Determination. The first two years under the new 

Periodic review had been below Ofwat's assumption. DCWW gave the reason as the 

rephasing of the investment programme, e.g. completing less expensive solutions first, 

efficiency and also the foot and mouth disease during the period, which affected the 

scheduling. As shown in Table 7.28, in the second year under Glas (2002/03), the 

water sector spent £107 million and sewerage sector spent £160 million (total £267
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million), which was £28 million more than assumed in the Final Determination (but 

still within the total allowed in Ofwat's determination).

This first three years investment spending had been £679 million, i.e. £85 million 

below the Final Determination for the same period. Proportionately, this contributed 

to 58% capital investment required for the five year period (until 2005). Glas gave the 

same reason for being behind schedule (i.e. rephasing of the capital investment 

programme, completing less expensive solutions in the early part of the programme, 

foot and mouth disease during 2000/01, and better than assumed efficiency). 

However, if DCWW's claim is true (i.e. DCWW is rephasing the investment, starting 

with less expensive investments, etc), it should be able to match the assumption by the 

end of the Final Determination period.

The trend in DCWW's operating expenditure shows that DCWW managed to reduce 

its total operating expenditure by 9% since 1998/99. This is a bigger reduction than 

the industry average of 2%. However this reduction has not reached the level required 

by Ofwat, and DCWW is still behind the regulator's forecast. Its capital expenditure 

has so far been lower than assumed by Ofwat. This may be partly due to improved 

efficiency. On the other hand 58% capital investment that had been planned until 

2005 has been done, perhaps due to re-phasing of the investment programme. DCWW 

had assured Ofwat and the Environment Agency that the capital programme for 2000- 

05 would be completed by April 2005 as planned (OFWAT, 2004a).

7.5 Conclusion

Glas Cymru has so far proven that its structure was not as fragile as earlier thought by 

some critics, as discussed in Chapter 4 and 6. In particular, the service performance of 

the company improved tremendously despite worries that its outsourcing policy might 

affect the company's performance. The overall service performance improved from 7th 

place to 1 st in 2002/03. When the company's operation and maintenance work was 

outsourced, one of the main worries was that it might affect its service performance. 

Chapter 6 and 7 showed that there had been some teething problems during the 

transfer of work to the contractors, leading to increased telephone and written
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complaints. However, once this problem has been ironed out, Glas Cymru proved that 

this truly was teething problems, as the service performance improved to be the best in 

the industry in 2002/03. Improvement can be seen in all service categories looked at 

by Ofwat - water pressure, supply interruptions, sewer overload / failures, billing (for 

metered customers) and billing contact, telephone contact, written complaints (after 

some initial problems) and leakage. Similarly, the Drinking Water Inspectorate data 

also showed a significant improvement trend in overall water quality index.

However, from the Environment Agency's point of view, there appeared to be more 

pollution incidents (including three major ones) after Glas Cymru's takeover. Both 

DCWW and United Utilities were held accountable in a prosecution by the 

Environment Agency. While this showed that the line of responsibility was still clear 

(despite outsourcing), it also demonstrated the operational risk as a result of 
outsourcing. Although DCWW was able to reduce the number of pollution incidents in 

2002/03, the number of successful prosecutions actually increased. Therefore, while 

outsourcing did not affect the overall service performance of DCWW (and probably 
helped to improve it), the environmental aspect seemed to be negatively affected after 

the takeover. This is summarised in Table 7.28 below.

Table 7.28 : Summary of DCWW's Performance

Performance Categories

Overall Service Performance

DG2 Inadequate Water Pressure

DG3 Supply Interruptions

Drinking Water Quality

Operational Performance (Drinking 

Water Inspectorate)

t

T

t

T

T

Notes

Properties affected reduced from 

1828 in 1999/00 to 410 in 
2002/03.

Score reduced from 0.79 

(1999/00) to 0.08 (2002/03)

Statistically significant 

improving trend (99.50 in 1999 

to 99.87 in 2002)

Below Average (1999) to 

Average (2002)
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Performance Categories

DG5 Flooding from Sewers (overload)

DG5 Flooding from Sewers (other 

factors)

Environmental Impact 

Major Pollution Incident

Significant Pollution Incidents 

Successful prosecution (against DCWW)

DG6 Billing Contact

DG7 Written Complaints

DG8 Bills for metered customers

DG9 Ease of telephone contact

t

T

<— » 

1 

4

T

1

T

t

Notes

Below Average (1999/00) to 

Average (2002/03)

Average (1999/00) to Above 

Average (2002/03)

None in 1999-2001 as well as 

2002/03, but 3 in 200 1/02 

Increased from 6 in 1999/00 to 

13 in 2002/03 

Increased from 7 in 1999/00 to 

1 1 in 2002/03

Improved from 99.2% answered 

within 5 days (1999/00) to 

100% in 2002/03

9119 written complaints in 

1999/00, 13,271 complaints in 

2002/03. Peaked at 18,809 in 

2001/02

Meters read by company or 

customers increased from 99.5% 

in 1999/00 to 100% in 2002/03. 

Meters unread for 2 years 

reduced from 0.14 (1999/00) to 

0.06 (2002/03)

Calls answered within 30 

seconds increased from 93.6% 

(1999/00) to 95.12 (2002/03). 

All lines busy reduced from 

19% (1999/00) to 0.36% 

(2002/03). 

Abandoned calls reduced from 

1.9% (1999/00) to 0.98
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Performance Categories

Leakage

Operating Efficiency (Water)

Capital Maintenance Efficiency (Water)

Operating Efficiency (Sewerage)

Capital Maintenance Efficiency

(Sewerage)

t

t

1

<— >

•«-»

Notes

(2002/03)

Reduced from 288 Ml/day in

1999/00 to 234 Ml/day in

2003/04

Ranked 25m(band D) in 1999/00

to 20th (band C) in 2002/03.

Ranked 7th (band B) in 1999/00

to 13th (band C) in 2002/03.

Ranking remained at 10th

(worst) although banding

improved from D to C.

Ranking remained at 3, in band

A for the past 3 years.

T Improved 

1 Worsened 
<-» Unchanged (or no obvious change)

Financially, the company was able to maintain its credit ratings, it improved its 

investment ratios whilst offering rebates to the customers. The usual comparison 

method, e.g. using return on capital employed, may not be appropriate for a debt- 

financed company like Glas Cymru. Instead, the relevant ratios, e.g. interest cover, 

regulatory asset ration, and gearing, play more important parts in determining the 

health of the company. Glas Cymru is so far able to stay well above the trigger event 

level as described in Chapter 6.

The efficiency of the company, as seen from Ofwat's perspective, showed very good 

capital maintenance efficiency, but very poor operating efficiency. The company 

showed improvement in operating efficiency, but slightly poorer performance in 

capital efficiency of the water sector. As described earlier, Glas Cymru objected to
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Ofwat's methodology in determining operational and capital maintenance efficiency 

levels. This will be looked at in detail in Chapter 8.

While the company was able to prove that the structure worked well so far, it had to 

operate in a regulatory environment that was more inclined towards regular equity 
structure. Chapter 8 examines the way Ofwat, the economic regulator looks at the only 

totally debt funded structure in the industry. The chapter also attempts to foresee the 
position of Glas Cymru in the year 2005 and beyond, when the 2004 Periodic Review 

starts to take effect.
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CHAPTER 8 : 
THE EFFECT OF OFWAT'S REGULATION ON GLAS CYMRU

Chapter 7 discussed the performance of DCWW after the takeover by Glas Cymru. It 
concluded that DCWW's overall service performance improved tremendously after 
the takeover. Despite the worry that outsourcing would affect service performance, 
the company proved that it did not cause the performance of the company to 
deteriorate, except for some teething problems in the first year of the takeover. It was 
also able to finance itself using debt, and maintain its credit ratings and financial 
ratios at favourable levels. While it is too early to see the long-term effect of its debt- 
funding structure, it could be concluded for now that the structure was not as fragile 
as suggested by some critics. Glas Cymru's financial reserves and relevant financial 
ratios were better than originally anticipated. The lack of shareholders under the new 
structure did not adversely affect the incentives for the company to perform.

However, as a regional natural monopoly for water supply and sewerage service, the 
company is regulated by Ofwat. Having a different structure than the rest of the 
companies in the water industry might present a problem with respect to regulation. 
Chapter 4 has already discussed the basic regulatory functions of the economic 
regulator. This Chapter tries to determine whether the way the industry is regulated 
would adversely affect Glas Cymru because of its atypical structure.

8.1 Opinions of Stakeholders

The interviewees were first asked for their general opinions on Ofwat. This research 
intended to find out the interviewees' stance on Ofwat's performance as the regulator, 
it's functions (whether it should take on other roles), its independence (or influence 
from the government / water companies), etc. The research continued by asking 
whether DCWW was fairly treated under this regulatory regime. In particular, the 
research asked whether, by having a different structure, Glas Cymru should be 
regulated differently. This section of the interview was meant to establish whether 
Glas Cymru suffered adversely (or alternatively enjoyed favourable treatment) under 
this regulatory structure. While structures similar to Glas Cymru might be suitable in

259



Chapter 8: The Effect of Ofwat's Regulation on Glas Cymru

the water industry in other countries, the interviews attempted to find whether Glas 

Cymru could survive the regulatory structure created for a privatised utility (therefore 

favouring equity rather than debt funding). Ultimately, the way the regulator looked at 

the industry in general, and Glas Cymru in particular, could affect the success of this 

model.

The duties of the Director General of Water Services are laid down in Section 2 of the 

Water Industry Act 1991. His primary duties are to ensure that the functions of a 

water and sewerage company are properly carried out, and that companies are able to 

finance their functions by securing a reasonable rate of return. Therefore, Ofwat's 

regulations need to ensure that shareholders and lenders are able to make sufficient 

returns on their investments to induce them to hold shares or bonds. Secondary duties 

include protecting the interests of customers, promoting economy and efficiency, and 

facilitating competition.

Opinions on Ofwat among the interviewees were diverse. Bill Emery (Ofwat) argued 

that the general structure of the regulatory body had stood the test of time. The price 

cap and yardstick regulation worked well, although he admitted that initially the 

regulator had underestimated the price cap.

Most interviewees felt that the functions of Ofwat were adequate and there was no 

need for the functions to be extended. All agreed that Ofwat was independent, but 

some suggested that government policy might influence Ofwat. For example, Tony 

Ducroq argued that Ofwat had to carry out government policies, and had to appease 

political masters. Similarly, Angela Elniff-Larsen and Denis Taylor felt government 

influence was evident. One of the interviewees quoted the windfall tax and reduction 

of water bills in the 1999 Periodic Review as examples that Ofwat's independence 

could be affected by government decisions and/or strong pressure from a new Labour 

Government. On the other hand, Phil Bishop (National Assembly for Wales) argued 

that Ofwat did not bow to government pressure. Nigel Annett believed that Ofwat was 

necessary for the water industry as it provides not only regulation but also protection 

for water companies. A regular company could face Ofwat's scrutiny to ensure the 

right balance between the interests of customers and shareholders. He saw Ofwat as 

having more problems with the creation of Glas Cymru (rather than the other way
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round). The success of Glas Cymru with an absence of equity might prompt other 

companies to feel obliged to follow the financing and outsourcing policy adopted by 

Glas Cymru.

While some of the interviewees were concerned with the government's influence on 

Ofwat, Nigel Annett was more uneasy with the possibility of Glas Cymru being seen 

as a public body (due to its not-for-profit structure), and therefore attracting more 

interference from the politicians in the National Assembly for Wales.

Many interviewees voiced their discontent with the treatment of DCWW which they 

felt did not take into account regional differences. The costs of providing water (per 

household) in Wales were generally higher than in England due to population density 

and geographical differences. Geraint Talfan Davies argued that some assumptions 

made by Ofwat did not suit the water industry in Wales, and believed that Ofwat 

should allow particular circumstances to be taken into account.

Bill Emery (Ofwat) argued however, that Ofwat already looked carefully at regional 

differences, and would take them into account if they were statistically sound. 

However, some of the explanations were too simplistic and could not be justified.

Tony Ducroq suggested that companies always tend to point out the differences "as 

an excuse for performing badly". Nigel Beidas also had the same opinion. Tony 

Ducroq also acknowledged that some of the excuses were valid, e.g. Wales did have 

more cases of mining subsidence. Clive Sterl suggested that every company would 

have its explanatory factors to justify a bad performance in the eyes of Ofwat. This 

argument means that these respondents believed that although some reasons were 

valid, Ofwat's performance assessment was generally acceptable as a gauge of 

DCWW's performance. When seen from the number of submissions from water 

companies, the suggestion that every company would have its explanations for poor 

performance has some credibility. In 2001-02, 21 companies (out of 22 companies) 

submitted claims for operating expenditure special factors. In total there were 120

261



Chapter 8: The Effect of Ofwat's Regulation on Glas Cymru

company specific factors presented by these companies to Ofwat49 . The details of 

Glas Cymru's argument on the impact of company specific factors on operating 

efficiency is discussed in Para 8.2.5 below. The most significant company specific- 

factors are relating to operating expenditure. Submissions relating to capital 

maintenance expenditure largely related to regional salaries and construction costs, 

and company size. Operating expenditure company-specific submissions involve 

more reasons, e.g. water resources, water treatment, high level of metered supply, 

regional salaries and construction costs, and size and number of assets (including 

rurality, which affect DCWW a great deal). A smaller number of companies 

suggested factors of water quality, company size, regional power costs, debt, sewage 

treatment and sludge, coastal sewage treatment works, traffic congestion and burst 

rates as reasons for higher operation expenditure. Thames Water presented a unique 

problem of higher level of leakage in North London as one of its company specific 

factors (OFWAT, 2004b).

Ofwat's assumption on debt: equity ratio among water companies put Glas Cymru at 

a clear advantage. Despite having no equity at all, Glas Cymru was put with other 

water companies under the overall debt : equity ratio assumption, giving it efficiency 

savings (since bonds are cheaper than equity). Both Geraint Talfan Davies and Simon 

Coton believed that Glas Cymru should not be penalised for having a different 

financing model. Nigel Beidas also believed that it was up to the water companies 

(not Ofwat) to decide on the right level of equity or debt. However, Denis Taylor 

believed that Ofwat would probably change its assumption with regard to DCWW:

"Once the success of Glas Cymru is firmly established, Ofwat is likely to 

look at this issue and reduce Welsh Water's allowed cost of capital 

compared with companies carrying equity shares ".

This was likely to disincentivise companies from copying Glas Cymru and leaving the 

equity funding structure altogether. Dennis Taylor's prediction became partly true 

when Ofwat produced its Framework and Approach to the Periodic Review 2004.

49 Letter from Mark Hann, Ofwat Comparative Efficiency Team Leader to Nigel Annett, Executive 
Director (Regulation), Glas Cymru, dated 25 th July 2003 (Operating Expenditure Company Specific 
Factor Claims for 2001-02 and the 2004 Periodic Review).

262



Chapter 8: The Effect of Ofwat's Regulation on Glas Cymru

Under Ofwat Framework and Approach, the regulator on the one hand left Glas 

Cymru to enjoy certain advantages that would not affect the rest of the industry, while 

on the other hand appeared to restrict Glas Cymru's advantages so that other water 

companies would not attempt to imitate its debt-funding structure. Although 

DCWW's cost of capital was not reduced against other companies, there were other 

factors that were taken into consideration by Ofwat. This is discussed in more detail in 

8.2 below.

Nigel Annett expected such treatment form the regulator. He felt that it was necessary 

for Ofwat to be seen to be promoting equity rather than debt so that other companies 

would not be obliged to follow Glas Cymru. However, he pointed out that by using 

the current Glas Cymru structure, Glas was able to reduce bills, at the time when other 

companies might need to increase prices further. For example, United Utilities 

forecast a steep increase in bills, while both United Utilities and Northumbrian Water 

successfully requested an interim determination to increase its bills in 2004, one year 

before the new price limit would take effect (OFWAT, 2003d). Nigel Annett felt that 

Glas Cymru was more likely to be able to beat Ofwat's target if the target was totally 

based on generic assumptions. However, if not handled properly, this might 

undermine Ofwat's credibility. It would be embarrassing to the regulator if Glas 

Cymru was able to outperform its target continuously, as this might lead the 

government to demand that such improvement be applied to English companies as 

well.

8.2 The Periodic Review 2004 - Background

The approach taken by Ofwat in the next Periodic Review in 2004 will determine 

whether or not the advantages enjoyed by Glas Cymru will remain beyond 2005. 

Ofwat and other regulators' approaches (e.g. regarding environmental investment) 

will also affect the investors' confidence in the industry, which may be reflected in 

companies' ability to finance their business.
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When the water industry was privatised in 1989, the Secretary of State for the 

Environment (and the Secretary of State for Wales) set the price limit that water 

companies could charge. This was set for the next ten years, with an option for a 

review in five years time (1994). Ofwat decided to perform this review in 1994. This 

was partly to ensure the stability of price limits between reviews so that companies 

have an incentive to adjust to changing circumstances without having to seek frequent 

alterations to their price limit (OFWAT, 1996a). The price limit set by the government 

was also considered to be lenient, allowing water companies to gain higher than 

expected returns. The price review by Ofwat was also meant to address this issue. 

Similar to the ten year price limit imposed at privatisation, this periodic review in 

1994 set up a new price limit for the following ten years (1995-2004).

However, Ofwat later felt that a five-yearly review was necessary so that factors 

influencing prices could be reviewed in the light of companies' performance 

(OFWAT, 1999a). This was mainly the result of the regulator's (and the 

government's) under-estimation of the water companies, which were able to 

outperform the regulator's expectation. At this point, companies' costs were falling 

due to efficiency, but generous price limits set in 1989 and 1994 meant that most of 

the companies were still able to enjoy higher than anticipated profits.

Companies' licences were changed to allow price limits to be set every five years 

(rather than an option to review the price limits after five years). The price review in 

1999 was the second review since privatisation. The experience from the last review 

in 1994 gave the regulator the ability to predict more accurately the costs involved in 

the industry. It noticed that costs had fallen, and that substantial savings were made 

since 1994. Water companies transferred efficiency savings to customers gradually 

over ten years. In the 1999 Periodic Review, Ofwat felt that customers should benefit 

earlier from past efficiency by setting a reduction in price limits in the first year 

(2000-01) followed by relative price stability. This meant a negative K factor in the 

price limit, and the water and sewerage charges fell for the first time since 

privatisation. The effect of this has been explained in Chapter 4. In particular, the 

water industry was no longer able to achieve the excessive profits that they enjoyed in 

the first few years of privatisation. This led to changes in companies' approaches to 

obtaining finance. While the industry started at privatisation with no debt and an extra
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cash injection, a decade later it was faced with the need to find alternative sources of 
finance.

The companies became more diverse, with some companies still having no burden of 

debt, and some (including DCWW) highly geared. This produced more complication 

for the regulator to deal with. It previously made general assumptions to be applied to 

all water companies, when setting the prices that they could impose, but questions 

were raised on the suitability of such an approach in the current climate.

The changes in the regulator's approach may affect DCWW from 2005 onwards. 

When Glas Cymru took over DCWW (in 2001), the price limit had already been set 

(in 1999) for water and sewerage charges until 2004/05. Cheaper debt means lower 

cost of capital for Glas Cymru. This was not taken into account when the price was set 
in 1999, therefore allowing Glas Cymru to enjoy a price limit that is higher than 

necessary. This partly explained the company's ability to outperform its target in 

building up its financial reserve, and its ability to offer customer rebates. If Ofwat 

ignores this change in the 2004 review, Glas Cymru will be able to continue to enjoy 
the benefits of debt funding. If 'corrections' are made to neutralise the advantages, the 
benefits will be less apparent.

During the initial phase of the takeover, Ofwat insisted that Glas Cymru would 

receive no special or preferential treatment. In particular, Ofwat maintained that the 

company would be 'regulated in the same way as other companies' (OFWAT, 2001c 
pll). The regulator stressed that DCWW's performance in terms of efficiency and 

customer service would be assessed in exactly the same way and compared against 
other companies. In particular, price limits would be reset using an industry-wide 

methodology. This assumption that one rule would be applied to all companies led to 
the belief that Glas Cymru would be better off financially, since the cost of capital 

assumed by Ofwat is likely to reflect a typical equity funded company. The interview 
discussed in Chapter 6 showed that Geraint Talfan Davies (Non-Executive Director of 

Glas Cymru) and Simon Coton (Communication Manager) took the view that Glas 
Cymru should not be penalised for having a different financing model, and that 

companies would be treated the same way throughout the industry. On the other hand,
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Denis Taylor (Glas Cymru member) expected Orwat to make some changes in 

assumptions on costs of capital.

One particular benefit unique to Glas Cymru that could not be repeated is the 

'contract for differences' signed between Glas Cymru and WPD at DCWW takeover. 

Under 'contract for differences', WPD agreed to pay DCWW any excess of operating 

costs over the costs assumed by Ofwat for the current price review period (until April 

2005). Conversely, Glas Cymru agreed to return any under-expenditure on those 

costs. This effectively locked-in the operating costs until April 2005. The company's 

concern on how the regulator would set the water and sewerage charges in 2004 was 

the main reason for making its outsourcing contracts such that they would expire by 

the next periodic review. The uncertainties over future costs made it necessary for 

Glas Cymru to ensure that the correct costs were passed onto the contractors in 2005 

onwards. Locking the costs between DCWW and the contractors would leave DCWW 

vulnerable to changes in the regulator's approach to future price setting.

In October 2002, Ofwat published a consultation paper on its proposed framework 

and approach to setting water and sewerage price limits for 2005-1050 . Following this, 

in March 2003, Ofwat published its final document on its framework and approach to 

setting these price limits51 . This was published after three months of consultation, 

during which water companies (and other stakeholders) contributed their views on the 

proposed framework and approach.

All water companies submitted their draft business plan in August 2003, pointing out 

investment plans they believe should be followed during the next five years, and 

recommending the appropriate price limit. Following this, Ofwat made another 

consultation on the issues emerging from companies' draft business plan. Ministerial 

guidance on the required quality programme is expected in January 2004, which will 

be followed by the submission of the final business plans by the companies.

50 Periodic Review 2004: Setting Price Limits for 2005-10: Framework and Approach; A consultation 
Paper, October 2002.

''Periodic Review 2004: Setting Water and Sewerage Price Limits for 2005-10; Framework and 
Approach, March 2003.
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A draft determination on the price limit is expected in July 2004. After consultation 

and ministerial fine-tuning on the required quality programme, the final determination 

on the price limit will be made in November 2004, in time for April 2005 charges.

Ofwat's decision to maintain or change its approach may affect the advantages 

enjoyed by Glas Cymru prior to the 2004 Periodic Review. This research examines 

five areas of Ofwat's approach that may affect the company either favourably or 

adversely.

8.2.1 Treatment of Voluntary Customer Rebates

During the period between the first and the second periodic review (1994 and 1999), 

some water companies outperformed their targets, and voluntarily shared the benefits 

with their customers by either deferring K factors set by Ofwat (i.e. delaying price 

increases), or by offering cash rebates. These companies were 'rewarded' in the 

following price review (in 1999) by having their future revenue requirements 

increased by Ofwat. The logical explanation for this was that these companies should 

not be disadvantaged compared to those that had decided not to share efficiency 

savings with customers.

Ofwat noted that K deferrals and cash rebates made since the 1999 review were not 

related to voluntary benefit sharing, but were related to 'special circumstances'. For 

example, Glas Cymru's rebates in the customers' 2003/04 bill were the result of one 

of the six conditions made by Ofwat in allowing the takeover (i.e. giving a public 

commitment to customer benefits). This led Ofwat to conclude that there was no need 

for these companies to have higher returns, and customers should not have to pay 

back (through increased bills) at a later date (OFWAT, 2003g p49).

When Ofwat proposed this viewpoint in its consultation paper, the only respondent on 

the issue was DCWW. The company argued that its customer rebate in 2003/0452 and 

one proposed for 2004/05 were made at the discretion of the board, and were therefore 

'voluntary', and should be reflected in a higher rate of return in the following price

52 DCWW gave a £9.00 customer rebate in 2003/04 (£4.50 for each of water and sewerage).
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review. This would give a continuous incentive for DCWW to share the benefits of 

any reduced cost of finance with its customers instead of investing them. Glas Cymru 

argued that if no future rewards were to be awarded to companies that offered cash 

rebates, they would be more inclined to favour extra investment. Companies would 

take a more conservative approach to offering customer rebates. Glas Cymru also 

argued that this change of policy might increase the cost of finance slightly, as rating 

agencies previously identified Ofwat's approach to voluntary rebates as a 'credit 
positive' 53 .

However, Ofwat interpreted this differently. According to Ofwat, 'Glas Cymru made 

a public commitment to share the benefits arising from its structure with customers. It 

was clear that since it had no shareholders requiring dividend payments, financial 

surpluses would be available to, in particular, finance bill reduction' (OFWAT, 

2003J).

Ofwat felt that like any company, Glas Cymru was free to choose how to utilise the 

efficiency savings made under the structure. Without shareholders, once Glas Cymru 

accumulated adequate reserves, it could use its surpluses to make customer rebates or 

undertake increased investment.

It appeared that Glas Cymru's plan to offer customer rebates had effectively backfired 

by Ofwat's policy for the next price review. Glas Cymru had already awarded 

customer rebates for 2003/04 bills, and planned to cut prices further for 2004/05. It is 

unclear whether the company would be willing to offer further rebates if this is not 

reflected in higher price limits in the future.

When this was presented to Nigel Annett, the Executive Director of Glas Cymru took 

a slightly different view. As mentioned above, the approach taken by Ofwat was not 

completely unexpected by Glas Cymru. Glas Cymru's official response to Ofwat's 

consultation was made on what Nigel Annett claimed to be 'a matter of principle', 

although he did not particularly feel that this decision would adversely affect the

53 In Glas Cymru's response to Ofwat's consultation on 'Setting Price Limits for 2005-10: Framework 
and Approach' (letters from Nigel Annett, Director of Glas Cymru to Victoria Botcherly, Senior 
Analyst, Ofwat dated 14 Jan 2003, and to Philip Fletcher, Director General, Ofwat dated 5 Dec 2002).
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company. He explained that companies should be allowed to decide what to do with 

savings - whether to offer customer rebates, to undertake extra investment or to build 

up financial reserves. Ofwat should treat these options equally, and one decision 

(whether to save, offer rebates or invest) should not affect the company's future price 

limits.

Another aspect of Glas Cymru's structure was not obvious. Having a higher price 

limit could mean higher revenue. This would translate into a better financial ratio. As 

a company financed by debt, this could lead to lower cost of finance. Therefore, 

theoretically speaking, a higher price limit could result in lower cost of finance to 

Glas Cymru, and would allow it to offer bigger discount to the customers. Having a 

lower price limit would mean that smaller or no rebates could be offered. Glas Cymru 

would be in a better position to offer lower prices if price limit was higher, but 

unused. As a not-for-profit company, all surpluses are retained in the company. Since 

the cost of capital is the biggest cost for the company, the higher the price cap set by 

Ofwat, the greater the financial reserves. Theoretically, this could benefit customers 

either through cheaper bills or more investment. Therefore, the higher the price cap, 

the higher the allowed cost of capital and financial headroom, and, ceteris paribus, the 

lower the actual cost of capital, which would benefit customers.

This possibility demonstrates that a financial structure like that of Glas Cymru would 

benefit from a high price limit by being able to raise cheaper finance, which would 

result in cheaper bills. However, it would be understandable for the regulator to be 

doubtful about allowing a high price limit, as there was no guarantee that water 

companies would not charge at the ceiling price allowed. From the regulator's point 

of view, ignoring the advantages enjoyed by Glas Cymru would result in a higher than 

necessary price limit, which could be easily beaten by the company. Ofwat would 

appear to be lenient, as seen during the early days of privatisation when Ofwat was 

seen to be under-estimating the companies' ability. Water companies were able to 

continuously out-perform the regulator's target, allowing larger than expected profits 

to the companies and their shareholders. Using a generic approach, rather than a 

company specific one, would allow Glas Cymru to enjoy the benefit of debt funding 

at its maximum. This might allow the company to outperform Ofwat's target, which 

would not reflect well on the regulator and other water companies. This would prompt
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the Government and customers to question why water companies in England could 

not equally outperform their target.

The structure of Glas Cymru was promoted on the basis that debt is cheaper than 

equity. This research shows that Glas Cymru has, to a certain extent, proven this to be 

true. The regulator's action would 'dilute' the benefits of such a structure, if it 

actually took this into account.

8.2.2 Treatment of Cost of Capital

In the 1999 price review, Ofwat made an industry-wide assumption regarding the cost 

of capital. The regulator assumed that gearing levels were in the range of 45% - 55% 

(debt to total capital). However, some companies (including DCWW) have since 

altered their capital structure in such a way that their gearing levels exceed the range 

originally assumed by Ofwat. For example, DCWW had net cash (zero gearing) after 

privatisation and until 1991/92, but increased this to 10.4% in 1994/95, and to 76.3% 

in 2002/03. At the same time, Dee Valley Water, serving customers in Wrexham and 

Chester, has had net cash (zero gearing) for seven consecutive years54 but increased 

this to 76.1% in 2002/03. Most companies maintained a mix of debt and equity. This 

resulted in a big difference in the levels of gearing among these water companies 

(South Staffordshire the highest in 2002/03 at 89.1% and Bournemouth & West 

Hampshire the lowest at 24.2%).

In its consultation paper, Ofwat asked whether it would still be valid to make an 

industry-wide assumption, in view of the different capital structures with diverse 

gearing levels.

Ofwat recognised that new financial structures (e.g. the Glas Cymru structure) had the 

potential to deliver (at least short-term) savings to customers by reducing the cost of 

capital. However, Ofwat also maintained that the financial flexibility of these

54 1995/2002 Ofwat's Report on the Financial Performance and Capital Investment / Expenditure of 
the Water Companies in England and Wales, 1995-2002

270



Chapter 8: The Effect of Ofwat's Regulation on Glas Cymru

companies was significantly reduced, e.g. through higher refinancing risk. Orwat also 

raised the issue of incentives for efficiency in fully debt-funded and thin equity 

structures.

Based on these reservations, Ofwat concluded that it should not be guided by these 

highly geared companies in determining the cost of capital, despite the evidence of 

reduced costs following financial restructuring of DCWW and other thin equity 

companies. Doing so would encourage other companies to adopt similar tactics, which 

Ofwat deemed to be a riskier approach to financing. Most respondents supported this 

view. Therefore, the same assumed level of gearing (45% - 55%) will be used for 

2004.

This gives an advantage to Glas Cymru, assuming that its cheap debt leads to a lower 

cost of capital. As the assumed level of universal gearing is lower than Glas Cymru's 

actual gearing, the cost of capital derived by Ofwat is likely to be higher than Glas 

Cymru's actual cost of capital.

8.2.3 Treatment of Taxation

In the 1999 review, Ofwat based the return on capital allowed on an assessment of the 

real post-tax weighted average cost of debt and equity for an efficiently financed 

stand-alone listed water and sewerage company (i.e. a company specific approach). 

Therefore, the price-limits were set based on individual companies' approach to tax.

Ofwat noted that other utility regulators tended to use a pre-tax cost of capital and 

assumed a universal tax wedge for the whole industry. However, Ofwat felt that in the 

water sector, companies were effectively managing their tax affairs to minimise their 

liability. There were also significant variations between tax positions of different 

companies. An example described by Ofwat was the tax effect on infrastructure 

renewals expenditure, which would concern certain individual companies, rather than 

the industry as a whole. The present tax position of the water companies did not 

justify a generic tax wedge, and would be over-generous to highly geared companies 

which pay very little tax.
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Based on these arguments, in the next review Ofwat will continue to set price limits 

using a company-specific approach to tax, instead of assuming a generic tax wedge. 

Customers' bills will therefore reflect the actual level of expected tax of the water 

supplier. All non-water company respondents agreed with Ofwat's approach.

This is bad news for Glas Cymru. Being fully debt financed, its tax is likely to be 

lower than other water companies. However, Ofwat's approach will mean that the 

price limit will reflect this, and lower bills are expected, i.e. lower revenue to meet the 

company's reserve.

Understandably, the responses to Ofwat's consultation on this issue were divided 

between the companies that favoured company-specific tax charges and companies 

that would benefit more from a generic tax wedge.

Companies which favoured a generic tax wedge for the whole industry argued that 

Ofwat's approach would contradict its earlier statement that it would adopt a 'level- 

playing field' approach to the cost of capital. They also argued that this would 

undermine the incentives for efficient finance.

Glas Cymru was particularly descriptive in its argument against the company-specific 

approach. Having a financial structure that allows smaller tax liability, Ofwat's 

approach is likely to result in lower price limits and therefore less revenue. Lower 

bills will therefore be obligatory, rather than voluntary; the latter will show that Glas 

is able to outperform the regulator's target.

Glas Cymru also argued that the regulator's approach would encourage DCWW to 

'move up' its debt to the holding company (Glas Cymru) so as to appear to be in a 

tax-paying position. While this would put DCWW on the same footing as other water 

companies with regard to tax, it argued that debt at the regulated company level 

(DCWW) had a higher credit quality, and therefore cheaper costs.

Nigel Annett maintained that Ofwat's approach was expected by Glas Cymru. Glas 

Cymru's structure was more tax efficient, and Ofwat would choose to reflect this in
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the price limit. The argument put forward by Glas Cymru (to treat it as a regular 

company) was used to gain advantage, and a better cost of finance. Despite this 

treatment, Glas Cymru believed that it would be able to finance the business. The 

company had taken steps to ensure that its methodology matched that of Ofwat, e.g. 

by ensuring that its index-linked debt matched Ofwat's method. Despite Glas 

Cymru's suggestion that moving its debt up to the holding company level would put it 

on the same footing as other water companies (as far as tax is concerned), the danger 

of being downgraded by the credit-rating agencies (and resulting in higher cost of 

debt) would prevent the company from doing so.

Although Glas Cymru would benefit from the universal assumption on the cost of 

capital described under 7.3.2 above, it would be unable to realise the full potential of 

the Glas structure as the result of Ofwat's company-specific treatment on taxation. 

Added to Ofwat's treatment of cash rebates discussed in 8.2.1, the benefits of Glas 

Cymru's financial approach would be even less apparent.

8.2.4 Treatment of Embedded Debt

In the 1999 review, Ofwat made an adjustment in the price limits to reflect the 

prudently incurred cost of long-term fixed rate debt. This embedded debt premium 

was allowed since Ofwat took into account (amongt others) of the downward trend in 

interest rates. Interest rates at the time of the 1999 review were significantly lower 

than during the previous ten years, when these embedded fixed rate debt bonds were 

issued. This 'blanket premium' was made universally throughout the industry (rather 

than being company specific).

However, Ofwat believed that during the current review period (2000 onwards), 

interest rates had been low and stable. This led to a change in approach by the 

regulator, who felt that there was no longer a need to allow for an embedded debt 

premium in the next price review. In its consultation paper, Ofwat suggested that an 

efficiently financed company would be able to manage its financial affairs while 

maintaining its flexibility to respond to changing levels of costs, including financial 

costs. Where a company chose to lock into interest costs that turned out to be higher
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than the overall cost of debt, these costs should not be allowed to be passed on to 

customers.

In response to this consultation, most companies that responded urged that the 

embedded debt premium be retained. DCWW in particular suggested that this 

development could affect investor sentiment and raise the cost of finance. It pointed 

out that once a company was locked into a long-term fixed rate instrument, it would 

not be able to redeem it without incurring extra costs. Lenders will only give up their 

entitlement over the remaining life of a bond if compensated by an amount equal to 

the present value of what they are losing. According to DCWW, 'efficient decisions 

ex-ante often turn out to be inefficient ex-post, simply because of unforeseen shocks 

and market movements.' 55 This view was supported by some other companies, 

including those that were not specifically affected by this change. For example, while 

Tendring Hundred admitted that this change was not an issue to the company, it 

believed that Ofwat should continue to recognise the debt financing decisions that 

were prudent and well considered at the time they were made56 . DCWW also believed 

that Ofwat's change of approach would lead to shorter term (but more expensive) 

borrowing coinciding with each five year review.

According to Ofwat's summary of consultation responses, only one company did not 

consider the necessity for an embedded debt premium. The company - United 

Utilities, suggested that if the rules for calculating the costs of capital were set out 

clearly, with the costs of efficient hedging instruments factored in, companies should 

be able to manage changes in their interest rates57 (OFWAT, 2003f).

Two other companies believed that the embedded debt premium should be 

maintained, but felt it should be company specific, rather than a blanket average 

premium for the whole industry which could be 'an insufficient remedy for some
CO

companies and an (unjustified) reward for others'' .

55 Glas Cymru's response to Ofwat's consultation paper, in a letter dated 5 December 2002 from Nigel 
Annett to Philip Fletcher, Director General, Ofwat.
56 Tendring Hundred's response to Ofwat's consultation paper, in a letter dated 10 April 2003 from 
Helen Lofthouse, Tendring Hundred's Head of Finance and Administration to Victoria Botcherby, 
Senior Analyst, Ofwat
57 United Utilities' response to 'Setting Price Limits for 2005-2010: Framework and Approach'.
58 South West Water's response to 'Setting Price Limits for 2005-2010: Framework and Approach'.
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WaterVoice agreed with Ofwat that the embedded debt premium should not be 

retained, as companies had ample time to refinance historic debt (however, DCWW 

argued that it would incur more costs to redeem its fixed rate debt, as described 

above).

Despite most water companies' opposition towards Ofwat's outlook on embedded 

debt, Ofwat insisted that an efficient company would have sufficient financial 

flexibility by maintaining a diverse debt portfolio and using appropriate hedging 

instruments. It therefore rejected the need for continuous allowance for embedded 

debt in the next periodic review. Ofwat also dismissed the argument that its approach 

would encourage companies to borrow on a relatively short five year term, saying it 

would be risky and inefficient for an industry that is based on long asset lives and 

inflation-linked revenues.

Generally, Ofwat expected companies to have a mix of short, medium and long term 

debt instruments and interest rates structures to ensure stable interest costs. Ofwat 

would take this into account when assessing the cost of debt and the overall cost of 

capital, but would no longer allow for an embedded debt premium.

Without this premium, inefficient financing costs could not be passed through to 

customers, and had to be absorbed by the companies. In the case of Glas Cymru, if 

'wrong' financing decisions were made, it would mean lower reserves, or lower than 

expected customer rebates. Glas Cymru already had a mix of debt instruments at 

various ratings and maturity dates, as an attempt to ensure a relatively stable cost. 

Assuming that Glas Cymru's bond structure is robust enough to withstand changes in 

interest rates, the absence of an embedded debt premium will not affect the company. 

However, it also means that there is now less safeguard in case of poor financial 

decision-making. Nigel Annett argued that interest rates on Glas Cymru debts were 

among the lowest in the industry (due to its good credit ratings). Added to low cost of 

debts, the interest rates had also been fixed, locking in the costs incurred by Glas 

Cymru. Nigel Annett was certain that Glas Cymru would be the last company to be 

affected if interest rates changed.
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8.2.5 Setting efficiency target

As before, Glas Cymru continued to object to Ofwat's approach to the setting of an 

efficiency target. As shown in Chapter 7, DCWW was seen by the regulator as having 

poor operating efficiency, despite being one of the best performing company in capital 

maintenance efficiency. This issue was not a direct result of the Glas Cymru structure. 

An inherent problem, put forward by DCWW, was Ofwat's method to determine the 

efficiency of each company. A basic argument was put forward by DCWW prior to 

the 1999 Periodic Review, when the company suggested that Ofwat's usage of 

econometric techniques was extremely simplistic, and the regulator did not make use 

of all the available evidence to reach its decision. In particular, DCWW claimed that 

the Water Resources and the Water Distribution models used by Ofwat were not 

consistent with any common sense or engineering view of the main cost drivers. 

These two models accounted for 85% of Ofwat's assessment which reflected on 

DCWW's perceived inefficiency in water operating cost. Ofwat's Water Resources 

and Treatment model suggested that as the volume of water being abstracted and 

treated increases, the total cost of abstracting and treating that water will actually fall. 

DCWW claims this to be 'plainly silly', and presented what it called the Common 

Sense analysis on this issue (Dwr Cymru Welsh Water, 1999).
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DCWW's Common Sense Analysis

Company A supplies 2 single occupant households and 2 factories with 2 

kilometres of small diameter mains and 2 kilometres of large diameter 

mains, respectively.

Company B also supplies 2 single occupant households and 2 factories, 

but the households are further apart and 3 kilometres of small diameter 

mains are needed as well as 2 kilometres of large diameter mains. 

Company C also supplies 2 single occupant households and 2 factories, 

but this time both the households and factories are further apart and both 

3 kilometres of large diameter mains and 3 kilometres of small diameter 

mains are needed.

DCWW claimed that it was obvious that the cost of operating the 

Company B network would be higher than the cost of operating the 

Company A network, as Company B's small diameter mains were longer 

and the costs of operating these mains would be greater than zero. 

Similarly, the cost of operating the Company C network would be greater 

than the cost of operating the Company B network because the cost of 

operating the extra large diameter mains would be greater than zero.

However, the Ofwat model predicted that Company A and Company C 

would have the same costs of operating their networks, whilst Company B 

would have lower costs.

Company A Company B Company C
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In Glas Cymru's response to Ofwat's Framework and Approach to 2004 Periodic 

Review, the company suggested that Ofwat 'adopt an open-minded, cautious, and 

rigorous approach to the derivation of efficiency targets, making maximum use of all 

available techniques and relevant data' . Following this response, the company 

continued to present its company specific factor argument to Ofwat. In July 2003, 

Glas Cymru presented its analysis to Ofwat. Lord Burns, the Chairman of Glas Cymru 

maintained that the company's operating environment is 'extreme and unique, ..... 

which results in higher costs relative to other companies' . The company pinpointed 

several factors, e.g. population density, topography and accounting practices (Dwr 

Cymru Welsh Water, 2003b).

Glas Cymru argued that DCWW served a large number of remote, rural areas with 

sparse population. It covered an area similar to United Utilities in the North West, but 

fewer than half the number of customers. These remote areas accounted for a high 

proportion of DCWW's operating costs. In another comparison, DCWW area covers 

14% of England and Wales, but has only 6% of the population. The number of water 

customers served per kilometre is shown according to water companies in Table 8.1.

59 Glas Cymru response to 'Setting Price Limits for 2005-10', in a letter dated 14 January 2003 from 
Nigel Annett, Glas Cymru's Director, to Victoria Botcherly, Ofwat's Senior Analyst.

60 Letter from Lord Burns (Chairman of Glas Cymru) to Philip Fletcher (Director General, Ofwat) 
dated 11 th July 2003 (Operating Expenditure in the Welsh Water Region.
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Table 8.1 : Population per Kilometre of Water Service Areas
Company

Thames

Southern

United Utilities

Severn Trent

Yorkshire

Northumbrian

Anglian

Wessex

South West

DCWW

Population per km2

920

494

476

369

321

281

158

158

147

137

Source: Dwr Cymru Welsh Water (2003b)

Ofwat acknowledged the argument that it would cost more to serve rural areas. 

However, Ofwat also accepted the argument that it would also cost more to serve 

customers in an urban environment, (due to congestion costs and greater difficulties in 

accessing infrastructure)61 . Glas Cymru also appreciated this argument, but argued 

that DCWW's company specific factors accounted for between £25 million and £34 

million of the gap between DCWW and the 'efficiency frontier' as estimated by 

Ofwat.

Due to its small and sparse population, DCWW's area had smaller size assets (but 

more of them across country). DCWW's water pumping stations were a third the size 

of an average station in other water companies, and the company needed three times 

as many of them per customer. Although this only had limited effect on variable costs 

such as power, fixed costs (e.g. inspecting, monitoring) would be much higher. The 

experience of Glas Cymru procuring services for most of DCWW's functions also 

showed higher costs in remote areas. Glas Cymru's contract with United Utilities 

showed that the costs per customer are three times higher in rural regions (e.g. west

61 Letter from Mark Hann, Ofwat Comparative Efficiency Team Leader, to Nigel Annett, Executive 
Director Glas Cymru dated 7th August 2003 (Operating Expenditure Models)
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Wales) than in densely populated areas (e.g. south east Wales). DCWW in this case 

suffered from diseconomies of scale compared to companies with larger assets. The 

greater amount of time taken by operational staff between assets and jobs also meant 

lower productivity.

Wales's relatively hilly terrain also means that mains pressure has to be higher to 

ensure properties on higher grounds receive an adequate supply. This made the pipes 

more susceptible to bursts. There are also lower proportions of water from cheap 

underground sources. Wales' mining past contributes to another topographical 

problem - subsidence, which has resulted in higher incidents of sewer collapse. In 

addition, the DCWW area has an extensive coastline, which impacted on the overall 

operation costs. The ratio of coastline to customers was higher than average, with an 

exception being South West Water.

Customer service costs were also affected by relatively disadvantaged nature of 

DCWW's customer base. DCWW serves a relatively poor section of the UK, and had 

to deal with a greater debt management problem. This was made worse by the fact 

that water and sewerage bills were higher than the industry average.

Although these problems were inherent to DCWW and were not the result of Glas 

Cymru's takeover, one issue was more relevant to the Glas Cymru structure. DCWW 

had been outsourcing its functions prior to the Glas Cymru takeover, but the takeover 

prompted a greater level of outsourcing. The company now procured even more 

capital asset (such as vehicles, IT and plant) through operating contracts, when other 

companies were more likely to include these capital costs in depreciation and a return 

of capital. This resulted in an appearance of poor operating efficiency as seen in 

Chapter 7. Nigel Annett also argued that Ofwat figures (erroneously) showed that 

some companies that were operationally efficient were poor with respect to capital 

maintenance efficiency. He felt that Ofwat should look at both operating and capital 

maintenance as one item to avoid such different outcomes.
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8.3 Strategic Business Plan 2005-2010

Water companies were required to submit a strategic business plan, also known as an 

Asset Management Plan (AMP), prior to Ofwat determining the price limit. The final 

business plan will be reflected in the price limits in Ofwat's 2004 Periodic Review, 

which will be effective for the same five year period. All companies submitted their 

draft business plan to Ofwat in August 2003. The final plan is expected in April 2004, 

after Ofwat advises ministers on the plan, and ministers in return give their guidance 

on the required quality programme. The required quality programme will result in a 

revised, more accurate AMP, which will be used by Ofwat to determine the price 

limits for these companies.

The strategic business plan is used to determine what work needs to be done to 

maintain services and to deliver further improvements. It indicates the level of capital 

investment thought to be necessary. It also predicts the level of cost efficiency that 

can be expected. All these will help the regulator to decide the appropriate price limit 

for companies.

As required by Ofwat, the draft business plan presents three scenarios. Water 

companies put forward their preferred strategy, as well as two strategies based on 

Ofwat's "Reference Plans", using assumptions set by Ofwat. These three different 

exercises are useful for Ministers to make informed comparisons between the 

different levels of quality and environmental improvement, and the differences they 

make to customers' bills. The preferred strategy is compared to Ofwat's Reference 

Plans A and B. Reference Plan A incorporates quality investment obligations that are 

essential and clear only. Reference Plan A therefore, does not cover less essential 

investments, e.g. wastewater treatment works improvement, but still includes clearly 

important investment, e.g. sewer overflow improvements. On the other hand, 

Reference Plan B includes all environmental improvements, regardless of whether 

they are statutory objectives (e.g. to meet EU requirements) or policy objectives (e.g. 

Environment Agency's target). Therefore, Reference Plan A is likely to produce lower 

price limits and bills to customers, while Reference Plan B is likely to result in the
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highest increase in charges to customers. Companies' preferred strategy is likely to be 

somewhere in between these two reference plans.

Water companies do not normally present their strategic business plans to all 

stakeholders. However, Glas Cymru presented its draft business plan as a 

'Consultation Plan', expecting interested parties to express their views on the 

proposed charges and investment needs (Dwr Cymru Welsh Water, 2003a). This 

might give the company more public support, especially when deciding the 

appropriate level of charges and investments. While Ofwat also consulted on the 

issues, Glas Cymru would be able to receive feedback first hand, and this would 

support the company's strategy.

Figure 8.1 : DCWW Proposed Household Bills for 2005-2010 based on Draft
Business Plan (August 2003) - Preferred Strateev, Reference Plan A and
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Source: Dwr Cymru Welsh Water (2003a)
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Figure 8.1 shows the difference in the proposed customer bills between DCWW's 
own preferred plan compared to Ofwat's two reference plans. The differences relate to 
the contents of the investment programmes to be adopted, as discussed above. 
DCWW's preferred strategy shows a gradual increment in customers' bills between 
2005/06 and 2009/10. Therefore, customers will not be faced by huge charges in April 
2005, when the new price limit takes effect. Following Ofwat's Reference Plan A and 
B, the charges for the first two years will be higher, but will stabilise in the following 
years. The result can be seen in Figure 8.1, where by the end of the review period, all 
three scenarios produce a similar eventual for prospective customer bills, i.e. between 
£340 and £361 (a difference of £21). At the start of the review, the price difference 
was a huge £32. This can also be seen in the expected price limits based on the three 
scenarios as shown in Table 8.2 below:

Table 8.2: DCWW's Actual Price Limits (2000/01 to 2004/05) and Proposed 
Price Limits (2005/06 to 2009/10)

Year

Actual

Preferred

Plan A

PlanB

00/01

-10.5

01/02

0.2

02/03

0.7

03/04

2.0

04/05

1.8

05/06 06/07 07/08 08/09 09/10

9.4

24.0

24.7

4.8

4.0

7.2

4.3

0.1

0.6

4.1

0.6

1.0

3.1
-0.2

0.2

Source: Dwr Cymru Welsh Water (2003a)

Table 8.2 shows that customers' bills will increase in 2005/06 regardless of whether 
DCWW's preferred strategy or any of the two reference plans are adopted. However, 
when this is compared to the price limit in the year before (2004/05), the increase is 
greater if Ofwat's reference plans are used. From the K factor of 1.8 in 2004.05, 
DCWW customers will be faced by the K factor of 24.0 (RPI + 24.0) under Ofwat's 
Reference Plan A, compared to a more modest 9.4 under DCWW's preferred strategy. 
The company's preferred strategy attempts to minimise the jump in customers' bills, 
and maintain the increment at a steady rate. Using Ofwat's Reference Plans, there will 
be a bill shock to customers in 2005, although bills are likely to stabilise in the 

following years.

283



Chapter 8: The Effect of Ofwat's Regulation on Glas Cymru

Although DCWW's preferred strategy in its Draft Business Plan indicated a gradual 
increase in bills, Nigel Annett indicated that the company might opt for a trend similar 
to Ofwat's reference plans in the Final Business Plan. It might be necessary to have a 
sharp increase in the first year, followed by a more stable pattern in the following 
years, in order to achieve the required financial ratios from the start (e.g. interest 
cover of at least 2 times). Therefore, the price in the final business plan is likely to 
reflect this need.

Looking at the industry as a whole, DCWW's price increase is in line with the 
industry average. This also means that DCWW customers will still be paying more 
than most customers in England. Figure 8.2 compares DCWW's proposed bills with 
three other water companies. The industry average is also shown. It can be seen that 
the industry average 'line' is almost parallel to DCWW's. This shows that DCWW's 
proposed price increment is similar to the industry average, although it also means 
that even after seven years under Glas Cymru, DCWW's charges will still be higher 
than the industry average.
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Figure 8.2: Proposed Household Bills for 2005-2010 (based on Draft Business
Plan (Aug 2003)

200
2005-06 2006-07 2007-08 2008-09 2009-10

•Welsh •United—*—Thames- •- South West •Industry (Weighted)

Source: OFWAT (2003h)

Figure 8.2 also shows how three other companies proposed their household bills to be 

in the next five years. Similar to DCWW, South West Water's price increase also 

mirrors DCWW's pattern (almost parallel to the industry line), although the price for 

South West Water is higher than DCWW. On the other hand, the proposed increment 

in the charges of United Utilities is quite alarming for its customers (seen as a steep 

climb in the figure). The company's proposed initial charge of £270 in 2004/05 is 

close to the industry average of £264. However, the bills for United Utilities 

customers are likely to increase at a higher rate than the industry average, resulting in 

a bill of £416 by the end of the price review period (£110 more than the industry 

average of £306). This is higher than the charges for South West Water, which at the 

moment is already at the top end of the industry in terms of household charges. 

Thames Water customers are likely to enjoy an almost static household bill for the
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next five years, with charges ranging from £235 in 2004/05 to £239 in 2009/10. 

United Utilities projection was probably based on its tactic of bidding high (The 

Times, 2003).

The changes in charges are driven by various factors. Most water companies have 

enjoyed efficiency savings and outperformance, and are expecting further efficiency 

improvements. This will contribute to the reduction in charges. However, water 

companies are also expecting a greater increase in the cost of maintaining base 

services (this includes the impact on changes in revenue, operating costs and capital 

expenditure, and the impact of taxation). There are also the costs to meet requirements 

to improve drinking water and environmental quality, and to improve service 

performance.

The impact of these on the overall bills is shown in Table 8.3. The table shows the 

average household bills for DCWW and the industry average for 2004/05 (the final 

year under the current price review) and the expected bill for 2009/10 (final year 

under the next price review). It also shows the items that contributed to this change in 

bills.
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Table 8.3: Changes in bills - DCWW and Industry (£s)

Average household bill in 2004/05

Less

Plus

Past efficiency savings and outperformance

Scope for reduction through future efficiency 

improvements

Maintaining base services

Maintaining security of supplies to all customers

The impact of improvements in drinking water quality

The impact of environmental improvements

Improvements in service performance

Average household bill in 2009/10

DCWW

285

0

(23)

24

6

16

28

14

350

Industry

234

(8)

(10)

37

12

10

26

5

306

Source: Adapted from OFWAT (2003h)

Table 8.3 shows that DCWW is able to offer greater reduction in terms of past and 

future efficiency savings combined. This sector contributed to a reduction of £23 

compared to the industry average of £18. However, DCWW expects to spend more 

than the industry average in improving environmental and drinking water quality, as 

well as to improve its service performance. DCWW's figure for maintaining security 

of supplies is half that of the industry average. The industry's average figure is largely 

distorted by Thames Water's plan to handle leakage issues, which contributes a £20 

increase in the overall bill of Thames Water. Questions are likely to be raised by 

stakeholders on the amount to be spent for drinking water and environmental 

improvement. DCWW, as well as other companies in the industry are already 

performing well to achieve the high standards set for drinking water quality. Wales 

already has 37 Blue Flag beaches (one third of the UK total), and 44 rural beaches 

won the Green Coast Awards (Annett, 2003). Table 8.3 shows that a huge chunk of 

the proposed charges will go to finance further investments in drinking water and 

environmental quality, which may seem inappropriate to Welsh customers who are 

already paying more than the industry average.
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8.4 Conclusion

Ofwat's framework and approach to setting the next price limits shows that the 

regulator was inclined not to encourage water companies to copy a totally debt-funded 

structure or thin equity structure. Ofwat was willing to let debt-financed companies 

like Glas Cymru enjoy certain benefits, e.g. lower costs of capital. However, the 

regulator also tried to ensure that the benefits of debt-financing would not become so 

overwhelming that it encouraged other equity-funded companies to switch to debt. 

Therefore, while Glas Cymru benefited from Ofwat's treatment of the cost of capital, 

the company-specific treatment of taxation and Ofwat's outlook on customer rebates 

would possibly result in Glas Cymru's inability to tap into the full benefits of debt- 

funding. However, it should be noted that Ofwat's approach with regard to taxation 

had not changed compared to its approach in the 1999 Price Review. Any expectation 

for a generic tax treatment (rather than company-specific) was probably led by the 

belief that Ofwat would treat all companies on a level playing field.

The change in the approach to the treatment of embedded debt leaves Glas Cymru in a 

more uncertain position. Although this approach is generic, it is more likely to affect 

companies that are largely debt funded. Any 'correct decision' by Glas Cymru will 

benefit the company, but without the embedded debt premium, wrong predictions of 

interest rate changes will leave the company without a safeguard from the regulator. 

Glas Cymru will need to rely on its own debt structure and hedging policy to prevent 

losses caused by changes in interest rates. However, the company has already enjoyed 

savings in the first two years of its operation, and is also financially rated better than 

most other water companies. Having its gearing level is actually falling despite being 

debt funded, and paying lower interest rates than the rest of the water sector means 

that any interest rates changes would affect other companies more than Glas Cymru.

The change in Ofwat's treatment of voluntary rebates means that any customer 

rebates offered by Glas Cymru would not be reflected in higher future price limits. 

This would be good from the customer's viewpoint, since a rebate received in one 

year would not result in higher bills in following years. However, if Nigel Annett's 

argument is taken into account, a higher price limit could enable Glas Cymru to obtain
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cheaper loans, which would be reflected in lower bills. A lower than expected 
financial reserve would also restrict a debt-financed company like Glas Cymru.

The advantages of debt funding through Ofwat's universal assumption on the cost of 

capital would be partly negated by the regulator's assumption on taxation, customer 
rebates and possibly the treatment of embedded debt. The benefits from debt funding 

might be neutralised (although not completely) after 2004. Nigel Annett suggested 
that being a new structure, Glas Cymru needed to comply with Ofwat's approach. The 

company had proven that, so far, the Glas Cymru structure worked. It needed to 
further convince the regulator that without shareholders, any profit made by the 

company would not go anywhere else. Glas Cymru demonstrated that as a not-for- 
profit company, there was no conflict between shareholders and customers. Normally, 
Ofwat needed to balance the need to attract shareholders to the industry and the 
interest of water consumers. This conflict did not exist for Glas Cymru. Nigel Annett 
hoped that once the confidence of the regulator had been established, Ofwat's role 
would shift more towards an auditing role. This suggestion was supported by the view 
that without shareholders, rate regulation used by Ofwat would no longer be needed to 
the same degree (McCallum, 2002). McCallum explained that rate regulation was 
needed to protect consumers against the shareholders' profit motives. In turn, it 
created a need for share capital, as a buffer for lenders in case of any negative 
regulatory action. This created a circle (equity protecting the company and its 

shareholders, and regulation protecting consumers). The action by many water 
companies which opted for a thin-equity structure did not break this circle because 
private equity and profit motive still existed. In the case of Glas Cymru, total debt 
funding meant that this circle is broken, and the same rule of rate regulation should 
not be applied. Without adjusting the way rates were regulated to fit the way the 
company was financed, regulatory risk remained in the eyes of lenders. This 

unnecessarily reduced management flexibility and increased the cost of funds.

On the other hand De Fraja and Stones (2003) argued that there was no theoretical 

reason to suggest that 100% debt financing was socially optimal. Too much debt 
might imply too much variability in the prices paid by consumers. The 'not-for-profit' 

structure of Glas Cymru was seen as creating a buffer in the form of financial reserves 
to protect customers and lenders in the event of adverse economic conditions. It
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suggested that this protection is paid for by consumers in order to build up reserves 

(DeFraja and Stone, 2003).

Although this suggestion was generally true for debt funded companies, it did not 

describe the unique characteristics of Glas Cymru. Glas Cymru was created with 

substantial savings in the purchase of DCWW. The company did not rely totally on 

debt, since lower purchase prices gave it a 'head start', and it showed an improving 

gearing level. While the company stocked up on financial reserves, it was also able to 
offer customer rebates in the second year of operation.

Therefore, in order to obtain the full benefit from the Glas Cymru structure, support 

from the regulator would be essential. At the moment, most of the advantages of such 

a structure seem to be 'neutralised' by the regulator. While a new 'Glas-friendly' 

regulator would allow the company to enjoy the full benefits of such a structure, it 

would also pose a danger of being too lax, as experienced in the early days of 

privatisation. It would take some time for the regulator to understand the way the 
industry functions, and creating a separate regulator, similar to the Water Industry 

Commissioner for Scotland, would not be completely ideal. More importantly, as a 
not-for-profit organisation, a separate regulator for Wales might attract more attention 

from the bureaucrats, making it more difficult to operate as a commercial entity. 

While Glas Cymru may not be completely pleased with some of the way Ofwat 
regulates, the regulator has shown that its regulatory regime has improved markedly 

since privatisation. It is, however, important that the regulator is seen to be responsive 

to changes in the industry.

Ministerial input also plays an important part in every periodic review. It is necessary 

for ministers to balance the needs of the various improvements recommended by 

relevant stakeholders. Naturally, water companies are likely to suggest more 

investments in asset maintenance and service performance. This sector has also been a 

soft target for the regulator, aiming for further efficiency. The long lives of the 

industry's infrastructure means that any under-expenditure in the sector may not result 

in immediate deterioration in asset condition or services, but will only be apparent 

after a number of years (Frontier Economics, 2002).

290



Chapter 8: The Effect of Ofwat's Regulation on Glas Cymru

Some stakeholders argue that there is no necessity to impose such a huge portion of 

expenditure on drinking water and environmental quality on customers. For example, 

WaterVoice demands cutbacks in EU-driven plans for environmental quality 

improvements. Instead, priority should be given to maintaining the water and 

sewerage network (Gow, 2003). WaterVoice Wales in particular suggests that 

customers' views be taken into account. Customers have paid for major improvements 

in the environment, and Wales now has the cleanest beaches and rivers for centuries. 

Customers should therefore be asked whether they are willing to pay for expenditure 

at the same or even increasing levels. Money should be spent on customer's highest 

priorities (WaterVoice Wales, 2003). The conflicting objectives between Environment 

Agency, WaterVoice and other regulators shows a need for policymakers to decide on 

the appropriate level of improvement needed and the costs of achieving these targets. 

Ministerial input is also expected to take into account of the fact that the price 

increase will take effect in April 2005, the year when the general election is likely to 

take place.
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CHAPTER 9: 

ANALYSIS AND CONCLUSIONS

This chapter summarises and reflects upon the conclusions made by the previous three 

chapters. Chapter 6 in particular examined the Glas Cymru structure, and asks 

whether it is suitable for the water industry. Chapter 7 examined the actual 

performance of the company, to see whether DCWW actually performs better under 

Glas Cymru. Chapter 8 shifted the attention to the regulator, Ofwat. By looking at the 

way the water industry is regulated, this research is able to weigh up whether Glas 

Cymru structure has an advantage over the rest of the industry.

This chapter revisits these research issues before drawing conclusions that answer the 

research aims - to find out whether the Glas Cymru structure is suitable for the water 

industry in England and Wales, and whether by adopting such a structure, DCWW 

enjoys an advantage in running the business. It also sets up an agenda for further, 

future research.

9.1 The Structure

Glas Cymru's fully debt-financed structure means that equity is totally removed from 

the company. Without equity, the company now has no shareholders, being replaced 

by a group of 'members' who have no financial interests in the company. Partly due 

to the bondholders' requirements, the company shifted towards a greater level of 

contracting out, including DCWW's core functions. These are the three main issues 

that take DCWW away from the norm of the water industry in England and Wales, 

raising questions as to whether they are suitable in such an industry.
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9.1.1 Debt finance

It has been established that although Glas Cymru was the first water company in 

England and Wales to operate using this structure, it was not the first to attempt to do 

so. In the year 2000, Kelda Group, was the first company that tried to separate 

Yorkshire Water and turn the water company into a debt financed mutual, owned by 

its customers (Lawrence, 2000). This proposal was rejected by the then Director 

General of Ofwat, lan Byart (OFWAT, 2000a). It was clear that, while Glas Cymru 

was the first company to opt for debt funding, it was not the only company in the 

industry to consider such restructuring. To a certain extent, the shift towards debt 

financed was initiated by companies whose shares did not do particularly well. 

Chapter 4 showed the poor performance of Hyder and Kelda's shares, as compared to 

Severn Trent and United Utilities which remained largely equity financed. As more 

and more companies opted for debt finance through a thin equity structure, it became 

evident that this was a natural development in financing methods for a mature 

industry like the water industry in England and Wales. However, Glas Cymru remains 

the only company that has no equity whatsoever. This is one area that is not easily 

duplicated by other water companies. Companies that opted for high gearing, e.g. Mid 

Kent Water, Southern Water and Anglian Water maintained a small amount of equity. 

The circumstances surrounding the sale of DCWW to Glas Cymru was particularly 

unique - e.g. DCWW was owned by WPD which earlier had taken over Hyder for the 

sole purpose of owning the electricity business. The company was not interested in 

the water part of Hyder, and was willing to dispose of DCWW at a discount. This 

gave the new owner, Glas Cymru, greater financial headroom. Although the company 

depended totally on debt finance, this discount at the beginning of the takeover 

allowed the company to enjoy a relatively low gearing level (for a company with such 

a structure). The trend demonstrated that the movement towards debt-funding was not 

unique to Glas Cymru, but was also applicable to some other companies in the 

industry. Glas Cymru was able to go further by turning itself into a debt funded, not- 

for-profit company due to unique circumstances that were not easily copied by other 

companies.
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These advantages were enhanced by the political support it received from the National 

Assembly of Wales. Having witnessed the collapse of Hyder, the idea of bringing 
back DCWW into Welsh ownership was a politically positive development. This was 

also unique to Wales, as no regions in England had a similar governmental setting as 
Wales. Being a public service company, the idea of bringing ownership back into 
Welsh hands was attractive to politicians at the National Assembly, and to the general 

public. Although somewhat incidental, it could still be accepted that in the case of 

Glas Cymru, Nigel Annett and Chris Jones from DCWW were convinced that the 
company would be able to operate in a better way as a stand-alone company instead 

of being part of Hyder. The takeover of Hyder by WPD, which had no interest in 

owning DCWW, made such a plan much easier to execute.

Glas Cymru was initially faced by considerable scepticism that such a proposal would 
be given the go ahead by Ofwat. When Ofwat decided not to block its plan to take 
over DCWW, the criticisms moved on to the long term feasibility of the structure. The 

reservations that many industry observers put on the Glas Cymru structure were based 
on the general characteristics of debt-finance, e.g. having to deal with refinancing risk 
at maturity of the bonds, and the risk-absorption risk. Although these were normal and 
valid comparisons between regular equity and regular debt finance, it was made 
without full insight into the nature of the water industry and the structure created by 
Glas Cymru. Indeed Glas Cymru type models were comparatively common in other 

water industries around the world. Glas Cymru had incorporated many safeguards into 
its bond structure to ensure that these issues would be appropriately handled when 

running DCWW. For example, the bonds issued were made in several tranches, each 

with different maturity and call-up dates. This would ensure that these bonds would 
not mature on the same date, making it more difficult to source refinancing. The 
interest rates had also been fixed to avoid any fluctuation in the cost of finance. The 

effect of this cheaper financing method was to cut the company's annual cost of 
capital from 6% to 4%, which translates into £50 million a year (Drakeford, 2002).
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There was an initial worry that there could be a mismatch between Ofwat's view on 
the cost of capital at future Periodic Review and Glas Cymru's locked-in costs. 
However, having a much lower cost of capital compared to the rest of the industry 
should enable Glas Cymru to maintain an advantage. Although a latecomer to debt- 
financing might still obtain cheaper loans due to lower interest rates, Glas Cymru's 
earlier adoption of such a structure with adequate financial headroom and growing 
reserves would allow it to maintain its competitiveness, and reduce the risk of failure 
(OFWAT, 200 Ic).

The industry has also witnessed the financial problems and even the collapse of water 
companies' parent groups. These financial catastrophes did not directly affect the 
operation of the water companies themselves. Adequate ring-fencing of a water 
business from the rest of a group's business ensure that poor performance of a parent 
company would not disrupt the ability of its water sector to operate effectively. The 
poor performance of Hyder, for example did not affect the ability of DCWW to 
operate as usual. In an extreme case, the collapse of Enron still allowed its subsidiary 
- Wessex Water - to operate normally before a new purchaser, YTL Corporation, took 
over. In the case of Glas Cymru, Ofwat had required further strengthening of the 
financial ring-fence. This included the prohibition of embarking into unrelated 
business (which could carry greater risks), the prohibition of any cross default 
covenant in the financing for the regulated business, and the requirement to maintain 
an investment grade credit rating.

Glas Cymru has so far shown that its financial structure is not as fragile as earlier 
thought. The credit rating for Glas Cymru is among the best in the industry. Instead, 
Northumbrian Water, a company with (initially) conventional financing saw its credit 
ratings downgraded to BBB, only one notch above junk status, after restructuring with 
greater debt reliance. This enhanced the view that although Glas Cymru shows that 
debt financing is suitable for the industry, other factors should be considered, 
especially for companies that maintain any degree of share ownership.

The industry also saw two interim determinations (to increase water bills in excess of 
what had been decided in the price review) in 2003, only a year before the new
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periodic review was due. Northumbrian Water and United Utilities successfully 

applied to increase their bills due to unforeseen additional costs. In 2003 and 2004, 

Glas Cymru was able to provide rebates to its customers. The company was also able 

to build up its financial reserves, showing the success so far of the new structure. This 

also showed that traditional method of financing (as used by United Utilities) was not 

as consumer proof as earlier thought.

The Glas Cymru's financial structure also incorporated various trigger events which 

would require the company to take specified remedial action, e.g. if net debt was 

greater than 95% of regulated asset value (RAV). This has been explained in Chapter 

6. These trigger event clauses ensured that any initial indication of poor performance 

would be identified at an early stage. There was also a standstill period to avoid 

special administration, in the event of default.

As far as financial structure is concerned, Glas Cymru was able to incorporate the 

relevant requirements that ensure the attractiveness of its bonds. The purchase of 

DCWW at below regulatory capital value gave the company extra financial 

headroom. This was not easily duplicated by other companies. The company was also 

willing to covenant not to embark into other unrelated business, and by doing so was 

able to avoid any cross default in any financing activities (since there was no other 

business to cross default with). This reduced financial risk relative to other diversified 

water companies/groups that embarked into unrelated, non-regulated business. Bonds 

were issued in several tranches, with different step-up and maturity dates. These were 

further strengthened by creating the 'trigger event' cases to prevent poor financial 

performance going undetected. The standstill period, special administration and the 

priority of payment 'waterfall' completed the safeguard for bondholders, making Glas 

Cymru's bonds very attractive to investors.

One unique characteristic of Glas Cymru was its stand-alone structure, without other 

business to deal with. The management had no conflict of interest, as they are only 

dealing with the regulated water and sewerage businesses. The management of other 

companies needed to balance running the water sector and running the groups' other 

businesses. Therefore, Glas Cymru management was seen to be more attentive and
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focused; they were able to present themselves as more credible. This credibility 

helped the company to borrow at even lower costs (van Duyn, 2002).

9.1.2 Outsourcing

The low risk nature of bond-financing within Glas Cymru required most of its work to 

be outsourced. This was partly to allow more transparency in the activities of the 

company. Outsourcing increased from 60% to well over 80%, with the main operation 

and maintenance contracts awarded to United Utilities. The initial worry over Glas 

Cymru's outsourcing policy was that the company might not have proper control over 

its regulated activities. As the licence holder, DCWW would be responsible for 

services, despite contracting them out. This worry was not completely unfounded. 

Under this policy, existing employees of DCWW would be transferred to the 

contractors (United Utilities, Thames Water etc), leaving Glas Cymru with just over 

100 members of staff. As per the reaction to the debt-financing method, Glas Cymru's 

outsourcing policy mainly received concerns that the company would not be able to 

properly control and monitor works done by contractors, and with only 100 staff 

within DCWW, would not be able to step in if contractors failed to perform 

adequately. However, if this outsourcing policy is scrutinised properly, most of these 

concerns had been taken into account and suitable safeguards had been put in place.

DCWW was already in the practice of outsourcing its work before the Glas Cymru 

takeover. About 60% of DCWW's work was outsourced before the takeover, and this 

increased to 80% after the takeover. While the 80% figure looks substantial, this was 

only an increment to the amount previously outsourced. Clearly, the company was 

already experienced in the outsourcing business. The nature of the water business also 

meant that the operation could not be transferred to other areas (as might uccur in the 

manufacturing industry). Although contracts might change hands, the personnel 

would remain largely the same. Glas Cymru's step-in right also included access to 

employees. In the case of the main contractor - United Utilities - the employees were 

mainly the same employees that were transferred from DCWW, with only two senior 

employees sent from United Utilities' head office.

298



Chapter 9: Analysis and Conclusions

The target for contractor performance was made in-line with Ofwat's target for 

DCWW. Remuneration is also aligned with Key Performance Indicators. Performance 

bonds must be provided by the contractors (or parent company guarantee), and sub 

contracting is limited. An early warning mechanism, similar to a bond-finance 

'trigger event', was also in place to detect underperformance. All these safeguards 

ensured that outsourcing under Glas Cymru would be properly monitored.

Although the subcontracting process involved a higher degree of transaction costs for 

Glas Cymru, the savings made should justify its outsourcing policy. It was expected 

that the high level of outsourcing could result in higher costs of monitoring, 

coordinating and insurance. However, as a business entity, the benefits of outsourcing 

seem to outweigh the burden carried by such a policy. In the case of Glas Cymru, the 

ability to build its financial reserve, and to maintain the relevant financial ratios, 

should in the end reflect the overall financial benefits of the structure, despite 

incurring higher transaction costs through outsourcing aspect. The risks associated 

with outsourcing (as addressed by the transaction cost theory, e.g. opportunism on the 

part of the contractors, and information asymmetry (as discussed in Chapter 4)) were 

dealt with through various methods within Glas Cymru. For example, the partnering 

scheme and the open book system used by the Welsh Water Alliance helped to 

address these issues.

The company has proven that its outsourcing policy achieved better results in terms of 

service performance. DCWW became the best company in overall performance 

assessment by Ofwat in 2002/03, a huge improvement from the seventh place when 

DCWW was taken over by Glas Cymru. After some teething problems, the company 

was able to convince the regulator that its outsourcing policy resulted in better service 

performance. In addition, Glas Cymru was also able to outperform its own 

contractors, e.g. it was able to outperform United Utilities in the North West area, 

despite suggestion that outsourcing to existing water companies could not improve 

Glas Cymru's performance in relation to those companies.
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The outsourcing policy has also attracted another set of competitors for the tenders 

offered. In an industry that is a natural monopoly, the creation of additional 

competition within the DCWW is welcome to the industry. The open book concept 

adopted by Welsh Water Alliance (a strategic partnering team for Glas Cymru's 

contractors) contributes to more transparent costing data. With an already well known 

cost benchmark within the industry, this open book system helps Glas Cymru to 

determine the appropriate remuneration for the contractors. This allows the 

contractors to make sufficient returns, and the open tender process ensures that 

excessive profits are not made by these companies.

However, while Glas Cymru's debt financing strategy also attracted some companies 

to adopt a high gearing / thin equity structure, there was no apparent move to more 

outsourcing within the water industry. On the contrary, Wessex Water, under the new 

ownership of YTL, decided to bring in-house most of its outsourced work. Both Glas 

Cymru and Wessex Water performed well (Wessex Water was in second place in 

Ofwat's overall performance assessment in 2002/03, after Glas Cymru). Therefore, 

while this thesis is not advocating either outsourcing or in-house work, it finds that 

Glas Cymru outsourcing policy has worked well so far. The company performed 

better, advancing from the seventh place in overall service performance when it 

started two years ago, to first place, although operation and maintenance works were 

done by other companies.

The actual test for Glas Cymru would be if any of the contractors failed to perform, 

requiring Glas Cymru to step in. This will prove whether the takeover process of the 

contracted work is going as smoothly as anticipated. Due to the nature of the water 

industry this is not a complicated problem. As shown by Wessex Water, bringing 

back the outsourced work in-house would not be particularly difficult, as the 

employees are not replaced, and the assets are static.
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9.1.3 Alternative to shareholder pressure

The immediate response to Glas Cymru's lack of equity was that it left the company 

with no shareholder pressure to perform. Again, this response was made without 

considering the water industry's regulatory environment and the possible creation of 

other incentives to replace shareholder pressure.

The requirements set by bondholders ensured that the management was particularly 

focused on financial performance. As described in 9.1.1 above, the need to keep 

financial status above the trigger event was similar in its effect to shareholder 

pressure. The executive directors' salaries and bonuses were also set according to 

financial performance, service performance and credit ratings of the company. Apart 

from working as an incentive, this method also avoided the 'fat-cat' issue that many 

equity-financed companies faced. As the shareholders' interests and customers' 

interests are usually opposing each other, it becomes an issue when bonuses or 

dividends are awarded, especially at a time when bills are increased. In the case of 

Glas Cymru, higher bonuses would be given together with lower bills to customers, or 

improved services. No dividends would be applicable to Glas Cymru, therefore 

creating less tension between customers and the company, whilst at the same time 

maintaining sufficient pressure to perform.

The regulatory nature of the industry also maintained pressure on the company to 

perform. The economic regulator, Ofwat, publishes an annual report on the water 

companies, as shown in Chapter 7. The performance of these water companies was 

measurable, and every company, regardless of the way it was financed, would be 

pressurised to improve performance. The requirements of other regulators, e.g. the 

Environment Agency and Drinking Water Inspectorate, also keep the companies in 

check.

The creation of a board of members with no financial interests in the company also 

contributed some pressures on the company to perform. While the pressures created
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by bondholders and credit rating agencies were largely financial, members put a 

certain degree of corporate governance pressure on the company. Without financial 

interests, some members would be more inclined to identify other obligations of the 

company, e.g. social obligations etc. While there was a danger of members confusing 

the business of the company with other issues, it helped to keep the company in check 

with other responsibilities. Although members' duties included scrutinising Glas 

Cymru's commercial and other targets, the financial pressure exerted by bondholders 

seemed to be stronger as an incentive. The pressure put by members would be more 

diversified due to their different backgrounds. The members' pressure alone was not 

enough to ensure company performance, and as members were seen as a replacement 

for shareholders, critics view there to be insufficient incentives for the company. 

However, this should be seen in totality, i.e. the additional pressure given by 

bondholders, credit rating agencies and the regulators all contributed to a stringent 

check on Glas Cymru's performance.

9.2 Key Finding I - Glas Cymru Structure is suitable for the water industry

The discussion above showed that, although the general structure of a debt-funded 

company raised many questions, its application to DCWW, with appropriate 

safeguards, has worked well (at least initially) for the company. The first two years 

showed remarkable company improvement in relation to previous performance, as 

well as when compared to other companies in the industry. The nature of the industry 

itself (a mature, low risk business) allowed such a structure to perform well. Not 

diversifying into other businesses allowed Glas Cymru to be financed more cheaply, 

as if it were a public body, whilst being run as a corporate enterprise.

Although Milgrom and Roberts (1992) pointed out many concerns associated with 

not-for-profit organisations (e.g. no incentive for cost control, and that managers may 

be able to appropriate income through high salaries etc), these concerns were 

sufficiently dealt with by Glas Cymru. Additionally, Glas Cymru is also a limited 

company, and is therefore treated in the same manner, e.g. in terms of the 

requirements for its annual reports and accounting requirements. The company does
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not escape scrutiny from the public, the regulators or the company's own members. 

The issues of 'fat-cat' normally associated with privatised institutions, and the danger 

of members abusing their positions in a not-for-profit organisations are still addressed 

by the company.

The company also appropriately addressed the issue of shareholder-bondholder 

conflicts of interest. As discussed earlier, it was argued by Jensen and Meckling 

(1979) that managers in a highly leveraged firm might take on excessive risks in order 

to serve the interest of the shareholders. There was also a danger of underinvestment, 

as managers might not undertake projects knowing that the benefits would flow to 

bondholders. These issues are partly solved by Glas Cymru not having shareholders at 

all, eliminating shareholder-bondholder conflict.

Apart from not having to satisfy shareholder demands, the company is also limited in 

its scope of business. Not being able to embark into activities unrelated to water and 

sewerage business means that the company is less likely to undertake excessive risks, 

so as to maximise returns. The company's investments are also closely monitored by 

the regulator. Since the company's proposed investment is linked to the tariff it is 

allowed to charge by the regulator, underinvestment will not benefit the company. 

The regulator ensures that the price limits reflect the company's investment and 

operational needs.

A not-for-profit company was also said to lack the ability to opt for the most efficient 

providers of goods and services. However, Glas Cymru's outsourcing policy ensures a 

highly competitive tendering process for its outsourced work. Even though the 

company is a natural monopoly for water and sewerage services, the tendering 

process maintains healthy competition in the industry. Glas Cymru's outsourcing 

policy seems to challenge the traditional view that core business should be kept 

inhouse (as suggested by Williamson (1989)). However, as mentioned in Chapter 4, 

outsourcing core activities would enable Glas Cymru to concentrate on meeting the 

regulators' requirements (as suggested by Baden-Fuller et al., (2000)). Outsourcing 

using a competitive tendering process would help the company to get the lowest 

possible price. Additionally, the open-book system used by Welsh Water Alliance
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would ensure transparency in the running of the water company. This is important to 

the bondholders so that any discrepancies will be identified at an early stage, therefore 

protecting their interests.

Despite being fully debt-funded, Glas Cymru ensures that its leverage is actually 

falling through accumulating financial reserves. It addresses the suggestion that the 

average cost of capital may not fall indefinitely as debt increases, and that excessive 

leverage should be avoided.

It can be concluded that Glas Cymru's structure did present alternative pressures for 

efficiency, mainly from bondholders, while maintaining strong pressures from other 

regulators. The structure also created a management that was more focused on and 

accountable for performance of the water and sewerage businesses compared to 

conventionally structured companies (Smith and Hannan, 2003). The risk of financial 

failure normally associated with highly leveraged structures, although present, was 

not fully applicable to Glas Cymru. Ofwat's ring fencing requirement and the 

bondholders' trigger event and standstill provisions partly ensured the safety of the 

water business. In particular, the extra financial headroom obtained by Glas Cymru 

through purchasing DCWW below regulatory capital value played an important role 

in reducing this risk. This financial headroom and associated growing financial 

reserves actually helped the company to reduce its gearing level, at a time when other 

water companies were gearing up. Although it will take time to see whether this 

structure works in the long run, it is evident that in the first two years Glas Cymru was 

able to reduce its dependence on debt through increased financial reserves, reducing 

the risk associated with highly leveraged companies. Despite worries that Glas Cymru 

might not be able to refinance in the future, Smith and Hannan (2003) discovered that 

different financial structures in the industry seem to improve access to different types 

of capital, and "in particular, highly leveraged structures may give access to a wider 

range of debt markets" (Smith and Hannan, 2003).

This research therefore concludes that the Glas Cymru structure itself is suitable for 

the water industry. However, highly geared companies still present a financial distress 

risk. Glas Cymru was able to start its business with substantial financial headroom,
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and top it up with more financial reserves, reducing its initially highly leveraged 

situation. It would be difficult to fully imitate the way Glas Cymru started life. The 

risk associated with such a structure was dealt with from the beginning, allowing Glas 

Cymru to have the ability to build up its financial reserves. Although the Glas Cymru 

structure was suitable for the water industry, it would not be easy to replicate. The 

existence of shareholders in thin equity structures still maintained the conflict 

between shareholders and customers, although it was argued that such a structure kept 

the corporate governance role within the company. As demonstrated above, the lack 

of shareholders did not necessarily reduce the corporate governance role, but it did 

abolish the shareholder/customer conflict normally associated with an equity 

structured business.

The way water is managed in other countries shows that the majority of these water 

services are kept under the responsibility of the government (including 

municipalities). Where the lack of incentives in a public body is an issue, a 

government owned corporate utility is set up to run the service. Where private 

participation is necessary, it is normally limited to service or management contracts, 

or infrastructure contracts (build-operate-transfer, etc), or a joint venture. Glas Cymru 

is most similar to the French 'affermage' system, where municipalities contract out 

the operation and maintenance of the service to the private sector. The main 

difference in Glas Cymru's case is that it is already a privatised organisation, and 

therefore is working on a private-private partnership, rather than the much talked 

about public-private partnership.

One major issue faced by the French system was that by contracting out the 

maintenance and service work on a long term contract, it gave the private sector more 

expertise, with the incumbent having greater advantage over new entrants. It was 

made worse by the fact that the industry is run mainly by three mega companies - 

Veolia, Suez and Saur. Glas Cymru needs to ensure that the same problem does not 

occur in Wales. The company has already invited tenders for more than one 

maintenance contract for 2005, reducing the advantage enjoyed by the incumbent 

contractor. Being completely privatised, the water industry in England and Wales has 

more varied private involvement (compared to France), i.e. either as owners or

305



Chapter 9: Analysis and Conclusions

contractors. DCWW is also experienced in water and sewerage business, unlike the 

municipalities in France which have other governmental duties.

It would probably be easier to start a Glas Cymru-like structure from a government set 

up, such Scottish Water and Northern Ireland Water Service, than from the privatised 

structure that already existed in England. The interest shown by the Northern Ireland 

Assembly towards Glas Cymru could be seen as an attempt to study the suitability of 

this method for the water industry in Northern Ireland62 . The idea of financing the 

business as a public body (cheaper than the private sector) but operating it as a 

corporate institution would be easier to apply to government water authorities, and 

probably less controversial than the change seen in the water industry in England and 

Wales.

9.3 Key Finding II: Glas Cvmru is better off with this structure

This research finds that the Glas Cymru structure is suitable for the water industry in 

England and Wales, but places a caveat on the ability of other water companies to 

create an identical structure. The research continues to ask whether by adopting this 

structure, Glas Cymru is at an advantage, or otherwise, taking into account the 

regulatory regime in the industry. This was dealt with in detail in Chapter 8.

Despite being privatised, the water industry still needed to be tightly regulated due to 

its natural monopoly status. Although good corporate governance could help to ensure 

that companies did not manipulate prices unreasonably, a formal regulatory regime 

was still necessary. It was established in Chapter 2 that ownership (whether public or 

private) by itself was not an adequate solution to the natural monopoly problem, and 

that a privatised natural monopoly would still involve a high level of regulation. 

Where competition was feasible, regulation could take a back-seat approach (e.g. in 

the case of British Airways or British Telecom), but this was not always practical in

62 Northern Ireland Assembly Committee for Regional Development visited Glas Cymru on 9th May 

2002.
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the water industry. Therefore, despite being privatised, the role of Ofwat as the 
economic regulator is still hugely relevant to the water industry.

However, one of the issues raised in Chapter 8 was the way Ofwat assessed the 
efficiency of water companies in England and Wales. DCWW has been presenting 
various arguments to show that Ofwat's methodology did not result in an accurate and 
fair representation of DCWW. In particular, the regional differences contributed to a 
range of cost differences between companies. This issue was relevant to DCWW, but 
not as a result of the Glas Cymru structure.

The way Ofwat treats water companies in the next periodic review will determine 
Glas Cymru's position in the industry. Ofwat's framework and approach to setting the 
next price limits show some inclination not to encourage water companies to adopt a 
thin equity structure. As a result, while Glas Cymru may enjoy some benefits from its 
structure, some of these benefits will be 'watered down' by Ofwat's insistence on 
discouraging debt finance. Theoretically speaking, without shareholders, there would 
be no need for the same level of price regulation (McCallum, 2002). It would not 
reflect well on the regulator if Glas Cymru was given a special treatment, and this 
would also encourage other water companies to adopt a similar structure.

Although the anticipated advantages may be reduced, the lower costs achieved during 
the current periodic review period (2000/01-2004/05) has allowed Glas Cymru to 
accumulate substantial financial reserves. In the next periodic review, despite the 
dilution of further advantages, Glas Cymru will be in a much better position. As the 
company is only running water and sewerage businesses, there will be no risks 
associated with other activities. Credit ratings are more likely to be stable in the case 
of a mature, low risk water business. The accumulation of financial reserves will help 
the company to face financial shocks.

However, Glas Cymru also faces the risk of new companies issuing debt at lower cost 
(compared to Glas Cymru's already fixed rates). In this case, the financial reserves 
accumulated will be useful to maintain its position in the industry. Glas Cymru's early
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choice of a debt finance structure may ensure that the company is ahead of any newer 

similar structure.

One of the major changes brought about by the Water Act 200363 was the creation of 

a board structured regulatory authority, replacing the single regulator system put in 

the hands of the Director General of Ofwat. Having an individual as a regulator 

implied that any decision made by Ofwat was made personally by the Director 

General. For example, the decision by lan Byatt, the first Director General of Ofwat 

to reject Kelda's proposal to turn Yorkshire Water into a not-for-profit mutual 

organisation was compared to his successor's (Philip Fletcher) decision to allow Glas 

Cymru's proposal to do something similar to DCWW. A Board structure for the 

regulator will avoid such issues. The Water Act also created a new consumer 

objective, i.e. to protect consumer interests, including promoting (rather than just 

facilitating) effective competition. It also created a Consumer Council for Water, a 

body independent from the regulator. An earlier renaming of Ofwat Consumer 

Council to Water Voice was a step in anticipation of the Water Act.

The Competition Act allowed a sufficient framework for other utilities (electricity, 

gas and telecommunication) to liberalise the industry. This was not the case for water. 

The Water Act 2003 was aimed towards providing water specific regulation for 

competition (OFWAT, 2003 e). It introduced changes to abstraction licensing, and 

tougher penalties for water undertakers in breach of their licence conditions. 

However, there was still scepticism as to whether this Act would enable the levels of 

competition enjoyed by other utilities. Any competition for water customers is limited 

to large industrial consumers (with annual consumption of at least 50 megalitres), and 

the conditions for each licence are unclear. The power to issue new licences is in the 

hands of the Secretary of State and the new regulatory authority, which was seen as 

excessive delegation of powers (Ockenden, 2003). This was viewed as creating 

uncertainty and inconsistency, for example in defining 'reasonable returns' that the 

current licence-holders would be entitled to recover in the case of the change of 

suppliers. While the Act allowed for 'reasonable returns', there was no detail on how 

this would be decided, and this could lead to more regulatory risk.

63 Royal Assent was given on 20th November 2003.
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In order to be as competitive as water companies in England, it would be necessary to 

keep Glas Cymru within the regulatory scope of Ofwat. This was to avoid a similar 

situation to that facing Scottish Water Authorities, which saw their efficiency level 

lagging behind that of the privatised water companies in England and Wales. The 

subsequent action to merge the three Scottish Water Authorities and the creation of 

Ofwat-like Water Industry Commissioner for Scotland was an attempt to handle the 

issue of efficiency and water bills in Scotland, which were higher than those in 

England and Wales. It was also important for Glas Cymru to still be seen as a 

corporate body, and not as a re-nationalised institution, so that the focus of the 

company would not change. Although this research finds that Glas Cymru may be 

able to perform better if the full benefits of debt-funding are allowed by Ofwat, 

creating a separate regulator for Wales for this reason alone may not be justified. It 

has been shown that the Scottish water industry lagged behind its counterparts in 

England and Wales due inefficiency. Having Ofwat overseeing, among others, the 

efficiency of the companies in England and Wales, helped to keep Glas Cymru in 

track of its performance. Creating a new regulator for Wales will take away the 

attention of the company, and may involve greater costs to Wales.

Instead, it is more important for the existing regulator (Ofwat) to be more responsive 

to industry changes, e.g. in this case, the move towards other sources of finance.

This research can conclude that Glas Cymru still maintains the advantages of adopting 

this structure. Until the new periodic review takes effect, the company will be able to 

further accumulate financial reserves. As the new periodic review takes effect in 

2005, the positive effect of the structure on the company may fall. However, with 

lower gearing and higher financial reserves, the company is expected to maintain 

good credit ratings and should be able to run DCWW effectively. As more and more 

companies are gearing up, the regulator is expected to take account of this 

development, and Glas Cymru will benefit further from this. At the moment, the 

company is seen by Ofwat as being different, making it difficult for the regulator to 

compare companies across the industry. The approach of Glas Cymru contributes an 

annoyance factor to the regulator, as the industry is no longer structurally similar. As
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discussed in Chapter 8, maintaining a universal regulatory approach could dilute the 

advantages of this new structure. On the other hand, 'assisting' Glas Cymru to 

maximise its benefit would encourage other companies to follow Glas Cymru, 

something that the regulator has been trying to avoid. As long as Glas Cymru is not 

specifically penalised, in the future the structure will still be advantageous, although 

not to its full potential.

Although the regulator's approach may not allow full benefits of debt-financing to be 

recouped, this research does not see this as a justification for a separate regulator for 

Wales, as there is already a mature regulatory regime in this privatised industry.

9.4 Limitations and the Need for Further Investigation

This research has followed the development of Glas Cymru from the acquisition of 

DCWW in May 2001. It has taken into account previous data relating to DCWW, but 

the data relating to Glas Cymru was limited to the two years of its existence as the 

owner of DCWW.

In order to be holistic, this research looked at the development of Glas Cymru's 

financial and service performance. It also looked at the way the industry was 

regulated. While the generality of this research helped to open up more questions, it 

did not answer detailed questions on specific areas. For example, the debt-finance 

structure needs further investigation to see the long term effect of Glas Cymru on the 

water industry. Similarly, more study on the way Ofwat regulates the industry is 

needed to ensure the suitability of the methodology adopted.

A combination of quantitative and qualitative data has been used in this research. The 

quantitative data was limited to the two years of Glas Cymru's operation. Where the 

data shows apparent changes in the way DCWW performs, this research concluded 

that Glas Cymru's structure contributed to this development. Data from a longer time 

frame may provide a bigger picture. Quantitative data was collected from interview 

subjects. These subjects were limited to a small number of stakeholders.
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Organisations tended to prefer having one person to be their representative, limiting 

the number of interviewees. In this case, the view of one person was taken as 

representing the organisation.

The grounded theory style strategy used in this research provided very general 

answers to the research questions. However, this approach prompted further questions 

for future research, especially when more data and higher quality information are 

available. Despite this limitation, the research's generalised findings are hoped to 

drive further investigation into this new phenomenon in the water industry of England 

and Wales. In particular, this research observed the similarity of the Glas Cymru 

model to other water companies around the world, especially in France. The mixture 

of public and private sector involvement in the water industry outside England and 

Wales showed that the approach adopted by Glas Cymru was not unusual, except that 

in Glas Cymru's case, it originated from a privatised institution. Therefore, when Glas 

Cymru's structure was adopted, it was seen as moving from the spirit of privatisation 

and equity financing. At first this research was interested in Glas Cymru's uniqueness 

in the water industry (in England and Wales). It later found that Glas Cymru was 

more akin to other water companies in the region. In truth, the English model was the 

odd one out, being one of the few water utilities that were completely privatised.

9.5 Concluding Comments

This research concluded its key findings in sections 9.2 and 9.3 above. These 

answered the two research aims, i.e. to find out whether the Glas Cymru structure was 

suitable for the water industry in England and Wales, and whether the company was 

at a regulatory disadvantage by adopting this structure. This research is inclined to 

suggest that the structure is suitable for the water industry. While the structure was 

unique to England and Wales, it has been proven to be workable in other countries, 

particularly France. Glas Cymru also managed to address the negative issues 

associated with such a structure sufficiently to allow the company to achieve better 

service performance, increased financial reserves and, at the same time, maintain its 

credit ratings and financial ratios.
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Glas Cymru took over DCWW in 2001, only a year after the periodic Review for 

2000-2004 took effect. The price limit imposed was based on the cost assumptions of 

DCWW's old structure. DCWW's higher costs were reflected in higher price limits. 

The cheaper cost of debt gained from the Glas Cymru's structure, and the higher price 

limit allowed by Ofwat will contribute bigger financial reserves in its first four years 

(until 2005). This gave Glas Cymru a head start, despite its being a highly geared 

company. Whilst more and more companies adopted thin equity structures, Glas 

Cymru's gearing was actually falling due to its increasing financial reserves. This 

research therefore concludes that it was an advantage for Glas Cymru to adopt this 

structure. However, this status is subject to Ofwat's future regulatory approach. At 

present, while the advantages post 2005 are expected to be diluted by the regulator's 

stance, Glas Cymru's high financial reserves and lower gearing should enable the 

company to run its business effectively.

Glas Cymru has so far demonstrated that its structure was not as fragile as earlier 

envisaged by some stakeholders. While the regulator looked at the company as the 

odd one out in England and Wales, its structure was not so alien in Europe. The 

regulator's reservation was mainly based on the fact that changes in the structure of 

water companies in England and Wales would complicate its comparative 

methodology and therefore affect its regulatory system. It is important for the 

regulator not to look at Glas Cymru as an 'annoyance' to its well developed 

regulatory regime, but rather as a natural evolution of the water industry in England 

and Wales. While the Glas Cymru structure was once dubbed as 'a Welsh solution to 

a Welsh problem' (Ockenden, 200Ic), it is apparent that in a wider context, it is not 

atypical within the global water industry, and is likely to produce at least comparable 

results to the equity driven model in England. Given that this structure works well 

around the world, perhaps it is the English system that may need regulatory re 

appraisal in the future.
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Appendix 1: French Water Companies

APPENDIX 1: FRENCH WATER COMPANIES

Suez

Lyonnaise des Eaux was created in 1880 for the distribution of water, gas, public 

lighting and electricity. The French colonial empire allowed Lyonnaise to acquire 

international participation as early as 1914, with activities in Morocco, Tunisia, 

Congo and New Caledonia.

In 1967, Compagnie Financiere de Suez became its main shareholder. They merged in 

1997, and renamed Suez Lyonnaise des Eaux. The company diversified into water 

treatment in 1974, and waste management (through Sita) in 1979. In 2000, the water 

businesses within the group (including Lyonnaise des Eaux) were regrouped under 

Ondeo. In 2001, Suez Lyonnaise des Eaux was renamed Suez. The company now has 

water (through Ondeo), Energy (Tractebel), waste management (Sita) and 

communication in its portfolio.

Suez has since acquired various business interests overseas, e.g. US waste operator 

Browning Ferris Industries and USFilter, and 58% stake in Renoflex, Copenhagen's 

main waste collector. It also uses its subsidiary strategically to penetrate into other 

market. For example, Suez's subsidiary Aguas de Barcelona was used to gain access 

into Latin America, and Suez owned Northumbrian Water was part of a consortium 

for a water treatment project in Scotland.

Veolia

The company was founded in 1853 as Compagnie Generale des Eaux. It supplied 

water to Lyon in 1853, Nantes in 1854 and Paris in 1860. In 1880s it started its 

overseas operation with services in Constantinople and Porto, Portugal.

The company did not diversify until 1967, when it ventured into public heating and 

waste incineration, and in the 1980s into telecommunication and audio visual 

business. In 1990s the company's water business penetrated into other countries like 

the United States, Australia, Malaysia, China and Mexico.
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The group was renamed Vivendi at the end of 1990. Generale des Eaux is the entity 

used for its water business in France, and Vivendi Water for international ventures. 

All water and wastewater services are grouped under Vivendi Environnement. 

Vivendi's water business is mainly concentrated in Europe, followed by North and 

South America, and Africa and the Middle East. It has since been renamed Veolia.

In the UK, Veolia owns Folkestone and Dover Water, Three Valleys Water and 

Tendring Hundred Water.

SAUR (Societe d'Amenagement Urbain et Rurale)

The company was created in 1933 for the production and distribution of drinking 

water and the treatment of wastewater. The company is most successful in Africa. It is 

wholly owned by Bouygues, with interests in telecommunications, the media, utilities, 

and construction. In the UK, South East Water is owned by Saur Group. South East 

Water is a water only Company (not providing sewerage service), a result of a merger 

of four different companies64 bought by SAUR.

64 The companies were Mid Sussex Water, Eastbourne Water, West Kent Water and Mid Southern 
Water
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APPENDIX 2: INTERVIEW QUESTIONS - BASIC STRUCTURE

Glas Cymru model

• Is it suitable for the water industry in the long term - 

for Wales only; 

for water industry generally.

• Is it reversible? Will there be a need to return to equity structure?

Issues within the structure

• Outsourcing - does Glas Cymru outsource and control / monitor the contractors 

efficiently? Can Glas ensure that the profits made by the contractors are not 

excessive? Will the present contractors have advantage over new bidders when the 

current contracts expire?

• Are the alternatives for shareholders' pressure satisfactory?

• Members - do they play effective roles?

• Multi-utility business - will Glas lose out to multi-utility companies? -By 

subcontracting to other existing water companies, can DCWW improve its 

standing in Ofwat's league table (beating the contractors' own water business 

themselves?)

Ofwat - General

• Are you pleased with the performance of the economic regulator Ofwat?

• Should Ofwat's functions be extended to other roles?

• Price cap / yardstick regulations, regional differences - are the issues fairly 

addressed?

• Is Ofwat independent?

• Is greater level of competition possible? Should merger be allowed?

Ofwat - Glas relationship

• Was/Is DCWW fairly treated by Ofwat when it was under WPD/Hyder 

ownership, and now under Glas Cymru?
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v9Should companies with greater/total debt financing be treated differently? 

Can Ofwat still make universal assumption with regard to equity: debt ratio? 

If companies are treated in the same manner, will Glas be better off/ worse off? 

Does the change in water company structures make it more difficult for Ofwat as 

well as other regulators to function properly, e.g. to make performance and 

efficiency comparison?
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APPENDIX 3: INTERVIEW QUESTIONS - NIGEL ANNETT, EXECUTIVE 

DIRECTOR. GLAS CYMRU.

1. Glas Cymru has proven that its structure works well in the water industry so 

far, e.g. through good credit ratings, successful outsourcing and improvement 

in service performance. To what extent will Ofwat's approach to the next 

Periodic Review affect Glas Cymru? In particular:

i. Does Glas Cymru's perception of a 'level playing field' promised by

Ofwat differ from Ofwat's own view? 

ii. Ofwat still promotes the traditional equity model as a better structure

compared to a totally debt funded company. Does this view affect Glas

Cymru's approach in running a water company? If so, how? If not,

why not?

2. Ofwat's Approach and Framework for Periodic Review 2004

i. Glas Cymru was the only respondent to Ofwat's consultation on its 

approach on voluntary customer rebates. Why did Glas Cymru find it 

disadvantageous if Ofwat ignored the customer rebates given to 

DCWW's customers? What factors led Ofwat to conclude that such 

rebates were not voluntary?

Offering customer rebates on the assumption that they would be 

reflected in the next price limit might give rise to the suggestions that 

such rebates were a political gimmick. Being a not-for-profit 

organisation, is Glas Cymru particularly susceptible to such 

accusations - i.e. giving rebates now but raising prices later? Is Glas 

more likely to refrain from offering rebates in the future?

ii. Ofwat maintains the same approach in its treatment of taxation, i.e. a 

company specific approach. Being a debt funded company, a generic 

approach will benefit Glas Cymru more. To what extent will this affect 

Glas Cymru in the next Periodic Review?
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iii. Ofwat's change in its approach towards embedded debt may or may 

not affect Glas Cymru. Such treatment is not needed if the interest 

rates work in favour of Glas Cymru. On the other hand, if the interest 

rates work against Glas' assumption, it is likely to be more greatly 

affected compared to companies with less debt. Will Ofwat's change 

of approach give Glas Cymru a smaller margin of error?

iv. Ofwat's generic treatment of Cost of Capital gives Glas Cymru an 

advantage over a traditional equity company. Does this advantage 

outweigh other disadvantages it will encounter in the next periodic 

review? Will the advantages enjoyed during the second half of the 

1999 Price Limit be 'neutralised' by Ofwat's approach in the 2004 

Review? Will Glas Cymru be left with a thinner buffer to fall back on 

from 2005 onwards?

v. Glas Cymru continues to object to Ofwat's approach to the setting of 

efficiency target. On the other hand, the regulator insists that material 

differences are taken into account (if they are statistically sound). The 

explanations given by water companies are sometimes said to be too 

simplistic and unjustified. Do you find that DCWW is particularly 

adversely affected by Ofwat's approach? If so how? 

DCWW is generally at the bottom of the league in the operating 

efficiency, but one of the best companies in capital maintenance 

efficiency. Is there an explanation for this?

vi. Opinion on DCWW's draft business plan: e.g. on the need for a huge 

price increase to finance drinking water quality and environmental 

improvement. WaterVoice suggested that customers should not be 

burdened by such spending considering the high standards already 

achieved. Do you think it is necessary to meet all the environmental 

and drinking water requirements? Will it have considerable impact on 

the water business?

3. Debt funding
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i. Despite being considered a low risk industry, credit rating downgrade 

is still possible, e.g. as shown by Northumbrian Water recently. Is Glas 

Cymru's debt structure robust enough to maintain its ratings? Why?

ii. Glas Cymru's takeover was made when interest rates were at historical 

low level. Is Glas Cymru's hedging strategy sufficient to face almost 

certain higher interest rates in the future? Why?

iii. Moving to debt funding was a financial decision. Some sceptics 

suggest that Glas Cymru was telling non-financial stakeholders things 

they want to hear, e.g. getting a Welsh company back into Welsh hand, 

which effectively secured support from National Assembly for Wales 

and the general public. Is there more to Glas Cymru than just a method 

to finance DCWW?

Outsourcing

i. Glas Cymru has shown that its outsourcing policy works well, by 

being top of the league in service performance. With minimal number 

of employees, is Glas Cymru able to step in in case of a contractor's 

poor performance? How?

ii. Glas Cymru's second procurement plan considers longer contract 

duration. How will Glas balance the benefit of longer contracts with 

the danger of unforeseen Ofwat's decision at each periodic review?

iii. Ofwat suggested that outsourcing to existing water companies would 

not help Glas Cymru to achieve greater efficiency, and should consider 

contracting out to non-water companies. Do you agree? Why/ Why 

not?

iv. Being a not-for-profit company, any profit made by the contractors can 

be an issue (profits are made at the contractors' level, reducing any 

prospective financial reserve for Glas Cymru). How can Glas ensure 

that the profits made by the contractors are not excessive, but at the 

same time attract bids from prospective contractors. Will the present 

contractors have advantage over new bidders?

5. Role of members
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i. Are you convinced that the roles played by members are sufficient as a 

replacement of shareholders? Why?

ii. Some question the fact that members were appointed by the board 

members and could also be asked to resign by the board. Does this give 

rise to the question of accountability? If not, why not?

6. One major concern raised by some stakeholders is that Glas Cymru structure is 

not tested, and that the long-term viability is unclear. Are you convinced that 

Glas Cymru will be able to survive future regulatory changes? Do you foresee 

the need to reverse the structure in the future?
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APPENDIX 4: LIST OF INTERVIEWEES

Name / Organisation

Anthony Ducroq - Glas Cymru member

Angela Elniff-Larsen - Glas Cymru member

Nigel Beidas - Glas Cymru member

John Evans - Glas Cymru member

Jennifer Cole - Glas Cymru member

Denis Taylor - Glas Cymru member

Geraint Talfan Davies - Non Executive Director, Glas Cymru

Nigel Annett - Executive Director, Glas Cymru

Simon Coton - Communication Manager, Glas Cymru

Clive Sterl - Regional Manager (Wales), WaterVoice

Bill Emery - Director of Costs and Performance & Chief 

Engineer, Office of Water Services (OFWAT)

Phil Bishop - Environment Division, National Assembly for 

Wales

David Davies AM - Conservative Spokesman on 

Environment, Planning and Transport

Janet Davies AM - Plaid Cymru Spokesman for the 

Environment

Interviewee A (City Background)

Interviewee B (City Background)

Date Interviewed

18th June 2002

20th June 2002

17m June 2002

17th June 2002

16th August 2002

20th June 2002*

18th April 2001 

18th Dec 2002

24th Nov 2003 

14th Jan 2004

5th June 2002 

23rd Dec 2002

12th July 2002

4th Sept 2002

28th Mar 2001 

10th June 2002

5th Dec 2002

20th Jan 2003

25th April 2002

13th May 2003

* written reply
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