






   

 

 

 

 

 

 

Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 

1 Delivering what matters – an outcomes-
focused approach 
Q1. Do you agree with the process for 
deciding on the nature of the incentive (non-
financial one – or two-sided and for allowing 
trade-offs where appropriate)? 

Given the scale of changes being proposed in this price control it is imperative to keep the incentive 
framework simple and transparent. 
Incentives should have symmetrical rewards and penalties linked to measures of success, with scope 
for trade-offs between the individual measures. A “basket” form of control would achieve this, with the 
ability to weight incentives and to be able to trade off the successes and failures within prescribed 
“corridors”. The effect of reputational penalties can be as strong, if not stronger, than financial 
incentives and should therefore have an equal standing in regulatory terms. 
Setting effective non-financial (reputational) benefits will not be easy.  Non-financial benefits will 
probably be most effective where companies’ performance against a set of consistent measures is 
compared in the public domain in the form of league tables (as per output based regulation). 
Outcome delivery incentives should be based on “measures of success” associated with each 
selected outcome.  Measures of success for “reliability of supply” and “customer service” outcomes, 
for example, might include leakage and SIM scores (see our response to the consultation on 
wholesale incentives on 4 October 2012). 

Q2. Do you agree with our proposal to The majority of incentives will need to have an impact within a price control period.  Some may involve 
consider delivery incentives for the next five longer term projects (e.g. improving water quality or reliability of supply), so the option of setting 
years? If not, how should we use longer- incentives for progress towards longer term outcomes need to be allowed for. 
term delivery incentives? Option 2 – one off assessment at the end of the agreed timescale for outcome delivery – would only 

be appropriate for outcomes measured over a delivery period of less than ten years (because of the 
degree of change that happens in the regulatory regime). 

Q3.Under what circumstances do you think 
we should set consistent performance 
commitments and incentives across all 
companies? Are there particular examples 
where consistent incentives would be 
beneficial? 

Consistent incentives across all companies are likely to apply to statutory and regulatory obligations 
(e.g. supply of water or regulatory reporting requirements) with standard rewards and penalties 
applying to all companies. 
In setting out the incentive framework Ofwat should enable customers to benefit from improvements in 
the ability of companies to meet their customers’ aspirations during the five year price control.  
Specific customer aspirations (e.g. reducing interruptions to supply) which customer surveys indicated 
a willingness to pay for but were not cost beneficial at the time of business plan completion, should be 
enabled if the situation changes.  If, for example, the company is able to reduce interruptions to supply 
during the price control period, there should be a mechanism to allow the customers to benefit from 
the improvements without waiting for the next price review. 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 

2 Defining retail (and wholesale) services 

Q4.Do you agree with our definition of retail?  
Specifically, do you agree with our preferred 
option for demand-side water efficiency 
services, customer-side leaks and developer 
services? 

While we comment below on the current definition of Retail, we consider this debate to have continued 
for too long, given where we are in the timetable.  A clear decision need to be made so companies 
can start planning with certainty.  More fundamentally there are bound to be changes and adjustments 
needed to this definition as the price controls evolve with the market so a process needs to be set out 
to deal with this. 
For developer services it is not clear how the split between Wholesale and Retail will be determined, 
and this may create distractions over a relatively small cost.  Given the more material issues to 
address, we urge a simple allocation of the whole cost to Wholesale for PR14, allowing focus on more 
material costs. 
In the overall incentive framework there is a need to address appropriate incentive mechanisms 
dealing with the interaction between Wholesale and Retail with regard to services such as metering 
and supply side leakage. 
We do not agree with your view that demand-side water efficiency services and customer-side leak 
repairs should be wholly within Retail.  We believe that activities should be split.  The Retail function 
should have the option of offering these services as part of its customer service benefits, however, the 
Wholesaler should have the opportunity to (or may wish to) invest in these activities as an alternative 
to resource development as part of its least cost Water Resources Management Plan. 
It is not clear who will specify the type and functionality of smart meters given the different priorities of 
the Wholesale and Retail businesses.  Wholesale and retail will have to work together to realise the 
benefits of smart metering which together with the use of tariffs can be designed to reduce demand 
There also needs to be further clarity regarding the statutory duties for the water companies (e.g. for 
supply) given the split between wholesale and retail – how will these statutory duties be split and on 
which business will the obligation fall, Wholesale or Retail? 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 

3 Setting wholesale controls 

For controlling wholesale revenues We agree that RPI+K should be used for controlling wholesale revenues. 
Q5. Do you agree with our proposed scope On the proposed revenue control for wholesale to limit revenue collected from connection and 
for the wholesale water and wastewater wholesale charges, we need further details of how the mechanism will work in practice to inform our 
controls, given the proposed scope of the business plans 
retail business we have defined in chapter 3?  We agree with the proposed scope of the wholesale control with the exception of customer side 
Are there any revenues of the regulated leakage and water efficiency – see our answer to Q4. 
wholesale business you think should be 
excluded from this scope – if so, please give 
your reasons? 

Rechargeable works and other activities involving cost recovery on a statutory basis can be excluded 
from the control as having no effect on prices to ultimate consumers and being regulated by statute 
(enforced by Ofwat’s power to review disputes). 

Q6 Do you agree with our proposal for a We agree that water wholesale prices should incorporate an adjustment for volumes of water 
mixed revenue and revenue yield form of supplied, and the number of new metered connections.  In making this adjustment Ofwat needs to 
water wholesale control, including our ensure that volume reduction in water is incentivised (e.g. through outperformance on leakage 
proposed adjustment mechanisms to smooth controls or water efficiency) rather than neutralised through an overall volume-based “true up” each 
allowed revenues within the control period?  year. 
Are there any adjustments you would We would like a better worked example of how the revenue adjustment mechanism will work in 
suggest? practice with volume of water and metered connections.  The example and tables on pages 61-62 of 

the consultation document are not clear.  We are happy to work with Ofwat to develop a mechanism 
for dealing with the fact that the actual volume of water delivered is not known until after year end, 
after the next year’s charges have been set.  This was discussed with Chris Esslin-Peard at our one to 
one meeting in March 2013. 
Change protocol. We would like confirmation that existing mechanisms for dealing with changes 
outside of management’s control (e.g. logging up/down, IDOKs) will still operate. 

Q7. Do you agree with our proposed simple 
revenue control for wastewater wholesale 
services? Do you have any evidence that 
suggests a revenue yield element should 
also be included? 

N/A 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 
Q8. How do you suggest we incentivise 
companies to prepare and update accurate 
demand assumptions to apply our proposed 
forms of wholesale control? 

Companies are already incentivised through their water resource management plans and outcome 
incentives to get demand forecast correct.  Additional incentives might be created through the 
application of a light touch review for demand forecasts that are well supported by the water resource 
planning process and by a risk-based ex post review process where actual demand varies 
disproportionately for the company (compared to equivalent variations seen for other companies). 
As mentioned in our answer to Q6 we would like to see a better worked example of how the revenue 
control mechanisms will work in practice with annual adjustments now taking place against actual 
demand each year instead of at end the end of the five year price control as is currently the case. 

For cost assessment 
Q9. Do you agree with our draft process for 
developing baselines? If not, how might it be 
improved? 

Our view, as expressed in our response to previous consultations is that the overall approach of 
triangulation of baselines and the use of Totex menus is complex, and is reliant on the collection of 
high quality data in a challenging time scales.  We believe that Totex is a sledgehammer to crack a 
nut, however we acknowledge that Ofwat appear to be wedded to this particular approach. 
We would also like further information to understand the intended relationship between cost 
assessment incentives (menu choices) and outcome incentives and the ability to recognise trade-offs.  
This is important to avoid the situation of “double jeopardy” or double counting penalties for the same 
measure. Clearly if cost incentives are too strong and account for a substantial element of the 
acceptable range of plausible RORE performance, the scope for significant outcome delivery 
incentives (upon which much of the customer engagement process will have focused) will be 
diminished – potentially to an unacceptable degree.  Consideration needs to be given to the 
acceptable balance between costs and outcome based incentives.  
We also would like further clarification around the criteria and timetable for Ofwat’s proposed 
adjustment of a company’s PAYG ratio as this will be a crucial influence on overall bills to customers.  
Given the above issues around Totex and menus further industry workshops should be planned to 
clarify the overall approach and agree the next steps. 

Q10. What area of expenditure do you Wholesale controls should include customer side leaks (see our answer to Q4), make separate 
consider we should exclude from the general allowances for metering and address the issue of payment terms between the Retail and Wholesale 
cost assessment methodology (that is businesses (see our answers to Qs16 & 20). 
advanced econometric models and In principle we believe that it is important to keep baseline and menus simple and transparent and to 
econometric models)? How should we focus on costs that drive Outcomes and “measures of success” 
assess these costs? 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 
Q11. What special factors should be As discussed with Ofwat at the follow up wholesale methodology meeting on 15 March 2013, bulk 
considered for your company as part of our supplies are of concern to SESW given the proposals for Totex and we believe that these can be 
cost assessment? What criteria should we managed more effectively using a variation of the existing capex and opex controls that we currently 
use to assess whether we need to take have. As discussed at our one to one meeting on 15 March, we have offered to work with Ofwat to 
account of these in our view of your costs? prepare a worked example of how water trading might work.  See “water trading” below. 

SESW is the only company with a statutory duty to soften the majority of water supplied and the 
significant additional costs involved need to be treated as a special factor. 
Regional wage differences for the Wholesale business also need to be taken into account as these 
cannot be diversified away by management action (the Wholesale business must have an operational 
capability within its statutory area of supply). 

For cost performance incentives Rates, pension deficits and EA charges should be excluded from the general cost performance 
Q12. Do you agree with our criteria for incentive framework, as they are outside the control of prudent management and incentives for cost 
excluding costs from the general cost performance are irrelevant. 
performance incentive framework?  What Costs (both operating and capital) related to efficient water trading/bulk supply proposals should also 
types of costs should we exclude from the be excluded from cost assessments as they will have been tested through the water resource 
general framework?  Please explain how management plan development process 
these meet the cost exclusion criteria and 
how we should incentivise cost performance 
for these costs. 

For cost recovery 
Q13. At what point should we take the MEA 
values to split the 2015 RCV in order to set 
water and wastewater price controls? 

N/A 

Q14 Do you agree that it is possible to The proposals simplify Ofwat’s process for calculating tax, but still require the same amount of work to 
simplify our approach to calculating tax? be undertaken by companies to determine the average capital allowance rate.  The risk is that Ofwat’s 

adjustments to investment allowances change the mix of capital additions but this do not flow through 
to tax funding requirements (because Ofwat will not have the information to make changes 
consistent).  This could be challenged as a failure of proper regulatory process, 

Ofwat 130327 Appendix Page 5 of 19 March 2013 



   

 

  

 
 

 
 

 

 

 

Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 

4 Retail controls for household customers 

Q15 Should the ACTS be calculated on the 
basis of historic costs data or forecast cost 
data? 

ACTS should be calculated on the basis of forecast costs with a cross check against historic costs.  
This will ensure that justified additional costs are taken into account, but allowances have been 
validated against actual historic costs.  

Q16 Do you agree with our proposed criteria We welcome the proposal to strip out the costs of metering from the ACTS and instead have a 
for assessing other adjustments to the separate metering allowance, based on the cost of providing metering services and the level of meter 
ACTS? Are there other factors we should penetration, to incentivise the Retail business. 
take into account, and (if so) how? 

Q17 Do you agree with our preferred option 
of applying an industry-wide adjustment to 
the ACTS for levels of metering? 

We welcome an adjustment for metering.  An industry-wide basis for making the adjustment provides 
incentives for companies with above average costs of meter operation and support to improve 
efficiency, but may imply infeasible instantaneous “catch-up” efficiency gains.  A glide path may 
therefore be required for companies with above average costs of handling metered accounts.  

Q18 How do think we should apply the ACTS We think you should use a glide path for companies with above average ACTS for the reason outlined 
for those above the industry ACTS? Do you in relation to the additional costs associated with operating on a metered basis of charge.  An 
think that we should use a glide path and (if approach similar to that used for catch up efficiencies in previous price reviews – on the assumption 
so) of what form? that a proportion of the difference in costs is not due to inefficiency and allowing the differences due to 

efficiency to be caught up over the price control period – has the benefit of established regulatory 
practice. 

Q19 How should we set a forward-looking 
efficiency challenge for those companies 
below the industry ACTS? 

We agree that using the lowest cost to serve, as an efficiency challenge would be too strong for 2015.  
A more realistic approach would be to assume an efficiency challenge equivalent to that for the 
economy as a whole (a “frontier” efficiency gain) and recognise that general inflation – and in 
particular wage inflation – will impact upon Retail operations. Changing regulatory practice and 
requiring companies to provide evidence that practice should not be changed, runs counter to good 
public policy and due process. The onus should be upon the party wishing to change practice to 
provide the evidence to justify the change, and not vice-versa 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 
Q20 Do you think we should use a net It needs to be clear what the net margin is designed to cover.  It clearly needs to cover the provision of 
margin to remunerate household retail capex for Retail business functions, which is likely to be dominated by lumpy one-off investments in 
invested capital and risk over the period new billing, debt collection and contact handling systems.  All companies will be at different points in 
2015-20? How can we avoid over-recovery the replacement cycle for such systems.  An allowance for an “efficient” level of capital charges, 
of returns and take into account any implicit reflecting the actual capital costs (for upgrading or replacing billing/customer service systems) 
margin that exists in the difference between “normalised” over time, would be one way of addressing this “lumpiness”.  The net margin also needs 
efficient retail costs and the retail price? to cover a realistic return on Retail activities taking the risks associated with company proposals into 

account. 
Payment terms between the Wholesale and Retail businesses will also have a major effect on the 
Retail business in particular (although “netting out” in an integrated business).  Given the scale and 
complexity of other changes essential to make PR14 work, the simplest approach to these so-called 
“notional debtors” would be to assume an integrated business for the purposes of price control setting 
and then create an adjustment for PR19 where significant deviation from PR14 assumptions were 
identified (a “true up” mechanism). 

Q21 Do you agree that we should retain the Yes SIM is a powerful tried and tested tool to encourage the right behaviours to drive improvements in 
service incentive mechanism (SIM), in a customer service standards.  Modifications to an effective mechanism need to be considered carefully 
modified form, to encourage good customer to avoid unintended consequences. 
service for households? 

Q22 Do you agree with our preferred option 
of funding additional water efficiency services 
and customer-side leaks through the whole 
sale control? 

See our response to Q4 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 

5 Retail controls for non-household 
customers 
Q23 Do you agree with our preferred option 
of rolling over existing tariff structures to form 
default tariffs? 

Yes. Given the changes already required rolling over existing tariffs gives the best protection to 
existing customers and minimises regulatory burdens and cost.  It also provides a well-understood 
starting point for competition, which if effective will quickly reduce the importance of default tariffs. 

Q24 What are your views on our approach to Churn could become a material issue around 2017 when there is full open market competition for non-
customer churn under the proposed form of household customers. If the number of customers switching retail providers is material then there is a 
control for default tariffs? risk of stranded assets and costs as customers switch from dedicated services that the original supply 

company had set up. 

Q25 What approach should we take to The approach needs to be consistent with that adopted for regulated household Retail costs.  
determine the aggregate level of operating Forecast costs for the non-household market will need to take into account the expected costs of new 
costs to include in the non-household retail customer-switching and market mechanisms, which will be wholly attributable to the non-household 
control? For example, should we use historic market, but will need to be cross-checked against actual historic costs. 
costs or forward-looking costs? 

Q26 Do you think we should use a net 
margin to remunerate non-household retail 
capital employed and risk over the period 
2015-20? How can we avoid over-recovery 
of returns and take into account any implicit 
margin that could exist in the difference 
between efficiency retail costs and those 
used to set default tariffs? 

Over-recovery of returns in the non-household market should not be a concern.  If returns are set too 
high, this will create additional incentives for competitor activity and could arguably be helpful in “kick 
starting” competition.  Any excess returns will quickly be eliminated by an effectively operating market. 

Q27 What constraints, if any, should we 
place on companies’ ability to set the gross 
margin levels for individual default tariffs for 
non-household customers? 

Given that the objective of the current change to regulation is to encourage competition then this is 
best served by giving companies the freedom to set tariffs that are best placed to meet the specific 
local requirements of their customers and to make competitive offerings in the market place.  As such 
we believe that companies should be allowed to set tariffs without regulatory constraints.  Ofwat 
should take a risk-based approach and investigate complaints about unfair tariffs which harm 
competition. 
If there is a need for tariff “corridors” SESW is prepared to work with Ofwat on some simple “worked 
examples” of how default tariffs might be set. 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 
Q28 Is there evidence that demonstrates that 
the costs of providing retail services to non-
household customers are driven by 
uncontrollable changes in input prices?  Are 
these difficult to predict? Given this, what is 
the appropriate approach in non-household 
retail controls for 2015-20 for uncontrollable 
changes in input prices? 

See answer to Q25 above 

Q29 Do you agree with our preferred option 
of setting the default tariff minimum service 
level using the existing GSS standards? 

Given the complexity of change being proposed the simplest and safest approach of setting the 
default tariff would be to use the existing GSS standards that are already well understood.  Market 
forces will quickly leave default service levels far behind. 

Q30 What aspects of service should we Ofwat should monitor the impact of “limited competition” in Wales as a benchmark for their impact 
target in setting a service incentive for non- assessment of benefits from competition in England. 
household customers in Wales? Ofwat should commit to publishing their assessment of the incremental impact of competition in 

England before PR19 

Q31 Are there other options for setting an 
efficiency challenge for non-household 
retailers in Wales we have not considered?  
If so, what are they?  Which approach do you 
think best meets our objectives? 

N/A 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 

6 Making better use of water resources 

Q32 Do you agree with our preferred option We agree that some sorts of incentive(s) are required to help stimulate water trading.  
for implementing water trading incentives?   However, whatever is put in place needs to be kept simple. 

Regulatory barriers were set out in the Defra report prepared by Atkins and other barriers 
have been identified by the WRSE Barriers sub-group.  Generally the barriers identified can 
be sub-divided into those that are financial and those that are risk based.  We believe that 
many of the risks, such as quantity of water available and restrictions on availability, can be 
overcome by strong, legally binding bulk supply agreements, or by shared ownership of new 
resource assets (e.g. a new reservoir). Some financial support in designing and using 
effective contracts would be welcomed.   
We agree that a well designed Totex approach, together with a sound bulk supply agreement, 
should be sufficient to help overcome the preference for ownership, but an import incentive 
may be a useful stimulus. Increasing the proportion of lifetime profits companies keep from 
exporting water will also help, however it will still be necessary for an exporter to ensure that it 
is not being unfair to its other large users by charging a lower tariff for a bulk supply to a 
neighbouring company. 
Ofwat (together with the Environment Agency) can help by allowing companies to develop 
sufficient resilience so that they feel able to make water available to neighbours.  As 
recognised in the methodology paper, barriers are likely to reduce over time as experience is 
gained, and therefore the need for incentives will have to be kept under review. 
A bulk export could feature in our Business Plan if we can get the incentives to work properly.  
We would be pleased to offer this bulk supply opportunity as a case study to help refine the 
proposed methodology.  This bulk supply was identified as part of the WRSE work and will 
feature in our Draft Water Resources Management Plan, and in the Plan of the recipient 
company. 

Q33 What are your views on the sharing of As set out above, increasing the proportion of lifetime profits companies keep from exporting 
export profits that the incentive should aim to water will be of benefit.  We agree that companies should be able to retain revenues from 
deliver? Please provide your reasons and exports for more than one price control period and look forward to your proposed further 
supporting evidence where possible. engagement. Perhaps a period based on some proportion of the life of the asset would be 

appropriate. 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 
Q34 What evidence should we take into The following evidence could be taken into account: 
account in setting incentive rates for 
importers (buyers) of water?  identification of the proposed bulk supply in both the donor’s and recipient’s Draft Water 

Resources Management Plans; 
  the proposed sale/purchase cost of the water, including the donor company’s current 

large user tariff, and the cost of alternative resource development; 
 whether the water for sale is surplus water (above the donor company’s target headroom) 

or whether it is additional water being developed by the donor company (over and above 
the company’s target headroom) explicitly for sale; 

 the views of the Environment Agency in respect of the effect of the proposed transfer on 
the environment; 

 evidence that the donor’s and recipient’s customers do not object to the proposed transfer; 
 evidence the Drinking Water Inspectorate will not object to the proposed transfer. 
We suggest that an import incentive should be a margin on the price the receiving company 
pays for the imported water. The combined cost of the water plus margin must be less than 
the cost of the next cheapest solution for meeting the supply/demand balance.   

Q35 Do you agree with our preferred We agree that a procurement code will be helpful, but it mustn’t itself be a barrier by too 
approaches to securing efficient trades and prescriptive or complicated.
protecting the interests of customers?  
Please provide your reasons and supporting We agree that it would be appropriate to set a cap on the total incentive rewards for imports. 
evidence where possible. Generally, we agree with Ofwat’s preferred approaches, but we recommend that the 

proposals are trialled to gain some experience of how those approaches are to be 
implemented. 

Q36 Do you agree with our preferred option We agree with the basic premise of AIM to incentivise the use of water from a non-
for implementing the AIM? environmentally damaging source in place of water from a source which is damaging, or 

could damage, the environment.  To work properly we think that AIM should be source 
specific. We believe this could be most efficiently implemented by the Environment Agency 
taking the following steps: 
 charging per Ml abstracted (this would encourage reduced abstraction generally); 
 having different abstraction rates for different sources (i.e. an environmentally damaging 

resource would have a higher abstraction charge than less environmentally damaging 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 
resources; 

 working with the company (ies) to agree those abstraction rates – it should be possible to 
arrive at a cost neutral solution (except for transfers between companies – here import and 
export incentives would have to balance losses and gains). 

Whilst this is not Ofwat’s preferred option, and is more complicated to implement, it could be 
trialled with little or no effect on bills. Trials would also help determine the likely effect on the 
Agency’s income if it was adopted more widely.   
Running trials of this kind over a number of years (say a five year period), would also help the 
Agency assess any change to abstraction on the environment and could be an alternative to 
expensive NEP investigations.  Initially it would be necessary to limit trials to where capex 
implications were small (i.e. where alternative sources are already available without having to 
build new infrastructure). 
The simpler approach proposed by Ofwat does have its merits, and could be trialled in 
parallel. 
Incentives should be large enough to make alternatives possible, such as demand 
management. 
Where a company is not able to take cheaper (environmentally friendly) water, an appropriate 
allowance has to be made within price limits. 
The difficulty of all approaches is that companies and the Regulators may have a problem 
identifying appropriate sites, and that while a short trial will help test the mechanism of the 
process, it will not identify whether the trial has been a success from an environmental 
perspective. 
We think the adoption of AIM should be taken out of the Business Planning methodology 
where it is taking valuable resource away from more important matters.  The AIM 
methodology could be undertaken outside of the Business Planning process, with Companies 
bidding within their Business Plans for funding to undertake a trial or trials. 
We are concerned that the EA’s National Water Environment Benefit Survey may be a bit out 
of date now and the results no longer valid taking into account the economic situation. 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 
Q37 Do you agree with our preferred limit to 
the scope of the AIM? 

See above.  If AIM is to proceed, then the scope should be limited.  The initial limit on scope 
based on Band 3 sites is reasonable, but the actual choice needs to be pragmatic.  The load 
needs to be spread across companies with appropriate sites (worst case would be if all Band 
3 sites were within one company’s area). 

Q38 What evidence should we take into 
account in calibrating the AIM? 

See above 

Q39 What are your views on our proposed 
phased implementation of the AIM? 

See above 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 

7. Overall incentives, risk and 
financeability 
Q40 Do you agree we should develop the 
balance of our proposed incentives using 
initial quantitative analysis of notional 
companies, and refine the calibration of 
incentives to reflect individual companies’ 
business plan proposals? 

We would need to see further details of your proposed approach before commenting. 

Q41 Do you agree what we should evaluate 
the overall risks relevant to each price control 
in assessing the allowed returns? 

Allowed returns do need to take into account the probable balance of risks and incentives proposed by 
companies in feasible scenarios 

Q42 Do you agree with our broad approach 
to setting the WACC for wholesale services, 
given our proposals for the remuneration of 
retail services in chapters 5 and 6? 

Changing the approach to an industry-wide gearing assumption simply adds a further complexity to 
price control methodologies and acts as an unnecessary bar to transparency (which in itself will tend 
to undermine investor confidence) 

Q43 In setting the WACC are there specific 
considerations we should bear in mind taking 
account of the profile of relevant risks to 
wholesale service provision? 

Maintaining stability, familiarity and transparency in this part of the price setting regime should be a 
priority given the volume and potential impact of change elsewhere and the impact that this might 
have on investor confidence 

Q44 Do you agree with our broad approach 
to assessing financeability?  Are there 
specific factors we should take account of in 
the next price control review? 

The risk profile of the regulatory regime is critical to the rating assessment by the credit rating 
agencies. Any diminution of the stability of the regime will have a direct and significant impact on the 
rating of all companies (see Moody’s briefing to the City Conference in 2011) and must be avoided at 
all costs. 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 

8 Assessing performance during 2010-15 

Q45 Do you agree with our preferred option 
of implementing adjustments for legacy tools 
through wholesale controls? 

Yes – but the critical point is that even at this stage in the 2010-15 price control period, essential 
elements to understand how Ofwat intend to apply adjustments arising from PR09 methodologies are 
still not clear.  These must be clarified in detail as part of the full methodology statement in summer 
2013, before companies finalise their business plans, as they can have a material effect on prices to 
customers in the 2015-20 price control period. 

Q46 What factors should we take into 
account when determining whether to spread 
adjustments over the price control period? 

Adjustments should as a minimum be NPV neutral and be applied before financeability tests are 
undertaken. 
The profiling of customer bills over the 2015-20 period as also critical. 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 

9 Delivering price controls in 2014 

Q47 What are your views on our emerging 
criteria for identifying high-quality business 
plans? Are there other criteria we need to 
consider? 

The business planning timetable set out in this consultation is extremely challenging to deliver the 
objective of high quality business plans as we will need to submit 3 separate business plans, one for 
each price control (Wholesale, Retail Household and Retail Non-Household).  These will need to 
incorporate a large number of new regulatory proposals and tariffs (ACTS, default tariff, margins, 
Totex, menus and incentives etc.) as well as the guidance and PR14 data tables which we understand 
are due to be announced in April. 
We are concerned that at the Wholesale workshop on 12 March, Ofwat proposed bringing forward the 
submission date for the Business Plan to the beginning of December 2014, giving even less time to 
prepare a high quality, assured, and Board approved plan.  Whilst we believe that this date is 
achievable, we are very concerned about the tight deadline particularly given the complexity of the 
new components within this price control.  
It would be helpful if the draft PR14 data tables could be issued as soon as possible (ahead of the 
draft Business Plan guidelines), especially if issue of the guidelines is likely to be deferred again. 

Q48 What factors should we take into 
account in further developing our process for 
a risk-based review? 

Given the extremely challenging timescales outlined in our answer to Q47 we would like Ofwat to: 
 ensure data requirements are kept as simple as possible; 
 consider delaying Final Determinations (e.g. set Wholesale controls in 2014, but defer Retail 

controls until 2015); and 
 consider moving some requirements to the following price review (AIM, Network plus and Network 

management). 
We would welcome Ofwat sharing the details of their costing and financial models even if draft.  These 
can then be used across the industry to flush out issues and provide a benchmark against which 
processing changes in Ofwat’s own model can be established.  It will also reduce the regulatory 
burden on companies and remove the cost of companies having to build their own models. 
Activity and revenue reporting by business unit has already been signalled by Ofwat and will require 
significant additional effort by companies in complying with regulatory requirements.  This may be 
justified by regulatory theory, but is entirely inward facing and will not have any impact on the way in 
which bills to customers are presented or customer perceptions on the service received. 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 
Q49 Is the timetable we propose for 
introducing menus feasible?  How could we 
improve it? What can we and the companies 
do to address the challenges of the timetable 
to allow companies to make a real effective 
menu choice? 

See our response to Q47. 
We have developed a draft timetable which we believe could be made to work (a copy can be found at 
the end of this document).  We understand that Ofwat are keen to include companies’ menu choice in 
the Final Determination so that everyone is clear about the decisions that companies have made, and 
the implications of those decisions.  We believe that a similar outcome could be achieved by asking 
companies to publish their menu choice within 60 days of the Final Determination.  This would allow 
Ofwat’s Final Baseline to be published as part of the Final Determination, giving more time for 
consultations and representations in the period between companies submitting their Final Business 
Plans and Ofwat publishing its Final Determination. 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

OFWAT consultation question SESW Response 

10 Building for price reviews in 2019 and 
beyond 
Q50 Do you agree with our preferred scope 
for network plus? 

We consider all discussion of network plus and network management incentives should be shelved 
until after PR14 Determinations, as they are unnecessary and unhelpful distractions when there is so 
much higher priority work to be done in the short timescale now available to make PR14 a success. 

Q51 Do you agree with our preferred option 
to implementing network plus? 

We do not agree with the proposed approach of introducing sub limits even if non-binding.  As 
explained in our answer to Q50 it is important to gather the high quality data first and if binding sub-
limits were to be set at some time in the future it needs to be on solid and reliable data collected over 
a number of years across the industry. 

Q52 Do you agree with our preferred scope 
for network management? 

We believe there should be further dialogue with Ofwat on the scope of network management and the 
overall objectives and incentives before data collection commences to ensure resources are utilised in 
an efficient manner given the extra resources requirements that will be needed to support the new 
regulatory requirements from 2015. 

Q53 Do you agree with our preferred 
approach to implementing network 
management? 

Any implementation from the discussions on network management need to align with data collected 
from network plus and to a timescale that allows the effective implementation of the 2015-20 price 
control without compromising the resources needed and quality of data being submitted to support this 
review. 

Q54 Given our objectives for network 
management reporting over the period, what 
questions should be included in the first 
round of reporting within business plan 
requirements? 

Further dialogue with Ofwat is needed on the overall objectives and implementation of network 
management before specific questions can be set and answered as per our answers to questions 52 
and 53. 

Q55 Do you agree with our preferred 
approach to financial incentives for network 
information reporting? 

No 
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Sutton and East Surrey Water Setting price controls for 2015-20 – framework and approach consultation 

SESW Proposed Alternative Programme 

Time Activity Comment 
Sep to Oct 2013 Company meetings with Ofwat Purpose: 

 to explore “big ticket” items 
 to eliminate surprises 

6 Jan 2014 Submit Final Business Plan (FBP) Setting out company’s proposed baseline 
Jan to April Ofwat assessment of FBPs Includes formal query process to help ensure there have been no 

misunderstandings 
28 April 2014 Ofwat Draft Determination To include Ofwat’s draft baseline 

Representations from companies Purpose: 
 to clear up misunderstandings 
 to present further evidence 
 to explore specific items rather than the package as a whole 
 opportunity for companies to commence any additional customer consultation 
required 

7 August 2014 Ofwat revised draft baseline Revised baseline takes into account company representations and market 
changes 

7 Aug to 12 Sep 2014 Company review Purpose: 
 to review revised draft baseline and decide what further representations are 
needed 
 to explore package as a whole 

12 Sept to 7 Nov 2014 Company meetings with Ofwat Purpose: 
 formal opportunity to make final representations 

4 Dec 2014 Final determination Includes Ofwat’s final baseline 
2 February 2015 Company menu choice Purpose 

 companies publish their menu choice and what that means in terms of 
penalties/rewards compared to Ofwat baseline; or 
 company rejects Final Determination and refers decision to the Competition 
Commission 
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