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Dear Stephen 

CONSULTATION ON SETTING PRICE CONTROLS FOR THE 2014 PRICE 
REVIEW 

Thank you for the opportunity to respond to your consultation document 
'Setting price controls for 2015-20 - framework and approach '. 

We welcome Ofwat's constructive engagement with companies on the PR14 
framework, including through industry workshops and bilateral meetings. 
These have helped to improve our understanding of the proposed PR14 
framework. We are keen to continue this close engagement going forwards to 
finalise the methodology and agree price controls for PR 14. 

In line with this, we set out below seven key messages that have underpinned 
our thinking on the consultation and PR14 framework. In addition , we provide 
detailed responses to the questions in Ofwat's consultation in the appendix, 
and provide constructive views on other questions that we hope Ofwat will find 
useful in preparing the final methodology for PR14. 

1. 	 Many of the reforms in Ofwat's PR14 framework are in the interests 
of customers and align with the principles of transparent, 
proportionate and effective regulation. We are, therefore, supportive 
of them. 

Of particular benefit are the introduction of a lighter touch , risk-based 
approach, separate price controls for Wholesale and Retail , RCV
based Wholesale controls linked to RPI , customer-led Outcomes and 
default tariffs for Non-household Retail. These changes will help to 
support a PR 14 outcome that is in the best interest of both customers 
and companies. 
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2. 	 The timetable for delivering the price controls is very tight. 

We are pleased that Ofwat recognised in the recent workshops and 
meetings that the timetable is very tight. To mitigate the risks around 
delivery, we recommend that Ofwat considers how it will implement the 
lighter-touch, risk-based approach to PR14 in practice. 

In particular, given that it will receive a large number of different 
business plans from each undertaker reflecting the different wholesale 
and retail businesses, Ofwat should ensure that it can 'fast track' 
individual business plans, rather than only fast tracking a whole 
company. 

To deliver this, Ofwat should assess the financeability of each 
individual price control (on the basis that , if each component price 
control passes Ofwat's financeability assessment then each company 
should be financeable) . In this respect , we would consider it odd for 
Ofwat to set an individual price control that failed its financeability 
assessment, even if the company was financeable overall. 

3. 	 To meet the price review timetable, we have pushed ahead preparing 
our business plans, without sight of Ofwat's business planning 
requirements. When developing its planning guidance, Ofwat should 
avoid overturning our existing planning work as far as is reasonably 
practical. 

We would like to engage with Ofwat on business planning 
requirements and outstanding questions in the methodology necessary 
to support the delivery of high quality business plans. We would also 
welcome opportunities during spring to autumn 2013 to discuss with 
Ofwat our approach to business planning. This 'no surprises' approach 
should help Ofwat to prepare for its determinations and alleviate the 
time pressures in advance of and following submission of business 
plans. 
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4. 	 Both Household and Non-household Retail controls must be indexed 
to RPI. 

For both Household and Non-household Retail, a substantial 
proportion of costs are proportional to the revenues the Retail 
businesses must collect.' Ofwat has constructed a price control 
framework where the substantial majority of revenues (i.e. wholesale 
revenues) will be indexed to RPI. This means that the substantial 
majority of retail costs will increase with RPI. 

It is inconsistent, therefore, for Ofwat not to index the Household and 
Non-household Retail controls to RPI, given that the price control 
framework causes retail costs to escalate by RPI. 

Moreover, for Non-household Retail , indexation is necessary to ensure 
that the net margin for potential entrants is not eroded through input 
price inflation, to the point where the market is foreclosed to new 
competition. Without price indexation, entrants would forecast their 
margins falling over time. This would be a material deterrent to 
potential entrants. 

5. 	 A key success factor for PR14 will be a framework that shares 
benefits and risks appropriately between customers and companies. 
We consider that greater engagement with companies and 
transparency around the Totex process are essential to this. 

We understand that Ofwat is reluctant to provide details on the cost 
corridors, but we are concerned that Ofwat also appears reluctant to 
provide companies with the cost assessment models. Sharing the 
models (without the cost corridors) would allow TWUL to work 
constructively with Ofwat in developing an accurate baseline, which is 
crucial to achieve the appropriate balance between protecting 
customers and maintaining company financeability. 

We have particular concerns around the Totex models which are 
specific to TWUL. To produce accurate baselines, the models will 
need to take full account of factors outside TWUL's control that drive 
costs (e.g. regional wages, the 'London effect', the fact that we have 
several discrete water distribution areas, and the fact that we use 
different technologies such as desalination) and special projects (in 
particular the Thames Tideway Tunnel). 

There are many examples of such costs, including bad debt, working capital , 
payments to WOCs to collect revenue on our behalf, Local Housing Authority 
collection fees , etc. Indeed, other cost drivers (such as call volumes) also 
increase as revenue increases 
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We welcome companies being given the ability to select the 
appropriate proportion of Totex that is recovered on a pay-as-you-go 
basis or added to the ReV. 

We are keen to work with Ofwat to develop mechanisms to share 
pain/gain appropriately between customers and TWUL for costs that 
fall outside menu-based regulation (e.g. costs outside company 
control). We are concerned that without due transparency early 
enough in the process, Ofwat may develop models which do not offer 
the appropriate balance, leaving areas of disagreement between Ofwat 
and TWUL which could be difficult to reconcile within the remaining 
timetable. 

6. 	 We request Ofwat's confirmation that TWUL will not be 
disadvantaged in the PR14 framework as a result of the Thames 
Tideway Tunnel ("TTT"). 

The direct and indirect costs from the TTT should be excluded from 
any sector-wide comparative efficiency analysis. The economy and 
cost efficiency of the project should instead continue to be tested as 
part of the separate detailed process of engagement between Ofwat 
and TWUL, which is funded through the additional Ofwat fees from 
TWUL 

We expect that the TTT project will lead to incremental increases in a 
range of costs for TWUL in PR14, including bad debt, arrears, 
customer service costs, Local Authority housing fees and tax. These 
should be excluded from sector-wide efficiency analysis (as set out 
above), and remunerated where assessed to be efficient. 

7. 	 Ofwat should provide further clarification on other important aspects 
of the framework at the earliest opportunity to support our business 
planning. 

Further clarification is required on: 

o 	 treatment of additional costs arising from new interfaces 
between wholesale and retail businesses. To support effective 
business planning, we are seeking confirmation that these 
costs will be remunerated where these are well-evidenced in 
business plans and efficient; 

o 	 payment terms between Wholesale and Retail. We are seeking 
confirmation on the terms, as this will determine the working 
capital requirements and risk that companies will need to build 
into the respective price control submissions: 
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o 	 a regulatory model for PR14. We need to understand whether 
Ofwat plans to develop and share with companies a regulatory 
model for PR 14; this is a key input to understanding how the 
new PR14 process and incentives will work in detail , so that we 
can articulate to customers and investors the benefit , cost, 
reward and risk of our business plans and Ofwat's 
determinations. If Ofwat does not provide this, we will need to 
develop a model for our own planning ; 

o 	 accounting treatment for business plans. We are currently 
assuming that our accounts will need to align with IFRS from 
April 2015, so we will need to know soon if this is not Ofwat 's 
required approach; 

o 	 treatment of pensions costs, i.e. both the costs of providing 
future service benefits and costs of recovering deficits relating 
to past service; and 

o 	 the treatment of issues around environmental planning. The 
EA plans to define its AMP6 investment requirements after 
Ofwat's final determination, so it is not clear how these should 
be treated in the PR14 business plans (e.g . whether these will 
be subject to a notified item, or an additional revenue term 
should be included in the Wholesale Wastewater control to 
account for the expenditure as it arises, and/or to what extent 
these costs should be included in business plans). 

Please do not hesitate to contact me or my team if you have any questions or 
comments on our response. We look forward to working closely with Ofwat in 
supporting the development of the final PR14 methodology. 

Yours sincerely 

Nick Fincham 
Director of Strategy & Regulation 
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Appendix 1 - Detailed responses 

Delivering what matters - an outcomes-focused approach 

Key messages: 

We support the move to outcomes-based regulation and consider that a flexible 
framework (e.g. financial and non-financial incentives, penalties and rewards) will 
deliver benefits for customers. 

We consider that Ofwat should amend the outcomes framework to make clear that 
incentives may not be required where there are existing incentives in place around 
performance (e.g. fines imposed by OWl and EA). 

Ofwat should clarify its proposed process between draft and final determinations to 
amend incentives. 

Ofwat's should set out its expectations around how financial incentives should be 
shared between the Wholesale and Retail businesses. 

We agree that incentives should only be binding for the first five years, to allow time 
to learn from experience at the next price review. 

We would welcome clarity from Ofwat on when it will provide details on the industry
wide targets and incentives (e.g. SIM, AIM and leakage), to allow us to integrate 
these into our development of the Statement of Commitments. 

Ofwat's proposed framework represents a significant degree of change for companies, 
customers and sector regulators . The draft framework emphasises the significant amount of 
work required by companies before business plans are submitted in about 9 months' time. 

To support our planning , we are seeking further clarity on the following questions: 

• 	 What is the process for amending measures and incentives between the draft and 
final determinations? For example, will companies be able to tweak targets and 
incentives based on the menu choice and further engagement with the CCG? 

• 	 In what circumstances would cost-based incentives be appropriate, e.g. where 
customer value data are unavailable or unreliable? 

• 	 When will Ofwat provide details on the industry-wide commitments and incentives for 
SIM, AIM , leakage and any other measures? 

• 	 Does Ofwat have any expectations on the scale or power of incentives (e.g. a 
proportion of revenues subject to financial incentives)? 

• 	 What does Ofwat expect for arrangements between Wholesale and Retail 
businesses where measures and targets span both functions? For example, is a 
transfer pricing arrangement required? 
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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)? 

We support the principle of a flexible framework that allows two-sided incentives, but do not 
agree with the whole process. 

In particular, where appropriate incentives already exist to deliver outcomes (specifically, 
financial penalties for non-compliance with legal, environmental or drinking water quality 
standards), we consider that no incentive or a non-financial incentive may be appropriate. 
Under Ofwat's framework, these incentives would be additional to incentives based on the 
value to customers, which means that companies may pay twice for under-delivery and 
customers may pay twice for over-delivery. 

Q2 Do you agree with our proposal to consider delivery incentives for the next five 
years? If not, how should we use longer-term delivery incentives? 

Yes, we agree that financial incentives should be binding for the first five years only. This 
will allow companies to apply lessons and experience from the AMP6 period to set longer
term incentives at future price reviews. 

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? 

There may be a role for consistent or minimum performance commitments and incentives 
where these commitments: 

• 	 relate to national-level - rather than regional or company-specific - outcomes that 
customers value; 

• 	 are well-established , understood and widely accepted as appropriate measures of 
the outcome; and 

• 	 cannot be set by companies in discussion with customers at this stage without further 
details on how the framework will work in practice (e.g. AIM). 

In addition to SIM, AIM and leakage, this could include rewards to encourage innovation 
across the sector, of a similar nature to those implemented by Of gem as part of its RIIO 
framework (e.g. the Network Innovation Competition ("NIC"); the Innovation Allowance; and 
the Revenue Adjustment Mechanism) . 

In order for companies to respond to these centrally defined incentives - and to ensure that 
their incentives do not duplicate or contradict such incentives - we need Ofwat to clarify 
which central commitments and incentives will be set by Ofwat, and how. For example, will 
Ofwat continue to require the maintenance of stable serviceabili ty. 
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Defining retail (and wholesale) services 

Key messages: 

As set out in previous consultation responses, we consider that demand-side water 
efficiency services, customer-side leaks and developer services should be allocated 
to Wholesale. 

We consider that Ofwat should clarify the definitions and provide assurance to 
companies that any additional costs arising from new interfaces will be remunerated 
where these are efficient and well-evidenced in business plans. 

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? 

We broadly support Ofwat's definition of Retail where confirmed, but do not agree with 
Ofwat's preferred option for consultation to allocate demand-side water efficiency services, 
customer-side leak repairs and (the customer-facing part of) developer services to Retail. 

In our previous consultation responses, we concluded that demand-side water efficiency 
services, customer-side leaks and developer services should be allocated to Wholesale 
based on the following criteria: 

1. 	 There should be no adverse impact on the customer experience; 
2. 	 Risks and rewards should be aligned with activities to ensure companies are properly 

incentivised to deliver the outcomes for customers and mitigate any unintended 
consequences; 

3. 	 Additional costs should not be incurred through the creation of duplicate activities 
resulting in higher bills for customers; 

4. 	 Obligations within the Water Industry Act will need to be clearly aligned to activities 
and should reside with the part of the business that is best placed to manage the 
costs and risks associated with the obligation ; and 

5. 	 Separation of retail and wholesale activities should ensure a level playing field for 
new entrants and incumbents and avoid complexity in market arrangements. 

We note Ofwat's suggestion that putting demand-side water efficiency services and 
customer-side leaks in Retail maximises the incentive to provide these services as part of a 
competitive offering. However, we consider that the Wholesale business is likely to have the 
greater incentive to identify and deliver demand management solutions in order to reduce 
investment costs associated with increasing demand. 

There is a risk that potential entrants in Non-household Retail may well face a lower 
incentive than incumbents to undertake water efficiency work, putting pressure in future on 
water resources. In contrast, the inclusion of demand-side water efficiency and customer
side leaks in Wholesale would ensure that water efficiency is not hindered or distorted by the 
incentives faced by new entrants. 
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We consider that a simple approach of allocating all developer services activities to 
Wholesale would best align the risks and rewards of service delivery with the activities, 
ensuring that companies are properly incentivised to deliver the outcomes for customers and 
mitigate any unintended consequences. 

To support our business planning, we are seeking to clarify with Ofwat: 

• 	 how the Wholesale / Retail interface should work in practice to avoid disincentivising 
water efficiency activities by entrants; 

• 	 the precise definition of household and non-household customers; and 
• 	 the treatment and remuneration of cost impacts that result from new interfaces 

between the Wholesale and Retail functions (e.g. for network calls , metering , 
developer services) as a result of separate controls , where these are well-evidenced 
in business plans. 
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Setting wholesale controls - for controlling wholesale revenues 

Key messages: 

We support, in principle, the move to limits on revenue, rather than a weighted basket 
of charges. This should drive improvements in allocative efficiency and the provision 
of new and innovative pricing structures to better meet customer requirements, while 
continuing to protect customers. It is essential , however, that proper allowance for 
relevant factors (such as population growth and climate change) is made. 

This move to revenue limits means that Ofwat and companies will need to be clear in 
communicating publicly the difference between allowed changes in revenue and 
prices in AMP6 (e.g. a RPI + 4% revenue cap would not be the same as an RPI + 4% 
price cap). 

The details of the actual implementation will be important. Further clarity is needed 
on some elements of the revenue limits formulae, to better understand risks and 
ensure that the form of control will not have unintended consequences. 

The use of annual adjustment factors should be useful in linking allowed revenues to 
efficiently-incurred Wholesale costs , helping to achieve the appropriate balance of 
net revenue risks between companies, current customers and future customers. In 
addition to adjustments in the Wholesale Water control, we consider that Ofwat 
should implement similar adjustments to the Wholesale Wastewater control. 

We consider that Ofwat should provide detailed worked examples in the final 
methodology publication this summer, showing how the revenue controls will work in 
practice in AMP6 (e.g. to deal with inflation and the annual adjustment at the end of 
AMP6). 

05 Do you agree with our proposed scope for the wholesale water and wastewater 
controls, given the proposed scope of the retail business we have defined in chapter 
3? Are there any revenues of the regulated wholesale business you think should be 
excluded from this scope - if so, please give your reasons? 

We answer each question in turn below. 

Do you agree with our proposed scope for the wholesale water and wastewater controls, 
given the proposed scope of the retail business we have defined in chapter 3? 

Subject to our earlier comments in relation to the proposed scope of the retail business, we 
broadly agree with the proposed scope, which we understand includes all wholesale charges 
(including charges to large users, i.e. customers using more than 50MI of water p.a.) and 
connection charges (including infrastructure charges) . 

We note that the treatment of connection charges within wholesale revenues under the totex 
approach will be important for both wastewater and water: 

• 	 infrastructure charge income is currently (predominantly) subtracted from capital 
expenditure , so a consistent treatment with the totex approach should be adopted; 

10 




• 	 infrastructure and connection charge income (in the case of non-household 
customers that are supplied by a third party retailer or an inset appointee) would need 
to be collected by the third party retailer or inset appointee and passed onto the 
wholesaler in their entirety - Ofwat needs to clarify the rules on this ; and 

• 	 connection income (including infrastructure charges) is likely to be very uncertain in 
future , given the difficulty forecasting the extent of new housing development in this 
economic climate. 

Are there any revenues of the regulated wholesale business you think should be excluded 
from this scope - if so, please give your reasons? 

Clearly non-regulated revenues should be excluded , but other than that , we do not consider 
that any elements of regulated revenue should be excluded from this scope. 

Q6 Do you agree with our proposal for a mixed revenue and revenue yield form of 
water wholesale control , including our proposed adjustment mechanisms to smooth 
allowed revenues within the control period? Are there any adjustments you would 
suggest? 

We support, in principle, the use of annual adjustment mechanisms. These should help to 
link allowed revenues to efficient Wholesale costs, helping to achieve an appropriate balance 
of net revenue risks between companies, current customers and future customers.' 

The actual implementation will be important to avoid unintended consequences . Ofwat 
should provide further clarity around the form of control , through detailed worked examples. 
For example, on page 61 of the co'nsultation : 

• 	 Does the revenue limit refer to actual or allowed revenue in the previous year? (A 
limit based on the previous year's actual revenue, for example, could lead to some 
persistence in over or under recovery of revenues against a five year revenue cap.) 

• 	 Are the revenue limits set on revenue that's owed, actually collected or some other 
revenue measure? (We assume the first , so as not to disincentivise the recovery of 
bad debt.) 

• 	 In Table 4, there is an apparent inconsistency in the change factor calculation , as "b" 
refers to "volume delivered" and "V" refers to "water supplied". (It would be helpful to 
confirm that both "b" and "V" will use "water delivered".) 

While increases in water volumes delivered drives up costs (and increases metered income), 
the impact of weather events (such as drought) can lower water delivered volumes but push 
up costs (e.g. by having to use more expensive sources of water such as desalination, and 
cost of customer engagement) . The relationship between water volumes delivered and cost 
may therefore not be linear in all cases. 

Figure 1 below shows a simple regression analysis between the volume of water delivered 
and total operating costs for wholesale water activities in 2010/11 . This indicates a material 
relationship between water volumes and costS.3 

2 In 	 contrast, the current Revenue Correction Mechanism, for example, transfers the ri sk from rebalancing 
revenue to future customers. 
3 The regression uses natural logs for both variables, and therefore ind icates that a 10% increase in the volume 
of water delivered might be expected to lead to a c.9% increase in tolal operating costs. This relationship is 
estimated to be statistically significant to a reasonable level of confidence 
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Figure 1 - Correlation between the volume of water delivered and wholesale water 
operating costs (all water companies in England and Wales, 2010/11) 
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We note that for both the Water and Wastewater controls there will be some practical timing 
issues to be worked through. Prices are currently set by companies by early January and 
approved by Ofwat in early February (unmetered annual billing typically starting by mid
February) in respect of the year commencing 1 April. Actual annual revenue is finalised 
much later, however, around May/June time each year. 

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? 

We consider that annual adjustment factors (e.g. volume of wastewater treated) should also 
be applied in Wholesale Wastewater. 

We might expect wastewater service costs to be less closely correlated with scale than water 
(as the wastewater service has a relatively high proportion of fixed costs) , but possible 
adjustments should be carefully considered for the Wastewater control to ensure that net 
revenue risk would be appropriately shared between companies and customers. 

The simple regression analysis in Figures 2 and 3, for example, indicates that material and 
statistically significant relationships exist between costs and scale (which in the Figures is 
represented by loads received at sewage treatment works and volume of wastewater 
returned by customers respectively) 4 

More in-depth analysis would be needed to confirm the suitable choice and form of these 
change factors to ensure that net revenue risk is shared appropriately. We are keen to work 
with Ofwat in this area. 

<I For example, the regression in Figure 2 indica tes that a 10% increase in the volume of wastewater loads might 
be expected to lead to a c 7% increase in total operating costs 
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Figure 2 - Correlation between wastewater loads received and wholesale wastewater 
operating costs (all WaSCs in England and Wales, 2010/11) 
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Source: TWUL analysis of June Return 2010111 data 

Figure 3 - Correlation between volume of wastewater returned and wholesale 
wastewater operating costs (all WaSCs companies in England and Wales, 2010/11) 
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Q8 How do you suggest we incentivise companies to prepare and update accurate 
demand assumptions to apply our proposed forms of wholesale control? 

Companies will already be incentivised to prepare accurate demand assumptions through 
the menu incentives approach and the requirement to discuss plans with the Customer 
Challenge Group. 

If Ofwat considers that additional incentives are necessary, it could consider the following 
options: 
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(i) 	 Requirement on companies to seek independent assurance on demand information 
for forecasts and actuals. (However, this may not align with Ofwat's lighter-touch 
approach with reduced regulatory burden.); and / or 

(ii) 	 Include an NPV element in the over or under recovery of revenue calculation to 
ensure that companies did not gain (or lose) in real terms from supplying inaccurate 
demand forecast assumptions. 
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Setting wholesale controls - for cost assessment, cost performance incentives and 
cost recovery 

Key messages: 

The approach to cost assessment will be a significant driver of revenue. As Ofwat's 
proposed approach to 'triangulation ' is largely untested and only presented at a high 
level, we are concerned that the process will not be transparent or achieve an 
accurate or credible baseline, to the detriment of TWUL and its customers. 

We consider that greater engagement with companies and transparency around the 
Totex approach are essential to address these risks. 

We have particular concerns around the Totex models which are specific to TWUL. 
To produce accurate baselines, the models will need to take full account of factors 
outside TWUL's control that drive costs (e.g. regional wages, the 'London effect' , the 
fact that we have several discrete water distribution areas, the fact that we use 
different technologies such as desalination) and special projects (e.g. Thames 
Tideway Tunnel) . 

We support the principle of menu incentives, but are concerned that insufficient time 
has been allowed for companies to respond to incentives and make meaningful and 
reasoned choices. The 2014 timetable looks very challenging and hides a lot of 
detailed work needed to undertake further Customer Challenge Group engagement 
and make totex menu choices. To respond to menu-based incentives, we need to 
understand the expected form and strength of incentives before business plans are 
submitted . Otherwise, incentives risk being distorted or rendered ineffective. Ofwat 
should also provide clarity on the contingency if the timetable is unachievable. 

We support the preferred approach to give companies the choice of the fast/slow 
money proportions for totex cost recovery. This is consistent with giving companies 
responsibility for developing a financing plan that appropriately balances the bill 
impacts and financeability. 

The proposal to split the RCV between the water and wastewater controls using net 
MEAV could lead to a large reallocation of RCV, affecting the bills of those customers 
served by different companies for water and wastewater services. This change 
would therefore require careful consideration, suggesting potential benefits from a 
more gradual approach to the reallocation of RCV. 

Totex cost assessment will be a fundamental driver of customer bills and financeability. This 
emphasises the importance of accurate modelling for the totex baseline , with Ofwat carrying 
out its duty to balance the objectives of protecting customers and ensuring companies are 
financeable . We would welcome an opportunity to engage further with Ofwat in this area. 

We support the principle of menu incentives, though - on the face of it - Ofwat's proposed 
timetable does not seem workable in practice. Companies will need details on the menus 
and incentive rates at an early enough stage (e.g. in the final methodology) to understand 
the overall balance of risks and respond meaningfully to the incentives. 
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We strongly support the preferred option to give companies the choice of the cost recovery 
parameters (i.e. fasUslow money splits, notional depreciation rate and 'run-off' rate) . This is 
consistent with the principle of giving companies greater ownership of business plans and 
responsibility for balancing customer affordability (i.e. the balance between payments by 
current and future customers) and financeability. We also agree with Ofwat's proposal to 
investigate companies further according to a risk-based approach. This is consistent with 
Ofwat's principle of proportionate regulation and reduces the potential for unintended 
consequences. 

As well as allowing companies to set different fast/slow money rates between water and 
wastewater, we may wish to propose different rates by year (e .g. based on the expected 
profile of expenditure). Ofwat should allow this flexibility. 

Question 9 - Do you agree with our draft process for developing baselines? If not, 
how might it be improved? 

This is difficult to answer without further details on the models and the 'triangulation ' 
approach. We understand the conceptual arguments for the Totex approach, but we are 
concerned that the process will not be workable in practice. 

We suggest below some material improvements to the draft process that should support 
Ofwat in setting accurate baselines. 

(i) Ofwat should engage with companies at an early stage on its modelling and triangulation 
approach 

The work undertaken by Reckon and CEPA has highlighted the difficulty in moving to totex 
cost assessment models and the sensitivity of results to different approaches or 
assumptions. While the triangulation approach to cross-check results will mitigate these 
issues to an extent, the accuracy of the new tote x models will be crucial. 

We understand Ofwat's arguments for not sharing totex corridors and details of cost 
assessment models, to ensure companies engage on key issues and the best way to deliver 
a plan that reflects what customers want, but would argue that the benefits from increased 
transparency around the models themselves would far outweigh any risks , giving increased 
certainty and reducing the risk that there is insufficient time and opportunity before the Final 
Determinations to iron out major issues: 

• 	 we would be able to test and provide comments to improve the accuracy of the 
modelling , and hence the effectiveness of the menu incentives; 

• 	 it would assure us that were not being unfairly penalised by virtue of supporting the 
development of the Thames Tideway Tunnel ; 

• 	 we would be able to provide constructive support in the development and refinement 
of models for TWUL in the limited time available, to increase the model accuracy; 

• 	 this would help us to benchmark TWUL against other companies to help focus our 
planning efforts in areas where we are an outlier in totex; and 

• 	 this would form a useful first step to developing a sustainable approach for future 
reviews (lack of clarity over the detail of the modelling is not sustainable). Assurance 
around the future treatment of totex is needed in addition to the short term treatment, 
so as to incentivise the right decisions on a whole-life cost basis. 
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The confidence in the models will also affect how the results should be used. For example, it 
would be prudent to compare companies with an industry median, rather than the 'frontier' 
company under a 'triangulation ' approach where there will be inevitable uncertainty in the 
central baseline estimate. 

(in Modifications for company-specific factors are vital to the cost assessment process 

We have assumed that the 'preliminary baseline ' shown in Ofwat's illustration of the 
triangulation approach is not the same as the 'draft baseline' shown in the PR14 timetable. If 
the draft baseline does not account for company-specific factors , it will not be appropriate for 
companies to use this to make menu choices. 

The baseline will need to properly reflect company-specific factors that drive costs, to avoid 
over rewarding or penal ising companies. In TWUL's case these factors include: regional 
wages, the 'London effect', the fact that we have several discrete water distribution areas, 
the fact that we use different technologies (e.g. desalination), and special projects (e.g. 
Thames Tideway Tunnel). 

In the case of energy, Of gem has been able to make meaningful comparisons in totex 
between companies because of similarities and standardisation in service levels, and asset 
technologies and conditions. In the water sector, companies will be inherently less 
comparable because of differences in the conditions and technologies of assets inherited (a 
significant proportion of which has not yet been replaced) , before even accounting for 
differences in service levels going forwards under the Outcomes framework. 

The materiality and range of these factors emphasises the need for Ofwat to take a risk
based approach to cost assessment and avoid setting an independent baseline based purely 
on a simple top-down assessment of costs. 

(iii) Ofwat should adopt an approach that aligns with greater company ownership of plans 

Ofwat should consider how its risk-based approach will work in practice to provide 
companies with assurance that high quality plans will not still see bottom-up efficiency 
estimates overridden by Ofwat's top-down assessment. 

Such an approach could adopt the following steps: 

• 	 Step (1) - Use a mix of existing and new tools to analyse the quality of companies' 
plans, processes for whole-life costing (e.g. AMA-style approach), efficiency 
forecasts and performance in benchmarking analysis. 

• 	 Step (2) - If Ofwat is satisfied with companies' evidence and analysis shows that the 
company is not an outlier, it should set the baseline equal to the business plan. 
Otherwise, see Step (3). 

• 	 Step (3) - Ofwat could investigate the efficiency levels set by companies in their 
business plans and apply additional efficiency challenges on a case-by-case basis 
based on this risk-based review. This would produce an independent baseline 
(under Ofwat's definition) as this adjustment would not be fully predictable. 

This approach has strong advantages of removing the one-size-fits-all approach to cost 
assessment, while also reducing the regulatory burden and putting the onus on companies 
to propose and evidence robust efficiency forecasts . 

Similar arguments exist for Ofwat to take a risk-based approach to assessing companies ' 
menu choices and proposed PAYG rates. 
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(iv) Ofwat should also estimate and present disaggregated functional models and use these 
to cross-check results under the 'triangulation ' approach 

To mitigate the concerns around the accuracy of full totex models (e.g. in wastewater) , we 
consider that Ofwat should examine disaggregated models at the functional level (e.g. 
network, treatment, etc), similar to its approach to opex modelling at PR09, and Of gem's 
approach to tote x modelling . 

This has the advantage of targeting the most appropriate cost drivers for each part of the 
value chain (without compromising the degrees of freedom and power of the models), 
increasing their accuracy. This approach would also be more transparent in identifying the 
areas driving inefficiency, to support the risk-based review. Using the triangulation approach 
would mitigate the risks from cost allocation issues. 

(v) Ofwat should clarify the data reguirements at an early stage 

It is in the interests of Ofwat, customers and companies for Ofwat to provide further clarity at 
the earliest opportunity on the tools that are being used and the data requirements . 

Ofwat has stated that it will use some existing tools, though has not clarified what this will 
include. Cost Base and AMA submissions, for example, have significant lead times and are 
likely to require a period of iteration to ensure that data are comparable. Therefore, we 
would urge Ofwat to clarify its requirements at an early opportunity. 

Question 10 - What areas of expenditure do you consider we should exclude from the 
general cost assessment methodology (that is, advanced econometric models and 
econometric models)? How should we assess these costs? 

It is difficult to respond to this question without details on Ofwat's proposed totex model 
scope, form and variables included in the models. 

We broadly agree with Ofwat's criteria for excluding certain costs from the general cost 
assessment. To clarify , we consider that only one criterion would need to be met to consider 
excluding a cost (e.g. uncertainty in timing, cost level or output). 

Examples of costs that could be excluded include: 

• 	 Costs of large or unusual enhancement projects - for example Thames Tideway 
Tunnel costs for TWUL. This includes the direct costs of construction as well as 
indirect cost effects on bad debt, arrears, customer services, etc; 

• 	 Environmental programme costs - such as costs to meet the outputs prescribed by 
the EA to comply with the Water Framework Directive. These costs will be confirmed 
after the final determination, so are very uncertain; 

• 	 Energy costs from passed through charges (i.e. additional to wholesale purchase 
costs) - we estimated that passed through charges (e.g. government taxes and 
national grid charges) accounted for approximately one-third of TWUL's energy costs 
in 2011/12 , with this proportion likely to increase over AMP6. These costs are largely 
outside company control and subject to a large degree of uncertainty. 

• 	 Pension costs - deficit repayments are likely to be material and outside management 
control. 

• 	 Any costs proposed for notified items - these known unknowns will be very uncertain 
(e.g. at PR09 these included Traffic Management Act costs and Bad Debt); 
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• 	 Costs imposed by other organisations - e.g. abstraction licence costs, EA and Ofwat 
fees , which are typically outside company control; 

• 	 Atypical costs - these will not be representative of normal baseline cost levels. 
• 	 Desalination costs 
• 	 The "London effect". 

Question 11 - What special factors should we consider for your company as part of 
our cost assessment? What criteria should we use to assess whether we need to take 
account of these in our view of your costs? 

The cost assessment and estimation of the preliminary baseline should reflect adjustments 
for all factors that are material and outside TWUL's control. It is not possible to provide a 
detailed answer to this question as the 'special factors' will depend crucially on what factors 
are included in the models. 

At a minimum , we might expect these special factors to include the impacts on costs of: 

• 	 Regional wage levels; 
• 	 Regional differences in other construction costs; 
• 	 the 'London Effect' (e.g. impact of urban density and traffic congestion on 

productivity); 
• 	Asset age/condition; 
• 	 The fact that we have three discrete water distribution areas (so economies of scale 

may be overstated); 
• 	 Other impacts on distribution expenditure (e.g. soil type, traffic loading and road 

surface type, asset types and volumes); 
• 	 Different types of technologies (e.g. TWUL's desalination plant) ; and 
• 	 Insurance costs. 

In RIIO-GD1, for example, Of gem allowed National Grid an adjustment of 15% on repex to 
account for the higher cost of working in London,s although the true costs might be higher. 

We are currently examining this area in more detail in demonstrating the efficiency of our 
plan , and would welcome an opportunity to engage with Ofwat in this area. 

Question 12 - Do you agree with our criteria for excluding costs from the general cost 
performance incentive framework? What types of costs should we exclude from the 
general framework? Please explain how these meet the cost exclusion criteria and 
how we should incentivise cost performance for these costs. 

We broadly agree with Ofwat's criteria. Our response to question 10 set out types of costs 
that should be excluded from the general cost performance incentive framework . 

We are keen to work with Ofwat to develop mechanisms to share painlgain appropriately 
between customers and TWUL for costs that fall outside menu-based regulation . 

But, in any case, we will still be incentivised to reduce costs (where feasible) to beat the 
regulatory settlement. Customers will benefit from this in the medium-term as Ofwat uses 
the revealed information to reset prices at subsequent reviews. 

5 Ofgem. RIIO·G01· Final Proposals - Supporting document - Cost efficiency. Appendix 4. page 120 
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Question 13 - At what point should we take the MEA values to split the 2015 ReV in 
order to set water and wastewater price controls? 

We have estimated that splitting the RCV on the basis of net MEAV (irrespective of whether 
this is at 1 April 2010 or 31 March 2013) would lead to a significant reallocation of RCV from 
Water to Wastewater compared with the current indicative splits (in the region of 20-30% for 
TWUL, depending on the method chosen). This would have a large incidence effect on the 
relative size of water and wastewater bills. 

Ofwat should consider the potential (longer-term) advantages of adopting an allocation 
based on net MEAV (e.g. regulatory 'building blocks' better reflect actual asset values) 
against the potential downside (e.g. material rise in wastewater bills and therefore combined 
bills in areas served by WaCs) . A potential short-term solution might involve a more gradual 
reallocation over multiple price review periods. 

Q14 Do you agree that it is possible to simplify our approach to calculating tax? 

We agree that the approach to tax can be simplified (by replacing detailed capital allowances 
calculations with average capital allowances rates for the water and wastewater businesses), 
but this is unlikely to materially reduce the regulatory burden. We would be concerned at 
any suggestion that average rates should be applied across the industry rather than looking 
at each individual company's tax position in calculating its tax funding requirements . 

Based on our experience, the allocation of capital expenditure between capital allowances 
pools can vary significantly from year to year based on the capital investment in that year. In 
order to arrive at an appropriate average tax depreciation rate we would expect to have to 
analyse the forecast capital expenditure in some detail , in the same way as previously. It is 
therefore difficult to identify any cost savings in the process from the company's perspective. 
The only simplification appears to arise in the approach to modelling capital allowances in 
the regulatory funding model. 

The proposal to provide separate capital allowances computations for the water and 
wastewater business will add complexity to the tax funding calculation process. The 
additional complexity will arise in the following areas: 

• 	 the requirement to provide separate capital allowances computations and appropriate 
tax depreciation rates for the two business areas; 

• 	 deciding on the appropriate method of allocation of brought forward capital 
allowances pools, as adjusted for price review purposes, when no analysis between 
water and wastewater assets has been required in the past. Presumably some 
method of splitting the projected tax pools at 31 March 2015 will need to be agreed; 

• 	 treatment of brought forward capital allowances pools and forecast expenditure that 
does not relate directly to either the water or wastewater business, e.g. retail 
activities, support services. 

We consider that tax funding should be based on notional rather than actual gearing levels. 
This would be consistent with a simplified approach to calculating tax and the Competition 
Commission's approach in the recent Bristol Water case that tax funding should be 
calculated on the basis of notional gearing levels in order to be consistent with the 
methodology for determining WACC. 
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We will also need to retain use of historical adjustments which were agreed previously at 
PR09.6 Any move away from individual tax bases and simplification would need to ensure 
that the benefit of these adjustments is retained by the company, as the original cost was 
incurred by companies and not funded by customers. 

Most of these issues are not addressed in the consultation . We would therefore welcome 
more clarity from Ofwat on when it expects to provide further guidance on the preparation of 
the tax case for business plans. 

6 These relate to section 19 expenditure and capital allowance disclaimers made on the abolition of 
advance corporation ta x 
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Retail controls for household customers 

Key messages: 

We consider an average cost to serve (ACTS) approach to be appropriate. But, 
Ofwat's preferred scale variable (number of 'unique customers') will not reflect 
efficient costs where these costs are driven by, for example, the size of the bill or 
number of services. Therefore, Ofwat should set separate ACTS for WaSCs and 
WOCs. 

There appears to be a strong case for adjusting ACTS for bad debt. In TWUL's case 
this will need to include adjustments for the impacts from the Thames Tideway 
Tunnel on bills. 

The Household Retail control must be indexed to RPI. The price control framework 
has been constructed so that the substantial majority of revenues (i.e. wholesale 
revenues) will be indexed to RPI. This means that the substantial proportion of retail 
costs will increase with RPI. It is inconsistent, therefore, for Ofwat not to index the 
Household and Non-household Retail controls to RPI, given that the price control 
framework causes costs to escalate by RPI . 

Moreover, removing indexation would double-count the efficiency challenge on 
companies, i.e.: (i) relative to the average cost to serve; and (ii) relative to 
productivity gains in the whole economy which are already reflected in RPI. This 
would penalise efficient companies and increase systematic risk across the sector. 

We are concerned that the "single margin rule" may be inconsistent with the 
financeability test if it leads to insufficient net margin to remunerate companies for 
capex and risks in Household Retail. 

Calculation of Average Cost to Serve 

As mentioned above, we are concerned that Ofwat's choice of scale variable (number of 
'unique customers') reduces the comparability of WOCs with WaSCs, so undermining the 
relative efficiency assessments. 

In Figure 4 we have estimated the industry ACTS under Ofwat's preferred approach in the 
consultation . This seems to broadly align with a chart in a recent Ofwat City Briefing.' 
Figure 4 shows clearly the difficulty in comparing WOCs (who are all to the left of the chart) 
with WaSCs (who are all to the right, with an average ACTS that is c.65% higher than 
WOCs). To be comparable, WaSCs would need to incur no extra cost from providing two 
services and a higher overall bill , which is implausible since a material proportion of Retail 
costs increase with revenue and bill size (see point 4 in our letter for a full discussion) · 

Based on this analysis , we would urge Ofwat to consider setting prices with reference to 
separate ACTS for WaSCs and WOCs (which would be a simple change and reduce the 
most material comparability problem) . An adjustment for bad debt would also mitigate this 

7 http://www.ofwat.gov.uk/publications/events/prs_spe20130131 cityslides.pdf 
We note that this inaccuracy may be exacerbated where the addi tional income to WOCs from bi lli ng waste 

charges on behal f of WaSCs reduces the WOCs' cost to serve 
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problem, but would not address those other costs driven by bill size or the number of 
services. 

Figure 4: Indicative industry ACTS (based on 2011/12 data) 
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Source: TWUL analysis based on Regulalory Accounling dala (2011/12) 

Naturally, the TTT costs need to be removed from TWUL's costs before calculating the 
ACTS and then added back into the funded costs. 

Indexation and input price risk 

As set out in point 4 of our letter, Ofwat should index the Retail control to RPI. It is 
inconsistent for Ofwat not to index the Household Retail control to RPI , given that the 
framework causes costs to escalate by RPI. 

Moreover, RPI appears to be a reasonable measure for input price inflation in the Retail 
business. In the consultation, Ofwat puts IT costs forward as an example of an operating 
cost where prices have fallen over time. However, we have found that: 

• 	 IT accounts for only a small proportion of overall retail costs, whereas most costs will 
be related to bad debt and wages' which have increased over time broadly in line 
with RPI (see Figure 5 below); 

• 	 IT costs have largely plateaued and even increased slightly in the period between 
2007 and 2012 (see Figure 5 below) . 

Removing RPI indexation would therefore double-count the efficiency challenge on 
companies, i.e.: (i) relative to the average cost to serve; and (ii) relative to productivity gains 
in the whole economy which are already reflected in RPI. Therefore, for water companies to 
remain neutral to excluding RPI indexation they would need to not only achieve efficiency 
gains but also beat average productivity gains across the economy by enough to fully offset 
input price infiation W 

9 Based on 2010/11 June return data . Non-meter related depreciation costs represent less than 3% of total 
expenditure. This will include not only IT, but also other depreciable retail assets, such as property. The 3% figure 
therefore overstates the importance of IT costs. 
10 For example , say RPI increased by 3% p.a. , reflecting a 4% p.a. increase in input costs and a 1% p.a. 
improvement in productivity. In simple terms and all else equal, with input cost increases of 4% p.a., water 
companies would have to improve productivity of their retail businesses by 4% p.a. (i.e. 3% p.a. more than 
economy·wide productivity gains) to remain financially neutra l to removing RPI indexation 
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Therefore, companies that manage to achieve real cost reductions could still be penalised 
because their nominal prices have risen or the efficiencies achieved are less than the overall 
productivity gains in the economy. This would increase systematic risk in the sector, to the 
detriment of customers. 

Figure 5: Trends in RPI and other input prices relevant to Retail 
180 ,-------·------------------------------------·-- 
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Source: ONS PPI breakdown, ONS EMP employment and eamings, and ONS Consumer Price Indices. 

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

We do not have a preferred position at this stage, as the effectiveness of the approach 
depends on the detailed implementation and approach to indexation. 

The approach will need to be accurate (e.g. historic costs may not provide an accurate 
representation of forward-looking costs, but there may be advantages of using actuals rather 
than forecasts) , maintain financeability (e.g. historic cost levels will not be financeable in 
future without RPI indexation) and be workable in practice (e.g. forward-looking data would 
require business planning data to be presented on a consistent basis) . 

An alternative would be for Ofwat to use a hybrid approach, whereby ACTS is calculated 
using historic costs (with RPI indexation and glide path), but companies are allowed to 
recover incremental increases in baseline costs (with ongoing efficiency challenge) where 
sufficient evidence is provided in plans. This should align with Ofwat's risk-based approach. 

Q16 Do you agree with our proposed criteria for assessing other adjustments to the 

ACTS? Are there other factors we should take into account, and (if so) how? 


We broadly agree with Ofwat's proposed criteria. 


In addition to a metering adjustment, Ofwat should consider adjusting for: 


• 	 Bad debt. This is the single largest retail cost for companies, is influenced by factors 
outside company control (e.g. bill size and changes in economic deprivation) and 
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affects companies to differing degrees. Ofwat should consider simple approaches, 
e.g. based on the bill size and average rate of revenue collection. 

• 	 Retail costs associated with the Thames Tideway Tunnel ("TTT"). The TTT is 
expected to lead to rises in retail costs in a number of areas, including customer 
contacts relating to the TTT, bad debt (from the rise in bills) and possible 
renegotiation of revenue collection contracts with Local Authorities. We expect this 
change in cost to be material , largely outside the control of the company and specific 
to TWUL. We would welcome discussion with Ofwat about how to adjust for these 
effects in ACTS. 

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

We agree that there should be an adjustment for the costs of metering. We would welcome 
further clarity on the detail of the methodology proposed . 

Q18 How do you think we should apply the ACTS for those above the industry ACTS? 
Do you think that we should use a glide path and (if so) of what form? 

We support the glide path approach for companies above the industry ACTS. The form of 
the glide path could be informed by the speed of efficiency improvements achieved 
historically by companies below the ACTS. 

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

We agree that companies need to continually improve to drive value for customers through 
the implementation of better technology and streamlined customer processes. However, the 
significant time since privatisation suggests that many of the 'quick wins' for the industry 
have already been achieved , suggesting that future ongoing efficiency may be modest for 
companies below the ACTS (without, for example, step changes in the ability for companies 
to collect bad debt). 

Q20 Do you think we should use a net margin to remunerate household retail invested 
capital and risk over the period 2015-20? How can we avoid over-recovery of returns 
and take into account any implicit margin that exists in the difference between 
efficient retail costs and the retail price? 

We support including a net margin to remunerate capex in household retail (including any 
working capital requirements) and risk. 

In calculating this margin, Ofwat should consider whether Household Retail can pass the 
financeability test (which is described in the consultation and, in our letter, would align with 
the need to fast track individual business plans). The 'single margin rule ' should be applied 
so as to retain sufficient net margin to remunerate companies for capex and risks in Retail 
(including efficient interface costs created by the Wholesale I Retail split) . 
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Q21 Do you agree that we should retain the service incentive mechanism (SIM), in a 
modified form, to encourage good customer service for households? 

Yes, we agree with retaining SIM. 

We would be keen to discuss the possible modifications with Ofwat, as there are potential 
improvements that could better align incentives to improved customer service, e.g.: 

• 	 Increase the weighting given to qualitative customer satisfaction surveys. (A large 
proportion of the telephone contacts, for example, will be driven by the failure of 
assets, rather than the customer experience following a contact, e.g. speed of 
resolution , quality of communication, etc). 

• 	 Increase the frequency of the customer satisfaction surveys (e.g. to daily or weekly) 
and shorten the list of questions. (This may improve the accuracy of the measure, by 
reducing the risk of an atypical week skewing the results.) 

• 	 Allow companies to set SIM outcomes and incentives based on their absolute score 
and improvement, rather than comparative scores across the industry (which may 
bear less relation to the Outcomes that customers value). 

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

We do not understand the question as it seems to contradict Ofwat's position in the 
consultation . Please see our response to question 4. 

26 



Retail controls for non-household customers 

Key messages: 

We support Ofwat's approach to rolling forward existing tariff structures for default 
tariffs and basing the default levels of service on the Guaranteed Standards of 
Service ("GSS") . 

For the reasons given in relation to the Household Retail control , the Non-household 
Retail control should be indexed to RPI. This is also necessary to ensure that the net 
margin for potential entrants is not eroded through input price inflation, to the point 
where the market is foreclosed to new competition . Without price indexation, 
entrants would forecast their margins falling exponentially over time. This would be a 
material deterrent to potential entrants. 

Ofwat should adopt a consistent approach to setting default tariffs that will be 
'safeguards' to protect business customers before competition starts, reducing the 
regulatory burden. Even before the market opens, the potential for future competition 
creates an incentive for companies to innovate in offering tariffs to help ensure a 
competitive offering . 

We would like clarity from Ofwat on how the costs associated with the Non
Household Retail market and competition will be remunerated. 

Payment terms 

Companies' wholesale business plans will be subject to credit and working capital risks from 
the payment terms specified in current retail (and upstream) market arrangements. An 
increase in market activity will increase this working capital and credit risk, which we will 
need to reflect in our wholesale business plans. 

The default position today is that zero day payment terms exist between the retail and 
wholesale functions. However, Ofwat's current guidance specifies a common contract 
allowing new entrant retailers to pay incumbents 14 days in arrears (creating an additional 
working capital and credit risk to the wholesale business) . The approach to payment terms in 
any new market arrangements remains uncertain. 

Therefore, our emerging view for the PR14 methodology is that Ofwat should continue to 
assume zero payment terms and explicitly address working capital and credit risks by: 

1. 	 allowing companies to recover a reasonable estimate of the costs from this working 
capital and credit risk where these are well-evidenced in business plans; 

2. 	 assess the financeability of companies' Retail functions under a credible range of 
market scenarios; and 

3. 	 explore possible risk sharing mechanisms between companies and customers where 
the costs are materially higher or lower than forecast, e.g. including a notified item. 
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023 Do you agree with our preferred option of rolling over existing tariff structures to 
form default tariffs? 

We support Ofwat's approach to rolling over existing tariff structures. This is consistent with 
Ofwat's lighter-touch approach , simplifies the process and allows companies to concentrate 
on developing innovative tariff structures. 

024 What are your views on our approach to customer churn under the proposed 
form of control for default tariffs? 

Our primary concern is that Ofwat adopts an approach that means that incumbents, in 
retaining the legal duty to serve customers, are not disadvantaged by customer churn. A 
simple approach may be to apply an overall gross margin to wholesale costs. 

025 What approach should we take to determine the aggregate level of operating 
costs to include in the non-household retail control? For example, should we use 
historic costs or forward-looking costs? 

We do not have a preferred option. The main objective should be to set default tariffs that 
act as 'safeguards' to non-household customers against high bills, but which are set at a 
level which does not risk deterring entry. 

026 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 efficient retail costs and those used to set default tariffs? 

See our response to question 25 above. Ofwat should set a net margin that facilitates 
competition. Even before the market opens, the potential for future competition creates an 
incentive for companies to innovate in offering tariffs to help ensure a competitive offering. 
Therefore, any difference between efficient retail costs and those used to set default tariffs 
will be driven out both in the short-term (in response to the threat of future competition) and 
in the longer-term (in response to the threat of actual competition) . 

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

Companies should be able to propose gross margin levels without constraints, which is 
consistent with a competitive market. 

Some customer segments may prove to be loss making under existing tariff structures so it 
will be important for companies to be able to redress this balance themselves. This should 
further increase the churn rate in the market. 

Ofwat could then apply a risk-based approach to investigate company tariffs further. 
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028 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? 

The Non-household Retail control should be indexed to RPI. 

This is necessary to ensure that the net margin for potential entrants is not eroded through 
input price inflation , to the point where the market is foreclosed to new competition. Without 
price indexation, entrants would forecast their margins falling over time. This would be a 
material deterrent to potential entrants. 

If entrants and incumbents are able to absorb input price rises through efficiency gains, then 
this will be reflected through market prices that are lower than the default tariffs set. 

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

Yes we support GSS standards being used as the base level of service requirements . Ofwat 
should clarify what happens if companies currently offer levels of service above the GSS. 

030 What aspects of service should we target in setting a service incentive for non
household customers in Wales? 

We have no comments on this question. 

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

We have no comments on this question. 

29 




Making better use of water resources 

Key messages: 

We support greater water trading where this is the most efficient solution and in the 
best interest of customers. We therefore support, in principle, setting water trading 
incentives for both importers and exporters that align with this objective and do not 
encourage inefficient trades. 

We support the principle of the abstraction incentive mechanism ("AIM"), but consider 
that Ofwat should now make design decisions to ensure that the baseline will be 
accurate, the mechanism focuses on those areas where it can change behaviour and 
the incentives are implemented using a staged approach to allow time to learn from 
the trial of the mechanism. We provide more detail in response to the questions 
below. 

Q32 Do you agree with our preferred option for implementing water trading 
incentives? 

We agree with Ofwat's preferred option , in principle, to provide incentives to exporters and 
importers that support greater water trading where this is the most efficient solution. 

We have progressed work in this area in our planning for AMP6, including publishing an 
OJEU notice in 2012 requesting interest in the bulk supply of raw or treated water. 

Though not explicit in the consultation document, we understand from an Ofwat workshop 
that incentives would apply to new water trades (and potentially renewals) , not existing 
agreements. We agree with this approach. 

Q33 What are your views on the sharing of export profits that the incentive should aim 
to deliver? Please provide your reasons and supporting evidence where possible. 

See the response under Q34 below. 

Q34 What evidence should we take into account in setting incentive rates for 
importers (buyers) of water? 

We agree with Ofwat that in setting the level of import incentives, a case-by-case "next best 
alternative" approach may better reflect the benefits to the importing company. 

While it may be more complex, we disagree that this would materially increase the regulatory 
burden . As part of the statutory Water Resources Management Plan ("WRMP") process, we 
are already required to produce a best value plan based on least cost principles to assess 
each water supply option (including opex, capex, environmental and social costs) . 

A potential approach would be to set company-wide importer incentives on the basis of a 
fixed proportion of total costs, but allow these incentives to be strengthened where this is 
considered appropriate on a case-by-case basis to achieve an efficient trade. 
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To set the level of incentive, Ofwat should consider: 

• 	 the time period for the water trade - the incentive should last for the duration of the 
contract to ensure the most cost beneficial solution for customers is achieved; 

• 	 the relative proportion of water supply in the affected area that the trade accounts for 
and the degree of supply security it provides; 

• 	 the cost of developing alternative sources; and 
• 	 upfront capital costs (e.g. for interconnection) - this could remain a material barrier to 

trade if not considered. Trading could therefore be encouraged through an incentive 
that allows the reporting company to recover the capex and return for the investment 
in interconnection . 

Q35 Do you agree with our preferred approaches to securing efficient trades and 
protecting the interests of customers? Please provide your reasons and supporting 
evidence where possible. 

We support this , in principle, as sharing export profits to generate an import incentive would 
mimic a competitive market and should help secure efficient trades. Sharing the incentive 
between both importer and exporter should ensure customers are no worse off than they 
would be were the trade not in place. 

If Ofwat requires companies to report against a trading and procurement code for water 
resources, this should not become a disproportionate administrative burden or promote 
perverse incentives to comply and generate trades which are not best value solutions for 
customers. 

Q36 Do you agree with our preferred option for implementing the AIM? 

We support the principle of AIM , and Ofwat's preferred approach to adopt a relatively simple 
version that is restricted to a single flow threshold and a single weighting across all sites 
where the AIM applies. 

Ofwat should adjust the AIM baseline to take account of factors outside companies' control 
that affect demand growth and therefore abstraction levels in future, to avoid over-penalising 
or rewarding companies. In particular, Ofwat should adjust the baseline for regional 
population growth (e.g. by estimating a simple linear trend). 

We consider that there are significant limitations associated with Defra 's National Water 
Environment Benefit Survey, which Ofwat plans to use to set incentives. We have previously 
raised concerns about the methodology, which were not subsequently addressed, and the 
survey was conducted before the economic recession , both of which affect the customer 
values. We therefore suggest that Ofwat engages companies in setting the incentive levels 
to check the levels are broadly appropriate. 
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Q37 Do you agree with our preferred limit to the scope of the AIM? 

We support the restriction of the AIM to a subset of Water Framework Directive 'Band 3' 
water bodies to ensure the mechanism delivers its intended outcome. 

However, Ofwat should allow companies to make representations for 'Band 3' sites that 
should not be part of the scope of AIM, either because: 

• detailed field investigations have demonstrated that the Environment Agency's 
environmental flow indicator ("EFI") and Band 3 classification are not robust or out-of
date; and / or 

• a company cannot utilise alternative water sources to maintain supply within its 
stated levels of service. 

In TWUL's case, inspection of the EFI Band 3 sites in the Thames catchment indicates that 
the lower Thames between Egham and Teddington is classified as Band 3 yet field 
investigations undertaken during AMP5 have failed to demonstrate that significant 
environmental damage is caused by the current licensed surface water abstractions in thi s 
reach of the river. The lower Thames abstractions are also a good example of where we 
would have no alternative other than to abstract water from the River Thames. 

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

We support Ofwat's intention to take into account work currently being carried out for UKWIR 
when calibrating the AIM . Given the economic recession since the National Water 
Environment Benefit Survey was undertaken in 2007, Ofwat should engage with companies 
to understand local willingness to pay in calibrating the incentives. 

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

We support the two stage phased implementation of the AIM . However, we consider that 
only running a shadow AIM for a single year (2015-16), before imposing financial rewards 
and penalties from 1 April 2016, would not allow sufficient time to adequately learn from the 
results of the trial. 

We consider that the trial period should be longer, allowing companies' performance to be 
judged against shadow incentives and testing of the scientific evidence underpinning EFls at 
many sites . We also consider that the scheme could be phased in , with the incentives 
applied at 50% of the intended rate , for example, for the first two years. 

In the short term, reputational considerations are likely to generate significant incentives to 
improve performance in this area. This is consistent with the note from Ofwat's Customer 
Advisory Panel meeting in July 2012," which indicated that the CAP supported a virtual or 
shadow AIM for early years, with financial incentives only introduced if the modelling during 
the trial showed that other incentives does not adequately address this risk . 

11 Ofwat. http"//www ofwat.govuk/futlire/monopolies/fpl/clistomer/min_wrk120703cap pdf. page 5 
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Overall incentives, risk and financeability 

Key messages: 

We support the principle of Ofwat's approach to test financeability on a notional 
company basis, which should extend to the treatment of tax. 

We consider that Ofwat should provide further clarity on how the financeability testing 
for Retail will be carried out given the preferred approaches to setting gross/net 
margins in Retail. 

The scale of debt in the industry reflects the efficient financing of investment since 
privatisation and the incentives of the regime, with the benefits being passed back to 
customers through enhanced service levels and prices at the subsequent price 
reviews. Where companies' actual financing structures differ from the notional 
company, we accept this risk . In cases where the level of risk becomes untenable, a 
clear understanding of what has caused the problem is needed to choose an 
appropriate solution that avoids future issues. 

We are open to exploring a more balanced pain/gain share between customers and 
investors, a core element of a recent lecture by Jonson COX.,2 We consider that 
these mechanisms, which are not consulted on in this framework, should be 
developed with close company engagement. These mechanisms should be two
sided to avoid unintended consequences, such as increases in systematic risk or 
reduced attractiveness of the sector to long-term investment. 

For the Wholesale control , we support the use of WACC and would recommend 
supporting the CAPM estimation by using other - more forward looking 
approaches. 

The methodology allows for company specific outputs and incentives, and implies 
that this could give rise to differences in risk and associated cost of capital between 
companies. It would be helpful to explore further whether there may be a move away 
from a single WACC for the WASCs. 

We offer detailed recommendations under the questions below on key factors that we 
think Ofwat should consider when assessing financeability and calibrating incentives. 

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 support the principles of Ofwat's approach . The actual implementation of this approach 
will be important. 

' 2 0 fwat Observations on the regutation of the wa ter sector A tecture by Jonson Cox March 2013 
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Ofwat's proposed framework provides companies with the responsibility to set the incentives 
associated with achieving outcomes, meaning that risk profiles are likely to vary - potentially 
materially - between companies. This implies that it is appropriate for Ofwat to consider 
refining the calibration of incentives based on companies' actual plans, to best achieve the 
appropriate balance between protecting customers and maintaining company financeability. 

There would be significant benefits from engaging with companies during the calibration 
process, to provide companies and investors with assurance they retain ownership of 
financing plans for PR14. 

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

We agree that the assessment of allowed returns should relate to the risks to each price 
control. 

For the Wholesale Water and Wholesale Wastewater controls, for example, the risks will be 
asymmetrical based on differences in customer-led outcomes, operational risks , the scale 
and scope of investment and the forms of revenue limits. 

For the Household Retail and Non-Household Retail controls , we would welcome further 
clarity on how the returns will be set to account for risks around the volatility of cash flows, 
revenue risks from competition, capital investment and working capital requirements and net 
revenue risks from input price inflation . For Non-household Retail , the specification of 
'safeguard tariffs' also needs to take into account an assessment of the reasonable rate of 
return that achieves the appropriate balance between protecting customers without 
foreclosing the retail market. 

We consider that Ofwat should carry out financeability tests for individual business plans, to 
support it in fast tracking individual business plans where these meet Ofwat's risk-based 
review criteria. 

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? 

We agree that the cost of capital for wholesale should continue to be remunerated through 
application of a real weighted average cost of capital ("WACC") applied to the Regulatory 
Capital Value ("RCV") which inflates by RPI. 

Assessment of the cost of capital is a critical part of the price review process. Setting the 
allowance too low puts at risk the ability of the sector to secure the financing necessary to 
deliver the investment programme and services required by customers. Ofwat must ensure 
that this is set such that the incentive to invest is retained. Equally, setting the cost of capital 
too high would not provide value for money to customers and would not be consistent with 
Ofwat's consumer objective. 

In determining the components of the WACC, using the CAPM approach provides an 
appropriate baseline for the assessment, although it is far from perfect and any approach 
must reflect challenges presented by both a limited data set (in terms of the number of 
companies in the sector which are quoted on the Stock Exchange) and by external factors 
which affect the data upon which CAPM relies . 
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For example, the current macroeconomic environment presents a number of challenges in 
assessing the risk free rate within the UK. UK gilt yields, for example, are close to zero, 
making assessment of the future risk free rate difficult to judge. The knock-on impacts to the 
equity risk premium are similarly difficult to isolate and predict. 

I n view of the external factors and limited set of data, we recommend that Ofwat cross
checks the estimated cost of equity using alternative models which are more forward-looking 
in nature. While a number of alternative models are available, we consider that two options 
have the advantages of providing the closest fit within a regulatory context and being 
forward-looking in nature: 

• 	 Dividend growth model ("DGM") - which calculates the WACC by discounting 
expected future dividends; 

• 	 Real options approach - which compensates investors for committing to 
expenditures when risks are expected to resolve over time. 

Ofwat should also compare its cost of equity estimates against relevant benchmarks. For 
example Ofgem has recently proposed a range of 6.0%-7.2% (post-tax, real) for the cost of 
equity in RIIO-ED1. 

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

The link between the cost of capital and the new approach to outcomes, incentives and risk 
sharing at PR14 will need to be carefully considered in finalising the methodology, designing 
and calibrating incentives and in setting the allowed WACC in draft and final determinations. 

Clearly some of the effects of the methodology will be diversifiable by companies and 
investors, others may drive changes in systematic risk, via variability in cash flows, which 
should be recognised in the WACC. It will be essential for Ofwat to consider the impact on 
the WACC for each of its key proposals. The RORE tool may support this assessment, 
though the consultation does not set out how this will work in practice. 

The consultation implies that different WACCs may apply to different companies depending 
on how they are positioned within the framework of incentives. We have previously argued 
that Ofwat should be open to the possibility of giving different companies different returns 
during AMP6 given the likelihood of material differences in risk between companies. A 
number of elements of Ofwat's draft framework (e.g. outcomes and incentives framework, 
risk sharing mechanisms and re-openers, risk-based assessment of totex, menu choices and 
remuneration for costs outside company control , etc) will serve to expand these differences. 

These factors will be of considerable interest to investors. Changes to the way in which the 
sector is regulated , and how cash flows and risks are derived and allocated , should continue 
to be transparent and well-understood, to maintain a strong investment credit rating and the 
confidence of the markets - and hence the attractiveness of the sector for investment. It is 
critical that the methodology used for setting prices reflects the importance of the rating 
agencies ' views on credit and regulatory risk, which is fundamental to 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? 

Our view is that further development and clarity around the broad approach are needed to 
ensure that Ofwat is fully compliant with its duties. 
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Providers of finance assess a company at a legal entity level, so in the absence of legal 
separation it is necessary, in our view, for Ofwat to continue to ensure that a company is 
able to finance its functions by reference to all of its regulated activities. An appropriate way 
of achieving this objective is to ensure that each individual price control is financeable . 

We have proposed, in other parts of our response, that Ofwat should consider assessing 
financeability of individual business plans (at the price control level) to support the process 
for fast tracking individual plans. We consider this to be consistent with Ofwat's financing 
duty (as, from first principles, a legal entity should be financeable if all component parts are 
financeable) . 

We continue to believe that a financeability problem is a fundamental issue for the sector 
and one that requires a shared solution. There must also be recognition that customers are 
funding only a portion of the company's interest payments as they fall due. This gives rise to 
a form of intergenerational cross-subsidy in which customers today pay less than the 
economic cost of the service they receive at the expense of higher bills in the future . To the 
extent that this timing issue causes companies financing problems, it is not unreasonable to 
expect part of the solution to financeability issues to come from adoption of an alternative 
sharing of the burden between current and future customers to better match the overall cost 
of providing such services over time. 

We accept that market mechanisms can be an appropriate means of resolving financeability 
problems and fully support the use of the notional balance sheet in financeability 
assessment. However, there should be greater definition on how the suitability of market 
mechanisms would be assessed and the circumstances in which they would be used . 

In Ofwat's final methodology, we are therefore keen to better understand Ofwat's views on 
how it will assess the size, scale and suitability of the alternative mechanisms to resolve 
issues of financeability, for example index-linked debt and equity injections. This would help 
improve the transparency of the regime and support investor confidence. We provide further 
thoughts on these mechanisms below as well as new regulatory mechanisms (e.g. totex) 
that could be brought to bear and balanced with the overall impact on customers. 

The consultation indicates that financeability testing will consider whether the estimated 
financial ratios may put at risk a comfortable investment grade credit rating (section 8.3), and 
that companies will have greater flexibility to manage financeability through determining 
appropriate cost recovery rates (sections 8.2 and 4.5). It should be noted , however, that the 
ability to manage some key financial ratios through adjusting the cost recovery rate is limited. 
For example, the adjusted cash interest cover, is not expected to be affected by changing 
the cost recovery rate . This is noted by Moody's which states that , "Credit metrics as 
calculated by Moody's, in particular the Adjusted Interest Cover Ratio, will be unaffected by 
the pace of money received'. ' 3 

tndex-linked Debt 

For index-linked debt the primary assessment should be undertaken on market conditions 
and capacity. Ofwat did undertake this for PR09 and recognised that conditions were not 
right to make any such assumptions for AMP5 - it is important that similar considerations are 
made at draft and final determination for the current price review. 

I n making any assumptions for index-linked debt, due account should be taken of the strong 
reservations expressed by the credit rating agencies to the overuse of inflation-linked swaps 

13 Moody's . "Special Comment· Ofwat's methodology for PR14 likely to be credit neutral" February 2013 
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with accretion pay down features or formal break clauses, and the agencies ' intention to strip 
away any perceived cashflow benefit for the purpose of calculation of financial ratios (the 
agencies adjust financial ratios to add back accretion to cash flow thus not recognising the 
short-lived cash flow benefit) . 

Accordingly, we anticipate that the use of such products will be limited. As a solution to 
financeability these instruments offer limited relief, but in moderation (Le. a limited 
percentage of total debt) there can be a place for such derivative transactions within a 
balanced portfolio of debt instruments. 

Equity injections 

Equity has a part to play, and again market conditions for issuance should be tested by 
reference to a set of 'equity financing ' tests, which could include, for example : 

• 	 at least a stable profile of in-year profit per unit of equity metrics; 
• 	 a non-negative or minimum net cash return to shareholders within each five-year 

period (based on dividends less injection); and 
• 	 no expectation of repeat equity injections over successive control periods. 

To the extent that equity conditions are suitable and within the boundaries of notional 
gearing as outlined above an appropriate allowance should be made for related issuance 
costs. A fuller understanding of costs of new equity is therefore essential. 

Equity injections should also be bounded in overall terms by reference to the notional 
balance sheet. Ofwat assesses what is an efficient gearing level to ensure an appropriate 
investment grade credit rating, which underpins the WACC calculation. This implies that 
materially lower gearing on the notional balance sheet would not be efficient or in customers ' 
interests, and hence any financeability solution should not assume an equity injection which 
would take a company's notional gearing materially below that assumed in the WACC. 

Revenue-based solutions 

We consider that the financeability issue is a shared burden between the company and 
customers which require shared solutions. To achieve the appropriate balance between 
customer affordability and financeability , the application of market mechanisms should be 
balanced with the use of new tools under totex to vary the revenue share taken by current 
and future customers (e.g. by changing the 'depreciation' of existing RCV or the period over 
which 'new' RCV under tote x gets remunerated over time). 

In our financing plan for PR14, we will consider the application of market mechanisms to the 
fullest justifiable extent to ensure that the burden falling on current (and future) customers is 
no more than necessary. 

Large projects 

Large projects (e.g. the Thames Tideway Tunnel) can require a different regulatory 
response . Our view remains that the financing challenges that such schemes raise are best 
dealt with by ring-fencing new projects from the core regulatory business and devising a 
bespoke set of regulatory arrangements to deal with risk, reward and remuneration. We 
understand that Ofwat agrees with this. 

Where the size and/or complexity of a new scheme threatens the undertaker's ability to 
provide services for its customers, Ofwat's statutory duties point it very clearly towards 
devising a set of arrangements which ensure that the core service is not jeopardised by 
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problems that may emerge during the building of new assets regardless of the legal 
structure. The precise arrangements will need to vary on a case-by-case basis, but may 
include: 

• 	 a bespoke risk allocation ; 
• 	 a project-specific rate of return ; 
• 	 separate financing , with a strong ring-fence to ensure repayment risks are kept 

completely separate; and/or 
• 	 a change to the profiling of customer charges, for example to eliminate the 

real/nominal mismatch for a stand-alone investment 

We expect to identify schemes that are of a fundamentally different size and character to 
those that are normally delivered by the company well in advance of their development and 
will work closely with Ofwat to ensure that arrangements are devised which appropriately 
protect the interests of our customers. 

Other comments on financing 

We agree that WACC and financing should be assessed by reference to a notionally geared 
company, targeting 'comfortable investment grade ratings (which we view to be A3/A-) . We 
note, however, that the final paragraph on page 129 of the consultation document includes a 
reference to the "actual" rather than "notional" balance sheet as follows: 

"Where the financial ratios indicate that an individual company's actual capital structure may 
put at risk a comfortable investment grade rating with the allowed revenues, we will examine 
capital structure solutions in the first instance - as we did at the 2009 price review. " 

The use of "actual" balance sheet here is not consistent with the wording earlier in the 
section which states that financeability will be assessed by reference to "a single associated 
balance sheet that assumes the notional capital structure ... ". We assume that the use of the 
"actual capital structure" in the final paragraph on page 129 is simply a typographical error; it 
would be helpful if Ofwat could confirm that that is indeed the case within the final 
methodology document. 

We agree that any financeability adjustments should be made through Wholesale (for 
example via the new mechanisms under 'totex') unless the issue relates to the supporting 
assessment undertaken with regard to the financeability of the Retail business. 

Whilst the financeability test for the combined business is clear, the methodology document 
does not set out how financeability of the Retail business should be assessed. Clearly the 
retail margin is a critical component of any such assessment, and will need to be 
bench marked against equivalent markets, but with calibrated risks to consider the volatility of 
cash flows. Of particular importance here will be how working capital risk is shared between 
Wholesale and Retail (and how Retail is remunerated for its share) and how other risks are 
recognised in the allowed margin. 

We have provided a detailed response in the Household Retail and Non-household Retail 
sections above setting out why the Retail controls should be indexed to RPI. 

Comments on tax 

We consider that tax funding should be based on notional rather than actual gearing levels. 
This would be consistent with the Competition Commission 's approach in the recent Bristol 
Water case that tax funding should be calculated on the basis of notional gearing levels in 
order to be consistent with the methodology for determining WACC. 
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On page 132 of the consultation document it states that Ofwat will "recover any tax benefits 
arising from in-period changes to capital structures". This is incomplete, as it does not reflect 
the principles adopted in PR09, i.e. a claw-back might arise in the event of "a one-off step 
change in gearing resulting in a financial restructuring" and actual interest costs exceeded 
those modelled in business plans. This second test is not mentioned or consulted on. 

The commencement of the AMP6 period is likely to coincide with the next general election, 
increasing the risk around forecasting future tax changes and therefore the financial impact 
on TWUL. We would like to explore with Ofwat whether it would be appropriate to introduce 
a two-way trigger mechanism to automatically adjust for material changes in tax rates or law. 
This would align with Of gem's approach for regulating electricity distribution companies. 

There is no reference to the question of which accounting standards will be used to prepare 
business plans as the basis for calculating tax funding requirements. The Accounting 
Standards Board has decided that existing UK GAAP will no longer be in use with effect from 
1 April 2015. We would welcome clarity from Ofwat on its requirements for calculating tax 
funding requirements. 
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Assessing performance during 2010-15 

Key messages: 

We agree with Ofwat's allocation of risks and rewards to Wholesale, for simplicity. 

To determine whether to apply the adjustments for legacy incentives at the start of 
AMP6 or spread these over the period, Ofwat should examine the relative size of the 
adjustment (and therefore the incidence effect on bills and financeability). The impact 
of the two options should be equal in NPV terms. 

We would welcome clarity over how Ofwat will calculate the adjustments in practice, 
for SIM, RCM, opex capital allowance and the change protocol (which we are 
currently assuming is similar to PR09). We would urge Ofwat to provide detailed 
worked examples as part of the final methodology. 

For CIS, the model provided by Ofwat recalculates the CIS reward/penalty using 
actual real price effects, whereas at PR09 we understood the calculation to be 
independent of inflation. This has a significant financial impact. We have written to 
Ofwat separately on this issue. 

The change protocol (logging up/down, shortfalls, overlap programme) will remain an 
essential mechanism during AMP6 to appropriately share risks between customers 
and companies, such as for special projects (e.g. TTT) and very uncertain projects 
(e.g. environmental programme). 

We assume that lOoKs will continue to be used during AMP6, with the triviality test 
being 2% of turnover of the relevant price control(s) . 

Capital expenditure incentive scheme (CIS) 

As stated above, we have written to Ofwat separately on the calculation of the CIS 
reward/penalty. In summary, the changes to how this will work as set out in the CIS true-up 
adjustments model14 are unexpected and inconsistent with what was explained at PR09. The 
revenue true-ups are no longer NPV neutral because there is now a COP I revenue 
adjustment: 

• 	 at PR09, it was clear that the CIS only applied to capital over/underspend, not 
inflation changes. This was a factor in TWUL accepting the CIS at PR09; 

• 	 this large change is 'hidden' within a cell of a spreadsheet and not explicitly 
addressed in the consultation. It is not clear to us, therefore, whether this change 
is intended to be in the consultation ; 

• 	 we would like to seek clarity regarding Ofwat's plans and request confirmation of 
where this approach was contained within the PR09 (or previous) documentation ; 

• 	 the model provided by Ofwat also recalculates the CIS reward/penalty using 
actual real price effects. This makes a difference to the reward even if we spent 
exactly as expected. This suggests that the method used in the model is 
incorrect; 

• 	 we would welcome clarity over how the RCV true-up will work in practice. 

14 http://www.ofwal.gov .uklpricereviewlpr14Iprs_web201301 framework 
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Question 45 - Do you agree with our preferred option of implementing adjustments 
for legacy tools through wholesale controls? 

We agree with Ofwat's preferred approach to make all adjustments through the Wholesale 
control , as this is the simplest approach. 

Question 46 - What factors should we take into account when determining whether to 
spread adjustments over the price control period? 

In determining whether to make a 'midnight adjustment' or spread adjustments over AMP6, 
Ofwat should consider the scale of the adjustment in relation to revenues and other 
incentives, and therefore the impact on bills and company cash flows I financeability. For 
example, where the adjustment is sizeable it may be appropriate to spread the adjustment 
over AMP6. 

Either way, Ofwat should ensure adjustments are made on an NPV neutral basis, and are 
calculated based on the understanding at PR09 and not retrospective changes. 
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Delivering price controls in 2014 

Key messages: 

The timetable for delivering the price controls is very tight. In our response we have 
highlighted areas where we need further clarity at an early stage to support our 
business planning and achieve the appropriate balance between customer 
affordability and financeability . 

This includes, for example, Ofwat providing further details on the data that it requires 
to assess our costs, engaging with companies to provide confidence that Ofwat's 
baseline will be accurate and credible, and providing details on menus and the 
process so that we can understand risks and respond to the incentives. 

We support the principle of menu incentives, but are concerned that insufficient time 
has been allowed for companies to respond to incentives and make meaningful and 
reasoned choices. The 2014 timetable looks very challenging given the extensive 
detailed work needed to undertake further Customer Challenge Group engagement 
and make meaningful menu choices. To respond to menu-based incentives, we 
need to understand the expected form and strength of incentives before business 
plans are submitted. Otherwise, incentives risk being distorted or rendered 
ineffective. Ofwat should also provide clarity on its contingency planning if the 
timetable is unachievable. 

Given that Ofwat will receive a large number of different business plans from each 
undertaker reflecting the different wholesale and retail businesses, Ofwat should 
ensure that it can 'fast track' individual business plans, rather than only fast tracking a 
whole company. This, in turn, will require it to assess financeability on a plan-by-plan 
basis. 

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

The criteria seem broadly reasonable. 

We understand that Ofwat does not want to provide its 'corridors' for risk-based review. We 
consider that in its final methodology Ofwat should provide further detail on its criteria for 
high quality plans. This could comprise providin~ 'sub-criteria' within each of the criteria 
chosen - similar to the questions used by Of gem' . These do not need to be binding , but 
would allow companies to understand better what Ofwat considers to constitute its decisions 
against each criterion. 

For example, on Ofwat's second suggested criterion , further clarity is needed to understand 
Ofwat's "minimum requirements" for the outcome commitments and outcome incentives. 

In terms of additional criteria, Ofwat could consider whether companies have demonstrated 
that their business plans (and their financeability) are robust to the risks under a realistic 
range of future scenarios. 

IShtlp:/Iwww.ofgem.gov.uk/Networks/EtecDisUPriceCntrls/rii0
ed1/consutlations/Documents 1/RIIOE D1 SConBusinessPlans.pdf. Page 19-20 
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Q48 What factors should we take into account in further developing our process for a 
risk-based review? 

It is in everyone's interests that business plans focus on customers' needs at an efficient 
cost , and are not simply driven by the regulatory framework . 

We understand Ofwat's reasons for not wanting to reveal the 'corridors', though we consider 
that Ofwat should be clearer in its final methodology and business planning requirements 
consultation about its criteria for assessing whether a plan is high quality, the minimum 
requirements for plans, the priority areas where Ofwat perceives the burden of proof being 
highest and the process for fast tracking individual business plans. 

For example, Ofwat should consider whether the opportunity for reduced scrutiny will be on a 
pass/fail basis or if there will be partial credit, following a similar process to Ofgem.16 

Concentrating scrutiny on those parts of business plans that are a concern - rather than 
greater scrutiny of the entire plans - should provide Ofwat with greater flexibility to meet the 
tight timetable. 

Question 49 - 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? 

We support the principle of menu choices, but do not consider the proposed process to be 
practicable. 

One suggestion raised at an Ofwat workshop was to allow companies to make menu choices 
after the final determination . This approach has some attractions, but may increase risk for 
both companies and Ofwat if the process does not allow for the refinement of other business 
plan parameters (e.g. outcome incentives, totex PAYG rates, etc) to balance the overall level 
of risk in plans and test financeability. 

The main opportunity therefore seems to be for Ofwat to bring forward the provision of 
information on the menus and cost assessment approach in 201 3, to give companies a more 
informed view on the balance of risks by the time business plans are submitted. This would 
help mitigate the stress on the timetable in 2014 and the time to consult with eCGs and 
management, and build up bottom up evidence, to support meaningful menu choices . 

16htlp:llwww.ofgem.gov.uk/Netwo rks/ElecDisVPriceCntrls/ri i0
ed1 /consultations/Documents1/RI IOED 1 SConBusinessPlans.pdf. Page 15 
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Building for price reviews in 2019 and beyond 

Key messages: 

We welcome Ofwat's recognition that "there will be some costs to customers in the 
short term from companies implementing network plus, as well as those required for 
companies to implement the necessary accounting separation". 

We consider that network plus and network management tools are not priorities for 
implementation at PR14. The benefits of these tools depend critically on future 
upstream market reforms and related documents (e.g. access pricing guidance). 

We support, in principle, the broad scope of both network plus and network 
management tools and their phased introduction over AMP6. The process and 
timetable should be reviewed in light of the timing and scope of the final Water Bill. 

We do not support financial incentives for information provision. We would expect 
remuneration for the efficient costs of additional data collection that benefits 
customers. 

Question 50 - Do you agree with our preferred scope for network plus? 

We agree with the broad scope in principle. An approach based on the existing cost 
allocation boundaries seems consistent with the principle of reduced regulatory burden . 

Question 51 - Do you agree with our preferred option to implementing network plus? 

We welcome Ofwat's recognition that "there will be some costs to customers in the short 
term from companies implementing network plus, as well as those required for companies to 
implement the necessary accounting separation". 17 We would welcome clarification from 
Ofwat as to how it will assess these costs. 

Given this, we support Ofwat's approach in principle, though the process and timetable 
should be reviewed in light of the timing and scope of the final Water Bill. 

Ofwat should consider the following factors in providing more detail behind the high-level 
process: 

• 	 The move from cost allocation to reporting revenues for network plus represents a 
significant step change in data disclosure requirements. We would like to work 
closely with Ofwat to ensure we understand the requirements and agree an approach 
that is practicable and will deliver benefits to customers. 

• 	 There is an important question around the allocation of ReV for setting access 
prices. We would like to work with Ofwat in this area, to avoid unnecessary 
uncertainty and maintain investor confidence, to the benefit of customers. 

17 Ofwat consultation. page 144 
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Question 52 - Do you agree with our preferred scope for network management? 

The scope seems sensible to us. 

Question 53 - Do you agree with our preferred approach to implementing network 
management? 

We support the principle of phased implementation. We consider that the reporting for 
business plans should not be overly burdensome. 

Question 54 - 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? 

We support the principle of flexible and not overly burdensome reporting requirements for 
PR14 business plans. 

Question 55 - Do you agree with our preferred approach to financial incentives for 
network information reporting? 

We do not agree with the use of financial incentives for information provision in PR 14. 

We consider that companies should be remunerated for the reasonable cost of providing 
additional data where material, but the use of incentives around data provision risks creating 
unintended consequences, e.g. an incentive to move investment and management focus 
away from areas that most benefits customers. 

Ofwat should also be cognisant that , as markets open further, regulated companies should 
not be forced to disclose information which provides an unfair advantage to competitors. 
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