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Dear Stephen 

2014 Price Review Methodology Proposals 

On behalf of Dwr Cymru I am writing in response to "Setting price controls for 
2015-20 - framework and approach", published in January of this year. 

By way of overview, we welcome the general direction of Ofwat's thinking. In 
particular, we support the proposals to give companies full responsibility for 
formulating their business plans, placing customers at the heart of driving 
service delivery rather than regulators, and we welcome the additional 
flexibility that Ofwat plans to build into the price review methodology to give 
effect to this. 

We acknowledge that the methodology is less developed in some respects 
than others, and that further details will be published during the course of the 
summer. We look forward to clarification of some of these critical components 
of Ofwat's proposed methodology, and will continue to participate fully in 
Ofwat's programme of engagement with companies. 

At this stage in the process the important points that we would like Ofwat to 
consider are as follows. 

1. 	One of the guiding principles of economic regulation is that regulators 
should, as far as possible mimic the effects of a competitive market. Ofwat 
has, in the past given effect to this principle notably in its approach to 
setting the industry cost of capital and applying a "level playing field", 
leaving it up to companies to decide how they think they can best structure 
their finances. It is suggested that Ofwat might depart from this principle 
by handing the benefits of "innovative" approaches to financing achieved 
by some companies through to customers, implicitly by allowing them a 
lower cost of capital, whilst leaving other companies with a higher allowed 
cost of capital. This violates the principle of the quasi-market "level playing 
field", and risks featherbedding companies that have made the wrong 
decisions as to capital structure. Whatever level is chosen for the cost of 
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capital, the level playing field is an essential component of incentive 
regulation and should be maintained. 

2. 	 We welcome the proposal to give companies flexibility in making decisions 
as to their expenditure "menu choices" together with the "pay as you go" 
and "run-off rates" that they apply. It should be clear, however, that these 
decisions form an inter-related package, and that changes in one 
component may imply a need to adjust others, in the interests of overall 
efficiency and fairness. In order that the benefits of the flexibility that 
Ofwat is providing are secured, therefore, it is essential that at the point 
when companies are required to make their final menu choices, their 
decisions on the timing of the reflection of that expenditure in regulatory 
controls can be adjusted as well. 

3. 	 We responded in detail to Ofwat's consultation on wholesale incentives on 
28th September 2012 and have not changed our views. In particular, we 
stressed the importance of reputational incentives in driving company 
behaviour. It is worth highlighting in addition, however, that this company 
is in a unique position vis-a-vis the rest of the industry, because we pay 
no dividends in the conventional sense. This means that financial 
surpluses are available to deliver benefits to customers, either in form of 
voluntary reductions in bills, discretionary expenditure, or retention in the 
business to facilitate further improvements in credit quality and the 
prospect of lower financing costs in the future. We are comfortable, 
however, that we can devise a system of rewards and penalties as part of 
our business plan that will be compatible with our unique ownership 
structure. 

4. 	 Similarly, we responded on 24th August 2012 to the consultation on retail 
price controls, and re-affirm our position on the issues raised there. In 
particular, we remain firmly of the view that the operational call centre 
function and developer services are core "wholesale" activities, and their 
inclusion in retail would risk adding unnecessary complexity for customers 
and inefficiency into the delivery of services. 

5. 	We note the outline description of the process Ofwat intends to take to the 
determination of "baseline" expenditures, and that it is intended to provide 
further details of the proposed approach later in the year. At this stage we 
would note that the limitations of econometric modelling, as shown by the 
experience of previous price reviews, are such that whilst they may 
provide one piece of evidence they should not be relied upon exclusively, 
and that company's own projections, properly challenged and incentivised, 
should be given greater weight. Ofwat should also bear in mind the 
importance of securing the "truth-telling incentives" of menu regulation, 
and that focusing on getting the basic incentivisation mechanism right is 
more important in the interests of long term cost minimisation than finding 
ways of justifying a low starting baseline. 

6. A related point, of considerable potential importance, is the way in which 
financeability tests are applied. Given the logic of menu regulation, and in 
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particular the fact that a company's menu choice represents its best view 
of what it believes it needs to spend, it makes no sense to apply 
financeability tests on the basis that expenditure is going to be something 
different. Whilst Ofwat may allow a figure some way between the baseline 
and the menu choice for the purposes of the "building blocks" that make up 
the price controls, financeability should be assessed on the basis of what a 
company actually plans to spend. 

7. 	 We note that Ofwat has raised the possibility of a revised split of ReV 
between water and sewerage. We do not think this is necessary, certainly 
for this company, since the ReV is already split for the purposes of 
informing the indicative service Ks that Ofwat has used to regulate the 
balance between water and sewerage charges since PR99. Any revised 
split creates the prospect of a significant shift between water and 
sewerage, which would have incidence effects for customers that do not 
take both services from the same company. 

8. 	 We do not agree with Ofwat's approach to the choice of denominator for 
the "average cost to serve" methodology. It is plainly incorrect to assume 
that the efficient cost of serving a water and sewerage customer will be the 
same as serving a water-only customer or a sewerage-only customer. We 
accept, equally, that the efficient cost of serving a water and sewerage 
customer will not be twice the size of the cost of serving a water-only 
customer or a sewerage-only customer. Rather, the answer will lie 
somewhere in between. The appropriate, and fair, approach, therefore, is 
to arrive at an average cost to serve for the purposes of comparisons by 
applyfng a weight between 1 and 2 to water and sewerage customers. For 
the purposes of setting the individual retail price controls for each 
company, gross margins should then be set as a weighted average of the 
different types of customer to which retail services are provided. 

9. 	 Further, for the purposes of the average cost to serve comparison, it is 
important that due allowance is made for socio-economic differences 
between regions. We acknowledge that there can be no question of 
simply passing through the additional costs of serving customers in areas 
of high income deprivation, but equally there is no question that both bad 
debt and cash collection costs are higher in those areas, and a failure to 
take that critical cost driver into account will penalise companies such as 
ourselves that serve a higher proportion of customers that struggle to pay 
their bills. In addition, there is a causal relationship between the level of 
customer bills in a particular company's area and the amount of 
uncollected cash that is to be expected, for any given rate of non-payment. 

10. Earlier in the price review process Ofwat announced that the whole of the 
ReV would be retained within the wholesale business, and that the return 
in the retail segment would be expressed as a percentage margin. It now 
appears that, whatever that margin, it will be deducted, £ for £, from the 
allowed return on capital in the wholesale business. Plainly this makes no 
sense: if the allowed return on ReV is set at the minimum level that Ofwat 
judges is necessary to ensure that a company can finance its functions, 
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then removing a portion of that return will by definition mean that the 
wholesale business cannot finance its functions. Or to put the point 
another way, if the industry is to go through the effort and upheaval 
necessary to give effect to the separation of wholesale and retail 
businesses, there seems little point in mandating that one business must 
subsidise the other. 

11. We note that Ofwat does not propose to index retail margins in line with 
the Retail Price Index. We think this is the wrong approach. The Retail 
Price Index may not be a perfect representation of the input costs of the 
retail business, but it is a reasonable representation and has generally 
stood the test of time. More generally, if Ofwat fails to index retail margins 
in some way that has a reasonable chance of tracking costs in the market, 
then there is a risk that gross margins will dip below the minimum efficient 
cost of providing the retail service, giving rise to a prima facie margin 
squeeze and potential complaints under Chapter II of the 1998 
Competition Act. 

12. Finally, we note that Ofwat intends to put in place separate arrangements 
for the retail non-household control to cover non-contestable customers in 
Wales, including a possible efficiency challenge and a non-household 
customer SIM. We will be pleased to engage with Ofwat at a working level 
to discuss the pros and cons of different options, in order to ensure that 
any additional regulatory burden is minimised and customers' financial 
interests are protected. 

Yours sincerely 

Mike Davis 
Director of Regulation 
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