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Thank you for the invitation to respond to your framework and approach consultation for the 
forthcoming price controls and for the opportunities for further discussion since that date. 

For the past 15 months we have been engaging with customers and stakeholders and are well 
placed to publish a well-rounded plan that is grounded in our customers' priorities later this year. 
We therefore support your goal for company Boards to produce plans that they can own and that 
deliver for customers and the environment. 

We remain supportive of your direction of travel in the key areas of the methodology: incentives 
for achieving high level outcomes, separate retail and wholesale price controls, equalisation of 
the incentive drivers between Opex and Capex and additional incentives for bulk supply trading. 

Following publication of your draft methodology we see five key issues that need to be 
addressed: 

• 	 the current lack of detail and the limited time for this to be resolved, which we think risks 
endangering the legitimacy of the final outcome with customers 

• 	 improved incentives for retail companies at the efficiency frontier 

• 	 greater transparency and predictability in Wholesale cost assessment, in particular the 
modelling approach proposed for setting Totex baselines 

• 	 a Retail cost assessment methodology that allows for the additional costs of providing 
two services (primarily bad debt) and for changes to input prices 

• 	 greater clarity on your intended approach for fulfilling your financing duty, including the 
role ofRORE, pensions and capital price inflation 
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Additionally, we agree with Jonson Cox's recent comments on the need to maintain legitimacy 
with customers and other stakeholders and to look at further opportunities for gain/pain sharing 
with customers. This is not a new concept to us as we have always looked to exceed the formal 
requirements of the regulatory settlement by sharing out-performance of regulatory assumptions 
over and above the out-performance roll-outs. At PR09 we also proposed a formal mechanism to 
share the risk with customers ofchanges in energy prices. This was rejected at the time but we 
will be proposing similar mechanisms again in our PR14 business plan. 

Ensuring PR14 delivers outcomes that are legitimate with customers and other 
stakeholders 

We are mindful that there are very few areas of the methodology that are not subject to 
fundamental change and that the overall complexity ofthe price control is increasing - yet the 
details on how the new mechanisms will work in practice are for the most part lacking and 
timescales are truncated. 

There are a number ofpotential consequences of this lack of transparency and predictability: 

• 	 the delivery risk for the industry as a whole is greater ifcompanies cannot challenge 
Ofwat's detailed proposals in advance 

• 	 companies and their Boards may become risk averse in their plans, sticking to low risk 
approaches that may reduce benefits to customers but that are less likely to fall outside 
ofan unforeseen OFWAT tramline 

• 	 companies could produce well-rounded plans that meet customers' needs but may fail 
to provide the information that OFW A T considers vital in its decision-making process 
- or may revert to submitting large quantities of information in support ofplans that is 
not possible for OFW AT to process given the time and resource available 

and most importantly, 

• 	 the legitimacy of companies' plans with customers may be compromised if, once the 
methodology is clear, company Boards are not able to deliver on the commitments that 
they have made in their engagement processes, and then subsequently if companies 
cannot understand and replicate a price determination when feeding back to 
stakeholders and CCGs 

It is in our shared interests both to crystallise the key benefits of the new price control 
methodology and to maintain legitimacy with customers and their representatives. To achieve 
this we suggest that you: 

• 	 give further weight to the use of tried and tested methodologies of cost assessment 
alongside (or instead of) the new methodologies and recommit to the principle of 
transparency in your intended approach for assessing costs 

• 	 take a simpler approach on some of the less material items, for instance the AIM 

• 	 publish specific dates for all further stages in the programme 
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• 	 are clear at as early stage as possible what your information needs are and how you 
intend to assess the quality ofplans 

We can commit to playing our part by providing any additional information that is required in a 
timely manner, and by contributing constructively to the development of the detailed 
methodology where this is helpful. 

We will also continue to engage with you through the year so that our plan contains no surprises 
on submission. 

Retail Control - ACTS 

At PR09 we proposed separate Retail price limits and an average cost to serve (ACTS) approach 
to funding. 

It is vital that having separated the controls the efficiency incentives for Retail are an 
improvement to what has gone before. The proposal to cap Retail cost allowances for efficient 
companies at their actual level actually creates a dynamic for inefficiency over time; industry 
Retail costs will be higher as a result of this change. 

Funding efficient companies above their current costs in order to benefit all customers is not new 
- it was used during AMP4 to reward companies already at the efficiency frontier for future 
efficiency. 

To overcome any perception that bills will rise unduly as a consequence we suggest limiting 
additional funding to: 

• 	 companies where household bills are not rising in real terms overall 

• 	 where customer satisfaction as measured by the SIM is high 

Allowing efficient companies to make a profit on providing retail services via the ACTS may 
also avoid the need to calculate a separate retail margin in the household control, as the price 
control will allow the most efficient companies to earn profits. 

The calculation of the ACTS itself needs careful thought. The current proposals reward an 
intrinsically less efficient business model, i.e. companies providing just one service to customers. 

Data shows that the costs of supplying a household customer for two Retail services are between 
1.4 and 1.5 times the cost of supplying one. So, if individual customers served are to be chosen 
as the denominator in the ACTS calculation then an adjustment must be made for costs that are 
demonstrably greater when providing two services, these are: 

• 	 bad debt and the associated debt collection costs 

• 	 network related calls 

• 	 working capital 
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We suggest you use a separate calculation of the ACTS for bad debt - as the average industry 
cost as a percentage of revenue billed. This percentage should then be applied to each 
company's average household bill when setting the ACTS revenue allowance. 

Taking this approach would go some way to resolving the issue around the additional costs of 
providing two services compared to one as it will allow for the difference in the total value 
billed. It is also a fundamentally better estimate of relative efficiency on debt collection so it 
should be used even if you revert to an ACTS calculation based on the number of services 
provided. 

Retail Controls - Indexation 

We are not wedded to the use ofRPI to index the Retail controls, although ifthe price controls 
are to be indexed then we think there are good reasons to choose RPI above other indices. 

Without indexation, allowance must be made in some other way for expected increases in input 
prices. Not doing so will create a barrier to entry through inadvertent margin squeeze and risk 
the Retail controls becoming un-financeable. 

• 	 labour represents around 50% ofour direct Retail cost, and customer service skills are 
highly transferrable 

• 	 average earnings increase in the UK by 1 % above the RPI in the long-run. Labour costs 
are currently subdued, but the OBR predicts that labour inflation will begin to outstrip 
RPI again by 2015 

• 	 wholesale charges are indexed by RPI + K and directly impact on bad debt and working 
capital costs 

Clearly if allowance is made for expected input price increases it would be reasonable to assume 
a level ofproductivity improvement alongside this. 

Non-household Retail Controls - Payment terms 

We agree that the assumption on the payment terms between retailers and wholesalers should be 
made in the light of decisions made by the High Level Group. This decision fundamentally 
depends on the type of market competition Policy Makers want to create. 

The model used in Scotland would in our view best meet the objectives ofpolicy makers as laid 
out in the Water White Paper by both reassuring investors and allowing for effective entry. 

Payment in arrears may encourage smaller entrants in the short-term but any benefits will 
quickly dissipate as it is likely that only the larger players that are able to leverage economies of 
scale will succeed in the market. Meanwhile the consequence ofpayment in arrears is additional 
risk to wholesalers compared to the status quo and a higher cost of capital. 
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Wholesale Control 

The current proposals for Totex cost assessment are opaque and not publishing the cost 
assessment models appears at odds with your Future Price Limits principle 6 (transparency & 
predictability). 

It is certainly the case that efficiency models have in the past benefitted from review by industry 
experts and publishing cost corridors / models in the autumn will allow: 

• companies to explain differences in their plans 

• understand where "special factor" assessments may be needed 

The current approach will mean companies having to second guess the models, submitting large 
quantities of information in their plans explaining not only their own operating environment and 
their investment drivers but comparing this with other companies' investment drivers and their 
operating environments. 

We think the risk that companies will "game" the cost corridors is overstated. Companies will 
be well down the path of engagement with CCG's, their own Boards and customers and 
adjusting plans to fit at this late stage will lack credibility. 

We are very uncomfortable with the notion that past and future enhancement expenditure can be 
integrated into econometric models ofexpenditure and efficiency. For example: 

• 	 the cost of one company's phosphorous removal programme is likely to be very different 
to another's UID requirements 

• 	 indeed, the enhancement programme for one company may vary significantly from one 
amp to the next and for PR14 is particularly uncertain due to the misalignment of the 
NEP 

• 	 problems with low river flows and the level of sustainability reductions on abstraction 
imposed by the EA will vary greatly 

• 	 the costs ofour integrated grid approach to deal with multiple investment drivers and 
allow for the transfer of water outside our region is unlikely to be comparable with other 
companies 

A greater understanding of the approach you are taking may allay these fears, although we think 
there is merit in considering whether Totex cost assessment models and the associated "Menus" 
are best confined to "business as usual" spend, leaving expenditure on enhancement items to be 
scrutinised in more traditional ways. 

We support proposals for companies to propose their own incentives for delivering Outcomes. 
As customers tend to view our services holistically we expect to propose a small number of high 
level incentives that allow trade-offs between items. Allowing trade-offs and rewards as well as 
penalties will ensure companies are ambitious in their proposals and will foster greater 
innovation in delivery. 
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Financing 

We support your continued use of the WACC as the vehicle to remunerate wholesale risks, and 
we are grateful for your reassurance that reference to the sharing ofthe benefits of 
outperformance on financing with customers is a restatement of existing policy and not a 
precursor to a new regulatory mechanism. 

Greater clarity on the role of RORE in calibrating incentives would also be helpful to avoid any 
unnecessary investor uncertainty about Ofwat's central commitment to the WACC. 

Jonson Cox has suggested that the industry should avoid gaming on the cost ofcapital. As an aid 
to this we suggest that Ofwat publishes ranges for the cost of equity and debt that it considers 
would likely to be consistent with a well-balanced plan well in advance of company submissions. 

The methodology does not detail your intended approach to funding pensions, in particular 
making good any deficits that exist. It is unlikely that cost assessment models based on 
historical Profit & Loss based costs will take account of the value ofdeficit repair payments or 
changes to the future funding requirement. Pension funds are legitimate creditors of companies 
and as such are covered by Ofwat's financing duty. Our plan will propose that all these 
efficiently incurred costs will be allowed in the wholesale revenue requirement. This is 
consistent with the approach taken in 2005 by the Competition Commission in its determination 
for Bristol Water. 

Your approach to allowing for capital price inflation is not detailed in the document. We are not 
convinced of the continued usefulness of COPI. Its relationship to actual capital prices paid in 
the sector is not sufficiently strong enough to warrant the additional regulatory complexity that 
its use entails. Giving companies a final menu choice should allow them to adjust for their own 
view ofexpected capital price inflation if this differs from RPI. 

We do not currently report under IFRS but as it is currently expected to be mandatory in 2015 we 
expect to submit our business plan on this basis. It would be helpful if Ofwat could confirm its 
expectations in this area. 

Bulk Supplies 

We support your policy intention to increase the incentives allowed for bulk supply exports to 
50%. 

We agree that it may be necessary to offer importers an incentive that counteracts the bias to own 
and control their own water resource. To avoid diluting incentives, this should not be deducted 
from the exporter's incentive. 

The chances ofthe import incentive creating inefficient trades overall is very small, and it should 
in any case be reasonably simple for OFW AT, when notified ofa new trade to clarify from each 
party the extent of the expected value created by it. 
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We provide more detailed information and evidence on all these points in an appendix to this 
letter, answering the specific questions contained in the consultation and covering some 
additional areas that are not included in your questions. 

I hope you find this response helpful and constructive. We share your aim of delivering a price 
review that places customers at the heart of our business and that provides a stable framework 
that secures the future investment needs of the sector. We look forward to working with you 
over the coming months to achieve this. 

Yours sincerely 

AndyP er 
Director of Customer and Retail Services 

Enc. 
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Wessex Water - PR14 Framework & Approach 

Appendix - Responses to Consultation Questions 

These question responses should be read in conjunction with our covering letter dated 25th March 
2013. 

An outcomes focused approach 

Q1 Do you agree with the process for deciding on the nature of the incentive (non-financial, one 
or two-sided and for allowing trade-offs where appropriate)? 

We agree with the general process for deciding on the nature of the incentive. We agree that the 
strength of the incentive should be dependent on our customers’ valuation of that specific outcome. 
However, we think there are opportunities to further enhance customer benefits from the outcomes 
approach. 

There should be greater focus on overall performance at a service level, rather than regulatory 
analysis of a large number of micro-level individual outputs. This will reduce the regulatory burden 
and offer enhanced incentives to innovate across the entire programme. 

If innovation is to be incentivised, then potential rewards need to be strong enough for companies to 
balance the increased risk of failure. Otherwise there is a possibility that companies will stick to risk 
averse, tried-and-tested methods and the desired behaviour change will not be realised. 

An enhanced role for trade-offs than proposed in the consultation document will also encourage 
innovation by allowing the company to better manage the risk of failure across the entire range of its 
outcomes. 

Due to the long-term nature of water company investment, an increased role for trade-offs will also 
give the company the flexibility to respond to changing customer priorities. 

We think that Customer Scrutiny Groups will have a useful role to play in challenging both 
companies and Ofwat on the Draft Determination’s outcomes to ensure they are correctly aligned with 
customer preferences and that the legitimacy of the final outcome with customers is maintained. 

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? 

Water company investment is, by nature, often long-term and not best suited to a five-year assessment 
period. Due to this, we support in principle longer-term incentives for delivering appropriate 
outcomes. 

If a longer-term delivery incentive mechanism is not achievable in full for this price review, we would 
anticipate trialling such an approach during the AMP. 
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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? 

Companies’ business plans should reflect the distinctive preferences of each of their customer bases. 
We are therefore wary of a multitude of consistent performance commitments and incentives across 
companies as we feel this may inhibit their ability to respond to customer needs, and would be 
detrimental to achieve a reduced regulatory burden. 

Nevertheless, we do support consistent performance measures where appropriate. We think this is 
where: 

 importance is high for all customers across England and Wales 

 improvements are likely to be made as a result of comparative assessment 

 high-quality and comparable metrics are easily achievable.  

Therefore we support the use of comparative consistent performance commitments for leakage and 
SIM. We would also support their publication by an independent body (Ofwat and/or CCWater) to 
enhance the reputational benefits of these measures. 

Ofwat has also advised that it expected some form of serviceability metric to be used by all 
companies. It would be useful if Ofwat clarified whether this would be a consistent performance 
measure, in which case Ofwat should confirm the definition, or whether they are happy for CCGs to 
determine whether such a measure is part of each company’s metrics. 

2 




 

 

 
  

 

 

 

 
 

Defining retail (and wholesale) services 

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

We are broadly content with your definition although we remain unconvinced that the scope of retail 
must be the same for both households and non-households. If in future Policy Makers are likely to 
assess the adoption of household supply pipes by water undertakers this might give further weight to 
the argument for allocating household customer-side leak repairs to the wholesale control, as this will 
allow retail businesses to stay asset-light. 

Nevertheless we understand that there are pros and cons of placing the items still under consultation 
in either control. At this stage the greatest benefit can actually be achieved by providing a measure of 
certainty one way or another for all stakeholders in the Price Control process.  Following the Scottish 
model (for non-households at least) would not cause us any concern. 

The methodology consultation does not specify the definition of a household or a non-household 
customer within the retail controls. 

There is a danger of reduced consumer protection if customers not eligible for competition are 
included in the non-household control and become stuck on default tariffs at default service levels. 
Setting the boundary in the same places as the ban on disconnection would avoid this risk.  If in future 
the eligibility rules for competition are clarified then it should be reasonably simple to adjust for this. 
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Setting wholesale controls 

Q5 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? 

Our response to Q4 applies here. 

We do not think the consultation document contains enough detail on the inclusion of connection 
charges for us to support their movement into the revenue allowance.  

It is not clear whether by connection charges you mean simply the charges for connecting the 
customer to the network or whether you are including the infrastructure charges payable, the costs of 
laying onsite mains/sewers, and/or the capital contributions for providing any network reinforcement 
needed upstream to cope with the additional demand. 

We can see an argument for including the (actual) connection charges in the overall revenue control. 
Including capital contributions however would result in a disincentive for companies to negotiate the 
best deal for their existing customers.  Currently if a change in trade flows means that a sewage 
treatment works capacity needs upgrading we would usually seek an upfront contribution to cover the 
costs of this and offer a discount on the ongoing charges to offset the fact that they have contributed to 
the capital. This provides protection for us (and by extension all our other customers) in case the 
customer ceases trading before the assets reach the end of their useful life.  If this additional revenue 
were to be clawed back then the incentive for companies to take this approach is removed.   

We also note that the inclusion of revenues previously treated as negative capex (infrastructure 
charges and capital contributions) as part of the allowed revenue figure will, all else equal, have a 
negative effect on company financeability ratios.  Net cash receipts will be less in the short term, 
although the RCV will be higher to compensate over the long term.   

Overall we think these items would be best expressed as a reduction to totex during the period. 

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 agree with the proposals, at the high level outlined in the consultation document. Although we are 
not convinced that the formulas described on pages 61 and 62 of the consultation document match the 
description around them of what they are supposed to do . We hope that the mechanism is agreed, 
understood and finalised in good time for companies to incorporate them effectively into their 
business plans. Otherwise the benefits of such a mechanism may be threatened. 

We are however encouraged that discussions at the recent workshop confirmed that the mechanisms 
will be symmetrical and flexible; i.e. that companies can over-recover as well as under-recover 
revenue, as this will allow us to smooth impacts on charges to our customers. Not allowing companies 
the flexibility to do this may increase, rather than decrease, fluctuations in end bills. 

Ofwat must also confirm the existence of a suitable revenue true-up mechanism at the end of the price 
control period, or companies will have an incentive to over-recover revenue in the first few years in 
case any under-recovery is lost. 
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Lessons also need to be learned from the introduction of the RCM mechanism.  The original proposals 
for the RCM needed to be adjusted to ensure that incentives remained to back-bill customers in the 
case of error/fraud and to ensure there was no disincentive for social tariffs. 

Overall, whilst we support the proposals in principle, we feel the application of adjusting revenues 
according to differences in demand adds unwarranted additional complexity to the incentive 
compared to any benefit gained. 

Finally, the implication of the proposed approach is that companies will need to develop wholesale 
charges for all customer classes this year. As such we anticipate further charging guidance as soon as 
possible. This guidance should follow the same form as that agreed for general charges in 2011 – i.e. 
a set of principles with which company’s charges should be consistent with.  Ofwat could alongside 
this publish a set of guidelines that express how it expects companies will go about ensuring 
consistency with the principles but it should be open to companies to take and explain different 
approaches. It would be useful to understand to what extent the rolling over of tariff structures as 
defaults for non-households requires the rolling over (and maintenance of) existing wholesale charges 
structures up to 2020. 

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? 

The main driver of our water demand in the short run is the weather, as changes in volumes are driven 
primarily by variations in domestic and agricultural usage. In a wet year (as in 2012), customer 
demand is lower and thus revenue is also reduced. Companies see a lesser reduction in costs, due to 
the lower volumes of water they need to supply. 

For sewerage in a wet year, revenues are also decreased as they are driven from the volume of water 
used and recorded on the meter. However, companies see an increase in sewerage costs as the greater 
volumes of waste water required for surface water pumping. So from our perspective an adjustment 
for sewerage seems more appropriate than for water. 

Having said this we are not convinced of the need for this adjustment in either the water or sewerage 
control. 

Q8 How do you suggest we incentivise companies to prepare and update accurate demand 
assumptions to apply our proposed forms of wholesale control? 

A pure wholesale revenue control does not contain any incentive for companies to over- or under-
forecast demand in the period. 

Allowing companies to vary revenue with changes in demand may unnecessarily create incentives for 
companies to over- or under-forecast demand as it is very unlikely that the calculation will be accurate 
for each company. 
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Cost Assessment & Cost Recovery 

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

We understand the attractiveness of menus, however they can quickly become complex and 
timescales will be challenging. Companies must be able to make an informed choice from the menu 
based on the published rewards and penalties.  

We note that Ofwat has, following the publication of this document said that it is minded to bring 
company submissions forward to the early part of December to facilitate the delivery from Ofwat of 
draft baselines and determinations in the Spring of 2014. 

We do not think that the alternative, a menu choice after the final determination allows enough time 
between this and bills being sent to customers in early 2014.   We are therefore content to work within 
the revised timeframe, but Ofwat needs to publish and commit to precise dates for all the steps leading 
up to this point.  

Timescales will remain tight.  We propose that Ofwat takes a more simple approach to some of the 
less material items in the control such as AIM and improved incentives for bulk supplies and focuses 
its resources at the areas of greatest risk such as wholesale cost assessment. 

Ofwat must also be transparent and clear at as early a stage as possible about its information 
requirements and how it will assess companies’ plans, if companies are to be able to produce plans 
that not only deliver for customers and stakeholders but give Ofwat the evidence it needs to make an 
informed judgement. 

The current proposals for Totex cost assessment are opaque and not publishing the cost assessment 
models appears at odds with your Future Price Limits principle 6 (transparency & predictability).  
It is certainly the case that efficiency models have in the past benefitted from review by industry 
experts and publishing cost corridors / models in the autumn will allow companies to: 

	 explain differences in their plans 

	 understand where “special factor” assessments may be needed 

The current approach will mean companies having to second guess the models, submitting large 
quantities of information in their plans explaining not only their own operating environment and their 
investment drivers but comparing this with other companies’ investment drivers and their operating 
environments. 

We think the risk that companies will “game” the cost corridors is overstated.  Companies will be well 
down the path of engagement with CCG’s, their own Boards and customers and adjusting plans to fit 
at this late stage will lack credibility. 

The greatest danger in the current process, and the lack of transparency and predictability within it, is 
that the legitimacy of the final plans will be compromised if: 

	 companies are unable to deliver against the commitments made to customer groups once the 
details of cost assessment and the level of the efficiency challenge become clear 

	 companies are unable to explain or replicate a baseline and/or determination when engaging 
further with customers 
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Q10 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? 

We are very uncomfortable with the notion that past and future enhancement expenditure can be 
integrated into econometric models of future expenditure and efficiency.  For example: 

	 the cost of one company’s phosphorous removal programme is likely to be very different to 
another’s UID requirements 

	 the enhancement programme for one company may vary significantly from one AMP to the 
next and for PR14 is particularly uncertain due to the misalignment of the NEP 

	 problems with low river flows and the level of sustainability reductions on abstraction 
imposed by the EA will vary greatly 

	 the costs of our integrated grid approach to deal with multiple investment drivers and allow 
for the transfer of water outside our region is unlikely to be comparable with other companies 

A greater understanding of the approach you are taking may allay these fears, although we think there 
is merit in considering whether totex cost assessment models and the associated “Menus” are best 
confined to “business as usual” spend, leaving expenditure on enhancement items to be scrutinised in 
more traditional ways. 

Information from the CEPA report and subsequent industry sponsored Oxera work identifies 
enhancement spend as particularly difficult to model whereas capital maintenance and operational 
expenditure have a much closer correlation.  

One solution would be a streamlined cost base exercise.  Cost base is a resource intensive activity but 
we believe the benefit of a robust cost base challenge is preferable to an inaccurately modelled 
answer. We understand that you are currently minded not to conduct a cost base exercise, but as a 
minimum more traditional methods of cost assessment should be used as a cross check to a high level 
econometric output. 

Overlap projects that have already been assessed as cost beneficial should be reviewed but excluded 
from cost assessment models.  Wessex has the ‘Integrated Grid’ project that spans across AMP5 and 
AMP6 and was approved as part of the PR09 determination and deals with multiple investment 
drivers as well as allowing the trading of water to neighbours with supply deficits. 

Likewise both longstanding and new bulk supply import and export agreements should also be 
excluded from the cost assessment modelling as we enter such agreements to reduce the overall cost 
of supplying water to our customers.  This can have a material effect on our perceived efficiency, 
particularly for those companies that have a significant reliance on bulk supplies as a proportion of 
water into supply. 

Costs for pension deficit repair are unlikely to be included in any model based on historical cost 
analysis as the funding for these is not visible through the profit and loss account or regulatory 
analyses of capital expenditure. 

Similarly no costs of private sewers will be apparent in the historical cost models until the current 
year; the additional costs of private pumping station expenditure following their adoption later in the 
AMP period will not be included at all. 
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Q11 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? 

Historical special factors used for opex models are a useful place to start, although Ofwat should take 
note that the burden of proof for these for companies such as Wessex at the efficiency frontier has 
always been greater than for other companies in the past. 

At PR09 we agreed a special factor for the additional costs of our laboratory services based on the 
number of samples we are required to analyse by the DWI.  This additional cost of scientific services 
is driven by the nature of the distribution system that we inherited at privatisation which means that 
we have the highest number of distribution assets (booster stations and service reservoirs) per 
customer than any other company and a greater sampling requirement as a consequence. 

This factor also increases the amount of maintenance required in our supply network compared to 
other companies and we have incurred greater costs of security imposed by the Centre for Protection 
of National Infrastructure under the SEMD driver. 

The very rural nature of our water supply network increases our operational costs compared to other 
companies although we do accept that companies that serve very urban areas will also have higher 
costs. 

We have also proven in the past that power costs in our region are higher than for other companies as 
the regulated costs of electricity distribution are greater in our region than for other companies. 

Our sewage treatment business is categorised by large numbers of small scale sewage treatment works 
that lack the economies of scale and scope that can be achieved both in operational and maintenance 
terms by larger works, and which can combine sludge treatment facilities alongside them.  

The extent of sensitive bathing waters, coastal areas of outstanding natural beauty, low river flows, 
SSSI’s and issues with pesticides run-off from farmland have all added to the costs of enhancement in 
our region since privatisation in comparison with others.  This in turn has increased the ongoing 
maintenance requirements of the business.  

Similarly the region has been subject to above average growth in population since privatisation and 
this is likely to have driven greater local investment to serve this new population in comparison to 
other companies.   

We expect to undertake further comparative analysis in these areas and will share this with you later 
in the year. 

Q12 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. 

The criteria of uncontrollable, uncertain and material as key parameters to meet before excluding the 
costs from the performance framework are akin to the criteria used in previous price controls to 
determine the items that would/could trigger an interim determination of price limits. 

It is not clear from your methodology whether it is your intention that costs excluded from the cost 
assessment/incentive framework would be analysed and “allowed” in a different way or whether they 
would be excluded entirely and be allowed as price control reopeners. 
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As we have stated in our response to question 11 there are a number of items of expenditure where we 
believe a high level modelling approach is unlikely to capture future spend requirements adequately. 
We would expect all of these items to be separately assessed and form part of the final determination 
of revenue allowances. 

At this point large parts of the NEP quality programme would need to be excluded from the 
performance framework. The value of this uncertain programme could be significant and it would be 
helpful to understand Ofwat’s approach to dealing with this common issue as part of the business plan 
guidance. 

Finally, making it clear that the costs of bulk supply imports and exports are excluded from this 
incentive framework and are instead subject to a different framework would be helpful. 

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

As at 2010 we had not included our MEA revaluation.  We included the results of our revaluation 
within our year ending 31 March 2011 position; therefore it would be appropriate to take the net book 
values as at 31 March 2013.  

We agree that net MEA should be used to disaggregate the RCV across the value chain within the 
supply and waste services. 

However using the MEA to split the RCV between supply and waste would create a significant shift 
in value from the supply business to the waste business.  We do not think this is appropriate as it 
reflects the fact that investment in the water supply network (for instance in mains renewal) has been 
greater since privatisation than in the sewerage network. 

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

We agree that it is possible to simplify the approach to calculating tax within the regulatory process.  
Simplifying the calculation may mean that the final tax bill differs from that allowed in price limits, 
particularly if through the course of 2014 amendments are made to the scope of the expected 
investment programmes.   

Companies should be able to make representations on this before a final determination, and/or this 
could be accompanied by a tax gain/pain sharing arrangement that seeks to true-up any differences at 
the end of the AMP period. 

Simplification would be beneficial but only if the detailed workload can be reduced for all parties. 
However, this would need a clear agreement with Ofwat on the simplifying assumptions to ensure a 
fair outcome. We would also need to know what modelling inputs you require. 

As part of this we will need to understand how capital allowances pools brought forward should be 
split between Retail, Waste Water and Water supply so that this can also be done on a simplified 
basis. 
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Retail controls for households 

We have answered your detailed questions on the Retail household and Retail non-household controls 
with evidence provided below. There is a large amount of interaction between the different issues and 
an answer to one question often has knock on effects to another.  Therefore the following is a 
summary of our preferred outcome. 

[1] Ofwat should apply the ACTS in its pure form to the household control, allowing companies 

below the average to price up to the average cost. 


[2] The calculation of the ACTS should take into account the additional costs of supplying two 

services (largely network related contacts) and the additional efficient costs incurred of billing a 

higher value (this is largely debt related costs and the working capital requirement).  

These two areas that drive additional efficient cost are clearly closely related.   


As part of the solution we favour calculating and applying an average cost to serve for debt related 
costs as a percentage of revenue billed. 

We agree that it is reasonable to adjust for levels of meter penetration, both current and forecast in the 
ACTS calculation. 

[3] Both Retail price controls must allow for increases in input prices over time. 

If this is to be achieved through annual indexation of the control then RPI is the best index to use.   

Alternatively Ofwat could allow at PR14 for forecast changes in input prices, primarily labour and 
wholesale charges (and their effect on bad debt and working capital) and the risk of differences to 
these forecast costs and actuals will be borne by companies. 

[4] Ofwat needs to signal that both Retail Price Controls are financeable and profitable areas in which 
to operate over the medium term.  A net margin approach is appropriate to achieve this, and Ofwat 
should make this clear. 

Having done so, we are not convinced that Ofwat needs to actually apply a net margin at PR14 for the 
household control.  If the ACTS is applied in its pure form, is indexed by RPI and includes capital 
related costs, then efficient companies will clearly be able to make a net margin through the ACTS 
approach, and inefficient companies can aspire to achieve this.    

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

Our answer to this question is highly dependent on whether Ofwat makes allowance (via RPI or 
another index or indices) for future changes to input prices. 

We are not wedded to the use of RPI indexation in the Retail control, but we believe that some 
allowance must be made for expected increases in Retail input prices, as not doing so may risk the 
household Retail control becoming un-financeable. 

If the ACTS price control is to be indexed then there are probably some good reasons to continue with 
RPI: 

	 households in the wider economy bear the inflation risk in the overall basket of goods and 
services that they purchase RPI 
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	 there is evidence that retailers in competitive environments do pass on cost increases using 
RPI (see the attached letter from Orange) 

The allocation of risk between customers and companies for this item of the control would remain 
unchanged compared to the PR09 determination. 

Alternatively Ofwat could calculate an alternative index based on the input mix of Retail businesses.  
A summary analysis of our retail costs for 2011-12 is shown in the table below and the input price 
indices that are most related to the costs incurred.  The annual calculation and application of this will 
however be more complex to administer and less understandable to customers compared to RPI. 

Retail cost category 
% of total household 

cost 
Most appropriate index 

Doubtful debts 35% 
Change in Allowed 
Wholesale Revenue 

Labour 40% Average Earnings Index 
IT 10% RPI 
Other 15% RPI 
Total before working capital 100% 

Working capital 
Dependent on payment 

terms assumption 
Change in Allowed 
Wholesale Revenue 

If Ofwat chooses not to allow for annual indexation of the ACTS then it must consider how to take 
into account expected changes in input costs over the period.  Companies can propose forward 
forecasts of their costs which can be expected to be related to forward forecasts of the drivers above.  
It would also be open to companies to propose additional efficiency assumptions against these cost 
increases.   

Finally, we think that the role of financing current and future capital requirements needs more clarity. 
Is it proposed that it will be current CCD plus a net margin, or just a net margin? Retail investment 
tends to be lumpy, and we are reticent to support a proposal that may result in disincentives to invest 
efficiently. 

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 are primarily concerned with how the ACTS itself will be calculated. It is clearly a very sensitive 
calculation, and must be done accurately to reflect real disparities in efficiency between companies.  

The current proposals bias the estimation towards companies providing one service to customers, 
which is demonstrably a less efficient business model than providing retail services for two services. 

So, if individual customers served are to be chosen as the denominator in the ACTS calculation then 
allowance must be made for costs that are demonstrably greater when providing two services: these 
are bad debt (and the associated collection costs), network related calls and working capital. 

When including just bad debt and network calls (and not any additional working capital allowances), 
industry data shows that the costs of supplying a household customer for two services are between 1.4 
and 1.5 times the cost of supplying one. We provide the workings for this estimation below. 

11
 



 
 

 

 
 

  
    

    
   

  
  
  
  
  
  
  

   
  

  
   
   

   

 
  

 

 

 
 

 
 
 

 

 
 
 

 

 

HH retail 
cost Cost for Cost for 2

Cost category 
2011/12 1 service services 
(£m) 

Billing 69 
Payment handling 24 
Charitable trust donations 13 
Vulnerable customer schemes 3 
Non-network customer enquiries 91 
Meter reading 47 
Meter maint/install non-capex 6 
Disconnections 1 
Demand-side water efficiency 11 
Services to developers 3 
Support for trade effluent compl. -
Customer-side leaks 23 
Other direct costs 9 

298 298 298 
Debt management 
Costs driven by customers 

86 43 86 
Doubtful debts 300 150 300 
Network customer enquiries 41 21 21 
Costs driven by connected 

427 214 427
services 
Total retail cost 512 726 
Cost of serving a customer for 2 services compared to 1 1.42 

It is apparent that calculating the average cost to serve for bad debt and debt management costs as a 
percentage of revenue billed and then applying this to the average bill in the company region would 
not only seem the fairest way to assess the ACTS, but would deal with by far the majority of the one-
service/two-service issues outlined above. 

A useful cross check for ensuring the final ACTS calculation is treating both WoCs and WaSCs fairly 
will be to assess whether Bristol Water and Wessex Water have a similar outcome in the final 
calculation. Due to our joint retail company with Bristol Water (Bristol Wessex Billing Services 
Limited) that provide the vast majority of retail services to our combined customer base, Wessex and 
Bristol Water’s final ACTS values should be very similar. 

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

We agree. The adjustment should be based on data provided as part of companies’ annual charge 
submissions, and take into account the extent of companies metering programmes during the price 
control period. 

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 believe that the adjusted ACTS should be applied in its pure form to all companies; otherwise the 
stronger efficiency incentive benefit an ACTS approach brings will be lessened. We are of the opinion 
that households should not pay more for inefficient retail services in one area of the country compared 
to another, therefore we do not see benefit in providing a glide path for the most inefficient 
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companies. Household customers do not have the choice of retail supplier so Ofwat will be protecting 
all consumers by ensuring the price paid is reasonable in all areas. 

The experience from Scotland – specifically Business Stream’s performance in the first two years 
post-market opening – suggests that productive efficiencies in the retail business can be achieved in a 
short space of time; reaffirming our opinion that the need for glide paths may be overstated. 

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

We proposed separate retail price limits at PR09 and the average cost to serve (ACTS) approach to 
funding. 

It is vital that having separated the controls that the efficiency incentives for Retail are an 
improvement to what has gone before.  

Unfortunately, the proposal that companies already operating at below the average level of cost will 
have their costs capped at their current level means that the incentive to improve frontier efficiency is 
weaker. The proposed methodology actually creates a dynamic for inefficiency over time; industry 
Retail costs can in the medium term be expected to be higher as a result. 

Funding efficient companies at above their current costs in order to benefit all customers is not new – 
it was used successfully during AMP4 to reward companies already at the efficiency frontier for 
future efficiency.  We understand the difficulty of customers’ bills increasing as a result.  You could 
therefore choose to limit the additional funding up to the average cost to companies whose household 
bills were not increasing in real terms overall, or could restrict funding only to companies where 
customer satisfaction remained high. 

Therefore we believe that the adjusted ACTS should apply to all companies as this will ensure the 
strongest efficiency incentive for the frontier companies. 

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 agree in principle with the net margin approach. 

Clearly Ofwat must signal that in the medium term the net margin will be high enough to remunerate 
all costs and capital employed by an efficient retail business, in order that it can operate effectively 
and fulfil its functions. 

We are of the opinion that in the short term (i.e. in AMP6) applying a pure ACTS will create a margin 
for the more efficient companies and one for the less efficient to aspire to. You may not need 
therefore to apply an additional net margin for the AMP6 period at all. 

It would certainly be a perverse outcome if, having capped efficient companies ACTS at their actual 
costs and then allowed inefficient companies a glide-path to the average the application of an 
additional net margin as a percentage of allowed costs meant that greater absolute return was given  to 
inefficient companies compared to efficient ones. 

Q21 Do you agree that we should retain the service incentive mechanism (SIM), in a 
modified form, to encourage good customer service for households? 
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We agree. 

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

We agree. 
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Retail controls for non-households 

Q23 Do you agree with our preferred option of rolling over existing tariff structures to form 
default tariffs? 

We agree with the preferred option of rolling over existing tariff structures to form default tariffs 
because this is the most pragmatic way to achieve market opening without causing incidence effects.  
However, clarification is needed on the following: 

	 whether the wholesale or the retail component of the tariff structure will be rolled over 

	 whether there will be a default tariff structure for the wholesale element and then the retail 
component will be added to the wholesale charge, and if this is the case, 

	 whether wholesalers will have the ability to modify wholesale charging structures in the 
future to deliver improved charging outcomes. 

Q24 What are your views on our approach to customer churn under the proposed form of 
control for default tariffs? 

An average revenue allowance appears the simplest and best approach to controlling non-household 
revenues. However, this method assumes all costs are variable in the short run. As such, companies 
that lose customers may run the risk of being unable to finance their functions and should be allowed 
to exit the market if necessary. 

Q25 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? 

Please see our response to Q15. In addition, we need to consider the working capital requirements in 
the non-household control. The level of this will depend on the decision made on payment terms 
between wholesalers and retailers. 

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

We support the net margin approach; however we feel that a greater risk on balance than the risk of 
the margin being too high is of the net margin not being high enough to encourage entry and/or 
effective competition between incumbents. If the margin is not high enough, there may be disbenefits 
as competitive pressures have less capacity to develop. 

We agree that the net margin must be high enough for finance capital, risk remuneration and to 
encourage entry. 

Even if there is any excess margin in the very short term, we would expect any supernormal profits 
will be competed away as new entrants join the market and incumbents strive to retain their customer 
base and/or capture customers from other regions. As such we counsel against an overly complex 
mechanism to ensure that companies are not over-recovering may inhibit market forces developing. 
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Q27 What constraints, if any, should we place on companies’ ability to set the gross margin 
levels for individual default tariffs for non-household customers? 

We believe that a simple, transparent approach is the best approach, and that overly complex, 
intrusive or prescriptive approaches to setting default tariff levels have the potential to restrict the 
effective development of competition. As long as the development of competition is not impeded, 
over every time period other than the very short term, market forces will eliminate any initial gross 
margin overestimation. As such we support the proposal that companies can set their own default 
tariffs based on their allowed recoverable costs and the net margin. We also support the development 
of some high-level Ofwat principles to assist this process. 

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

We are concerned that not providing for input price increases for Retail over the control period will 
act as a barrier to competitive entry through inadvertent margin squeeze and risk the Retail controls 
becoming un-financeable. 

Retailers are able to control the productivity of their operations and the effectiveness of their debt 
collection activities, however they are not able to control the unit prices for many of the inputs. 

For bad debt and working capital the key uncontrollable input price is the wholesale bill the retailer is 
tasked with collecting. Bad debt represents around 20% of our non-household retail cost. 

Retailers will seek to find the economic cost balance between the effort of collecting debt and the 
liability of bad debt. Two companies that are exactly the same in every other respect can be expected 
to write off different amounts of debt if they are billing for different amounts of wholesale charge.  
Similarly they should be prepared to spend different amounts on debt collection to collect that debt. 

Labour costs account for more than half of our total non-household retail cost. 

Customer service skills are highly transferable, and the labour market is highly liquid leading to staff 
turnover in the UK for call centres of circa 30% per annum and suggesting that retail companies will 
find it difficult to control the unit cost of labour. 

In the long run, labour costs increase by 1% above RPI.  Although since 2008 labour costs have been 
subdued The Office of Budget Responsibility’s March 2013 forecast predicts that annual labour 
inflation will overtake RPI again by 2015. 

We have analysed the various components of our Retail cost inflation and external inflation over time. 
The graph below shows inflation between 2001 and 2011 where we have a consistent data set to: 

 customer service costs 
 RPI 
 Average Weekly Earnings 
 Wessex average bill 
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If the non-household retail price control is to be indexed then there are probably some good reasons to 
continue with RPI as there is evidence that retailers in competitive environments do pass on RPI to 
their customers. 

Ofwat could calculate an alternative index based on the input mix of Retail businesses.  A summary 
analysis of our retail costs for 2011-12 is shown in the table below and the input price indices that are 
most related to the costs incurred.  The annual calculation and application of this will clearly be more 
complex to administer and less understandable to customers compared to RPI. 

Retail cost category % of total direct cost Most appropriate index 

Doubtful debts 17% 
Change in allowed 
wholesale revenue 

Labour 53% Average Earnings 
Other 30% RPI 
Total (before working capital) 100% 

Working capital 
Depends on payment 

terms assumption 
Change in allowed 
wholesale revenue 

If Ofwat chooses not to allow for annual indexation of the retail control then it must consider how to 
take into account expected changes in input costs over the period. Companies can propose forward 
forecasts of their costs which clearly can be expected to be related to forward forecasts of the drivers 
above. It would also be open to companies to propose additional efficiency assumptions against these 
cost increases.  

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

It is in our shared interest to achieve a well-functioning market for retail services, and we wish it to 
retain legitimacy with customers. We are not convinced that the existing GSS standards do enough to 
protect customers in the short run, as GSS standards are significantly lower than our current levels of 
service at our current tariff rates. 

Companies currently offer a variety of different levels of service, and there may be the potential for 
the level of service to decrease over time under certain conditions. 
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Making Better Use of Water Resources 

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

We support the intention of encouraging more water trading. Companies, including Wessex Water, 
have over many years improved interconnections within their own distribution systems.  Our Grid 
project is the last phase of this for us, connecting up our North and West water resource zones with 
the South and East zones.  This interconnection has provided considerable benefits in terms of 
meeting demands, improving resilience and allowing us to make reductions in the abstraction licences 
at environmentally sensitive sources.  This approach needs now to be applied more widely to 
connections between companies.  We are close to finalising a resilience supply arrangement with 
Sembcorp Bournemouth Water, and have had discussions with Thames Water and Bristol Water 
concerning possible bulk supplies as part of the Water Resources Management Plan process. 

The proposals around TOTEX and increasing the incentives for both the exporter and importer 
should, subject to the points below, encourage further bulk supplies. 

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. 

We agree with the proposal for the retention of 50% of the export profits.  The methodology however 
does not make clear how this would be achieved.  Assuming (and we would support) that 30% of the 
profits are typically obtained by the company retaining 100% of the profits in the first AMP period, 
then a mechanism is required for the remaining 20% to be retained by the company in subsequent 
AMPs. 

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

The move to TOTEX should remove the most significant disincentive for importers, but the impact of 
the cost of an import should also be removed from efficiency assessments for the life of the bulk 
supply. 

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. 

The methodology confuses the promotion of economic trades with measures to protect customers’ 
interests. The analysis should be sequential. 

First would be to define whether a trade is economic or not.  This should be judged on whether it is 
lower cost (on a NPV, AIC, AISC etc. basis) than the alternatives for which it is required, typically to 
maintain a supply demand balance.   

Assuming there is some economic value in a trade then the second analysis is how this value should 
be shared between importing and exporting companies and their respective customers. 

The sharing between the exporting company and its customers is covered in Q33. 

The customers of the company that imports water will benefit by having the supply demand balance 
problem solved at lower cost than any alternative option (if not, the importing company should not be 
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promoting the import).  The methodology proposes, and we would support, an import incentive for 
the importing company.  This incentive should not be so great as to make an alternative 
supply/demand option more favourable.  To match the situation for exporters we would recommend a 
default of 50% of the difference between the cost of the import and the cost of the next alternative 
resource – probably with a cap related to turnover.  

The import incentive should not however be deducted from the exporter’s allowed revenues as there is 
already a mechanism (Q33) in place for sharing the profits of the export with the exporter’s 
customers. 

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

Q37 Do you agree with our preferred limit to the scope of the AIM? 

Q38 What evidence should we take into account in calibrating the AIM?
 
Q39 What are your views on our proposed phased implementation of the AIM? 


We are very supportive of the AIM concept.  However we are concerned that undue time is being 
spent on it by Ofwat, and others, to the detriment of more important items in the methodology for the 
price review. 

AIM should be set in the context of the NEP.  It is curious that the consultation makes no reference to 
the NEP and the general process to investigate concerns over potential environmental impacts of 
abstraction. The usual process is: 

	 look up table approach done by the EA, at risk sites put in NEP for investigation 

	 Wessex Water investigates these sites in the next AMP and work with EA/NE others to 
determine appropriate solutions to be included in next NEP 

	 appropriate solution implemented in following AMP 

AIM should be set in this context, either as a solution, or as an interim solution while a longer term 
solution (typically an abstraction licence change) is delivered. 

The consultation does make reference to the long term (2020s) Abstraction Reform Process but this is 
specifically not to deal with current over abstraction issues – this is to deal with climate change / 
growth. 

The use of the WFD Band 3 sites is a very crude filter, as illustrated by the table below.  The EA has 
identified seven Wessex Water sites in Water Framework Directive “Band 3”. 

Only in one case is AIM the appropriate way forward (Mere), in the other cases: 

	 investigations have already shown that our abstraction is not the cause of the problem 

	 investigations have shown that there is no significant issue despite a high % flow impact 

	 there is no benefit to low flows because of the way the geology works 

	 prior to investigation there is no known local or environmental concerns, despite a high % 
flow impact 

A local filter should therefore be applied and AIM schemes only taken forward if:  
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	 either the company or the EA think it is appropriate 

	 and following an investigation to demonstrate that the abstraction is actually causing some 
environmental impact and not just failing a look-up table classification 

Subject to these two tests there is no reason to limit AIM to Band 3 sites alone – assuming that the 
potential low flow issue has been through the NEP process. 

WBID Affected river Sources Comment 

GB108043022360 Nine Mile River 
Durrington / 
Newton Toney 

AMP4 investigation – solution in 
place 2018, other abstractors 
affecting flow 

GB108043022450 
Shreen and 
Ashfield Mere 

AMP4 investigation – no 
significant environmental issue, but 
potentially suitable to AIM given 
level of public concern  

GB108043022530 
Heytesbury 
Stream Heytesbury 

AMP5 investigation, flow impact 
high, environmental impact low 

GB108044010000 Jordan Sutton Poyntz 
Possible AMP6 investigation, no 
public concerns 

GB108052015340 Lam Brook 
Compton 
Durville 

Possible AMP6 investigation, no 
public concerns 

GB109053021750 Biss Brook 
Upton 
Scudamore 

AMP5 investigation, abstraction 
has been in place for >100 years, 
possible environmental issues, no 
public concerns 

GB109053027410 Pudding Brook 
Ivyfields / 
Lacock 

Possible AMP6 investigation, 
confined aquifer with significant 
storage development, therefore 
very indirect time/space link 
between river flow and abstraction 

Ofwat proposes a single flow threshold. Once local circumstances have been taken into account this 
is appropriate. That said there are some circumstances where it is environmentally appropriate to 
limit abstraction between certain flow windows, i.e. between X and Y, but below X is OK as is above 
Y (for instance managing abstraction that affects a stream or river that is naturally dry through the 
summer months (a winterbourne)). 

Ofwat also proposes the use of a national value for the environmental value of water.  No value is 
provided but they say it would be provided by willingness to pay data from the National Water 
Environment Benefit Survey.  If this figure is significantly above a typical difference in SRMCs then 
it will provide a strong incentive, if it is below then it will provide none.  In previous consultations we 
have recommended that the incentive is based on local SRMC values which are then checked against 
(very uncertain) local or national willingness to pay figures to ensure that the incentive is not 
disproportionate. 

Wessex Water is very keen to continue to work with Ofwat to develop a successful AIM approach 
because it does offer, in the right circumstances, a lower cost but appropriate solution to 
environmental concerns and impacts. 
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Overall Incentives, Risk and Financeability 

The methodology does not detail your intended approach to funding pensions, in particular making 
good any deficits that exist.  Pension funds are legitimate creditors of companies and as such are 
covered by Ofwat’s financing duty. Our plan will propose that all these efficiently incurred costs will 
be allowed in the wholesale revenue requirement.  This is consistent with the approach take in 2005 
by the Competition Commission in its determination for Bristol Water. 

Your approach to allowing for capital price inflation is not detailed in the document.  We are not 
convinced of the continued usefulness of COPI.  Its relationship to actual capital prices paid in the 
sector is not sufficiently strong enough to warrant the additional regulatory complexity that its use 
entails. Giving companies a final menu choice should allow them to adjust for their own view of 
expected capital price inflation if this differs from RPI. 

We do not currently report under IFRS but as it is currently expected to be mandatory in 2015 we 
expect to submit our business plan on this basis. It would be helpful if Ofwat could confirm its 
expectations in this area. 

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? 

Greater clarity on the role of RORE in calibrating incentives would be helpful to avoid any 
unnecessary investor uncertainty about Ofwat’s central commitment to the WACC as the means to 
remunerating risk. 

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

We agree. 

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 support your continued use of the WACC as the vehicle to remunerate wholesale risks. We also 
agree that you should use approaches such as the dividend growth model as a cross check to the 
standard CAPM calculation. 

We are grateful for your reassurance that reference to the sharing of the benefits of outperformance on 
financing with customers is a restatement of existing policy and not a precursor to a new regulatory 
mechanism. 

Jonson Cox has suggested that the industry should avoid gaming on the cost of capital.  As an aid to 
this we suggest that Ofwat publishes ranges for the cost of equity and debt that it considers would 
likely to be consistent with a well-balanced plan well in advance of company submissions. 

Q43 In setting the WACC are there specific considerations we should bear in mind taking 
account of the profile of relevant risks to wholesale service provision? 
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The assumptions made on the payment terms between wholesale and retail non-household will clearly 
impact on the level of risk held within the wholesale business.  Payment in arrears will add to the risk 
faced by the wholesaler following market opening compared to the current situation.  Payment in 
advance will clearly reduce the risk to the wholesaler which will be transferred in full to the retailer. 
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Assessing Performance during 2010-2015 

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

We agree. 

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

Any adjustment should be NPV neutral. 

The impact on customer bills, investor sentiment and financeability should all be considerations in 
determining whether adjustments should be smoothed. 

Our customer research continues to show that customers’ want to avoid a rollercoaster in bills. 
Investors value the certainty of the RCV as a store of value.  It follows that it would be helpful to 
avoid one-off adjustments that result in a nominal cut to the published RCV from one year to the next. 

Large one-off changes can also impact on within-year measures of financeability, and in these cases 
again it would be sensible to smooth their impact over 5 years. 
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Delivering Price Controls in 2014 

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

We are mindful that there are very few areas of the methodology that are not subject to fundamental 
change and that the overall complexity of the price control is increasing - yet the details on how the 
new mechanisms will work in practice are for the most part lacking and timescales are truncated. 
There are a number of potential consequences of this lack of transparency and predictability (FPL 
principle 6): 

	 the delivery risk for the industry as a whole is greater if companies cannot challenge Ofwat’s 
detailed proposals in advance 

	 companies and their Boards may become risk averse in their plans, sticking to low risk 
approaches that may reduce benefits to customers but that are less likely to fall outside of an 
unforeseen Ofwat tramline 

	 companies could produce well-rounded plans that meet customers’ needs but may fail to 
provide the information that Ofwat considers vital in its decision-making process – or may 
revert to submitting large quantities of information in support of plans that is not possible for 
Ofwat to process given the time and resource available 

And most importantly, 

	 the legitimacy of companies’ plans with customers may be compromised if, once the 
methodology is clear, company Boards are not able to deliver on the commitments that they 
have made in their engagement processes, and then subsequently if companies cannot 
understand and replicate a price determination when feeding back to stakeholders and CCGs 

It is in our shared interests both to crystallise the key benefits of the new price control methodology 
and to maintain legitimacy with customers and their representatives.  To achieve this we suggest that 
you are clear at an early stage as possible what your information needs are and how you intend to 
assess the quality of plans.   

As part of this we suggest you give some thought to publishing ranges of bill changes, cost of equity 
and cost of debt that you would consider a reasonable plan to contain.  This will enable companies to 
understand where they are likely to fall outside of a tramline and where the burden of proof for you 
will be greater. 

Greater clarity on your expectations for CCG reports is also needed. 

We are not certain of the details of what documentation you will require from CCGs and on what your 
expectations of good customer engagement will be.  We have been working well over the past year 
with our CCG and are proposing to take the following approach moving forward: 

	 having drafted our business plan in the first half of this year and testing it with customers over 
the summer we will request the CCG to submit to you a draft report on our customer 
engagement, draft outcomes & incentives in the autumn 

	 we anticipate the document will make reference to the way we have conformed to the 
principles of engagement described in Consumer Focus Scotland’s publication “Consumer 
Engagement in Decision-Making” 
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	 the CCG would then submit a final report to Ofwat in January, taking into account your 
feedback from its draft report 

	 we will also request that the CCG responds to you directly where your draft determination 
makes changes to our proposed outcomes and related incentives  

Confirmation that this process meets your expectations would be helpful. 

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

Ofwat should also review the historical record of companies’ Boards in delivering for customers and 
the environment when it is assessing whether it is likely to be able to take a lighter touch approach to 
assessing the plan. 

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

The overall timetable is exceptionally tight from final methodology to the submission of the business 
plan and will put significant pressure on Companies’ and CCGs. The overall programme does not 
consider the need to prepare delivery of the AMP6 programme with the supply chain and will result in 
a less smooth profile of expenditure than we had hoped.   

We note that Ofwat has, following the publication of this document said that it is minded to bring 
company submissions forward to the early part of December to facilitate the delivery from Ofwat of 
draft baselines and determinations in the Spring of 2014. 

We do not think that the alternative, a menu choice after the final determination allows enough time 
between this and bills being sent to customers in early 2014.  

We are therefore content to work within the revised timeframe, but Ofwat needs to publish and 
commit to precise dates for all the steps leading up to this point to allow companies to adjust their 
own project plans and ensure that their own assurance processes are carried out appropriately. 

Ofwat must also be transparent and clear at as early a stage as possible about its information 
requirements and how it will assess companies’ plans if companies are to be able to produce plans that 
not only deliver for customers and stakeholders but also give Ofwat the evidence it needs to make an 
informed judgement. 

Timescales will remain tight.  We propose that Ofwat takes a more simple approach to some of the 
less material items in the control such as AIM and improved incentives for bulk supplies and focuses 
its resources at the areas of greatest risk at PR14. 

It is clear that the submission of company plans in December will be followed by some ongoing 
engagement and it must be possible for better information to be incorporated into the final 
determination during this time.  We will not have full sight of the NEP until after our plan submission 
and our formal pension valuation is due on the 31st December 2013. 
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Building for price reviews in 2019 and beyond 

Q50 Do you agree with our preferred scope for network plus? 

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

Q52 Do you agree with our preferred scope for network management?
 
Q53 Do you agree with our preferred approach to implementing network management? 


We have no major objections to the proposals contained in this section.  We have been supportive of 
and members of the accounting separation pilot group from its outset and are happy to continue to 
work during the next AMP period to deliver further enhancements to this.  

Revenue accounting, as proposed, will be at the regionally averaged level, and its potential use at a 
later date to inform access charges must take on board direction from the Secretary of State on the 
desirability or otherwise of unwinding regionally averaged charges. 

Given the scope and scale of the change at PR14, and as you admit yourself the very challenging 
timetable for its delivery we would suggest that further consideration is given to these areas once final 
determinations have been delivered.   

For our part we are happy to forgo any financial reward for information provision on network 
management during the coming AMP period.  We would be pleased to show how we currently 
manage our network optimisation processes and the enhancements we are planning to make within 
AMP6. 
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