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Slide 2 – Jane Smith 

• Good morning. 

• This is Jane Smith. 

• She is one of many customers that all of you will know. She is not an expert in 
the water sector. 

• Jane and her husband Andrew Smith are part of the 52%1 of the adult 
population who are struggling to keep up with bills and debt repayments.  

This is compared to only 35% in 2006 – households are finding themselves 
living in a very different economic environment now. 

• Having seen an increase in the cost of their bills but no real increase in their 
household income they will look to those things that they can do without – 
reducing Jane’s mobile phone or Andrews’s TV package. 

• What they cannot live without is clean, safe drinking water and access to 
sewerage services. 

• Jane really cares about her local environment, particularly the wildlife in the 
River Mersey. 

• She remembers what it was like when she was a child and it was named the 
most polluted river in Europe. She would not want it to return to that. 

Now, the river is cleaner than it has been for over a century – it has seen the 
return of otters and salmon and this summer the first sea trout were caught in 
there.  

• Andrew worries about the future for his children and future grandchildren. 
Only last month he saw on the BBC news that the UK had the fastest growing 
population in Europe. 

• As a family they already do all they can to save water. 

                                            

1 “The Financial Capability of the UK” published 2 August 2013 by the Money Advice Service 
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• So, how do they reconcile this with the bill that lands on their doorstep from 
their local water company? Do they understand what it is they are paying for? 

• What relationship do they have with their water company?  

The challenge for their company 

• This price review presents a real opportunity for companies to deliver for its 
customers. 

• Rather than the relationship being between us, the regulator, and the 
company – Jane Smith, the customer, is the primary audience. 

• The challenge for water companies is to develop this relationship with their 
customers and for it to be based around: 

– a trust that they are doing the best for them; and 
– this trust is gained through engagement. 

• This will involve explaining the trade-offs and choices to deliver an overall 
coherent plan for customers, both today and tomorrow and the environment. 

Bad debt 

• We believe that this engagement is important with all customers and has 
wider benefits for society. 

• If a company opts out of the relationship with its customers it is far more likely 
that customers will opt out of its relationship with the company.  

• There are more than 5.5 million customers in debt with their water company – 
what are you doing to reach out to those who cannot pay their bill or those 
who choose not to? 

• If a company has a relationship with a customer they are far more likely to try 
to pay their bills. 
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Slide 3 – Customers 

• Let’s move away from Jane and the Smith family and take a look at customers 
experience as a whole since privatisation. 

• Customers are living in an economically difficult environment – people are 
struggling financially to pay their costs of living. 

• It is easy to think that the water bill is not as significant as energy bills or 
council tax however they represent a growing proportion of household costs. 

• Around 15% of households struggle to pay their water and sewerage bill. 

Bills vs income chart 

• This chart presents a comparison of average household incomes and bills (in 
nominal terms). 

• Since privatisation both incomes and bills have been rising. 

• The diagram in the top left hand corner reflects both bills and incomes and 
they have been indexed to 100 at the time of privatisation. 

• What this allows us to see is the rate at which both: 

i. incomes; and 
ii. water and sewerage bills have grown. 

• As you can see bills initially grew faster than incomes before reaching a 
similar level. 

• However in the last decade, there has been a significant divergence between 
incomes and bills. 

• In particular, combined water and sewerage bills have increased by 40%, 
while at the same time incomes have only increased by 14%. 

• Or put another way, water and sewerage bills are taking a greater proportion 
of a customer’s income than ever before.  
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– About 5.4 million households spend more than 3% on water bills. 

– More than 2.6 million spend more than 5%. 
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Slide 4 – What about the service? 

• And what about the service? 

• Jane, like other customers understands that water and sewerage services, 
like most things, needs investment to deliver a good service. 

The good… 

• We all know in this room the achievements that have been made in the sector 
since privatisation and that we are building on the successes of the past. 

• Back in 1989, the sector faced many challenges. These included crumbling 
infrastructure, widespread environmental pollution, and far too many basic 
customer service failings. 

• In the early 90s you were more than five times as likely to be at risk of an 
unplanned supply interruption; eight times more likely to be at risk of having 
your house flooded by sewage; and well over 100 times more likely to be at 
risk of low water pressure. 

• At privatisation, there were only 12 beaches awarded Blue Flag status – now 
there are almost 150 beaches gaining Blue Flag or Seaside Award status. 

The bad… 

• So there is the good but what about the bad? 

• The public perception of company response to leakage is still negative.  

• CCWater research released last week shows that 74% of customers generally 
feel that water companies are not doing enough about leakage and that 
leakage is an area to be prioritised by the industry. 

• What is interesting is that this is despite the fact that since 1990, 94,000km of 
pipes have been improved or replaced – for those that like these kinds of 
comparisons that’s enough pipe to stretch around the equator more than two 
times. 
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• We all understand the economic balances to be struck in terms of leakage but 
there is a real difference between us in this room and customers perceptions. 
How do you relate to your customers to help them understand this? 

• Sewer flooding remains one of the worst failings that can happen to a 
customer. Although, the numbers are small particularly compared with the 22 
million households that are served in England and Wales.  

• Would you think this is acceptable however if it happened to you and your 
home? 

• This year, we have seen performance across the companies deteriorating 
with regards to sewer flooding.  

• Last year, eight companies reported performance as good or better than 
expected but this year no company has been able to do this and more 
companies reported performance significantly below expected levels. 

• We can therefore see real performance challenges to address at this price 
review. 
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Slide 5 – Water in the headlines 

• At the same time, in the media customers, including Jane, have learned about 
the profits of the water companies. 

• Our Chair, Jonson Cox has previously talked about the fact that the last few 
years have been very kind to the owners of water companies, at a time when 
life is very challenging for customers.  

• In the sector there has been a 28% return upon investment. The best deal 
Jane Smith is currently able to get on her modest savings is 1.7%. 

• Headlines in the newspapers day after day tell a story of rip off Britain. 

• A number of companies have publically said that they are responding to the 
challenge to share the pain and gains with customers and we look forward to 
seeing more of this as this price review develops. 
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Slide 6 – Customer engagement 

• Given the perception of service and the media headlines, company 
engagement with customers has never been so important. 

• As I have said earlier, we have designed the price control process to be 
different this time around and there is a focus upon responding to what 
customers want. 

• We have already seen a number of approaches the water companies are 
taking to engage with their customers. 

• From a sample of nine companies we know that over 60,000 customers have 
been directly consulted with via door to door, telephone and roadshow 
surveys. This does not include the more quantative customer research of 
online questionnaires and wider engagement on proposals via the post. 

• Examples of the types of approaches we have seen are, online surveys 
carried out by Portsmouth Water and South East Water involved a prize draw 
of £1000 and for Portsmouth Water this gathered over 500 responses.  

• Sembcorp Bournemouth Water has done research with over 1000 school 
pupils aged 16+ to understand future customers priorities. 

• We look forward to seeing how companies listen to their customers in 
developing their plans and evaluating the engagement that worked well and 
that which did not.  

• For example, what we wouldn’t want to see is attempts to lead customers by 
asking for instance “would you want a 2 or 4 or 6% increase in bills”. We 
would not consider this to be good engagement. 

Difficult conversations to be had 

• Saying that we do understand that there are difficult conversations to be had 
with customers. 

• Part of the challenge for companies is to find a way of communicating with 
customers so that they understand and accept the difficult choices there are 
to be made around infrastructure investment, planning for the future and 
protecting the environment. 
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Our role in this process 

• So what is Ofwat’s role in this process? 

• We will be there to act as a safety net. 

• We will receive, as part of the business plan submission, a report from the 
customer challenge group on the quality of the company’s engagement with 
its customers and how well this is reflected in its plan. 

• To ensure that a business plan is sufficiently robust, as you know, we will also 
consider a range of other tests – these include financeability, cost efficiency 
and sustainability.  

• This is important because Jane does not have a choice about who supplies 
her services and therefore would not know whether the deal she is getting is 
at a level worse or less efficient than other customers across the country. 

• Even if engagement is excellent we still need to carry out this comparison for 
customers to ensure that they are getting the best possible deal. 
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Slide 7 – How can companies do better for their customers 
financially?  

• So how can companies do better for their customers financially? 

• There is undoubtedly a huge opportunity for companies to save money and 
pass on the benefits to customers through the lower cost of debt.  

• As you can see in at previous price controls we have set the cost of capital 
generally when the cost of debt is at its peak. 

• Given that the cost of debt is so much lower and therefore the corresponding 
cost of capital is low this represents a huge opportunity for companies to 
deliver benefits to customers, which we think could range between £120 
million to £750 million a year (or roughly £4 to £25 per household). 

• These figures are illustrative to show the opportunity for companies to pass on 
savings to its customers. 

• And for those people in the audience who might argue that the cost of debt is 
currently at the low end of the curve – this doesn’t mean we should include 
some extra fat. 

• Good management teams should trying their best to lock in the cost of debt 
while they think its low. 

• This is analogous to all of our mortgages – if you think interest rates are low 
then you lock into a cheap rate, you do not want to buy your way up the curve 
and wait for interest rates to rise! 

• In addition to a lower cost of debt, we expect that the introduction of a new 
methodology will deliver additional savings to customers. 

• These savings are derived from setting separate controls for retail and 
wholesale along with other changes such as totex, water trading and the use 
of an average cost to serve control. 

• In short this could deliver savings of between £350 million to £750 million a 
year across the sector (or £11 to £25 per household). 
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Slide 8 – Cost pressures 

• Although we think there is a huge opportunity to deliver savings to customers 
we also recognise that there are upward pressures on bills.  

• These pressure can include a range of things, for example: 

– improving the level of service, such as reducing the incidents of sewer 
flooding or improving water pressure; or 

– promoting better environmental outcomes. 

• As I have said many times before, we expect all companies to 
meet all their statutory duties. 

• This includes addressing schemes under the National 
Environmental Programme. 

• I am sure that Chris Smith will pick this up later in his speech to 
you. 

• What is critical to the credibility of the sector is how customers are engaged in 
response to such cost pressures. 

• Jane needs to be convinced of the legitimacy of these cost pressures and why 
she needs to contribute towards them. 
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Slide 9 – What could we expect from bills in 2015-20?  

• So how will Jane understand going forward what is included in her bill? 

• In this slide we have illustrated what a bill might look like. The intention is to 
highlight the transparency that will be required through this process by 
explaining where and what Jane is paying for. 

• We have also set out how the average bill might change between 2014-15 
and 2019-20. This is to illustrate the potential impact that factors such as the 
cost of debt and efficiency savings could have on bills.  

• Clearly we are not trying to determine the precise impact of these factors, nor 
would we be able to until we receive each company’s business plan on 2 
December.  

• What we have done is estimated the likely bill for 2019/20 based on the 
revenue requirement that we set at PR09. We have then modified the revenue 
requirement to reflect those factors that we know will change over the next 
control period. These changes include: 

– A lower cost of capital 

[for the purposes of this we have estimated 4.1%2 based of the 
average projections made by analysts and added a range of 
plus/minus 0.5% to reflect the uncertainty with these projections. 

This change alone could reduce the average bill by £4 to £25] 

– Efficiencies that we expect to be realised in PR14. 

These efficiencies reflect both: (i) the trend from our approach to 
comparative regulation over previous price controls; and (ii) the 
incremental efficiencies that PwC estimated would be derived from our 
new methodology. 

                                            

2 Deutsche Bank and Credit Suisse both projected 4.1% 
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These efficiencies could reduce the average bill in 2019/20 by a 
further £11 to £25]. 

– The expenditure we expect companies will need to undertake in order 
to satisfy their statutory requirements, such as environmental 
obligations. 

[Our current estimates suggest that this could add £4 to £6 to the 
average bill]. 

• The effect of these factors is that the average water and wastewater bill 
before inflation could fall from approximately £360 in 2014/15 to between 
£315 and £350 in 2019/2020. 

• This means that there is a real opportunity for companies to deliver outcomes 
that customers want. This could be in the form of: 

– keeping bills as low as possible; 
– improving the service provided to customers; or 
– better environmental outcomes (that is, over and above statutory 

obligations). 

• We therefore want to see companies engaging with customers to identify what 
this outcome should be. 

• This is with the reminder that we will challenge proposals hard on how 
efficiently they are delivering their outcomes to customers. 
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Slide 10 – What are companies doing to promote legitimacy? 

• I recognise that a number of companies are responding to our challenge and 
engaging with customers in an open and transparent manner. 

• To illustrate this point I’ve included a chart I have borrowed from Anglian 
Water’s draft strategy and business plan for 2015-2020. Now, our legal team 
will insist on me being clear that by showing you Anglian Water this does not 
mean we are in anyway prejudging the outcome of the risk based review 
process. 

• Without making a judgement about the validity of the propositions, what I think 
is really interesting is that they have illustrated to its customer both the: 

– downward cost pressures, in the form of the WACC and efficiencies (as 
we have done); and 

– upward cost pressures from statutory schemes. 

They then have a significant margin which they should use to deliver the 
outcomes that customers want. 

• Now I should emphasise that we are not saying that the level of expenditure 
should be managed in such a way that ensures bills are flat, higher or lower – 
we do not have a desired bill target. 

• What I am saying is that the level of expenditure should be undertaken based 
on what the customer wants. 

• In this example that expenditure has been used to: 

– deliver better services, such as reducing sewer flooding; 
– deliver a better outcome for the environment; and 
– building new infrastructure to support future growth. 

• Now I should also point out that the company could cut its bills if that is what 
its customers want, given the margin available. 
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Slide 11 – Jane Smith 

• This is about building legitimacy with all customers including Jane.  

• The challenge is set for companies. 

• There is an opportunity for lower bills. 

• If you intend to keep them at the same level or rising then you will have to 
make a strong case which is supported by your customers. 

• This process is not about satisfying the requirements of a regulator; it is about 
making a permanent change to the relationship between Jane, customers, 
and companies. 

• We really look forward to seeing how this evolves post 2014. 
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Slide 12 – Questions? 

• I understand there will be the opportunity for questions at the end of this 
session. 
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