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About this document 

This document sets out our approach to mergers under the revised special merger 

regime following the changes introduced as part of the Water Act 2014. It also sets 

out our statement of methods for the assessment of mergers. It takes account of 

responses received to our consultation in May 2015. We have published a separate 

summary of these, our consideration of them and changes made to them. 
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Overview 

A water merger occurs where two or more water companies1 cease to be distinct by 

coming under common ownership or control. As each water company is a regional 

monopoly, we use comparative information to ensure that customers are paying a 

fair price for their water, to identify good performance and to set incentives for 

companies to improve. This need for comparative information is recognised through 

a special merger regime which examines whether water sector mergers may 

prejudice our ability to carry out our functions by impacting on our ability to make 

comparisons.  

Our approach to regulation will evolve over time. For example the development of 

the retail market for non-household customers in April 2017 and our proposals for 

upstream activities in Water 2020. This will change our need for comparative 

information in a dynamic way. Our approach to mergers will also change as a result 

and this document should be read in that context. 

Following the introduction of changes set out in the Water Act 2014, the special 

merger regime will be amended2 to allow a process whereby a decision on a water 

merger can be achieved during the first stage (Phase 1) of a merger investigation 

rather than automatic referral to an in-depth (Phase 2) investigation. This aims to 

reduce the disincentives for companies to merge and the level of regulatory 

uncertainty when a merger is proposed.  

The revised special merger regime provides a role for the Water Services Regulation 

Authority (Ofwat) during Phase 1 of a merger inquiry and requires us to provide an 

opinion to the Competition and Markets Authority (CMA) on: the impact of a merger 

on our ability to make comparisons and relevant customer benefits; and whether 

undertakings in lieu (UILs) would remedy, mitigate or prevent the prejudicial effect on 

our ability to make comparisons. We are also required to consult on and prepare a 

statement of methods, which sets out the criteria we will use to assess the impact on 

our ability to make comparisons and the weighting applied to those criteria3.  

  

                                            
1
 We use the term ‘water companies’ to mean companies holding appointments as water and/or 

sewerage undertakers under Chapter 1 of Part 2 of the Water Industry Act 1991. 
2
 Ofwat’s Statement of methods is being published before the new regime is put in place. At the time 

of writing it is anticipated the new merger regime will be put in place in November 2015. 
3
 See section 33C of the Water Industry Act 1991 (inserted by section 14(2) of the Water Act 2014). 
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This document sets out our approach to mergers under the revised special 

merger regime and our statement of methods.  

We consulted on our draft Statement of Methods in May 20154. We have published a 

separate document which sets out our assessment of consultation responses and 

the changes we have made to address responses to the consultation5,6. 

Water Act 2014 amendments to the special merger regime 

When the relevant sections are in force7, the Water Act 2014 introduces a revised 

Phase 1 process to the special mergers regime. In the revised Phase 1 process, in 

addition to the existing tests on applicability and turnover, the CMA can decide not to 

refer a qualifying water merger to a six month inquiry group-led investigation if the: 

 merger is not likely to prejudice Ofwat’s ability to make comparisons;  

 likely prejudice is outweighed by relevant customer benefits; or  

 company has offered appropriate UILs of a reference which remedy, mitigate 

or prevent the prejudicial effect on our ability to make comparisons.  

The amendments to the Water Act 2014 do not affect the Phase 2 merger process. 

Figure 1 sets out the Phase 1 process and our role in the revised special merger 

regime. 

                                            
4
 ‘Consultation on Ofwat’s approach to future mergers and statement of method’ – 

http://www.ofwat.gov.uk/regulating/pap_con201505mergers.pdf 
5
 Ofwat (2015), ‘Consideration of responses to Ofwat’s proposed approach to mergers and draft 

statement of methods’. 
6
 Ofwat (2015), ‘Consultation on Ofwat’s approach to future mergers and statement of methods’. 

7
 At the time of publication of the Statement of methods, it is anticipated the relevant sections of the 

Water Act will be commenced in November 2015. 

http://www.ofwat.gov.uk/regulating/pap_con201505mergers.pdf
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Figure 1  Phase 1 merger process following the Water Act 2014 

Why comparisons are important 

Under the revised special merger regime, before deciding on whether to refer a 

merger to a Phase 2 inquiry, the CMA will consider whether a merger is likely to 

prejudice our ability to make comparisons. We are required to provide an opinion to 

the CMA on whether and to what extent we consider this is the case. 

Water companies are regional monopolies, so comparisons between water 

companies have underpinned the way we have regulated the sector since 

privatisation. We make use of comparisons both during the price review process – 

for example, in setting price limits or service quality requirements, and between price 

reviews, for monitoring and enforcement and spreading best practice. While our 

approach to making comparisons has changed over time, without the ability to make 

comparisons between water companies then it is likely that we would not have been 
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able to set the same stretching cost and service targets. This, in turn, would have 

been a detriment to customers through higher bills or lower service quality.  

Particular areas where we have recently made use of comparisons include: 

 risk based assessment of company business plans and the categorisation of 

companies’ business plans, which introduced rivalry between companies to 

obtain enhanced status at the 2014 price review; 

 wholesale and retail cost modelling in the 2014 price review where we used 

information on individual water company costs to develop our cost models, 

cost benchmarks and cost allowances; 

 outcome delivery incentives (ODIs) which were set at the 2014 price review 

where, for five cross-company ODIs we used comparisons across water 

companies to identify upper quartile performance and intervened to ensure 

that companies were only able to access financial rewards for genuinely 

stretching performance; 

 service incentive mechanism (SIM) which uses qualitative and quantitative 

measures of customer satisfaction to financially reward or penalise companies 

based on their performance relative to the rest of the industry; and 

 standards of board leadership, transparency and governance across 

companies where we highlighted and shared best practice to encourage all 

companies to meet our principles in this area.  

The 2014 price review introduced changes to the way that we regulate, for example 

the setting of separate price limits for wholesale and retail elements. The way we 

regulate is likely to change further going forwards, for example the introduction of 

competition into non-household retail and the creation of separate price controls in 

new areas. While this is likely to reduce the importance of direct comparisons 

between water companies in some areas, for example retail, there are other areas 

which will still be regional monopolies, such as companies’ water and wastewater 

networks, where we will still need to make use of comparisons. If we set price limits 

at a more granular level it is also possible that our use of comparisons in some of 

these areas might become more important.  

Our principles for assessing mergers 

We are moving our overall regulatory approach to a regime that is more ex post, 

framework-based, pro-market, proportionate and targeted. It continues to evolve for 

example as highlighted by the work on Water 2020. We recognise that it is important 

for the market for corporate control to work well and we would not want to present 

barriers to this. Consistent with the changes in our regulatory approach, our 
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approach to mergers has evolved. We approach our assessment of the impacts of 

each merger on a case by case basis. We value mergers where it can be 

demonstrated that customers will benefit from greater innovation and/or efficiency. 

Our approach to assessing mergers is guided by a set of high-level principles.  

 Each merger will be considered on its merits, taking full account of its benefits. 

 Any merger has the potential to prejudice Ofwat’s ability to make 

comparisons. 

 A merger between companies whose scope of activities does not overlap is 

unlikely to prejudice our ability to make comparisons. 

 A merger of a high performing company in terms of efficiency/service could 

prejudice our ability to set cross industry benchmarks. But we recognise that 

company positions in our benchmarking analysis do not remain static. 

 Each merger may permanently reduce the number of independent 

comparators in the monopoly parts of the value chain; and as a result the 

detriment to the comparative regime may increase for each successive 

merger. 

 A merger could lead to the loss of a company which had important similarities 

to other companies, for example operating in similar conditions facing similar 

issues. 

 A merger could lead to the loss of a company which had important differences 

from other companies, which for example could reduce the scope of the 

development of best practice. 

 It might be possible for us to amend our approach to offset, to an extent, the 

impact of the loss of a comparator. 

 A merger has the potential to create customer benefits which could outweigh 

the prejudice to our ability to make comparisons. These benefits can 

encompass price reductions, service improvements, greater choice and 

increased innovation. 

 UILs may be appropriate to remedy, mitigate or prevent the prejudicial effect 

on our ability to make comparisons. 
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What benefits could a merger bring? 

Under the revised special merger regime, the CMA does not need to refer a merger 

to a Phase 2 investigation if relevant customer benefits from the merger outweigh the 

likely prejudice to our ability to make comparisons. We are required to provide our 

opinion to the CMA on whether relevant customer benefits outweigh the prejudice to 

our ability to make comparisons. 

Relevant customer benefits can take the form of: 

 lower prices, which could result from operational cost savings (reduced head 

office costs), improved water resource management (from contiguous 

companies sharing/better planning of resources) or reduced financing costs 

(from the ability of a larger company to obtain more favourable terms); 

 higher service quality, for example by improving security of supply; 

 greater choice, for example through the greater availability of special tariffs; 

and 

 greater innovation, for example the creation of innovative new structures from 

the merger itself (such as a very large water only company or a wastewater 

only company) or through greater effectiveness of research and development. 

Relevant customer benefits can only be considered if they would be unlikely to be 

realised without the merger or a similar prejudice to our ability to make comparisons.   

Undertakings in lieu 

Under the revised special merger regime, the CMA may accept undertakings in lieu 

of making a reference for a Phase 2 inquiry. The CMA will consider whether the 

proposed undertakings would remedy, mitigate or prevent the prejudicial effect of the 

merger on our ability to make comparisons. We are required to provide our opinion 

to the CMA on the effect of the proposed undertakings, including the extent to which 

they would remedy, mitigate or prevent the prejudicial effect. 

Our advice to the CMA on whether a UIL is acceptable will depend on the 

circumstances involved and the level of prejudice created. When assessing potential 

UILs we will consider the prejudice to our ability to make comparison now, but also 

what measures might assist our ability to make comparisons to regulate more 

effectively in the future. When considering UILs, we will be particularly concerned 

about the degree of independence of any new comparators that might be created. 

For example, we would have a preference for ownership independence over 

management independence, and for accounting separation over separate reporting.  
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In Phase 1 of a merger investigation, we will want to be confident that the likely 

prejudice will be resolved by the UILs offered without the need for Phase 2 

investigation. We consider that UILs are only appropriate where there are clear cut 

remedies proposed to address the prejudice caused by the merger. This mirrors the 

CMA’s approach to UILs in the general merger regime. We would not expect that 

every merger will be resolved at Phase 1. It should be emphasised that the final 

decision to accept UILs rests with the CMA, after considering Ofwat’s opinion.  

UILs could include: 

 divesture – for example, the sale of a non-contiguous part of the water 

company, which could create an additional independent comparator; 

 partial divestures – for example, a reduction in the equity stake and therefore 

the degree of control, which in some circumstances, could create 

management independence and restore our ability to make comparisons; 

 separate administration – for example, an undertaking to maintain or create 

separate management, accounting or reporting arrangements, for either the 

company taken over or for particular services within the merged entity. This 

could include offering to create a separate retail company, or separate 

management of water resources and networks. This could also include the 

adoption of innovative structures that allow for new or different forms of 

comparisons to be made to help set stretching benchmarks in the future; 

and/or 

 amending licences – for example the creation of modular licences for 

separate services within the merged entity, in particular where such licence 

amendments could be adopted by other companies where they represent a 

useful direction of travel for the industry. 

Each of the examples above has the potential to mitigate, prevent or remedy the 

prejudicial effect on our ability to make comparisons. Consistent with the view set out 

by the CMA, we do not consider price reductions qualify for consideration as 

undertakings in lieu as undertakings at Phase 1 must directly address any prejudice 

that would otherwise occur. We consider price reductions may, however, be 

considered as a remedy in Phase 2 as remedies may be broader in scope.  

The Phase 1 process and our expectations of merger parties 

The Water Act 2014 does not specify a timetable for water mergers. If the CMA’s 

general merger regime timetable is applied to Phase 1 water mergers, and taking 

into account the statutory requirements, there are up to three main stages to the 

Phase 1 process, as shown in figure 2. 
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 Pre-notification. During pre-notification merger parties will need to develop a 

merger impact assessment, which will set out the expected impact of the 

merger. In undertaking the merger impact assessment merger parties should 

have regard to our statement of methods which sets out how we will assess 

mergers. Prior to formally submitting a merger notification to the CMA, merger 

parties are encouraged to discuss the proposed merger and any UILs with 

both Ofwat and the CMA. There is no formal time limit on these discussions, 

so merger parties are encouraged to open dialogue with Ofwat and the CMA 

at the earliest opportunity to enable all parties to consider their positions 

ahead of any formal Phase 1 investigation.  

 Phase 1 investigation. The will not start the investigation until it has 

sufficient information and Ofwat has the necessary information it requires to 

carry out the assessment. CMA will have up to 40 working days to conduct the 

Phase 1 investigation. During this period the CMA will consider whether the 

merger will prejudice Ofwat’s ability to make comparisons and where relevant, 

whether customer benefits arising from the merger would outweigh this 

prejudice. In Phase 1, the CMA will issue an invitation to comment on the 

merger – this is the part of the process which provides the opportunity for third 

parties to provide their submissions on the merger. The Statement of intent8 

confirms the views the CMA receives from this process will be shared with 

Ofwat. The CMA must request and consider Ofwat’s opinion on these issues 

within this time period. Ofwat must provide its advice in accordance with its 

statement of methods. If merger parties have raised UILs by this stage of the 

process, the CMA must also consider Ofwat’s opinion on the effect of those 

UILs. Merger parties should note that the CMA is the body that makes the 

final decisions at Phase 1, which includes whether UILs should be accepted 

and whether the merger should be referred to a Phase 2 investigation. The 

Statement of intent confirms that the CMA will place significant weight on 

Ofwat’s opinion when making decisions in relation to prejudice, to our ability to 

make comparisons, relevant customer benefits and UILs9. The prospect of 

clearance at Phase 1, on the basis of a lack of prejudice, that relevant benefits 

outweigh the prejudice or acceptance of UILs is likely to be higher where the 

views of the parties and Ofwat on the impact of the merger are broadly 

aligned. 

                                            
8
 The Statement of intent, which sets out the working relationships between the CMA and Ofwat in 

relation to water mergers was published in Appendix C of the CMA’s 2015 consultation ‘Water and 

sewerage mergers: Guidance on the CMA’s procedure and assessment – draft for consultation’. It will 

be place on the Ofwat and CMA websites when the CMA has finalised its guidance. 
9
 Statement of intent, paragraph 4(d). 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/457950/Water_merger_draft_guidance.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/457950/Water_merger_draft_guidance.pdf
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 Consideration of UILs of a Phase 2 reference. If the CMA concludes that a 

merger prejudices Ofwat’s ability to make comparisons between water 

companies and that this prejudice is not outweighed by relevant customer 

benefits, the merger parties will have the opportunity to propose UILs to offset 

that prejudice. If UILs are proposed the CMA must request and consider 

Ofwat’s opinion on these undertakings before determining whether the UILs 

offered are sufficient to offset the prejudice. 

Figure 2  Potential timings for Phase 1 

 

One of Parliament’s objectives of the revised special merger regime is to allow for 

some mergers to proceed following a Phase 1 investigation as the automatic referral 

of all mergers to an in-depth Phase 2 investigation under the previous regime was 

viewed as a disincentive to potentially beneficial mergers. The short timescales for 

the formal Phase 1 investigation place importance on the quality of the evidence 

provided by merger parties during the pre-notification and Phase 1 process.  

Consistent with our strategy of companies taking responsibility for the relationships 

with their customers, we expect merger parties to have a good understanding of the 

potential impact of the merger, particularly in terms of relevant customer benefits. 

We expect companies to set out in their merger impact assessment submission 

(submitted at the start of the Phase 1 process), their views on: 
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 the impact of the merger on our ability to make comparisons; 

 the relevant customer benefits that arise directly from the merger, and 

whether these outweigh the impact on our ability to make comparisons; and, if 

they do not, 

 any UILs that would prevent, mitigate or remedy the prejudicial effect on our 

ability to make comparisons. 

To provide the best opportunity of us recommending to the CMA that the merger is 

cleared at Phase 1, merger parties should develop their submission in line with our 

statement of methods and take account of the report that we have commissioned 

into valuation methods by Europe Economics10. As set out above, due to the short 

timetable in Phase 1 and the importance of the merger impact assessment 

submission, merger parties are encouraged to discuss their proposed submission 

with us during the pre-notification phase of the process. 

Our statement of methods 

Our statement of methods is required to set out the criteria and the weighting of 

those criteria we will use to assess whether a merger is likely to prejudice our ability 

to make comparisons, and whether relevant customer benefits outweigh that 

prejudice. In defining the criteria we have taken account of: 

 our statutory duties;  

 our principles for assessing mergers;  

 the requirements of the revised special merger regime introduced by the 

Water Act 2014; and  

 the approach taken by the Competition Commission, the CMA and Ofwat in 

previous merger cases. 

Our assessment of the impact of a merger will be based on evidence provided by 

merger parties, where appropriate taking into account our own analysis. The 

assessment will be based on a comparison between the factual (with merger) and 

counterfactual (without merger) situation. We will also use a scenario-based 

approach to take into account future uncertainty. This approach will include potential 

changes to regulatory policy, based on public statements about where and how our 

approach might change. Further, we will consider the loss of a comparator in each of 

the areas where we use comparisons: setting price limits, service quality and our on-

going role in monitoring, enforcement and spreading best practice. 

                                            
10

 Europe Economics (2015) Valuing the Impact of Mergers in the Water and Sewerage Sectors and 
Identifying Undertakings in Lieu. This document can be accessed at: 
http://www.ofwat.gov.uk/rpt_com20151021mergers.pdf 

http://www.ofwat.gov.uk/rpt_com20151021mergers.pdf
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Our criteria for assessing whether a merger would prejudice our ability to make 

comparisons are: 

 the extent to which the merger involves overlaps in functions – if it does not 

then we will take the view that there is no prejudice – for example, a water 

only company taking over sewerage functions would not prejudice our ability 

to make comparisons in these areas;  

 whether the merger involves the loss of an independent comparator – if it 

does not then we will take the view that there is no prejudice. For example, if 

the companies are already under common control, then our ability to make 

comparisons would not be prejudiced. Where there is a degree of control pre-

merger but the level of that control is less than complete (for example, as a 

result of a minority shareholding) we will assess what difference the additional 

level of control achieved through the merger will make in the independence of 

comparators.; 

 the extent to which the merger would change benchmarks – our ability to 

make comparisons is likely to be more affected if we were to lose a high 

performing company as this could change cross-industry benchmarks and 

reduce the efficiency challenge for all companies, however we recognise that 

company positions in our benchmarking analysis do not remain static; 

changes in company rankings mean that poor performing companies could 

become high performing companies in the future; 

 the number and quality of independent comparators that remain – for 

example, during the 2014 price review (PR14) we developed robust cost 

models for water with 18 comparators, however, the models for wastewater 

proved more difficult to develop where we only had 10 comparators meaning 

we are likely to be more concerned with losing a wastewater comparator and 

the detriment to the confidence we can place in our econometric models can 

be expected to increase as the number of independent data observations 

reduce; 

 a loss of a comparator with important similarities for comparisons – our ability 

to make comparisons is likely to be more affected if we lost a company which 

had important similarities to a small number of the remaining companies. For 

example, if we lost a company with high population density it might be more 

difficult to separate out the impact of this factor driving cost and outcome 

performance; 

 a loss of a comparator with important differences for comparisons – for 

example, best practice in terms of customer engagement, or a company 

which had a good track record of innovation that could be used to raise 

standards across the sector; and 
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 are there alternative approaches available to us to offset the loss of this 

comparator? – that is, could we amend our regulatory approach to offset the 

loss of this comparator? We note however that changes that could be made to 

improve the way we regulate to reflect good regulatory practice absent the 

merger should not be seen as offsetting the prejudice – they should be 

included in the baseline assessment. 

The assessment of the first two criteria will be based on yes/no response, although 

we accept that this can sometimes be a matter of degree. If the answer to either 

question is no, then we are unlikely to take the view that the merger would cause 

prejudice to our ability to make comparisons. If this is the case then we would not 

proceed with the assessment against the other criteria and would provide our opinion 

to the CMA on that basis.  

We will apply equal weights to each of the other criteria. Where possible we will 

monetise impacts against these criteria, that is convert impacts (both detriment and 

benefits) into a £m impact. This will identify the scale of impact and the relative 

weight of that impact against other criteria.  

We will take account of the impact over time by discounting future values to present 

values. We will calculate the present value both over the long term, for example, 30 

years (to reflect the long term impact of the loss of a comparator where we are 

certain similar regulatory approaches will persist in the future) and a shorter term 

view, for example, five to ten years (where impacts are more certain). In undertaking 

this assessment we will consider the likelihood that current regulatory practices will 

persist in the future – for example, it is more likely that benchmarking analysis of 

network costs will continue in the long term as network activities are a natural 

monopoly. However, in other areas we may be less certain that current regulatory 

approaches will persist in the future. For example, retail is an area where we may be 

able to make greater use of comparators that are external to the sector in the future 

and so it may be reasonable to focus on the impacts over a shorter time period. 

Where the criteria concern the use of comparators for setting price controls, the 

impacts assessment will consider both a ‘static’ approach (that is what the impact 

would have been if the merger had occurred prior to the last price control) and a 

‘forward looking’ approach (that is by taking account of the possible impacts in future 

price controls). We will apply greatest weight to the forward looking approach as 

price limits under the ‘static’ approach will have already been set. 
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Where monetisation is not possible, we will undertake a quantitative or qualitative 

assessment of the impact on our ability to make comparisons and indicate the 

severity of the impact. When assessing impacts we will take into account the 

certainty around whether the impacts would occur, for example through changes in 

regulation, for example by including ranges around impacts. 

In preparing our opinion on whether prejudice has occurred we will bring together the 

monetised, quantitative and qualitative impacts. After summing all monetised 

impacts, we will consider whether, in the round, the non-monetised impacts would 

change the balance of the decision and whether the overall impact constituted a 

prejudice to our ability to make comparisons. 

The criteria for relevant customer benefits will be based on the legislation, as follows. 

 Are there relevant customer benefits? These must be in terms of lower prices, 

higher quality or greater choice of services or greater innovation in relation to 

such services and must accrue to customers of merger parties. 

 How likely or certain are the benefits to be achieved? 

 Are the benefits merger specific? The benefits must be a direct result of the 

merger (and unlikely to occur otherwise). 

 Are benefits likely to accrue in a reasonable period of time?  

 Are benefits likely to be sustained? 

As with the impacts on comparators, we will weight impacts against the criteria 

based on their monetised impacts. Where monetisation is not possible we will 

consider non-monetised impacts. We will attach most weight to customer benefits 

which are certain.  

When determining whether the prejudice is outweighed by relevant customer 

benefits we will consider both monetised and non-monetised impacts. When 

undertaking this assessment we will be conscious that, there is the potential for a 

Phase 2 investigation. We will therefore need compelling evidence to recommend to 

the CMA that in our view customer benefits outweigh the likely prejudice from the 

impact of the merger on our ability to make comparisons. When undertaking this 

assessment we will be mindful that merger-specific relevant customer benefits might 

be short lived as they could be eroded by non-merger specific efficiency 

improvements (such as via the regulatory process). Conversely, merger benefits 

could also include the acceleration of benefits that would otherwise occur at a later 

time. 

When assessing evidence provided by parties on the impact on our use of 

comparators and relevant customer benefits, we will use the following criteria. 
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 Clarity and transparency around the approach and assumptions;. 

 Completeness of the description of the analysis. 

 Ability of Ofwat to replicate results. 

 Robustness and independent assurance. 

 Evidence of customer support. 

In assessing the impacts of the merger on our ability to make comparisons and the 

customer benefits, the greatest weight will be placed on merger party assessments 

which are complete, robust, certain, clear, independently assured and which provide 

evidence of customer support.  

To provide clarity to parties subject to future mergers, we confirm that Ofwat’s costs 

in relation to mergers will be funded through normal licence fees. Ofwat will appoint a 

Director as senior responsible officer and a project manager for day to day contact. 

Structure of the rest of this document 

The rest of this document is structured as follows. 

 Chapter 1 sets out the legal background to the special mergers regime. 

 Chapter 2 sets out why water sector comparisons are important for the 

regulation of water companies. 

 Chapter 3 sets out our principles for assessing mergers. 

 Chapter 4 sets out the potential benefits that a merger could bring. 

 Chapter 5 sets out potential undertakings that might be acceptable in lieu of a 

Phase 2 merger reference. 

 Chapter 6 sets out the Phase 1 process in the revised special merger regime 

introduced by the Water Act 2014 and our expectations of merger parties. 

 Appendix 1 sets out our statement of methods. 

Appendix 2 provides background to our assessment of mergers and gives 

examples of how we use comparators and highlights relevant customer 

benefits and undertakings and remedies in previous water merger cases. 
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1. The special merger regime 

1.1 Why is there a special merger regime for the water sector? 

The water sector in England and Wales comprises 18 incumbent regional monopoly 

companies, including 10 water and sewerage companies with between 1.2 million 

and 8.5 million customers each and 8 main water only companies with between 0.1 

and 3.1 million customers each. There are also 6 small water companies with around 

2000 customers each providing either water or sewerage services or both and more 

than 10 water supply licensees offering water services to large use customers. The 

18 main incumbent water companies and 6 small water companies are all subject to 

the special merger regime.  

A merger occurs when enterprises will cease, or have ceased, to be distinct because 

they come under common ownership or common control11. The special merger 

regime applies when two or more water enterprises12 merge with each other13. The 

special merger regime does not apply to water supply licensees (or between a water 

company and a water supply licensee), which are covered by the general merger 

regime14. Where a water company merges with another business outside of the 

industry it is known as a change in ownership and these mergers are not subject to 

the special merger regime. 

A special merger regime applies to the water sector in England and Wales because 

the lack of competition in the sector means that we need to use comparisons in the 

regulation of the sector. As each of the water companies is effectively a regional 

monopoly we use comparative information to ensure that customers are paying a fair 

price for their water, identify good performance and set incentives for companies to 

improve. The special merger regime recognises that mergers between companies 

within the water sector may prejudice our ability to carry out these functions. 

  

                                            
11

 See Mergers: Guidance on the CMA’s jurisdiction and procedures, CMA (chapter 4). 
12

 A ‘water enterprise’ is defined in the Water Industry Act 1991 as an enterprise carried on by a water 

undertaker or a sewerage undertaker. 
13

 See section 32 of the Water Industry Act 1991 (as amended). 
14

 If a water company chooses to exit the non-household retail market then that retail business would 

be transferred to another company holding a water and/or sewerage supply licence. 
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Automatic merger inquiries have been a feature of the water sector since 

privatisation. Since 2004 any merger has to be referred to an in-depth Phase 2 

inquiry if it would bring together two or more appointed companies whose relevant 

turnover exceeds £10 million15.This is effectively an automatic reference for all 

incumbent water company mergers because only the six small water companies 

currently have annual regulated turnovers of less than £10 million.  

1.2 The special merger regime under the Water Act 2014 

In the Government’s view the existing special merger regime within the Water 

Industry Act 1991 acts as a disincentive to potential beneficial mergers between 

undertakers and creates uncertainty when a merger is proposed or has taken 

place16. In its Water for Life White Paper, which proposed changes to the special 

merger regime, Defra stated that: 

 mergers can be a strong driver for improving the efficiency of companies, 

leading to improved service and lower costs that can be passed on to 

customers17; and  

 requiring that all water industry mergers to be subject to an (expensive ) in-

depth investigation reduced the likelihood of potential mergers between water 

companies and the scope for water companies to be taken over by more 

efficient operators and any resulting benefits18. 

The Water Act 2014 addresses these issues by amending the Water Industry Act to 

allow the CMA to determine in Phase 1 of a merger inquiry whether to make a 

merger reference to Phase 2, or to accept undertakings to compensate for the loss 

of a comparator in lieu of a reference. This will mean that not all qualifying mergers 

will need to be referred to the in-depth Phase 2 CMA inquiry group-led review19.The 

CMA can conclude that a Phase 2 review is not necessary if: 

                                            
15

 See section 33 of the Water Industry Act 1991 (as amended). 
16

 Paragraph 10, Water Act 2014, Explanatory Notes. 

http://www.legislation.gov.uk/ukpga/2014/21/pdfs/ukpgaen_20140021_en.pdf 
17

 Paragraph 5.5.3, Water for life, Defra, 2011. 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/228861/8230.pdf 
18

 Paragraph 5.5.1, Water for life, Defra, 2011. 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/228861/8230.pdf 
19

 A Phase 2 merger inquiry can take up top 36 weeks. Mergers: Guidance on the CMA’s jurisdiction 

and procedure, CMA. 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/384055/CMA2__Merge

rs__Guidance.pdf 

http://www.legislation.gov.uk/ukpga/2014/21/pdfs/ukpgaen_20140021_en.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/228861/8230.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/228861/8230.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/384055/CMA2__Mergers__Guidance.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/384055/CMA2__Mergers__Guidance.pdf
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 the merger arrangements are not sufficiently far advanced, or not sufficiently 

likely to proceed to justify making a reference; or 

 the merger is not likely to prejudice Ofwat’s ability, in carrying out its functions 

by virtue of the Water Industry Act 1991, to make comparisons between water 

enterprises20; or  

 the merger is likely to prejudice that ability, but the prejudice in question is 

outweighed by relevant customer benefits relating to the merger; or 

 there are appropriate UILs from the merger parties which remedy, mitigate or 

prevent the prejudicial effect on Ofwat’s ability to make comparisons between 

water enterprises resulting from the merger21. 

Relevant customer benefits are defined in the Water Industry Act 1991 as lower 

prices, higher quality or greater choice of goods or services or greater innovation22. 

These benefits must accrue to the customers of the merger parties23 within a 

reasonable period as a result of the merger and be unlikely to accrue without the 

merger24. The Water Act 2014 changes will also require the CMA to keep under 

review the £10 million turnover threshold and condition where water companies 

should not be referred to a Phase 2 merger investigation, and to advise the 

Secretary of State from time to time whether this threshold is still appropriate25. 

Figure 3 sets out the Phase 1 process following the Water Act 2014. 

                                            
20

 Section 33A of the Water Industry Act 1991 (when amended). 
21

 Section 33D of the Water Industry Act 1991 (when amended). 
22

 Paragraph 7 (1) (a) of Schedule 4ZA of the Water Industry Act 1991. 
23

 Paragraph 7 (4) of Schedule 4ZA of the Water Industry Act 1991. 
24

 Paragraph 7 (2) of Schedule 4ZA of the Water Industry Act 1991. 
25

 Section 33 (6A) of the Water Industry Act. 
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Figure 3  Phase 1 merger regime process (following the Water Act 2014) 

 

1.3 Ofwat’s role under the special merger regime 

We have an important role under the revised special merger regime as revised by 

the Water Act 2014. Within Phase 1 of the merger inquiry, the CMA must request, 

and Ofwat must provide, its opinion on: 

 whether the merger is likely to prejudice Ofwat’s ability, in carrying out its 

functions, to make comparisons between water enterprises; and if so, 

 whether the prejudice in question is outweighed by any relevant customer 

benefits relating to the merger26. 

                                            
26

 Sections 33A(3) and Section 33B of the Water Industry Act 1991 (when amended). 
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If, after considering Ofwat’s opinion, the CMA considers it is under a duty to make a 

merger reference it may instead accept UILs which remedy, mitigate or prevent the 

prejudicial effect on Ofwat’s ability to make comparisons27 28. Before deciding 

whether or not to accept an undertaking, the CMA must request and consider 

Ofwat’s opinion on the effect of the undertakings29. 

The Statement of intent, which sets out the working relationships between the CMA 

and Ofwat in relation to water mergers confirms that the CMA will place significant 

weight on Ofwat’s opinion when making decisions in relation to prejudice, to our 

ability to make comparisons, relevant customer benefits and UILs. The prospect of 

clearance at Phase 1, on the basis of a lack of prejudice, that relevant customer 

benefits outweigh the prejudice or acceptance of UILs is likely to be higher where the 

views of the parties and Ofwat on the impact of the merger are broadly aligned. 

Further detail on the respective roles of the CMA and Ofwat in respect of a water 

merger investigation was set out paragraphs 1.11 to 1.22 of the CMA’s consultation, 

‘Water and sewerage mergers: Guidance on the CMA’s procedure and assessment 

– Draft for consultation’. We anticipate these will also be stated in the CMA’s final, 

published guidance. 

1.4 Statement of methods 

The changes made by the Water Act 2014 also state that Ofwat must prepare and 

keep under review a statement of methods30. The statement of methods must in 

particular set out: 

 the criteria to be used for assessing the impact of a merger on Ofwat’s ability 

to make comparisons; and 

 the relative weight to be given to the criteria. 

Ofwat must use this statement of methods when providing an opinion to the CMA of 

the likely prejudice to Ofwat’s ability to make comparisons and whether the prejudice 

is outweighed by relevant customer benefits31. 

                                            
27

 Section 33D(1) and (2) of the Water Industry Act 1991 (as amended). 
28

 When considering undertakings in lieu the CMA must have regard of the need to achieve as 

comprehensive solution as reasonable and practicable to the prejudicial effect. 
29

 Section 33D(6) of the Water Industry Act 1991 (when amended). 
30

 Section 33C of the Water Industry Act 1991 (when amended). 
31

 Section 33B(2) of the Water Industry Act 1991 (when amended). 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/457950/Water_merger_draft_guidance.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/457950/Water_merger_draft_guidance.pdf
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2. Why comparisons are important  

This chapter sets out: 

 why comparisons are important to the regulation of the water sector; 

 how we currently use comparators; and 

 how our use of comparators could change in the future. 

2.1 Why comparisons are important 

Water companies are regional monopolies. They are therefore not subject to the 

same market forces as companies in competitive sectors. The Water Industry Act 

1991 provides us with powers and duties to regulate water companies. We regulate 

water companies in line with our statutory duties, in particular to further the customer 

objective, to secure that water companies carry out their functions and are able to 

finance their activities (and long term resilience for English water companies). We 

also have other duties which include promoting efficiency and contributing to 

sustainable development.32  

Comparative regulation has underpinned the way we have regulated the water and 

sewerage sector since privatisation. We use comparisons both during the price 

review process, for example in setting wholesale and retail price limits or service 

quality requirements, and between price reviews, for monitoring and enforcement 

and spreading best practice. Making comparisons between companies is one of the 

key tools we have, and it is recognised as such in the Water Industry Act 1991.  

Comparative regulation provides a number of benefits33: 

 It can improve cost estimation as we are better able to assess the true costs 

of water companies, as we are able to compare costs across a number of 

independent firms operating in similar circumstances. 

 It can provide an impartial view of the performance of water companies by 

allowing comparisons to be made across the sector. 

                                            
32

 Water companies are also subject to regulation from other bodies such as the Environment Agency 

and the Drinking Water Inspectorate. 
33

 Adapted from benefits of comparative regulation set out in the Sale of Gas Networks by National 

Grid, NAO. 



Ofwat’s approach to mergers and statement of methods 

22 

 It helps us overcome imperfect information, better allowing customers, 

investors, us and other stakeholders to assess the performance of companies. 

 It provides a greater incentive for independent companies and their 

management to outperform their peers in the water sector. 

 It provides greater incentives for innovation by facilitating a variety of different 

approaches to attempting to outperform price controls and other companies in 

the sector. 

Losing an independent company through a merger could reduce the number of 

comparators we have available. Having fewer comparators could make it more 

difficult for us to make meaningful comparisons.  

The first question that we must consider is the impact of the merger on our ability to 

carry out our functions. Specifically, we must consider whether the water merger is 

likely to prejudice our ability, in carrying out our functions, to make comparisons 

between water enterprises.  

The loss of a comparator from a merger can affect our ability to make comparisons 

in a number of ways. 

 It can remove a high performing company from our comparisons, which could 

impact on our benchmarks, reducing the scale of challenge for the industry as 

a whole. 

 It would reduce the number of independent observations in our benchmarking, 

potentially impacting on the confidence that we can have in this 

benchmarking, which may be made worse with each successive merger as 

the number of independent comparators reduces. 

 It could remove companies with important similarities or differences to other 

companies, making comparisons with other companies more difficult. 

Mergers could also have a beneficial effect. For example they could remove a poorly 

performing company or they could create new innovative structures.  

2.2 Our current use of comparators  

We currently use comparators across three main areas of activity. 
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 To set price limits. 

 To monitor and incentivise service quality.  

 To carry out ongoing monitoring, enforcement and spreading best practice.  

2.2.1 Comparisons used to set price limits  

One of our primary functions is to set price control limits, which determine the 

amount of revenue water companies receive during the subsequent price control 

period. The price control protects customers from excessive prices, while 

incentivising companies to make efficiency improvements and enables efficient 

companies to finance their activities. As an example Figure 2.1 sets out the overall 

approach to setting price control in the PR14 which set revenues for the period 2015-

20. 

Figure 4  The overall approach to the 2014 price review of the price control 

One of the most important aspects in the determination of revenue limits is 

identifying the level of allowed expenditure. At PR14, for the first time, we set 

separate price controls for wholesale and retail activities, meaning separate 

assessments of wholesale water, wholesale wastewater, non-household retail and 

household retail costs were made. Each water company will know more than the 

regulator about its future costs and efficiency and so we used comparisons between 

water companies for each price control to help overcome the information asymmetry 

and identify an efficient expenditure allowance. Some detailed examples of our use 

of comparators in the development of price limits are as follows. 
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 Comparisons through econometric modelling. We used a suite of 

econometric and unit cost models to determine wholesale cost allowances at 

PR1434. Water and wastewater wholesale costs were assessed separately. 

For water, we used econometric models to assess total expenditure (totex) 

using panel data from 18 companies over a five-year period. For wastewater, 

we used econometric models to assess base expenditure (for ten companies 

over seven years) and unit cost models to assess enhancement expenditure.  

 Comparisons in assessing special factor claims. In determining the totex 

allowance we considered a number of special factor claims from companies, 

some of which were assessed through comparisons between companies. For 

example, we assessed one company’s claim for additional energy cost 

allowances by comparing its pumping head and energy costs as a percentage 

of totex across the industry. 

 Comparisons using retail average cost to serve. Our assessment of 

household retail price limits used an industry-wide average cost to serve 

(ACTS) as its starting point35. Drawing on data from each of the 18 companies 

we calculated separate ACTS for different customer types – that is, for 

measured and unmeasured water-only, wastewater-only and water-and-

wastewater customers36. We also considered whether any company-specific 

(or special factor) adjustments should be made, including for bad debt costs, 

input price pressure claims and new costs. Our assessment of bad debt cost 

related adjustments included comparisons of companies’ bad debt 

management practices and the relative deprivation of the areas served by 

each company. 

 Comparisons made in our risk based review of company business 

plans. This process introduced reputational, procedural and financial 

incentives for companies’ Boards to produce high-quality business plans. It 

was designed to encourage companies to compete with each other, to deliver 

good business plans at an early stage and submit high-quality ‘best offers’. In 

assessing company business plans, we drew qualitative comparisons across 

a broad range of areas and companies were able to learn from the best 

                                            
34

 Ofwat (2014), ‘Final price control determination notice: policy chapter A3 – wholesale water and 

wastewater costs and revenues’. 
35

 Ofwat (2014), ‘Final price control determination notice: policy chapter A5 – household retail costs 

and revenues’. 
36

 The average cost to serve a water-only customer was calculated as the simple unweighted 

arithmetic average of all 18 companies’ cost to serve a water-only customer, but the average cost to 

serve a sewerage-only customer was calculated as the simple unweighted arithmetic average of the 

ten water and sewerage companies’ cost to serve a sewerage only customer. 
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practice approaches of other companies in submitting their revised business 

plans. 

Appendix 2 provides further examples of our use of comparators for assessing costs 

and setting price limits at PR14. Further details of our price control methodology are 

set out on our website 37. 

2.2.2 Comparisons used to monitor and incentivise service quality  

At PR14, in addition to setting price limits we also considered the service quality and 

outcomes that companies would deliver over the 2015-20 period. To incentivise 

companies to meet or exceed the expectations of their customers we set two main 

types of incentive mechanism. 

 ODIs and performance commitments. Companies’ performance 

commitments set out target performance levels. While some performance 

commitments were reputational, other commitments had financial ODIs which 

set out the implications, in terms of rewards and penalties, of exceeding, 

meeting or failing to meet these commitments.   

 The SIM comprises quantitative and qualitative components which measure 

customers’ overall satisfaction with the service levels they receive from 

companies. Under the SIM companies are rewarded or penalised financially 

for their performance relative to the rest of the industry. The SIM is 

incorporated into the household retail price control for all English and Welsh 

companies. In the absence of the opening of retail activities to competition for 

all non-household customers in Wales, we use a separate SIM to measure 

and incentivise non-household retail performance of the two Welsh water 

companies. This uses comparisons of the performance of the Welsh 

companies to those in England. 

We also currently annually monitor and publish company performance against a 

range of service quality and other measures. While as a consequence of PR14 and 

recent decisions, the performance measures we require companies to publish is 

likely to change, the performance measures companies reported in 2010-15 include: 

  

                                            
37

 Further details on the approach taken at PR14 are available on Ofwat’s website, see 

http://ofwat.gov.uk/pricereview/pr14  

http://ofwat.gov.uk/pricereview/pr14
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 customer experience: the SIM score, internal sewer flooding incidents and 

water supply interruptions;  

 environmental impact: greenhouse gas emissions, sewerage pollution 

incidents, serious sewerage pollution incidents, discharge permit compliance 

and satisfactory sludge disposal; 

 reliability and availability: water non-infrastructure serviceability, water 

infrastructure serviceability, sewerage non-infrastructure serviceability, 

sewerage infrastructure serviceability, leakage and security of supply  

index 38 39. 

Appendix 2 presents some examples of our use of comparisons in monitoring and 

incentivising service quality.  

2.2.3 Comparisons used to carry out ongoing activities in relation to 

monitoring, enforcement and spreading of best practice 

We make comparisons in our on-going activities to monitor performance, undertake 

enforcement action and identify and spread best practice. Some examples of Ofwat’s 

use of comparators in these areas include the following. 

 Board leadership and transparency. Following the publication of a set of 

principles in January 201440, we published a commentary in June 2014 on all 

companies’ codes including a breakdown of whether or not the proposed 

codes would allow companies to meet the principles in each area41. This 

highlighted the companies that performed well in this area and we encouraged 

other companies to move towards this best practice. 

 Social tariffs. We undertook a survey of companies’ approaches to social 

tariffs in 2013, following which instances of best practice were identified and 

highlighted to the industry (through an industry workshop). This work 

contributed to the high take of up social tariffs by companies in their business 

plans. 

  

                                            
38

 See, for example, http://www.ofwat.gov.uk/regulating/casework/reporting/rpt_los2013-

14performance 
39

 We also monitor and publish data on financial performance 
40

 See Ofwat (2014), ‘Board leadership, transparency and governance – principles’, January, 

http://www.ofwat.gov.uk/regulating/gud_pro20140131leadershipregco.pdf 
41

 See Ofwat (2014), ‘Ofwat’s commentary on water companies’ governance codes’, June, 

http://www.ofwat.gov.uk/regulating/pap_res201406govcodecomment.pdf 

http://www.ofwat.gov.uk/regulating/casework/reporting/rpt_los2013-14performance
http://www.ofwat.gov.uk/regulating/casework/reporting/rpt_los2013-14performance
http://www.ofwat.gov.uk/regulating/gud_pro20140131leadershipregco.pdf
http://www.ofwat.gov.uk/regulating/pap_res201406govcodecomment.pdf
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 Customer redress. Through the qualitative use of comparators we were able 

to identify which companies were ‘leaders of the pack’ with respect to the 

implementation of alternative dispute resolution (ADR) processes. These 

companies were then asked to take a prominent role in taking the industry 

forward. 

 Interim determinations of K (IDoKs). Where we use comparators to assess 

the robustness of company claims for changes to price limits during a control 

period. When assessing these claims we aim to identify the change in costs 

which an efficient company would have incurred as a result of the change in 

circumstances and if so whether that justifies a change in a company’s price 

control. As part of this we make comparisons across the industry to 

understand whether a company has been particularly affected by the 

circumstances which it has claimed have given rise to the additional costs 

incurred and whether the company has taken appropriate steps to mitigate the 

effects of those circumstances on its costs. 

 Bad debt and revenue recognition. As companies had approached this in 

different ways, we published a note identifying best practice approaches. 

 Accounting separation. We have carried out a targeted review of 

accounting separation data42 and published best practice guidance for 

reporting upstream services43. 

Appendix 2 sets out examples of where we use comparisons for on-going 

monitoring, enforcement and spreading best practice. 

2.3 How our use of comparators could change in the future 

Our approach to regulation and therefore how we use comparators is likely to 

change going forwards. We have already set out some of the changes that we would 

do – for example the introduction of non-binding sub-limits for network plus during 

the 2015-20 period44; whereas some are facilitated by changes introduced by the 

Water Act 2014, such as upstream competition from 2019; and some we may 

consider for the next or subsequent price controls, such as binding sub-limits for 

different services.  

                                            
42

 See http://www.ofwat.gov.uk/publications/rags/rpt_com1306costallocey 
43

 See ‘Best practice guidance upstream services – methodology statement disclosures’ 

http://www.ofwat.gov.uk/publications/rags/gud_pro201504upstream.pdf 
44

 Page 160, Ofwat (2014), ‘Setting price controls for 2015-20 –final methodology and expectations for 

companies business plans’. 

http://www.ofwat.gov.uk/publications/rags/rpt_com1306costallocey
http://www.ofwat.gov.uk/publications/rags/gud_pro201504upstream.pdf
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Our approach to regulation and our use of comparators could change from: 

 changes in key elements to the PR14 price control – for example a move from 

an average to efficient cost to serve for retail 45; 

 changes introduced during the 2015-20 period – for example the introduction 

of non-household retail competition46, the abstraction incentive mechanism 

and network plus sub-limits47; and 

 potential longer term changes from upstream competition (that is, competition 

in some of the non-retail elements of the control) 48 and binding service level 

sub-limits (where sub-limits could be introduced for individual services, such 

as water resources, water storage, water distribution, water treatment, 

sewerage collection, sewerage treatment and sludge treatment and sludge 

disposal). 

Further details of possible regulatory changes and the potential impact on our use of 

comparisons are given in appendix 2. 

                                            
45

 Page 97, Ofwat (2013), ‘Setting price controls for 2015-20 – final methodology and expectations for 

companies business plans’. 
46

 Non-household retail competition – introduces retail competition to all non-households in England 

and non-households above 50Ml/d in Wales. 
47

 Network plus – introduces non-binding sub-limits for: 

 water; covering raw water distribution, water treatment and treated water distribution, but not 

water resources; and 

 wastewater; covering sewerage collection and treatment but not sludge treatment, recycling 

and disposal. 
48

 Upstream covers storing, treating and distributing water and collecting and disposing of sewerage. 
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3. Principles for assessing mergers 

The way we regulate has changed and will continue to change in the future as we 

embed our new strategy. We have developed a set of high level principles which will 

guide our approach to mergers. These principles have been developed based on our 

use of comparators and the potential impact of a merger on those comparisons. We 

have used these principles as the basis for the development of the criteria in our 

statement of methods, which is set out in appendix 1. 

 Each merger will be considered on its merits, taking full account of its benefits. 

 Any merger has the potential to prejudice Ofwat’s ability to make 

comparisons. 

 A merger between companies whose scope of activities does not overlap is 

unlikely to significantly prejudice our ability to make comparisons. 

 A merger involving a high performing company in terms of efficiency/service 

can prejudice our ability to set cross industry benchmarks. But we recognise 

that company positions in our benchmarking analysis do not remain static. 

 Each merger may permanently reduce the number of independent 

comparators in the monopoly parts of the value chain; and as a result the 

detriment to the comparative regime may increase for each successive 

merger. 

 A merger can lead to the loss of a company with important similarities to the 

remaining companies. It might, for example, operate in similar conditions and 

face similar issues. 

 A merger can lead to the loss of a company with important differences to the 

remaining companies, which for example could reduce the scope of the 

development of best practice. 

 It might be possible for us to amend our approach to offset, to an extent, the 

impact of the loss of a comparator. 

 A merger has the potential to create customer benefits which could outweigh 

the prejudice to our ability to make comparisons. These benefits can 

encompass price reductions, service improvements, greater choice and 

increased innovation. 
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 UILs may be appropriate to remedy, mitigate or prevent the prejudice to our 

ability to make comparisons. 

Our first principle is that we will consider each merger on its merits but below we 

discuss what types of issues we think will be important.  

3.1 Type of companies merging 

Any reduction to the number of comparators can have an impact on the robustness 

of our analysis by reducing the number of independent observations. We currently 

have a higher number of water comparators so the loss of a water comparator is 

likely to have less impact than the loss of a sewerage comparator. Therefore the 

potential detriment on the robustness of our analysis will be greater for a merger 

which would reduce the number of sewerage companies than one that reduces the 

number of water companies. It follows that a whole company merger between two 

water and sewerage companies has the greatest detriment to Ofwat’s ability to make 

comparisons. This is because it will cause us to lose both a water comparator and a 

sewerage comparator. We expect the detriment from the loss of a comparator to 

increase for each successive merger as fewer comparators would remain. 

3.2 Performance of merging companies 

If at least one of the merging companies is leading/high performing in some areas, 

there is a greater risk of detriment for customers than if both companies are poor 

performers. This is because there is a risk that a high performing comparator might 

be lost as a result of the merger which would have a detrimental impact on cross 

industry benchmarks, reducing the scale of challenge for other companies in the 

sector. However, we recognise that company positions in our benchmarking analysis 

do not remain static; changes in company rankings mean that poor performing 

companies could become high performing companies in the future. 

3.3 Loss of a company with important similarities 

A merger can lead to the loss of a company with important similarities to the 

remaining companies, or a sub-set of the remaining companies. A company might, 

for example, operate in similar conditions to other companies, or face similar issues 

that make it particularly useful as a comparator. For example such comparisons 

could be useful when assessing claims put forward by companies for operating in 

particularly rural or urban areas, in respect of proposals put forward by companies to 
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address issues related to supply and demand, or a merger between contiguous 

companies could affect our ability to make comparisons across companies that are 

operating in similar circumstances facing similar issues.  

3.4 Loss of a company with important differences 

A merger can lead to the loss of a company with important differences from the 

remaining companies, or a sub-set of the remaining companies. These differences 

can arise in terms of developing best practice in some areas or the adoption of 

innovative approaches. This could, for example, reduce the scope for the 

development of best practice or the scope for innovation if a company had 

demonstrated a good track record of innovation that is used to raise standards 

across the sector.  

3.5 It might be possible for us to amend our approach to reduce 

the impact of the loss of a comparator 

The loss of a comparator could have a detrimental impact on the way that we 

currently regulate. It might be possible to change the way that we regulate to offset, 

to some extent, the potential detriment of the loss of a comparator. However, for the 

purposes of assessing the impacts, we consider any changes to improve the way we 

regulate to reflect good regulatory practice absent the merger, should not be seen as 

offsetting the prejudice - they should be included in the baseline assessment. 

3.6A merger has the potential to create customer benefits 

A merger has the potential to create customer benefits which could outweigh the 

prejudice to our ability to make comparisons. These customer benefits can take 

many forms but can include price reductions which result from operating synergies, 

reductions in financing costs, improved water resource management, higher service 

quality, greater choice or increased innovation – for example, the creation of new or 

different company structures, such as a very large water only company or a 

wastewater only company.   
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3.7 UILs may be appropriate to remedy, mitigate or prevent a 

prejudice to our ability to make comparisons  

UILs could, in some circumstances, remedy, mitigate or prevent a prejudice to our 

ability to make comparisons. For example, UILs could create the ability to make new 

comparisons, for example by committing to greater separation between the provision 

of different services and providing more detailed disaggregated data, which could 

facilitate more detailed or new forms of comparisons to be undertaken.  
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4. What benefits could a merger bring? 

If we consider that a merger is likely to prejudice our ability to make comparisons 

between water companies, we will then consider whether the prejudice is 

outweighed by relevant customer benefits relating to the merger.  

The Water Industry Act 1991 (as amended by the Water Act 2014) provides the CMA 

with the discretion not to make a reference for a Phase 2 CMA investigation if the 

prejudice is outweighed by the relevant customer benefits related to the merger49. 

This chapter sets out the key issues that we will consider when providing our advice 

to the CMA on whether the prejudice to our ability to make comparisons is 

outweighed by relevant customer benefits. Our understanding of potential benefits is 

based in part on previous water merger cases (see appendix 2) and will develop 

over time as we gain greater experience of the new regime. 

This chapter: 

 sets out what is, and what is not, a relevant customer benefit; 

 identifies possible relevant customer benefits in terms of lower prices, higher 

quality, greater choice and greater innovation; 

 sets out how relevant customer benefits need to be merger specific; and 

 identifies how relevant customer benefits might change in the future. 

4.1 Relevant customer benefits  

Under the Water Industry Act 1991, relevant customer benefits are limited to benefits 

to relevant customers in the form of lower prices, higher quality, increased 

choice or greater innovation in relation to goods or services 50. 

Relevant customers51 are customers of the merging enterprises at any point lower 

in the chain of production and distribution. Therefore they might not necessarily be 

the final consumers and can include future customers. For example, it would be a 

relevant benefit of a merger if, as a result of the merger, a customer in an 

intermediate market obtained lower prices (or higher quality) whether or not final 

                                            
49

 See sections 33A(1)(c ) for anticipated mergers and 33A(2)(b) for completed mergers. 
50

 See paragraph 7(1) of Schedule 4ZA of the Water Industry Act 1991, as inserted by the Enterprise 

Act 2002. 
51

 Schedule 4ZA paragraph 7 of the Water Industry Act 1991 as inserted by the Enterprise Act 2002. 
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consumers were likely to benefit. The term customer is defined in accordance with 

Part 3 of the Enterprise Act52which makes clear that the definition of a customer 

includes a customer who is not a consumer53. We note that relevant customer 

benefits can only accrue to customers (and customers of customers) of merger 

parties whereas the impacts of the merger on our ability to make comparisons will 

have wider effects on customers across the industry.  

In addition to falling within the description of customer benefits described above we 

must be satisfied54 that the benefit has accrued as a result of the merger55, or is 

expected to accrue within a reasonable time period as a result of the merger, and 

that the benefit was, or is, unlikely to accrue without the merger or a similar 

prejudice56. Merger benefits can also include the acceleration of benefits that would 

otherwise occur at a later time. 

We expect the merger parties to set out the time period over which they expect 

merger benefits will accrue. Where merger parties provide evidence that provides 

certainty that the merger benefits will arise, it may be reasonable to assume that 

benefits will take one to two years to be implemented and achieved57. We would also 

expect there to be some costs associated with the implementation of the benefits. 

We can have greatest confidence in the benefits that may arise before the next price 

review; while it may be possible to assess the impact of merger benefits beyond the 

current price control period, there will be less certainty that such benefits are relevant 

customer benefits arising from the merger as these would need to be over and 

above the benefits customers would otherwise receive, for example as a result of 

efficiency challenges at the next price review. 

                                            
52

 See Schedule 4ZA paragraph 7(8) of the Water Industry Act 1991 as inserted by the Enterprise Act 

2002. 
53

 See section 129 Enterprise Act 2002. A consumer means any person who is (a) a person to whom 

goods are or are sought to be supplied (whether by way of sale or otherwise) in the course of a 

business carried on by the person supplying or seeking to supply them; or (b) a person for whom 

services are sought to be supplied in the course of a business carried on by the person supplying or 

seeking to supply them; and who does not receive or seek to receive the goods or services in the 

course of a business carried on by him. 
54

 See Schedule 4ZA paragraph 7(2) and 7(3) of the Water Industry Act 1991 as inserted by the 

Enterprise Act 2002 respectively for anticipated and completed mergers. 
55

 This is sometimes called the test of ‘merger specificity’. 
56

 See Schedule 4ZA paragraph 7(2) and 7(3) of the Water Industry Act 1991. 
57

 This is consistent with the guidance adopted by Monitor for mergers in the health sector. See page 

11 of ‘Supporting NHS providers: guidance on merger benefits’ – 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/340823/Monitor_merge

rbenefits_guidance.pdf 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/340823/Monitor_mergerbenefits_guidance.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/340823/Monitor_mergerbenefits_guidance.pdf
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4.2 Relevant customer benefits from past merger proposals 

Mergers themselves can lead to a range of benefits but for benefits to be relevant 

customer benefits they must be: 

 lower prices, higher quality or greater choice of goods or services in any 

market in the United Kingdom; or 

 greater innovation in relation to such goods or services58. 

Some of the benefits which have been considered and/or proposed in past water 

merger proposals are set out in appendix 2. 

4.3 Possible relevant customer benefits 

Companies who are proposing a merger should consider the different types of 

customer benefit that the merger gives rise to. The list of historical benefits described 

in past water mergers is illustrative of the types of benefits that could be proposed. It 

should not be assumed that each of these benefits will be regarded as acceptable 

and is not meant to be exhaustive. We encourage merger parties to bring forward 

innovative proposals for benefits arising from their specific case although we expect 

them to be credible and securable. The following sections categorise potential 

relevant customer benefits that we might consider when providing our advice to the 

CMA. 

4.3.1 Lower prices 

There are several ways in which a merger could result in a reduction in costs which 

could lead to lower prices which we discuss below.  

We would expect companies to present a clear mechanism for how any cost savings 

will be passed on to customers in the form of reduced prices. We will attach a high 

degree of certainty if, for example, companies agreed to licence modifications which, 

if the merger was cleared, reduced prices in the current control period and/or at the 

next periodic review. We will place less weight on cost reductions which are less 

certain to be passed on to customers in the form of lower prices for example through 

totex cost sharing mechanisms, this is because we consider it is necessary to ensure 

that the management of the merged company is clearly incentivised to deliver the 

                                            
58

 See Schedule 4ZA paragraph 7(1) of the Water Industry Act 1991. 
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proposed savings. In addition the further into the future adjustments take place the 

less certainty and weight we are likely to place on them.  

In general merger cases, savings in fixed costs might not be assumed to pass 

through to customers as they would not affect companies’ optimal short-run pricing. 

However as water companies are monopolies, where we set prices based on 

average costs, savings in both fixed and marginal costs could be passed on to 

customers, although companies should be clear on the mechanism for how cost 

reductions would result in lower prices. 

Operational cost savings  

Operational cost savings comprise production and/or administrative efficiencies that 

can arise as a result of a merger. These efficiencies are usually understood through 

the concepts of economies of scale and economies of scope.   

Economies of scale are where the average cost of production decreases with the 

scale of production. For example a merged company that had increased in size 

might not require a proportionate increase in the size of support functions and 

consequently the overhead costs per unit of production would decrease.   

By rationalising such support functions and avoiding a duplication of shared 

activities, a merger may also be able to reduce the staff, IT and other infrastructure 

costs of the merged party. Cost savings were cited as a benefit in the 1990 merger 

of Three Valleys arising from staff reductions and also in the SAUR/Mid 

Kent/General Utilities merger in 1997 relating to head office savings and reduced 

infrastructure development needs.  

Economies of scope describes a situation where the joint production cost of different 

goods or services is less than the sum of the production costs of the goods or 

services by separate specialised firms. In the context of the water industry, 

economies of scope would refer to the potential for cost savings due to the joint 

supply of:  

 water and sewerage services as a whole; 

 household and non-household customers; or 

 upstream and downstream services in either water or sewerage. 

Economies of scope may come from the use of common inputs in the supply of 

water and sewerage services or reduced overhead costs through, for example, 

shared network management and common billing.   
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The use of common inputs may also increase buyer power and thereby generate 

further cost savings, for example a small water only company (WoC) may increase 

its buying power on merging with a larger water and sewerage company (WaSC) as 

together they represent a larger customer for third party suppliers which may be able 

to negotiate better rates.  

The evidence on economies of scale and economies of scope from previous 

empirical studies is dependent on the size and type of the merging firms. We would 

therefore expect clear direct evidence of economies, for example post-merger 

implementation plans, rather than relying solely on models which predict cost 

savings. 

Mergers and acquisitions can provide benefits through an increased focus on the 

delivery of efficiencies, which could provide benefits to customers, including those of 

companies not the subject of the merger. Where merger parties propose such 

benefits should be taken into account, they will need to set out how these relevant 

customer benefits will reasonably be expected to occur and why they would not 

occur otherwise. 

Improved water resource management (from contiguous companies 

sharing/better planning of resources) 

Mergers may lead to improved water resource management (or reduced wastewater 

treatment) where companies can benefit from either sharing resources or planning 

them better. This is especially true of contiguous companies. This can lead to 

relevant customer benefits by reducing costs and customer charges. For these 

benefits to be included we would need to understand why this improvement in 

resource planning was only possible following a merger and not through other 

means. 

Water resource management improvements and associated enhancements to 

security of supply were given as potential benefits in the South East/Mid Kent merger 

in 2006 and the SAUR/Mid Kent/General Utilities merger in 1997 which identified a 

range of water resource related benefits including integrating the network, leakage 

reduction and enhanced resource planning). Similarly Wessex/South West proposed 

a merger in 1996 which considered the more flexible use of an existing reservoir to 

be a benefit of the merger. 
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Reduced financing costs (from the ability to obtain more favourable terms as 

a larger company)  

A merger could lead to reduced financing costs, or financial synergies from the ability 

of the companies post-merger to raise finance more cheaply than they could pre-

merger. In PR14 we identified that small WoCs (Bristol Water, Dee Valley Water, 

Portsmouth Water, Sembcorp Bournemouth Water, Sutton and East Surrey Water 

and South Staffordshire Water) had higher debt costs of 25 basis points59 which 

increased their weighted average cost of capital by 15 basis points. While a merger 

might not impact on embedded debt costs, it could reduce the costs of new debt for 

these companies. 

4.3.2 Higher quality goods or services  

A merger could increase service quality, for example by improving the security of 

supply, better customer service or reduced leakage rates. The SAUR/Mid 

Kent/General Utilities merger of 1997 cited improved service standards as a possible 

benefit, while Wessex/South West proposed improved customer service and 

enhanced customer confidence as potential benefits. 

Improved service quality could be driven by sharing best practices where one 

company has better customer service practices and procedures and the other 

company could benefit from adopting those procedures post-merger. For these 

benefits to be included we would need to understand why this introduction of best 

practice was only possible following a merger and not through other means.  

It may also be possible for two contiguous companies to increase their service 

quality for example by increasing their security of supply, through a better sharing of 

water resources. This was cited as a benefit to the 1996 proposed merger between 

South West Water and Wessex Water with the: 

 potential merged company having flexible use of the Wimbleball reservoir; 

 linking of Wessex Water Services and South West Water trunk mains; and 

 completion of South West Water's water grid. Again we would need to 

understand why these customer benefits would only be possible through a 

merger. 

                                            
59

 This was based on a notional capital structure and typical debt costs and so does not match 

precisely their individual actual debt costs, see section a.7.4.2. 

http://www.ofwat.gov.uk/pricereview/pr14/det_pr20141212riskreward.pdf 

http://www.ofwat.gov.uk/pricereview/pr14/det_pr20141212riskreward.pdf
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4.3.3 Greater choice of goods or services 

Choice for customers in the water sector is limited. Household customers cannot 

change supplier and so their choice of retail services is limited. The range of tariffs 

and terms and conditions available to household customers is largely influenced by 

companies’ statutory obligations such as providing a vulnerable customer tariff or 

through steers from our incentives such as SIM. However it is possible that if each 

company had different tariffs and terms and conditions pre-merger, post-merger the 

new entity may keep both sets of tariffs and terms and conditions resulting in a 

greater choice of for their customers (as customers may have a greater range of 

tariffs to choose from).  

There is currently some limited choice for non-household customers consuming at 

least 5 Ml of water per year (50 Ml for customers of Welsh water companies) and in 

terms of differing products for large industrial customers (for example, different 

grades of water quality, non-potable, potable and polished). 

Choice is likely to improve for non-household customers after April 2017 when all 

business customers and public sector, charitable and not-for-profit organisations 

served by English water companies will be able to choose their water supplier and 

sewerage service provider. This may result in companies offering a greater range of 

goods and services and therefore may increase potential merger benefits if the 

merged entity offers all the goods and services of both pre-merged companies. 

4.3.4 Greater innovation in relation to such goods or services  

A merger can also impact on the level of innovation. Two ways this may occur are 

discussed below. 

Research and development (R&D) spending on innovation 

A merger can impact on the effectiveness of R&D spending in a number of ways.  

Firstly, the returns from R&D could be higher the more widely the results are applied. 

Consequently a merger could increase the returns to the R&D process. This could 

increase incentives for, and investment in, R&D. For example the effectiveness of 

R&D could be increased by encouraging employees of the merged firm to share 

information. This would improve the chances of finding innovative solutions and 

allow lessons on operational efficiencies to be shared across operating regions. 

Horizontal mergers – that is, mergers of companies providing the same services 

such as water companies – could be particularly conducive to such R&D 

complementarities. However, it should be noted that as water companies effectively 
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provide similar services with similar production processes there may little additional 

innovation to be realised from merging60. 

A merger could also be detrimental to R&D if there are diminishing marginal returns 

to R&D investment – that is, for every extra unit of R&D, the expected returns on that 

extra unit fall. In theory, a merging party that combines two existing R&D 

programmes (without tempering the scale of the R&D investment) might be expected 

to reach diminishing marginal returns quicker than two separate R&D departments. 

The extent to which diminishing marginal returns would materialise would depend on 

how far away each merging firm is from the minimum efficient scale of R&D, and 

where the merged firm will lie in relation to this threshold. Potentially of greater 

consequence are other factors such as differing cultures and internal rivalries which 

can often lead to R&D failures in mergers. 

Creation of more innovative structures 

A merger could itself lead to more innovative structures, such as a very large water 

only company or a wastewater only company. These could provide customer 

benefits by producing greater efficiency than created by existing industry structures. 

4.4 Merger specificity 

Before we are satisfied that a benefit is a relevant customer benefit, we will have to 

be satisfied that the benefit would be unlikely to accrue without the merger and could 

not be achieved through other forms of permitted agreement between the parties. 

For example, in the Mid Kent/South East merger inquiry in 2007, the Competition 

Commission considered whether or not the water resource benefits put forward by 

the merger parties could be replicated by using flexible bulk supply agreements. We 

will look at any evidence submitted by the merger parties which indicates that the 

benefits from the merger could not be generated in any other way.  

Where a benefit may have occurred absent the merger but taken longer to be 

realised, the accelerated benefits can be taken into account as a relevant customer 

benefit. 
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 Davidson, C. and Ferrett, B. (2006) ‘Mergers in Multidimensional Competition’. Economica, vol. 74, 
pp695-712.  
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4.5 How might relevant customer benefits change in the future?  

There are a number of changes and challenges which may affect our views of future 

relevant customer benefits. We discuss these below. 

4.5.1 Improved resilience 

Particularly given our new duty (in relation to English water companies) to secure the 

long-term resilience of water supply and wastewater systems, we expect water 

companies to take steps to enable them, in the long term, to meet the need for water 

supplies and wastewater services. Improved resilience from a merger could take the 

form of increased security of supply from having greater availability of a range of 

water resources. This could result in relevant customer benefits from improved 

service quality, such as a reduction in the possibility of hosepipe bans.  

4.5.2 Impact of abstraction reform on water resource management 

Some undertakers have surplus water resources under their licences that they do 

not abstract. However, as the licence has been given and may be used in full if the 

company decided to, no further licences can be issued. This has an adverse effect 

on new entrants to the upstream markets as they have limited or no access to 

incumbent’s surplus water supplies. We are considering abstraction reform which 

may address this issue. 

Any future abstraction reform would need to be taken into account when considering 

the benefits of merging. For example abstraction reform could reduce the potential 

future customer benefits of a company with scarce water resources merging with a 

contiguous company with surplus water resources. 

4.5.3 Creating more competitive markets could reduce scope for benefits 

from mergers 

As set out above in relation to the impact on comparators, there may be a number of 

changes to the way that we regulate. These could have an impact on relevant 

customer benefits. 
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 Changes introduced during the 2015-20 period – non-household retail 

competition61 network plus sub-limits62. 

 Potential longer term changes from upstream competition (that is, competition 

in some of the non-retail elements of the control)63 and binding service level 

sub-limits (where sub-limits could be introduced for individual services such as 

water resources, water storage, water distribution, water treatment, sewerage 

collection, sewerage treatment and sludge treatment and sludge disposal). 

Where competition or more disaggregated price limits are introduced, we would 

expect this to increase the pressure on water companies to be more efficient and 

increase service quality. Relevant customer benefits must be unlikely to accrue 

without a merger. Changes to the way we regulate could erode some of the potential 

relevant customer benefits from a merger as improvements in efficiency or quality 

would take place without a merger. 

                                            
61

 Non-household retail competition – introduces retail competition to all non-household customers of 

English water companies (non-household customers of Welsh water companies consuming at least 

50Ml/d will continue to be able to switch supplier). 
62

 Network plus – introduces non-binding sub-limits for: 

 water; covering raw water distribution, water treatment and treated water distribution, but not 

water resources; and 

 wastewater; covering sewerage collection and treatment but not sludge treatment, recycling 

and disposal. 
63

 Upstream covers storing, treating and distributing water and collecting and disposing of sewerage. 
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5. Undertakings in lieu  

As set out in the Water Act 2014, if relevant customer benefits from a merger do not 

outweigh the likely prejudice to our ability to make comparisons, then the CMA may 

accept UILs instead of making a reference for a Phase 2 inquiry64. UILs must 

remedy, mitigate or prevent the prejudice to our ability to make comparisons from a 

merger. Before deciding on whether to accept UILs the CMA must request and 

consider our opinion on the effect of the undertakings offered65. 

This chapter sets out the key issues that we will consider when providing our advice 

to the CMA on the effect of the undertakings offered. This chapter describes: 

 the background to UILs; 

 the principles of a ‘good’ UIL; 

 potential types of UIL;  

 undertakings and remedies in previous water merger cases; and 

 our approach in the future. 

5.1 Background to UILs 

UILs are for remedying, mitigating or preventing the prejudicial effect of a merger on 

our ability to make comparisons66. When considering undertakings the CMA must 

have regard to the need to achieve as comprehensive a solution as reasonable and 

practicable to the prejudicial effect on our ability to make comparisons67. The CMA 

may also have regard to the effect of undertakings on relevant customer benefits 

from the merger68. 

Once an undertaking is in place and a merger has proceeded it may be varied, 

replaced or released by the CMA69. The CMA must consider any representations 

made to make a change to or vary an undertaking as soon as reasonably 

practicable70. 

                                            
64

 Section 33D (1) of the Water Industry Act 1991 as amended. 
65

 Section 33D (6) of the Water Industry Act 1991 as amended. 
66

 Section 33D (2) of the Water Industry Act 1991 as amended. 
67

 Section 33D (4) of the Water Industry Act 1991 as amended. 
68

 Section 33D (6) of the Water Industry Act 1991 as amended. 
69

 Section 33D (8) of the Water Industry Act 1991 as amended. 
70

 Section 33D (10) of the Water Industry Act 1991 as amended. 
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5.2 Undertakings and remedies in previous water merger cases 

UILs have not previously formed part of Phase 1 of a water merger inquiry. However, 

the Competition Commission (one of the CMA’s predecessors) has previously 

considered remedies as part of a Phase 2 water merger inquiry. Remedies and 

undertakings proposed in previous mergers or potential mergers have included:  

 prohibition – Severn Trent/Wessex and South West; 

 divestment – Vivendi/Southern – divestment of Three Valleys Water and stake 

in South Staffordshire Water (did not proceed); and 

 customer cost savings – South East/Mid Kent (one off rebate and opex 

reduction in PR09). 

Appendix 2 provides further details of remedies and undertakings proposed in 

previous mergers or potential mergers. 

5.3 Principles of a ‘good’ UIL 

We consider that a good UIL (or package of undertakings) should provide as 

comprehensive a solution as possible to the prejudicial effect on our ability to make 

comparisons as a result of a merger. However, it will not necessarily restore us to 

exactly the same position in terms of our ability to make comparisons which we were 

in pre-merger. We consider that an undertaking should adhere to the following key 

principles. It should: 

 provide a clear cut solution in addressing the prejudice caused by losing a 

comparator (that is, there should be no material doubts on the effectiveness of 

the UILs). Ofwat, and therefore water customers, should not bear significant 

risks that UILs will have the requisite impact on our ability to make 

comparisons (but with the understanding that it not always possible to fully 

anticipate all effects of the UILs). UILs should therefore have a high degree of 

certainty that they will work; 

 be able to be assessed and implemented with the resources available at 

Phase 1;  

 cause minimal adverse effects; 

 have the appropriate duration and timing (addressing the adverse effects 

quickly is preferable); 

 be practical, that is, if monitoring and enforcement is required it must be 

effective and clear to us, the CMA and merger parties what is going to be 

done and the implications; 

 be proportionate to the prejudicial harm identified; and 
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 maintain any relevant customer benefits as far as possible. 

In Phase 1 of a merger investigation, we will want to be confident that the likely 

prejudice will be resolved by means of the UILs offered without the need for a Phase 

2 investigation. We consider that UILs are only appropriate where the remedies 

proposed to address them are clear cut – that is, without material doubts about their 

overall effectiveness and capable of ready implementation within the timeframes of a 

Phase 1 investigation. This mirrors the CMA’s approach to UILs in the general 

merger regime. We would not expect that every merger will be resolved at Phase 1. 

It should be emphasised that the final decision to accept UILs rests with the CMA, 

after considering Ofwat’s opinion.  

5.4 Potential types of undertakings 

UILs can be structural such as the divestment of part of the merged business or 

behavioural such as a formal commitment from merger parties about future conduct. 

The CMA has stated that in line with its general merger guidance it will consider 

behavioural remedies for mergers in markets in which there already exists a 

significant degree of regulation (such as water)71.   

The acceptability of an undertaking to Ofwat will depend on the circumstances 

involved and the level of prejudice that a merger is likely to cause to our ability to 

make comparisons. When assessing potential undertakings we will consider both the 

prejudice to our ability to make comparisons now, but also what measures might 

assist our ability to make comparisons in the future. This could include creating the 

ability to make comparisons in new areas, by for example creating separate 

management, licencing, accounting or reporting of specific water or wastewater 

services. For example, an undertaking could separate out retail or water resources 

from treatment and networks. The greater the degree of independence and 

separation of these services, the greater benefit this is likely to bring in providing 

comparisons in the future.  

The following are provided as an indication of potential undertakings and are not 

intended to be comprehensive. We would particularly welcome undertakings that 

created new or innovative comparators.  

  

                                            
71

 See paragraph 6.12 CMA (2015), Water and sewerage mergers: Guidance on the CMA’s 

procedure and assessment. 
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UILs could comprise: 

 divestiture – for example the sale of a non-contiguous part of the water 

company, which could create an additional independent comparator; 

 partial divestitures – for example a reduction in the equity stake and 

therefore the degree of control, which in some circumstances, could 

create management independence and restore our ability to make 

comparisons; 

 separate administration – for example an undertaking to maintain or 

create separate management, accounting or reporting arrangements, 

for either the company taken over or for particular services within the 

merged entity. This could include, for example, offering to create a 

separate retail company, or separate management of water resources 

and networks. This could also include the adoption of innovative 

structures that allow for new or different forms of comparisons to be 

made to help set stretching benchmarks in the future; and/or 

 amending licences – for example the creation of modular licences for 

separate services within the merged entity. Such licence amendments 

could subsequently be adopted by other companies. 

Each of the examples above have the potential to mitigate, prevent or remedy the 

prejudicial effect on our ability to make comparisons. Consistent with the view set out 

by the CMA72, we do not consider price reductions qualify for consideration as 

undertakings in lieu as undertakings at Phase 1 must directly address any prejudice 

that would otherwise occur. Price reductions may, however, be considered as a 

remedy in Phase 2 as remedies may be broader in scope.  

5.4.1 Divestiture of other water enterprises 

A merging party could undertake to divest itself of a holding in one or more other 

water enterprises. Where this would appropriately restore our ability to make 

comparisons (that is, it creates an additional independent comparator) it could 

provide an effective and proportionate remedy.  

  

                                            
72

 CMA 2015, ‘Water and sewerage mergers: Guidance on the CMA’s procedure and assessment – 

draft for consultation’. 
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5.4.2 Partial divestitures 

Undertakings to divest part of a water enterprise (rather than full divestiture) could, in 

some instances, provide an effective and proportionate remedy to the identified 

prejudice from the merger. This would be the case when our ability to make 

comparisons would be restored by divestiture of part of one of the merging 

companies. A partial divestiture might be of a stand-alone, going-concern business 

or of physical assets, for instance those serving part of a company’s licence area or 

divestiture of water or sewerage activities. A partial divesture could also involve the 

reduction in the equity holding of a company, however such a reduction would need 

to give the water company management independence where this was not 

previously the case. 

5.4.3 Separate administration 

Separate administration could involve an undertaking to maintain separate 

management or separate accounting arrangements of the company taken over or to 

create separate management or accounting arrangements within the merged entity. 

The greater the degree of independence or separation of the company or services 

then the greater the comparator benefits. Maintaining separate data points from 

companies under common ownership can provide value to the regulatory regime73, 

although we consider comparators that are fully independent (that is, under 

independent ownership) have the greatest value. This is because companies 

operating under common ownership or control are likely to adopt the same 

management structures and operational structures over time. A lesser but related 

benefit may also be created by having separate cost information (for example split by 

upstream services) within the merged company. 

UILs could also include the creation of innovative structures that would allow new or 

different forms of comparisons to be undertaken, which would help us to continue to 

adopt stretching benchmarks in the future. 

5.4.4 Amending licences 

An undertaking to agree to amend one or both of the company’s licences could 

amount to a structural undertaking (for example introducing conditions which require 

the separation of certain activities into separate business units), or a behavioural 

undertaking (for example, the provision of information). As with other areas, the 

greater the level of independent data created, the greater the benefit.   
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 There are circumstances where separate reporting is necessary for the purposes of monitoring 

against the final determination, for example in relation to ODIs. 
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6. The Phase 1 water merger process and our 
expectations of merger parties 

This chapter sets out the Phase 1 water merger process following the Water Act 

2014, including our expectations of merger parties and the process we expect to 

follow. 

6.1 Legal requirements 

The Water Act 2014 introduces a ‘two stage’ process for water mergers. This will 

mean that not all qualifying mergers will need to be referred to the in-depth Phase 2 

CMA inquiry group-led review74. The existing Phase 1 merger inquiry process 

assesses whether the merger is a water merger and whether at least one of the 

water companies meets a minimum turnover threshold of £10 million. If these tests 

are met then the merger is referred to a detailed Phase 2 investigation. The Water 

Act 2014 adds in additional tests to allow the CMA to conclude within Phase 1 that it 

would not need to refer the merger for a more detailed investigation if: 

 the merger is anticipated and the arrangements are not sufficiently advanced 

or unlikely to proceed; 

 the merger is not likely to prejudice our ability, in carrying out its functions, to 

make comparisons between water enterprises75; or  

 the merger is likely to prejudice that ability, but the prejudice in question is 

outweighed by relevant customer benefits relating to the merger; or 

 there are appropriate UILs from the merger parties which remedy, mitigate or 

prevent the prejudicial effect on our ability to make comparisons between 

water enterprises from the merger76. 

The ultimate decision on whether there is a requirement to undertake a Phase 2 

investigation, and which (if any) undertakings to accept, rests with the CMA after 

considering our advice.  
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 A Phase 2 merger inquiry can take up top 36 weeks. Mergers: Guidance on the CMA’s jurisdiction 

and procedure, CMA. 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/384055/CMA2__Merge

rs__Guidance.pdf 
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 Section 33A of the Water Industry Act 1991 (as amended). 
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 Section 33D of the Water Industry Act 1991 (as amended). 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/384055/CMA2__Mergers__Guidance.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/384055/CMA2__Mergers__Guidance.pdf
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6.2 Overview of Phase 1 process 

Based on the general merger regime and the requirements under the Water Act 

2014 there are potentially three main stages to the Phase 1 process. 

 Pre-notification. In the pre-notification phase, merger parties are 

encouraged to discuss the proposed merger with both Ofwat and the CMA. 

There is no formal time limit on these discussions, so merger parties are 

encouraged to open dialogue with Ofwat and the CMA at the earliest 

opportunity in respect of merger impacts and undertakings in lieu to enable all 

parties to consider their positions ahead of any formal Phase 1 investigation. 

As stated in section 6.2.3, if requested, we may provide informal advice on a 

potential transaction, but this will not endorse any particular view put forward 

by the merger parties, nor be binding on Ofwat. 

 Phase 1 investigation. In the Phase 1 investigation the CMA will consider 

whether the merger will prejudice Ofwat’s ability to make comparisons and 

whether relevant customer benefits arising from the merger would outweigh 

this prejudice. The CMA must request and consider Ofwat’s opinion on these 

issues. Ofwat must provide its advice in accordance with its statement of 

methods. If merger parties have raised UILs by this stage of the process the 

CMA must also consider Ofwat’s opinion on the effect of those UILs. 

 Consideration of UILs of a Phase 2 reference. If the CMA concludes that a 

merger prejudices Ofwat’s ability to make comparisons between water 

companies, and that this prejudice is not outweighed by relevant customer 

benefits, the merger parties will have the opportunity to propose UILs to offset 

that prejudice. If UILs are proposed the CMA must request and consider 

Ofwat’s opinion on these undertakings before determining whether the UILs 

offered are sufficient to offset the prejudice. 

6.2.1 Our expectations of merger parties 

Following the introduction of changes set out in the Water Act 2014, the special 

merger regime will be amended77 to allow a process whereby a decisions on a water 

merger can be achieved during Phase 1 of a merger investigation rather than 

automatic referral to an in-depth, Phase 2, investigation.  

                                            
77

 Ofwat’s Statement of Methods must be published before the new regime is put in place. At the time 

of writing, it is anticipated the new merger regime will be put in place in November 2015. 
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Given the short timescales for the formal Phase 1 investigation and the need for 

robust analysis, this places significant importance on evidence provided by merger 

parties during the pre-notification and Phase 1 process.  

Consistent with our strategy of companies taking responsibility for their relationship 

with their customers78, we expect merger parties to have a good understanding of 

the potential impact of a merger, particularly in terms of relevant customer benefits. 

In their submission to us, we expect merger parties to set out: 

 the rationale for the merger; 

 the impact of the merger on our ability to make comparisons; 

 the relevant customer benefits from the merger, and whether these outweigh 

the impact on our ability to make comparisons; and, if they do not; 

 any UILs that would prevent, mitigate or remedy the impact our ability to make 

comparisons. 

Our statement of methods sets out the criteria and weightings that we would apply to 

the assessment of a merger on our ability to make comparisons and relevant 

customer benefits. Our statement of methods also sets out the criteria on which we 

would expect to assess evidence provided by merger parties. We have also 

commissioned a report by Europe Economics into techniques for assessing the 

impact of mergers. To provide the best opportunity for assessment at Phase 1, 

merger parties should develop their submission in line with our statement of methods 

and take account of the report into evaluation methods developed by Europe 

Economics. 

Consistent with our wider commitment to transparency, we expect to publish non-

confidential versions of our spreadsheets that are used to assess merger impacts 

where these do not contain confidential information. We consider that sufficient 

information will be available in the pre-notification phase in order to carry out the 

assessment, with the main uncertainties being those associated with synergy 

savings and other benefits to customers that might arise direct as a result of the 

merger. 

6.2.2 The potential timetable for the Phase 1 process 

The Water Act 2014 does not specify a Phase 1 timetable for water mergers79. Table 

1 sets out the expected timetable based on the application of the CMA’s general 

merger regime timetable to water mergers. This is based on the CMA’s published 

                                            
78

 Cathryn Ross, March 2015, Regulating modern utilities: the future approach. 
79

 The introduction of statutory deadlines for water mergers will require secondary legislation. 
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guidance on jurisdiction and procedure80. In the light of the revised water merger 

regime the CMA has consulted on revisions to its guidance on water mergers. The 

timetable is consistent with the timetable the CMA set out in its consultation81. 

Table 1  The potential timetable for the Phase 1 process 

Timing Party Action 

Pre-notification 

During pre-

notification 

period 

Merger 

parties 

Merger parties contact Ofwat to identify potential merger and 

discuss merger process and Ofwat’s information requirements. 

Merger parties are encouraged to contact the CMA at the same 

time. 

Merger 

parties 

Merger parties submit draft of evidence to Ofwat.  

Phase 1 investigation 

Day 1 CMA The CMA will not start the investigation until it has sufficient 

information and Ofwat has the necessary information required to 

carry out the assessment. Ofwat expects to receive a complete 

merger impact assessment from the merger parties to have 

sufficient information to begin its assessment and expects that 

merger parties share this with the CMA. Merger parties should 

provide confidential and non-confidential versions of the merger 

impact assessment 

Day 1 CMA The CMA start the assessment stage of the investigation by 

publishing an invitation to comment notice on their website (which 

is open for ten working days) in order to understand third parties 

views on the merger. 

Before state 

of play 

discussion 

Ofwat Ofwat sends draft opinion to the CMA on whether the merger 

would prejudice its ability to make comparisons and whether 

relevant customer benefits outweigh this prejudice.  

Day 15–20 CMA CMA holds state of play discussion with merger parties (typically 

by phone) which will set out whether it has no serious concerns 

and can clear the transaction of whether it has identified issues 

which require a subsequent issues meeting. Ofwat will attend the 

state of play discussion. 
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 CMA, 2014, Mergers: Guidance on the CMA’s jurisdiction and procedure. 
81

 CMA 2015, ‘Water and sewerage mergers: Guidance on the CMA’s procedure and assessment – 

draft for consultation’. 
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Timing Party Action 

Before Day 

40 

CMA For cases which raise no serious concerns CMA can clear the 

transaction and issue a clearance decision. 

No earlier 

than day 25 

CMA Where CMA has not cleared the transaction, the CMA invites 

merger parties to an issues meeting and sends merger parties an 

issues letter stating core arguments for reference to Phase 2 and 

holds an issues meeting with the parties where parties have an 

opportunity to respond to the outlined concerns. Ofwat will attend 

the issues meeting. 

Before issues 

meeting 

Ofwat Ofwat sends its final opinion on the issues raised by the merger 

Before or 

after issues 

meeting 

Merger 

parties 

Merger parties may provide comments on the issues statement 

either before or after the issues meeting. 

After issues 

meeting 

Ofwat Where appropriate Ofwat will provide the CMA with its reply to the 

parties’ response to the issues letter and issues meeting. 

By Day 40 CMA CMA publishes notice of decision (with full decision published at 

a later date) 

Consideration of UILs of a Phase 2 reference 

Before day 

40 

Merger 

parties 

Merger parties are encouraged to engage in early discussion with 

Ofwat and the CMA on UILs. 

0–5 working 

days after 

parties given 

decision 

Merger 

parties 

Merger parties who wish to make offer of UILs provide these to the 

CMA, unless already provided. The CMA provides UILs to Ofwat. 

By day 9 after 

parties given 

decision 

Ofwat Ofwat provides draft opinion to the CMA on the UILs 

Up to 10 

workings 

days after 

parties given 

decision 

CMA If no UIL is provided within 5 working days then CMA refers to 

Phase 2. 

CMA decides whether to provisionally accept UILs, taking into 

account Ofwat’s opinion on the offered UILs. 

If CMA rejects UILs then it refers the transaction to Phase 2 

investigation. 

Before CMA 

decision on 

UILs 

Ofwat Ofwat provides its final opinion on UILs to the CMA. 
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Timing Party Action 

Within 50 

working days 

of parties 

being given 

decision 

CMA CMA gives detailed consideration to terms of proposed UILs. 

CMA publishes draft UILs for third party comment. 

CMA decides whether to formally accept UILs, and either 

publishes notice of acceptance or refers the transaction to Phase 

2. 

6.2.3. The pre-notification discussions 

Pre-notification discussions take place when parties to a merger have decided to 

notify a merger and wish to engage with Ofwat and the CMA in advance of its formal 

notification82. The formal process for Ofwat will be different to that of the CMA in that 

it will focus on the parties’ submission on the impact of the merger and the 

subsequent provision of its opinion to the CMA. It is in the interests of both Ofwat 

and the merger parties that the parties’ formal merger impact assessment 

submission to Ofwat is as well formed as possible as this will provide the best 

opportunity for parties to avoid an in-depth Phase 2 investigation. Given the short 

timescale for the Phase 1 investigation, pre-notification discussions will provide 

merger parties the best opportunity of providing a well formed submission. 

We recognise that discussions with the merger parties will be commercially sensitive 

throughout the merger investigation. Consistent with the CMA’s guidance83, we 

expect the merger parties will work closely and openly with both us and the CMA 

throughout the merger investigation, including in the pre-notification phase. During 

this period and throughout the investigation information may be shared between the 

CMA and Ofwat, as set out in information requests below. 

The pre-notification process can assist both us and merger parties in a number of 

ways. 

 It provides us with details on the merger, including its rationale and potential 

benefits. 

 It allows merger parties to clarify our process and to take account of our views 

on the information we require as part of the formal merger impact assessment 

submission by the merger parties on the impact on our ability to make 

comparisons and relevant customer benefits. 
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 CMA (2015), ‘Water and sewerage mergers: Guidance on the CMA’s procedure and assessment – 

draft for consultation’. 
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 It allows merger parties to provide drafts of the evidence they intend to submit, 

and allow us to provide informal advice on these submissions, to allow the 

formal submission to be well formed. Any informal advice will be:  

– made on an informal ‘without prejudice basis’ and will not fetter our 

discretion to make an appropriate formal submission to the CMA;  

– made on a strictly confidential basis; 

– dependent on the information provided by the merger parties, and as there 

will not be time to test parties submissions, will assume the information 

provided is accurate;  

– any advice will not provide agreement in principle on a merger, nor 

endorse a particular view put forward by advisers, nor will it be binding; 

and 

– restricted to a limited number of occasions so that informal advice is not 

iterative although other informal pre-notification discussions are not 

limited: 

 It allows merger parties to discuss with us any potential UILs that could 

prevent, remedy or mitigate any prejudice to our ability to make comparisons. 

We are particularly ready to engage with parties who acknowledge that the 

merger might create potential issues and wish to seek advice on how to 

resolve these. 

6.2.4 Phase 1 investigation 

The start of the Phase 1 investigation  

The CMA has indicated that Phase 1 will begin when we and the CMA have 

sufficient information to begin our respective investigations. For us this will mean that 

we have all information that the merging companies wish to be considered in the 

Phase 1 investigation.  

Merger parties merger impact assessment submission 

We set out our expectations for the content of the merger impact assessment in 

section 6.2.1.  

When making their submission, merger parties should be aware that we will assess 

the impact of the merger on our ability to make comparisons and relevant customer 

benefits based on our statement of methods, which is set out in Appendix 1. Merger 

parties should also take account of the evaluation techniques set out in the Europe 

Economics report.  
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Merger party submissions that comply with our statement of methods are likely to 

have the most weight. To this end companies should consider the loss of a 

comparator and the resulting prejudice on our ability to regulate in terms of: 

 setting price limits – for example, setting cost benchmarks and comparing 

expenditure and financing costs across companies; 

 service quality – for example, comparing performance commitments and 

service quality across companies; and 

 our ongoing role in monitoring, enforcement and spreading best practice – for 

example, comparisons of company Board leadership, transparency and 

reporting. 

Companies should have regard to our statement of methods and address: 

 whether the merger involves overlaps in the merger parties’ scope of services; 

 whether the merger involves the loss of an independent comparator; 

 whether the merger leads to a loss of a comparator which changes 

benchmarks; 

 the number and quality of independent observations that will remain after the 

merger; 

 whether the merger leads to a loss of a comparator with important similarities 

for comparisons;  

 whether the merger leads to a loss of a comparator with important differences 

for comparison; and 

 whether there are alternative approaches available to Ofwat to offset the loss 

of this comparator. 

Companies should consider relevant customer benefits, which are benefits that: 

 lower prices; 

 increase service quality; 

 lead to a greater choice of services; 

 lead to greater innovation; 

 are a direct result of the merger (and unlikely to occur otherwise); 

 accrue to customers (and their customers) of merger parties; and  

 accrue within a reasonable period of time. 
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Merger parties should monetise impacts where possible over the long term, for 

example, 30 years and a shorter term view, for example, five to ten years, consistent 

with the statement of methods. Where monetised impacts are not possible merger 

parties should quantify or qualitatively assess impacts and provide an indication of 

scale, for example how these non-monetised impacts compare with the monetised 

impacts, together with supporting evidence. 

To inform our assessment of the proposed benefits of a merger, merger parties 

should provide detailed evidence about the types of benefits which they anticipate 

will accrue, when those benefits will accrue, how likely these benefits are to accrue 

to customers, how long the benefits will last and which customers will benefit. 

As a part of developing an evidence base, merger parties may wish to seek to 

demonstrate that customers support the proposed means of delivering benefits to 

them, and also that the proposed means of delivering benefits is customers’ most 

preferred option – that is, that some alternative approach is not preferred by 

customers.  

Merger parties should also describe how the benefits will be generated – that is, how 

the operation of the companies will be changed and how that will create the 

proposed benefits. For example, where cost savings are proposed, we will consider 

evidence on the details of how those cost savings may be achieved by the merging 

companies, for example in terms of clear and detailed post-merger implementation 

plan. 

This will help to show how likely it is that those cost savings will be secured and 

whether or not cost savings are likely to continue beyond the initial price control 

period. Likewise, if a merger is anticipated to give rise to improvements in quality of 

service or water resource management, merger parties should set out how those 

benefits will arise. It is important for merger parties to provide evidence that benefits 

can only be gained as a result of the merger and not through any other means. For 

example improved security of supply could be a benefit of merging but it could also 

potentially be realised through a flexible bulk supply agreement. 

Merger parties should also set out how benefits, for example reductions in costs 

would flow through to benefits to customers. We will attach most weight to customer 

benefits which are certain. 

To support their analysis merger parties should provide supporting data, 

spreadsheets, conclusions and evidence of customer support. We will place the 

most weight on evidence which 
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 is clear and transparent around approach and assumptions; 

 is a complete description of the analysis; 

 we able are to replicate; 

 is robust and includes independent assurance; and 

 has evidence of customer support84. 

Information should be provided in both confidential and non-confidential formats 

where applicable along with reasons for confidentiality where necessary.  

The Statement of intent, which sets out the working arrangements between Ofwat 

and the CMA in relation to water mergers, confirms the CMA will not commence a 

merger review until it considers the merger parties have provided sufficient 

information required for the respective assessments of both Ofwat and the CMA. If 

suitable information is not included in the merger parties’ merger impact assessment 

submission, then we will inform the CMA not to start Phase 1 of the merger 

investigation until such time as suitable information is presented to us. 

Where merger parties analysis indicates that there may be prejudice to our ability to 

make comparisons we encourage companies to consider, evaluate and provide 

evidence for potential UILs which would mitigate any prejudicial effect. 

The onus is on merger parties to provide enough evidence and a robust and through 

analysis to justify why merger should not proceed to Phase 2. 

Further information from merger parties 

We may need additional, or more comprehensive, information from the merger 

parties than is provided in the initial merger impact assessment submission (even 

though the information we have received is sufficient for the CMA to start its 

investigation). In this case we will ask for any such additional data, information or 

documents as soon as it is clear they will be necessary. However, given the short 

timescales replies also have to be supplied quickly which might be as short as one 

business day where necessary.  

Information requests 

Water companies are required to provide Ofwat with information that we reasonably 

require for the purposes of carrying out our functions under the Water Industry Act 

1991, including our functions of advising the CMA85. 
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 The first three of these criteria follow CMA guidance on the submission of evidence and the last two 

are in line with the principles used in PR14. 
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We would expect to share relevant information provided to Ofwat with the CMA. 

Given the short timescales in the Phase 1 process we encourage companies to send 

all information to Ofwat and the CMA at the same time. Sharing of information 

(including data) between Ofwat and the CMA is crucial for the effective fulfilment of 

our respective duties. It should reduce the burden on merger parties which would 

otherwise arise. Any disclosure of information between Ofwat and the CMA, and any 

use by the recipient of such information, shall only be to the extent permitted by law, 

including by reference to the provisions of section 206 of the Water Industry Act 

1991 and Part 9 of the Enterprise Act 2002. 

Discussions with merger parties 

We will continue to engage with and request information from merger parties as 

appropriate until we make our final submission to the CMA. We will also continue to 

engage with merger parties throughout the Phase 1 process on potential UILs of a 

reference to Phase 2. 

We encourage merger parties and their advisers to liaise closely with our merger 

team during the lifetime of the case. Ideally, this process should start with pre-

notification discussions. 

The level of interaction required between merger parties and their advisers and our 

merger team will depend on the individual circumstances of the merger in question. It 

may be sufficient for the parties to liaise with the merger team by email on a periodic 

basis, alternatively it may be helpful for parties and our merger team to have 

conference calls and/or meetings. There is no fixed timetable as to when such 

contacts should occur. Merger parties may suggest such contacts if they consider 

they would be useful and we will agree to a meeting if we consider it appropriate.  

The Phase 1 decision making process 

We will assess the merger based on our statement of methods, taking into account 

the evidence provided by merger parties and the valuation techniques set out in the 

Europe Economics report. We will provide our evidence to the CMA. 

The decision on whether to refer a merger to Phase 2 rests with the CMA. 

We will publish our advice after the CMA makes its decision on whether the merger 

should be referred to Phase 2. 
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6.2.5 Undertakings in lieu 

UILs are for the purpose of remedying, mitigating or preventing the prejudicial effect 

of the merger on Ofwat’s ability to make comparisons. 

Under the general merger regime after the publication of the CMA’s merger decision 

notice, merger parties have 5 working days to provide UILs to avoid a Phase 2 

review86. However, notifying parties can provide draft UILs as part of the merger 

impact assessment submission or during the Phase 1 investigation. We strongly 

recommend that where notifying parties consider that there may be concerns with 

the impact of the merger on our ability to make comparisons then they should 

consider possible UILs during the pre-notification phase and include proposals as 

part of the merger impact assessment submission. This ensures that, if UILs are 

formally proposed following the merger decision, parties will be able to submit their 

proposed UILs rapidly, maximising the chance of acceptance. 

In advance of the merger decision, our merger team can assist merger parties in 

understanding the functioning of UILs. Our merger team will also, where possible, 

provide guidance to parties on which of the possible remedies being considered by 

the parties might be more suitable. However our merger team is not able to formally 

agree with the parties whether a formal package of UILs would be acceptable to us. 

It should be emphasised that although we must provide our opinion to the 

CMA on any UILs offered by the parties, the final decision on whether the 

UILs are acceptable rests with the CMA and not with Ofwat. For this reason, we 

would be willing to consider, and provide our opinion to the CMA on, undertakings 

put forward that are conditional on the CMA clearing the merger at Phase 1. 

If the CMA finds that its duty is to refer the merger for a Phase 2 investigation, 

merger parties have 5 working days after the CMA’s merger decision notice, to 

provide UILs of a Phase 2 reference. We would then have to provide an opinion to 

the CMA on the effect of the UILs offered. Within 10 days of the decision notice the 

CMA will publish its provisional view on whether the proposed UILs can remedy the 

detriment caused by the merger.  

There is then a period of a further 40 working days (that is a total of 50 working days 

after the merger decision notice) where the CMA will consider the proposed UILs in 

detail. Consistent with the Statement of intent, which sets out the agreed working 

practices between Ofwat and the CMA in respect of a merger investigation, Ofwat 

will provide its opinion on the UIL no later than the ninth working day after the parties 

have received the CMA’s duty to refer the decision. Consistent with the Statement of 
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intent, this may be considered a provisional decision; if the CMA decides to consult 

on the UILs, Ofwat will provide its final decision on the UILs at least two days before 

the start of the consultation period. Third parties will also have the opportunity to 

comment on the CMA’s consultation on the proposed undertakings. The CMA then 

makes the final decision as to whether the proposed UIL is appropriate and 

publishes a note of acceptance or refers the merger to Phase 2. In special cases the 

CMA may extend the period of 50 working days by a maximum of a further 40 

working days. 

6.2.6 Our approach to licence modifications 

Companies that merge may come to Ofwat to seek a single appointment or licence. 

The instrument of appointment sets out the area for which the appointment is held, 

that is, the geographical area the monopoly water company operates in, and the 

conditions of that appointment. These conditions include charges, charges schemes, 

codes of practice, accounting information, ring fencing and service standards.  

We consider that the introduction of a merged licence provides an opportunity to 

include standard licence conditions, where appropriate, and introduce other 

measures that are expected to improve our ability to make comparisons in the future. 

We might also seek these changes even if merged parties do not ask for a single 

licence. We would therefore expect updated licence conditions to include the 

following. 

 Standard licence conditions where these are not already in the merging 

companies’ licences, including – for example, the introduction of the full suite 

of ring-fencing licence conditions. 

 A requirement that prices in the acquired area are no higher than they 

otherwise would have been under the current price control. 

 Any provisions which would ensure that the customers of the acquired 

company do not receive deterioration in service. 

 Any requirements that will be placed on the merger parties in respect of 

separate accounting and outcome reporting between water or sewerage 

supply regions. 

 Where appropriate, a modular licence and licence conditions which reflect the 

way that we regulate (we are developing a suite of modular licence conditions 

as part of our published 2015-16 forward programme). 



Ofwat’s approach to mergers and statement of methods 

61 

 Any licence amendments required as part of undertakings, for example 

reductions in price limits.  

Where merger parties agree to a set of licence amendments, such as the 

introduction of modular licences as an undertaking in lieu, such licence amendments 

could subsequently be adopted by other companies. We do recognise however that 

companies might be operating in different circumstances and so licence conditions 

might need amending in certain circumstances. 

The licence modification process will commence following the decision not to prohibit 

a merger by the CMA following the process required under the Water Industry Act 

1991. 

If companies are not proposing to accept these conditions to a merged licence then 

merger parties should indicate this, together with the reasons why in the merger 

impact assessment submission. The less certain that the benefits of the merger will 

be transferred to customer benefits, the less likely we will be able provide an opinion 

to the CMA that relevant customer benefits would outweigh the prejudicial effect on 

our ability to make comparisons.  
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Appendix A1: Ofwat’s merger assessment – statement of 

methods 

The Water Industry Act 1991 (as amended) requires Ofwat to publish a statement of 

methods which we must apply when forming an opinion on mergers87. The statement 

of methods must include the criteria we will use for assessing the effect of any 

particular water merger on our ability, in carrying out our functions by virtue of the 

Water Industry Act 1991, to make comparisons between water enterprises and the 

relative weight to be given to the criteria.  

Our statement of methods is based on our duties, our strategy (which puts the focus 

on company ownership), our principles for assessing mergers and takes into account 

CMA merger guidelines. 

Based on our general duties we would normally expect that, if a company was able 

to carry out and finance its functions pre-merger, then it should be able to do so 

post-merger. Consequently the assessment of the impact of the loss of a comparator 

is likely to be focused on the customer impact and, where relevant, our resilience 

duty. 

This statement of methods sets out the: 

 basis for our assessment (the counterfactual and the impact of our regulatory 

approach); 

 criteria for determining the impact on our ability to make comparisons and for 

the assessment of customer benefits; 

 weighting given to each criterion; and 

 approach for determining whether the prejudice is substantially outweighed by 

the relevant customer benefits. 

A1.1 The counterfactual 

Our assessment of the impact of a merger is based on both the factual (with the 

merger) and counterfactual (without the merger).  

                                            

87 Section 33C of the Water Industry Act 1991 as amended by the Water Act 2014. 
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The counterfactual can be defined in a number of ways. At Phase 1, we will consider 

the effect of the merger compared with the counterfactual that creates the most 

detriment, that is, the counterfactual against which the merger would do most harm 

to our ability to make comparisons as long as we consider that scenario to be a 

realistic prospect. The aim in doing so at Phase 1 is to make sure that problematic 

mergers are not missed88. 

In practice, we will normally use the prevailing conditions for the foreseeable future 

as the counterfactual against which to assess the impact of the merger – that is, both 

firms operating under independent ownership. 

A1.2 Impact of our regulatory approach 

When considering the impact of a merger we will also need to consider the 

regulatory regime under which the use of comparators or customer benefits needs to 

be evaluated. Typically we will use the prevailing form of regulation as the main 

basis for our assessment. However, we may use alternative scenarios where we 

believe conditions might change for example if we have made public statements 

about where our future regulatory approach might change whether this change has 

been implemented or not. Where there is less certainty about the evolution of the 

use of comparators we will use a scenario approach to the assessment, to assess 

whether future regulatory changes would have a material impact on our ability to use 

comparisons or customer benefits.  

A1.3 Criteria for determining whether the merger would prejudice 

our ability to make comparisons 

We will consider the loss of a comparator and the resulting prejudice on our ability to 

regulate in three key areas. 

 Setting price limits – for example, setting cost benchmarks and comparing 

expenditure and financing costs across companies. 

 Improving service quality – for example, comparing performance 

commitments and service quality across companies. 

                                            
88 This sentence mirrors the CMA’s Merger Assessment Guidelines at paragraph 4.3.1; 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/284449/OFT1254.pdf 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/284449/OFT1254.pdf
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 Our on-going role in monitoring, enforcement and spreading best practice – 

for example, comparisons of company Board leadership, transparency and 

reporting. 

When considering the impact of a merger, we will measure it against the criteria 

below. The criteria are based on the harm that a merger might do to our ability to 

make comparisons: 

Criterion 1: The extent to which the merger involves overlaps 

We consider that the greater the degree of overlap in merger parties’ scope of 

activities, the more likely a merger is to prejudice our ability to make comparisons 

between undertakers. For example, a WaSC merging with another WaSC has a 

large degree of overlap (water, sewerage and retail services are all provided by both 

companies) and so is more likely to prejudice our ability to make comparisons. 

Conversely a WoC taking over the wastewater activities of a WaSC would have no 

overlap in the scope of services and so we would be less concerned about potential 

prejudice. 

Criterion 2: Whether the merger involves the loss of an independent 

comparator 

A water merger brings under common ownership or common control two or more 

undertakers. The merging undertakers continue to operate under separate licences 

(referred to in the Water Industry Act 1991 as the appointments) unless their licences 

are modified, which would require our approval. In the absence of licence changes, 

we can continue to receive separate information from each of the merging water 

enterprises and this can provide value in making comparisons. However, in general, 

we believe that companies under common ownership may behave in similar ways; 

we consider comparators that provide fully independent data points provide greatest 

value to the regime and therefore a water merger may reduce the value of 

comparisons made by Ofwat.  

Criterion 3: The extent to which the merger will change benchmarks 

We will consider the relative performance of the pre-merger companies. If at least 

one of the merging companies is leading or high performing in some areas, there is a 

greater risk of detriment for customers than if both companies are poor performers. 

This is because there is a risk that a high performing comparator might be lost as a 

result of the merger, for example if the high performing company is taken over. In 

addition even if two high performing companies merge then a high performing 

comparator would be lost which would have a detrimental impact on cross industry 
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benchmarks, reducing the scale of challenge for other companies in the sector. We 

acknowledge that a take-over by high performing company might improve the 

performance of a poorer performing company by providing improved efficiency or 

service to a greater number of customers, although we will need evidence to 

demonstrate why this would be the case. We also note that relative company 

performance changes over time and so poor performing companies could become 

high performing companies in the future and so our analysis will take this into 

account. We will consider the impact of the merger in each of the areas where we 

use cross industry benchmarks, and how these benchmarks might change if the 

merger takes place. 

Criterion 4: The number and quality of independent observations that remain 

We will consider the number and quality of independent companies that would 

remain after the merger. Any reduction to the number of comparators can have an 

impact on the robustness of our analysis by reducing the number of independent 

observations. We currently have 18 water comparators and only 10 sewerage 

comparators, so the loss of a water comparator is likely to have less impact than 

losing a sewerage comparator. So the potential detriment on the robustness of our 

analysis will be greater from a sewerage merger than a water merger. It follows that 

a whole company merger between two water and sewerage companies has the 

greatest detriment to Ofwat’s ability to make comparisons. This is because it will 

cause us to reduce the number of independent comparators in wholesale water and 

sewerage and retail. We will consider the impact of the merger on the number and 

quality of comparators and whether this is likely to make our analysis less robust, for 

example by reducing the precision of our cost modelling, or make our ability to 

regulate more difficult, for example as there are insufficient companies to create 

effective competition for enhanced business plan status. We expect the detriment 

from the loss of a comparator to increase for each successive merger as fewer 

comparators would remain.  

Criterion 5: A loss of a comparator with important similarities for 

comparisons 

We will consider the extent to which the pre-merger companies are in similar 

circumstances to a limited number of other companies in the industry. If at least one 

of the merger parties are valuable comparators for the regulatory regime– perhaps 

for a subset of other companies in the industry, or in respect of one or more specific 

areas of operation, this would have potential for a greater detriment. For example 

such comparisons could be useful when assessing claims put forward by companies 

for operating in particularly rural or urban areas, in respect of proposals put forward 

by companies to address issues related to supply and demand, or a merger between 



Ofwat’s approach to mergers and statement of methods 

66 

contiguous companies could affect our ability to make comparisons across 

companies that are operating in similar circumstances facing similar issues. We will 

look at evidence where we have used or might use information about the merger 

parties to challenge or validate information from other companies. 

Criterion 6: A loss of a comparator with important differences for comparison 

We will also consider the extent to which a loss of differences between the merger 

parties and other undertakers is important for performing our functions. If one or 

more of the merger parties takes an approach which is different from other 

companies, it can be useful to us when making comparisons, for example in terms of 

spreading best practice or the adoption of innovative approaches. This could, for 

example, reduce the scope of the development of best practice or the scope of 

innovation if a company had demonstrated a good track record of innovation that is 

used to raise standards across the sector. If there is a reasonable prospect that the 

different approach would be lost as a result of the merger, then this would produce a 

detriment.  

Criterion 7: Are there alternative approaches available to us to offset the loss 

of this comparator?  

We will consider whether we could we amend our regulatory approach to offset the 

loss of this comparator. This could include using different econometric techniques or 

a different choice of a benchmark within the sample (for example upper quintile 

rather than upper quartile) which could offset, to some extent, the detriment to our 

ability to make comparisons. However, changes that could be made to improve the 

way we regulate to reflect good regulatory practice absent the merger should not be 

seen as offsetting the loss of a comparator – they should be included in the baseline 

assessment. 

A1.3.1 Weighting of the criteria on the loss of comparators 

We will assess criterion 1 and 2 on the basis of a yes/no response, although we 

accept that this can sometimes be a matter of degree. If the answer to either 

question is no then it is unlikely that the merger would cause prejudice to our ability 

to make comparisons. If this is the case then we would not proceed with the 

assessment against the other criteria and would provide our opinion to the CMA on 

this basis.  
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We will apply equal weights to each of the other criteria. That is, a customer loss of 

£1 million under criterion 3 will be weighted the same as customer loss of £1 million 

under criterion 4, 5, 6 and 7. The size of the impact of a merger under some criteria 

could be larger than others. To take account of this we will monetise impacts where 

possible – that is, convert impacts into a £m impact. This will identify the scale of 

impact and the relative weight of that impact against other criteria.  

We will take account of the impact over time. To allow impacts to be compared over 

time we will discount future impacts to reflect the fact that individuals generally prefer 

to receive reductions in prices now than in the future. We will use the Treasury social 

discount rate of 3.5% to discount future impact to calculate present values. We will 

calculate the present value both over the long term, for example, 30 years (to reflect 

the long term impact of the loss of a comparator) and a shorter term view, for 

example, 5 to 10 years (where impacts are more certain). In undertaking this 

assessment we will consider the likelihood that current regulatory practices will 

persist in the future – for example, it is more likely that benchmarking analysis of 

network costs will continue in the long term as network activities are a natural 

monopoly. However, in other areas we may be less certain that current regulatory 

approaches will persist in the future. For example, retail is an area where we may be 

able to make greater use of comparators that are external to the sector in the future 

and so it may be reasonable to focus on the impacts over a shorter time period. 

Where the criteria concern the use of comparisons for setting price controls, the 

impacts assessment will consider both a ‘static’ approach (that is what the impact 

would have been if the merger had occurred prior to the last price control) and a 

‘forward looking’ approach (that is by taking account of the possible impacts in future 

price controls). We will apply greatest weight to the forward looking approach as 

price limits under the ‘static’ approach will have already been set. 

Where monetisation is not possible, we will undertake a quantitative or qualitative 

assessment of the impact on our ability to make comparisons and indicate the 

severity of the impact. Qualitative assessments are more likely in some areas than 

others, for example where we make more qualitative uses of comparisons. For 

example it might not be possible to monetise the impact under criterion 5 (the loss of 

a comparator with important differences or similarities), however we would expect to 

monetise most but possibly not all the impacts under criterion 3 (impact on 

benchmarks).  

When assessing impacts we will take into account the certainty around whether the 

impacts would occur, for example through changes in regulation, for example by 

including ranges around impacts. 
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A1.3.2 Our assessment on whether the merger is likely to prejudice our 

ability to make comparisons 

Our assessment of whether a merger is likely to prejudice our ability to make 

comparisons will be based on an overall assessment, taking into account both 

monetised and non-monetised impacts. In particular we will first consider the 

monetised impacts, taking into account the certainty that they will occur, and then 

consider whether the non-monetised impacts would change the balance of the 

decision. When making this decision we will be conscious that the CMA has the 

ability to make a more detailed investigation with a Phase 2 reference and so we 

would want to be reasonably certain that a merger would not prejudice our ability to 

make comparisons. 

A1.4 Criteria for assessing relevant customer benefits 

We will evaluate the evidence put forward by merger parties on relevant customer 

benefits against the following criteria: 

Criterion 1: Are there relevant customer benefits? 

We will consider whether the proposed benefits meet the test laid out in the Water 

Industry Act 1991 (as amended by the Water Act 2014). That is does the proposed 

merger lead to lower prices, higher quality or greater choice of goods or services in 

any market in the United Kingdom, or greater innovation in relation to such goods or 

services for customers, including future customers, at any point in the chain of 

production and distribution (not just final consumers). 

Criterion 2: How likely or certain are the benefits to be achieved? 

Not all proposed cost-savings from mergers are achieved and so we will consider 

how certain the relevant customer benefits are to be achieved. All else equal, 

benefits which are more likely to accrue to customers, for example licence 

modifications or undertakings to allow immediate reductions in price limits, baseline 

adjustments to wholesale totex or improvements in outcome commitments, will be 

more likely to be considered to be relevant. We consider licence modifications or 

commitments that confirm the proposed benefits will be delivered provide the 

greatest certainty and incentives on management to ensure that customers will share 

in the benefits that are cited by the merger parties. 
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We will also consider how easy is it to monitor that the benefits are actually 

achieved. The more difficult it is for companies to demonstrate compliance with the 

delivery of the benefits and/or the more difficult it is for us to monitor that the benefits 

have been secured, the less likely we will be of the opinion that benefits should be 

considered relevant customer benefits. 

Criterion 3: Are the benefits merger specific?  

We will consider whether the benefits are unlikely to accrue without the merger. Only 

benefits which are unlikely to accrue without the merger will be Relevant customer 

benefits. Relevant customer benefits can include the time gained if customer benefits 

would have taken longer than a reasonable period to occur in the absence of a 

merger. Relevant customer benefits are only considered if we identify a prejudice to 

our ability to make comparisons.  

Criterion 4: Are the benefits expected to accrue within a reasonable time 

period of the merger? 

Benefits which will accrue immediately (or at least in the short term) and which are 

easy to secure, for example result from immediate changes to licences, are more 

likely to be considered relevant customer benefits. While the time period that we 

might expect benefits will vary from case to case, we would generally expect benefits 

to start to accrue within 1 to 2 years of the merger. We expect the merger parties to 

set out the time period over which they expect merger benefits will accrue. Where 

merger parties provide evidence that provides certainty that the merger benefits will 

arise (Criterion 1), these can be assessed until the next price determination. It may 

be possible to assess the impact of merger benefits beyond the current price control 

period, but there will be less certainty that such benefits are relevant customer 

benefits arising from the merger as these would need to be over and above the 

benefits customers would otherwise receive, for example as a result of efficiency 

challenges at the next price review. 

Criterion 5: Are the benefits likely to be sustained? 

As a part of that assessment, it will be relevant to consider how sustainable the 

benefits are. We will apply most weight to those benefits that are likely to be 

sustained as they are more likely to outweigh the prejudice to our ability to make 

comparisons arising from the merger. 
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A1.4.1 Weighting of relevant customer benefits 

We would expect to weight relevant customer benefits, where possible based on 

their monetised impacts. We will discount future monetised impacts based on the 

Treasury Green Book social discount rate of 3.5%. Where monetised impacts are not 

possible we will consider quantitative and qualitative evidence on relevant customer 

benefits, taking into account supporting evidence on the potential scale. We will 

place less weight on relevant customer benefits that are less certain, do not accrue 

over a reasonable period of time or are less likely to be sustained. We will give less 

weight to relevant customer benefits that are a long way in the future, for example 

beyond ten years, due to the potential that these incremental benefits will be eroded 

by improvements elsewhere in the industry as other water companies catch-up with 

the performance of the merged entity. 

A1.4.2 Determining whether the likely prejudice is outweighed by the 

relevant customer benefits 

When determining whether the prejudice is outweighed by relevant customer 

benefits we would first consider the monetised impacts. In particular we will consider 

whether the monetised relevant customer benefits outweigh the likely prejudice, 

taking into account the certainty around potential impacts. In forming our opinion, we 

will then consider whether, in the round the non-monetised impacts would change 

the balance of the decision based on the monetised impacts. When undertaking this 

assessment we will be conscious that, the CMA can exercise discretion if it decides 

not to refer the merger in question for a Phase 2 investigation. In exercising that 

discretion, the CMA would consider the benefits of a CMA Phase 2 investigation, 

including the possibility of remedies being obtained that seek to preserve any 

relevant customer benefits89. We will therefore need compelling evidence that 

customer benefits outweigh the likely prejudice from the impact of the merger on our 

ability to make comparisons90. When undertaking this assessment we will be mindful 

that merger-specific relevant customer benefits might be short lived (and therefore of 

lower value) as they could be eroded by underlying efficiency improvements created 

by the regulatory framework. 

                                            
89

 This paragraph mirrors paragraph 4.5 of the CMA’s ‘Mergers: Exceptions to the duty to refer and 

undertakings in lieu of reference guidance’. See: 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/284397/oft1122.pdf . At 

Phase one, only undertakings are considered whereas the CMA has order making powers, and hence 

potentially more flexibility in remedy design, at Phase 2. 
90

 Office of Fair Trading (2010), ‘Mergers: exceptions to the duty to refer and undertakings in lieu of a 

reference’. 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/284397/oft1122.pdf
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A1.5 Company evidence 

We will expect companies to submit evidence on the impact of the merger on both 

our ability to make comparisons and relevant customer benefits. When examining 

the evidence we have received for the assessment of a merger we will place the 

greatest weight on assessments which are complete, robust, certain, clear and 

independently assured, and specifically on benefits with evidence of customer 

support.  

We will evaluate evidence on both prejudice and relevant customer benefits based 

the criteria below: 

Criterion 1: Clarity and transparency around approach and assumptions 

Submissions by the merger parties should clearly present the results and 

conclusions of any analysis undertaken as well as the methodology used, any 

assumptions made, the justification for the methodology and the robustness of the 

results to any assumptions made. For example any estimated impacts of the merger 

on our ability to make comparisons should be submitted with a practical explanation 

of how the characteristics of the two merger parties affect this impact. This 

explanation might consider relevant differences between the two parties, such as the 

environmental conditions in which they operate or the different customer bases 

served.  

Criterion 2: Completeness of the description of the analysis 

Submissions should contain a complete description of any analysis undertaken. 

Relevant assumptions should be discussed and choice of any valuation techniques 

explained. We should be able to fully understand the results and also any modelling 

behind them, without having to seek more information from the submitting party.  

Criterion 3: Ability of Ofwat to replicate results 

We should be able to replicate the results of analysis that has been submitted. This 

means that merger parties should be prepared to respond promptly to a request, at 

very short notice, for all relevant information, models and supporting data necessary 

for us to reproduce the results presented in the parties’ submissions.  
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Criterion 4: Robustness and independent assurance,  

We expect evidence to be robust. We will have more confidence in analysis which 

uses sensitivity analysis to demonstrate the robustness of its impacts. Similarly we 

will also have more confidence if both the methodology employed and the results of 

applying that methodology have been subject to expert review in relevant fields. The 

degree of independent assurance merger parties wish to provide is a matter for 

those parties. However we will adopt a proportionate approach and would expect 

evidence which is significant to the merger parties’ case may require a higher degree 

of independent assurance. 

Criterion 5: Evidence of customer support  

Ofwat has a duty to protect the interests of consumers. As a result, evidence which 

suggests that customers support the proposed merger, or the proposed benefits 

from the merger would play an important role in our assessment.  
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Appendix A2: Examples of comparisons, relevant 

customer benefits and undertakings 

This appendix provides examples of our use of comparators to: 

 set price limits in PR14 (table A2.1); 

 incentivise monitor and incentivise service quality (table A2.2); and 

 monitor, enforce and spread best practice (table A2.3). 

The potential impact on our use of comparators of possible regulatory changes is set 

out in table A2.4.  

This appendix also provides examples from previous water merger references. 

 Relevant customer benefits (table A2.5. 

 Remedies imposed or considered (table A2.6). 

Table A2.1  Examples of our use of comparators to set price limits in PR14 

Area How we use comparators 

Business planning 

process 

The move to a risk based review with the best business plans 

qualifying for enhanced status relied extensively on comparisons. 

Wholesale cost 

modelling 

As data points in totex models and unit cost models. 

Retail average cost 

to serve 

As data points in retail average cost to serve calculation. 

Bad debt In PR14 we compared bad debt claims across companies as well as 

levels of deprivation. 

Pensions At PR09 we compared pension deficit levels to help us set our 

policy. We used the same policy at PR14. 

Wholesale special 

cost factor claims 

For some claims (for example energy) we made comparisons across 

the industry to establish if a company was different from others. 

Cost allocation We compared approaches to cost allocation between wholesale and 

retail and household and non-households to highlight areas where 

companies are not following guidelines. 

PAYG and RCV run-

off 

We compared PAYG and RCV run-off rates to identify whether to 

challenge company proposals. 
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Area How we use comparators 

Accounting policies 

and assumptions 

For PR14 we compared the accounting treatments across 

companies for example on Infrastructure Renewals Expenditure 

under IFRS accounting standards. 

Tax allowances We compared the tax treatment of capital expenditure across the 

industry to allow us to challenge companies that appeared to be in a 

different position.  

Cost of capital We compared actual gearing levels across companies to inform our 

notional gearing structure, we also compared debt costs across 

companies to corporate benchmarks 

Credit rating We compared target credit ratings and forecast financial ratios 

across companies to identify whether there were any financeability 

issues. 

Table A2.2  Examples of our use of comparators to monitor and incentivise service 

quality 

Area How Ofwat uses comparators 

Outcome delivery 

incentives (ODIs) and 

performance 

commitments (PCs) 

Companies proposed ODIs and PCs across a wide range of areas, 

some of which were company-specific and some of which were 

common across the industry. Those ODIs and PCs which were 

common across the industry were assessed through comparative 

analysis. For five ODIs (supply interruptions; water quality customer 

contacts, water quality standards, sewerage pollution incidents; and 

internal sewer flooding) we used comparative assessment to identify 

upper quartile performance commitments and to intervene to ensure 

that companies were only able to access rewards for genuinely 

stretching performance. Our assessment of company specific ODIs 

was informed by comparisons to similar ODIs proposed by other 

companies and/or historic performance data (where available).  

We also used cross company comparisons to identify gaps where 

we intervened to introduce additional ODIs.  

We assessed performance commitments proposed by companies as 

a part of the risk based review. Scoring criteria included an 

assessment of the value for money of the performance 

commitments proposed, justification of the level of the performance 

commitment and the processes and procedures for measuring, 

reporting and governance of the performance commitments. 

Companies with a score of more evidence required or significantly 

more evidence required for criteria assessed in the risk based 
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Area How Ofwat uses comparators 

review of company business plans were able to learn from the best 

practice approaches adopted by those companies scored as 

exceptional. 

Service incentive 

mechanism (SIM)  

All companies have the SIM as an outcome incentive (for retail). The 

SIM comprises quantitative and qualitative components which 

measure customers’ overall satisfaction with the service levels they 

receive from companies. Under this mechanism companies are 

rewarded or penalised financially for their performance relative to 

the rest of the industry. Comparisons are therefore critical to the 

operation of the SIM91. 

Company 

performance 

measures 

We monitor and publish comparative company performance against 

a range of customer experience, environmental and reliability and 

availability performance measures. Company performance is 

assessed on a red, amber green scale depending whether 

expectations are met, and identifies companies which raise 

concerns. 

Table A2.3  Examples of our use of comparators to monitor, enforce and spread best 

practice  

Area How Ofwat uses comparators 

Customer issues 

Customer 

Engagement 

Compared proposals across companies to identify best practice and 

encouraged other companies to adopt. As part of PR14, we 

assessed the information companies had provided on customer 

engagement and willingness to pay. In some cases, companies that 

received a score of more evidence required or significantly more 

evidence required were able to learn from the best practice 

approaches adopted by the companies rated as exceptional.  

                                            
91

 At PR14 we used SIM scores from 2011-14 (that is, a three-year period) to determine industry 

average performance, to which each company was then compared. 
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Area How Ofwat uses comparators 

Codes of practice 

and compensation 

schemes 

When companies publish these documents it drives reputational 

incentives to be at least as good as their peers. 

Social tariffs and 

affordability 

measures 

We compared proposals across companies to identify best practice 

and encouraged other companies to adopt (including affordability 

measures as part of PR14). 

Tariff structures and 

innovation 

In the past we have used comparative cost information to derive 

tariff policies (especially on more innovative tariffs). We have moved 

away from detailed scrutiny of charges schemes, companies have to 

assure us their tariffs comply with our policies; as a result of our 

assessment of companies’ charges for 2015-16, companies were 

allocated to three assurance categories according to the issues 

identified with the information provided.  

Company behaviour and operating practices 

Board leadership, 

transparency and 

governance 

We compare performance across companies which feeds into our 

view of overall company performance and management capability 

(and was also used as part of PR14). 

Approach and 

response to 

consultations, 

including proposals 

for future regulation 

and market reform 

We get a wide selection of viewpoints and contributions from 

different, independent, management styles and approaches that 

contribute to the development of policy. 

Compliance with 

market rules 

We compare across companies to identify companies which need 

additional input. 

Challenge in the case 

of Interim 

Determination of K 

(IDoK) claims 

We have made use of industry comparisons to challenge the costs 

submitted and the companies’ approach (including management 

practices) to incurring the costs. 

Innovation By identifying new approaches and ideas (for example, responding 

creatively to new requirements) we may be able to identify which 

companies have been innovative. 

Accounting and reporting of data 
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Area How Ofwat uses comparators 

Assurance in respect 

of information 

provided to us 

We compare level and nature of assurance provided by companies 

and challenge companies with least assurance; companies are 

graded into one of three categories which affects the expectations 

we place on them in respect of the assurance required on 

information reported to us under our assurance framework. This 

formed part of PR14.  

Transparency and 

approach to reporting 

We have compared across companies to highlight best practice and 

encourage others to adopt it. Also part of PR14, we expected 

companies to be transparent about their business plans and 

established a high bar in respect of the publication of information 

that was used in making our decisions in the price review. In some 

instances, we made use of comparisons where companies set out 

that publication of a specific piece of information might seriously or 

prejudicially affect their interests. 

Financial metrics and 

credit rating 

On-going monitoring of credit ratings and key financial metrics 

based on actual company structure (collected as part of company 

performance measures). 

Table A2.4  Potential impact on our use of comparators of possible regulatory 

changes 

Regulatory change Impact on our use of comparators 

Continuation of key elements of PR14 methodology 

Wholesale costs Water sector comparisons are likely to continue to be important for 

assessing wholesale costs. While it might be expected that water 

companies would converge to the frontier over time, this has not 

been the case for water sector costs so far, although efficiency 

improvements have reduced since the early price controls. 

Convergence to the frontier might reduce if more focused wholesale 

controls are introduced, which will lead to improved understanding of 

the costs associated with the delivery of individual services and 

allow more specific efficiency challenges to be set (see below). 
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Regulatory change Impact on our use of comparators 

Retail cost to serve At PR14 we set the retail efficiency challenge based on average 

costs to serve, however we said that this was part of an evolutionary 

approach and we hope to move to an efficient cost to serve over 

future price controls92. In the PR14 methodology impact assessment 

we assumed that companies would eliminate 75% of the difference 

between their cost and that of the most efficient company within 20 

years.93 This implies a move towards upper quartile and then 

potentially frontier efficiency benchmarking over time.  

Outcome delivery 

incentives 

In PR14 we used comparators to set our performance requirements 

in our horizontal ODIs. In our work on the company specific uplift we 

stated that “…by the middle of the 2015-20 period we expect all 

companies to reach current upper quartile performance. 

Consequently it is unclear on what basis we would set any 

horizontal ODIs for subsequent control periods at the start of the 

next period...”94. Horizontal ODIs were an important development as 

part of this price control and so our use of them is likely to continue, 

however our approach is likely to change. For example we could set 

a dynamic upper quartile target for service and efficiency95. 

Service incentive 

mechanism 

Comparative performance measures such as the SIM are good at 

continuing to drive improvements in less well performing companies. 

However they are less good at driving improvements to the 

frontier96. While we stated that we considered the SIM was 

appropriate to drive improvements for 2015 onwards97. We have 

also stated that water companies are unlikely to provide as much 

value as retail comparators beyond 2015-20 as Ofwat could offset 

the loss of a water company benchmark by greater reference to 

other sectors98. In our work on the company specific uplift we 

assumed that there would be no benefits from SIM beyond 2025 as 

it would be speculative to make assumption on what might replace 

the SIM. We continue to consider that this is a reasonable 

assumption. 

                                            
92

 Page 97, Ofwat (2013), ‘Setting price controls for 2015-20 – final methodology and expectations for 

companies business plans’. 
93

 Page 43, PwC (2013), ‘Updated price limits impact assessment’. 
94

 Page 44, Ofwat (2014), ‘Final price control determination notice: policy chapter A7 – Annex 3: 

benefits assessment of an uplift to the cost of capital’. 
95

 ‘Uncharted waters: A forward look at managing change in the water sector’, Jonson Cox, March 

2015. 
96

 Page 13, ‘Service incentive mechanism (SIM) for 2015 onwards – a consultation’. 
97

 Page 3, ‘Service incentive mechanism (SIM) for 2015 onwards – conclusions’. 
98

 Page 35, ‘Final price control determination notice: policy chapter A7 – Annex 3: benefits 

assessment of an uplift on the cost of capital’. 
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Regulatory change Impact on our use of comparators 

Regulatory changes that will impact between 2015-20 

Non-household retail 

competition (from 

2017) 

Effective competition would remove the need to use comparisons to 

assess non-household retail costs and other elements of the non-

household control. While competition is developing there is likely to 

be a continuing need for reporting, transparency and monitoring. 

Hence the focus of comparisons would move from an ex-ante to ex-

post basis. If competition develops sufficiently it may be possible to 

remove regulatory reporting requirements and monitoring. 

Abstraction incentive 

mechanism 

The objective of the abstraction incentive mechanism will be to 

incentivise companies to reduce abstractions at low flows at 

environmentally sensitive sites compared to baseline historic levels. 

It is expected that the abstraction incentive mechanism will be 

introduced in 201599 as a reputational incentive based on a ranking 

in a league table100. This will introduce an additional area of 

comparison going forwards.  

Network plus non-

binding sub-limits 

(from 2015-20) 

As set out in the PR14 methodology impact assessment when 

describing the move to split wholesale and retail controls, we expect 

the introduction of separate controls to encourage efficiency by 

improving transparency of costs and revenues101. Consequently, if 

network plus sub-limits were used for subsequent controls then the 

importance of water sector comparators in wholesale cost 

assessment, could if anything, increase. However a move to more 

focused controls could lead to better specified models, and therefore 

more robust results, which might reduce the reliance on individual 

comparators (although this seems less likely for sewerage where it 

was not possible to specify a robust full totex model). The impact of 

network plus sub-limits on the use of comparators is therefore 

unclear. 

Potential longer term regulatory changes 

                                            
99

 Page 29, Setting price controls for 2015-20 – policy and information notice 
100

 Page 25, ‘Setting price controls for 2015-20 – final methodology and expectations for companies 

business plans’. 
101

 Page 6, PwC (2013), ‘Updated price limits impact assessment’. 
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Regulatory change Impact on our use of comparators 

Upstream 

competition (feasible 

from 2019) 

The introduction of upstream competition could allow individual parts 

of the upstream value chain, for example sludge, to be subject to 

competition. The introduction of competition in specific areas could 

require the allocation of the RCV across the value chain. While 

competition would provide a greater customer focus on price and 

service, this could increase the need for ex-post comparisons and 

monitoring in the short term as competition developed (to ensure 

that customers were being protected). However over the longer term 

the introduction of competition, when sufficiently developed, could 

reduce the need for comparators. 

Binding service level 

sub-limits (future 

price controls) 

The impact of binding sub-limits is likely to be similar to network plus 

non-binding sub-limits, although the introduction of binding sub-limits 

would if anything increase the need for robust models.  

Table A2.5 Types of benefits identified in past water merger references 

Merging firms Year Potential benefits from merger 

South Staffordshire; 

Cambridge 

2012 Operating cost savings, primarily at Cambridge. 

South East; Mid 

Kent 

2006 Reduced pumping costs from proposed interconnections. 

Sale or lease of newly redundant office space. 

Improved planning of water resources enabling 

postponement of investment projects. 

Vivendi; Southern 2002 Access to expertise and worldwide experience of Vivendi 

group. 

Ability to pool and share best practice. 

Improved management of water resources, and hence in 

security of supply. 

Some cost savings (though not specified). 

Better retention and morale of Southern staff, due to 

improved career prospects. 



Ofwat’s approach to mergers and statement of methods 

81 

Merging firms Year Potential benefits from merger 

SAUR; Mid Kent; 

General Utilities 

1997 Alleviate water resource imbalance. 

Integrated supply network which would optimise water 

resource usage and improve security of supply. 

Long-term resource planning. 

Leakage reduction and metering. 

Generation of additional water resources. 

Resource management and water conservation programme. 

Deferment of need for major new resource development. 

Efficiency gains relating to head office costs and savings on 

infrastructure development. 

Improved service standards. 

Creation of better circumstances for genuine competition in 

the region. 

Wessex; South 

West 

1996 Cost savings in the South West Water Services (SWWS) 

region. 

The creation of a strong regional company and increased 

opportunities for employees of the merged entity. 

Improved customer service and increased confidence by 

SWWS customers in their water and sewerage service. 

The flexible use of Wimbleball reservoir, the linking of 

Wessex Water Services (WWS) and SWWS trunk mains 

and the completion of SWWS's water grid. 

Improvements in water quality in the SWWS region and 

improved sewage treatment. 

The removal of planning embargoes and the greater use of 

local contractors in the SWWS area. 

Price reductions for water and sewerage services to 

SWWS's customers. 
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Merging firms Year Potential benefits from merger 

Severn Trent; South 

West 

1996 Cost savings and an improvement in SWWS's operating 

efficiency, leading to price reductions in water and sewerage 

services for SWWS customers. 

Radical transformation of SWWS's management, leading to 

the restoration of trust in drinking water quality and the 

improved management of water supplies. 

Introduction of a more effective sewage treatment 

programme. 

Increased responsiveness to customer needs. 

Strengthening of the water supply grid. 

More effective and accelerated investment programme. 

Lyonnaise des 

Eaux; Northumbrian 

1995 Direct savings due to rationalisation of head office and 

technical management functions. 

Colne Valley; Lee 

Valley; 

Rickmansworth 

1990 Operational cost savings, mainly on staff costs. 

Interest savings as a result of improved cash flows and 

ability to achieve more favourable finance terms. 

One-off benefits from sales of surplus properties. 

Benefits from cancellation and deferral of capital projects. 

 Southern Water; 

 Mid Sussex Water 

1990 Opportunities for reducing duplication of effort in: 

 customer billing; 

 telemetry; 

 engineering design; 

 training; 

 digital mapping; and 

 legal expertise 

General Utilities/Mid 

Kent 

1990 Access by Mid Kent Water to water technology and know-

how. 

Access to French water industry's extensive water industry 

research on an arms-length basis, enabling more effective 

and cost-efficient solutions to problems to be achieved. 

Facilitate opportunities for further informal exchanges on 

technical matters. 
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Table A2.6  Remedies imposed/considered in previous water merger 

references  

Merging firms Year Remedies or undertakings imposed/considered 

Post Enterprise Act cases 

South Staffordshire; 

Cambridge 

2012 No prejudice was found in this case and so remedies were 

not considered. 

South East; Mid Kent 2006 One-off rebate of £4 million distributed between customers 

An efficiency adjustment of £3.1 million annual operating 

expenditure savings (equal to the value of merger 

synergies specified by merging firms) was required as part 

of PR09. 

Divestiture of one company was also considered but found 

disproportionate to the prejudice resulting from the merger. 

Pre-Enterprise Act cases (final decision by Secretary of State – SoS) 

Vivendi; Southern102 2002 Undertakings offered by Vivendi to Ofwat:103 

a) Establish a new comparator in the form of separate 

business unit for Hampshire and the Isle of Wight under a 

separate license granted by Ofwat: and  

b) Commitment to sell interest in Bristol Water 

Under these proposals the merger of Folkestone and 

Dover (F&D) with Southern Water would also have been 

subject to a Phase 2 reference and investigation.  

Prior to a Phase 2 reference, the minority interest (24.6%) 

in Bristol Water was sold.  

At Phase 2, the panel found that a prohibition would be 

disproportionate to the detriment found. A less intrusive 

remedy considered was divestment of Three Valleys, by far 

the largest of Vivendi’s three majority owned WoCs but this 

was also found disproportionate by a majority of the panel 

since there was no prejudice on the sewerage side. F&D or 

Tendring Hundred were deemed too small for a divestment 

to be relevant in the context of the loss of the much larger 

Southern’s independence. The divestment of F&D also had 

the disadvantage that it would involve the loss of relevant 

                                            
102 

This merger would have brought together Southern Water (a WaSC) and a variety of WoCs: Three 

Valleys Water; Folkstone and Dover (F&D) Water; Tendring Hundred Water; a 24.6% minority stake in 

Bristol Water and a 31.4% minority stake in South Staffordshire Water.
 

103 
See

 
http://webarchive.nationalarchives.gov.uk/20140402141250/http://www.competition-

commission.org.uk/rep_pub/reports/2002/fulltext/472a3.13.pdf
 

http://webarchive.nationalarchives.gov.uk/20140402141250/http:/www.competition-commission.org.uk/rep_pub/reports/2002/fulltext/472a3.13.pdf
http://webarchive.nationalarchives.gov.uk/20140402141250/http:/www.competition-commission.org.uk/rep_pub/reports/2002/fulltext/472a3.13.pdf
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Merging firms Year Remedies or undertakings imposed/considered 

benefits from bringing southern and F&D under common 

control. 

Four of the Phase 2 panel found that divestment of the 

minority stake in South Staffordshire Water would be 

sufficient. However one member of the panel, and 

subsequently the Secretary of State (SoS), believed that a 

more intrusive remedy was required – that Vivendi should 

also be required to sell Three Valleys Water. 

SAUR; Mid Kent; 

General Utilities 

1997 General Utilities (GU) and SAUR Water plc, owner of South 

East Water, bid for Mid Kent. Proposed merger was 

prohibited. 

Severn Trent or 

Wessex and South 

West 

1996 This merger case considered competing bids by two 

WaSCs Severn Trent plc and Wessex Water plc for a third 

WaSC, South West Water. Both bids were prohibited on 

the basis that no remedy would be sufficient to remedy loss 

of comparator 

Lyonnaise des Eaux; 

Northumbrian104 

1995 A Phase 2 investigation recommended that the bid should 

be allowed if substantial price reductions were agreed, 

sufficient to move the merged company to the efficiency 

frontier. The SoS permitted the merger on the basis that 

prices to water customers of the merging companies would 

be reduced by 15% over the following six years. 

Colne Valley; Lee 

Valley; 

Rickmansworth 

1990 Merged company was required to co-operate fully with 

DGWS for setting of new efficiency factor. 

Savings resulting from the merger were to be ‘wholly’ 

applied to users. 

Merged company had to agree that for ten years after the 

merger no class of customer would be charged more than 

they would have been if the merger had not taken place. 

The merging companies had to continue as separate profit 

centres and information on those profit centres had to be 

available for the DGWS as required. 

Southern Water; Mid 

Sussex Water 

1990 Merger allowed with no remedies. 

                                            
104 

Lyonnaise owned North East Water Ltd, a WoC which it wished to merge with a neighbouring  

WaSC, Northumbrian under a single appointment and thereby achieve significant cost savings
.
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Merging firms Year Remedies or undertakings imposed/considered 

General Utilities/Mid 

Kent 

1990 General Utilities and Parent company CGE were required 

to undertake to: 

 have no involvement in management of the merging 

companies, including having no access to financial or 

commercial information from Mid Kent Holdings or Mid 

Kent Water which could be relevant to the DGWS's 

functions in relation to Mid Kent Water; 

 not be represented on the board of Mid Kent Water or 

Mid Kent Holdings; and 

 not use its power to block special resolutions of Mid 

Kent Holdings. 

Alternately GU required to divest holding to level “at which 

it would not have the ability materially to influence policy”. 
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