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Dear Sir 
 
Consultation on economic asset valuation for the bioresources RCV allocation at 

PR19 
 
Thank you for inviting us to respond to your consultation on the proposed approach to 
bioresources RCV allocation for PR19.1 We provide detailed responses to the key 
consultation questions in Appendix 1. For ease of reference, we set out the most salient 
points below. 

1. We support, in principle, the economic valuation approach proposed in the 
consultation. The approach should be kept simple and proportionate to meet 
the tight timescales for the valuation, for example focusing on material 
differences between existing and hypothetical new assets, and using existing 
asset information where possible. 

The short timetable for the valuation, assurance and Board approval emphasises the need 
for the economic valuation approach to be simple and proportionate. The approach should 
focus on making the best use of existing information from companies, only seek to collect 
information necessary for the valuation and useful cross-checks, and make simplifying 
assumptions where the impact is non-material (e.g. where there are minor or no differences 
between the new and existing processes at a site). 

The relatively short lives of bioresources assets (e.g. 20 years) compared with network-plus 
and water resources assets, and the site-specific nature of trades, mean that a proportionate 
and simple approach to the economic valuation would be sufficient to support the 
development of bioresources markets. 

 

                                                 
1
  Ofwat, “Consultation on economic asset valuation for the bioresources RCV allocation at PR19”, 

2 March 2017. 
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2. Ofwat should provide additional guidance where this would improve 
consistency, clarify expectations and reduce the probability that companies 
would need to resubmit evidence with business plans. 

We consider that further guidance by end April 2017 would help increase the chance of 
consistent submissions between companies that meet Ofwat’s expectations. Our responses 
to Q3, Q4 and Q10 in appendix 1 include more detailed points.  

Based on our experience of other RCV exercises, we think it would be helpful if Ofwat sets 
up a process to receive and respond to queries, including a live query log and a list of 
company contacts to consider technical issues. This would help to resolve queries more 
quickly, flag any material issues with Ofwat at an early stage and lead to more consistent 
approaches between companies. 

3. Companies should not be required to publish information that is commercially 
sensitive or would harm their positions in negotiating bioresources trades with 
other parties. 

We consider that the information on the costs of current and new assets and bioresources 
strategies should not be published on company or Ofwat websites. This information is 
commercially sensitive and publication could harm the companies’ negotiating position for 
bioresources trading, reducing the benefits from competition.  

This issue was discussed during the Ofwat bioresources working group, where it was agreed 
that the market information database would not contain information on site costs or future 
strategies. The data on current assets at each site will be published in this database, so 
publication of further site-level information should not be necessary. 

 

We hope these responses are helpful. If you would like to discuss them further, please do not 
hesitate to get in touch. 

Yours faithfully 

 

 
 
 
Colm Gibson 
Head of Economic Regulation 
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Appendix 1 – Responses to the consultation on the bioresources RCV allocation at PR19 
 
In this appendix, we provide views on the ten consultation questions and the additional questions 
raised in the consultation document. 
 
 
1. Do you agree that the focused RCV allocation should be based on the economic 

value of assets as set out in section 3? If you disagree, please explain what 
variations to this approach, or alternative approach, you prefer and why it would be 
more desirable than our preferred approach. Please include in your explanation how 
it would meet the objectives of the focused allocation of pre-2020 RCV to the 
bioresources control. 

 
We support, in principle, an approach to the focused RCV allocation that is based on the forward-
looking economic value of processes and sites. We would support an approach to economic 
valuation that is as simple as reasonably practicable. 

The short timetable for the valuation, assurance and Board approval emphasises the need for the 
approach to be simple and proportionate. The approach should focus on making the best use of 
existing information from companies, only seek to collect information necessary for the valuation 
and useful cross-checks, and make simplifying assumptions where the impact is non-material (e.g. 
where there are minor or no differences between the new and existing processes at a site). 

The relatively short lives of bioresources assets (e.g. 20 years) compared with network-plus and 
water resources assets, and the site-specific nature of trades, mean that a proportionate and 
simple approach to the economic valuation would be sufficient to support the development and 
operation of bioresources markets. 

 
2. Do you agree that companies should consider impact on customers and markets and 

propose an alternative RCV allocation if this will better protect customers, including 
by promoting a level playing field for markets? 

 
We agree that companies should consider the impact on customers and markets in cases where 
the structure of wholesale charges means that different RCV allocations would have different 
impacts on specific groups of customers. In most cases, however, whilst the allocation of the RCV 
would affect the balance of wholesale revenues reported between network-plus and bioresources 
price controls, it should not have a material impact on the aggregate level of wholesale revenues or 
end-user charges. Any impacts on customers from different choices of allocation should, therefore, 
be minimal, and so any analysis should focus on material impacts only. 
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3. Do you agree that the assumptions in table 4.1 are appropriate for companies to use 
for the valuation exercise? We welcome any comments on these assumptions; 
suggestions of further assumptions you consider all companies should use; or 
requests for clarification. If you disagree that any of the above assumptions are 
appropriate to be used by all companies please explain why and if relevant suggest 
an alternative. 

 
The assumptions in Table 4.1 appear reasonable. However, we have a few questions for 

clarification: 

 We would like Ofwat to clarify what is meant by “The current … configuration of sites should be 
assumed to continue”.2 On a co-located sludge treatment site, does this mean that the 
configuration of the sewage treatment works and location of the sludge treatment centre is 
unchanged, but the configuration of the sludge treatment centre and land footprint could 
change depending on the choice of technology for the hypothetical new asset?  

 For “commonly used assets or allocated assets from other business units”,3 can the valuation 
be a top-down estimate? A full re-valuation of these assets would be disproportionate given 
their materiality compared to the overall valuation.  

 Where companies have managed contracts for transportation and disposal of bioresources, 
rather than owning these assets, is it correct that these assets should be excluded from the 
valuation?4 In this case, any differences in transportation costs between the hypothetical new 
asset and the existing asset would then be made as an adjustment to the gross valuation to 
reflect the current assets, similar to differences in other operating costs. This difference 
between owning transport assets and contracting for transport services will be an important 
consideration for the assessment of efficient bioresources costs, particularly when considering 
how to combine capital and operating expenditure. 

 How should existing and new bioresources trades be treated in the valuation? For example, will 
existing trades be expected to continue unless there is an explicit change expected in sludge 
strategies? Where there is new capacity expected to facilitate new trades before 
31 March 2020, will new capacity in the appointed business be included in the valuation? 

 

                                                 
2
  Ofwat, “Consultation on economic asset valuation for the bioresources RCV allocation at PR19”, 

March 2017, page 23 
3
  Ofwat, “Consultation on economic asset valuation for the bioresources RCV allocation at PR19”, 

March 2017, page 24 
4
  The Reckon report seems to imply this is the appropriate assumption (page 53) but does not provide an 

explicit example. We also note that an approach requiring the company to value these transportation 
assets would be very difficult and time-consuming where the contractor has not been required previously 
to provide information on asset values and economic life. 
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4. Do you agree that the assumptions in table 4.2 are appropriate for companies to use 
for the valuation exercise? We welcome any comments on these assumptions; 
suggestions of further assumptions you consider all companies should use; or 
requests for clarification. If you disagree that any of the above assumptions are 
appropriate to be used by all companies please explain why and if relevant suggest 
an alternative. 

 
The assumptions in Table 4.2 appear reasonable. However, we have a few questions for 

clarification: 

 Does Ofwat have expectations about the market prices for energy that companies should use? 
The approach, as set out, will lead companies to use different forecasts for the path of energy 
prices for the economic life of the assets. Is Ofwat content with company-specific forecasts or is 
it important that all companies use a consistent set of forecasts? 

 For sites where the hypothetical new technology is the same as the existing technology, it 
seems proportionate to take a simple approach by assuming that operating costs and revenues 
cancel out in the Ofwat equation for the economic value of assets.5 The exceptions would be 
any cases where very material differences are expected in operating costs and/or revenues 
between the new and current assets, e.g. due to innovations in the same technology or current 
asset limitations.  Does Ofwat agree that this would be reasonable? 

 Reckon/Jacobs has proposed a simple approach to estimate the remaining economic life of the 
current assets, where “each company starts with figures on the remaining asset lives that are 
used for its statutory accounts, and then considers whether these provide a reasonable 
approximation or whether further refinement and adjustment is appropriate”.6 Does Ofwat agree 
this is a reasonable approach? Starting from a blank page to estimate the economic life of the 
existing assets would be time-consuming and disproportionate.   

 
5. Do you have any further suggestions of potentially useful cross checks, beyond 

those presented in table 4.4 that companies may want to consider? 
 
We do not have any further suggestions for cross-checks. We do not propose to carry out all the 
cross-checks listed, but instead will consider which cross-checks are feasible in the short-time 
available and would be most useful for comparison with the economic valuation. 

 
6. Do you have any comments on our timetable? 
 
We do not have any specific comments on the dates proposed.  

As we note in response to Q1, the short timetable for the valuation, assurance and Board approval 
emphasises the need for the approach to be simple and proportionate.  

                                                 
5
  Ofwat, “Consultation on economic asset valuation for the bioresources RCV allocation at PR19”, 

March 2017, page 18 
6
  Reckon/Jacobs, “Support to allocate the bioresources RCV”, February 2017, page 35 
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To support companies, we would welcome the creation of a process to raise queries with Ofwat 
that arise during the valuation process. This process could include a live query log to share 
responses and a list of company contacts to discuss any technical issues. This would help to 
provide quick responses to queries, flag any material issues with Ofwat at an early stage and lead 
to more consistent approaches between companies. 

 
7. Do you have any comments on our assurance expectations? 
 
We have no comments on Ofwat’s assurance expectations.  

 
8. Do you agree that companies should publish information on their websites to allow 

other stakeholders to comment, and when this could happen? 
 
We do not agree that information on the costs of current and new assets and bioresources 
strategies should be published on company or Ofwat websites. This information is commercially 
sensitive and could harm the companies’ negotiating position for bioresources trading, reducing the 
benefits from competition.  

This issue was discussed during the Ofwat bioresources working group, where it was agreed that 
the published market information database would not contain information on costs or future 
strategies. 

We see no problem with asking companies to publish information on the types of current assets, 
the overall economic valuation, the economic valuation methodology and cross-checks such as the 
rolled-forward net MEAV. This could provide useful information for other stakeholders to use to 
comment on the economic valuation. 

 
9. At what level of detail do you think that this information should be published at? 

Please comment as to what you consider the benefits or disadvantages to 
companies publishing information at a site level? 

 
As stated above for Q8, we do not agree that information on the costs of current and new assets 
and bioresources strategies should be published on company or Ofwat websites. 

The data on current assets at each site will be published in the market information database, so we 
do not consider that publication of further site-level information will be needed. 

 
10. Do you have any comments or require any clarification on the proposed tables? 

Where you have alternative proposals, please set out how this meets the objectives 
of the asset valuation for the purposes of allocating the legacy wastewater RCV to 
the bioresources control. 

 
We have a few comments on the data tables: 

 What is the purpose for the collection of 2015-16 and 2016-17 opex data by site in “3. Site data 
thick” and “4. Site data STC”, and the reconciliation in “5. Site data rec”? To simplify the 
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requirement, this information could be collected only at the level needed to show the 
differences in the operating costs and revenues between the hypothetical new asset and the 
existing asset, rather than for all categories of cost/revenue for all sites.  

 We consider that further guidance, illustrative calculations and error traps would be helpful for 
completing the cells in “6. Site Inputs”. For example, the adjustment for remaining economic life 
of existing processes (section J) could be calculated from the input information and compared 
with the company inputs, flagging any differences. We expect Ofwat would undertake these 
cross-checks after the templates are submitted, but we consider building these into the 
template would provide more transparency for companies and reduce the chance of 
inadvertent errors or inconsistencies. 

 In “6. Site Inputs”, please could Ofwat clarify the dates for each section of information? For 
example, are the relevant dates as at 31 March 2020 or other dates? 

 In “Illustration of PV Calc”, the life adjustment to gross value is shown twice, based on ‘Present 
Values’ and ‘straight line’ approaches. We understand from the consultation that Ofwat intends 
companies to use the Present Value approach (e.g. illustrative example in consultation Table 
4.3), but please could Ofwat clarify this in the data tables? This will also require an adjustment 
to the illustrative examples in the Reckon/Jacobs report (Appendix 2), as these are based on 
the straight-line approach. 

 Companies will need to carry out calculations to complete the inputs in “6. Site Inputs”. What 
level of detail does Ofwat expect to receive on these supporting calculations? For example, 
would Ofwat expect to receive all audited supporting spreadsheets? 

 We note that the present value factors in the illustrative calculation in Table 4.3 of the 
consultation do not appear to be correct. For example, we calculate a PV factor of 14.085 for 
20 years’ economic life, based on the methodology described, compared with Ofwat’s estimate 
of 14.33. Please would Ofwat clarify, to make sure we have not misinterpreted the calculation? 

 We note that the Reckon/Jacobs report provides additional information for companies in 
carrying out the valuation beyond the Ofwat document.7 Please would Ofwat consolidate the 
assumptions into the final document to be published at the end of April 2017? 

We expect to have additional questions of clarification during the valuation process. As mentioned 
in response to Q6, we encourage Ofwat to create a process to enable companies to raise queries 
with Ofwat efficiently. This process could include a live query log to share responses and a list of 
company contacts to discuss any technical issues. This would help to provide quick responses to 
queries, flag any material issues with Ofwat at an early stage and lead to more consistent 
approaches between companies. 

 

                                                 
7
  For example, references in the Reckon/Jacobs report on: how to choose relevant new build technology 

(pages 21-22); definition of capacity of facilities (pages 23 and 25); sources for land values and treatment 
of premiums (pages 29-30); issues with new build cost curves (pages 30-31); treatment of energy 
incentive schemes (page 47); and treatment of intangible assets (page 55).  


