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About this document
In this document we set out our draft determination of the level of change to Anglian
Water, South West Water, Severn Trent Water and Hafren Dyfrdwy’s Price Controls
for 2019-20 as a result of company performance against their in-period outcome
delivery incentives (ODI).
We also set out our draft determination in relation to Severn Trent Water’s
application to amend its wastewater ODI cap. We introduced ODI caps for all
companies for the 2015-20 period as a precaution to safeguard customers, because
the caps place maximum limits on the cost of ODIs to them. In assessing Severn
Trent’s application we have considered if it is in customers’ interests to adjust the
cap.
Water companies provide vital public services on which we all depend. It is important
that these services are provided to the standards that customers expect. Most
customers in England and Wales cannot chose their water supplier, therefore to
encourage companies to deliver more of what their customers need and want, we
introduced ODIs at the 2014 price review (PR14). ODIs result in companies being
penalised where they fall short of their commitments to customers. When companies
deliver more of what customers want and outperform their commitments, they can
earn outperformance payments. As a result ODIs encourage companies to deliver
more of what matters to customers such as lower leakage, fewer supply interruptions
and fewer incidents of sewer flooding.
Most companies have ODIs that we will calculate at the 2019 price review (PR19)
and which we will implement from 2020 onwards affecting customer bills in the
period 2020-2025 (we call these “end-of-period” ODIs). For the current price control
period three companies adopted ODIs that see their performance reflected in
payments within this control period (we call these “in-period” ODIs). The three
companies are Anglian Water, South West Water and Severn Trent Water. As a
result of recent licence and boundary changes, Hafren Dyfrdwy also has in-period
ODIs for the final two years of this control period (2018-19 and 2019-20). We explain
this further in Section 1 below.
In-period ODIs bring the financial impact of an ODI closer in time to the performance
that generated it, focussing management on delivery and improving the
accountability of companies to their customers. In-period ODIs also make it less
likely that payments related to current performance are paid for, or received by,
future customers. An underperformance payment is paid by a company to customers
for performance below the commitment it made to its customers; while an
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outperformance payment is received by a company to reflect stretching levels of
performance provided to customers, beyond the commitment it made to customers.
The appendices to this main document contain the specific draft determinations for
each of the four companies.
This document is structured as follows:


Section 1 provides an overview of the draft determinations for each company.



Section 2 provides an overview of the outcomes framework.



Section 3 sets out our approach to assessing companies’ in-period ODI
submissions for 2017.



Section 4 provides an overview and our proposals in relation to Severn Trent
Water’s application to amend its wastewater ODI cap.



Section 5 sets out the next steps.



Appendix 1 sets out our draft determination for Anglian Water.



Appendix 2 sets out our draft determination for South West Water.



Appendix 3 sets out our draft determination for Severn Trent Water.



Appendix 4 sets out our draft determination for Hafren Dyfrdwy.
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Responding to this consultation
We welcome your responses to this consultation by close of business on 21
November 2018. Please email your responses to PR19@ofwat.gsi.gov.uk. You can
submit your responses by post to:
In-period ODI draft determination
Ofwat
Centre City Tower
7 Hill Street
Birmingham B5 4UA
Please note in your response which company or companies it relates to.
We will publish responses to this consultation on our website at www.ofwat.gov.uk,
unless you indicate that you would like your response to remain unpublished.
Information provided in response to this consultation, including personal information,
may be published or disclosed in accordance with access to information legislation –
primarily the Freedom of Information Act 2000 (FoIA), the Data Protection Act 1988
and the Environment Information Regulations 2004.
If you would like the information you have provided to be treated as confidential,
please be aware that, under the FoIA, there is a statutory ‘Code of Practice’ with
which public authorities must comply and which deals, among other things, with
obligations of confidence. In view of this, it would be helpful if you could explain to us
why you regard the information you have provided as confidential. If we receive a
request for disclosure of the information we will take full account of your explanation,
but we cannot give an assurance that we can maintain confidentiality in all
circumstances. An automatic confidentiality disclaimer generated by your IT system
will not, in itself, be regarded as binding on Ofwat.
At a minimum, we would expect to publish the name of all organisations that provide
a written response, even where there are legitimate reasons that the contents of
those written responses remain confidential.

4

Draft determination of in-period ODIs for 2018

Contents
1.

Summary of draft determinations ..................................................................... 6

2.

The in-period ODI framework ......................................................................... 11

3.

Our approach to assessing in-period ODIs..................................................... 14

4.

Severn Trent Water’s application to amend its wastewater ODI cap .............. 19

5.

Next steps ...................................................................................................... 26

A1

Anglian Water draft determination .................................................................. 27

A2

South West Water draft determination ........................................................... 36

A3

Severn Trent Water draft determination ......................................................... 53

A4

Hafren Dyfrdwy draft determination ................................................................ 78

5

Draft determination of in-period ODIs for 2018

1.

Summary of draft determinations

The purpose of this document is to set out the draft determination for the in-period
ODIs of Anglian Water, South West Water, Severn Trent Water and Hafren Dyfrdwy.
We also set out our draft decision in relation to Severn Trent Water’s application to
amend its ODI wastewater cap.
Table 1 below summarises the changes we propose to determine for the four
companies’ price controls for 2019-20.
Table 1: Summary of draft determinations

Water
Wastewater
Total

Anglian

South West

Severn Trent

Hafren Dyfrdwy

£4.635m
£4.635m

£0.514m
-£0.784m
-£0.270m

-£29.558m
£24.890m
-£4.668m

-£0.172m
£0.110m
-£0.062m

Figures are in 2012-13 prices, net of tax.

Anglian Water
Appendix 1 contains the draft determination for Anglian Water. Anglian Water has an
in-period ODI for its wholesale water price control only. We propose an increase in
Anglian Water’s wholesale water price control, applying a net outperformance
payment of £4.635 million (2012-13 prices, net of tax) to wholesale water bills in
2019-20 for one year only. Anglian Water estimates that its in-period ODI claim will
result in an increase of £2.45 on the average annual household water bill in 2019-20.
Anglian Water’s outperformance payment resulted from the company outperforming
its leakage performance commitment in 2017-18. As a result, 9 million fewer litres of
water are leaking from the company’s network every day.

South West Water
Appendix 2 contains the draft determination for South West Water. We propose an
increase in South West Water’s wholesale water price control, applying an
outperformance payment of £0.514 million (2012-13 prices, net of tax) to wholesale
water bills in 2019-20 for one year only. South West Water estimates the ODI
outperformance payment will increase its annual average household water bill by
around £0.675 in 2019-20.
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South West Water has earned this net outperformance payment of £0.514 million for
its water in-period ODIs primarily because its leakage was 1 million litres per day
lower than its performance commitment and it had resolved 96.1% of its operational
customer contacts first time in 2017-18.
We propose a decrease in South West Water’s wholesale wastewater price control,
applying an underperformance payment of £0.784 million (2012-13 prices, net of tax)
to wholesale wastewater bills in 2019-20 for one year only. South West Water
estimates the ODI underperformance payment will reduce its annual average
household wastewater bill by around £1.125 in 2019-20.
South West Water has incurred this net underperformance payment of £0.784 million
for its wastewater in-period ODIs primarily because it had three Category 1 and 2
pollution incidents rather than its commitment of zero in 2017-18, and 237 Category
3 and 4 pollution incidents rather than its commitment of 218 in 2017-18.

Severn Trent Water
Appendix 3 contains the draft determination for Severn Trent Water. We propose a
decrease in Severn Trent Water’s wholesale water price control, applying an
underperformance payment of £29.558 million (2012-13 prices, net of tax) to
wholesale water bills in 2019-20 for one year only. Severn Trent Water estimates the
ODI underperformance payment will reduce its annual average household water bill
by around £1.50 (once other factors such as RPI and WRFIM are applied) in 201920.1
The company has incurred this net underperformance payment of £29.558 million for
its water in-period ODIs primarily because it underperformed its performance
commitment on supply interruptions by 23.49 minutes. Other factors that had a
significant contribution to its underperformance payment included underperformance
in drinking water complaints and in leakage.
We propose an increase in Severn Trent Water’s wholesale wastewater price
control, applying a net outperformance payment of £24.890 million (2012-13 prices,
net of tax) to bills in 2019-20 and, as proposed by Severn Trent Water, deferring the
remaining £62.925 million to future years. Severn Trent Water estimates that
accepting the company’s proposals to defer £62.925 million of its wastewater ODI

1

The net decrease on average household water bills that the company has stated is based on their
proposed underperformance payment. Based on our proposal to exclude the adjustment for the
freeze and thaw, we expect there will be a greater reduction on average household water bills than
stated. See Appendix 3 for more information.
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payment will increase the annual average household wastewater bill by £7 (once
other factors such as RPI and WRFIM2 are applied) in 2019-20.
The company has earned a total net outperformance payment of £87.815 million
primarily because its number of external sewer flooding incidents was 49% lower
than its commitment; its number of internal sewer flooding incidents was 31% lower
than its commitment; and its number of Category 3 pollution incidents was 13%
lower than its commitment.

Hafren Dyfrdwy
In June 2018 we made variations and modifications to the Conditions of Appointment
(licences) of Severn Trent Water Ltd and Dee Valley Water Ltd. We also granted a
new wastewater licence to Dee Valley Water. This allowed Dee Valley Water to
become a water and wastewater services company based wholly in Wales and for
Severn Trent Water to become a water and wastewater services company based
wholly in England. The company based wholly in Wales is now called Hafren
Dyfrdwy.
As a result of the licence change, Severn Trent Water became the water supplier for
the previous Dee Valley Water’s water supply area in England in and around
Chester. This includes 49,700 households and 4,000 business customers (including
charities and public sector organisations).
For Hafren Dyfrdwy, the changes mean the company is able to provide water and
wastewater services to the previous Severn Trent Water’s water and wastewater
supply areas in Wales in and around Powys and Monmouthshire.
These changes, which came into effect on 1 July 2018, have implications for the
application of in-period ODIs. The adoption by Hafren Dyfrdwy of the Severn Trent
Water ODIs that apply to customers in and around Powys and Monmouthshire
requires us to determine the payment “in-period”. As a result, our draft determination
of in-period ODIs this year includes Hafren Dyfrdwy.
The ODI implications were explained in our:


Consultation under section 13 of the Water Industry Act 1991 on proposed
modification of Severn Trent Water’s licence to include the Powys Site and
proposed modification of Dee Valley Water’s licence to include the Chester
site, published 23 March 2018; and

2

Wholesale revenue forecasting incentive mechanism (WRFIM) provides financial incentives for
companies to provide accurate forecasts, and ensures under- and over- recovery is reconciled.
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Variation of Severn Trent Water Limited's appointment to include the Chester
Site and variation of Dee Valley Water Limited's appointment to include the
Powys site published 23 March 2018. In particular, see ‘Performance
commitments and ODIs’ (pages 16-17), and ‘Proposal to allocate performance
commitment levels and ODIs between the two companies’ in Appendix 3
(pages 40-44).

Appendix 4 contains the draft determination for Hafren Dyfrdwy. Following our
Variation of Severn Trent and Dee Valley’s licences (see above), this is based on a
proportion of the rewards and penalties applicable due to Seven Trent’s performance
in the period 2017-2018. The company’s ODIs are based on Severn Trent Water’s
ODIs. The estimated allocation of Hafren Dyfrdwy’s outperformance payments and
underperformance payments (1 April 2015 to 30 June 2018) were included in Tables
11 and 12 on pages 148 and 149 in our Consultation under section 13 of the Water
Industry Act 1991 on proposed modification of Severn Trent Water Limited’s (Severn
Trent Water) licence to include the Powys Site and proposed modification of Dee
Valley Water Limited’s (Dee Valley Water) licence to include the Chester site (Ofwat,
23 March 2018). We have used these allocations in our draft determinations to
determine the in-period ODI values for Hafren Dyfrdwy.
We propose a decrease in Hafren Dyfrdwy’s wholesale water price control, applying
an underperformance payment of £0.172 million (2012-13 prices, net of tax) to
wholesale water bills in 2019-20 for one year only. Hafren Dyfrdwy estimates the
ODI underperformance payment will reduce its annual average household water bill
by around £1 in 2019-20.
We propose an increase in Hafren Dyfrdwy’s wholesale wastewater price control,
applying a net outperformance payment of £0.110 million (2012-13 prices, net of tax)
to bills in 2018-19 and deferring the remaining £0.278 million to future years. Hafren
Dyfrdwy estimates that the impact on the annual average household wastewater bill
is an increase of £3.50 in 2019-20, if the company’s proposals to defer £0.278 million
of its wastewater ODI payment is accepted.
This draft determination will result in the customers that were Severn Trent’s
customers in this period receiving similar bills to if they had remained as Severn
Trent customers. It will not affect customers that have remained customers of the
company that is now called Hafren Dyfrdwy.
Summary of our draft decision for amending Severn Trent Water’s wastewater ODI
cap
Our draft decision for amending Severn Trent Water’s wastewater ODI cap seeks to
retain the incentives for the company to improve its performance in the interests of
9
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customers. We propose to increase the cap from 2% to 2.6% of RoRE, while
requiring increased service levels for internal and external sewer flooding and
pollution incidents for 2018-19 and 2019-20, and reducing the incentive rate for
external sewer flooding to a rate that is consistent with other companies. We set out
further details of the ODI cap in Section 4.
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2.

The in-period ODI framework

Most customers in England and Wales cannot chose their water supplier, therefore
to provide companies with incentives to deliver more of what their customers need
and want, we introduced ODIs at the 2014 price review (PR14). Water companies3
engaged with their customers and stakeholders to identify commitments to their
customers (“performance commitments”) on the service levels they would deliver to
them.
ODIs result in companies being penalised where they fall short of their commitments
to customers. When companies deliver more of what customers want and
outperform their commitments they can earn outperformance payments. As a result,
ODIs encourage companies to deliver more of what matters to customers such as
lower leakage, fewer supply interruptions and fewer incidents of sewer flooding.
Most companies have ODIs that were set at PR14 that we will calculate at the 2019
price review (PR19) and implement from 2020 onwards affecting customer bills in
the period 2020-2025 (we call these “end-of-period” ODIs). For the current price
control period three companies adopted ODIs that see their performance reflected in
payments within this control period (we call these “in-period” ODIs). The three
companies are Anglian Water, South West Water and Severn Trent Water. As
explained above, and as a result of recent licence and boundary changes, Hafren
Dyfrdwy also has in-period ODIs for the final two years of this control period (201819 and 2019-20).
In-period ODIs bring the financial impact of an ODI closer in time to the performance
that generates it, focussing management on delivery and improving the
accountability of companies to their customers. In-period ODIs also ensure that
payments related to current performance are usually paid for, or received by, current
customers.
In-period ODIs can result in payments being made to or by companies. Payments
are made in the form of adjustments to companies’ allowed revenues under their
wholesale water and wastewater price controls for the next charging year. Payments
relating to past and future performance levels as reported in 2017 can be made in
2018-19. Payments can take the form of:


An underperformance payment paid by a company to customers for
performance below the commitment it made to its customers; or

3

In this Draft Determination we refer to water and sewerage undertakers, as defined in the Water
Industry Act 1991, as water companies for simplicity.
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An outperformance payment received by a company to reflect stretching
levels of performance provided to customer beyond the commitment it made
to its customers.

In general, our in-period ODI determinations confirm what the net payment due to
each company is based on its performance in the preceding year. We achieve this
by determining what adjustments are to be made to allowed revenues in the next
charging year by changing a companies’ price controls. A payment can be spread
over more than one year to reduce bill volatility, where this is in customers’ interests.
Companies can propose to smooth the impact on bills and we make a determination
taking account of the company’s proposal and the evidence presented. Our decision
on these annual determinations may take into account any payments that have been
deferred from previous performance years.
There are a number of benefits from in-period ODIs. They sharpen incentives on
companies’ management to deliver what matters to their customers and are also
fairer to customers, whose bills better reflect more recent service performance.
There is a balance to be struck between linking incentives more closely in time to
performance, and a smoother path of bill changes, year-on-year, to reduce bill
volatility. In some cases it might be appropriate to apply the in-period ODIs over
several years to smooth bills while still capturing some of the benefits of bringing
forward incentives closer in time to the performance that generated them.
The three companies with a licence allowing for in-period ODIs in 2015-20 proposed
a package of both in-period and end-of-period ODIs for this price control period. The
licence modification enabled the three companies to propose an approach to
reconciling their ODIs which reflected their customers’ views and which incentivised
them appropriately. As explained above, Hafren Dyfrdwy also has in-period ODIs for
the final two years of this control period (2018-19 and 2019-20).
Following our consultations on outcomes and licence modifications in autumn 2016
all companies have agreed to licence changes that enable them to have in-period
ODIs from April 2020 onwards. In our December 2017 final methodology for the
2019 price review we said that we expect companies to adopt in-period ODIs as a
default for all their ODIs; companies need to justify why an in-period ODI is not
appropriate if they are not proposing one; and companies need to explain the overall
balance between in-period and end-of-period ODIs in their business plans.
At PR14 we included a cap on outperformance and underperformance payments as
our approach to ODIs was new. The outperformance payment cap provides an
important protection for customers, while the underperformance payment cap
provides protection for companies. However, once the cap is reached it can prevent

12

Draft determination of in-period ODIs for 2018

any further benefits from the ODIs and may mean that companies incentives to
deliver what matters to customers are reduced. We explicitly allowed for companies
or their Customer Challenge Group (CCG) to apply to relax cap during the period if it
was clear that doing so was in the interests of customers. We set out further details
of the ODI cap in Section 4.
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3.

Our approach to assessing in-period ODIs

Three companies (Anglian Water, Severn Trent Water and South West Water)
agreed to licence modifications which provide for in-period ODIs in 2015-20. Their
company-specific appendices include in-period ODIs. The licence allows the
company to refer their in-period ODIs to us for determination provided they give
notice to us no later than 15 September in the relevant year. We can also initiate the
in-period ODI determination process if we see fit.
As explained above, the adoption on 1 July 2018 by Hafren Dyfrdwy of the Severn
Trent Water ODIs that apply to Powys customers requires us to determine the
payment “in-period”, where applicable. As a result, our draft determinations of inperiod ODIs this year also includes Hafren Dyfrdwy.
According to the terms of the licence:






companies shall provide the information we reasonably require for making the
determination;
in making the determination we shall consider the company’s performance in
relation to its in-period ODIs in preceding years and, if relevant, its expected
performance in the current and future years (not including the years covered
by the next price review);
we shall have regard to the terms of the in-period ODIs agreed at the price
review; and
we shall not make a determination later than 15 December in the relevant
year.

We set out further details of the in-period ODI process in our Information Notice, IN
18/17 on 16 August 2018. In particular, IN 18/17 included the details of the process
set out in companies’ licences, the information we require from companies for the
determination process and the adjustments to the application of in-period ODIs for
inflation, tax and the weighted average cost of capital.
In the Information Notice we required companies to provide information in relation to
the performance-related payment it considered appropriate for each in-period ODI,
its supporting evidence, whether its request differed in any way from the automatic
operation of the in-period ODIs and, if it did differ, why that was the case. We also
required each company to explain what impact its claim for service performance
would have on its customers’ bills and the engagement it had carried out, or would
carry out, with customers and other stakeholders in relation to the bill impact. There
were further requirements, including submitting completed ODI spreadsheets, K
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factor models (explained below), information on any difference between the claim
and the company’s Annual Performance Report (APR), any ambiguities in the
definitions of the in-period ODIs, and any mitigating factors applied. We also required
each company to explain what internal and external assurance it had obtained for its
in-period ODI claim, including from its CCG4.
We require companies to publish APRs every year. In their APRs companies need to
be transparent about their performance on delivering services for their customers.
The APRs provide us, customers and other stakeholders with the information to
challenge companies on their performance for customers. The APRs for the four
companies with in-period ODIs are available below:





Anglian Water
South West Water
Severn Trent Water
Hafren Dyfrdwy

3.1 Process for determining the application of in-period ODIs: a
risk-based approach
In making these draft determinations, we have applied a series of risk-based tests to
companies’ proposals. In doing so we were able to prioritise our assessment to focus
on the areas that matter most for customers.
We initially reviewed the companies’ submissions at a high level to ascertain whether
all the required data was provided and whether sufficient assurance had been
carried out. We then carried out a review of each in-period ODI, and deep-dives on
particular in-period ODIs where potential issues were identified. Throughout our
review process we made additional information requests from the companies when
required.
The risk-based tests we applied to each company when assessing the in-period ODI
claims are described below.

Provision of information

Each company has a CCG. One aspect of a CCG’s role is to provide independent challenge to a
company and independent assurance to us on a company’s performance. CCG membership includes
representatives from the Consumer Council for Water, customer groups, environmental organisations
and business organisations.
4
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We initially applied checks on whether the company had submitted the required
information. The required submissions were:









information about what outperformance or underperformance payment the
company considers is appropriate for each in-period ODI, its supporting
evidence, and whether its request differs in any way from the automatic
operation of the in-period ODIs as set out in the company’s PR14 final
determination company-specific appendix;
if a company is not claiming the full net outperformance or underperformance
payment implied by the automatic operation of its in-period ODIs, the
company must provide all its evidence in support of this;
separate completed ODI spreadsheets from the PR14 reconciliation rulebook
for the price controls that have in-period ODIs;
completed versions of our K factor model, which is a spreadsheet that
calculates the adjustment to wholesale price limits (the K factor), for each
relevant price control based on the net outperformance or underperformance
payment we determine for each price control; and
an explanation of:
o any differences between the company’s in-period ODIs and its APR;
o any mitigating factors the company has applied and justification;
o any ambiguity in the definition of each in-period ODI, and how the
company has interpreted them;
o any issues with past reported data, the impact of the issues, and how
this affects the company’s claim;
o any changes to methodology for reporting performance; and
o the causes of any significant changes to performance and expectations
of performance in future years.

Ofwat cross-checking calculations
In our Information Notice, IN 18/17, we set out that companies must submit a
completed K factor model and ODI model spreadsheets. We applied checks to
ensure that these had been correctly completed by the company. We compared the
submitted spreadsheets against our own calculations on the company-specific
appendix, rulebook and APR information.

Assurance
It is important that companies provide high-quality assurance of information so that
stakeholders can understand their performance, and hold them to account. This
increases trust and confidence in the water sector. As such, in our Information Notice
we required each company to:
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explain what internal and external assurance it had obtained, including from
its CCG, on its in-period ODI claim;
provide a summary of the outcome from any audit, including any issues that
arose and actions taken;
provide assurance that the information provided was accurate and complete;
provide assurance on how any ambiguities in the definition of in-period ODI
definitions had been interpreted; and
provide assurance on how the company had applied any mitigating factors.

We assessed the extent of internal and external assurance that the company carried
out. The information was cross-checked against the assurance analysis that we had
carried out on the company’s APR.

Bill impacts and bill smoothing
Reflecting companies’ performance on those services that really matter to customers
in companies’ revenues provides strong incentives for companies to improve their
services to customers. It is important that companies understand the impact this
could have on customers' bills and ensure that impact is dealt with sensitively. This is
why we require each company to explain what impact its in-period ODI claim would
have on its customers’ bills including any customer groups that are likely to be
particularly impacted. Companies must take into account our Charges Scheme
Rules, which require companies to “carry out a proportionate impact assessment
whenever the nominal value of bills for a given customer type (assuming a constant
level of consumption) is expected to increase by more than 5% from the previous
year” (page 3).
We also required the company to explain its communication plan to engage with
customers and other stakeholders about the bill impact from in-period ODIs in the
context of the overall bill, and other changes to the bill (for example, inflation or the K
factor agreed at PR14). This should include its plan to engage with any customer
groups that are likely to be particularly impacted, customers in circumstances that
make them vulnerable, those that are struggling to pay and any other water
companies whose customers could be affected by the changes in bills.
We required the company to provide information on its consideration of bill
smoothing, including what engagement it has done on bill smoothing and the
outcome of this engagement.
We assessed the information provided by the company on bill impacts and its
consideration of bill smoothing.
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Deep dives on certain in-period ODIs
In the event that the claim for any specific in-period ODI was material5, or where we
had concerns following our initial review of the information provided, we applied a
deep dive assessment of the in-period ODI to ensure we had given sufficient scrutiny
to those in-period ODIs to protect customers. The deep dive included requests for
additional information and an in-depth inspection of the company’s calculations and
assurance.

Mitigating factors
In the Information Notice we required each company to explain whether and how any
mitigating factors (such as for weather, third party actions or exceptional events) had
been applied to its reported performance for each in-period ODI and its justification
for applying these. In such cases, the company must provide assurance on its
judgment that a mitigating factor is applicable and how it has been applied. We
carried out this check to ensure that any mitigating factors were being applied in
accordance with our final determination.

5

We used as a rule that the outperformance payment or underperformance payment for a specific inperiod ODI was material if it was greater than £1 million or if it constituted more than 25% of the total
outperformance payments or underperformance payments being claimed.
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4.

Severn Trent Water’s application to amend its
wastewater ODI cap

4.1 Background
At PR14 we included a cap on outperformance and underperformance payments.
The effect of the cap is to limit the amount of out and underperformance payments
during the 2015-20 period. The cap is designed to protect customers and companies
against the risk that ODIs turn out to be materially different from expected when the
price review was set, reflecting the outcomes approach was new at PR14.However,
we always recognised that the aggregate cap and collar would reduce companies’
incentives to deliver for customers as they approach the cap. If incentives to deliver
are reduced, this can prevent any further benefits such as improved service, from
those ODIs.
In our 2014 final determination6, we said that an ODI cap could be amended under
certain circumstances to ensure that it is not creating distortions which act against
customers’ interests. A company and/or CCG (or relevant customer body) can apply
to us to amend an ODI cap in the event that it considers the arrangement is working
against the long term interests of customers. We will consider the merits of
amending caps on a case by case basis and expect to see convincing evidence over
a period of several years for us to agree to alter these.
One example of the evidence that a company could provide was that it was
delivering service genuinely beyond upper quartile performance. This is valuable in
two important ways. First it demonstrates that the company is delivering stretching
performance for its customers and the improved service benefits customers, such as
fewer internal and external sewer flooding incidents. Second, since we propose to
use upper quartile performance as a benchmark for setting performance levels
across the industry, going beyond it increases the benchmark and acts to improve
service for all customers across England and Wales.
Amending the cap to retain financial incentives is in customers’ interests if the
incentives are proportionate to the costs required to continue to deliver stretching
performance and do not exceed the benefits.

This is set out in our Final price control determination notice: policy chapter A2 – outcomes,
published in December 2014.
6
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Caps are applied to water and wastewater services separately. For each service we
add together all the ODIs that over the five years lead to net outperformance
payments in 2015-20 and apply a cap, if these amount to more than 2% of the return
on regulatory equity (RoRE). We separately add together all the ODIs that over the
five years lead to a net underperformance payment and apply a separate cap. Each
cap is 2% of RoRE, which for Severn Trent’s wastewater service is around £150
million.
In this section we set out:


Severn Trent Water’s performance that has led it to reach the outperformance
cap;



Severn Trent Water’s application;



Our assessment of the application; and



Our view on an appropriate amendment to Severn Trent’s cap.

Severn Trent Water’s performance
Severn Trent Water has outperformed on all its in-period wastewater ODIs and
expects that this will continue throughout the remainder of the 2015-20 period. In
particular it has earned significant outperformance payments for reducing the
incidence of external sewer flooding, which is sewer flooding that occurs on
customer properties but outside their homes. Such flooding incidents have significant
adverse effects on consumers and the achievement by the company in reducing the
frequency of such flooding is an important priority for customers.
Severn Trent Water’s incentive rate is about £20,000 for each reduction in external
sewer flooding incidents below its performance commitment. This is significantly
higher than the outperformance incentive rates of other companies with a similar
ODI. The company’s underperformance payment rate is also set at about £20,000
(which is comparable to other water companies with ‘underperformance payment
only’ ODIs) and applies if the company’s performance does not meet its committed
performance level.
Severn Trent Water has also performed well on other performance commitments
relating to internal sewer flooding (flooding in the home) and pollution incidents for
which it has received significant outperformance payments. It has performed less
well against its water ODIs and is likely to be obliged to pay underperformance
payments related to these ODIs. The company’s other ODIs set in PR14 are end-ofperiod ODIs and will be assessed as part of PR19 and impact bills in the 2020 to
2025 period.
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Severn Trent Water’s application to amend the wastewater ODI cap
Severn Trent Water has almost reached its wastewater ODI cap (April 2018) and
applied to Ofwat to amend it in July 2018. Severn Trent Water proposed three
options for amending the cap. These were:
•

Option 1: the cap is be removed completely. An additional £10 million
investment to support up to 20,000 vulnerable customers is made by Severn
Trent Water, irrespective of whether it qualifies for any incremental ODI rewards.

•

Option 2: the cap is raised (to a level equivalent to 3% RoRE) but the incentive
rates that apply above the current 2% RoRE cap level are reduced by 80%.

•

Option 3: the cap remains but a ‘netting off’ of the outperformance and
underperformance payments across wastewater and water ODIs is allowed.

Severn Trent Water’s preferred option is Option 1, ie complete removal of the cap.
This could result in forecast outperformance payments above the level of the 2% cap
and could potentially result in additional payments to Severn Trent greater than £200
million. This could result in Severn Trent Water receiving additional rewards without
substantive further improvement in its performance from its current performance
level. Under this option, the company would continue to be assessed against the
original targets set in PR14, large payments could be due for small increases in
performance or even deteriorating performance, since Severn Trent Water is
currently operating considerably above its performance commitment levels.
Severn Trent Water presented various arguments for amending the wastewater ODI
cap. In the sections that follow, these arguments are assessed against the criteria
we set out in our PR14 final determination, with the ultimate aim of assessing what
would be in the best interests of customers.

Sustained out-performance by Severn Trent Water
Severn Trent Water has set out evidence to show it is at upper quartile performance
for internal sewer flooding and is a leading performer on external flooding. This
performance has been sustained over time.

Customer support for amending the cap
Severn Trent Water’s application outlines that it has engaged with its customers and
concluded that its customers support changing the cap, and are willing to pay more
in the form of higher bills in order for the company to continue to improve
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performance. Severn Trent Water has set out how its CCG has reviewed the
research and states that its CCG fully endorses its application and proposals.
Severn Trent Water stated that the survey was of 4000 of its customers, which
indicates in-principle support (over 70% of respondents) for the amendment of the
cap. This demonstrated that customers are willing to see bills increase beyond 2020
in exchange for Severn Trent Water to have incentives to improve service in 2018-19
and 2019-20. However, the survey did not explain that incentives for improving
performance in the 2020-25 period could also increase the size of bills in this period,
which could have impacted upon the answers given. More importantly, customers
supported adjusting the cap for further improvements in service, rather than
improvement against PR14 commitment levels. We consider that those surveyed
may well have only expected to pay incentives for improved performance from
current service levels, not the original PR14 targets.
Severn Trent Water also presents willingness to pay data, again drawing upon the
same questionnaire. We have some concerns with these estimates such as framing
issues. For example, the questionnaire includes reference to Severn Trent Water’s
commitment to investing in vulnerable communities immediately prior to the
questions assessing the various options. This approach could influence the results of
the survey and potentially overstate support for the proposed changes.
On average, customers expressed they were willing for bills to increase by a
maximum of around six pounds beyond 2020. However, it was not explained to
customers that there would also be in period ODIs in the 2020 to 2025 period. For
example bills in 2022-23 will be impacted by performance in 2020-21 through in
period ODIs. We consider that as the improvements in service relate to two years,
we should only take into account the willingness for bills to increase beyond 2020 for
two years; that is the two years 2020-21 and 2022-23 which would not be affected by
in period ODIs in the absence of removing the cap.
We have assessed that customers’ willingness to pay supports the cap being raised
by around £45 million (£6 multiplied by 2 years multiplied by 3.8 million residential
customers7), which would increase the wastewater ODI cap to 2.6% of RoRE.
Severn Trent’s preferred option of removing the cap completely would likely lead to
outperformance payments well beyond this amount and therefore the evidence does
not support raising the cap to this extent.

7

Strictly further adjustments are required to reduce this figure to take account of inflation and to
reflect that wholesale wastewater revenue is collected from business customers that also benefit from
better service, but these are likely to be offsetting.
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The long-term interests of customers
Severn Trent Water also presented examples from academic research highlighting
that aggregate caps on reward schemes can distort incentives which could lead to
customer detriment, and draws on various regulated sectors such as electricity and
rail franchising. In addition, the company presented quantitative analysis, drawing on
data from the energy and healthcare sectors.
While we agree that the academic research submitted does indicate that aggregate
caps can cause consumer harm, such caps are justifiable where the regulator suffers
from a significant information asymmetry. Indeed, insufficient data related to the
performance commitments and the related ODIs was the explicit motivation for us
imposing the cap in the first place. The outcomes approach was introduced at PR14
for the first time and given limited experience, a cap was appropriate to protect
customer interest.
Severn Trent Water has improved its service to the benefit of customers and has
received outperformance payments as a result during 2015-18. The question is
whether it is in customers’ interests for the company to receive further payments for
maintaining this level of performance.

Our conclusions
There is sufficient evidence to support Severn Trent Water’s request to amend the
cap, however it is our view that its proposed options do not meet the criteria set out
at PR14. In other words, the company’s proposed options for amending the cap
would not be in the long-term interests of customers. This is on the basis that:





The academic evidence supports aggregate caps where there is asymmetry
of information.
It is not in customers’ interests for a company to receive the benefit of
outperformance payments for a deterioration of performance from 2017-18
levels.
As set out above the willingness to pay evidence does not support increasing
the cap to the extent that Severn Trent has proposed.

However, we consider not amending the cap would not be in the long term interests
of consumers. This would remove incentives for it to improve the service it provides
to its wastewater customers and may not protect customers against risk of service
deterioration from current service levels. We have therefore developed a proposed
approach that is consistent with the evidence we have received, which we describe
below.
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Our proposed approach to amending the cap
We propose to amend the cap to provide incentives for Severn Trent Water to
improve its performance in the interests of customers, while protecting customers
against risks of excessive outperformance payments.
We would require:
•

Increased service level. The internal and external sewer flooding and pollution
incidents performance level targets for 2018-19 and 2019-20 would be reset to
the level achieved in 2017-18.

•

Reduced incentive rate for external sewer flooding. The outperformance
incentive rate would be reduced by 85% for external sewer flooding, to bring it
broadly into line with those of other companies.

•

Shared best practice. It is important that other companies are able to replicate
the improvements which Severn Trent Water has made on external sewer
flooding, so that the benefits of improved performance are realised by wider
customers.

The 85% reduction to the incentive rate for external sewer flooding would lead to an
incentive rate of around £3,000 per incident. There are three other companies with
outperformance rates in the 2015-20 period. Our proposal for Severn Trent Water
would be higher than the rates for South West Water (£2,300) and Northumbrian
Water (£2,000), but lower than United Utilities’ incentive rates of £3,800 for external
flooding for sewers transferred to the company in 2011 and £10,700 for external
flooding from other sewers. The rates for United Utilities are less comparable to
those of other companies as United Utilities used each rate within a performance
commitment that is an index of different measures. In addition each performance
commitment has a cap that limits the outperformance payment that can accrue each
year. This cap gives United Utilities customers an additional element of protection,
compared to Severn Trent customers, to limit the risk that outperformance payments
accruing from improved performance on external sewer flooding are higher than is
warranted.
We propose to also reduce the underperformance rate by 85% applicable for
performance worse than that the revised performance target, but better than the
original PR14 commitment. If performance was worse than the PR14 commitment,
then the original underperformance rate (which is comparable to other water
companies with ‘underperformance payment only’ incentive regimes) should apply to
protect customers from what would now be a very significant reduction in
performance.
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We propose to increase the cap from 2% to 2.6% of RoRE which would increase the
maximum out-performance payments from the current cap by about £45 million to
around £200 million. This is consistent with our interpretation of the evidence of
customers’ willingness to pay and means that the benefits of further improvements in
service by the company should at least match any related increase in water bills. It
also retains the incentives on all of the ODIs in the wastewater package for Severn
Trent Water to deliver what customers care most about.
We estimate that Seven Trent Water’s additional outperformance payments under
this option, based upon its own forecasts of performance, would be £10–35 million.
It is our view that this package of measures would be in the long term interests of
customers. It would see a tightening-up of service levels, so that Severn Trent Water
is only rewarded for performance better than that delivered in 2017-18, ie for further
reducing sewer flooding and pollution incidents. Such incidents can have severe
negative consequences for consumers, so deteriorating year-on-year performance
that still yields outperformance payments is not in consumers’ interests (whilst
improved performance clearly creates consumer benefits). To the extent that Severn
Trent Water continues to move the upper quartile on sewer flooding then this would
improve long term service levels for the customers of all water companies in the
2020-25 period.
In its application Severn Trent Water stated that key to its performance is the way it
combines high-quality data with expertise and insights, and improving its data
analytics capabilities has allowed its experts to better understand the root cause of
performance. It said that this approach has been taken across many of its
performance areas with sewer flooding being its stand-out success story. We
encourage Severn Trent to share its expertise and lessons learned with other water
companies.
We welcome respondents’ views, including those of Severn Trent Water, on this
approach. If Severn Trent Water accepts the proposed revised cap, then, subject to
any further revisions in consideration of stakeholder responses to this consultation,
we would issue a final determination relaxing the cap accordingly, when we publish
our in-period ODI determination in mid-December. If Severn Trent were not to accept
the revised cap, or if stakeholders present compelling reasons why the existing cap
should not be revised as we propose, then the existing cap would remain in place.
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5.

Next steps

We invite responses to this consultation by close of business on 21 November 2018.
We must make our final determinations of in-period ODIs for 2017-18 no later than
15 December 2018.
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A1 Anglian Water draft determination
Anglian Water is requesting an adjustment to its 2019-20 water wholesale price
control to reflect its performance in 2017-18. Our draft determination is set out in the
table below.
Anglian Water earned a net outperformance payment of £4.635 million because it
outperformed its performance commitment on leakage by 5%. As a result, 9 million
fewer litres of water are leaking from the company’s network every day.
Table 2: Summary of draft determination for Anglian Water
In-period ODI

Performance

W-D4: Leakage (threeyear average)

Outperformed its performance
commitment by 9 megalitres / day

Ofwat Draft
Determination
£ million (2012-13
prices, net of tax)
4.635

The rest of this section describes how we arrived at these figures. Section A1.5
provides a more detailed breakdown of our calculations.

Anglian Water’s ODIs
Anglian Water has 39 performance commitments of which 22 have financial ODIs
attached to them. Only one performance commitment (leakage) has an in-period ODI
for the 2015-20 period.
As explained in the PR14 final determination company-specific appendix for Anglian
Water (page 15), the company removed the expenditure associated with its planned
reduction in leakage between its December 2013 business plan and its revised
business plan. Instead the company proposed to deliver its planned reduction in
leakage through in-period ODI payments.
Table 3: Summary of Anglian Water’s financial ODIs
Underperformance payments
only

Water

Outperformance and underperformance
payments

In-period

End-of-period

In-period

End-of-period

-

6

1

4
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Wastewater

-

4

-

4

Retail

-

-

-

3

Total

-

10

1

11

Summary of Anglian Water’s request for 2017-18
Anglian Water submitted its application for an in-period ODI determination before the
15 September 2018 deadline.
The application explained how the company had outperformed its performance
commitment level for leakage in 2017-18, and included an overview of the assurance
that had been carried out on leakage performance within the context of the
company’s assurance framework. This included confirmation that Anglian Water’s
Board had approved the final reported leakage figure for 2017-18 at its meeting in
May 2018.
The application provided details on the engagement the company carried out on its
leakage performance and the impact on customers’ bills. Anglian Water also
referenced the meetings that the company had held with its CCG, the Customer
Engagement Forum (CEF), in March and June 2018, as well as a meeting with the
Consumer Council for Water (CCWater) to discuss customers’ bills in September
2018. The CEF accepted Anglian Water’s proposed adjustment without further
challenge.
The company provided assurance regarding whether the leakage performance was
exceptional, mitigating factors, ambiguity in ODI definitions, and whether there were
any differences between the submission and its 2017-18 annual performance report
(APR), as explained in the following paragraphs. The company attributes the
reduction in leakage to the resources that it has devoted to leakage reduction since
the start of 2015-16.
Anglian Water stated that its leakage performance in 2017-18 was not due to
exceptional factors, but rather that it was consistent with what it expected as a result
of its 2015-20 strategy and investment plan.
As Anglian Water uses a three-year average figure for its leakage performance
commitment, it already acts as a form of mitigation by smoothing the impact of
weather extremes. The company noted that it responded well to the severe weather
experienced in February and March 2018, and consequently does not believe any
mitigating factor is relevant to its application.
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Anglian Water also stated that it did not consider there was any ambiguity in the
definition of its leakage performance commitment.
The company’s three-year average leakage performance to the end of 2017-18 is 9
Ml/d below its performance commitment level. The company considers that the
appropriate outperformance payment is £4.635 million in 2012-13 prices, net of tax.

Our assessment
Provision of information
The K factor model and the ODI model spreadsheets were completed correctly by
Anglian Water. The company provided sufficient information for us to assess its
claim for an outperformance payment for leakage. However, Anglian Water had not
entered forecast November RPI indices for 2019 and 2020, which resulted in a
discrepancy on the outperformance payment figure when uplifted by inflation
(discussed in Section A1.4).

Ofwat cross-checking calculations
The company’s calculations matched our internal calculations based on the
information provided in the APR.

Assurance
Anglian Water is currently in the ‘targeted’ category under our Company Monitoring
Framework (CMF). The CMF helps us to make sure that water companies provide
high-quality assurance on their reporting to customers. It also challenges water
companies to put processes in place so that the underlying data can be trusted. The
CMF reminds companies that their behaviour in-period matters and that engagement
and accountability is a continuous process, not simply during price reviews. Ultimate
responsibility for assurance lies with a company’s board. The company provided
details of its overall assurance framework in its APR.
We found that Anglian Water had provided a sufficient level of assurance with regard
to its leakage performance and the methodology it had applied in its calculations.
Anglian Water explained in its application that the two pieces of assurance carried
out on its leakage performance are within the context of its assurance framework,
which is available on its website:
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the first review examined the processes Anglian Water has in place for
reporting leakage and the reliability of its year-end reported leakage figure;



the second review examined the processes Anglian Water has in place for
reporting leakage and whether they comply with reporting requirements in the
context of PR14.

The external engineering consultants found no material issues, although they made
some suggestions for long-term improvements to the data sources Anglian Water
used to derive customer supply pipe leakage and training for meter readers to
identify broken meters. Anglian Water’s Board was content to approve the final
reported leakage figure at its May 2018 meeting, in view of the assurance report
findings.
We consider that the external assurance Anglian Water provided was sufficient to
give us confidence that the leakage data provided by Anglian Water was accurate.

Bill impact
Anglian Water provided information on the bill impact of its in-period ODI claim. It will
result in an increase in its average annual household water bill in 2019-20 of around
£2.45. This compares to an approximate total increase of £11.98 on the average
annual customer bill due to changes in RPI, K and updated charge multipliers.
Anglian Water has taken into account Ofwat’s Charges Scheme Rules, which require
companies to consider the impact on any customer group if a bill is likely to increase
by more than 5% in nominal terms. The outperformance payment for leakage will not
directly cause any customer group to experience an increase in bills of more than
5%.

Bill smoothing
Anglian Water submitted that it does not consider it appropriate to defer the
outperformance payment for its leakage ODI, and the CEF and CCWater accepted
the proposed bill changes without further challenge.
We agree with Anglian Water that it is not appropriate to smooth the impact of the
£2.45 average annual household water bill increase. Anglian Water expects to earn
further outperformance payments in relation to its leakage in-period ODI in the rest of
the price control period as it pursues its leakage reduction strategy. This means that
delaying the £2.45 average bill impact would serve to increase future bill increases
rather than smooth bills.
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Customer and stakeholder engagement
Anglian Water communicated its leakage position in its 2017-18 annual integrated
report, of which its APR is a part. In its APR Anglian Water reported its leakage
performance against its ODI in 2017-18, and stated that it was due an in-period
outperformance payment of £4.635 million (before inflation and tax adjustments;
£6.843 million after inflation and tax).
Anglian Water gave regular updates to the CEF on its performance, including
leakage, in 2017-18. In the CEF meeting (March 2018), Anglian Water provided an
estimate of its likely out-turn performance. In June 2018 Anglian Water confirmed its
final performance on leakage for 2017-18, the associated outperformance payment,
and an estimate of the impact on average bills. The CEF accepted Anglian Water’s
proposals without further challenge.
On 19 September Anglian Water discussed with CCWater its customer bills for 201920, including the impact of the ODI outperformance payment, as part of the normal
charging cycle. Anglian Water explained the mechanics of the ODI mechanism along
with its leakage performance for the year.
Anglian Water provided us with information on its communication plan regarding its
2019-20 bills. Its approach to communicating bills will employ social media and
proactive press releases, accompanied by infographics and other visual content to
show how customer bill money is used to pay for investment in infrastructure and
services (such as improvements to leakage).

Past and future expected performance
Anglian Water justified that its improved three-year average performance on leakage
was due to the substantial resources it had devoted to leakage reduction. In its PR14
business plan, Anglian Water set out its intention to achieve a step-change reduction
in leakage reflecting the importance attached to this outcome by its customers. The
company’s improved performance is consistent with its expected path for leakage
reductions and the scale of its investment in leakage reduction. It does not regard its
performance in 2017-18 (and thus the relevant three-year average) to have been
due to exceptional factors or one-off events. Anglian Water expects to continue to
outperform its leakage performance commitment in the remaining years of the
period, consistent with its PR14 plan.

ODI definitions (ambiguity)
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Anglian Water stated that it did not consider that there was any ambiguity in the
definition of its ODI. The company provided information and assurance about how it
had measured leakage and assessed its performance, which we detail above. We
consider that the external assurance Anglian Water provided was sufficient to give
us confidence that the leakage data provided by Anglian Water was accurate.

Mitigating factors
The company did not apply any additional mitigation factors to the claim. Anglian
Water identified severe weather experienced in February and March 2018; however
it responded well to this weather and does not believe any mitigating factor is
relevant to its in-period ODI claim. We agree that Anglian Water has applied no
mitigation measures for its in-period leakage ODI.

Our draft determination
This section sets out our draft determination for Anglian Water. This draft
determination reflects that the company outperformed its performance commitment
by 5% in 2017-18. As a result, 9 million fewer litres of water are leaking from the
company’s network every day.
To put the amounts into context, Table 4 sets out the allowed revenue for Anglian
Water’s wholesale water price control for the 2015-20 period. This was included in
the company’s PR14 final determination company-specific appendix (table A2.10).
The table below uses 2012-13 prices which is the basis of ODIs in PR14.
Table 4: Anglian Water’s wholesale water allowed revenue
Allowed revenue

2015-16

2016-17

2017-18

2018-19

2019-20

411.7

414.8

418.0

421.3

424.4

Total

(PR14 FD, £m
2012-13 prices)
Wholesale water

2090.2

Note: totals may not add up due to rounding

In the tables below we set out the overall in-period ODI draft determination for
Anglian Water in £ million for wholesale water. The first part of Table 5 uses 2012-13
prices, net of tax, which is the basis of ODIs in PR14. The second part of Table 5
uses 2019-20 prices gross of tax.
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Table 5: Our draft determination for in-period ODIs for 2018 – price control totals
Water

Company claim

Ofwat draft determination

Difference

£ million

£ million

£ million

£ million in 2012-13 prices
(the base year for PR14),
net of tax

4.635

4.635

£ million impact on the price
control for 2019-20 (the
figures in the table above
uplifted by inflation and
adjusted for tax)

6.617

6.843

0

0.226
(see note)

Notes


marginal tax rate = 19%



we noted that in its K factor model, Anglian Water had not entered forecast November
RPI indices for 2019 and 2020. For our draft determination we have used November RPI
indices of 285.2 for 2019 and 293.7 for 2020 to calculate the uplifted figure of £6.843
million (uplifted for inflation and a marginal tax rate of 19%). It is this calculation of the K
model which is what led to the difference between Anglian Water’s figure and our figure
in Table 5.

We have used the K factor model to calculate the adjustment to Anglian Water’s
wholesale water price limits resulting from the application of its in-period ODI. The
revised K factor is set out in Table 6 below.
Table 6: Revised K factor for the charging year beginning 1 April 2019
Wholesale price control
Water

Final determination of price controls8

Revised K

0.56%

1.16%

In Section A1.5 we set out our draft determination on Anglian Water’s in-period ODI
based on performance in the financial year 2017-18. Equivalent details for Anglian
Water’s performance in the previous two financial years (2015-16 and 2016-17) are
set out in:


our final determination of Anglian Water’s in-period ODIs in 2016, and

Our formal notification of the determination of price controls for Anglian Water’s retail and wholesale
activities was published on 12 December 2014. The wholesale K numbers for water are set out in
Table 1 of the Formal letter about our determination.
8
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section A.1 in our final determination of in-period ODIs for 2017.
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Draft determination for Anglian Water’s in-period ODI for 2017-18
In-period

2017-18 PC

ODI

level9

W-D4:
Leakage
(three-year
average)

Total

192 Ml/d

2017-18
actual
183 Ml/d

Payment
due

Company
claim10

£ million

£ million

4.635

4.635

4.635

4.635

Claim calculation

2017-18 PC level met = Yes
2017-18 outperformance payment cap
= 182
Outperformance incentive rate =
£0.515m (Ml/d/year)
Outperformance payment: 192 – 183 =
9 * £0.515m = £4.635m

9

Ofwat DD

Difference

£ million

£ million

4.635

0

4.635

0

Comments

We propose to
accept Anglian
Water’s in-period
ODI outperformance
payment
application.

PC level stands for performance commitment level
The £4.635 million figure is in 2012-13 prices, which was the base year for PR14, and net of tax. To calculate the impact on the price control for 2018-19
we uprate the figure by inflation and make an adjustment for tax.
10
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A2 South West Water draft determination
South West Water is requesting an adjustment to its 2019-20 water wholesale price
control to reflect its performance in 2017-18. Our draft determination is set out in
Table 7 and Table 8 below.
In relation to South West Water’s wholesale water in-period ODIs the company has
earned a net outperformance payment of £0.514 million primarily because its
leakage was 1 million litres per day lower than its performance commitment and it
had resolved 96.1% of its operational customer contacts first time, which was higher
than its committed performance level of 93% for 2017-18. South West Water
estimates the ODI outperformance payment will increase its annual average
household water bill by around £0.675 in 2019-20.
Table 7: Our draft determination for South West Water’s wholesale water in-period
ODIs
In-period ODI

W-A1: Compliance with water quality
standard
W-A2: Taste, smell and colour contacts

W-B1: Water restrictions placed on
customers
W-B3: Leakage levels
W-D1: Operational customer contacts
resolved first time
W-E4: Pollution incidents (category 1
and 2)
W-E5: Pollution incidents (category 3
and 4)

Performance
relative to
commitment
Underperformed by
0.02%
Outperformed by
1.4 contacts per
1,000 population
Met performance
commitment
Outperformed by 1
megalitre per day
Outperformed by
3.1%
At commitment

Ofwat Draft
Determination
£ million (2012-13 prices
net of tax)
-

0.403
0.133
-

Underperformed by
16 incidents

-0.022

-

0.514

Total (water)
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In relation to South West Water’s wholesale wastewater in-period ODIs the company
has incurred a net underperformance payment of £0.784 million this year primarily
because it had three Category 1 and 2 pollution incidents against its commitment of
zero in 2017-18, and 237 Category 3 and 4 pollution incidents against its
commitment of 218. South West Water estimates the ODI underperformance
payment will reduce its annual average household wastewater bill by around £1.125
in 2019-20.
Table 8: Our draft determination for South West Water’s wholesale wastewater inperiod ODIs
In-period ODI

Performance
relative to
commitment

Ofwat Draft
Determination
£ million (2012-13
prices net of tax)

S-B1: Operational customer contacts
resolved first time

1.5% lower than
commitment

-0.071

S-C3: Wastewater descriptive works permit
compliance

At commitment

-

S-C4: Pollution incidents (Category 1 and 2)

Underperformed by 3
incidents

-0.346

S-C5: Pollution incidents (Category 3 and 4)

Underperformed by
19 incidents

-0.367

-

-0.784

Total (wastewater)

The rest of this section describes how we arrived at these figures. Section A2.5
provides a more detailed breakdown of our calculations.

South West Water’s ODIs
South West Water has 42 performance commitments of which 25 have financial
ODIs attached to them. There are 11 performance commitments with in-period ODIs
for the 2015-20 period.
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Table 9: Summary of South West Water’s financial ODIs
Underperformance payments only

Outperformance and
underperformance payments
In-period
End-of-period

In-period

End-of-period

Water

3

4

411

2

Wastewater

3

3

1

4

Retail

-

-

-

1

Total

6

7

5

7

Summary of South West Water’s request for 2017-18
South West Water submitted its application for an in-period ODI determination before
the 15 September 2018 deadline.
South West Water submitted as part of its application, completed versions of the ODI
spreadsheet from the PR14 reconciliation rulebook and completed versions of the K
factor model spreadsheet.
The application provided a breakdown of the ODI outperformance and
underperformance payment claims, highlighting how the company had performed
against its performance commitment levels for 2017-18 (these are included in
Section A2.5).
The application included information on:





the extent of outperformance and underperformance on each in-period ODI
and the associated payments;
customer research;
the impact on customers’ bills; and
the engagement plan with customers and stakeholders.

South West Water submitted a copy of the WaterShare Panel 2017/18 Year End
Report (August 2018) alongside its application.

The ODI for ‘water restrictions placed on customers’ allows for underperformance payments to be
paid annually. Outperformance payments accumulate annually but are only paid at the end of the
period if South West Water has not applied any water restriction measures during the course of the
price control period (2015-2020).
11
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The information contained in the application supplemented the performance and
assurance documents published on the South West Water website:




2018 Annual Performance Report & Regulatory Report (July 2018);
2018 Summary Performance Report (July 2018); and
2018 Summary Assurance Report (July 2018).

South West Water did not consider there to be any ambiguity in the definitions of its
in-period ODIs and there were no mitigating factors to be taken into consideration
regarding its performance in 2017-18. The company had not refined any
methodologies for the reporting of its performance commitments and had not
identified any issues with the past reporting of its data.
South West Water is seeking to reflect the in-period underperformance payment
from performance in 2017-18 (−£0.270 million) in customer bills in 2019-20 for
wholesale water and wholesale wastewater combined.
Separately, South West Water is returning £9.0 million to its customers through its
WaterShare framework12. After engagement with the WaterShare Panel and in light
of the findings from its customer survey, South West Water has proposed to take the
net underperformance payment from its 2017-18 performance reducing customer
bills by £0.270 million and defer the ‘other items’ element of the WaterShare
scorecard (£9.0 million) to future years. The WaterShare Panel has accepted this
recommendation.
We provide details of South West Water’s in-period ODI outperformance and
underperformance payments for performance in 2017-18 in Section A2.5.

Our assessment
Provision of information
South West Water completed the K factor models and the ODI spreadsheets
correctly.

Ofwat cross-checking calculations

South West Water’s WaterShare framework involves the company publishing a scorecard on an
annual basis that summarises its performance on the totex incentives, ODIs and other items such as
debt outperformance and allows for the sharing of net benefits with customers in a timely manner.
12
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The company’s calculations matched our internal calculations based on the
information provided in the APR.

Assurance
South West Water is currently in the ‘targeted’ category under our Company
Monitoring Framework (CMF). The CMF helps us to make sure that water
companies provide high-quality assurance on their reporting to customers. It also
challenges water companies to put processes in place so that the underlying data
can be trusted. The CMF reminds companies that their behaviour in-period matters
and that engagement and accountability is a continuous process, not simply during
price reviews. Ultimate responsibility for assurance lies with a company’s board. The
company provided details of its overall assurance framework in its APR.
At PR14, South West Water proposed a WaterShare framework that would monitor
its performance and provide transparency on sharing its performance with
customers. This framework involves the company publishing a scorecard on an
annual basis that summarises its performance and allows for the sharing of the
scorecard of net benefits with customers in a timely manner. The company set up
the WaterShare Panel to provide challenge and assurance that customers are
legitimately and fairly sharing in company performance. The overall governance of
this framework is set out in the WaterShare Terms of Reference on the company’s
website. The WaterShare approach was unique to South West Water and we have
taken into account the framework in our assessment of South West Water’s in-period
ODIs.
South West Water provided us with the WaterShare Panel’s final report which
discussed details of the governance and assurance for ODIs. The WaterShare Panel
has:







reviewed the overall performance of the company using the 2017-18
WaterShare scorecard;
scrutinised 2017-18 ODI performance against the PR14 final determination;
reviewed service performance against other companies’ performance using
the Discover Water website;
received feedback from the Environment Agency on the company’s
performance as assessed by the Environmental Performance Assessment;
reviewed the ODI process and lessons learned from the 2015-16 and 2016-17
Ofwat in-period licence process;
discussed options and scrutinised company recommendation for the net gain
sharing with customers; and
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reviewed the results of customer research to help inform the discussion on the
appropriateness of the company recommendation to pass back £0.3 million
(i.e. the net underperformance payment from 2017-18 performance) to
customers in 2019-20.

The WaterShare Panel carefully considered each option and given the results of the
customer research undertaken, endorsed the company’s recommendation.
South West Water also submitted its technical auditor’s assurance report, which
provides details of the assurance process in relation to in-period ODIs for 2017-18.
The company’s technical auditor audited the input data to the ODI spreadsheets and
K factor models which form part of the company’s in-period ODI application. The
scope of the audit was to confirm the source of the data and the correct transposition
into the spreadsheets.
Overall we found that the company has provided sufficient evidence that its external
auditors have reviewed the company’s procedures and processes in compiling the
outcome data, and have not challenged the company on its approach.

Bill impact
South West Water has explained to us that for 2019-20 its estimated change in its
annual average wholesale water household bill will be an increase of £0.675, and for
the annual average wholesale wastewater household bill will be a reduction of
£1.125. The overall average household bill impact will be a reduction of £0.450.
Bill smoothing and customer engagement
The company’s ODI submission proposed to apply the in-period incentives from
performance in 2017-18 to customer bills in 2019-20. South West Water is proposing
to reduce customer bills by £0.270 million and defer the ‘other items’ element of the
WaterShare scorecard (£9.0 million) to future years. This approach was shared and
discussed with the WaterShare Panel who accepted South West Water’s
recommendation.
South West Water proposed this approach to bill smoothing on the basis of customer
research it commissioned to understand from customers how accrued performance
payments should be returned to them.
Overall, South West Water found that the majority of household customers favour
lower and/or smoother bills to reinvestment in services. Although re-investment
options were not considered because of the results of the customer research, the
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WaterShare panel highlighted that re-investment options should continue to be
explored for future years. The panel recommended that South West Water’s areas of
underperformance should be addressed as business as usual if WaterShare money
is not used.
Our assessment is that it is appropriate for South West Water to apply a reduction of
£0.270 million to customer bills in 2019-20. We have assessed this in the context of
the company deferring the ‘other items’ element of the WaterShare scorecard (£9.0
million) to future years13. One of the main purposes of in-period ODIs is to sharpen
the incentive of companies to improve their service performance by bringing the
application of out- and under-performance payments closer in time to the
performance that generated them. Thus, applying the net underperformance
payment in 2019-20 means that customers experience the reduction in bills more
closely in time than if the underperformance payment was further delayed.
In reaching this view we have taken account of:





The net effect of South West Water’s in-period ODIs on the average
household bill is a reduction of £0.450.
In South West Water’s specific case the in-period ODIs need to be seen in the
context of its WaterShare scheme, which allows for the sharing of the net
benefits with customers from the company’s performance.
The company has undertaken appropriate and targeted customer research in
order to inform its bill smoothing proposals.

Stakeholder engagement
South West Water outlined in its ODI submission that through its WaterShare Panel
meetings, it will continue to engage with its stakeholders to outline how bills are
impacted by incentive payments resulting from the in-period ODIs. The company
also indicated that as part of its annual tariff and charges process, it meets with
CCWater separately to discuss the calculations for customers’ bills.
South West Water stated that since it is not anticipating above average increases on
customer bills, the impact of in-period ODIs will be incorporated within its
communications plan for annual tariff and charges process. The company noted that
as part of the briefing on changes to customer bills, it engages with customers
through a range of methods including customer bill wrappers, an annual customer
newsletter ‘WaterLevel’, its websites and e-newsletters. In addition, the company
Although the ‘other items’ element of the WaterShare scorecard is purely a South West Water
scheme South West Water’s final determination company specific appendix refers to in-period ODIs
operating in the context of its WaterShare framework.
13
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stated that it will continue to promote affordability measures and target customers
who are struggling to pay through its partnerships with debt agencies and social
housing providers, as well as its own Watercare advisors reaching out to customers
through job centres, community events and targeted door knocking activities.

Past and expected future performance
In its submission, South West Water provided information on its performance and
expected future performance, supported by the information included in its Annual
Performance Report.
The company provided the following information.
Category 3 and 4 pollution incidents (water)
South West Water outlined that it had failed to achieve its performance commitment
levels in 2017-18, and is therefore liable for an underperformance payments. The
company states that it has implemented a range of improvement initiatives across
both its network and production operations, including:


raising awareness of environmental pollution risks for all production and
networks staff, including a joint workshop with the Environment Agency;



on the production side reviewing pollution risk assessments at all sites and
implementing new controls;



modifying chemical storage systems to provide additional protections against
overflows and spills, and improving sludge storage facilities;



on the network side, repair crews routinely using settlement tanks and
dechlorination equipment to minimise environmental damage from burst
mains; and



inspection and audit of operational sites to ensure environment risks arising
from operations are documented and mitigated.

South West Water stated its strategy to improve reporting and mitigate water
discharges impacting the environment is working and it expects to meet its
performance commitment in 2018-19.
Operational contacts resolved first time (wastewater)
South West Water reported that it failed to achieve its performance commitment
levels in 2017-18 and has incurred an underperformance payment as a result. To
improve performance in this area, the company has introduced a Single Person
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Operating Model and expects this to increase capacity to respond more quickly to
wastewater events. In addition, the company created a specialist in house team who
will concentrate on blockage cleaning and maintenance on its small diameter sewer
network. This completed the establishment of a single wastewater team responsible
for both the environment and customer, providing real time advice and support to
customers which optimises response times and increases resolution.
As a result of the measures above, South West Water expects to achieve its
committed performance level in 2018-19.
Category 1 and 2 pollution incidents (wastewater)
South West Water failed to achieve its performance commitment levels in 2017-18,
and is therefore liable for an underperformance payment in relation to its
performance. The company reported that it is taking a number of steps to ensure it
improves, including an improved programme of sewer network checking, surveys
and cleansing. The company has also increased its customer awareness campaigns
(‘Love your Loo’ and ‘Think Sink!’), and introduced a dedicated pollution response
team and a new system to improve data ‘visualisation’ in order to better prevent and
manage incidents.
South West Water states investments are being targeted to improve performance in
this area.
Category 3 and 4 pollution incidents (wastewater)
South West Water failed to meet its performance commitment level in 2017-18,
which has resulted in an underperformance payment. The company is taking a
number of steps to ensure it improves, as detailed for Category 1 and 2 pollution
incidents in the section above.
South West Water states investments are being targeted to improve performance in
this area.

ODI definition (ambiguity)
South West Water reported that it did not consider there to be any ambiguity in the
definitions of its in-period ODIs. The company also stated that it has not refined any
methodologies for the reporting of its performance commitments and has not
identified any issues with the past reporting of their data. We agree that the external
assurance South West Water provided gave us confidence in the reporting of its
data.
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Mitigating factors
South West Water reported that it had not applied any mitigating factors to its
reported performance. This is in line with our assessment of the company’s in-period
ODIs.

Our draft determination
This section sets out our draft determination for South West Water. This draft
determination includes the outperformance payments and underperformance
payments South West Water incurred based on performance in 2017-18.
In relation to South West Water’s wholesale water in-period ODIs the company has
earned a net outperformance payment of £0.514 million primarily because its
leakage was 1 million litres per day lower than its performance commitment and it
had resolved 96.1% of its operational customer contacts first time, which was higher
than its committed performance level of 93% in 2017-18. South West Water
estimates the ODI outperformance payment will increase its annual average
household water bill by around £0.675 in 2019-20.
In relation to South West Water’s wholesale wastewater in-period ODIs the company
has incurred a net underperformance payment of £0.784 million this year primarily
because it has three Category 1 and 2 pollution incidents against its commitment of
zero in 2017-18, and 237 Category 3 and 4 pollution incidents against its
commitment of 218. South West Water estimates the ODI underperformance
payment will reduce its annual average household wastewater bill by around £1.125
in 2019-20.
To put the amounts into context, Table 10 sets out the allowed revenue for South
West Water’s wholesale water and wastewater price controls for the 2015-2020
period. This was included in the company’s PR14 final determination companyspecific appendix (tables A2.1and A3.10). The table uses 2012-13 prices which is
the basis of ODIs in PR14.
Table 10: South West Water’s wholesale water and wastewater allowed revenue
Allowed revenue
(PR14 FD, £m, 2012-13
prices)
Wholesale water
Wholesaler wastewater

2015-16

2016-17

2017-18

2018-19

2019-20

188.2

185.8

182.6

181.5

181.6

238.4

239.8

241.9

243.4

243.6
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919.8
1,207.1
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Note: totals may not add due to rounding

Table 11: Our draft determination on in-period ODIs for 2017-18 – price control totals
The first part of Table 11 uses 2012-13 prices, net of tax, which is the basis of ODIs
in PR14. The second part of Table 11 uses 2019-20 prices gross of tax.
Company claim
£ million

Ofwat draft
determination
£ million

0.514

0.514

0

-0.784

-0.784

0

-0.270

-0.270

0

0.759

0.759

0

-1.157

-1.157

0

-0.398

-0.398

0

Water - £ million in 2012-13 prices (the base
year for PR14), net of tax
Wastewater - £ million in 2012-13 prices (the
base year for PR14), net of tax
Total
Water - £ million impact on the price control
for 2019-20 (the figures in the table above
uprated by inflation and adjusted for tax)
Wastewater - £ million impact on the price
control for 2019-20 (the figures in the table
above uprated by inflation and adjusted for
tax)
Total

Difference
£ million

Notes



Totals may not add up because of rounding
Marginal tax rate = 19%

Table 12: Revised K factors for the charging year 1 April 2019
Wholesale price control
Water

Final determination price controls
-0.15%

Revised K
-0.53%

-0.11%

1.12%

Wastewater

The revised K factors for the charging year beginning 1 April 2019 include the inperiod ODIs for 2017-18, and also the unwinding of the in-period ODIs for 2016-17.
In Section A2.5 we set out our draft determination on each of South West Water’s inperiod ODIs based on performance in the financial year 2017-18. Equivalent details
for South West Water’s performance in the previous two financial years (2015-16
and 2016-17) are set out in:


our final determination of South West Water’s in-period ODIs in 2016, and
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section A.2 in our final determination of in-period ODIs for 2017.
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Draft determination for South West Water’s in-period ODIs for 2017-18
In-period ODI draft determination: water
In-period ODI

W-A1: Compliance
with water quality
standard

2017-18
PC
level14
99.98

2017-18
actual
99.96

Payment
due

Company
claim15

£ million

£ million

-

-

3.60

2.20

-

-

2017-18 PC level met = No

-

Actual performance is within
the underperformance
payment deadband therefore
no underperformance payment
is payable.

2017-18 PC level met = Yes

-

Actual performance is within
the outperformance payment
deadband therefore no
outperformance payment is
due.

-

This outperformance payment
is only paid at the end of the
price control period if no water
restrictions are applied at any

2017-18 outperformance payment
deadband = 2.02
This is within the deadband, therefore
no outperformance payment or
underperformance payment is due.
0

0

-

-

Comments

£ million

Performance falls within the
underperformance payment deadband,
therefore no underperformance
payment is due.

(Number of
contacts per 1,000
population)

W-B1: Water
restrictions placed
on customers

Ofwat DD

2017-18 underperformance payment
deadband = 99.90%

(Mean zonal
compliance %)

W-A2: Taste, smell
and colour contacts

Claim calculation

2017-18 PC level met = Yes
2017-18 payment deadband = 0
Outperformance payment incentive
rate = £1.624m

14

PC level stands for performance commitment level
The £ million figures are in 2012-13 prices, which was the base year for PR14, and net of tax. To calculate the impact on the price control for 2018-19 we
uprate the figure by inflation and make an adjustment for tax.
15
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In-period ODI

2017-18
PC
level14

2017-18
actual

Payment
due

Company
claim15

£ million

£ million

(Number of water
restrictions)

Claim calculation

Ofwat DD

Comments

£ million

This performance commitment
measures the number of water
restrictions in place on customers in a
five-year period.

point during the price control
period.

Only the underperformance payment is
subject to the in-period mechanism.
The outperformance payments are
provisionally accrued yearly but are
only applied after assessment of
performance to 2018-19, based on
expected delivery to 2019-20. If
restrictions on use are imposed in a
part of South West Water’s area in the
five-year period no outperformance
payment will be earned.
W-B3: Leakage
levels

84

83

0.403

0.403

2017-18 PC level met = Yes

0.403

We propose to accept South
West Water’s net
outperformance payment
application and the company’s
outperformance payment
calculation.

0.133

We propose to accept South
West Water’s net
outperformance payment
application and the company’s

2017-18 payment deadband = 84

(Megalitres a day,
Ml/d)

2017-18 payment cap = 64
Payment incentive rate = £0.403m
Outperformance payment: 84
(deadband) – 83 (performance) = 1 *
0.403 = £0.403m

W-D1: Operational
customer contacts
resolved first time

93

96.1

0.133

0.133

2017-18 PC level met = Yes
2017-18 payment deadband = 93
2017-18 payment cap = 100
Payment incentive rate = £0.043m
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In-period ODI

2017-18
PC
level14

2017-18
actual

Payment
due

Company
claim15

£ million

£ million

(% of customer
contacts resolved
first time)
W-E4: Pollution
incidents (Category
1 and 2)

0

0

-

-

Claim calculation

Ofwat DD

Comments

£ million

Outperformance payment: 96.1
(performance) – 93 (deadband) = 3.1 *
0.043 = £0.133m

outperformance payment
calculation.

2017-18 PC level met = Yes

No underperformance
payment has been incurred.

PC level has been met, therefore no
underperformance payment is due.

(Number of
pollution incidents,
categories 1 and 2)
W-E5: Pollution
incidents (Category
3 and 4)

2

18

-0.022

-0.022

2017-18 PC level met = No

-0.022

2017-18 underperformance payment
deadband = 2

(Number of
pollution incidents,
categories 3 and 4)

2017-18 underperformance payment
collar = 4
Underperformance payment rate =
£0.011m
Underperformance payment: 4
(underperformance payment collar) – 2
(underperformance payment
deadband) = 2 * 0.011 = £0.022m

Total (water)

0.514

0.514

0.514
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underperformance payment
application and the company’s
underperformance payment
calculation.
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In-period ODI draft determination: wastewater
In-period ODI

S-B1: Operational
customer contacts
resolved first time

2017-18
PC
level16
93

2017-18
actual
91.6

Payment
due

Company
claim17

£ million

£ million

-0.071

-0.071

Claim calculation

Ofwat DD
£ million

2017-18 PC level met = No

-0.071

2017-18 underperformance payment
deadband = 93

(% customer
contacts resolved
first time)

Comments

2017-18 underperformance payment
collar = 75
Underperformance payment rate =
£0.051m

We propose to accept South
West Water’s net
underperformance payment
application and the company’s
underperformance payment
calculation.

Underperformance payment: 93
(deadband) – 91.6 (underperformance)
= 1.4 * 0.051 = £0.071m
S-C3: Wastewater
descriptive works
permit complaint

100

100

-

-

South West Water met its
performance commitment
therefore no
underperformance payment is
payable.

2017-18 underperformance payment
deadband = 95.0

(% wastewater
descriptive works
permit compliance)
S-C4: Pollution
incidents (Category
1 and 2)

2017-18 PC level met = Yes

South West Water met its performance
commitment, therefore no payment is
due.
0

3

-0.346

-0.346

2017-18 PC level met = No
2017-18 underperformance payment
deadband = 2

16

-0.346

We propose to accept South
West Water’s net
underperformance payment
application and the company’s

PC level stands for performance commitment level
The £ million figures are in 2012-13 prices, which was the base year for PR14, and net of tax. To calculate the impact on the price control for 2018-19 we
uprate the figure by inflation and make an adjustment for tax.
17
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(Number of
pollution incidents,
categories 1 and 2)

2017-18 underperformance payment
collar = 8

underperformance payment
calculation.

Underperformance payment rate =
£0.346m
Underperformance payment: 3
(performance) – 2 (deadband) = 1 *
0.346 = £0.346m

S-C5: Pollution
incidents (Category
3 and 4)

218

237

-0.367

-0.367

2017-18 PC level met = No

-0.367

2017-18 underperformance payment
deadband = 218

(Number of
pollution incidents,
categories 3 and 4)

2017-18 underperformance payment
collar = 262
Underperformance payment rate 1
(262 – 248) = £0.0103m
Underperformance payment rate 2
(248 – 218) = £0.0193m
Underperformance payment rate 2
applies:
Underperformance payment: 237
(performance) – 218 (deadband) = 19
* 0.0193 = £0.367m

Total
(wastewater)

-0.784

-0.784

-0.784
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application and the company’s
underperformance payment
calculation.
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A3Severn Trent Water draft determination
Severn Trent Water is requesting an adjustment to its 2019-20 water wholesale price
control to reflect its performance in 2017-18. Our draft determination is set out in
Table 14 and Table 15 below.
The estimated allocation of Severn Trent Water’s outperformance payments and
underperformance payments (1 April 2015 to 30 June 2018) were included in Tables
11 and 12 on pages 148 and 149 in our Consultation under section 13 of the Water
Industry Act 1991 on proposed modification of Severn Trent Water Limited’s (Severn
Trent Water) licence to include the Powys Site and proposed modification of Dee
Valley Water Limited’s (Dee Valley Water) licence to include the Chester site (Ofwat,
23 March 2018).
Table 13: Summary of ODIs paid in revenue
Price control

Severn Trent England

Hafren Dyfrdwy

Wholesale water

99.42%

0.58%

Wholesale wastewater

99.56%

0.44%

We have used these allocations in our draft determinations to determine the final inperiod ODI values for Severn Trent Water.
In relation to Severn Trent Water’s wholesale water in-period ODIs the company has
incurred a net underperformance payment of £29.558 million primarily because it
underperformed its performance commitment on supply interruptions. Other factors
that had a significant contribution to its underperformance payment included higher
drinking water complaints and underperformance in leakage. Severn Trent Water
estimates the adjusted ODI underperformance payment will decrease its annual
average household water bill by around £8 in 2019-20.18

18

The net decrease on average household water bills that the company has stated is based on their
applied underperformance payments. Based on our proposal to exclude the adjustment for the freeze
and thaw, we expect there will be a greater reduction on average household water bills than stated.
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Table 14: Our draft determination for Severn Trent Water’s wholesale water in-period
ODIs
In-period ODI

W-A1: Number of complaints about
drinking water quality
W-A2: Compliance with drinking water
quality standards
W-A4: Number of successful catchment
management schemes
W-B2: Leakage levels

W-B3: Speed of response in repairing
leaks

W-B4: Number of minutes customers
go without supply each year
W-B7: Customers at risk of low
pressure
W-B8: Restrictions on water use
W-C1: Customers rating our services
as good value for money
W-E1: Size of our carbon footprint
Total (water)

Performance
relative to
commitment
Underperformed
by 2,695
contacts
0.04 percentage
points below
commitment
Not applicable
Underperformed
by 9 megalitres
per day
Underperformed
by 67
percentage
points
Underperformed
by 23.49
minutes
46 customers
lower than
commitment
Not applicable
7 percentage
points above
commitment
Underperformed
by 34 ktCO2e
-

Ofwat Draft
Determination
£ million (2012-13
prices net of tax)
-2.411

-

-1.712

-1.398

-23.579

0.036

-

-0.494
-29.558

In relation to Severn Trent Water’s wholesale wastewater in-period ODIs the
company has earned a net outperformance payment of £87.815 million primarily
because its number of external sewer flooding incidents was 49% lower than its
commitment; its number of internal sewer flooding incidents was 31% lower than its
commitment; and its number of Category 3 pollution incidents was 13% lower than
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its commitment. We propose to accept the company’s proposals to defer £62.925
million of its wastewater ODI payment, to mitigate the impact on the annual average
household bill.
Table 15: Our draft determination for Severn Trent Water’s wholesale wastewater inperiod ODIs
In-period ODI

Performance
relative to
commitment

S-A1: Internal sewer flooding incidents
S-A2: External sewer flooding incidents

S-B1: Customers rating our services as
good value for money
S-C2: Category 3 pollution incidents
S-D1: Carbon footprint
Total (wastewater)
Total, with deferral of £62.925m
(wastewater outperformance payment)

Outperformed
by 298 incidents
Outperformed
by 3,684
incidents
Outperformed
by 6 percentage
points
Outperformed
by 47 incidents
Outperformed
by 3 ktCO2e
-

Ofwat Draft
Determination
£ million (2012-13
prices net of tax)
12.760
72.866

-

2.533
0.044
87.815
24.890

The rest of this section describes how we arrived at these figures. Section A3.5
provides a more detailed breakdown of our calculations.

Severn Trent Water’s ODIs
Severn Trent Water has 45 performance commitments of which 33 have financial
ODIs attached to them. There are 15 performance commitments with in-period ODIs
attached for the 2015-20 period.
Table 16: Summary of Severn Trent Water’s financial ODIs
Underperformance
payment only

Outperformance
payment only
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In-period

End-ofperiod

In-period

End-ofperiod

In-period

End-ofperiod

Water

1

8

-

-

9

2

Wastewater

-

2

-

1

5

4

Retail

-

-

-

-

-

1

Total

1

10

-

1

14

7

Summary of Severn Trent Water’s request for 2017-18
Severn Trent Water submitted its application for an in-period ODI determination
before the 15 September 2018 deadline.
Severn Trent Water submitted as part of its application, completed versions of the
ODI spreadsheet from the PR14 reconciliation rulebook and completed versions of
the K factor model spreadsheet.
The application provided a breakdown of its ODI payment claims, explaining how the
company had performed against its performance commitment levels for 2017-18
(these are included in Section A3.5).
The application included information on:







the extent of outperformance and underperformance and the associated
performance payments;
the impact on customers’ bills;
customer engagement;
data assurance; and
Water Forum engagement.

The information contained in the application supplemented the performance and
assurance documents published on the Severn Trent Water website:





Annual Performance Report – 2017/18 (July 2018)
Annual Performance Report – 2017/18: a summary for customers (July 2018)
Assurance summary for 2017/18 (July 2018)
Risk and compliance statement for 2017/18 (July 2018)

Severn Trent Water stated that operating conditions in the year were considered to
be normal overall. In general, they were not considered exceptional and were within
the range of conditions expected when it designed its performance commitments and
ODIs. The company stated that the one exception to this was the impact of the ‘Beast
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from the East’ which it considered to be exceptional in terms of impact on
performance, most notably supply interruptions.
The company made two adjustments to their mechanistic ODI calculations. The first
to reflect that their position on calculating real leakage losses aligns with our
approach detailed in the 2016-17 in-period ODI determination, and the second to
take into account the capping of individual events for supply interruptions to reflect
the impact of extreme weather.



W-B2: Leakage
W-B4: Minutes customers go without supply each year

Our assessment of the company’s approach to adjustment of these two in-period
ODIs is included in Section A3.3 below.
Severn Trent Water applied for the full value of its ODI out- and under- performance
payments to be taken into account in this draft determination, with the exception of
the adjustments for leakage (W-B2) and supply interruptions (W-B4). The reasons
for these exceptions, and the impact of the company’s restatement on the company’s
net ODI payment position, are explained below.
The company did not identify any potential for ambiguity in measurement against its
in-period ODIs.
In Section A3.5 we set out Severn Trent Water’s claim for each in-period ODI for
2017-18.

Our assessment
Provision of information
Severn Trent Water completed the K factor model correctly, and the ODI model
spreadsheets in a manner that produced the correct outputs. We raised a query
regarding several figures in the ODI model spreadsheets where we identified
discrepancies with supporting documentation provided in the in-period ODI
application. Severn Trent explained the reason for any discrepancies and
acknowledged where they had made errors in completing the ODI model
spreadsheets. These discrepancies did not have a material impact on the final
calculation of the aggregate in-period ODIs.

Ofwat cross-checking calculations
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With the exception of the aforementioned discrepancies, the company’s calculations
matched our internal calculations based on the information provided in the APR.

Leakage ODI
Severn Trent Water has reported an increase in leakage levels of 11 Ml/day. This net
increase is comprised of a 7 Ml/day increase driven by data improvements, a 3
Ml/day reduction due to methodological changes, and an increase in the level of
unaccounted for water19 from the network of 7 Ml/day.
The methodological changes reflect where new evidence has resulted in a change to
the company’s assumptions about how water is used. The data improvements
reflect where the company now has more accurate data (for example, because new
data loggers have been installed).
In our 2016-17 in-period ODI final determination we determined that Severn Trent
should apply only changes in real losses, and not data improvements and
methodology updates, to financial incentive calculations relating to leakage. In line
with this position and subsequent industry workshops in 2018, Severn Trent has
made an adjustment to the way it calculates its leakage ODI value for 2017-18 as
well as adjusting previous ODI values claimed for 2015-16 and 2016-17 to reflect
real losses only.
The company provided details of how it calculated the adjustments, which results in
an additional underperformance payment of £0.611 million.
We accept Severn Trent Water’s calculation of leakage performance using real
losses only and the adjustment to previous years’ ODI values. The adjustment has
been included in the total underperformance payment for leakage as detailed in
Section A3.5.

Supply interruptions ODI
Severn Trent experienced an exceptionally poor year in relation to supply
interruptions during 2017-18, stating in its in-period ODI application that “the
performance was attributable to a very small number of large scale events
throughout the year and culminating in the ‘Beast from the East’ in March 2018”.

19

Unaccounted for water is either unmeasured consumption or leakage from the network.
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The company cited what it describes as two events in particular that caused
significant operating issues, namely one in Gloucestershire in December 2017 and
the extreme cold weather and rapid thawing in March 2018.
These events contributed 17.06 minutes (5.73 minutes relating to the
Gloucestershire incident and 11.33 minutes relating to the freeze and thaw) to the
total annual supply interruptions performance of 34.29 minutes. The company
considers that these impacts were exceptional and requested that adjustments be
applied to their mechanistic in-period ODI calculation to reflect this.
In our PR14 final determination for Severn Trent (pages 164 and 165), performance
commitment W-B4 (number of minutes customers go without supply each year)
states that “the impact of any individual incident will be limited to 5 minutes”. The
company applied to exclude the impact of the Gloucestershire event and the “Beast
from the East” to the extent that either exceeded 5 minutes.
We agree with the company’s view that the Gloucestershire event in Tewkesbury in
December 2017 was an individual incident and accept the application to exclude the
impact of the event to the extent that it exceeded 5 minutes (i.e. 0.73 minutes).
For the freeze and thaw we raised a query to the company to provide further
explanation as why it considers this an individual incident. The query included a
request for a more detailed breakdown of the data used to calculate the total minutes
of 11.33 minutes split by geographical area (i.e. a group of contiguous customers)
and period (number of days) within each geographical area.
Severn Trent responded that it considers the “Beast from the East” to be an
individual incident as it has the same underlying cause and has widely been referred
to as an incident (including in our publication Out in the Cold). However, in a letter to
Ofwat on 6 March 2018 Severn Trent Water referred interchangeably to both incident
and multiple incidents in respect of what occurred in its area during the freeze and
thaw.
The supply interruptions in March 2017 arose from supply failures of distinct assets
at a number of different geographic locations and times across the company’s area.
As such, these have the characteristics of separate incidents, albeit all related to the
same meteorological conditions. Moreover, the commitment given at PR14 simply
referred to incidents, without further qualification. It made no reference to a broader
weather-related exclusion, nor defined circumstances in which meteorological
conditions across a large region might constitute a single incident.
Therefore, we consider that the freeze and thaw resulted in multiple distinct incidents
and we do not consider that the 5 minute individual incident cap should be
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applicable. This is consistent with a straightforward reading of the performance
commitment Severn Trent Water made to its customers at PR14. We have therefore
rejected Severn Trent’s application to apply the adjustment to exclude the impact of
the freeze and thaw to the extent that combined incidents exceeded 5 minutes and
have applied the full underperformance payment in our calculation. This results in a
£6.963 million20 increase to the underperformance payment.
Details of our calculations and draft determination on this ODI are set out in Section
A3.5.

Assurance
Severn Trent Water is currently a ‘targeted’ company under our Company Monitoring
Framework. The CMF helps us to make sure that water companies provide highquality assurance on their reporting to customers. It also challenges water
companies to put processes in place so that the underlying data can be trusted. The
CMF reminds companies that their behaviour in-period matters and that engagement
and accountability is a continuous process, not simply during price reviews. Ultimate
responsibility for assurance lies with a company’s board.
Within the in-period ODI application the company summarised the assurance it had
undertaken and the outcome of the independent technical assurance on
performance commitments. This information supplemented the company’s
Assurance Summary 2018 published in July 2018.
In its in-period ODI application supporting documents, Severn Trent Water stated
that the assurance process used a staged approach which is completed before any
internal sign-off of data by the company. Stage one focused on process and included
both desktop reviews and face-to-face interviews. Stage two focused on the data
produced and associated commentaries; engineering consultants carried out audits
in person with the responsible data owners.
The external consultancy carried out stage one and stage two reviews for all 45
performance commitments at year-end, and on a risk-based approach at the half
year stage. As part of its year-end assurance, the consultants found no material
weaknesses in the production of the data and confirmed that the majority of reviewed
teams have a good understanding of their processes for reporting performance.

This is the total underperformance payment based on Severn Trent Water’s performance. As a
result of the licence modifications (discussed in Section 1), the allocation of payments results in
£6.923m being applied to Severn Trent Water and £0.040m being applied to Hafren Dyfrdwy.
20
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In addition to the above, the company stated that their ODI model spreadsheets and
K factor model underwent second line assurance to ensure that the correct outputs
had been included.
In our assessment, we found several discrepancies between the information in the
ODI model spreadsheets, the APR and supporting documents to the in-period ODI
application. We asked the company to clarify several points and Severn Trent
acknowledged where it had made errors in both their ODI model spreadsheets and
supporting documentation. We also found discrepancies between the information
about assurance in the supporting documents and the Assurance Summary 2018.
We accepted the company’s overall response but note that we will be closely
monitoring the quality of internal assurance of future in-period ODI submissions.

Impact of licence and boundary changes on customer bills
An important commitment following the boundary changes of Severn Trent Water
and Hafren Dyfrdwy was the guarantee that the revision of operating areas would
lead to at least the same level of service to customers and, as far as possible, no
increase in customer bills due to regulatory incentives.
We asked the company to provide further information detailing how this has been
considered. Severn Trent Water stated that the driver for in-period ODI allocation
between the two companies is wholesale revenue. The rationale is that any
wholesale revenue incentive results in an uplift or reduction in customer bills
proportionate to their wholesale charge. Allocating in line with the wholesale revenue
split thus means that customers are in the same position as if the border variation
had not taken place.
For in-period ODI adjustments earned in 2017-18, this means that the net
underperformance payment on the water service will be taken through charges in
2019-20. In line with the split of wholesale revenue, 92.42% of underperformance
payments are allocated to Severn Trent Water. When setting tariffs, Severn Trent
Water will not apply the resulting downward adjustment to charges in the ‘Chester
site’. Similarly, 99.56% of the net outperformance payment on wastewater service
will be allocated to Severn Trent Water. Since Dee Valley Water (now Hafren
Dyfrdwy) had no wastewater service, it is clear that any wastewater customers are
receiving the same impact as if they had remained Severn Trent customers.
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Bill impact
Severn Trent Water has stated that the indicative bill impact from incorporating the
payments from its ODIs and other factors (RPI, Water Revenue Forecasting
Mechanism (WRFIM), etc) is a decrease of £0.50 to the average household
combined water and wastewater bill. However, the impact of bills differs between
water and wastewater services.
The company estimates a net reduction on the average household water bill of £1.50
(once other factors are also applied), based on its proposed underperformance
payment. Based on our proposal to exclude the adjustment for the freeze and thaw,
we expect there will be a greater reduction on water bills than stated.
Severn Trent estimates that the impact on the average household wastewater bill is
an increase of £7 (once other factors are also applied). The company has stated that
incorporating the full ODI outperformance for wastewater into the 2019-20 charges
would increase the average household combined bill by more than 8% and the
unmeasured wastewater bill by around 14%. This would impact at a time when
customers are experiencing a number of pressures on their disposable incomes,
primarily the rate of inflation being higher than the rate of increase in household
incomes.
Thus, the company has proposed an approach to smoothing these bill impacts,
which we discuss below.

Bill smoothing
The company’s submission proposed to apply the full in-period ODI
underperformance payment for water services on bills in 2019-20 and suggested
measures to smooth bills over more than one year in relation to wastewater. Severn
Trent Water proposed to defer £62.925 million of the wastewater outperformance
payment, which would reduce the ODI impact on wastewater bills for 2019-20.
Severn Trent Water has incorporated the deferred ODI payments from 2017-18,
along with those deferred from 2016-17, in its financial modelling forecasts for the
PR19 business plan submission. To help reduce bill volatility the company has
smoothed the impact of these deferrals across AMP7.
We asked Severn Trent whether it had considered any other options for deferring its
wastewater outperformance payment. The company responded that its customer
research indicates that customers are concerned if there is a sharp increase in their
overall bill, but do not focus on to the composition of the charge. It therefore looked
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at the level of the wastewater ODI which could be taken in 2019-20 without causing
undue incidence effects and presenting as smooth a bill profile as possible.
Severn Trent also commented that if there had been no offsetting adjustments on the
water service, it would have considered deferring more of the wastewater
outperformance payments to future periods. This approach is similar to the
company’s approach early in the AMP, where it took more outperformance payments
in-period when the RPI was low, allowing it to keep the resulting bill increases within
reasonable bounds.
Table 17 below illustrates the nominal bill impact for 2019-20 in percentage terms
relative to 2018-19 bills under each of the options considered.
Table 17: Scenarios considered by Severn Trent Water for bill smoothing
Average bills
Unmeasured
Water
Wastewater
Combined
Measured
Water
Wastewater
Combined
Average
Water
Wastewater
Combined

Option 1 – without
smoothing

Option 2 – with
smoothing

197.6
212.6
410.2

198.0
188.8
386.4

163.2
173.7
337.0

163.2
158.4
321.6

181.2
195.2
376.4

181.2
175.2
356.3

Severn Trent Water discussed its proposal to defer an element of outperformance on
wastewater with its Water Forum and CCWater as part of discussions on PR19. We
asked the company to provide more information on the Water Forum and CCWater’s
specific views on the bill impacts of this year’s in-period ODIs. In response, Severn
Trent Water stated that the Water Forum and CCWater have endorsed its
recommendations on this year’s in-period ODIs and are supportive of its overall
approach, which looks to manage incidence effects by taking more ODIs when bill
increases can be kept low.
Based on the information Severn Trent Water provided us with, including the views
of its Water Forum and CCWater, we consider is that it is appropriate for Severn
Trent Water to smooth the impact of its net outperformance payment for wastewater
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in-period ODIs, by deferring £62.925 million. Applying a proportion of the payment in
2019-20 will reduce the impact on customers’ bills next year.
Deferring £62.925 million of the wastewater outperformance payment means
applying an outperformance payment of £24.890 million for wastewater services to
bills in 2019-20. Combined with the £29.558 million underperformance payment for
water services, this is a net underperformance payment of £4.668 million in 2012-13
prices net of tax.

Customer and stakeholder engagement
Severn Trent Water reported that the Water Forum continues to monitor and
challenge the company’s current performance. Severn Trent Water provided updates
to the Water Forum at the full and half financial year, the Severn Trent Water Audit
Committee Chair provided an annual update on its view of Severn Trent Water’s
assurance activities, and Severn Trent Water’s regulators (DWI, the Environment
Agency and Natural England) and CCWater were invited to give the forum their
views throughout the year. In line with this approach, Severn Trent Water has
engaged with the Water Forum on: the proposed deferral and impact on customer
bills in 2019/20, expected outturn performance in terms of future years through the
developing performance commitment suite for PR19, actual performance ahead of
full year results announcement in May 2018, and performance ahead of the
publication of the Annual Performance Report 2018.
Severn Trent Water has several elements in its approach to customer engagement,
including research undertaken to inform business plan proposals in 2014 and the
PR19 plan, publication of its customer-focused Annual Performance Report 2018,
and communication during the main billing period.
We asked the company to provide further information in relation to engagement
directly with customers on bill impacts for this year’s ODIs, including the proposal to
defer part of the outperformance payment.
Following our request, Severn Trent Water responded that, for 2019-20 charges
specifically, it had undertaken new research to gauge customer views on the level of
change that would cause concern. This utilised two channels: a survey using its
online portal “Tapchat” and focus groups for more in-depth discussions.
Since Tapchat is directed at customers and this year’s ODIs will increase wastewater
charges, Severn Trent Water ensured that some of its focus groups included
wastewater-only customers (i.e. South Staff Water). The research indicated that
household customers might become concerned by changes of around £2 per month
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or £20-£25 per year. At this point customers would expect some further explanation
as to the reason for the changes.
This research has informed Severn Trent Water’s handling strategies for bill
increases this year. Severn Trent Water is conscious that the effects of unsmoothed
bills will fall more heavily on Severn Trent’s wastewater only customers, principally
those served by South Staffs Water. Severn Trent Water has kept South Staffs
Water informed about the proposed changes, its intention to smooth bills and the
likely effect, so that South Staffordshire Water is prepared to engage with their
shared customers as required.
Once Severn Trent Water completes its charges scheme process, and understands
whether any customer groups may experience effects greater than 5% of their bill,
Severn Trent Water will review what specific communications may be required for
those impacted.

Past and expected future performance
We checked whether the information provided on 2017-18 performance was in line
with what we would expect from the company’s past performance and whether future
performance was expected to be materially different from the current year. In its
Annual Performance Report 2017-18, Severn Trent Water explained the reasons for
any underperformance and outperformance.
Our assessment is that there are no examples of exceptional, ‘one-off’ performance
which might warrant further investigation or further consideration of different bill
smoothing options.

ODI definition (ambiguity)
During the first year of the AMP period, Severn Trent Water reviewed the definition
of all 45 performance commitments to identify any areas of ambiguity. The company
explained its findings and proposed interpretation in the Annual Performance Report
2016. The company did not identify any further areas of ambiguity in any of its ODI
definitions this year.

Mitigating factors
Severn Trent Water has reported performance for each ODI in accordance with the
definitions in the PR14 final determination company-specific appendix. It has not
applied any mitigating factors to its performance.
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The one exception was with regard to the impact of the exceptional weather on its
supply interruptions ODI. The company however did not apply an overall exceptional
weather adjustment but rather requested to exclude the impact of the two above
mentioned incidents to the extent that the incident exceeded 5 minutes during 201718. The details of this request and our assessment are discussed above.
We agree that Severn Trent Water has applied no other mitigation measures to its
in-period ODIs.

Our draft determination
This section sets out our draft determination for Severn Trent Water. In relation to
Severn Trent Water’s wholesale water in-period ODIs the company has incurred a
net underperformance payment of £29.558 million (2012-13 prices, net of tax) to
wholesale water bills in 2019-20 for one year only. The company has incurred this
net underperformance payment primarily because it underperformed its performance
commitment on supply interruptions by 23.49 minutes. Other factors that had a
significant contribution to its underperformance payment included higher drinking
water complaints and leakage, and underperformance in leakage. Severn Trent
Water estimates the ODI underperformance payment will reduce its annual average
household water bill by around £1.50 (once other factors such as RPI and WRFIM
are applied) in 2019-20.21
In relation to Severn Trent Water’s wholesale wastewater in-period ODIs the
company has earned a net outperformance payment of £87.815 million primarily
because its number of external sewer flooding incidents was 49% lower than its
commitment; its number of internal sewer flooding incidents was 31% lower than its
commitment; and its number of Category 3 pollution incidents was 13% lower than
its commitment. We propose an increase in Severn Trent Water’s wholesale
wastewater price control, applying a net outperformance payment of £24.890 million
(2012-13 prices, net of tax) to bills in 2019-20 and deferring the remaining £62.925
million to future years. Severn Trent Water estimates that accepting the company’s
proposals to defer £62.925 million of its wastewater ODI payment will increase the
annual average household wastewater bill by £7 (once other factors such as RPI and
WRFIM are applied) in 2019-20.
To put the amounts into context, Table 18 sets out the allowed revenue for Severn
Trent’s wholesale water and wastewater price controls for the 2015-2020 period.
21

The net decrease on average household water bills that the company has stated is based on their
applied underperformance payment. Based on our proposal to exclude the adjustment for the freeze
and thaw, we expect there will be a greater reduction on average household water bills than stated.
See Appendix 3 for more information.
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This was included in the company’s PR14 final determination company-specific
appendix (tables A2.10 and A3.9). The table uses 2012-13 prices which was the
base year for ODIs in PR14.
Table 18: Severn Trent Water’s wholesale water and wastewater allowed revenue
Allowed revenue
(PR14 FD, £m, 2012-13
prices)
Wholesale water
Wholesale wastewater

2015-16

2016-17

2017-18

2018-19

2019-20

Total

620.7

620.3

620.0

619.7

619.3

3,100.0

661.0

662.8

664.6

666.4

668.2

3,322.8

Note: totals may not add due to rounding

As detailed in the Consultation under section 13 of the Water Industry Act 1991 on
proposed modification of Severn Trent Water’s licence to include the Powys Site and
proposed modification of Dee Valley Water’s licence to include the Chester site, we
made the following revenue adjustments to the PR14 price control to the charging
year starting on 1 April 2018.
Table 19: Severn Trent Water’s adjusted wholesale water and wastewater allowed
revenue for 2018-19
Allowed revenue
(Charging Year starting on 1 April 2018, £ million)
Wholesale water
Wholesale wastewater

2018-19
695.8
741.6

In Table 20 below we set out our provisional conclusions on the overall in-period ODI
determination for Severn Trent Water in £ million for water and wastewater.
The first part of the table uses 2012-13 prices, net of tax, which is the basis of ODIs
in PR14 and then applies the £62.925 million deferral of the wastewater
outperformance payment to the 2012-2013 prices. The second part of the table uses
2019-20 prices gross of tax which is the basis for adjustments to the price controls in
2018-19. For wastewater we are determining both: (1) that Severn Trent Water is
entitled to £87.815 million (2012-13 prices, net of tax) of net ODI outperformance
payments; and (2) Severn Trent Water can adjust its wastewater price control by a
net £24.890 million (2012-13 prices, net of tax) in 2018-19 and defer £62.925 million
to its wastewater price control in a future year.
Table 20: Our draft determination on in-period ODIs for 2018 – price control totals
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Company claim
£ million

Ofwat draft
determination
£ million

-22.635

-29.558

-6.923

87.815

87.815

0

65.180
2.255

58.257
-4.668

-6.923
-6.923

-33.396

-43.610

-10.214

36.723

36.723

0

3.327

-6.887

-10.214

Water - £ million in 2012-13 prices (the base
year for PR14), net of tax
Wastewater - £ million in 2012-13 prices (the
base year for PR14), net of tax
Total
Total with the deferral of £62.925m of the
wastewater outperformance
Water - £ million impact on the price control
for 2019-20 (the figures in the table above
uprated by inflation and adjusted for tax)
Wastewater - £ million impact on the price
control for 2019-20 (the figures in the table
above uprated by inflation and adjusted for
tax)
Total

Difference
£ million

Notes



Totals may not add up because of rounding
Marginal tax rate = 19%

We have used the K factor models to calculate the adjustment to Severn Trent
Water’s wholesale price limits resulting from the application of in-period ODIs. The
revised K numbers are set out in Table 21 below.
Table 21: Revised K factors for the charging year beginning 1 April 2019
Wholesale price control

Final determination price
controls

Revised K

-0.05%

-5.58%

-0.03%

2.13%

Water
Wastewater

The revised K factors for the charging year beginning 1 April 2019 include the inperiod ODIs for 2017-18, and also the unwinding of the in-period ODIs for 2016-17.
In Section A3.5 we set out our draft determination on each of Severn Trent Water’s
in-period ODIs based on performance in the financial year 2017-18. Equivalent
details for Severn Trent Water’s performance in the two previous financial years
(2015-16 and 2016-17) are set out in:
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our final determination of Severn Trent Water’s in-period ODIs in 2016.



section A.3 in our final determination of in-period ODIs for 2017.
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Draft Determination for Severn Trent Water’s in-period ODIs for 2017-18
In-period ODI draft determination: water
In-period ODI

W-A1: Complaints
about drinking
water quality

2017-18
PC
level22
9,992

2017-18
actual
12,687

Payment
due

Company
claim23

£ million

£ million

-2.411

-2.411

Claim calculation

Ofwat DD
£ million

2017-18 PC level met = No

-2.411

We propose to accept Severn
Trent Water’s net
underperformance payment
application and the company’s
underperformance payment
calculation.

-

Severn Trent’s actual
performance is within the
underperformance payment
deadband therefore no
underperformance payment is
payable.

2017-18 underperformance payment
deadband = 9,992

(Number of water
quality complaints)

Underperformance payment rate =
£0.0009m
Underperformance payment: 12,687
(performance) – 9,992 (deadband) =
2,695 * 0.0009 = 2.426 * 99.42% =
£2.411m

W-A2: Compliance
with drinking water
quality standards
(Mean zonal
compliance %)

100.000

99.960

-

-

Comments

2017-18 PC level met = No
2017-18 underperformance payment
deadband = 99.950
2017-18 underperformance payment
collar = 99.910
This is within the deadband, therefore
no outperformance payment or
underperformance payment is due.

22

PC level stands for performance commitment level
The £ million figures are in 2012-13 prices, which was the base year for PR14, and net of tax. To calculate the impact on the price control for 2018-19 we
uprate the figure by inflation and make an adjustment for tax.
23
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In-period ODI

W-A4: Successful
catchment
management
schemes

2017-18
PC
level22

2017-18
actual

Payment
due

Company
claim23

£ million

£ million

(Megalitres per day
Ml/d)

Ofwat DD

Comments

£ million

-

-

-

-

The Severn Trent Water PR14 final
determination company-specific
appendix (pages 159-160) states that
the outperformance or
underperformance payment is to be
applied after assessment of
performance to 2018-19. However,
payment may be made earlier if the
total number of schemes shown to be
successful is above the target at an
earlier date. The target is 12
successful schemes by the end of the
2018-19 financial year (31 March
2019).

-

Our view is that no
outperformance or
underperformance payment is
applicable for 2017-18.

434

443

-1.101

-1.712

2017-18 PC level met = No
2017-18 underperformance payment
deadband: 434

-1.712

We propose to accept Severn
Trent Water’s calculation of its
underperformance payment
and the adjustment to reflect
changes in real losses only for
previous years.

(Number of
catchment
management
schemes)

W-B2: Leakage

Claim calculation

Underperformance payment rate =
£0.123m
Mechanistic underperformance
payment: 443 (performance) – 434
(deadband) = 9 * 0.123 = £1.107m *
99.42% = £1.101m
Underperformance payment
adjustment to reflect changes in real
losses only: £0.615 * 99.42% =
£0.611m
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In-period ODI

2017-18
PC
level22

2017-18
actual

Payment
due

Company
claim23

£ million

£ million

Claim calculation

Ofwat DD

Comments

£ million

Total underperformance payment:
£1.101 + £0.611m = £1.712m
W-B3: Speed of
response in
repairing leaks

90%

23%

-1.398

-1.398

(Minutes)

-1.398

We propose to accept Severn
Trent Water’s net
underperformance payment
application and the company’s
underperformance payment
calculation.

-23.579

We propose to accept Severn
Trent Water’s adjustment for
the Gloucestershire event and
to reject the adjustment for the
freeze and thaw. The
reasoning behind our decision
is provided in Section A3.3.

2017-18 underperformance payment
deadband = 80%

(% visible leaks
fixed within 24
hours)

W-B4: Minutes
customers go
without supply each
year

2017-18 PC level met = No

Underperformance payment rate =
0.024663
Underperformance payment: 80
(deadband) – 23 (performance) = 57 *
0.024663 = 1.406 * 99.42% = £1.398
10.80

34.29

-24.377

-16.656

2017-18 PC level met = No
2017-18 underperformance payment
deadband = 12.0
Underperformance payment rate = 1.1
Underperformance payment: 34.29
(performance) – 12.0 (deadband) =
22.29 * 1.1 = 24.519 * 99.42% =
£24.377m
Severn Trent has requested to exclude
the impact of two supply interruption
incidents to the extent that the
incidents exceeded 5 minutes.
Gloucestershire adjustment: 5.73
(performance) – 5 (underperformance
payment collar) = 0.73 * 1.1 = 0.803 *
99.42% = £0.798m
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In-period ODI

2017-18
PC
level22

2017-18
actual

Payment
due

Company
claim23

£ million

£ million

Claim calculation

Ofwat DD

Comments

£ million

Freeze and thaw adjustment: 11.33
(performance) – 5 (underperformance
payment collar) = 6.33 * 1.1 = 6.963 *
99.42% = £6.923m
Total adjustment: £0.798m + £6.923m
= £7.721m
Adjusted underperformance payment:
£24.377 - £7.721m = £16.656m
W-B7: Customers
at risk of low
pressure

250

204

0.036

0.036

We propose to accept Severn
Trent Water’s net
outperformance payment
application and the company’s
outperformance payment
calculation.

Incentive payment rate = 0.000790
Outperformance payment: 250
(deadband) – 204 (performance) = 46
* 0.000790 = 0.036 * 99.42% =
£0.036m
0

0

-

-

No outperformance payment or
underperformance payment is payable
for 2017-18. The five-year
underperformance payment is to apply
in full in the year after a water
restriction is applied.

-

This outperformance payment
is only paid at the end of the
price control period if no water
restrictions are applied at any
point during the price control
period.

52

59

-

-

2017-18 PC level met = Yes

-

We accept that Severn Trent’s
actual performance is within
the outperformance payment

(Number of water
restrictions in the
five-years 20152020)
W-C1: Customers
rating our services

0.036

2017-18 outperformance payment
deadband = 250

(Number of
customers at risk of
low pressure)

W-B8: Restrictions
on water use

2017-18 PC level met = Yes

2017-18 payment deadband = 62
Payment incentive rate = £0.125m
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In-period ODI

2017-18
PC
level22

2017-18
actual

Payment
due

Company
claim23

£ million

£ million

as good value for
money24

Ofwat DD

222

256

-0.494

-0.494

2017-18 PC level met = No

deadband therefore no
incentive is payable.

-0.494

2017-18 underperformance payment
deadband = 222

(ktCO2e: thousand
tonnes of carbon
dioxide equivalent)

Underperformance payment rate =
0.014630
Underperformance payment: 256
(performance) – 222 (deadband) = 34
* 0.014630 = 0.497 * 99.42% = -0.494

Total (water)

-29.745

Comments

£ million

Performance is within the deadband,
therefore no outperformance payment
or underperformance payment is due.

(% of customers
rating services as
good or very good
value for money, as
measured by
quarterly Customer
Satisfaction
Survey)
W-E1: Carbon
footprint

Claim calculation

-22.635

We propose to accept Severn
Trent Water’s net
underperformance payment
application and the company’s
underperformance payment
calculation.

-29.558

Outperformance payments and underperformance payments for the ‘Customers rating our services as good value for money’ performance commitment are
divided equally between the water and wastewater price controls.
24
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In-period ODI draft determination: wastewater
In-period ODI

2017-18

2017-18

target

actual

(PC
level25)
S-A1: Internal
sewer flooding
incidents

960

662

Payment
due

Company
claim26

£ million

£ million

12.704

12.704

(Number of
external sewer
flooding incidents)

Ofwat DD

2017-18 PC level met = Yes

12.704

We propose to accept Severn
Trent Water’s net
outperformance payment
application and the company’s
outperformance payment
calculation.

72.545

We propose to accept Severn
Trent Water’s net
outperformance payment
application and the company’s
outperformance payment
calculation.

Payment incentive rate = 0.042820
Outperformance payment: 960
(deadband) – 662 (performance) = 298
* 0.042820 = 12.760 * 99.56% =
£12.704m
7,447

3,763

72.545

72.546

Comments

£ million

2017-18 outperformance payment
deadband = 960

(Number of internal
sewer flooding
incidents)

S-A2: External
sewer flooding
incidents

Claim calculation

2017-18 PC level met = Yes
2017-18 outperformance payment
deadband = 7,447
Payment incentive rate = 0.019779
Outperformance payment: 7,447
(deadband) – 3,763 = 3,684 *
0.019779 = £72.866 * 99.56% =
£72.545m (difference of 0.001 due to
rounding)

25

PC level stands for performance commitment level
The £ million figures are in 2012-13 prices, which was the base year for PR14, and net of tax. To calculate the impact on the price control for 2018-19 we
uprate the figure by inflation and make an adjustment for tax.
26
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In-period ODI

2017-18

2017-18

target

actual

(PC
level25)
S-B1: Customers
rating our services
as good value for
money27

52

58

Payment
due

Company
claim26

£ million

£ million

-

-

2017-18 PC level met = Yes

-

We accept that Severn Trent’s
actual performance is within
the outperformance payment
deadband therefore no
incentive is payable.

2.522

We propose to accept Severn
Trent Water’s net
outperformance payment
application and the company’s
outperformance payment
calculation.

0.044

We propose to accept Severn
Trent Water’s net
outperformance payment

Performance is within the deadband,
therefore no outperformance payment
or underperformance payment is due.

374

327

2.522

2.522

2017-18 PC level met = Yes
2017-18 outperformance payment
deadband = 374
Payment incentive rate = 0.0539
Outperformance payment: 374
(deadband) – 327 = 47 * 0.0539 =
2.533 * 99.56% = £2.522m

FD: 238

206

0.044

0.044

Comments

£ million

Payment incentive rate = £0.125m

(Number of
Category 3
pollution incidents)

S-D1: Carbon
footprint

Ofwat DD

2017-18 outperformance payment
deadband = 62

(% of customers
rating Severn Trent
Water’s services as
good or very good
value for money, as
measured by its
quarterly Customer
Satisfaction
Survey)
S-C2: Category 3
pollution incidents

Claim calculation

2017-18 PC level met = Yes

Outperformance payments and underperformance payments for the ‘Customers rating our services as good value for money’ performance commitment are
divided equally between the water and wastewater price controls.
27
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In-period ODI

2017-18

2017-18

target

actual

(PC
level25)
(ktCO2e: thousand
tonnes of carbon
dioxide equivalent)

Payment
due

Company
claim26

£ million

£ million

Shadow
209

Claim calculation

Ofwat DD
£ million

application and the company’s
outperformance payment
calculation.

2017-18 outperformance payment
deadband = 209
Payment incentive rate = 0.014630
2017-18 outperformance payment
based on shadow commitment: 209
(deadband) – 206 (performance) = 3 *
0.014630 = 0.044 * 99.56% = £0.044m

Total
(wastewater)

87.815

Comments

87.815

87.815
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A4Hafren Dyfrdwy draft determination
Hafren Dyfrdwy is requesting an adjustment to its 2019-20 water wholesale price
control so that customers’ bills that were served by Severn Trent during 2017-18 will
reflect the impact of Severn Trent’s performance in this year. Our draft determination
is set out below.
The estimated allocation of Hafren Dyfrdwy’s outperformance payments and
underperformance payments (1 April 2015 to 30 June 2018) were included in Tables
11 and 12 on pages 148 and 149 in our Consultation under section 13 of the Water
Industry Act 1991 on proposed modification of Severn Trent Water Limited’s (Severn
Trent Water) licence to include the Powys Site and proposed modification of Dee
Valley Water Limited’s (Dee Valley Water) licence to include the Chester site (Ofwat,
23 March 2018). In summary, for ODIs paid in revenue these are:
Table 22: Summary of ODIs allocation paid in revenue
Price control

Severn Trent England

Hafren Dyfrdwy

Wholesale water

99.42%

0.58%

Wholesale wastewater

99.56%

0.44%

We have used these allocations in our draft determinations to determine the final inperiod ODI values for Hafren Dyfrdwy.
Table 23: Summary of 2019-20 in-period ODI allocations
Price control
Wholesale water
Wholesale wastewater

Severn Trent England

Hafren Dyfrdwy

Hafren Dyfrdwy

-£29.558m

0.58%

-£0.172m

£87.815m

0.44%

£0.388m

Summary of Hafren Dyfrdwy’s request for 2017-18
Hafren Dyfrdwy submitted its request before the 15 September 2018 deadline for us
to determine the level of any change to its price controls due to Severn Trent’s
performance in 2017-18 that is relevant to the customers that were served by Severn
Trent during this year, but following the changes in company areas are now served
by Hafren Dyfrdwy.
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Hafren Dyfrdwy submitted as part of its application, completed versions of the ODI
spreadsheet from the PR14 reconciliation rulebook and completed versions of the K
factor model spreadsheet.
The application included information on:





the impact on customers’ bills;
customer engagement
data assurance; and
Water Forum engagement.

The information contained in the application supplemented the performance and
assurance documents published on the Hafren Dyfrdwy website:





Annual Performance Report – 2017/18 (July 2018)
Annual Performance Report – 2017/18: a summary for customers (July 2018)
Assurance summary for 2017/18 (July 2018)
Risk and compliance statement for 2017/18 (July 2018)

Our assessment
Provision of information
Hafren Dyfrdwy completed the K factor model correctly, and the ODI model
spreadsheets in a manner that produced the correct outputs. We raised a query
regarding several figures in the ODI model spreadsheets where we identified
discrepancies with supporting documentation provided in the in-period ODI
application. Hafren Dyfrdwy explained the reason for any discrepancies and
acknowledged where it had made errors in completing the ODI model spreadsheets.
These discrepancies did not have a material impact on the final calculation of the
aggregate in-period ODIs.

Ofwat cross-checking calculations
With the exception of the above mentioned discrepancies, the company’s
calculations matched our internal calculations.
Details of our calculations and draft determination on this ODI are set out in Section
A3.5.

Assurance
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Hafren Dyfrdwy is currently a ‘prescribed’ company under our Company Monitoring
Framework. The CMF helps us to make sure that water companies provide highquality assurance on their reporting to customers. It also challenges water
companies to put processes in place so that the underlying data can be trusted. The
CMF reminds companies that their behaviour in-period matters and that engagement
and accountability is a continuous process, not simply during price reviews. Ultimate
responsibility for assurance lies with a company’s board.
Within the in-period ODI application the company summarised the assurance it had
undertaken and the outcome of the independent technical assurance on
performance commitments. This information supplemented the company’s
Assurance Summary 2018 published in July 2018.
In its in-period ODI application supporting documents, Hafren Dyfrdwy stated that the
assurance process used a staged approach which is completed before any internal
sign-off of data by the company. Stage one focused on process and included both
desktop reviews and face-to-face interviews. Stage two focused on the data
produced and associated commentaries; engineering consultants carried out audits
in person with the responsible data owners.
The external consultancy carried out stage one and stage two reviews for all 45
performance commitments at year-end, and on a risk-based approach at the half
year stage. As part of its year-end assurance, the consultants found no material
weaknesses in the production of the data and confirmed that the majority of reviewed
teams have a good understanding of their processes for reporting performance.
In addition to the above, the company stated that their ODI model spreadsheets and
K factor model underwent second line assurance to ensure that the correct outputs
had been included.
In our assessment, we found several discrepancies between the information in the
ODI model spreadsheets and supporting documents to the in-period ODI application.
However, we note that these are Severn Trent Water’s information related to its
performance, not necessarily Hafren Dyfrdwy’s. We asked the company to clarify
several points and Hafren Dyfrdwy acknowledged where it had made errors in both
their ODI model spreadsheets and supporting documentation. We also found
discrepancies between the information about assurance in the supporting documents
and the Assurance Summary 2018.
We accepted the company’s overall response but note that we will be closely
monitoring the quality of internal assurance of future in-period ODI submissions.
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Impact of licence and boundary changes on customer bills
An important commitment following the boundary changes of Severn Trent Water
and Hafren Dyfrdwy was the guarantee that the revision of operating areas would
lead to at least the same level of service to customers and, as far as possible, no
increase in customer bills due to regulatory incentives.
We asked the company to provide further information detailing how this has been
considered. Hafren Dyfrdwy stated that the driver for in-period ODI allocation
between the two companies is wholesale revenue. The rationale is that any
wholesale revenue incentive results in an uplift or reduction in customer bills
proportionate to their wholesale charge. Allocating in line with the wholesale
revenue split thus means that customers are in the same position as if the border
variation had not taken place.
For in-period ODI adjustments earned in 2017-18, this means that the net
underperformance payment on the water service will be taken through charges in
2019-20. In line with the split of wholesale revenue, 0.58% of underperformance
payments are allocated to Hafren Dyfrdwy. When setting tariffs, Severn Trent Water
will not apply the resulting downward adjustment to charges in the “Chester site.”
Similarly, 0.44% of the net outperformance payment on wastewater service will be
allocated to Hafren Dyfrdwy. Since Dee Valley Water (now Hafren Dyfrdwy) had no
wastewater service, it is not possible for former Dee Valley Water customers to bear
any of the related charges.

Bill impact
This draft determination will result in the customers that were Severn Trent’s
customers in this period receiving similar bills to if they had remained as Severn
Trent customers.
The impact of ODIs will be applied to former Severn Trent customers and not to
former Dee Valley customers. This reduces the benefit of considering the impact on
average bills which will not be reflective of either group of customers. Average bills
are complicated further because Hafren Dyfrdwy has more water customers overall
then wastewater customers, but similar numbers of former Severn Trent customers
receive each service. A change in wholesale water will have a smaller impact on the
average bill than a corresponding change in wholesale water revenue, even though
the impact on water and wastewater bills for the former Severn Trent customers will
be similar. The following information on average bills should be understood in this
context.
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Hafren Dyfrdwy has stated that the indicative bill impact from incorporating the
payments from its ODIs alone is an increase of around £2.50 to the average
household combined water and wastewater bill. For a combined customer, this is in
addition to the £6.50 increase from other factors such as RPI and WRFIM. However,
the impact on bills differs between water and wastewater services.
The company estimates a reduction on the average household water bill of £1.00
due to ODIs alone, based on the proposed underperformance payments. Based on
our proposal to exclude the adjustment for the freeze and thaw, we expect there will
be a greater reduction on water bills than stated. The company estimates an
increase of around £3.50 to the average household wastewater bill due to ODIs
alone, based on the proposed deferral of part of the wastewater performance.
The company has stated that incorporating the full ODI outperformance payment for
wastewater into the 2019-20 charges would impact at a time when customers are
experiencing a number of pressures on their disposable incomes, primarily the rate
of inflation being higher than the rate of increase in household incomes.
The company has proposed an approach to smoothing these bill impacts, which we
discuss below.

Bill smoothing
The company’s submission proposed to apply the full in-period ODI
underperformance payment for water services on bills in 2019-20, but suggested
measures to smooth bills over more than one year in relation to wastewater. Hafren
Dyfrdwy proposed to defer £0.278 million of the wastewater outperformance
payment, which would reduce the ODI impact on wastewater bills to £3.50 (due to
ODIs alone) for 2019-20. Hafren Dyfrdwy has incorporated the deferred ODI
payments from 2017-18, along with those deferred from 2016-17, in its financial
modelling forecasts for the PR19 business plan submission.
We asked Hafren Dyfrdwy whether it had considered any other options for deferring
its wastewater outperformance payment. The company responded that it recognised
Hafren Dyfrdwy (and Severn Trent Water) could have chosen to increase bills in
2019-20 by taking more of the ODI payments: this would have created a better bill
profile for PR19 however it wold have come at the expense of more bill volatility, and
it therefore chose to defer a portion of ODIs.
Hafren Dyfrdwy’s stated that its proposal to manage incidence effects (ie defer a
portion of the wastewater reward to AMP7) was part of the bill modelling undertaken
at the time of the NAV; as a response to CCWater’s representations on the NAV, the
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company gave a commitment to offset these effects by lowering the PAYG rate for
waste. The company states that CCWater supports this commitment.
Based on the information Hafren Dyfrdwy provided us with, including the views of its
Water Forum and CCWater, our assessment is that it is appropriate for Hafren
Dyfrdwy to smooth the impact of its net outperformance payment for wastewater inperiod ODIs, by deferring £0.278 million. Applying a proportion of the payment in
2019-20 will reduce the impact on customers’ bills next year.

Customer and stakeholder engagement
Hafren Dyfrdwy reported that in its engagement with us and CCWater before the
boundary change, it explained that it would allocate outperformance and
underperformance payments earned before the variation to ensure that customer
charges picked up the same level of charge as they would have done if the NAV had
not taken place. In response to CCWater’s concerns about bill impacts, the company
gave commitment that the previous Dee Valley Water customers would not bear the
cost of Severn Trent Water in-period ODIs earned prior to the border variation.
We asked the company to provide further information in relation to engagement
directly with customers on bill impacts for this year’s ODIs, including the proposal to
defer part of the outperformance payment.
Following our request Hafren Dyfrdwy responded that, for 2019-20 charges
specifically, it had undertaken new research to gauge customer views on the level of
change that would cause concern. The company’s research indicated that household
customers might become concerned by changes of around £2 per month or £20-£25
per year. At this point customers would expect some further explanation as to the
reason for the changes.
This research has informed Hafren Dyfrdwy’s handling strategies for bill increases
this year. The company also recognises stakeholder concerns about whether any
customer groups may experience effects greater than 5% of their bill; it therefore
looked at the level of the wastewater ODI which it could take in 2019-20 without
causing undue incidence effects and presenting as smooth a bill profile as possible.
Hafren Dyfrdwy stated that in considering these issues, it was also careful of the
impact on its wastewater-only customers, who would not see the offsetting
underperformance payment on the water service (primarily customers who take
water from Dŵr Cymru). It stated that given Hafren Dyfrdwy wastewater bills are very
low and Dŵr Cymru average bills are higher than either Hafren Dyfrdwy or legacy
companies, wastewater should typically represent significantly less than half of a
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combined bill for these customers. The company said that although it does not know
what Dŵr Cymru bills will be next year, if they rise in line with inflation, it could be
reasonably confident that this group of customers would not experience
unreasonable incidence effects.
Further, Hafren Dyfrdwy shared draft bill effects with CCWater Wales on its
indicative wholesale charges, and are due to meet with them in November to
discuss. The company’s analysis of 2019-20 bill changes was that:






average household bills would rise by less than the rate of inflation;
average wastewater bills would rise by less than 5%;
typical unmetered water bills in Wrexham will rise by less than 5% and
metered bills fall even though the ODI underperformance payments will not be
applied to them;
while typical measured sewerage bills are likely to increase by more than 5%,
combined bills for typical customers in Powys (both measured and
unmeasured) will not.

Hafren Dyfrdwy also commented that the profile of the ODIs needs the same profile
as for Severn Trent Water for the remainder of the AMP. If the profile was different,
customers would not be in the same position as in the counterfactual and the
company would not be meeting its NAV commitments. For example, if it deferred a
greater share of the rewards into AMP7 the percentage of ODIs allocated to Hafren
Dyfrdwy year by year would differ and it would be difficult to demonstrate that the
approach was fair to both sets of customers.

Our draft determination
This section sets out our draft determination for Hafren Dyfrdwy. The reasons for the
underperformance payments and over performance payments that are based on
Severn Trent Water’s performance are set out in Appendix 3. This draft
determination will result in the customers that were Severn Trent’s customers in this
period receiving similar bills to if they had remained as Severn Trent customers. It
will not affect customers that have remained customers of the company that is now
called Hafren Dyfrdwy.
The estimated allocation of Hafren Dyfrdwy’s outperformance payments and
underperformance payments (1 April 2015 to 30 June 2018) were included in Tables
11 and 12 on pages 148 and 149 in our Consultation under section 13 of the Water
Industry Act 1991 on proposed modification of Severn Trent Water Limited’s (Severn
Trent Water) licence to include the Powys Site and proposed modification of Dee
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Valley Water Limited’s (Dee Valley Water) licence to include the Chester site (Ofwat,
23 March 2018). In summary, for ODIs paid in revenue these are:
Table 24: Summary of ODIs allocation paid in revenue
Price control

Severn Trent England

Hafren Dyfrdwy

Wholesale water

99.42%

0.58%

Wholesale wastewater

99.56%

0.44%

We have used these allocations in our draft determinations to determine the final inperiod ODI values for Hafren Dyfrdwy.
Table 25: Summary of 2019-20 in-period ODI allocations
Price control
Wholesale water
Wholesale wastewater

Severn Trent England

Hafren Dyfrdwy

Hafren Dyfrdwy

-£29.558m

0.58%

-£0.172m

£87.815m

0.44%

£0.388m

In relation to Hafren Dyfrdwy’s wholesale water in-period ODIs the company has
incurred a net underperformance payment of £0.172 million. Hafren Dyfrdwy
estimates that the adjusted ODI underperformance payment will decrease its annual
average household water bill by around £1 (due to ODIs) in 2019-20.28
In relation to Hafren Dyfrdwy’s wholesale wastewater in-period ODIs the company
has incurred a net outperformance payment of £0.388 million. We propose to accept
the company’s proposals to defer £0.278 million of its wastewater ODI payment,
reducing the impact of the annual average household wastewater bill by £3.50 (due
to ODIs).
To put the amounts into context, as detailed in the Consultation under section 13 of
the Water Industry Act 1991 on proposed modification of Severn Trent Water’s
licence to include the Powys Site and proposed modification of Dee Valley Water’s
licence to include the Chester site, the starting point for the calculation of change in
revenue allowed to Hafren Dyfrdwy in the Charging Year starting on 1 April 2018 is
provided in Table 26.

28

The net decrease on water bills that the company has stated is based on their applied
underperformance payment. Based on Ofwat’s proposal to exclude the adjustment for the freeze and
thaw, we expect there will be a greater reduction on water bills than stated.
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Table 26: Hafren Dyfrdwy’s wholesale water and wastewater allowed revenue for
2018-19
Allowed revenue
(PR14 FD, £m, 2012-13 prices)
Wholesale water
Wholesale wastewater

2018-19
19.3
2.5

In Table 27 below we set out our provisional conclusions on the overall in-period ODI
determination for Hafren Dyfrdwy in £ million for water and wastewater.
The first row uses 2012-2013 prices, net of tax, which is the basis of ODIs in PR14,
and then applies the £0.278 million deferral of the wastewater outperformance
payment to the 2012-2013 prices. The second part of the table uses 2018-19 prices
gross of tax which is the basis for adjustments to the price controls in 2018-19.
For wastewater we are determining both: (1) that Hafren Dyfrdwy is entitled to
£0.388m (2012-13 prices, net of tax) of net ODI outperformance payments; and (2)
Hafren Dyfrdwy can adjust its wastewater price control by a net £0.110 million (201213 prices, net of tax) in 2019-20 and defer £0.278 million to its wastewater price
control in a future year.
Table 27: Our draft determination on in-period ODIs for 2018 – price control totals
£ million in 2012-13 prices (the base year for
PR14), net of tax

Company claim
£ million

Ofwat draft
determination
£ million

Water - £ million in 2012-13 prices (the base
year for PR14), net of tax
Wastewater - £ million in 2012-13 prices (the
base year for PR14), net of tax
Total
Total with the deferral of £0.278m of the
wastewater outperformance

-0.132

-0.172

-0.040

0.388

0.388

0

0.256
-0.022

0.216
-0.062

-0.040
-0.040

Water - £ million impact on the price control
for 2019-20 (the figures in the table above
uprated by inflation and adjusted for tax)

-0.195

-0.254

-0.059

Wastewater - £ million impact on the price
control for 2019-20 (the figures in the table
above uprated by inflation and adjusted for
tax)
Total

0.162

0.162

0

-0.033

-0.092

-0.059
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Notes



Totals may not add up because of rounding
Marginal tax rate = 19%

We have used the K factor models to calculate the adjustment to Hafren Dyfrdwy’s
wholesale price limits resulting from the application of in-period ODIs. The revised K
numbers are set out in Table 28 below.
Table 28: Revised K factors for the charging year beginning 1 April 2019
Wholesale price control

Final determination price
controls

Revised K

-6.45%

-7.61%

33.44%

35.27%

Water
Wastewater
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