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About this document 

The Retail Exit Code sets out requirements for price and non-price terms in deemed 
contracts offered to non-household water and sewerage customers in England that 
have not yet engaged with the recently opened retail market. The price requirements 
are linked to a price control that is due to expire at the end of March 2020. This 
consultation sets out our detailed proposals for retail price protection after that date.  

We welcome your responses to this consultation by 15 February 2019. Please 
submit email responses to retailexitcode@ofwat.gsi.gov.uk or post them to: 

Review of the Retail Exit Code 
Ofwat 
21 Bloomsbury Street  
London WC1B 3HF  

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unless you indicate that you would like your response to remain unpublished.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 2018 
and the Environmental Information Regulations 2004.  

If you would like the information that you provide to be treated as confidential, please 
be aware that, under the FoIA, there is a statutory ‘Code of Practice’ 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 systems will not, of itself, be regarded as binding of Ofwat.  

mailto:retailexitcode@ofwat.gsi.gov.uk
http://www.ofwat.gov.uk/
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1. Executive Summary 

In April 2017, the business retail market was opened to competition. Business 
customers are now able to choose the retailer of their water and wastewater 
services. Those who have engaged in the market have already benefited, typically 
from bill consolidation, bill savings or more bespoke customer service. However, 
many customers have not yet engaged in the market and measures are in place to 
protect these customers as the market develops. 

The Retail Exit Code (REC) sets out these backstop protections. It includes limits on 
the prices retailers can charge business customers who have not yet engaged with 
the market. The current price protections are only specified until the end of March 
2020. This consultation document considers what price protections should apply 
after this date. The REC also includes non-price protections which we are reviewing 
in an accompanying consultation document. 

There are a number of options for future price protections, both in terms of the form 
and level of protections. The appropriate approach depends, to a large extent, on 
how well competition can be expected to work for customers. Overall, we are 
proposing steps towards loosening the price controls, reflecting the development of 
competition, as originally envisaged at PR16. However, the results are tailored to the 
realities of how the market has developed to date for different customer segments. 

Business customers are a diverse group and the prospects for effective competition 
for each type of customer differs. We therefore propose to differentiate between 
them on the basis of usage bands. The current REC protections are based on PR16 
which already does this. For higher volume customers, we propose to continue to 
use the current bands (5-50ML and >50ML). But for lower volume customers (0-5Ml), 
we propose to split the current band into two (0-0.5Ml and 0.5-5Ml). Our analysis 
shows that the lowest usage customers (0-0.5Ml) have relatively low awareness of 
market opening, relatively low bills and relatively high discounts needed to motivate 
a switch. The difficulty retailers and brokers have engaging with them is currently 
exacerbated by frictions in the operation of the new market.  

We are therefore proposing to continue with price protections that are broadly 
consistent with the current methodology for these lowest usage (0-0.5Ml) customers, 
with the addition of an inflation adjustment. In the longer-term, assuming efforts to 
make competition effective for these customers succeed (such as the resolution of 
market frictions helping retailers to proactively target these customers), we would 
expect to revisit the level or nature of these protections.  
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For medium and high usage customers (those in the three bands above 0.5Ml) we 
have already seen signs of effective competition starting to develop. They have high 
awareness of market opening, relatively high engagement and have been benefiting 
from the market through price savings, bill consolidation and bespoke customer 
service. We believe it is appropriate to relax the regulatory protections for these 
customers, as they have a greater incentive and ability to engage in the market, and 
there is therefore less need for tight regulation which might distort the market.  

We are therefore proposing to allow increases in the level of the default tariff for 
customers using 0.5-50Ml, while still retaining a backstop. For those using >50Ml, 
who have the strongest incentive and ability to engage in the market, for whom 
awareness is high, and where we have seen the greatest retailer focus in terms of 
competitive offers, we are proposing to remove specified ex ante protections entirely, 
and rely on a reasonable and non-discriminatory condition. 

 

These proposals simplify the REC in several respects. First, they no longer 
distinguish between transferred and other eligible exit area customers. Second, we 
propose to remove the distinction in the REC between non-transferred customers 
with different employee numbers. We consider this is proportionate given that the 
vast majority of customers already receive protections set in the same way (i.e. 
based on PR16). Only non-transferred, non-SME customers receive different 
reasonable and non-discriminatory protections. Further, retailers have difficulty 
distinguishing between SMEs and non-SMEs.    

These changes to the REC would apply from 1 April 2020. Following this we may 
review the REC from time to time (as allowed for in the Exit Regulations) to 
determine the ongoing appropriateness of the protections.  

We invite respondents to provide their views, together with supporting evidence, on 
these proposals. 

Our proposals for the REC (April 2020 onwards)

Annual usage 0 - 0.5Ml 0.5 – 5Ml 5 – 50Ml >50Ml

PR16 protections
Regional allowed retail cost (with no inflation allowance) and 

national net margin (allocated regionally between tariffs) 
applied to retail cost and wholesale charge

National 5.0% (water) 
and 5.3% 

(wastewater) gross 
margin applied to 

wholesale charges

National 3.3% (water) 
and 2.8% (wastewater) 
gross margin applied to 

wholesale charges

Proposed 
protections
(April 2020 
onwards)

Regional allowed retail cost, with a
permitted one-off 10% increase in the 

retail component of bill (c. 1% of overall 
bill) reflecting inflation since PR16 

(permitted future adjustments to retail 
component by CPIH) and continuation of 

allocated net margins. 

National 8.0% (water) and 10.0% 
(wastewater) gross margin applied to 

wholesale charges

Reasonable and non-
discriminatory condition
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2. Introduction 

2.1 Background 

In April 2017, the non-household retail market in England was opened to 
competition.1 Many incumbent water companies chose to exit the market – that is, 
appointed water companies that previously served retail non-household customers 
applied to the Department for Environment, Food and Rural Affairs (Defra) for 
permission to transfer all their business, charity and public sector customers to one 
or more retailers that hold a Water Supply and Sewerage Licence (WSSL). As of 
November 2018, all but one incumbent in England have exited the non-household 
retail market.  

The company to whom the customers are transferred is referred to as an Acquiring 
Licensee. This could be either an associated WSSL retailer which is part of the same 
group of companies, or an unrelated WSSL retailer. These companies can offer retail 
services across the whole non-household market.  

In addition to Acquiring Licensees, a total of 13 new entrants have also obtained 
licences and entered the market as of November 2018.2 

All licensees providing, or proposing to provide, non-household retail services in an 
area where retail exit by the incumbent has occurred are required to make and keep 
under review a scheme setting out the terms and conditions that will apply in cases 
where a contract has not been negotiated with a customer.3 Ofwat is required to 
issue a code setting out the basis for the schemes produced – this is referred to as 
the Retail Exit Code (or REC).4 

The REC specifies price and non-price requirements for terms and conditions offered 
to transferred customers as well as certain other eligible customers in the area 
where the appointed company has exited.5 This second group of customers includes 
new customers, newly eligible customers (e.g. where a household premise has 

                                            
1 In Wales, the water supply and sewerage market is open to competition for customers using more 
than 50ML but not customers using below this threshold. This reflects the policy position of the Welsh 
Government. 
2 Excluding Acquiring Licensees and Self-Supply retailers. 
3 Regulation 29 of the Exit Regulations, available at 
https://www.legislation.gov.uk/uksi/2016/744/contents/made  
4 Regulation 30 of the Exit Regulations, available at 
http://www.legislation.gov.uk/uksi/2016/744/regulation/30/made   
5 The REC was last updated in January 2018. It is available at https://www.ofwat.gov.uk/wp-
content/uploads/2017/11/Retail-Exit-Code-v2.0.pdf   

https://www.legislation.gov.uk/uksi/2016/744/contents/made
http://www.legislation.gov.uk/uksi/2016/744/regulation/30/made
https://www.ofwat.gov.uk/wp-content/uploads/2017/11/Retail-Exit-Code-v2.0.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/11/Retail-Exit-Code-v2.0.pdf
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become a business premise), customers who have not otherwise been registered 
(e.g. customers who were receiving a supply but were not registered with a retailer), 
and customers who request us to direct another WSSL retailer to take over supply.6  

For transferred customers, the price requirements aim to ensure that the Acquiring 
Licensee does not charge customers more than they could have been charged by 
the exiting company had it remained in the market. Thus the initial charge cannot 
exceed the maximum charge that the appointed company could have charged on the 
date that it exited. However, this charge can be adjusted annually both to reflect the 
change in wholesale charges and in line with the adjustments the appointed 
company would have been allowed to make, as set out in the determinations of retail 
non-household controls made on 16 December 2016 (PR16).7 More detail on these 
“permitted adjustments” is in an information notice.8 

The current protection for the remaining eligible exit area customers differs 
depending on whether the company is a SME or a larger company, where SMEs are 
defined as companies with fewer than 250 employees. The price terms for other 
eligible SMEs are based on PR16, in the same way as for transferred companies. 
Prices for non-transferred larger companies that are eligible for protection are 
required to be reasonable and non-discriminatory. The current protections are 
summarised in Figure 1 below. 

Figure 1 Summary of basis for current REC price protections 

 

                                            
6 Exit Regulations, available at https://www.legislation.gov.uk/uksi/2016/744/contents/made 
7  Business retail price review 2016: Final determinations, available at 
https://www.ofwat.gov.uk/publication/business-retail-price-review-2016-final-determinations/   
8 IN 18/06: Permitted Adjustment, available at https://www.ofwat.gov.uk/publication/18-06-permitted-
adjustment/  

Current REC protections
(April 2017- March 2020)

Transferred 
customers

(97%)

Other eligible exit 
area customers 

(3%)

SMEs PR16 PR16

Non-SMEs PR16 Reasonable and 
non-discriminatory

https://www.legislation.gov.uk/uksi/2016/744/contents/made
https://www.ofwat.gov.uk/publication/business-retail-price-review-2016-final-determinations/
https://www.ofwat.gov.uk/publication/18-06-permitted-adjustment/
https://www.ofwat.gov.uk/publication/18-06-permitted-adjustment/
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In practice, the vast majority (>99%) of customers to whom the protections apply, 
belong to one of the categories where the protections are based directly on the PR16 
controls. 

The PR16 controls themselves differ depending on the usage of a customer. Figure 
2 summarises how these protections were set. 

Figure 2 Summary of PR16 protections by usage bands 

 

The PR16 protections were set differently for different bands in recognition that lower 
usage customers may take longer to engage in the market. The default tariffs for the 
0-5Ml customers were set on the basis of estimated costs in each region and 
deliberately did not allow for costs associated with market opening such as customer 
acquisition costs, which were expected to be covered by efficiency savings.9 In 
contrast, the protections for the large customers were set on a national basis, where 
the nationally allowed gross margins were higher than the gross margin most 
companies were earning at the time i.e. the regulatory protections were slightly 
looser for higher usage customers.10 

2.2 The purpose of the REC price protections 

The REC price protections were put in place as a recognition that, given the market 
started from a position of monopoly prior to April 2017, the retail market may not be 

                                            
9 Draft statement of method and data table requirements: Review of non-household retail price 
controls, March 2016, p18-21, https://www.ofwat.gov.uk/wp-
content/uploads/2015/11/pap_con20160323nhhprmethod.pdf 
10 Business retail price review 2016: final determinations, December 2016, Figures 1.5-1.8, 
https://www.ofwat.gov.uk/wp-content/uploads/2016/12/Business-retail-price-review-2016-final-
determinations-Final.pdf  

PR16 allowed retail revenues

<5Ml per year 5-50Ml per year >50Ml per year

Region specific retail 
costs + allocation of net 

margins

National % gross 
margins applied to 
wholesale charges

National % gross 
margins applied to 
wholesale charges

https://www.ofwat.gov.uk/wp-content/uploads/2015/11/pap_con20160323nhhprmethod.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/11/pap_con20160323nhhprmethod.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2016/12/Business-retail-price-review-2016-final-determinations-Final.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2016/12/Business-retail-price-review-2016-final-determinations-Final.pdf
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effectively competitive immediately. Regulatory interventions of this form are 
common following market liberalisation.11 

Further, the REC price protections differ from the revenue controls that have been in 
place in the non-competitive segments of the water sector, such as the ongoing 
controls for wholesale services and retail household services set in PR14, and 
shortly PR19. These set a revenue cap, and leave water companies to determine 
tariff levels, subject to charging rules. In these cases, the regulatory controls are the 
primary pricing constraint imposed upon the water companies.12 In contrast, in the 
business retail market a competitive constraint also exists alongside the regulatory 
constraint of the REC price protections. As such, competition plays a role in 
determining the appropriate price levels and service quality in line with customer 
preferences. The REC protections are therefore intended to act as a safeguard 
protection for customers who are not engaged in the market, while competition 
develops.13  In setting these protections, we have to be mindful of the impact that 
they might have on the development of that competition 

2.3 Summary of our consultation on framework and 
methodology 

In March 2018, we consulted on our framework and methodology for determining 
future price protections and in May we received responses from retailers and 
consumer bodies.14 

In general, respondents were supportive of our assessment framework. This 
proposed considering consumer protection, competition, simplicity and 
proportionality when looking at options for price protections.   

Retailers mostly said that the retail costs allowed for in the default tariffs were 
insufficient, particularly for smaller customers, and this was a reason competition for 
these customers has so far been limited. They said they are incurring additional 

                                            
11 For example, the British gas and electricity retail markets were fully opened to competition for 
domestic customers in the late 1990s (while the markets were open to competition for non-domestic 
customers since the early 1990s). However, price controls for such customers were removed only in 
2002. https://www.ofgem.gov.uk/gas/retail-market/gb-gas-retail-market  
12 Additionally Competition Law also applies. 
13 Price protections for disengaged customers have also been implemented in other regulated 
industries. For example, Ofgem is introducing a price cap that will protect all energy customers on 
default tariffs (see Ofgem’s 6 November 2018 press release, available at 
https://www.ofgem.gov.uk/publications-and-updates/energy-price-cap-will-give-11-million-fairer-deal-
1-january).  
14 The responses that are not commercially confidential are available at 
https://www.ofwat.gov.uk/consultation/retail-exit-code-price-protections-beyond-march-
2020/#Responses  

https://www.ofgem.gov.uk/gas/retail-market/gb-gas-retail-market
https://www.ofgem.gov.uk/publications-and-updates/energy-price-cap-will-give-11-million-fairer-deal-1-january
https://www.ofgem.gov.uk/publications-and-updates/energy-price-cap-will-give-11-million-fairer-deal-1-january
https://www.ofwat.gov.uk/consultation/retail-exit-code-price-protections-beyond-march-2020/#Responses
https://www.ofwat.gov.uk/consultation/retail-exit-code-price-protections-beyond-march-2020/#Responses
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costs associated with market opening that were not allowed for in the PR16 price 
controls. 

Respondents put forward different views on how the future protections might be 
specified, but they mostly asked for adjustments to the default tariffs to allow for 
increased costs and proposed simplifications, such as removing the distinctions in 
the REC for SMEs and larger customers and between transferred and other eligible 
customers. Consumer bodies highlighted our need to continue to protect customers. 

Further detail on the responses to our consultation is in Annex 2.  

2.4 Scope of this review  

In line with the indication we gave in our March 2018 consultation, this review 
focuses on the price protections. We have also been monitoring market 
developments more broadly, including in relation to non-price terms covered by the 
REC, and propose changes to those protections as well. We are therefore publishing 
alongside this consultation a further consultation on the requirements in relation to 
non-price terms in the REC.15  

2.5 Timing 

Regulation 30(5) of the Exit Regulations gives Ofwat the power to modify the REC 
from time to time. We could, therefore, review the REC at any time, and following 
consultation make changes. We would be particularly likely to do so if we thought 
that rapid action was required to facilitate the functioning of the market in the 
interests of customers. 

We said that we would review the price requirements at the end of PR16, which 
expires in 2020.16 We are conducting this review now to ensure future price 
protections are determined in good time before the end of March 2020, in order to 
provide certainty to customers and retailers. 

 

 

                                            
15 [Link to non-price protections consultation] 
16 Retail Exit Code v 2.0, para 3.1.3, https://www.ofwat.gov.uk/wp-content/uploads/2017/11/Retail-
Exit-Code-v2.0.pdf  

https://www.ofwat.gov.uk/wp-content/uploads/2017/11/Retail-Exit-Code-v2.0.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/11/Retail-Exit-Code-v2.0.pdf
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3. The business retail market as of now 

In this section we review the latest information on the state of the market to inform 
our later considerations. We start by looking at outcomes for customers and then 
turn to looking at the situation for retailers.  

3.1 Customers 

3.1.1 Customer awareness 

Our Open for Business report showed that, on the customer side, we are seeing a 
mixed picture between types of customers in terms of awareness.17 Around 90% of 
the largest business customers (non-SMEs) are aware of their ability to change 
provider and around 10% have switched or renegotiated their tariff, while others 
have chosen to self-supply.18 On the other hand, SMEs, microbusiness and low 
usage customers (using less than 5Ml of water per year) have shown much lower 
levels of awareness and engagement. Only half of this group are aware of market 
opening, and less than 4% have switched or renegotiated.19 20 

3.1.2 Switching 

As shown in Figure 3, customers have been increasingly engaging in the market 
since market opening.  

 

 

 

 

                                            
17 Open for business: Reviewing the first year of the business retail water market, July 2018, 
https://www.ofwat.gov.uk/wp-content/uploads/2018/07/State-of-the-market-report-2017-18-FINAL.pdf  
18 Open for business, p30 and 32.   
19 Open for business, p30 and 32.   
20 More recent evidence suggests that awareness at the low end of the market continues to remain 
low, at around 40%. See, Consumer Council for Water: Small and medium-sized businesses’ 
awareness of the water retail market, August 2018, https://www.ccwater.org.uk/wp-
content/uploads/2018/09/CCWater-SME-Report-wave-3-final-version-converted.pdf 

https://www.ofwat.gov.uk/wp-content/uploads/2018/07/State-of-the-market-report-2017-18-FINAL.pdf
https://www.ccwater.org.uk/wp-content/uploads/2018/09/CCWater-SME-Report-wave-3-final-version-converted.pdf
https://www.ccwater.org.uk/wp-content/uploads/2018/09/CCWater-SME-Report-wave-3-final-version-converted.pdf
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Figure 3 Cumulative switching since market opening  

Source: MOSL data. 

As of November 2018, 7% of supply points had switched.21 However, larger 
businesses (non-SMEs) have switched at a greater rate than smaller businesses, 
with the former accounting for roughly two thirds of all switched supply.22  

New entrants have succeeded in acquiring customers. Together with self-suppliers, 
they captured just under a third of switched supply points and just under a quarter of 
switched consumption.  

3.1.3 Default tariffs 

Around 94% of consumers remain on default tariffs (i.e. have not switched or 
renegotiated).23  

This implies that the current protections are still playing a significant role in the 
market and any adjustment to the default tariffs will affect, at least in the short term, 
the vast majority of customers in the business retail market.  

                                            
21 MOSL data, https://www.mosl.co.uk/market-performance/details/53/cumulative-switching-of-service  
22 Open for business, p16. 
23 Estimated based on information request data from retailers. 
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3.1.4 Customer savings 

In the market’s first year, customers who switched retailer or renegotiated their tariff 
saved around £8 million in total. On average, these customers saved around 3% on 
price of their bills.24 Nevertheless, larger or higher consumption customers were 
more likely to have seen savings than smaller or lower consumption customers and 
microbusinesses. 

Customers who switched or renegotiated in the first year also saved approximately 
270 to 540 million litres of water (equivalent to 100 to 200 Olympic sized swimming 
pools) due to water efficiency measures from switching and time from more 
convenient billing or better customer services – for example two fifths of switchers 
who had consolidated bills said they saved money or saw other benefits.25 

3.2 Retailers 

3.2.1 Retailer entry, exit and consolidation 

In well-functioning, contestable markets it is often the case that firms present in the 
market change over time as new entrants join the market, successful firms grow and 
less successful firms exit. 

We have seen entry by a number of new retailers enter the market. In addition to 
Acquiring Licensees, a total of 13 new entrants have also obtained licences and 
entered the market as of November 2018.26 The new entrants have a range of 
business models and strategies, with some actively targeting small customers. Most 
of the new entrants are relatively small independent companies, such as Everflow, 
ClearBusiness Water and Yu Water. Other new entrants which are not associated 
with a previous incumbent in England have acquired the customer bases of 
incumbents. For example, BusinessStream acquired the customer base of Southern 
Water and Castle Water acquired the customer bases of Thames Water and 
Portsmouth Water.  

The market has experienced consolidation of various sorts since April 2017. A 
number of retailers have been formed as joint ventures between the associated 
retailers of incumbents e.g. Wave (Anglian Water and Northumbrian Water) and 

                                            
24 Open for business, p48. 
25 Open for business, p3.  
26 Excluding Acquiring Licensees, Associated Retailers and Self-Supply retailers. 
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WaterPlus (United Utilities and Severn Trent). We have also seen some 
consolidation through acquisition, e.g. Castle Water acquiring Invicta Water. 

We have not seen significant exit from the market. However, some retailers have told 
us that because of the currently low margins they may exit the market in future if 
there is no change in the current situation. 

3.2.2 Operational market frictions 

Retailers have told us that there are a range of frictions in operating in the new 
market, including a lack of complete, accurate and timely market data, poor 
wholesaler performance against industry standards and poor interactions between 
retailers and wholesalers. These market frictions are causing issues for retailers and 
ultimately customers, and are preventing the market from meeting its full potential. 

We are working alongside market participants, MOSL and other stakeholders to 
address these frictions.27 This should help the functioning of the market, allowing 
retailers to offer better services and smoother switches to customers, and in turn 
improving customer engagement. Further, improvements in market functioning 
should reduce retailer costs. These factors could influence the appropriate level of 
price protections in future. 

3.2.3 Retailer finances 

In addition to looking at the observable market outcomes we have also examined the 
financial position of retailers. In particular, in light of comments raised by retailers in 
response to our earlier consultation, we sought to establish the effect the level of 
current default tariffs has on realised margins and the impact of this on customers 
and competition.  

Using our formal powers, we collected cost data from retailers (WSSLs only), 
including both acquiring licensees and new entrants.28 We asked retailers to provide 
information on their overall retail costs and separately on costs associated with the 
functioning of the open market. We did not request detailed disaggregated cost data 

                                            
27 Call for inputs: Strengthening wholesaler performance and service in the business retail market, 
November 2018, https://www.ofwat.gov.uk/wp-content/uploads/2018/11/Final-CFI-Wholesaler-
Performance-Nov18.pdf  
28 We gathered data only for WSSLs because the REC does not directly apply to non-exited 
incumbent retailers and their cost structures may be different given they remain vertically integrated. 

https://www.ofwat.gov.uk/wp-content/uploads/2018/11/Final-CFI-Wholesaler-Performance-Nov18.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2018/11/Final-CFI-Wholesaler-Performance-Nov18.pdf
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as we were not attempting to build full cost models, because, as indicated in our 
March consultation, we did not deem this proportionate. 

We asked retailers to allocate their costs between water and wastewater services 
and between different usage bands.  

We used retailers’ cost allocations where they were given and we deemed the 
approach reasonable, and otherwise made our own cost allocation for each cost 
component separately either on the basis of customer numbers or on the basis of 
wholesale charges paid. 

Retailers’ individual data is commercially sensitive and we do not report any 
individual or identifiable data in this consultation. We do however report some high 
level aggregated data. 

Comparison of cost information against allowed retail revenue 

We asked all licenced retailers (including both acquiring licensees and other licenced 
retailers) to provide information on their total costs and customer numbers.  

We have compared reported costs (minus wholesale charges) to the total allowed 
retail revenues, as set under PR16, as shown in Figure 4.29 The revenue allowances 
set in PR16 no longer map exactly to any retailers,30 but we have compared the 
reported costs of acquiring licensee retailers with the allowances in their primary 
region of operation, which we consider a reasonable approximation given that the 
cumulative level of switching has so far been limited.  

 

 

 

                                            
29 We excluded capex (but included depreciation) in order to compare ongoing costs with ongoing 
allowances. 
30 In PR16 revenue allowances were set for individual companies by wholesale area. Since market 
opening retailers have gained and lost customers and now typically have customers in a range of 
wholesale areas. As such, retailer’s current customer bases are not exactly equivalent to those 
customer bases for which the PR16 revenue allowances were set. 
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Figure 4 Comparison of current retail costs (cost to serve) with allowances 
(water only, for illustration)31 

Usage 
band 

2017/18 reported annual retail 
cost per customer (weighted 
average, outliers excluded)32 

2019/20 estimated allowed 
annual gross margin per customer 

(weighted average, outliers 
excluded) 

0-5Ml 
customers £50-100[] £51 

5-50Ml 
customers £300-400[] £533 

50+Ml 
customers £1,600-£2,000[] £2,350 

This evidence shows that on average retailers’ reported costs (2017/18) already 
exceeded the allowed retail costs for the last year of PR16 (2019/20) for customers 
using up to 5Ml per year. Conversely, on average the allowed gross margins 
exceeded retailers’ reported costs for customers using between 5 and 50Ml and 
more than 50Ml per year.  

To some extent, our findings reflect the way the price protections in PR16 were set. 
The default tariffs for the 0-5Ml customers were set on the basis of estimated costs 
in each region and deliberately did not allow for costs associated with market 
opening such as customer acquisition costs, which were expected to be covered by 
efficiency savings. In contrast, in adopting a national gross margin approach, the 
default tariffs for the large customers were set mostly above costs estimated at 
PR16.   

[] 

 

[] 

 

  

                                            
31 We excluded from the calculations of the weighted averages retailers whose customer base was 
very small and reported costs exceptionally higher compared with the other retailers. We note that 
these estimates are subject to retailers’ and our own cost allocations across customer types. 
32 We have redacted the point estimates, instead we present these values as ranges not centred on 
the true point estimate. 
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Differences across retailer types 

[] 

 

[] 

 

[] 

 

 

Conclusion 

On the basis of the above evidence, we have found a mixed picture in terms of the 
functioning of the market. 

Effective competition does not yet appear to have emerged at the smaller end of the 
market. The frictions that are still present in the market are restricting competition 
and are such that we don’t anticipate that effective competition will emerge until they 
are removed. While these frictions are being addressed our view is that our focus 
should be on customer protection. We are aware that where frictions are removed 
(or where they are less significant, for example due to the size of the contract) being 
able to make a sufficiently attractive profit is one of the things that can help drive 
entry and competition.  

At the same time, the information provided by retailers shows us that, at this stage, 
under some scenarios, retailers are struggling to be profitable. 
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4. Simplification of the REC 

The current REC price protections distinguish between transferred customers and 
otherwise eligible customers and between SMEs and non-SMEs.33 However, for 
most of these categories the actual protections themselves are linked back to the 
same elements of PR16.  

As discussed in Annex 2, some respondents to our March consultation suggested 
that the REC could be simplified, for example, by classifying customers by usage 
rather than SME/non-SME. In this section we discuss the potential to simplify the 
REC protections. 

4.1 Current protections 

The different price protections that are applied to the customers are linked to the 
underlying price controls set out in PR16, which was linked to customers’ overall 
consumption. The only exception is for other eligible non-SME customers for which 
the REC protections are reasonable and non-discriminatory prices rather than being 
based on PR16 (see Figure 5).  

Figure 5 Summary of basis for current REC price protections 

 

This means high usage SMEs have the same protection as other high usage 
customers, which, under PR16, is based on a looser gross margin approach. And, 
conversely, low usage non-SMEs fall under the tighter net margin approach used in 
PR16 for all low usage customers. 

                                            
33 The protections applying to transferred customers are in REC section 3 and those applying to other 
eligible customers are, for SMEs, in REC section 4, and for non-SMEs, in REC section 5. 

Current REC protections
(April 2017- March 2020)

Transferred 
customers

(97%)

Other eligible exit 
area customers 

(3%)

SMEs PR16 PR16

Non-SMEs PR16 Reasonable and 
non-discriminatory
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4.2 Transferred and other eligible customers 

Several respondents to our consultation told us that we should remove the distinction 
between transferred customers and other eligible customers in the REC. 

4.2.1 Discussion 

We have analysed the customer bases of acquiring licensees on the basis of the 
information request responses that we have received. We found that the majority of 
customers are transferred customers and that only 3% of all customers are 
otherwise eligible exit area customers. For high usage customers >50Ml, only 2% 
are otherwise eligible exit area customers. Therefore in effect removing the 
distinction would have little practical impact on retailers. 

Further, for SMEs, the current distinction between transferred customers and other 
eligible customers in the REC is only an administrative one because ultimately the 
same protections apply in each case. If a customer is an SME it is protected by the 
PR16 requirements regardless of whether it is transferred or otherwise eligible. As 
we see no reason to introduce a different protections for transferred and otherwise 
eligible customers, the simplification has no impact for SMEs.  

4.2.2 Our proposal 

Overall, we do not consider it appropriate to continue with the distinction between 
transferred and otherwise eligible customers. We propose that the REC should 
capture all eligible customers who are on deemed contracts and treat them on the 
same basis. We provide further clarification on this proposal (which is in conjunction 
with the proposal in 4.3.2), in our Annex 3 and in the draft proposed REC in Annex 7. 
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Consultation question 

Q1 Do you agree with our proposal to remove the distinction between transferred 
and otherwise eligible customers in the REC? 

Please support your answer with evidence. 

4.3 SMEs and non-SMEs 

The current REC allows for a distinction between businesses that are SMEs (defined 
to be organisations with <250 employees) and those that are larger businesses 
(those with >=250 employees). The UK Government has identified small businesses 
as particularly vulnerable users of utilities and given Ofwat an explicit objective to 
promote an enhanced focus by water companies on the needs of small business 
customers.34  

In practice, the current version of the REC only distinguishes between SMEs and 
non-SMEs when it covers otherwise eligible customers. Customers who are 
transferred are treated in the same way regardless of whether they are SMEs or not.  

Several respondents to our March consultation told us that we should remove the 
distinction in controls between SMEs and larger businesses, because in practice 
retailers are not able to gather evidence on customer employee numbers and 
distinguish between SMEs and larger organisations. 

This section reviews the differences between customers and then reviews whether 
making a distinction between customer types in the REC continues to be 
appropriate. 

4.3.1 Discussion 

Customer characteristics across usage bands 

A company’s water use is driven both by its size and by its core activity. As such, 
water use can vary significantly between companies with a similar number of 
employees and an SME can potentially be a larger consumer of water than a large 
                                            
34 DEFRA (2017), ‘The government’s strategic priorities and objectives for Ofwat’, p9, 
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/661803/sps-ofwat- 
2017.pdf. 
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organisation. For example, a car wash with relatively few employees is likely to 
consume a much larger volume of water when compared to a non-SME company 
with low water use, such as a large delivery company. 

Nevertheless, there is still a significant correlation between water usage and the size 
of the company, as illustrated in Figure 6 below. SMEs and microbusinesses have a 
more significant presence in lower usage bands, whilst the higher usage bands over 
5Ml are heavily populated by large and medium companies. Indeed, 97% of 
microbusinesses and 90% of small (5-10 employee) businesses consume under 
0.5Ml a year.35 By way of comparison, the average household usage is around 0.1Ml 
per year. 

Figure 6 Composition of usage bands by business type 

Source: Ofwat, Non-Household Customer Insight Survey 2017, Wave 1.  

The rationale for the REC protections is primarily to protect those that cannot easily 
engage in the market. We would generally expect larger firms to have greater 
capacity and ability to engage in the market than smaller firms. For example, 
microbusinesses have twice the rate of customers reporting that they ‘did not have 
time to look into switching’ when compared to SMEs and large businesses.36 

                                            
35 Ofwat, Non-Household Customer Insight Survey 2017, Wave 1, C2A, https://www.ofwat.gov.uk/wp-
content/uploads/2018/07/Ofwat-Non-Household-Customer-Insight-Survey-2017-Wave-1.pdf  
36 Open for business, p35. 
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However, a customer’s usage is also likely to affect engagement. A high usage 
customer is likely to pay closer attention to its water bill and engage in the market 
more than a low usage customer, because the scope for savings is likely to be 
greater and the bill is likely to be a higher proportion of its overall costs. As such we 
believe that usage is likely to be at least as strong an indicator of engagement with 
the market as a company’s size in terms of employee numbers. 

Practicalities 

Retailers have told us that gathering information on customers’ employee numbers 
can be challenging and costly, particularly because some customers do not always 
easily cooperate and/or regularly change their employee numbers. Some retailers 
told us that these difficulties in gathering information meant they applied the most 
restrictive protections to all customers to ensure that they were compliant without 
having to gather the identifying information on customer types. 

We accept that there is clearly a burden for both customers and retailers in gathering 
information on employee size and this information is also likely to be volatile to a 
degree. In contrast, information on customer usage is often already collected as part 
of the billing process and therefore it is likely to be costless for a retailer to determine 
the appropriate protections and tariffs for a customer on the basis of usage. 

Government’s strategic priorities 

We recognise that the UK Government’s strategic priorities for Ofwat require us to 
‘promote an enhanced focus by water companies on the needs of small business 
customers that may struggle to access the best deals’.37 When we originally set 
these protections we thought there was a greater potential risk to SMEs from excess 
prices than larger customers, based partly on how the energy market had 
developed.38 We continue to recognise the importance of focusing on the needs of 
SMEs and ensuring that they are adequately protected. However, we believe that it 
is possible to address the needs of SMEs through the protections in general, without 
a specific obligation for SMEs to be identified separately. 

4.3.2 Our proposal 

We propose to remove the distinction between SMEs and non-SMEs. Instead we 
propose that all the REC price protections are specified on the basis of customers’ 
                                            
37 DEFRA (2017), ‘The government’s strategic priorities and objectives for Ofwat’, p9, 
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/661803/sps-ofwat- 
2017.pdf. 
38 Consultation on retail exit code, conclusions, April 2016, p13. 
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annual usage. This change is a proportionate simplification that will reduce some 
administrative burden and all SMEs on deemed contracts will still covered by the 
protections. We give further detail on how this would work in Annex 3 (on the 
applicability of the REC) and Annex 7 (the draft proposed revised REC). 

Consultation question 

Q2 Do you agree with our proposal to remove the distinction between SMEs and 
non-SMEs in the REC? 

Please support your answer with evidence. 
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5. Options for future price protections 

There is a spectrum of options for future protections, from approaches which rely 
more on regulation to provide customer protection, to approaches which encourage 
effective competition itself to provide protection. In this section we describe the main 
high level options for protections, before in the subsequent sections reviewing how 
these options might apply to each usage category and putting forward our specific 
proposals for each category.  

5.1 No ex ante regulatory protections 

This option has the advantages of being very simple to implement, removing the risk 
of unintended consequences from regulatory price protections distorting the market 
to the detriment of customers. In particular, it gives retailers more flexibility in terms 
of how it may recover its costs from different customer segments and potentially 
greater scope to differentiate services at different price points and quality levels.  It 
also removes regulatory burden from retailers.  

The main disadvantage of this option is that customers who are not engaged in the 
market, or have problems switching due to market frictions, remain vulnerable and 
are unable to protect themselves through negotiation or switching. Therefore, where 
we consider there is a high risk of customer harm, ex ante protections are likely to be 
appropriate. 

As such, this option is most likely to be appropriate only in situations where we are 
confident that competition will be effective for the vast majority of customers. 

5.2 Reasonable and non-discriminatory requirement 

One option for an ex ante regulatory requirement is a ‘reasonable and non-
discriminatory’ prices requirement. This requirement does not prescribe the 
maximum level of revenues/prices in itself, but instead requires that retailers offer 
prices that are reasonable and non-discriminatory. 

The requirement allows any customer who considers that the terms they are being 
offered by their retailer do not meet the ‘reasonable and non-discriminatory’ price 
requirement to raise this with Ofwat as a formal dispute with their retailer. We would 
then decide whether it was appropriate to investigate that particular case given its 
merits and our administrative priorities. Where we do take a case, we would 
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investigate the terms and issue a Direction indicating whether or not the retailer’s 
terms met the reasonable and non-discriminatory requirement. 

The advantages of a reasonable and non-discriminatory requirement is that it 
simplifies the price protections giving flexibility to retailers but still leaves scope for 
regulatory intervention via a Dispute if necessary, therefore defending customers’ 
interests. 

5.3 Price protections 

The most direct form of price protections would be to set requirements in the REC as 
to the maximum allowed revenues a retailer can earn from customers on deemed 
contracts and therefore in turn limit the level of default tariffs. The level could be 
standardised nationally or vary by region or tariff band. Below we describe the most 
likely forms for price protections, and give further detail on the differences between 
them in Annex A4. 

5.3.1 Net margin 

The “net margin” approach involves estimating the cost to serve a group of 
customers within a specific region and adding a net margin (applied to the retail cost 
to serve and wholesale charge). The net margin itself could be set as a standardised 
allowance, or alternatively, the overall allowed net margin could be allocated to 
customer groups in differing amounts (subject to a cap on the overall mark-up above 
cost). PR16 adopted the latter approach for customers using between 0-5Ml, with an 
overall cap of 2.5%.39 These allocated net margins could be perpetuated in the new 
control. 

5.3.2 National gross margin approach (% of wholesale charge) 

This approach would set a national gross margin that would be allowed on top of the 
wholesale charge in each region, where the allowed gross margin is calculated as a 
% of the wholesale charge (e.g. the allowance is 5% of the wholesale charge). This 
was the approach taken for customers using 5-50Ml and >50Ml in PR16. 

Since wholesale charges vary, using a % of the wholesale charge as the form of 
gross margin cap means the absolute level of allowed retail margin will also vary by 

                                            
39 Strictly speaking, the overall allowed net margin of 2.5% applied across all customer groups, so 
some retailers recovered a higher or lower net margin than 2.5% from the 0-5Ml customer groups. 
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region. This may be appropriate where it reflects some differences in costs which are 
linked to the size of the total bill (e.g. bad debt costs), but is less likely to be 
appropriate where retail costs have a higher proportion of costs which are constant 
across regions. 

5.3.3 National gross margin approach (absolute amount) 

This approach would set a national allowed gross margin that would be allowed on 
top of the wholesale charge in each region, where the allowed gross margin is a 
fixed absolute amount per customer specified in pounds (e.g. £40 per customer), 
potentially varying by usage band. This approach was not part of any of the PR16 
controls.  

This approach would allow retailers to earn the same absolute gross margin in each 
region but could disadvantage them where some regions have higher retail costs 
(e.g. due to variation in meter reading average costs) and particularly where there 
are variations in retail costs due to variations in wholesale charge (e.g. bad debt). 
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6. Different protections for different usage bands 

This section discusses the usage bands that should apply and the types of 
protections that may be suitable for those bands. 

In section 4 we highlighted the varying characteristics of business customers, 
focussing in particular on the diversity of customers in the lower usage categories 
(within the 0-5Ml band). 

Figure 7 below shows an example of the average annual spend of businesses in 
different usage bands. Compared to the higher usage categories, average annual 
spending by businesses in the 0-0.5Ml band is relatively low.  On average, these 
customers spend £345 a year on water and wastewater, and a customer at the very 
top of the band using 0.5Ml per year will typically spend around £1,000 per year. 
Customers actual average spend varies between regions, but relatively low spend by 
0-0.5Ml customers is a common feature.  

Given the level of savings from switching apparently available in the market in 
percentage terms at the moment, the scale of absolute savings that might be 
available for these customers is limited and there is potentially a lack of incentive for 
these customers to engage with the market. Low absolute margins for this customer 
segment also mean that there is a less of an incentive for retailers and brokers to 
proactively target this segment. Indeed, market frictions can easily tip profitability of 
these customers negative territory.  

Figure 7 Average annual spend of customers in different usage bands 40 

Usage band 
Approximate average 

annual water and 
wastewater spend  

< 0.5Ml  £345 

0.5 to 1Ml £1,723 

1 to 5Ml £4,363 

5 to 50Ml £22,640 

>50Ml £192,354 

MOSL data (where the usage bands do not align exactly with those used for our 
proposals) indicates only 2.6% of water supply points have been switched in the 

                                            
40 Estimates based on Thames Water’s PR16 final determinations.  
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lowest consumption segment (0-0.1Ml) compared to a considerably higher switching 
rate for higher usage bands.41 Furthermore Ofwat’s Non-Household Customer 
Insight Survey found 53% of customers consuming less than 0.5Ml were 
uninterested in switching retailer, compared to only 21% of 0.5-5Ml customers. This 
observation is reinforced by findings in the Open for Business report that found a 
lack of engagement in the market by microbusinesses, with only 3% switching in the 
first year compared to 11% for larger businesses. 

However, it is clear from our analysis that businesses using 0.5-5Ml per annum 
potentially have much more of an incentive to engage in the market and seek out the 
best deal for their business. Individual premises using this level of consumption tend 
to be larger businesses, such as farms, universities and supermarkets. These 
customers have a much larger annual spend than the lower consumption band and 
therefore the scope for savings could be significant enough to outweigh any 
perceived cost of switching retailer. MOSL statistics reflect this observation, finding 
the percentage of supply points switched for M2 (0.1-1Ml) customers is over double 
that of M1 (0-0.1Ml) customers.42  

Given these findings, we propose to split the current low usage band at the 0.5Ml 
point and replace it with two bandings of 0-0.5Ml and 0.5-5Ml.43 This would allow 
separate price protections to apply to these two customer usage bandings. Given the 
comparative lack of engagement in the 0-0.5Ml category, it may be appropriate to 
retain tighter regulatory protections than for the 0.5-5Ml banding where we recognise 
there is a greater potential for competition and switching.  

With regard to the higher usage bands, we do not consider there is a good reason to 
split those bands and indeed, as discussed later, we propose to merge the 0.5-5Ml 
and 5-50Ml bands. 

Consultation question 

Q3 Do you agree with our proposal to split the current 0-5Ml band into 0-0.5Ml and 
0.5-5Ml? 

Please support your answer with evidence. 

                                            
41 MOSL, https://www.mosl.co.uk/market-performance/details/58/proportion-of-supply-points-
switched-within-segment, accessed November 2018. 
42 MOSL, https://www.mosl.co.uk/market-performance/details/58/proportion-of-supply-points-
switched-within-segment, accessed November 2018. 
43 A customer using exactly 0.5Ml per year will typically spend more than £1,000 per year, depending 
on the region they are in, the size of their water meter etc.  

https://www.mosl.co.uk/market-performance/details/58/proportion-of-supply-points-switched-within-segment
https://www.mosl.co.uk/market-performance/details/58/proportion-of-supply-points-switched-within-segment
https://www.mosl.co.uk/market-performance/details/58/proportion-of-supply-points-switched-within-segment
https://www.mosl.co.uk/market-performance/details/58/proportion-of-supply-points-switched-within-segment
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7. Proposals for 0-0.5Ml customers 

7.1 The need for continued protections 

Based on the evidence we have seen on market outcomes so far, the fundamental 
characteristics of this group and the experience in other sectors, we are concerned 
about these low usage customers’ ability to engage in the market. It is clear from our 
own market research that customer switching is currently very low for 0-0.5Ml 
customers (see Section 4). The low awareness of market opening and relatively high 
discounts needed to motivate a switch, suggest customers’ reluctance to engage 
may be a significant barrier.44  

Other sectors, such as energy, have also struggled to establish effective competition 
for small businesses that are low usage.45  

The presence of market frictions has also been a significant barrier to retailers and 
brokers engaging with these customers, as have the behavioural barriers that limit 
customer engagement. In time, these barriers may erode. For example, multi-utility 
bundles or automated-switching services may increase engagement.46 But it is not 
yet clear how or when such developments may become more mainstream. 

We acknowledge this may have been exacerbated by the current price caps which 
offer little incentive for retailers or brokers to approach 0-0.5Ml customers due to the 
low margins available and the limited ability to offer price savings. Equally, the caps 
reduce the incentives for customers themselves to proactively engage in the market. 
But we do not believe that allowing tariffs to rise for this group would significantly 
stimulate engagement from this group. Our view is therefore that a substantial 
relaxation of protections for these customers would not protect their interests for the 
time being. 

7.2 Form of protections 

The protections for all customers with <5Ml usage are currently set on the basis of 
retail cost to serve, which differ by region, and allocations of a standardised overall 
                                            
44 Around 60% 0-0.5Ml customers who were aware they could switch but had not done so said annual 
savings of 6% to 25% would encourage them to switch in our customer insight survey (Open for 
business,p35). This is equivalent to a bill reduction of approximately £20 to £85 for an average 0-
0.5Ml customer. 
45 Ofgem (2018), State of the energy market, p37, 
https://www.ofgem.gov.uk/system/files/docs/2018/10/state_of_the_energy_market_report_2018.pdf  
46 For example, in the energy sector, several automatic switching services that continually switches 
users’ gas and electricity services have emerged. 

https://www.ofgem.gov.uk/system/files/docs/2018/10/state_of_the_energy_market_report_2018.pdf
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net margin of 2.5%. They were intended to be broadly cost reflective and set on a 
relatively tight basis. 

In response to our March 2018 consultation some retailers suggested that we alter 
the current approach, and adopt a national gross margin approach for all customers 
(See Annex 2). Either a net or gross margin approach could be set more or less 
tightly.  

A net margin approach gives greater scope to maintain more cost reflective controls, 
since where genuine retail cost differences arise between regions these can be 
allowed for in the allowed retail costs. It also provides a high degree of stability as it 
maintains the existing approach.  

A national gross margin approach is arguably simpler than a net margin approach, 
particularly for customers with multiple sites across wholesale regions. The impact of 
a gross margin approach would vary across regions but it could potentially lead to 
increases that are much larger than a net margin approach in some areas. For 
example, we have estimated that if we adopted a gross margin approach set at the 
maximum of the current implied gross margins, customers in some regions could 
experience total bill increases of at least 11%, if there were no change in wholesale 
charges.47  

As discussed in Section 7.1, it may be difficult for effective competition to emerge for 
this group at present. We therefore think that it is currently inappropriate to loosen 
protections. We therefore propose retaining the current approach of setting default 
tariffs on the basis of regional retail cost estimates and current net margins.48   

Consultation question 

Q4 Do you agree with our proposal to retain a net margin approach to the 
protections for these customers? 

Please support your answer with evidence. 

                                            
47 This was calculated by taking the maximum of the current implied % gross margins in all regions. 
This was then reapplied to wholesale charges in all regions and the maximum total bill increase 
determined. This estimate is for illustration only. It was calculated using water services only and is 
based on data for the 0-5Ml band since more disaggregated data is not available for all regions. It is 
therefore the average total bill across the whole band. However, since wholesale charges are smaller 
for the 0-0.5Ml part of this band and higher for the upper part of the band, we would expect the total 
bill increase to be larger than this average value of 0-0.5Ml customers. 
48 Our PR19 Final Methodology has indicated that it considers that the net margins applied at PR16 
for contestable activities continued to be appropriate, Delivering Water 2020: Our final methodology 
for the 2019 price review, December 2017, p 183.  
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7.3 Adjustments considered 

We now assess whether the current default tariffs should be adjusted. For this 
assessment we focus on the retail cost to serve and consider whether the costs 
allowed in PR16 remain appropriate or need adjusting and whether we should allow 
additional costs arising since market opening. Further details are given in Annex 5.  

Costs allowed in PR16 

The retail costs to serve used in PR16 were initially set in PR14 on the basis of costs 
incurred by incumbents in 2013/14.49 The functions then carried out by incumbents 
(e.g. billing, bad debt, metering) still apply to retailers’ current functions.  But there 
may be a case for adjusting these costs to reflect the changes since then.   

We have considered three options: 

• No adjustment—Making no adjustment would mean rolling forward the same 
nominal retail cost to serve from the last year of PR16 (2019/20). 

• Adjustment by an external index of inflation—We could make an adjustment 
on the basis of cumulative economy wide inflation (e.g. CPIH) or a specific 
inflation index (e.g. wage inflation). 

• Adjustment based on reported costs—We could make an adjustment to bring 
the allowed retail cost in line with the full costs reported by retailers.50 

In PR16 (and in the PR19 final methodology) we said that we believed that most 
retail costs are within the control of retailers.51  We therefore did not allow for an 
inflation adjustment.52  

Making no adjustment now would maintain greatest stability in pricing and would 
protect customers from any price rises. However, retailer data on costs suggests that 
retailers have not been able to control their costs. While we continue to believe that 

                                            
49 Setting price controls for 2015-20: Final price control determination notice: policy chapter A6 – non-
household retail costs and revenues, December 2014, https://www.ofwat.gov.uk/wp-
content/uploads/2015/10/det_pr20141212nhhretail.pdf  
50 We could determine this by examining retailer’s total costs and removing costs classified by 
retailers as new costs arising as a result of market opening. 
51 Delivering Water 2020: Our final methodology for the 2019 price review, December 2017, para 
9.5.3. 
52 PR14/PR16 had no allowance for inflation in retail costs over the period reflecting an expectation of 
efficiencies. For example in the PR14 Methodology consultation (p106) we said: "…we do not 
consider that RPI indexation would be an appropriate mechanism for reflecting uncertain and 
uncontrollable input price risks in default tariffs. This is because retail costs are primarily operating 
costs with a high level of controllability by management and do not involve significant long-lived 
assets, which means they do not require the same approach as wholesale services." 

https://www.ofwat.gov.uk/wp-content/uploads/2015/10/det_pr20141212nhhretail.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/10/det_pr20141212nhhretail.pdf
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most costs are in the control of retailers, we accept that there are some input costs 
which are affected by the wider-economy and that it is therefore difficult for retailers 
to manage them fully. We therefore propose to allow an adjustment for increased 
costs corresponding to the economy wide inflation that has been experienced since 
PR14/16 was set. It is also standard practice to reset cost estimates when price 
controls are reviewed.  

Using CPIH to account for inflation since the price control was initially set would lead 
to a first year adjustment of approximately 10% of the retail component or 1% of the 
total bill faced by customers (assuming no change in wholesale charges). In each 
individual region the impact would be <2% of the total bill, as shown in Figure 8.53  
Using retailers’ costs would lead to a much greater increase of approximately 
between 30-75% of the retail component of a bill or 2-8% of the total customer bill 
(assuming no change in wholesale charges). In either case if wholesale charges 
were to fall simultaneously as a result of the PR19 determinations then the perceived 
impact on customer’s final bills would be less.54 

Figure 8 Estimated regional impact of one-off CPIH adjustment55 

Wholesale 
region 

Estimated increase in total 0-0.5Ml bill (including water and 
wastewater) 

Anglian 0.8% 

Northumbrian 0.4% 

Severn Trent 0.6% 

Southern 0.8% 

South West 0.2% 

Thames 1.5% 

United Utilities 0.5% 

                                            
53 The 10% increase has been calculated as cumulative CPIH inflation since March 2014, with an 
assumption of 2% inflation (Bank of England target rate) between now and October 2019. We take 
inflation until October 2019 only because we intend to publish and implement the allowances six 
months prior to implementation. Subsequent inflationary pressure will be picked up in the permitted 
adjustment for the following year (see section on ongoing adjustments in section 7.3). Note bills would 
increase due to two effects: a higher allowed retail cost; and the retail net margin now applying to a 
larger base due to the retail cost adjustment. 
54 We do not yet know the level of wholesale charges that PR19 will determine. However, some 
aspects of our Final Methodology imply that wholesale charges might fall. For example, our 
preliminary view on the appropriate cost of capital ‘represents a material reduction since PR14’. 
Delivering Water 2020: Our final methodology for the 2019 price review, December 2017, p172.  
55 Regions shown are areas served by suppliers of both water and wastewater services. We estimate 
that in the areas where a WOC operates water bill increases would approximately range between 
0.5% and 1.0%. 
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Wessex 0.5% 

We propose using CPIH. We do not consider it appropriate for this adjustment to be 
to the full extent of retailers reported costs. We accept the retailer reported cost data 
appears to show that costs are below current tariff levels, but given the challenge of 
consistency of cost allocation across retailers, we do not consider it reliable enough 
to be basis for setting ongoing protections.  

Using CPIH to make this adjustment would be a simple and proportionate approach 
and more so than using retailers’ reported costs where ensuring consistency of cost 
allocation between retailers would be complex. We propose using CPIH rather than 
an alternative external inflation index because retailers’ costs are composed of a 
range of cost categories and CPIH is a broad measure of economy wide inflation. 

Costs arising since market opening 

Retailers’ current operations in the open retail market are generally more involved 
than prior to market opening. For example, retailers may now engage with multiple 
wholesalers whereas previously they just dealt with one, retailers now have to post 
collateral for their wholesale charges and retailers are responsible for certain data 
items in CMOS. The full range of types of new operational costs retailers may incur 
are discussed in more detail in Annex A5. 

We are not minded to make adjustments for either of these types of costs for this 
band of customers. We recognise that some of retailers’ new activities and 
obligations have caused some new costs for retailers operating within the new 
market. However, we think it is inappropriate for these low usage customers to 
contribute to the costs of the market, as it is not yet clear they are reaping the 
benefits from it.  

7.4 Our proposal 

One-off adjustment 

We recognise that the protections for this group are currently set relatively tightly. 
We wish to continue to maintain a strong focus on consumer protection and 
therefore propose to maintain a net margin approach.  We do not consider it 
appropriate to make low usage consumers liable for recovery of new costs 
associated with market opening or costs associated with market frictions. We do 
consider it acceptable to allow a degree of increase in retail costs reflecting 
underlying inflationary cost increases since March 2014, the date at which the cost 
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data used for PR16 is based. We therefore propose to allow a one-off increase for 
past inflation of approximately 10% in the retail component or 1% of a total bill for all 
regions (assuming no adjustment to wholesale charges).56  

We think that relaxing the protections further would risk leaving consumers exposed 
as we know there are significant barriers to competition for this group of low usage 
customers, in particular due to current market frictions.  

Consultation question 

Q5 Do you agree with our proposal for a one-off adjustment for the 0-0.5Ml usage 
band? Do you agree with the level of this proposed adjustment? 

Please support your answer with evidence and analysis. 

Ongoing adjustments 

We have a statutory right to review the REC from time to time, but this does not give 
an obligation on specific timeframes in which we must review the code. As such, we 
propose to allow future default tariffs to increase by allowing a measure of inflation to 
be applied to the retail cost component of the tariff. For consistency with our 
proposal for a one-off adjustment, we propose to use CPIH for future indexation. 

Our proposal is to allow the adjustment to be made from 1 April each year (i.e. the 
first adjustment would be allowed to be applied from 1 April 2021, one year after the 
implementation of this revised code). The adjustment would be linked to the 
published rate of inflation six months prior to this date i.e. the adjustment permitted 
would be an increase in the allowed retail cost by the rate of inflation from October 
the preceding year.57 58 The formula for these proposals is set out in full in the draft 
revised code available in Annex 6. 

Our proposal to allow an adjustment for future inflation by indexing retail costs for 
this segment differs from the approach we have proposed for retail controls in PR19, 
where we do not intend to index the forthcoming retail controls to inflation.59 Rather 
we said we would consider whether any allowance for input inflation needs to be 

                                            
56 This adjustment is calculated on the assumption that CPIH inflation is at the Bank of England target 
rate for the period which the inflation rate is not yet known. We will update this value and publish it 
once the value is known for certain. 
57 The rate of inflation as measured by CPIH and as published by the Office for National Statistics. 
58 This six month period before implementation is in line with the approach to regulated rail fares, 
where adjustments in January are based on the inflation rate from the previous July. 
59 Delivering Water 2020: Our final methodology for the 2019 price review, December 2017, p136. 
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made as part of totex (i.e. a totex adjustment). We believe that this difference in 
approach is appropriate. In situations where a retailer is part of a contestable market, 
we seek to take a simplified and proportionate approach and hence our proposals for 
the REC are not based on a bottom-up view of costs. Further, we do not believe that 
an alternative approach to reflect future input price pressures (e.g. a totex 
adjustment) is feasible in the REC, given the protections do not apply for a fixed 
period.  

Consultation question 

Q6 Do you agree with our proposal for ongoing adjustments for the 0-0.5Ml usage 
band? 

Please support your answer with evidence and analysis. 
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8. Proposals for 0.5-5Ml customers 

8.1 Form of protections 

As outlined in section 6, we believe that this group of customers has a greater 
incentive and ability to engage with the retail market than 0-0.5Ml customers and 
therefore there are better prospects for effective competition arising for this segment 
in the short to medium term.  

In light of this, from the range of options set out in section 6, we think there is a 
limited need for individually specified regional protections in future. There are some 
legitimate regional differences in costs, but we are optimistic that competitive forces 
will influence prices in the longer term and thus setting a national gross margin 
control as a backstop is simpler and sufficient. This increased simplicity could benefit 
both retailers and customers. Among other things, the improved simplicity of the 
control could allow retailers to present their offers to customers more clearly and in a 
consistent way across different wholesale regions. We are proposing to adopt a 
gross margin approach.  

We recognise that a gross margin approach could be less cost-reflective, and, 
therefore, if set inappropriately low could present a risk to retailer finances.60 
However, we consider this can be mitigated by setting the cap at an appropriate level 
and is not in itself a reason not to implement a gross margin approach.  

Consultation question 

Q7 Do you agree with our proposal to move to a gross margin cap for 0.5-5Ml 
customers? 

Please support your answer with evidence. 

8.2 Our proposal for the level of the gross margin cap 

We are conscious that there are different levels of gross margin currently being 
earned by retailers in England, as a result of different allowed costs and net margins 

                                            
60 This concern was raised by WaterPlus in response to our March 2018 consultation, see Annex 2. 
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for this group of customers, and of different underlying costs. A national cap will, by 
its nature, not be able to match each of these regional levels.  

As such, in determining the cap we need to be mindful that wholesale charges have 
not yet been determined by PR19 and they may change over the period. If wholesale 
charges decrease in 2020/21 then in using a % gross margin the available retail 
margins will also fall (in absolute terms).61 This might lead us to err on the side of 
proposing a more generous gross margin to allow for this. 

In addition, we do not think that the gross margin allowed for this category should 
bear any relation to the current allowed gross margins for higher usage categories 
(5-50Ml and >50Ml), since some components of the retail costs do not depend on 
usage levels and as such smaller % margins are required when the wholesale 
charges are larger. 

In PR16 only Anglian Water and Thames Water explicitly set default tariffs for the 
0.5-5Ml band, rather than wider or other usage bands. In addition, Bristol Water, 
Southern Water and Wessex Water had separate tariffs for the 0-1Ml band.62 This 
means there is a limited sample of companies for which it is easy to directly estimate 
the current level of gross margin being earned for 0.5-5Ml customers. Figure 9 below 
shows the (estimated) current allowed gross margins in these companies’ areas 
implied by the PR16 allowances. 

Figure 9 Estimated current implied PR16 gross margins for 0.5-5Ml 
customers 

Area 
Water estimated current 
allowed gross margin for 0.5-
5Ml 

Wastewater estimated current 
allowed gross margin for 0.5-5Ml 

ANH 7% 7% 

BRL 4% NA 

SRN 6% 4% 

TMS 6% 9% 

WSX 4% 4% 

                                            
61 We do not yet know the level of wholesale charges that PR19 will determine. However, some 
aspects of our Final Methodology imply that wholesale charges might fall. For example, our 
preliminary view on the appropriate cost of capital ‘represents a material reduction since PR14’. 
Delivering Water 2020: Our final methodology for the 2019 price review, December 2017, p172.  
62 Moreover, South East Water had a 0-2.5Ml tariff band. All the other companies did not distinguish 
between 0-5Ml customers based on usage. 
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Weighted 
avg. 6% 8% 

In order to set our proposed allowed gross margin for 0.5-5Ml customers, we 
followed the steps below: 

• We identified the retail costs and net margins allowed by PR16 in the five 
wholesale areas mentioned above; 

• We made two adjustments to increase the allowed retail costs per customer; 
o The first adjustment reflects changes in PR16 allowed costs, resulting 

in around £17 per customer for water and £11 per customer for 
wastewater. We alternatively considered adjusting these costs by a 
measure of economy wide inflation, but given we are more optimistic 
about the prospects for competition for this usage band we have erred 
on the side of being more generous in adjusting the cost categories 
allowed in PR16;63 

o The second adjustment reflects on-going market opening costs, 
resulting in around £15 per customer for water and £22 per customer 
for wastewater. These adjustments were based on business retailers’ 
reported costs. They include market fees, customer acquisition and 
retention costs and market operation ongoing costs. They exclude 
unanticipated market operation costs because we believe these will 
diminish in time;  

• We summed the two adjustments, obtaining an overall adjustments of around 
£32 per customer for water and £33 per customer for wastewater; 

• We increased the allowed retail costs in the five areas by the two adjustments 
just calculated; and 

• We derived an implied average resulting gross margin of around 8% for water 
and 10% for wastewater. 

We therefore propose a national 0.5-5Ml gross margin cap of 8.0% for water 
customers and of 10.0% for wastewater customers. We have rounded these values 
as they are intended to be simple backstop levels and not precise cost reflective 
estimates. 

We estimate that on average 0.5-5Ml default tariffs would increase by around 2% 
under our proposed cap (assuming no change in wholesale charges).64 However, 

                                            
63 These adjustments were calculated by comparing business retailers’ reported costs with PR16 
allowed costs. 
64 This was calculated on the basis of 2019/20 wholesale charges and assuming that all retailers 
would increase their allowed retail revenues to meet the cap and assuming the wholesale charges 
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the impact would not be uniform across different regions. Although it is difficult to 
precisely assess this in each region,65 we estimate the impact would range from 
around 1% to 6% depending on the area. While we are mindful of our customer 
protection objective we believe this level of increase is acceptable given it the 
simplicity benefits it will bring, its role in promoting competition and that these 
customers are more likely to switch from default tariffs if they wish to.  

Consultation question 

Q8 Do you agree with our proposal for the level of the gross margin cap for 0.5-
5Ml customers? 

Please support your answer with evidence. 

8.3 Ongoing adjustments 

We do not propose to index this control going forward since it is based on a 
proportion of the wholesale charge. We note that PR19 makes allowances for 
inflation within the wholesale charge itself.66  

If the wholesale charge changes for other reasons (either as the control is reset at 
the start of PR19 or between years), this will also imply a change in the absolute 
level of retail gross margin available, which could be a reduction. But since our 
proposed approach is not designed to be cost reflective and is relatively generous in 
most regions, we do not consider this to be of particular concern.  

Consultation question 

Q9 Do you agree with our proposal not to make ongoing adjustments for the 0.5-
5Ml usage band? 

Please support your answer with evidence and analysis. 

                                            
remain at the 2019/20 PR16 levels. If wholesale charges decreased under PR19, the overall impact 
perceived by customers could be smaller. 
65 This is because in most areas the default tariffs do not currently separate 0.5-5Ml customers, and 
because it is not clear whether all retailers would price up to the proposed cap. 
66 Water companies wholesale revenues are indexed to inflation (CPIH), see PR19 Final 
Methodology, p169.  
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9. Proposals for 5-50Ml customers 

9.1 Form of protections 

In submitting data to PR16, companies put forward a range of different % gross 
margins for the 5-50Ml band. We chose to set the PR16 protections nationally on a 
gross margin approach, setting the caps towards the higher end of the range. This 
approach meant that in some regions the margins were tighter than in other regions, 
but most the tariffs were above cost and therefore could have been considered 
generous.67 

We have seen a relatively successful level of engagement from customers in this 
usage band and a trend that engagement is continuing. MOSL data shows that on 
average 18.3% of water and wastewater supply points have been switched for the 
higher usage bands (customers using more than 1.3Ml, MOSL categories M6, M7, 
M8 and M9) as of 1st November 2018.68  

This suggests that competition will be a key factor in protecting customers in this 
segment in future but that it is not fully effective for all customers yet. Therefore, 
there is a role for a continued safeguard cap (rather than a tightly cost reflective 
cap). We do not think competition has developed enough to merit a move to a 
‘reasonable and non-discriminatory prices’ requirement for these customers.   

9.2 Our proposal 

We propose, for simplicity, to increase the levels of the 5-50Ml gross margin caps to 
8.0% for water and 10.0% for wastewater, aligning them to the proposals for 0.5-5Ml 
customers. This would create a new 0.5-50Ml usage band with uniform protections. 

We recognise that these allowed margin levels could be considered generous when 
applied to 5-50Ml customers. In the short-term customers who do not engage in the 
market could experience price increases, which we estimate could be up to around 
4% of customer bills.69  

However, it is not clear the extent to which retailers would price up to the level of 
these caps, as many customers will have the ability and incentive to engage in the 
                                            
67 This can be seen in Figures 1.5 and 1.6 in the PR16 Final Determinations. 
68 MOSL, https://www.mosl.co.uk/market-performance/details/58/proportion-of-supply-points-
switched-within-segment, accessed November 2018. 
69 If wholesale charges were to decrease under PR19, the overall impact perceived by customers 
could be smaller. 

https://www.mosl.co.uk/market-performance/details/58/proportion-of-supply-points-switched-within-segment
https://www.mosl.co.uk/market-performance/details/58/proportion-of-supply-points-switched-within-segment
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market. Moreover, loosening the protections compared to PR16 is consistent with 
our stated intention in PR16 to wind back price protection as competition starts to 
become more effective.    

Overall, we consider there is merit in aligning the margins for 0.5-5 and 5-50Ml 
customers on the grounds of simplicity and proportionality, and recognising 
competition will increasingly protect these customers. Establishing a uniform band 
for the entire 0.5-50Ml band may also help retailers to offer standardised deals to a 
larger pool of customers and to simplify national multi-site offers.  

Consultation question 

Q10 Do you agree with our proposal for 5-50Ml usage band? 

Please support your answer with evidence and analysis. 
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10. Proposals for >50Ml customers 

10.1 Form of protections 

There are relatively few (around 2,500) customers who use >50Ml a year. Given the 
amount of water these customers use, they inevitably have a high annual spend, on 
average around £200,000 per year. These customers are also all medium or large 
businesses, not micro or small businesses. We would therefore expect them to have 
a high incentive and ability to engage in the market and ensure they obtain the most 
suitable retail contract for their services. Some customers may be considering a self-
supply license so that they can fulfil the retail functions themselves. 

Given this level of engagement, the primary options for protections for these 
customers are either to continue with gross margin regulation, to move to a 
reasonable terms condition or to deregulate this group entirely. 

10.2 Our proposal 

We propose to replace the gross margin controls for this group with a regulatory 
requirement that in the absence of an otherwise agreed contract, retailers must offer 
prices in their terms and conditions that are reasonable and non-discriminatory for 
this group.  

We consider this would be simpler than a gross margin approach and proportionate.  

We are also very optimistic about effective competition for these customers and 
therefore are content to limit the effect of the regulatory protections on the 
commercial relationship between customers using >50Ml and retailers. We do not 
consider that Ofwat is best placed to set or advise on the contract terms that might 
arise, and we expect large customers to have the resources and incentives to 
engage with retailers and negotiate competitive deals. 

We also believe that having a regulatory requirement is preferable to an entirely 
deregulatory approach, as it retains the power for us to protect customers in the 
event of circumstances where they might be egregiously harmed – for example 
where a problem with the operation of the market prevents a customer from 
switching away from a very unfavourable deal.  
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Consultation question 

Q11 Do you agree with our proposal for >50Ml usage band? 

Please support your answer with evidence and analysis. 
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11. Proposals for other customers 

11.1 Unmetered customers 

Customers without a water meter are typically charged with reference to the rateable 
value of their premises.70 Their bill is typically made up of:  

• a fixed charge (or ‘standing charge’), which covers things like billing and 
customer service costs; and  

• a charge based on the rateable value of a premise. 

In PR16 some incumbents had specific allowances set for unmetered customers, 
while others treated unmetered customers in the same way as low usage customers, 
by allocating to them the same amount of net margin and retail costs. Where 
customers have a high level of usage there is an incentive on both the retailer and 
customer to install a meter, where possible, to measure the usage. As such, we 
expect most unmetered customers to be relatively low usage and we believe that it is 
appropriate for unmetered customers to continue to be treated in the same way as 
low usage customers. Therefore we propose that we would roll forward the values 
currently applicable to these customers, as uprated by our one-off adjustment for 0-
0.5Ml customers and with the same ongoing adjustments. The precise values for 
these customers are given in Annex A5. 

11.2 Assessed customers 

Customers who apply for a water meter but it is not practical or too expensive to 
have one installed may be billed on the basis of assessed charges. In this case 
retailers would assess the likely usage of the premise. 

We propose that customers billed in this way would be subject to the same 
protections as customers with unmeasured usage. Only in Thames Water’s region, 
did PR16 set specific allowances for assessed customers, and these values should 
be rolled forward subject to our one-off and ongoing adjustments. The precise values 
for these customers are given in Annex A5. 

                                            
70 More details on the basis for the rateable value is available here 
https://www.ofwat.gov.uk/households/your-water-bill/unmetered/  

https://www.ofwat.gov.uk/households/your-water-bill/unmetered/
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11.3 Trade effluent customers 

In line with PR14/16 we propose that trade effluent customers are treated in the 
same manner as all wastewater customers.  

Where trade effluent customers have usage of <0.5Ml then the applicable retail costs 
and margins are those as for 0-0.5Ml wastewater customers, apart from the regions 
where in PR16 trade effluent customers had specific allowances, in which case 
these should be rolled forward, subject to our one-off and ongoing adjustments (the 
precise values for these customers are given in Annex A5). Where trade effluent 
customers have consumption exceeding 0.5Ml, then the applicable retail tariff is the 
gross margin approach of 10% applied to their wholesale charge. 

11.4 Special agreements 

Retailers can provide services through an agreement which, for example, involves 
bespoke services and charges.71 We refer to these agreements as special 
agreements. Bespoke charges reflect the unique cost characteristics that individual’s 
special agreement customers possess. We propose that special agreements 
retailers have with customers will continue unaffected.  

Consultation question 

Q12 Do you agree with our proposals for unmetered customers, assessed 
customers, trade effluent customers and special agreements? 

Please support your answer with evidence and analysis. 

 

                                            
71 See, https://www.ofwat.gov.uk/special-agreements-register-2016-17/  

https://www.ofwat.gov.uk/special-agreements-register-2016-17/
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12. Timing and next steps 

In line with our duties, we intend to give as much certainty as possible to customers 
and retailers about the nature of future protections and the process for determining 
these, so we have therefore set out our anticipated timing in this section. However, 
we recognise that our proposals set out in this document are subject to consultation 
and we cannot anticipate the response we may receive or whether further 
consultations will be needed. 

In order for us to implement the change we will need to reissue a new version of the 
REC. How we propose to do this is described below. 

12.1 Implementation 

12.1.1 Revisions to the REC 

As currently drafted the REC price protections are set out in the REC but linked to 
the PR16 controls. In order for us to implement the proposed changes we will need 
to issue a new version of the REC.  

We propose to revise the REC as follows: 

• Remove the distinctions between Sections 3, 4 and 5 to simplify the REC and 
make clear that the REC applies to all customers on deemed contracts; 

• Remove the references to charges that would have been paid by customers 
served by the relevant undertaker and instead refer to levels of charges 
specified within Annexes of the REC itself. 

A proposed revised version of the REC is at Annex 7.  

For the avoidance of doubt, the protections in the proposed revised REC:  

• impose protections on customers in three usage bands (0-0.5Ml, 0.5-50Ml 
and >50Ml), where these customers have not freely chosen to pay different 
charges to those they would otherwise be liable for. For these customers the 
protections: 

o consist of limits on the average charges Licensees may charge in 
respect of their business retail activities, applicable in future charging 
years (1 April – 31 March) from 1 April 2020; and 
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o do not impose any limit on any charges in respect of business retail 
activities from charges (including charges for developer services) that 
are not Standard Charges or any miscellaneous charges that are not 
directly related to the supply of water, the provision of sewerage 
services, or the carrying out of trade effluent functions.  

• do not impose any limit on the charges allowed to be charged by the Licensee 
in respect of business retail activities where a customer freely chooses to pay 
these charges. 

Consultation question 

Q13 Do you believe the drafting of the proposed revised REC is appropriate, in 
light of the proposals we have put forward? 

If not, please provide comments and suggestions. 

12.1.2 Non-exited companies 

The scope of the REC covers all Exit Areas within England. As of November 2018, 
this is all areas except for the Yorkshire Water region. If Yorkshire Water were to exit 
the retail market, then the acquiring licensee would fall within the scope of the REC. 
As such, and to avoid the potential need to reissue the code in future, we include 
within the code provision for the Yorkshire Water area. This provision includes a 
specification of the protections that would apply within the Yorkshire Water area for 
0-0.5Ml customers, whereas for customers using >0.5Ml the same national 
protections would apply as in other Exit Areas within England. For the avoidance of 
doubt, PR16 (and from April 2020, PR19), and not the REC, continues to apply to 
Yorkshire Water’s business retail activities unless or until it chooses to exit the retail 
market. If it were to exit the retail market, then the price protections for customers in 
the Yorkshire Water area would become those specified within the REC, which 
would supersede the PR16/PR19 controls. Further, if Yorkshire Water were to exit 
the retail market, other licensees that provide or intend to provide services to eligible 
customers within the Yorkshire Water Exit Area would also be required to produce a 
scheme of terms and conditions compliant with the REC (see Section 2.2.2 of 
revised REC in Annex 7). 
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Consultation question 

Q14 Do you agree with our approach to non-exited companies and potential future 
exit? 

Please support your answer with evidence and analysis. 

12.2 Next steps 

Subject to our comment above about uncertainty stemming from taking account of 
the responses to this Consultation, our provisional timetable and next steps, 
alongside PR19 milestones (which are relevant for non-exited companies) is set out 
in Figure 10 below. 

Figure 10 Estimated current implied gross margins for 0.5-5Ml customers  

 

These proposals are proposals for the protections that would apply from 1 April 2020 
and how they would apply on an ongoing basis. As allowed for in the Exit 
Regulations, we have the power to review the REC from time to time.72 

                                            
72 The Water and Sewerage Undertakers (Exit from Non-household Retail Market) Regulations 2016, 
30 (5). 
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A1 Summary of consultation questions 

For ease of reference we collate all of the specific consultation questions together in 
this appendix. 

Q1 Do you agree with our proposal to remove the distinction between transferred 
and otherwise eligible customers in the REC? 

Please support your answer with evidence. 

 

Q2 Do you agree with our proposal to move to usage based, rather than employee 
numbers based, distinction between firms. 

Please support your answer with evidence. 

 

Q3 Do you agree with our proposal to split the current 0-5Ml band into 0-0.5Ml and 
0.5-5Ml? 

Please support your answer with evidence. 

 

Q4 Do you agree with our proposal to retain a net margin approach to the 
protections for these customers? 

Please support your answer with evidence. 
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Q5 Do you agree with our proposal for a one-off adjustment for the 0-0.5Ml usage 
band? Do you agree with the level of this proposed adjustment? 

Please support your answer with evidence and analysis. 

 

Q6 Do you agree with our proposal for ongoing adjustments for the 0-0.5Ml usage 
band? 

Please support your answer with evidence and analysis. 

 

Q7 Do you agree with our proposal to move to a gross margin cap for 0.5-5Ml 
customers? 

Please support your answer with evidence. 

 

Q8 Do you agree with our proposal for the level of the gross margin cap for 0.5-
5Ml customers? 

Please support your answer with evidence. 

 

Q9 Do you agree with our proposal not to make ongoing adjustments for the 0.5-
5Ml usage band? 
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Please support your answer with evidence and analysis. 

 

Q10 Do you agree with our proposal for 5-50Ml usage band? 

Please support your answer with evidence and analysis. 

 

Q11 Do you agree with our proposal for >50Ml usage band? 

Please support your answer with evidence and analysis. 

 

Q12 Do you agree with our proposals for unmetered, assessed and trade effluent 
customers? 

Please support your answer with evidence and analysis. 

 

Q13 Do you believe the drafting of the proposed revised REC is appropriate, in 
light of the proposals we have put forward? 

If not, please provide comments and suggestions. 

 



Retail Exit Code: Proposals for price protections beyond March 2020  

51 

Q14 Do you agree with our approach to non-exited companies and potential future 
exit? 

Please support your answer with evidence and analysis. 
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A2 Summary of our consultation on framework and 
methodology 

In March 2018, we consulted on our framework and methodology for determining 
future price protections and in May we received responses from retailers and 
consumer bodies.73 74 

In this section we summarise the key points raised in response to our consultation 
and explain how we have taken these views into account. 

A2.1 Assessment framework 

A2.1.1 Our proposals 

We proposed an assessment framework where we would consider how our 
regulatory arrangements fulfil four policy objectives. These objectives were as 
follows. 

Consumer protection – We seek to ensure that there are proportionate 
mechanisms in place that protect customers who have not engaged in the market in 
the event that they are, or could be, harmed by their lack of engagement. We 
therefore define this objective as meaning that we want to ensure that customers are 
protected from short term price rises caused by less than fully effective competition. 
We will assess this by looking at the impact our regulatory measures might have on 
price levels.   

Promoting competition – Competition can benefit customers by placing downward 
pressure on prices, providing greater choice, increasing quality and spurring 
innovation. The price requirements set out in the REC could have a direct impact on 
margins which may affect the attractiveness of entry and could impact on the extent 
of competition. Within the context of this review, in promoting competition we will 
focus on competition in the interests of customers and not promotion/protection for 
individual competitors.  

                                            
73 Retail Exit Code: Price Protections Beyond March 2020, 
https://www.ofwat.gov.uk/consultation/retail-exit-code-price-protections-beyond-march-2020/ 
74 The responses that are not commercially confidential are available at 
https://www.ofwat.gov.uk/consultation/retail-exit-code-price-protections-beyond-march-
2020/#Responses  

https://www.ofwat.gov.uk/consultation/retail-exit-code-price-protections-beyond-march-2020/
https://www.ofwat.gov.uk/consultation/retail-exit-code-price-protections-beyond-march-2020/#Responses
https://www.ofwat.gov.uk/consultation/retail-exit-code-price-protections-beyond-march-2020/#Responses
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Simplicity – The simpler the price protection, the greater the clarity and certainty for 
retailers, and also retail customers. This includes ensuring a correct and consistent 
interpretation of the protections across relevant retailers reducing regulatory burden.  

Proportionality – The direct costs of implementing the intervention should be 
proportionate to the benefits gained from the intervention. The intervention should be 
designed in a way that is economic and efficient.  

Where possible, we intended for the regulatory arrangements to fulfil as many of 
these objectives as possible. However, we recognised that at times, but not always, 
these objectives may be at odds with each other. 

We asked stakeholders their views on our proposed assessment framework and the 
four policy objectives. 

A2.1.2  Stakeholder comments 

Most of the respondents supported our four policy objectives and broadly agreed 
with our assessment framework. 

Some respondents made some additional comments, including the following: 

• Affinity for Business said the need to manage down costs should be balanced 
with encouraging new entry and engagement; 

• Castle Water and Yorkshire Water said our Customer protection objective 
should focus on malpractices, and particularly on the groups most likely to be 
affected, such as SMEs; and 

• Water Plus outlined some key principles around which the policy objectives 
should be constructed (e.g. that simplicity could focus on market 
harmonisation and accredited entity schemes). 

A2.1.3 Conclusions 

While some stakeholders offered suggestions on how the framework would be 
enacted, none suggested that we remove or add further policy objectives into the 
framework. In line with this, we still consider our assessment framework and our four 
policy objectives to be appropriate. Accordingly, in the remainder of the document 
we will assess our proposals against our framework. 
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A2.2 Simplifications 

A number of respondents suggested making amendments to the REC to simplify the 
way it is implemented.  

A2.2.1 Stakeholder comments 

Almost all respondents considered that the same protections should apply to SMEs 
who are transferred customers and non-transferred SMEs who are otherwise eliglible 
exit area customers. 

In addition, Affinity for Business, Business Stream, Clear Business Water, Water 2 
Business, Water Plus and Wave suggested it would also be appropriate to align the 
protections that apply to transferred non-SMEs and non-transferred SMEs who are 
otherwise eligible exit area customers. 

Business Stream, Clear Business Water and Wave also said that they consider that 
customers should be classified according to their annual water usage (as in PR16) 
rather than to the SME/non-SME distinction. This is because retailers do not by 
default hold data on customers’ number of employees in the majority of the cases.   

A2.2.3 Conclusions 

We believe that these suggestions for simplifications made by stakeholders’ are 
worthy of more detailed consideration which we conduct in Section 4.  

A2.3  SME protections 

A2.3.1 Our proposals 

We proposed to adopt a PR16-based control for both SMEs who are transferred 
customers and non-transferred SMEs who are otherwise eligible exit area 
customers. A PR16-based control would use the existing price levels as the starting 
point for the level of price protection, with any necessary adjustments. 

We also outlined some possible adjustments that could be made, such as: 

• Addition of cost categories (e.g. customer acquisition costs); 
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• Allowance for efficiencies; and 
• Inflation adjustments. 

We asked stakeholders for their suggestions on how to roll forward the PR16 
controls for SMEs. 

Finally, we also consulted on whether we should make different adjustments for 
different usage bands within the existing bands (e.g. different controls for customers 
using 0-1Ml and 1-5Ml, within the current band of 0-5Ml). 

A2.3.2 Stakeholder comments 

Respondents’ views on the best approach to future protections differed, but a 
majority were in favour of retaining a PR16-based approach for both transferred and 
non-transferred SMEs, with adjustments for additional cost categories or inflation 
(e.g. MOSL costs, market costs and customer acquisition costs). Such an option 
would likely increase the retail margin but could be enacted at the same time as 
wholesale price reductions to limit the perceived effect on customers. 

Only Clear Business Water suggested an alternative approach, that is allowing the 
current default tariff to be taken forward at nominal levels into the next price control 
period (while wholesale charges are reduced under PR19, increasing in turn the 
retail margins), and with a mechanism to account for future CPIH increases. 

Some respondents made some additional comments, including the following: 

• CCWater expressed a concern that any adjustment that leads to increases in 
retail margins would not be consistent with the objective of protecting 
customers;  

• Castle Water and Wave both said they would favour the adoption of a gross 
margin approach; and 

• Water 2 Business said that we should make different adjustments for different 
usage bands, as this would increase cost reflectivity and open competition.  

A2.3.3 Conclusions 

In line with the majority of stakeholder’s responses, we still consider that we should 
protect transferred and non-transferred SMEs retaining a PR16-based approach. We 
did not see any evidence that suggests this is not the most appropriate response and 
we consider that this option strikes the best balance between our four policy 
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objectives. As we explain in more detail in sections 9-11, we have considered the 
options for how to implement a PR16-based approach and the form of control and 
types of costs to include within allowances.  

In particular, a PR16-based approach would ensure that customers who have not yet 
engaged in the market are still protected from excessive price increases (in line with 
our Customer Protection objective), without requiring a complex new bottom-up 
control and with no increase in complexity (consistent with our Simplicity and 
Proportionality objectives).  

A2.4  Non-SME protections 

A2.4.1 Our proposals 

We noted that non-SMEs have engaged in the market more than SMEs, showing 
greater awareness and willingness to switch, although the actual switching levels 
remain relatively low. 

We invited submissions on the appropriate form of protections for non-SME 
transferred customers, currently protected by requiring that prices do not exceed the 
prices that could have been charged under PR16, and for other eligible non-SME 
exit area customers, currently protected with a “reasonable and non-discriminatory” 
approach. 

A2.4.2 Stakeholder comments 

For non-SME customers, the majority of the respondents suggested that it would be 
appropriate to keep in place the current protections. This included the Major Energy 
Users’ Council, a membership organisation representing major industrial and 
commercial customers. 

However, a few stakeholders proposed changes to the current approach, as 
explained in the bullet points below. 

• Castle Water said it would prefer the same approach adopted for all non-SME 
customers. 

• CCWater said that other eligible non-SMEs should be protected with a PR16-
based approach. 

• Clear Business Water said the control should be indexed by inflation. 
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• Water Plus said that transferred non-SMEs should be protected with a “fair 
and reasonable” approach. 

• Water Plus also also expressed concerns that a national gross margin cap 
across all usage bands presents financial risk as revenue is tied to wholesale 
charge and is therefore not directly reflective of the actual costs faced by 
retailers. 

A2.4.3 Conclusions 

As we report in section 4 we have seen encouraging signs of large customers’ 
engagement in the market. However, we do not think such levels of engagement are 
sufficient yet to completely remove protections for these customers. 

In line with our proposal to move to a usage based, rather than employee numbers 
based, distinction between businesses (see Section 4), we propose to protect all 
customers using more than 50Ml per year with a reasonable and non-discriminatory 
approach. As reported in section 4, we estimate that all >50Ml customers are 
medium or large organisations. We explain our proposal for the heaviest users of 
water and wastewater services in more detail in section 10.  

A2.5  Alignment with PR19 

A2.5.1 Our proposals 

We said that, if appropriate, we will consider aligning our approach to regulating 
exited and non-exited companies as the review of the REC progresses and we come 
to implement PR19. 

We asked stakeholders whether they considered that future price protections in the 
REC should be aligned with PR19, and, if so, how this would be best achieved. 

A2.5.2 Stakeholder comments 

Most of the respondents suggested that it would be appropriate to align the 
protections and/or the timing of the REC with PR19. Yorkshire Water made the point 
that given the PR19 controls apply to only a few they should be aligned with the 
principles in the REC, not the other way around.  
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However, Clear Business Water said that the REC and PR19 need to be considered 
in conjunction, but not necessarily aligned, while Castle Water said that it considered 
that there is no in principle reason why the REC needs to be aligned with PR19. 

A2.5.3 Conclusions 

We recognise the representations made suggesting that the REC and PR19 should 
be aligned. While we continue to consider the links between these two reviews, we 
also recognise that there is no need for the two approaches to be identical.  

The role of the REC and PR19 are similar but with some differences. Where PR19 
and the REC cover contestable activities (i.e. business retail in England), their role is 
similar in that they both provide a regulatory pricing constraint, which is accompanied 
by the constraint from competition. Some differences remain however. Our ability to 
review the REC from time to time gives us more scope to re-review protections in a 
timely manner if appropriate, whereas PR19 is set for a defined five year period. Our 
REC proposals are also being formulated approximately one year after the Final 
Methodology for PR19 was published, giving us a clearer view of how the market 
has developed. Where PR19 covers non-contestable activities (e.g. Water retail in 
Wales, for <50Ml customers), the PR19 protections are the primary constraint on 
retail pricing and the main driver of the efficiency challenge. It may therefore be 
proportionate for PR19 to take a more detailed bottom-up approach to setting the 
control. 
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A3 Clarification on applicability of the REC 

Given the changes we are proposing in this consultation, and in light of some 
responses to our March consultation, we are clarifying the applicability of the REC.75  

Where customers and retailers agree explicit contract terms, including price, those 
terms are applicable as under a normal commercial contract. This applies whether 
the customer is switching retailer or agreeing a contract with its existing retailer. The 
protections as set out in the REC would not be deemed to apply. For avoidance of 
doubt, this requires active consent from a customer and cannot be inferred from the 
acceptance of a new contract through non-action. 

Where a customer and retailer have not explicitly agreed terms but the retailer 
serves that customer, then a deemed contract applies. This includes situations 
where an agreed contract expires, without clear provision for the terms that would 
apply after its expiry date or new terms being agreed.76 

Under the REC, Licensees are obliged to publish a scheme of terms and conditions, 
including default tariffs, that will apply where a customer is served on the basis of a 
deemed contract.77 These scheme(s) of terms and conditions must cover all 
situations where a Licensee intends to supply an Eligible Exit Area Customer, 
including within Exit Areas, where the Licensee was not the original acquiring 
licensee.  

 

 

                                            
75 Wave asked us to make clear what price protections apply to customers who have switched 
between retailers. 
76 Retail Exit Code, para 2.3.1 and 2.3.2. 
77 As required by the Exit Regulations, 29(1) 
https://www.legislation.gov.uk/uksi/2016/744/pdfs/uksi_20160744_en.pdf  

https://www.legislation.gov.uk/uksi/2016/744/pdfs/uksi_20160744_en.pdf
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A4 Form of control 

This annex gives a more detailed explanation of the different options for price 
protections outlined in Section 5 and the way in which they could be implemented. 
The following briefly outlines the two main approaches:  

Net margin approach 

The approach we refer to as a net margin approach would set a level of net margin 
which retailers could charge above their retail costs. This approach would fix the 
components of retail costs, but allow explicit variation in the allowances for retail 
costs (cost to serve) across different regions. The total charge will also vary 
depending on the wholesale cost of water and wastewater services. 

Gross margin approach  

This approach would set a uniform national gross margin that retailers would be 
allowed to charge on top of the wholesale charge for each region. The national gross 
margins could take one of two different forms, a national absolute gross margin or a 
national percentage gross margin.  

Figure 11 – Illustration of net and gross margin approaches to price 
protections 

A4.1 Net margin approach 

The net margin approach to price protection is illustrated on the left side of Figure 11 
above. The control sets the total allowed revenue that a retailer can earn for a given 
customer type based on an allowed average cost per customer and an allowed net 
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margin. Retailers can then set charges that comply with the annual allowed revenue 
control for each customer. 

Each company has the freedom to set tariffs for their customers providing they meet 
the overarching price control on revenue and any other supplementary caps. Tariffs 
are calculated with reference to the charge for wholesale water or wastewater 
services, an allowance for business retail costs (costs associated with customer 
services such as billing or metering) and an overall retail net margin.  

The wholesale charge and business retail costs reflect regional differences and allow 
retailers to recover greater costs in relatively more expensive regions. The overall 
net margin set in PR16 was 2.5%, calculated to allow for the efficient financing and 
reasonably remunerate risk.78 In turn this net margin was permitted to be allocated 
across usage bands such that usage bands could recover different levels of net 
margin.  

The following formula outlines how the net margin was applied to retailers in PR16: 
 

R = [((rc x cn) + w) / (1 - m)] - w 
 
Where:  

rc = the allowed average retail cost component for a given customer type (in 
pounds)  
cn = the customer numbers for a given customer type;  
w = the wholesale revenue for a given customer type; and  
m = the allowed net margin for a given customer type (expressed as a 
percentage)  

 
For illustration, Figure 12 below shows the level of retail costs and the net margin for 
0-5Ml water customers in PR16 for 2017/18. 
 
 
 
 
 
 
 
 
 
 
 
 
 
                                            
78 Ofwat (2016): Business retail price review 2016: final determinations, p11, 
https://www.ofwat.gov.uk/wp-content/uploads/2016/12/Business-retail-price-review-2016-final-
determinations-Final.pdf  
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Figure 12 Retail cost and net margin per customer in PR16 (water only) 

 

A4.2 National percentage gross margin 

Companies using above 5Ml per annum of water services are subject to a different 
form of price control in the PR16 determinations. These customers are protected by 
a gross margin approach. In contrast to the net margin approach, a gross margin 
approach does not fix the retail cost component. Instead, a percentage gross margin 
is added on top of the wholesale cost of the water or wastewater service. This 
margin is used to recover all retail costs as well as provide an appropriate level of 
net margin for retailers. 

The approach taken in PR16 was to implement a uniform percentage gross margin 
that was applied on a national basis, and therefore does not take direct account of 
regional differences in retail costs. 

The following formula outlines how the uniform percentage gross margin was applied 
in practise to retailers in PR16: 

R = gm x w 
Where:  

gm = the allowed gross margin for a given customer type (expressed as a 
percentage) as set out in Table 2; and  
w = the wholesale revenue for a given customer type. 
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For illustration, Figure 13 below details the gross margins set out in PR16 for 
2017/18 for group 2 customers (>5Ml customers, water only), as well as the average 
wholesale charge and average allowed revenue per customer.  
 
Figure 13 Gross margin and wholesale charge across wholesale regions 
(>5Ml, water customers only, 2017/18) 
 

Company Wholesale cost per 
customer (£) 

Gross margin per 
customer (£) 

Average Allowed 
Revenue Per Customer 
(£) 

Affinity 12,662 488 13,150 
Anglian 39,336 1,392 40,728 
Bristol 20,630 734 21,364 
Northumbrian 29,665 711 30,376 
United Utilities 31,694 1,068 32,762 
Portsmouth 13,394 389 13,784 
Bournemouth 26,532 659 27,192 
SES 19,933 943 20,876 
South East 21,205 590 21,795 
Southern 15,418 505 15,923 
South Staffs 16,569 399 16,968 
Severn Trent 31,910 1,272 33,182 
South West 28,715 631 29,346 
Thames 15,693 409 16,102 
Wessex 33,102 817 33,918 

 

A4.3 National absolute gross margin 

An alternative to implementing a gross margin cap as a percentage of the wholesale 
charge is to implement it as an absolute margin. This approach would set a 
numerical amount that retailers could charge over the wholesale charge. In contrast 
to the approach detailed above, this would fix an absolute level of gross margin 
rather than a percentage and as a result the margin would not differ depending on 
the size of the wholesale charge.  

Figure 14 below demonstrates the effect of implementing a national absolute gross 
margin. The absolute margin in Figure 14 is for illustration purposes, and was 
calculated as the average gross margin received under the percentage gross margin 
approach implemented in PR16. 
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Figure 14 Absolute gross margins and average allowed revenue across 
wholesale regions (water customers only). 

Company Wholesale cost per 
customer (£) 

Gross margin per 
customer (£) 

Average Allowed 
Revenue Per Customer 
(£) 

Affinity 12,662 734 13,396 
Anglian 39,336 734 40,070 
Bristol 20,630 734 21,365 
Northumbrian 29,665 734 30,400 
United Utilities 31,694 734 32,428 
Portsmouth 13,394 734 14,129 
Bournemouth 26,532 734 27,267 
SES 19,933 734 20,668 
South East 21,205 734 21,939 
Southern 15,418 734 16,152 
South Staffs 16,569 734 17,303 
Severn Trent 31,910 734 32,644 
South West 28,715 734 29,450 
Thames 15,693 734 16,428 
Wessex 33,102 734 33,836 
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A5 Cost analysis 

This Annex discusses in more detail our understanding of the current level and types 
of costs incurred by retailers. Our findings are primarily based on evidence provided 
by retailers in response to a formal information request issued in June 2018. Since 
much of the information received in response was commercially confidential the only 
quantified information we report in this Annex is aggregated and anonymised data. 

A5.1 Understanding retailer costs 

Retailers face a range of costs, some stemming from the company’s ongoing retail 
activities and some new costs from operating in the market. In this subsection we 
have categorised them, because we discuss whether to adjust for each category in 
forming our proposals.  

We have allocated costs into two categories that broadly reflect the base costs that 
retailers face that were allowed in PR16, and on-going market operation costs that 
have arisen due to the opening of the business retail market to competition in 2017. 

A5.1.1 Costs allowed in PR16  

This section examines the base cost to serve water and wastewater customers that 
retailers face and were incurred pre market opening. Costs to serve include both 
operating costs such as staff costs and bad debt, as well as fixed capital costs such 
as the IT systems needed for customer service and billing. There were specific 
allowances made for these costs in PR16. 

Operating costs 

Retailers of water and wastewater services face ongoing operating costs in the 
general day to day delivery of their services. Retailers face labour costs of employing 
staff to provide services. These include customer service staff and general 
operational staff. Operating costs also include the full cost to meter customers and 
provide accurate readings that can then be billed. Meter readings are required to be 
taken at least once a year. Metering costs also extend to circumstances where 
customers require a transfer reading in order to switch to a different supplier.  

These costs are likely to change over time. Underlying inflation in the economy 
typically means that input costs and prices rise, potentially affecting the costs that 
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retailers face. However, the overall inflation rate is measured for the economy as a 
whole and costs within a given industry or sector change at a different rate, and 
there is potential for prices to fall if there are efficiencies. PR16 did not allow for 
inflation adjustments to costs throughout the control period, with companies having 
to absorb the impact.  While we continue to believe that most costs are in the control 
of retailers, we accept that there are some input costs which are affected by the 
wider-economy and that it is therefore difficult for retailers to manage them fully. 

Fixed costs 

Capital expenditure in retail is significantly lower than elsewhere in the water 
industry, however retailers still incur significant capital costs to maintain their core 
services. Assets such as IT systems need to be purchased by retailers in order to 
serve and bill customers. These systems can require significant investment and 
retailers must recover the cost of these assets through depreciation over time.  

A5.1.2 Costs arising since market opening 

We recognise that by opening up the business retail market to competition, retailers 
have incurred a number of new costs that were not present prior to April 2017. 
Examples of these costs include the cost of interacting with multiple wholesalers, 
MOSL fees and customer acquisition costs. We have previously said that we do not 
believe that customers should be made worse off as result of market opening, so did 
not make allowances for these costs in PR16.79   

We noted in our PR16 draft methodology that some respondents had argued that a 
number of new costs had emerged since PR14 that were not allowed in the original 
price control.80 This was echoed in the responses to our March consultation and 
request for information from retailers. We outline these new costs associated with 
the market in more detail below. 

Marketing and customer acquisition costs 

Retailers face costs of successfully acquiring new customers. This includes costs 
related to identifying likely candidates for acquistion, obtaining buyer contact 
information, engaging in sales activity and submitting the necessary MOSL 
interactions to obtain the necessary data to on-board a customer and set up an 

                                            
79 Deemed contracts, policy conclusions and consultation, February 2016, p10. 
80 PR16 draft methodology, March 2016, p18 
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account. These costs were not allowed at PR16 as companies were expected to 
recover them through innovative pricing and tariffs, and improved efficiency.  

Market interaction costs 

In response to our March consultation, it was highlighted that retailers face market 
interaction costs as a result of the new market. A retailer operating in the market is 
required to interact with a large number of different wholesalers as well as with 
CMOS and with MOSL. This represents a costs to retailers and would apply even in 
an efficient market. However, this cost is further exacerbated in the water retail 
market by the problems with data and regional inconsistencies in the market. 

IT and other investment costs 

In PR16 retailers were allowed to recover general IT costs, but in response to our 
March consultation, it has been suggested that retailers have also had to invest 
heavily in new IT systems such as the CMOS and wholesaler interfaces. The 
amortised cost of these new systems was not allowed in PR16 and is currently borne 
by the retailer. Furthermore PR16 did not make allowances for IT separation costs 
for exited companies, given that there was no regulatory requirement for separate 
wholesale and retail systems. 

Financing costs 

Retailers need to hold some working capital and need access to credit in order to 
post collateral with wholesalers for their wholesale charges. These are new financial 
costs arising since PR16. Retailers generally access finance for these purposes at 
differing rates reflecting underlying credit risks.81 

One respondent to our March consultation said that these costs are one of the 
largest expenses for retailers. PR16 concluded that the net margin allowance was 
sufficient to cover these costs, however one particular retailer has argued that the 
analysis did not fully take into account the full financing requirements for the industry 
standard customer billing arrangement. Therefore the true financing cost can, at the 
upper level, take up a large proportion of the net margin available to retailers.  

Costs of complexity 

                                            
81 KPMG (2018), Review of credit arrangements for the non-household retail market, found that 
associated retailers can use Parent Company Guarantees (PCGs) to access lower credit costs than 
other retailers in the market.  
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Retailers may face costs arising from the extensive variation in policies and pricing 
structures across different wholesaler regions. This leads to a complex series of 
arrangements instead of a single consistent approach.  

Costs of data quality issues 

Issues around data quality in the business retail market have led to additional costs 
for retailers that were not explicitly taken account of in PR16. Issues such as 
inaccurate meter data can cause additional costs to retailers if repeat visits to a site 
are needed to obtain a reading. Retailers can then incur costs in correcting the 
inaccuracies and bear working capital costs as well as any additional bad debt costs 
resulting from customers refusing to pay inaccurate bills.  

Market fees 

In the open business market retailers have to pay annual fees to MOSL, Ofwat and 
CCWater. These costs were not reflected in the PR16 price control.  

A5.2 Comparison of actual costs to allowances 

We gathered evidence from retailers on their current costs through a request for 
information sent out in June 2018. This contained two parts—Part A examining total 
retailer costs and Part B examining costs associated with operating in the open 
market. 

A5.2.1 Overall retailer viability 

We have compared the data we received in response to the information request with 
the allowed revenues set out in PR16. Figure 15 below outlines our findings from 
analysing the cost data provided by retailers and compares this to allowed costs per 
customer.  

Figure 15 Costs compared to allowances (water customers only) 

Usage band Reported annual 
retail cost per 

customer 
(weighted average, 
outliers excluded) 

2019/20 allowed 
annual retail cost 

per customer 
(weighted average, 
outliers excluded) 

2019/20 allowed 
annual gross margin 

per customer 
(weighted average, 
outliers excluded) 

0-5Ml customers £50-100[] £34  N/A 
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5-50Ml customers £300-400[] N/A £533 

50+Ml customers £1,600-£2,000[] N/A £2,350 

For customers in the 0-5Ml category, reported retail costs seem to be significantly 
higher than the allowed retail cost set in PR16. Average reported retail costs are 
over double the average allowed cost and retailers are therefore likely to be loss 
making for the lower consumption customers. We also found significant regional 
variation in reported costs, of a level greater than the variation allowed in PR16.  

In contrast, retailers’ allowed revenues seem to be exceeding their reported costs to 
serve for higher use customers.  

A5.2.2 Retailers new market costs 

Part B of the information request looked at some new costs that retailers are 
experiencing due to the opening of the business retail market. The cost categories 
detailed in part B of the information request looked at: 

• MOSL fees paid by retailers; 
• Customer acquisition and retention costs; 
• Ongoing market operation costs; and 
• Unanticipated market operation costs. 

Figure 16 below shows the average values for the costs reported in part B of the 
request for information sent to retailers. These costs are also shown as a percentage 
of the average default tariff across all water and wastewater customers as well as a 
percentage of the average total retail cost (not including wholesale charge).  

Figure 16 New market costs  

Cost type Average cost per 
customer (£) 

Cost as a 
percentage of the 
average default 

tariff (%) 

Cost as a percentage 
of the average total 

retail cost, not 
including wholesale 

charge (%) 
MOSL fee [] [] [] 
Customer acquisition 
and retention costs [] [] [] 
Market operation 
ongoing costs [] [] [] 
Unanticipated market 
operation costs [] [] [] 

Total [] [] [] 
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A6 Detail of our proposals for 0-0.5Ml customers 

A6.1 Detail of proposals 

This annex reports the details of our proposals for 0-0.5Ml customers, illustrating the 
allowances for each customer type by region that currently apply in 2019/20 and our 
proposed adjusted values in 2020/21. We also explain how these values could be 
adjusted after 2020/21. 

Figure 18 2019/20 PR16 allowances and our proposals for 0-0.5Ml 
customers (2020/21) 

Wholesale 
Area Customer type 

2019/20 
PR16 
allowed 
retail cost 
per 
customer 

2020/21 
proposed 
allowed 
retail cost 
per 
customer 
(estimate)82 

2019/20 
PR16 
allowed 
retail net 
margin 

2020/21 
proposed 
allowed 
retail net 
margin 

AFW 

Water 0-0.5 Ml 
measured; water 
unmeasured / 
assessed 

£45.12 £49.63 2.94% 2.94% 

ANH Water unmeasured / 
assessed £13.23 £14.55 1.54% 1.54% 

ANH 
Water unmeasured / 
assessed 
(Hartlepool) 

£12.81 £14.09 2.06% 2.06% 

ANH Water 0-0.5Ml 
measured £41.92 £46.11 3.76% 3.76% 

ANH 
Wastewater 
unmeasured / 
assessed 

£13.72 £15.09 1.12% 1.12% 

ANH Wastewater 0-0.5Ml 
measured £38.50 £42.35 3.26% 3.26% 

ANH 

Wastewater 
unmeasured / 
assessed (trade 
effluent) 

£14.68 £16.15 1.17% 1.17% 

                                            
82 The exact values will be set on the basis of CPIH inflation in October 2019. 
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ANH 
Wastewater 0-0.5Ml 
measured (trade 
effluent) 

£110.98 £122.08 3.55% 3.55% 

BRL Water 0-0.5Ml 
measured £24.41 £26.85 3.66% 3.66% 

BRL Water unmeasured / 
assessed £7.64 £8.40 4.07% 4.07% 

NES Water unmeasured / 
assessed £17.06 £18.77 6.68% 6.68% 

NES Water 0-0.5Ml 
measured £28.06 £30.87 4.00% 4.00% 

NES 
Wastewater 
unmeasured / 
assessed 

£17.97 £19.77 4.36% 4.36% 

NES Wastewater 0-0.5Ml 
measured £30.10 £33.11 2.56% 2.56% 

PRT Water unmeasured / 
assessed £16.72 £18.39 2.19% 2.19% 

PRT Water 0-0.5Ml 
measured £20.12 £22.13 2.40% 2.40% 

SVT 

Water 0-0.5 Ml 
measured; water 
unmeasured / 
assessed 

£45.24 £49.76 3.73% 3.73% 

SVT 

Wastewater 0-0.5 Ml 
measured; water 
unmeasured / 
assessed 

£45.39 £49.93 2.85% 2.85% 

SEW Water unmeasured / 
assessed £36.41 £40.05 1.14% 1.14% 

SEW Water 0-0.5Ml 
measured £36.42 £40.06 2.73% 2.73% 

SRN Water unmeasured / 
assessed £12.41 £13.65 2.17% 2.17% 

SRN Water 0-0.5Ml 
measured £23.52 £25.87 6.32% 6.32% 
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SRN 
Wastewater 
unmeasured / 
assessed 

£15.29 £16.82 1.95% 1.95% 

SRN Wastewater 0-0.5Ml 
measured £25.72 £28.29 3.62% 3.62% 

SSC 

Water 0-0.5 Ml 
measured; water 
unmeasured / 
assessed 

£44.64 £49.10 2.96% 2.96% 

SWT 
Water unmeasured / 
assessed (South 
West) 

£13.26 £14.59 1.87% 1.87% 

SWT 
Wastewater 
unmeasured / 
assessed 

£14.84 £16.32 1.87% 1.87% 

SWT 
Water 0-0.5 Ml 
measured (South 
West) 

£15.70 £17.28 3.13% 3.13% 

SWT Wastewater 0-0.5Ml 
measured £15.21 £16.73 2.74% 2.74% 

SWT 
Water unmeasured / 
assessed 
(Bournemouth) 

£14.81 £16.29 1.82% 1.82% 

SWT 
Water 0-0.5 Ml 
measured 
(Bournemouth) 

£21.51 £23.66 3.01% 3.01% 

SES Water unmeasured / 
assessed £19.19 £21.11 2.61% 2.61% 

SES Water 0-0.5 Ml 
measured £29.76 £32.74 2.61% 2.61% 

TMS Water 0-0.5 Ml 
measured £23.14 £25.45 2.88% 2.88% 

TMS Wastewater 0-0.5 Ml 
measured £31.29 £34.42 3.15% 3.15% 

TMS 
Wastewater 0-0.5 Ml 
measured (trade 
effluent) 

£31.96 £35.16 3.39% 3.39% 

TMS Water assessed £22.94 £25.23 2.88% 2.88% 
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TMS Wastewater 
assessed £30.81 £33.89 3.15% 3.15% 

TMS Water unmeasured £22.67 £24.94 2.50% 2.50% 

TMS Wastewater 
unmeasured £30.42 £33.46 2.50% 2.50% 

UUW 

Water 0-0.5 Ml 
measured; water 
unmeasured / 
assessed 

£34.95 £38.45 2.84% 2.84% 

UUW 

Wastewater 0-0.5 Ml 
measured; water 
unmeasured / 
assessed 

£52.56 £57.82 2.84% 2.84% 

WSX Water unmeasured / 
assessed £19.12 £21.03 1.45% 1.45% 

WSX 
Wastewater 
unmeasured / 
assessed 

£15.32 £16.85 1.57% 1.57% 

WSX Water 0-0.5 Ml 
measured £22.74 £25.01 3.30% 3.30% 

WSX Wastewater 0-0.5 Ml 
measured £17.00 £18.70 3.41% 3.41% 

WSX 
Wastewater 0-0.5 Ml 
measured (trade 
effluent) 

£22.72 £24.99 3.31% 3.31% 

YKY Water unmeasured / 
assessed £17.34 £19.07 11.71% 11.71% 

YKY 
Wastewater 
unmeasured / 
assessed 

£17.47 £19.22 7.03% 7.03% 

YKY Water 0-0.5Ml 
measured £26.38 £29.02 3.55% 3.55% 

YKY Wastewater 0-0.5 Ml 
measured £28.48 £31.33 2.93% 2.93% 

YKY 
Wastewater 0-0.5 Ml 
measured (trade 
effluent) 

£22.74 £25.01 2.35% 2.35% 
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In years subsequent to 2020/21 the allowed revenues for each customer type would 
be permitted to be adjusted via an adjustment to the allowed retail cost  

rct+1 = rct x inft 

Where:  

rct+1 = the allowed average retail cost component for a given customer type (in 
pounds) in subsequent years;  
rct = the allowed average retail cost component for a given customer type (in 
pounds) as set out in Table 1;  
inft  = CPIH index as reported by the Office for National Statistics for October of 
that year  

The adjustment would be applicable from 1 April in each year and based on the 
CPIH inflation rate as measured in October of the preceding year.  
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A7 Draft revised Retail Exit Code 

Our proposed draft revised code is available here: 

[link to separate published document]. 
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