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Executive summary  

Measures introduced to combat the spread of Covid-19 have significantly restricted the 
ability of some business customers to trade over the past year. Government has implemented 
a number of economy-wide measures to support business and employees. To strengthen 
protections for business customers in the water sector, we introduced a number of additional 
measures, including restrictions on Retailers’ ability to pursue debt and enforcement activity 
where customers are late paying their bills1. For these reasons, it is possible that Retailers 
operating in the business retail market will face levels of bad debt beyond which an efficient 
and prudent Retailer could have been expected to plan for. 

Unregulated markets generally respond to material unexpected cost increases by passing, 
where competitive pressures allow, at least some of those costs onto customers in the form of 
higher bills. Less efficient suppliers may lose out to more efficient suppliers who seek to pass 
on fewer additional costs to customers. Retailers in the business retail market are less able to 
respond to unexpected cost shocks in this way due to the existence of price caps2, which 
protect small and medium sized business customers who have not engaged in the market.  

For these reasons, in April 2020 we decided that Retailers should be expected to bear bad 
debt costs up to at least 2% (of non-household (NHH) revenue) in full. Historical levels of 
market-wide bad debt have been around 1% and we estimated that bad debt levels of around 
2% would reflect a ‘normal’ recession-type scenario that an efficient and prudent Retailer 
should have planned for. If market-wide bad debt costs exceed 2%, we committed to provide 
protection for a portion (not all) of these ‘excess’ bad debt costs. We did not specify which 
portion of these excess bad debt costs would be borne by Retailers and which portion would 
be borne by NHH customers. However, we did rule out Wholesalers and household customers 
bearing any of these excess costs. We also said that if a Retailer’s bad debt costs already 
exceeded 2%, they should expect to bear an additional 1% in full before benefitting from 
additional regulatory protections. 

Our policy aim is to protect the interests of NHH customers in the short and longer term, 
including from the risk of systemic Retailer failure. But in doing so we want to minimise any 
additional costs for customers in the shorter term by promoting efficiency and supporting 
competition. We also want to provide additional clarity to Retailers and their investors. 
Protecting customers does not equate to preventing individual Retailers  from exiting the 
market, as supplier exit is a feature of any functioning market.  

Based on information and evidence obtained to date, it appears likely that the market-wide 
2% threshold for additional regulatory protection will be met. Individual Retailers’ provision 

                                                        
1 This includes restrictions relating to disconnection, late payment fees, interest payment charges and 
enforcement for non-payment of invoices made via amendments to the Customer Protection Code of Practice. 
2 Maximum price restraints relating to certain types of customers on schemes of terms and conditions (ie. subject 
price controls) are set out in the Retail Exit Code (REC). 

https://www.ofwat.gov.uk/publication/covid-19-and-the-business-retail-market-proposals-to-address-liquidity-challenges-and-increases-in-bad-debt-decision-document/
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for bad debts varies quite widely – from 0% to in excess of 10% of NHH customer revenue – 
with industry-wide  bad debt costs between April 2020 and March 2021 are forecast to be 
around 2.5%. This consultation therefore sets out our ‘minded to’ positions in relation to:  

 the timing of recovery from NHH customers; 
 the mechanism of recovery from NHH customers; and 
 what portions of excess bad debt costs should be borne by Retailers and NHH 

customers (we call these ‘sharing parameters’). 

Timing issues 

It is difficult to define the period during which bad debts costs may arise; however it is likely 
the impact of the pandemic will continue to be seen and have an impact on Retailers through 
the year ending 31 March 2022 and possibly beyond. We propose Retailers’ accounting 
estimates should be used to estimate initial bad debt costs. A subsequent true up will then 
be required once more accurate information is available. If the true up shows bad debt 
costs did not exceed the 2% threshold, we will unwind any additional protections 
implemented. 

An initial calculation of excess bad debt costs could be made on the basis of either the 
current estimates or early data submissions for the year ending 31 March 2021, with recovery 
commencing from 1 October 2021. However, there are a number of challenges to be overcome 
if this were the preferred approach including: data collection, verification and estimation 
timescales; risk of significant inaccuracies; mid-year price changes and the time necessary 
to communicate the changes to customers. Therefore, we propose that additional regulatory 
protections should enable recovery from customers from 1 April 2022. However we are 
seeking stakeholder views on both options. 

Mechanism for recovering costs 

We have considered three options to enable recovery of a portion of excess bad debt costs 
from NHH customers: 1) Retail Exit Code (REC) price caps; 2) wholesale charge levy; and 3) 
retail levy. Having assessed the options we propose to enable recovery via a market-wide, 
uniform uplift to the REC price caps as we assess this option best meets our policy aims and 
objectives as set out in chapter 3. We consider this option mitigaties the risk of systemic 
Retailer failure but in doing so minimises additional costs for customers by promoting 
efficiency and supporting competition. For example, this option maintains strong incentives 
for Retailers to manage bad debt costs and it also complements and enhances the 
competitive process as customers have the opportunity to seek better deals.  

Adjusting the price caps that protect unengaged business customers using less than 50Ml 
per annum enables a supplier response more akin to that one would expect from a 
competitive, unregulated market – with some of the unexpected costs passed onto 
customers in the form of higher prices and some of the costs competed away as some 

https://www.ofwat.gov.uk/publication/retail-exit-code-v5-0-clean/
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customers switch to more efficient suppliers who seek to pass on fewer additional costs. This 
option will provide headroom for Retailers serving non-price controlled customers to recover 
efficiently incurred excess bad debt costs from these customers, whilst remaining 
competitive with the (uplifted) price caps. We acknowledge that this option provides less 
certainty for individual Retailers that they will be able to recover all the excess bad debts they 
individually have incurred, but this is a feature of operating in a market and we do not 
consider that this will increase the risk of systemic Retailer failure overall.  

Sharing parameters 

Where market-wide bad debt costs exceed 2%, we need to determine what portion of  excess 
costs should be borne by Retailers and what portion by NHH customers. For clarity, market-
wide bad debt costs up to 2% will be borne by Retailers in full and if we enable recovery of 
excess bad debt costs via a market-wide, uniform uplift to the price caps, then the relevant 
sharing factors will apply to market-wide estimates of excess bad debt. 

If market-wide bad debt costs are equal to or less than 3%, we propose Retailers and NHH 
customers should each be expected to bear 50% of excess bad debt costs. If market-wide 
bad debt costs exceed 3%, we propose Retailers should be expected to bear 25% of excess 
bad debt costs and NHH customers 75%. 

This approach seeks to balance our policy aims of avoiding risks of systemic Retailer failure, 
whilst minimising additional costs for customers in the shorter term. It seeks to promote 
efficiency and support competition by retaining strong incentives on Retailers to manage bad 
debt costs. Such incentives could be significantly dampened by a 10:90 sharing ratio if debt 
recovery fees exceed 10% of bad debt costs, as suggested by a Retailer. This is because 
Retailers may prefer to incur costs of 10% by letting debt go bad rather than incur costs in 
excess of 10% to recover bad debt.  
 
Adjusting the price caps 

To provide Retailers serving non-price controlled customers with time to anticipate and 
adjust their pricing response, we propose that any upward adjustments to the price caps 
would be set in place for a minimum of, and so spread over,  two years. Consistent with our 
commitment in 2019, we plan to commence a wider review of the REC price caps later on in 
2021/22, with any adjustments resulting from this wider review expected to be implemented 
from April 2023. We also propose to make some allowance for efficient working capital costs 
incurred in financing such bad debt costs during 2020/21 and 2021/22, up to the point any 
adjustments to the price caps take effect.  
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1. Introduction 

Covid-19 and the restrictions introduced by the Government to contain its spread have 
affected many sectors of the UK economy. In recognition of this, Government has 
implemented a number of measures across the economy to support businesses and their 
employees (e.g. furlough schemes, business rate relief, loans and grants). 

In the business retail market, Ofwat has worked closely with the Market Operator (MOSL), 
CCW and industry to take additional action to protect the interests of business customers, 
including from the risk of systemic Retailer failure. We made a number of interventions to 
protect customers3, which included the introduction of measures to restrict Retailers’ ability 
to pursue debt and enforcement activity in the event that customers are late paying their 
bills4.  

For these reasons, it is possible that Retailers operating in the business retail market will face 
levels of bad debt beyond which an efficient and prudent Retailer could have been expected 
to plan for.  

Unregulated markets generally respond to material unexpected cost increases by passing, 
where competitive pressures allow, at least some of those costs onto customers in the form of 
higher bills. Less efficient suppliers may lose out to more efficient suppliers who seek to pass 
on fewer additional costs to customers. Retailers in the business retail market are less able to 
respond to unexpected cost shocks in this way due to the existence of price caps5, which 
protect small and medium business customers who have not engaged in the market.  

For these reasons in April 2020 we decided that: 

 Retailers should be expected to bear bad debt costs up to at least 2%;  
 If market-wide bad debt costs exceed 2%, we would provide protection for a portion (not 

all) of ‘excess’ costs; 
 If a company’s bad debt costs already exceed 2%, they should be expecting to bear an 

additional 1% in full before benefitting from additional regulatory protections; and 
 Retailers and NHH customers would share the burden of ‘excess’ bad debt costs.  

Our policy aim is to protect the interests of NHH customers in the short and longer term, 
including from the risk of systemic Retailer failure. In doing so we want to minimise any 
additional costs for customers in the shorter term by promoting efficiency and supporting 
competition. We also want to provide additional clarity to Retailers and their investors. 

                                                        
3 Further information on the measures we introduced to protect business customers can be found on our website. 
4 These include restrictions relating to disconnection, late payment fees, interest payment charges and 
enforcement for non-payment of invoices made via amendments to the Customer Protection Code of Practice. 
5 Maximum price restraints relating to certain types of customers on schemes of terms and conditions (ie. subject 
price controls) are set out in the Retail Exit Code  (REC). 

https://www.ofwat.gov.uk/publication/covid-19-and-the-business-retail-market-proposals-to-address-liquidity-challenges-and-increases-in-bad-debt-decision-document/
https://www.ofwat.gov.uk/regulated-companies/markets/business-retail-market/information-on-the-water-industry-and-coronavirus-covid-19/
https://www.ofwat.gov.uk/publication/retail-exit-code-v5-0-clean/
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Protecting customers does not equate to preventing individual Retailers from exiting the 
market, as supplier exit is a feature of any functioning market.  

We committed to monitor the level of additional Covid-19 related bad debt emerging in the 
business retail market. To this end we have issued two requests for information (RFIs) to 
Retailers in July and November 2020 seeking data and information concerning customer 
payments and levels and trends in bad debt costs 

In November 2020 we published a Call for inputs (CFI) 6 seeking further evidence and views. 

In response to our CFI, July and November RFIs and comments at the Webinar on 11 January 
2021, Retailers have emphasised the need for early clarity on Ofwat’s policy position 
concerning the regulatory treatment of customer bad debt costs to help provide certainty for 
their investors. We have therefore further developed our thinking on the elements of the 
customer bad debt issue on which we believe stakeholders seek early clarity:  

 Likelihood that the 2% threshold has been or will be exceeded and accordingly 
whether there is a case for amending regulatory protections; 

and assuming the threshold is or is likely to be met – 

 Timing - the timing of the implementation of any revised regulatory measures; 
 Mechanism – i.e. the mechanism that implements revised protections; and 
 Sharing parameters – i.e. the portion of excess bad debt Retailers should expect to 

bear. 

This consultation document seeks views on the above elements. It does not include 
recommendations relating to CFI questions 3 or 4, which relate to the measurement of bad 
debt costs. We plan to engage with the sector on these issues later on in 2021.    

Following careful consideration of all consultation responses we plan to publish our decision 
later on in 2021. We will also need to seek further information from Retailers and plan to issue 
a subsequent RFI later on in the spring of 2021.  

The remainder of this document is structured as follows:  

 Chapter 2 – based on available evidence, it appears likely that the market-wide 2% 
threshold for additional regulatory protection will be met.  

 Chapter 3 – sets out our objectives for considering the customer bad debt issue. We have 
confirmed that our objectives remain as set out in our CFI. 

 Chapter 4 – includes our proposal to base initial bad debt costs on Retailers’ accounting 
estimates and implement a ‘true up’ once more accurate information is available. Initial 

                                                        
6 The CFI closed on 22 January 2021. We received responses from CCW, eight Wholesalers, nine Retailers, and from 
Waterscan, sent on behalf of the self-supplier community. The responses have been published (in redacted form 
where the party provided this) on our website here. 

https://www.ofwat.gov.uk/wp-content/uploads/2020/11/Call-for-inputs-Covid-19-and-the-business-retail-market-%E2%80%93-customer-bad-debt-costs.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2021/01/Ofwat-webinar-11-Jan-2020-concerning-customer-bad-debt-CFI.pdf
https://www.ofwat.gov.uk/consultation/call-for-inputs-business-retail-market-customer-bad-debt/#Responses
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calculations could enable recovery from October 2021 or April 2022: on balance we prefer 
April 2022 but seek stakeholder views on both options.  

 Chapter 5 – assesses three options to enable recovery of (a portion) of excess bad debt 
costs from NHH customers: 1) REC price caps; 2) wholesale charge surcharge; and 3) 
retail price levy. We propose that recovery via an uplift to the price caps within the REC 
will best meet our policy objectives and statutory duties. 

 Chapter 6 – sets out our proposal that excess bad debt costs are shared equally between 
Retailers and NHH customers if industry-wide bad debt is equal to or lower than 3% of 
NHH turnover. Where these costs exceed 3%, we propose, for all excess bad debt costs ie. 
that tranche of bad debt costs above 2%, Retailers bear 25% of excess bad debt costs and 
NHH customers bear 75%.  

 Chapter 7 – includes our proposals that: any upward adjustments to the price caps would 
be set in place for a minimum of, and so spread, over two years; and to make some 
allowance for efficient working capital costs incurred in financing such bad debt costs 
during 2020/21 and 2021/22, up to the point any adjustments to the price caps take effect.  

 Chapter 8 – sets out next steps.  

Each chapter summarises relevant evidence from the CFI and RFI and sets out our proposals 
for consultation. Annex 2 includes a list of all the consultation questions.  

Responding to this consultation 

We are seeking views and evidence from all interested stakeholders.  We welcome views on 
the issues raised in this consultation and the questions detailed in Appendix 1 of this 
consultation by 5pm Tuesday 6th April 2021. 

Please submit email responses to covidbusinessretailmarket@ofwat.gov.uk, with the subject 
‘Customer Bad Debt March 2021 Consultation’. 

Owing to the closure of the Ofwat offices we are currently unable to accept responses by post.  

We intend to publish responses to this consultation on our website at www.ofwat.gov.uk. 
Subject to the following, by providing a response to this consultation you are deemed to 
consent to its publication.  

If you think that any of the information in your response should not be disclosed (for example, 
because you consider it to be commercially sensitive), an automatic or generalised 
confidentiality disclaimer will not, of itself, be regarded as sufficient. You should identify 
specific information and explain in each case why it should not be disclosed and provide a 
redacted version of your response, which we will consider when deciding what information to 
publish. At a minimum, we would expect to publish the name of all organisations that provide 
a written response, even where there are legitimate reasons why the contents of those 
written responses remain confidential. 

http://www.ofwat.gov.uk/
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In relation to personal data, you have the right to object to our publication of the personal 
information that you disclose to us in submitting your response (for example, your name or 
contact details). If you do not want us to publish specific personal information that would 
enable you to be identified, our Privacy policy - Ofwat explains the basis on which you can 
object to its processing and provides further information on how we process personal data. 

In addition to our ability to disclose information pursuant to the Water Industry Act 1991, 
information provided in response to this consultation, including personal data, may be 
published or disclosed in accordance with legislation on access to information – primarily the 
Freedom of Information Act 2000 (FoIA), the Environmental Information Regulations 2004 
(EIR) and applicable data protection laws.  

Please be aware that, under the FoIA and the EIR, there are statutory Codes of Practice which 
deal, among other things, with obligations of confidence. If we receive a request for 
disclosure of information which you have asked us not to disclose, we will take full account of 
your explanation, but we cannot give an assurance that we can maintain confidentiality in all 
circumstances.  

In developing this consultation, we have used information and evidence already obtained, 
including responses to our November CFI, questions put to us at our January 2021 webinar, 
and via requests for information from Retailers. We welcome the constructive discussions 
thus far and this consultation is an opportunity for stakeholders and any interested parties to 
provide further views and perspectives. 

Terminology  

Within this document, Wholesalers are the companies responsible for owning and 
maintaining the physical assets associated with supplying water and wastewater services to 
customers. Retailers are those responsible for billing NHH customers for their consumption, 
and for providing other customer-related services. NHH customers are businesses, charities 
and public sector organisations that are using and paying for water and wastewater services 
and who are eligible under industry rules to choose their Retailer. We use the term NHH 
customer and business customer interchangeably. The term ‘Trading Parties’ is used to refer 
to Wholesalers and Retailers collectively in this document. 

 

https://www.ofwat.gov.uk/publication/privacy-policy/
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2. Customer bad debt costs: the 2% threshold 

2.1 Introduction 

Bad debts are a normal business cost which should be included in the business plan 
assumptions of all Retailers. However, we recognise that due to Covid-19 Retailers may face 
levels of bad debt beyond which an efficient and prudent Retailer could have been expected 
to plan for. And that they may be restricted in their ability to pass at least some of these costs 
onto customers due to the price caps that protect small and medium customers who have 
not engaged in the market. Consequently, there may be an impact on business customers’ 
longer-term interests as a result of potentially elevated risks of systemic Retailer failure. We 
have previously confirmed that where outturn customer bad debt costs exceed 2% of NHH 
revenue on an industry-wide basis we will consider amending regulatory protections. 

This chapter reviews available evidence concerning the likely scale of bad debt costs in the 
business retail market, including potential variations between Retailers and between 
customer segments. It also sets out our view that the 2% threshold is likely to have been 
exceeded. On that basis, we are presently minded to conclude that amendments to 
regulatory protections will be warranted. We have reached this view on the basis of data and 
information presently available to us including information received from Retailers in 
response to the November RFI. 

We also recognise that the level of outturn bad debt costs and hence the threshold question 
is highly dependent on: timing (i.e. the time period over which bad debt costs are measured 
and the time interval necessary to assess crystallised bad debt costs7); and the method of 
measuring bad debt costs8. We have not however, for the purposes of this chapter 
concerning our assessment of whether the 2% threshold is likely to have been exceeded, 
used or relied on conclusions regarding these timing or measurement points. Chapter 4 sets 
out our views on timing including consideration of CFI questions 5 and 12. We will engage 
further with industry regarding the method of measuring bad debt including as set out in CFI 
questions 3 and 4 later on in 2021. 

Our conclusions at this point are interim and subject to further testing in the light of 
further information and experience.  

Where we amend regulatory protections, including enabling Retailers to recoup additional 
bad debt costs, it is our intention at a later stage to undertake a ‘true up’ in light of more 
settled decisions and experience concerning timing and the method of measuring bad debt. 
The ‘true up’ will be based on reporting of bad debt provisioning and write-offs which will be 
subject to independent auditor review. This final true up must be robust and ensure that the 

                                                        
7 CFI questions 5 and 12. 
8 CFI questions 1, 3 and 4. 
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regulatory support is only applied to recover unpaid amounts that can be clearly 
demonstrated to have arisen alongside the difficulties arising from the pandemic. Such a 
mechanism would need to be objective in its application and include only bad debts linked to 
services provided since 1 January 2020. 

Should the true up indicate that outturn bad debt costs were not above the 2% threshold 
we will unwind additional regulatory protections as appropriate. 

2.2 Customer bad debt costs 

Respondents to the CFI set out a range of views concerning the extent to which customer bad 
debt costs may have increased as a result of Covid-19 measures. Retailer responses to the 
November RFI provided detailed data concerning customer payments, the scale of provisions 
and write-offs for bad debt costs and forecasts of these. 

We summarise here the responses to the CFI where we requested views as to the impact of 
the pandemic on bad debt costs in general and more particularly on specific geographic 
areas or industries. We also give a summary of responses to the November RFI with an 
overview of sector bad debt costs for the year ending 31 March 2021 and trends for a number 
of payment indicators. 

2.2.1 CFI and responses 

Concerning views about the scale and nature of changed bad debt costs, the November 2020 
CFI posed two questions.  We summarise views received as follows. 

CFI Q2. To what extent do you consider that bad debt costs may have differed by geographic 
region and/or by customer type? 

The Retailers identified:  

 areas that are dependent on tourism as perhaps suffering more immediately;  
 areas of Northern England have been under some form of lockdown measures for most 

of 2020 and again the level of business activity has been reduced; and  
 there is also a concern that London and the South East may ultimately bear a higher 

cost due to the number of hospitality businesses within the region.  

In terms of sectors, there is agreement among the Retailers that hospitality / leisure sector 
and the SME sector more generally are affected most severely. Larger businesses are less 
likely to give rise to a high level of bad debt, but a number of Retailers did indicate that they 
were currently suffering from delayed payments. Some smaller Retailers also pointed out that 
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they did not have many large customers and thus could not necessarily fully recover the 
respective proportion of bad debt costs allocated to such customers.  

However, on balance Retailers suggested between them that all areas have seen an impact 
resulting from the pandemic. There is little support for action which would give rise to either 
regional or industry specific interventions. CCW have also pointed out that care needs to be 
taken to ensure that the burden of non-payment falls equitably between Retailers and 
customers and is not just passed on to the customers who remain in business. 

CFI Q6. What is your view on the change in and/or scale of bad debt costs likely to arise 
since March 2020? Please provide evidence to support your views, for example concerning 
metrics on changes in the number of customers with payment difficulties or payments in 
arrears. 

The overall view from Retailers is that it is too early to draw any definitive conclusions and 
that it may be several years before the full impact of the pandemic is known. 

Most Retailers are closely monitoring their debtor position and are seeing increases in their 
overdue debts. Retailers expressed concern that the third national lockdown will have an 
adverse impact on customer collections as they believe that the business sector has less 
resilience going into 2021. As they foresee more difficult economic circumstances many of 
the Retailers are indicating that bad and doubtful debt charges could potentially increase to 
4% of annual revenue with some suggesting even higher levels of up to 7%.  

CCW would like to remind Retailers of their obligation to support customers who have 
payment difficulties, with the offer of payment plans and deferred payment arrangements 
where appropriate. 

2.2.2 Bad debt indicators from the November RFI 

The November RFI updated previous requests, providing data through to 31 December 2020, 
giving forecast results for the year ending 31 March 2021. The aim was to provide a better 
understanding of trends and outturns in customer bad debt costs. Information requested 
included revenues and bad debt costs split across the REC defined customer groups together 
with aged debtor analyses and payment data. In response to the November RFI, we received 
responses from 14 Retailers, accounting for in excess of 95% of customers and market 
revenue.  
 
Initial overview of the results  
 
Indicators of customer delay and default in payments 
 
Retailer data indicate a change in the extent to which customers have delayed or defaulted 
on payments following the introduction of Covid-19 measures from March 2020. They are less 
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clear to what extent these effects will be enduring, and hence what the longer term 
consequences will be for increased bad debt costs. 
 
To illustrate, Figure 1 charts the number of customers or billings accounts in arrears for 2020. 
The chart indicates an increase in the level of arrears during the first lockdown in March 
2020, with the level dropping as restrictions were eased later in the year. However, it 
currently remains unclear how this trend may be impacted by the second or third lockdowns 
implemented at the end of 2020 / early 2021. 
 
Figure 1: Number of customer or billings accounts in arrears 

 
Source: Retailer responses to November RFI 

There is a similar trend within the ageing of customer debt. Trade debtors expressed as the 
number of days sales give an indication of the time taken by customers to pay the Retailers. 
As shown below in Figure 2, debtor days were consistent at 31 March 2019 and 2020, with an 
increase during the first lockdown period followed by a decline back to more normal levels by 
December 2020. 
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Figure 2: Days sales outstanding 

 
Source: Retailer responses to November RFI 

 
Indicative customer bad debt costs 
 
Our review and analysis of the data provided indicate that there has been a wide variation in 
the impact of the pandemic on Retailers, perhaps indicating a range of company policies,and 
approaches both to customer collections and the categorisation of customers.  
 

Box 1: Initial estimates of bad debt costs 

We have based our initial analysis of customer bad debt costs on Retailers’ responses to the 
RFI. Our analysis indicates that the industry wide bad debt costs were or are forecast to be: 

 April to September 2020 - 3.5% of corresponding NHH revenue. 
 April to December 2020 - 2.75% of corresponding NHH revenue. 
 April 2020 to March 2021 – 2.5% of corresponding NHH revenue. 

The individual company cost varies quite widely and is between 0% to in excess of 10% of 
corresponding NHH revenue.  

 
 
Summary thoughts regarding 2% threshold across the business retail market  
 
November RFI data indicate the likely combined industry bad and doubtful debt cost for the 
year ending 31 March 2021 to be in excess of 2%. In coming to this conclusion, we have taken 
into account that: 
 

 Retailers may take a more rigorous approach to bad debt provisioning for year-end 
reporting thus increasing their bad debt charge. 
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 Provisions for bad debt costs related to the pandemic were made by a number of 
Retailers in the year ended 31 March 2020 and these may give rise to eligible debt 
write offs during the year ending 31 March 2021. 

 
The final outturn for the year ending 31 March 2021 will be subject to further detailed 
information requests during 2021. Dependent on the approach to the regulatory support for 
the excess bad debt costs this may include further detailed analysis of revenue and bad debt 
costs across consumption bands and tariffs.  

Consultation Question 1. Our analysis on the basis of data available to date suggests 
that market-wide customer bad debt costs have, or are likely to, exceed 2% of total 
NHH revenue. What is your view concerning likely outturn bad debt costs for the 
year 2020/21 and into 2021/22? 

Outturn by consumption bands 
 
As noted above, the Retailers believe that the impact of the pandemic is being felt across the 
country but may be more apparent in retail / hospitality and more generally in the small 
business sector. RFI data provides further insight here, as information concerning customer 
numbers, revenue, and bad debt costs were segmented into the following customer groups 
relating to annual consumption: Less than 0.5 Ml: 0.5 to 50 Ml; and more than 50 Ml. 
 
For example, customers with lower consumption appear to be have a higher level of account 
closures, which may reflect the impact of Covid-19 measures on the landscape of smaller 
businesses in the retail and hospitality sector, as illustrated in Figure 3 below.  We recognise 
that the peak in March 2020 may also have reflected an increase in customers’ premises 
flagged as vacant. 
 

The RFI returns suggest that Retailers have in aggregate seen bad debt costs increase across 
all customer groups. Retailer returns indicated though that such costs may have been 
higher, as a proportion of the relevant customer group, for smaller consumption customers 
than larger ones. Using Retailer data which provided estimates of provisions allocated into 
customer groups, we have made some provisional estimates of the effects per customer 
group, as illustrated in Figure 4. These figures are indicative only.  We intend to return to the 
estimation of these figures following collection of relevant data. 
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Figure 3 – Number of customer or billing accounts closed but not switched. 

 
Source: Retailer responses to November RFI 

 

Figure 4 –Provision for bad debts – estimated effects by customer grouping  

 
Source: Companies RFI responses November 2020. The base 2019 data have been estimated using previous RFI data and current 
bad debt charge analysis. 
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3. Objectives 

Our policy aim is to protect the interests of NHH customers in the short and longer term, 
including from the risk of systemic Retailer failure. In doing so we want to minimise any 
additional costs for customers in the shorter term by promoting efficiency and supporting 
competition. We also want to provide additional clarity to Retailers and their investors. 
Protecting customers does not equate to preventing individual Retailers from exiting the 
market, as supplier exit is a feature of any functioning market.  

3.1 What we said in the CFI 

In considering whether any amendments to regulatory protections may be warranted, we will 
have regard to set objectives that reflect our policy aims. Our CFI set out our proposed 
objectives as below:  

1. Protect customers’ interests  

We want to protect business customers, including from the risk of systemic Retailer 
failure.  

2. Promote efficiency  

Any approach should minimise perverse incentives, unforeseen consequences, and any 
distortions to competition – including by ensuring transparency. For example it should 
maintain incentives on Retailers to minimise bad debt costs arising now and in future. 
Any approach or mechanism should not distort competition or competitive outcomes. Any 
approach or mechanism should be capable of being audited or checked, to ensure that 
Retailers submit accurate and verifiable data.  

3. Provide clarity and minimise implementation costs  

Any approach or mechanism for reimbursing monies to Retailers should be clear and as 
simple as possible. It should also seek to minimise implementation costs. 

CFI question 7 sought comment on whether these were the right objectives for considering 
whether and how to amend regulatory protections in relation to bad debt costs. 
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3.2 CFI response summary 

Most Retailers, most Wholesalers and CCW agree with and support our proposed objectives. 
Only one Retailer explicitly disagrees with our proposed objectives. However, respondents did 
provide specific feedback, which we set out below.   

Objective 1 (protect customers’ interests). CCW and self-supply Retailers considered the 
protection of business customers should be the primary focus. However, one Retailer 
considered that this objective is expressed too narrowly, commenting that it should be 
recognised that the risks inherent in the market need to be balanced with potential returns 
in order to secure funding and therefore achieve the position of an “adequately financed 
business”. This was also reflected in the view of a Wholesaler. Another Wholesaler also 
considered that an extension to this objective was necessary, to ensure that not only 
systemic Retailer failure was avoided, but also the risk of any other consequence that could 
materially impact the provision of water and wastewater services. Another Retailer noted that 
the NHH market is for the most part a business market and customer protections should not 
be applied, explicitly or implicitly, on the same criteria as they might be in the household 
market. Further, customers recognise that Retailers have been prevented from deploying all 
legitimate collection methods for customers who are able to pay.  

Objective 2 (promote efficiency). Two Retailers did raise concerns that the objectives do not 
emphasise the impact that the contractual status of customers can have on recovering bad 
debt costs. They suggest that providing a mechanism for recovering bad debt in the more 
regulated part of the market (where customers are on schemes of terms and conditions and 
therefore subject to REC price terms), while not providing a mechanism for recovering bad 
debt from customers who have negotiated contracts with Retailers, will undermine 
competition. The pricing mechanisms for customers on default tariffs work differently to 
those for customers in negotiated contracts and if each group of customers is treated 
differently it will mean that Retailers’ ability to recover excess bad debt will be dictated by the 
make-up of their customer base. These respondents believe that all customers should be 
treated equally irrespective of their contractual status. The Retailer that did not agree with 
the objectives highlighted the need for fair and proportionate treatment of Retailers, 
ensuring that unaffected Retailers or new entrants do not receive unjust benefit at the cost of 
customers as a result of any changes. 

Objective 3 (provide clarity and minimise implementation costs). A number of respondents  
wanted a clearer approach or mechanism for reimbursing monies, and the minimising of 
implementation costs. Some Retailers also stated that expedient clarity and decision making 
to ensure the credibility and stability of the market is needed, with a long-term enduring 
solution to provide recovery for all aspects of bad debt costs. Three Retailers also noted that a 
new mechanism may create additional cost pressures or capital requirements in the short 
term, which should be protected against. In addition, two Retailers state that the objectives 
do not address concerns that lenders need certainty. They suggest that Ofwat make some 



Business Retail Market: Customer Bad Debt - Consultation 

19 

initial decisions which can be revisited at intervals. They stress that the need for certainty is 
more significant than seeing rapid implementation of the intervention. 

3.3 Ofwat view on the response to the objectives 

We consider that the objectives set out in the CFI for the purposes of considering the 
customer bad debt issue appropriately reflect our statutory duties to protect the interests 
of consumers, wherever appropriate by promoting effective competition.  Concerning 
points raised in responses to the CFI, we comment as follows:  

Objective 1 (protect customers’ interests). This objective is non-exhaustive in our interest to 
protect customers, noting that our statutory objective applies equally to NHH customers as to 
household customers, but we consider that protection from systemic Retailer failure is of 
particular importance because it risks market failure which would be to the detriment of all 
NHH customers. This objective does not equate to preventing individual Retailers from exiting 
the market, as supplier exit is a feature of any functioning market.  

Objective 2 (promote efficiency). We welcome respondents’ views on this objective, and, as 
set out, agree that a mechanism should not distort competition or competitive outcomes. In 
setting out options for Retailers to recoup (a portion of) excess bad debt costs, we have been 
mindful of the efficacy of the option to enable efficient Retailers to do this, as well as preserve 
incentives to manage bad debt costs. See chapter 5 for discussion on the potential 
mechanisms. We consider that by seeking to minimise any perverse incentives not to manage 
bad debt costs, a fair and proportionate treatment of Retailers will be achieved.    

Objective 3 (provide clarity and minimise implementation costs). We note respondents 
concerns, especially in the need for certainty, and are grateful for the timely responses to 
RFIs and the CFI to date to help us establish the need for an approach or mechanism, and 
what this might be. In light of feedback from respondents, we have accelerated our timetable 
for consulting on and reaching decisions concerning customer bad debt, as well as setting 
out next steps that anticipate the development of more enduring solutions. As we set out in 
section 4, we are also planning a full review of REC price caps during 2022, which will provide 
a further staging post to understand and, if necessary, react to the customer bad debt 
position at that point. Concerning the question of working capital requirements, we set out in 
section 7 our minded to position that will take these into account in any revision of regulatory 
protections. 
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4. Timing issues 

4.1 Introduction 

This section sets out our proposals relating to the following timing issues: 
 the measurement of outturn bad debt costs; and 
 the revision, should this be warranted, of regulatory protections to enable Retailers to 

recoup from customers (a portion of) excess bad debt costs.  

4.2 The measurement of outturn bad debt costs 

4.2.1 What we said in the CFI 

Our CFI noted that we will need to decide the time period over which outturn bad debt costs 
may have accrued and set out our view that, since Covid-19 measures were introduced from 
the end of March 2020, any consequential impacts on business customers’ ability to pay and 
elevated levels of bad debt would manifest principally in the financial year 2020/21. 

Our CFI also noted that it takes time for Retailers to determine whether outstanding amounts 
will need to be provided for or written off, and therefore the time interval for this to happen 
before we measure costs that have arisen in 2020/21 will need to be determined. We set out 
our position in the CFI that it will be reasonable to wait for audited 2020/21 accounts, and for 
a time interval of six months following this to verify provisions and write-offs for bad debt in 
respect of usage to end March 2021. 

Accordingly, our CFI question 5 invited views on: (a) on the period over which we should be 
measuring bad debt costs arising, and (b) the appropriate time interval following this for the 
measurement of bad debt costs. 

4.2.2 CFI response summary 

(a) Time period over which bad debt costs may arise 

Retailers indicated that the bad debt provisions for the financial year 2019/20 should be used 
for the initial calculation of the bad debt cost, to reflect the impact of the pandemic on 
existing levels of debt, with thereafter an annual assessment of the ongoing cost. One 
Retailer suggested that this continues up to 2026/27, on the basis that it could take this 
length of time for the full bad debt costs, due to the pandemic, to crystallise. Some Retailers 
had increased their bad debt provision in the accounts for 2019-20 to reflect their estimate of 
the initial impacts of the pandemic on their existing debtors.  
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(b) The interval for measurement 

A number of respondents commented that it can also take up to 12 months for an unpaid debt 
to be recognised as a cost to the business, and that care needs to be taken to ensure bad 
debt costs are not overstated.  

There is little consensus amongst the Retailers regarding the starting period for the 
calculation of bad debt costs. The start point is essentially driven by consideration of the bad 
debt cost which should be considered for recovery. A number of Retailers believe that debt 
existing prior to the pandemic should be eligible for support where recoverability is now 
uncertain because of economic conditions. In this case the commencement date is 
suggested to be April or October 2019. 

CCW indicated that in the interests of customers any regulatory support must be subject to 
independent validation / audit and not solely left to the Retailers to assess.  

4.2.3 Ofwat view and consultation 

Time period over which bad debts arise 

Covid-19 measures were first introduced in March 2020, with business customers affected on 
an ongoing basis from that point. Accordingly, elevated levels of bad debt, for example as 
evidenced by increased numbers of accounts in arrears and increased provisions, have so far 
manifested principally during the financial year 2020/21.  We recognise that Covid-19 
measures may have increased the incidence of delayed or defaulted payment concerning 
some customers’ usage prior to March 2020.  For this reason, we are minded to take into 
account relevant increases in bad debt costs related to usage from 1 January 2020, but would 
look to exclude bad debt costs associated with older debt, arising from sales or services 
provided before January 2020. 

The current Government business support measures may have delayed the impact of the 
pandemic on the business sector. Accordingly, it is unlikely that the economy has yet seen 
the full impact of the pandemic although Retailers have increased their provisions for bad 
debt in the light of the anticipated economic issues. A number of uncertainties (for example 
regarding the unwinding of Covid-19 measures and the nature of the economic recovery) 
make it difficult to define the period during which bad debts costs may arise. We consider it 
likely that the impact of the pandemic will continue to be seen and have an impact on 
Retailers through the year ending 31 March 2022 and possibly beyond. 

Consultation Question 3.  Do you agree that it is likely that the impacts of the 
pandemic, and possibly increases, in bad debt costs will continue to accrue during 
2021/22 and possibly beyond?  
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The interval for measurement 

Debt collection processes take place over a number of weeks or months and may result in 
customers being given extra time to pay. Such arrangements can delay the eventual 
identification of residual payment issues and if the customer subsequently enters some form 
of insolvency process there will be further time before any final payment may be received. 
Thus, the final irrecoverable amount may take a number of months to be identified. 
Accordingly, bad debt costs in respect of any financial year are unlikely to be capable of 
accurate measurement until at least six months, and perhaps more accurately, one year, 
after the end of the accounting period. 

We therefore consider that a Retailer’s accounting estimates which are calculated using 
relevant accounting standards should be used to derive initial bad debt costs. A subsequent 
true up will then be required once more accurate information is available , which will be 
subject to more stringent recognition criteria and audit. This approach seeks to balance our 
policy aims of avoiding risks of systemic Retailer failure, whilst minimising additional costs 
for customers. 

Consultation Question 4.  Do you agree that, since bad debt costs may take time to 
manifest, there is merit in using available Retailer accounting data to estimate an 
initial revision to regulatory protections, followed at a later stage by a ‘true up’? 

4.3 Timing of recovery of excess bad debt costs 

4.3.1 What we said in the CFI 

Our CFI set out that, in implementing any amendment to regulatory protections aimed at 
allowing Retailers to recoup a portion of excess bad debt costs, we will need to determine the 
timing of the measurement of this (as described above) and also when any revisions to 
regulatory protections would come into effect, i.e. operationalising the relevant mechanism 
allowing Retailers to pass through to customers (a portion of) excess bad debt costs. We 
suggested this may happen during 2022/23. We also noted the need for a subsequent ‘true 
up’ and any necessary further revisions to regulatory protections in the light of the ‘true up’.  

Accordingly our CFI question 12 invited views of the appropriate timing for the measurement 
and recovery of (a portion of) any excess bad debt costs. 

4.3.2 CFI response summary 

There was a broad consensus among the responses. All Retailers consider that the impacts of 
the pandemic on bad debts are going to be long term and that recovery should follow similar 
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timescales to the measurement. As s uch initial recoveries should commence during 2021-
22. One Retailer suggested that final recovery could be as late as 2026-27. 

Most Retailers would like recovery to commence as soon as possible in 2021/22 given the 
adverse cash flow impact of slow and non-payment of customer debts. One suggestion is that 
recovery could commence from the latest of receipt of audited accounts or 1 April 2021. One 
Retailer did point out that mid-year price changes may be problematic for both customers 
and the Retailers. 

A number of Retailers have fixed term and fixed price customer contracts and one suggested 
that the recovery mechanism should remain in place for a number of years to provide the 
competitive headroom for the regulatory support to be priced into contract renewals.  

CCW suggested that, to be fair to customers, the recovery mechanism should be applied over 
a number of years so the impact was spread out and not applied for a single 12-month period.  

4.3.3 Ofwat view and consultation 

Retailers have indicated that they would like to see the support arrangements being 
implemented as soon as possible. When configuring any support mechanism, we consider 
there are a number of factors to be considered in addition to Retailer cash flow including: 

 accuracy of the underlying data / calculations and fairness to customers; 
 audit and verification requirements; and 
 ability of industry billing / accounting systems to accommodate changes. 

An initial adjustment could be made on the basis of current estimates or early data 
submissions for the year ending 31 March 2021 with recovery commencing from 1 October 
2021 (Option 1). There are a number of challenges to be overcome if this were the preferred 
approach including: data collection, verification and estimation timescales; risk of significant 
inaccuracies; mid-year price changes and the time necessary to communicate the changes 
to customers. An alternative (Option 2), involves recovery from 1 April 2022. Figure 5 below 
sets out indicative timelines for both of these options.  
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Figure 5 – Illustrative time line  

 

 

Adopting an implementation date of 1 October 2021 gives significantly less time for the 
submission of data and subsequent analysis and may result in a less robust calculation of the 
interim adjustment. Therefore we propose the support mechanism should be implemented 
from 1 April 2022. However we are seeking stakeholder views on both options.   

Consistent with our commitment in 2019, we plan to commence a wider review of the REC 
price caps later on in 2021/22, with any adjustments resulting from this expected to be 
implemented from April 2023. Therefore, if we enable recovery of (a portion of) excess bad 
debt costs from NHH customers by uplifting the REC price controls, then the final adjustment 
will be combined with any adjustments we make as part of this wider review and 
implemented from April 2023.  

We consider that implementation from 1 April 2022 has the benefit of basing the adjustments 
on audited results for the most recent reporting year, typically 31 March 2021 for the majority 
of Retailers. It will also give us a better understanding of what is happening to bad debt levels 
following the expected unwinding of Government support schemes and (assuming recovery is 
via an uplift to the price caps) it would also give Retailers serving non-price controlled 
customers more time to anticipate and adjust their pricing response.  

Consultation Question 5.  Where we revise any regulatory protections, we are 
minded to implement them such that they take effect from April 2022. We note that 
an alternative, basing any revisions on the basis of currently available data, could 
take effect from October 2021. Do you agree with our minded to position? Please 
explain your answer.  
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5. Mechanism to recover costs from customers 

5.1 Introduction 

As set out above it is possible that – due to Covid-19 - Retailers will face levels of bad debt 
beyond which an efficient and prudent Retailer could have been expected to plan for. 
Furthermore, Retailers are unlikely to be able to fully respond to such unexpected cost shocks 
by raising prices due to the existence of price caps (as set out in the REC), which protect 
small and medium customers who have not engaged in the market. For these reasons we 
have committed to provide additional regulatory protections if bad debt across the market 
exceeds 2%, which is the level of bad debt costs we would expect an efficient and prudent 
retailer to have planned for.  

Our November CFI set out two options for amendments to regulatory protections in the event 
that we found that they may be warranted to allow a Retailer to recover a portion of excess 
bad debt costs: (1) amend REC price caps, and (2) recovery from business customers via 
wholesale charges. In response to the CFI a number of Retailers suggested a third option - (3) 
a retail price levy. 

This chapter sets out our assessment of these three options against our policy objectives.  It 
summarises respondents’ views and suggestions, and sets out our preferred mechanism for 
implementation, in the event that an amendment to regulatory protections is warranted. 

5.2 Options for mechanisms to recover costs from customers 

We recap here the two options we set out in our CFI which were (1) to amend REC price caps, 
and (2) wholesaler charge surcharge, and also set out a third option – retail price levy.  

5.2.1 Amend REC price caps 

Under this option we consider that recovery of (a portion of) excess bad debt costs could be 
achieved via an uplift to the existing price caps. Excess bad debt costs would be calculated as 
any market-wide bad debt costs that exceed 2% and relevant sharing factors would be 
applied to this. Under this approach, we would apply a uniform, market-wide, uplift to the 
price caps. 

Retailers serving price controlled customers would have extra headroom to increase their 
tariffs. Retailers serving non-price controlled customers are already free to increase their 
tariffs but this will enable them to do so and remain competitive in relation to the price caps. 
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We made it clear in the CFI that any uplifts to the price caps would be calculated in a way to 
avoid price controlled (and therefore unengaged) customers incurring a disproportionately 
high or unfair portion of total excess bad debt costs. 

5.2.2 Wholesale charge surcharge 

Under this approach excess bad debt costs would be calculated for each individual Retailer 
as follows: 

 If prior to March 2020 a Retailer’s customer bad debt costs were less than or equal to 1%, 
excess bad debt costs would be calculated as anything in excess of 2%.  

 If prior to March 2020 a Retailer’s customer bad debt costs were more than 1%, excess 
bad debt costs would be calculated as anything in excess of the Retailer’s historical bad 
debt +1%.  

The approach enables each Retailer to recoup a portion of its individual excess bad debt costs 
(i.e. after the application of sharing parameters) via money collected from all customers 
through an uplift to wholesale charges specifically introduced for that purpose. Money would 
be disbursed to Retailers for example via: 

a. a central fund. Under this approach Wholesalers would pay the money into a central 
fund. The administrator of the central fund would disburse monies to Retailers in respect 
of the (portion of) excess bad debt costs to be recouped. (Note the identity of the 
administrator is yet to be determined). 

b. a rebate to wholesaler charges collected from Retailers. Instead of paying into a central 
fund, monies owed to Retailers in relation to (a portion of) excess bad debt costs could be 
netted off future wholesale charges to provide a rebate to Retailers.  

The CFI noted that this approach would need processes and mechanisms for verifying, 
administering and disbursing relevant amounts due, including cooperation with Wholesalers.  
We said we may need to look to external providers to establish and/or manage relevant 
mechanisms and processes and that we would look to Retailers collectively to meet some or 
all of these costs, depending on the complexities and costs involved. 

5.2.3 Retail price levy 

In response to the CFI, some Retailers put forward an additional – and in their view preferred 
– option for amendment to regulatory protections; a retail price levy. Our understanding of 
the broad outline of such a retail price levy is: 

 Excess bad debt costs would be calculated for each individual Retailer in the same way 
as for the wholesale charge surcharge; 
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 Calculate uniform retail price levy, i.e. £ per customer, to be applied to all customers’ 
bills, such that sum of levies raises amounts due to Retailers in respect of their 
(portion of) individual excess bad debt costs; 

 All Retailers charge levy to all their customers (irrespective of whether customers are 
on default prices or negotiated contract terms). To the extent that a Retailer collects 
levy amounts surplus to those due to it, the surplus is paid into a collective fund. A 
Retailer collecting insufficient levy amounts receives a ‘top up’ from the fund;  

 Any excess funds could be returned to customers through the same process (a credit 
instead of a charge). 

One Retailer suggested that the ‘retail levy’ could be monitored, audited and administered by 
a central body such as MOSL with the costs of auditing the scheme included within the ‘retail 
levy’ and so recovered from customers. 

5.3 CFI Response summary 

The CFI (CFI questions 8-11) invited views concerning the merits of these options, including 
implementation. Proponents of option (3) retail price levy also put forward views concerning 
pros, cons and questions of implementation associated with this option.  We summarise 
views received as follows. 

5.3.1 Amend REC price caps 

The CFI sought views as follows: 

CFI Q.8 Do you have views about the merits of enabling the recoupment of (some portion of) 
excess bad debt costs via amendment to the REC? Do you have any comments or views 
about the practical implementation of such an approach? 

Of respondents to the CFI, three Retailers, most Wholesalers and CCW support and/or see 
merit in amending the REC. 

 Implementation: highlighting practicability, simplicity, speed and cost effectiveness. 
 Resilience: adjustments of the REC enables efficient Retailers to be resilient to a range 

of adverse economic impacts without significant regulatory intervention. 
 Fairness: in that, for example, REC amendments offers a reasonable way to spread the 

costs between different classes of customer. 
 Risk allocation: the risk is allocated to the party best able to control and manage it. 
 Transparency and regulatory oversight: for example suitable oversight is already built 

into the (REC) process. 
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One Retailer said it strongly opposed a short term version of the amendment to the REC, but 
supports a version with a longer time horizon since this would represent a smaller price 
spread over several years and could stimulate additional switching by drawing customers’ 
attention to their bills and the water market. CCW also supports allowing for recovery of the 
costs over a longer period, to lessen the impact on business customers. 

Four Retailers and two Wholesalers oppose or do not support amendment of the REC. The 
main reasons stated for opposition were: 

 Amended REC prices are not tailored to each Retailer’s unique bad debt cost position, 
for example because this position is driven by the composition of a Retailer’s customer 
portfolio.  

 Regulatory mandated price increases may be competed away, for example by Retailers 
who are less encumbered with excess bad debt, and hence those Retailers with higher 
exposures would be unable to recover their costs. 

 Lack of certainty: to secure immediate financing to fund customer debt increases, 
Retailers and their lenders need certainty that the costs incurred will be recoverable. 

 Lack of fairness: recovery of bad debts solely through the REC would focus the 
recovery on a group of customers who have as yet not chosen to switch provider. 

 Poorer outcome for some customers: Retailers less affected by customer bad debt will 
see revenues increase without a need to recover cost, at customers’ expense.  

 Does not support, if either of these are Ofwat’s intention, that excess bad debt costs: 
o accruing from all customers (default and contract) should be recouped via an 

increment to prices applying to default customers only; 
o associated with default tariff customers only should be recouped only from default 

tariff customers and bad debt associated with contract customers from other 
contract customers.  

One respondent suggested that the amendments to the REC should: 

 provide for an initial estimate of 2019/20 and 2020/21 bad debt, with an interim uplift 
to the 2020/21 REC, and thereafter for annual estimates and REC adjustments to match 
the tariff change cycle and thus minimise the complexity for customers, and the costs 
for Trading Parties, of making changes; 

 be smeared equally across each tariff band, not applied differently for each band or 
customer by customer. 

5.3.2 Wholesale charge surcharge 

The CFI sought views as follows: 

CFI Q.9 - Do you have views about the merits of enabling the recoupment of (some portion 
of) excess bad debt costs through wholesale charges? 
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CFI Q.10 - Concerning the option of recoupment of (some portion of) excess bad debt costs 
through wholesale charges, do you have comments or views about the costs for Trading 
Parties of implementing such an approach? Do you have comments or views about the 
practical implementation of such an approach? Do you have any comments about a possible 
application process and the data and audit requirements to accompany this? 

Four Retailers support and/or see merit in the wholesale charge surcharge approach. The 
main reasons for support were: 

 Appropriate compensation: it compensates each Retailer for the appropriate share of 
actual excess bad debt costs it has incurred, so giving greater confidence to Retailers  

 Fairness: all customers, on default tariffs or on contract terms, are treated more fairly 
and the impact of Covid-19 on bad debt costs is distributed more evenly.  

 Pro-competitive: since any price increases are not tied directly to the contestable 
retail market, distortive impacts on competition are avoided.  

 Verification and audit: the use of centralised entity for administration and verification 
would facilitate this. 

Six Retailers and all Wholesalers who responded to the CFI, and CCW oppose and/or see issues 
with the wholesale charge approach. The main reasons given were: 

 Implementation issues: 
o Complexity / practicality, cost and speed of implementation issues. Six Retailers and 

seven Wholesalers suggested that implementation is complex and costly and raises 
a number of practical issues, including but not limited to use and costs of a third 
party administrator and slow implementation because of a need to reflect the 
wholesale charges timetable. 

o Price control and licence change complexities. Six Wholesalers suggested the 
approach does not align with and/or would requires changes to the current price 
control and licence conditions applying to Wholesalers, and/or may result in 
unintended consequences in price control terms. 

 Working capital asymmetries and risks. Since Retailers are required to pay 
Wholesalers before receiving end customer payment additional wholesale charges 
increases the risk of bad debt and places a working capital strain on Retailers.  

 Approach does not support competition. 
 Prohibition on Wholesalers’ involvement in retail activities. One Wholesaler noted that 

the “collection of a bad debt surcharge from customers on behalf of Retailers via 
wholesale charges, could likely be argued to be a retail activity and in effect, illegal”, 
and another commented that the approach blurs responsibilities. 

 Lack of transparency. Compared to an amendment of the REC, the approach is less 
transparent and creates greater scope for customer misunderstanding regarding the 
reasoning and purpose for increased wholesale charges (which could also create 
potential for increased customer complaints).  
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 Poorer outcome for some customers, in that prices may be higher than need be. CCW 
also noted that wholesale charges and hence prices to customers may increase at a 
faster pace than under other options as Retailers may seek payment/rebate as soon as 
possible. CCW also emphasised concerns that costs and burdens of administering the 
approach may be passed to end customers. 

 Price volatility. This approach could increase price volatility in wholesale charges for 
Retailers. 

Two Retailers suggested the uplift to wholesale charges should be applied on the basis of 
consumption or a percentage of bill, rather than on a ‘cost per customer’ basis as proposed in 
the CFI. 

Regarding question 10, some Retailers suggested the wholesale charge approach will or 
could be made to be relatively pragmatic and lower cost in the following ways: 

 Single claim from a central fund. Retailers making a single claim from a central fund, 
rather than be refunded on multiple wholesale bills, would be simpler.  

 Costs would not be excess and/or mitigations are possible, for example learning from 
the energy sector where mechanisms exist to collect centrally and then redistribute 
funds to market participants. 

5.3.3 Retail price levy 

In response to the CFI, three Retailers and two Wholesalers set out their support for the retail 
price levy, noting between them a number of advantages: 

 Certainty to Retailers / low risk of scheme failure - the levy charging element could not 
be competed away. It would also represent a guaranteed revenue stream that 
Retailers could potentially use to secure finance in the short term. 

 Level playing field between Retailers supplying customers on the default tariff and 
those not. 

 Timeliness / immediate relief. The approach could be reasonably quickly 
implemented, such as through an amendment to the REC, meaning it could be 
effective from 1 April 2021. Any additional working capital burdens for Retailers would 
be minimised. 

 Simplicity / flexibility: Cash flows between parties would be kept to a minimum and it 
would be more straightforward and more cost effective than the wholesale charge 
approach 

 Transparency. Customers clearly see their contribution in the form of a levy, so 
facilitating obtaining customer support for the approach.  

 Robust to changing market circumstances. Retailers entering the market would incur 
the retail levy as they entered with rebates channelled to Retailers due sum.  
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 Costs can be weighted towards SME customers. The fixed charge will be a slightly 
greater proportion of a smaller bill, there will be some weighting towards SME 
customers, which are primarily driving the bad debt costs.  

5.3.4 Further comment and suggestions 

The CFI question 11 also sought views concerning other possible options and approaches.  

CFI Q.11 Aside from amending the REC or recovery through the wholesale charges, do you 
have any views on whether other mechanisms or approaches to amending regulatory 
protections may be appropriate? If yes please describe your preferred approach and your 
view of why it may be warranted. 

Respondents to the CFI set out a range of suggestions for dealing with excess customer bad 
debt costs that may arise. We have summarised views relating to the Retail price levy in 
section 5.3.3 above. Annex 1 summarises views relating to additional suggested mechanisms 
and our reasons for not pursuing these mechanisms further. 

5.4 Ofwat assessment of options 

In the event that amendments to regulatory protections are warranted in the light of outturn 
bad debt costs, we are minded to choose option (1) amend REC price caps as the 
mechanism for enabling Retailers to recoup (a portion of) excess bad debt costs.  We 
consider that amending REC price caps will best meet our objectives as set out and confirmed 
in section 3, i.e.: 

 Protect customers’ interests; 
 Promote efficiency; and 
 Provide clarity and minimise implementation costs. 

We confirm our commitment in the CFI that any uplifts to the price caps would be calculated 
in a way to avoid price controlled (and therefore unengaged) customers incurring a 
disproportionately high or unfair portion of total excess bad debt costs. 

Consultation Question 6: Do you agree with our presented ‘minded to’ view that 
amendment of REC price caps is the approach that best meets our objectives 
concerning customer bad costs? 

Consultation Question 7: Do you agree with our assessment of the options for 
revision of regulatory protections? 
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We set out our assessment of the options and reasoning as below. Table 1 summarises our 
assessment. 

5.4.1 Amend REC price caps 

Amending the REC price caps aims to give Retailers additional pricing freedom with which to 
respond to increased customer bad debt costs and so aims to protect customers’ longer term 
interests by reducing risks of systemic Retailer failure. We acknowledge that the approach 
produces less certainty for Retailers who are reporting higher bad debt costs, but 
nevertheless the approach does increase latitude for all Retailers to manage and recoup a 
portion of excess bad debt costs. 

This option confers strong incentives on Retailers to manage their bad debt costs, since those 
that do so best will retain a competitive advantage. Retailers retaining an incentive to price 
competitively will help to protect customers’ interests in the shorter term both because REC 
price increases are referenced to industry averages and because price-controlled customers 
retain the option to negotiate better deals. Essentially, this option facilitates a supply-side 
Retailer response more akin to that one would expect from a competitive, unregulated market 
– with some of the unexpected costs passed, subject to relevant competitive constraints, 
onto customers in the form of higher prices and some of the costs competed away as 
customers switch to more efficient suppliers who seek to pass on fewer additional costs.  

Option (1) is relatively straightforward, clear and cost efficient to implement. The option is 
implemented by reference to existing regulatory tools (the REC) under which price caps are 
transparent, well understood and relatively straightforward for Ofwat to monitor and enforce. 
Furthermore, it is likely to be more straightforward and transparent to estimate (increased) 
bad debt costs by reference to industry averages rather than estimate bespoke bad debt cost 
increases for each Retailer which would be required for options (2) and (3) (see below). We 
plan to commence a wider review of the REC price caps later on in 2021/22 with any 
adjustments expected to take effect from April 2023. Therefore, if we enable recovery of (a 
portion of) excess bad debt costs from NHH customers by uplifting the REC price caps, then 
the final adjustment will be combined with any adjustments we make as part of this wider 
review and implemented from April 2023. 

5.4.2 Wholesale charge surcharge 

This approach provides relative certainty for Retailers and so performs well against our first 
objective of protecting customers’ long term interests by minimising the risk of systemic 
Retailer failure, since it is intended to directly reimburse each Retailer for (the appropriate 
portion of) excess bad debt costs the Retailer has incurred.   
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We consider however that this option meets our remaining objectives – promote efficiency, 
and provide clarity and minimise implementation costs – less well. Concerning efficiency, 
although the application of sharing factors does provide some incentive, for each Retailer 
incentives to manage its bad debt costs well are nonetheless diluted. This is because excess 
bad debt costs are calculated and reimbursed for each individual Retailer by reference to 
their historical and outturn bad debts costs as opposed to for the market as a whole. This 
approach also limits the scope for competitive response and challenge by Retailers better 
able to manage their bad debt costs, since the mechanism delivers Retailers with higher 
than average excess bad debt costs a correspondingly higher cash rebate. In doing so this 
option prevents inefficiently-incurred bad debt costs from being competed away, which 
benefits inefficient Retailers at the expense of customers.  

This option is likely to be more complex and costly to implement, for all parties concerned – 
Retailers, Wholesalers and Ofwat. Both options for disbursing monies due – a third party 
administrator of a central fund or Retailer rebates – involve costs for both Wholesalers and 
Retailers, either in appointing an administrator or for Wholesalers in additional 
administration and settlement and netting off of Retailer rebates. While some such costs, e.g. 
direct costs of employing a third party administrator might in the first instance be borne by 
Retailers, we cannot rule out that some would be passed onto customers. There are also likely 
to be a number of regulatory and legal hurdles involved in enabling Wholesalers to make the 
necessary uplift to charges – including amendments to charging rules.  Note, 
notwithstanding these issues, we consider that a well designed wholesale surcharge would 
be revenue neutral for Wholesalers and the only impact on price controls would be in relation 
to reporting requirements. 

5.4.3 Retail price levy 

Option (3) retail price levy is similar in a number of respects to option (2) wholesale charge 
surcharge. The principal difference is that Retailers recoup monies directly from customers 
via a retail price levy that all Retailers must apply. The approach also necessarily involves 
some form of central fund, which Retailers with surplus levy amounts relative to their excess 
bad debt costs pay into, and from which Retailers with insufficient levy amounts draw from. 

As with option (2) therefore, this approach provides relative certainty for Retailers and so 
performs well in protecting customers’ long terms interests by minimising risks of systemic 
Retailer failure. This advantage may be enhanced by the fact that Retailers who merit 
recompense for (a portion of) excess bad debt costs could receive funds directly and quickly, 
particularly compared to option (2) where collection via the Wholesaler potentially introduces 
timing delays between charge collection and distribution. 

However, we consider that this approach shares similar drawbacks as option (2) in terms of 
meeting our remaining objectives – promote efficiency, and provide clarity and minimise 
implementation costs. In particular, incentives to manage bad debt costs are diluted, and the 
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approach removes, all other things being equal, scope for a competitive response from 
Retailers better able to manage bad debt costs. 

The approach is also likely to be relatively complex and costly to implement. The central fund 
will need to be administrated and again we cannot rule out that some costs associated with 
that would be passed to customers. In addition, we consider that this approach will require 
additional monitoring and enforcement by Ofwat to ensure that all Retailers impose and 
collect the correct ‘levy’. 

Table 1 – Summary assessment of options for revision of regulatory protections 
 Protect customers’ interests Promote efficiency Provide clarity and minimise 

implementation costs 
Option (1) 
Amend 
REC Price 
caps 

 Pricing freedom already 
established for >50Ml 
customers. 

 Amounts recoverable by 
Retailers in respect of a 
portion of excess bad debt 
costs subject to 
competition, so less 
certainty for Retailers, 
particularly those who 
manage bad debt costs least 
well. 

 Strong incentive to manage 
customer bad debt costs. 

 Complements and enhances 
the competitive process as 
customers have opportunity 
to seek better deals. 

 Most clear, simple, least 
costly approach – for 
example excess bad debt 
costs can be referenced to 
industry averages rather 
than derived per Retailer. 
 

Option (2) 
Wholesale 
charge 
surcharge 

 More certainty to Retailers, 
as each Retailer recovers 
(portion of) excess bad debt 
costs accruing to it. 

 Incentive to manage bad 
debt costs delivered by 
sharing factors, but 
incentives overall smaller 
relative to option (1). 

 Limited scope for 
competitors to react to 
higher prices resulting from 
higher bad debt costs for 
some Retailers, as prices 
across all Retailers are 
subject to surcharge 

 Likely to be relatively 
complex, costly and slow to 
implement, including in 
terms of establishing third 
party administrator and/or 
rebate arrangements 

Option (3) 
Retail 
price levy 

 As for option (2) - more 
certainty to Retailers, as 
each Retailer recovers 
(portion of) excess bad debt 
costs accruing to it 

 May deliver financial relief to 
Retailers more quickly, as 
Retailers collect and use (as 
appropriate) levy in first 
instance 

 As for option (2) – incentive 
to manage bad debt costs 
delivered by sharing factors, 
but incentives overall 
smaller relative to option (1) 

 As for option (2) - little 
scope for competitors to 
react to higher prices 
resulting from higher bad 
debt costs for some 
Retailers, as prices across all 
Retailers are subject to levy. 

 Likely to be relatively 
complex, costly and slow to 
implement, including in 
terms of establishing third 
party administrator and/or 
rebate arrangements. 

 Additional monitoring and 
enforcement required by 
Ofwat to ensure that all 
Retailers impose and collect 
the correct ‘levy’ 
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6. Sharing parameters 

6.1 Introduction and CFI  

In April 2020 we decided that Retailers should be expected to bear bad debt costs up to at 
least 2% (of NHH revenue) in full. Historical levels of market-wide bad debt have been around 
1% and we estimated that bad debt levels of around 2% reflect a ‘normal’ recession-type 
scenario that an efficient and prudent Retailer should have planned for.  

If market-wide bad debt costs exceed 2%, we committed to provide protection for a portion 
(not all) of these ‘excess’ bad debt costs. We did not specify the sharing parameters (i.e. the 
portion of bad debt costs in excess of 2% that would be borne by Retailers and the portion 
that would be borne by NHH customers). However, we did rule out Wholesalers and household 
customers bearing any of these excess costs.  

We also clarified that if a company’s bad debt costs already exceeded 2%, they should expect 
to bear an additional 1% in full before benefitting from additional regulatory protections. It 
should be noted that this is only relevant if recovery from customers is via the wholesale 
charge surcharge or via the retail price levy. This is because recovery via an uplift to the REC 
price caps involves estimating excess bad debt costs on a market-wide basis and then 
applying a uniform, market-wide, uplift to the price caps. Recovery via an uplift to the price 
cap does not involve calculating individual, Retailer-specific, excess bad debt costs.  

Our policy aim is to protect the interests of business customers in the short and longer term, 
including from the risk of systemic retailer failure. In doing so we want to minimise any 
additional costs for customers in the shorter term by promoting efficiency and supporting 
competition. We also want to provide additional clarity to Retailers and their investors.  

Consistent with this the sharing parameters need to balance our aims to: provide a degree of 
certainty to Retailers in terms of the (portion of) excess bad debt costs they should expect to 
bear; but avoid committing customers to bearing an undue share of excess bad debt costs 
above a certain threshold, when it is as yet unknown to what degree these costs will exceed 
the threshold.   

Reflecting these policy aims, the CFI set out several factors which would guide us in setting 
possible values for sharing parameters:  

1. Where the likely scale of customer excess bad debt costs is relatively modest, we see a 
case for Retailers bearing a high proportion of these costs. This is on the basis that this 
reinforces incentives on Retailers to manage bad debt costs arising and to ensure 
customers are not exposed to these. 

2. Where the likely scale of excess bad debt costs is significant and more enduring – for 
example relative to typical margins in the retail water sector – it may be appropriate for 
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the proportion borne by Retailers to be lower than under (1). This is on the basis that it is 
also in the longer term interests of customers not to see systemic Retailer failure. 

3. Given continuing uncertainty over the likely scale of outturn bad debt costs, a pragmatic 
approach may be to adopt a graduated scale of sharing parameters.  

4. We would anticipate adopting a common sharing factor regime to apply to all Retailers. 
For the wholesale charge surcharge and Retail price levy approaches, the common 
sharing factor regime would be applicable only to the excess bad debt costs we deem 
relevant for each Retailer. For the amendment to REC price caps approach, the common 
sharing factor regime would be applicable to excess bad debt costs arising across the 
business retail market as a whole. 

6.2 CFI response summary 

Question 14 of the CFI sought views on our approach to sharing bad debt costs between 
Retailers and customers, including possible values for the sharing parameters. This question 
was of particular interest to the Retailers, although most Wholesalers also provided their 
views on the matter. 

Six Retailers, most Wholesalers who responded to the CFI and CCW support and/or see merit 
in Retailers sharing the excess bad debt costs with customers. Only one Retailer strongly 
recommends that no additional bad debt costs are placed on the Retailer and encourages us 
to consider alternative options.  

Three Retailers do not agree with Ofwat’s proposal to split the costs of excess bad debt 
between Retailers and customers only. The cost to serve allowance implemented at market 
opening was deemed to be sufficient to account for Retailer costs including bad debt. They 
consider that the only fair way to split the excess bad debt costs during this unprecedented 
pandemic is to share them proportionally between customers and all Trading Parties. 
Wholesalers may be able to take a proportion of the bad debt costs due to their monopoly 
position, size, ownership, and access to current lower cost of financing. 

Three respondents suggest that the proposed sharing factor regime penalises best 
performers. Under the current proposal any Retailer whose historical bad debt rate is less 
than 1% would bear an additional burden compared to other Retailers, as they would need to 
absorb more than an extra 1% before regulatory assistance was provided. The best 
performers are in effect financing other participants. These respondents believe that the 
fairest approach is to allow Retailers to recover excess bad debt costs where they exceed 1% 
more than the baseline bad debt cost level. 

Several respondents suggested the following values of the sharing parameters:  

 One Retailer explains that recovering debt from customers involves working with debt 
recovery partners that receive a success fee when they are able to collect debt. The 
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Retailer suggests that if the sharing rate favours Retailers over customers (i.e. 
Retailers pass through most of excess bad debt costs to customers), Retailers would 
have an incentive to allow debt to go bad and then recover it from a wider customer 
base, rather than paying recovery fees to debt recovery partners. This Retailer 
suggested, that in order to ensure that Retailers are incentivised to collect debt rather 
than allowing it to go bad, a split of 25:75 between Retailers and customers is 
warranted. This would mean that if Retailers are able to recover debts from customers, 
they will benefit both from a greater share of recovery, and also the immediate cash 
benefit of collecting as opposed to a longer-term recovery over a period of time. This 
also recognises that Retailers continue to bear other debt recovery costs as well as 2% 
of bad debt costs, and therefore this results in an appropriate split for Retailers to be 
able to pass on cost increases, whilst customers do not bear the full impact of the 
costs of the pandemic. 

 One Retailer proposes that where Covid-19 bad debt costs exceed 2% (or a Retailer’s 
normal level +1%), the share of the excess cost borne by the Retailer should be linked 
to the cost of debt recovery. This would provide the right incentive for efficient debt 
management, and would provide a greater degree of certainty than a sliding scale. 

 One Retailer suggested that since a bad debt comprises both wholesale charges and 
retail charges, if there is to be no Wholesaler contribution to Retailer bad debt it would 
be appropriate for the sharing ratio to reflect the proportion of each charge in the 
end-user’s bill – that is c. 10:90 (Retailer to customer). 

 One Wholesaler suggested that a 50:50 sharing of excess bad debt costs would be 
appropriate and in line with other regulatory risk-sharing mechanisms. 

6.3 Illustrative sharing parameters 

For the purposes of illustrating potential impacts on customers and Retailers from different 
sharing factors, we have considered and set out notional effects for sharing factors of 50:50 
and 25:75. That is, for outturn bad debt costs at an industry level above 2%, Retailers – as a 
group - would bear 50% or 25% respectively of the total increment in costs above the 
industry-wide 2% threshold with arrangements to enable pass through to end customers, via 
revised regulatory arrangements, the corresponding remaining portion. 

We have also considered a ‘taper’ arrangement whereby if outturn bad debt costs are less 
than 3%, the excess bad debt costs (i.e. outturn bad debt costs less 2%) are shared on a 
50:50 basis, but where outturn bad debt costs are above 3%, all excess bad debt costs (i.e. 
outturn bad debt costs less 2%) are shared on a 25:75 basis (i.e. Retailer bears 25%). 

To be clear this analysis and illustrative sharing parameters represents the effect on Retailers 
as a group (and therefore individual Retailers with levels of BAU and indicative outturn bad 
debt that reflect the industry average). In practice, the impacts on individual Retailers will 
differ depending on whether their levels of bad debt are higher or lower than the industry 
average.  
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Table 2 sets out our estimates of different sharing factors against different outturn bad debt 
costs, with impacts on customers expressed in terms £ and the percentage increase in  
annual bill, and on Retailers expressed in terms of a notional decrease in net margins earned.  
The illustrations assume a notional annual customer bill of £500 and an illustrative BAU net 
margin9 for Retailers of 2%, with BAU bad debt costs assumed to be 1% of revenue. Note these 
assumptions are illustrative only and do not reflect Ofwat’s considered view on what these 
values are or should be in respect of Retailers’ actual commercial positions. 

Table 2 – Notional impact of sharing factors on customer and Retailers 
Outturn 
bad debt 
costs, as 
% 
revenue 

Sharing factors 

 25:75 
Retailers bear 25% of excess 

bad debt costs 

50:50 
Retailers bear 50% of excess 

bad debt costs 

Tapered 
Where outturn bad debt 
costs: 
 below 3%, Retailers bear 

50% of all excess bad debt 
costs (i.e. outturn bad debt 
costs less 2%) 

 above 3% Retailers bear 
25% of all excess bad debt 
costs (i.e. outturn bad debt 
costs less 2%)  

2.5% Average customer annual bill 
increases: 
£1.88 or 0.38% 

Retailer Net Margin reduces 
from 2% to 0.88% 

Average customer annual bill 
increases: 
£1.25 or 0.25% 

Retailer Net Margin reduces 
from 2% to 0.75% 

Average customer annual bill 
increases: 
£1.25 or 0.25% 

Retailer Net Margin reduces 
from 2% to 0.75% 

3.0% Average customer annual bill 
increases: 
£3.75 or 0.75% 

Retailer Net Margin reduces 
from 2% to 0.75% 

Average customer annual bill 
increases: 
£2.50 or 0.50% 

Retailer Net Margin reduces 
from 2% to 0.50% 

Average customer annual bill 
increases: 
£2.50 or 0.50% 

Retailer Net Margin reduces 
from 2% to 0.50% 

5.0% Average customer annual bill 
increases:  
£11.25 or 2.25% 
Retailer Net Margin reduces 
from 2% to 0.25% 

Average customer annual bill 
increases: 
£7.50 or 1.5% 

Retailer Net Margin reduces 
from 2% to -0.50% 

Average customer annual bill 
increases: 
£11,25 or 2.25% 

Retailer Net Margin reduces 
from 2% to 0.25% 

10.0% Average customer annual bill 
increases: 
£30 or 6.0% 

Retailer Net Margin reduces 
from 2% to -1.0% 

Average customer annual bill 
increases: 
£20 or 4.0% 

Retailer Net Margin reduces 
from 2% to -3.0% 

Average customer annual bill 
increases: 
£30.00 or 6.0% 

Retailer Net Margin reduces 
from 2% to -1.0% 

Assumes notional annual bill £500; Retailer incurs BAU costs: wholesaler charges 95% of revenue, bad debt costs 
1% of revenue, Retailer business costs excluding bad debt costs 2% revenue; Illustrative BAU net margin 2%;  
Revised Net Margin based to notional original bill. 

                                                        
9 Net margin defined as revenue less all costs facing the Retailer, as a proportion of revenue 
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6.4 Ofwat view on preferred sharing parameters 

Taking into account the responses provided with the CFI, we outline our view on the preferred 
sharing factor regime and the sharing parameters: 

 Retailers, Wholesalers and CCW mostly support and/or see merit in Retailers sharing 
the excess bad debt costs with customers. Consistent with our April 2020 decision 
document, we consider that it is appropriate for excess bad debt costs to be shared 
between Retailers and NHH customers. Wholesalers are already expected to manage 
and bear some risks of Retailer default and the accompanying exposure. This is 
consistent with our objective of protecting customers from systemic Retailer failure. 
We do not think it is appropriate for Wholesalers to be further exposed to end 
customer bad debt risks within the business retail market.  

 In response to the suggestion that the proposed sharing factor regime penalises best 
performer, we note that we have been consistent in our view that Retailers should 
expect to bear outturn bad debt costs to a level equivalent to 2% of NHH revenue. 
Should we amend regulatory protections via an adjustment to the REC price caps, 
those Retailers best able to manage their bad debt, including those with historically 
low levels compared to other Retailers, will retain a competitive advantage. This is 
because we would make a uniform, market-wide adjustment to the price caps based 
on market-wide excess bad debt costs rather than calculate excess bad debt costs for 
each individual Retailer.  

We are presently minded to consider that it is appropriate for Retailers to share with 
customers a higher portion – i.e. 50% - of excess bad debt costs where these are marginally 
above the 2% threshold level we have set out that a prudent Retailer should in any case 
expect to bear.  However, where outturn bad debt costs extend materially beyond the 2% 
threshold, and noting our objectives to protect the interests of customers including against 
systemic Retailer failure, we are presently minded to see merit in Retailers passing through a 
higher portion of these to customers. 

We are presently minded to propose that: 

 in the event market-wide bad debt costs are 3% or lower, Retailers should be 
expected to bear 50% of excess bad debt costs. So if market wide bad debt costs 
are 3%, excess bad debt costs are equal to (3%-2%=) 1%, which will be shared 
50:50 between business Retailers and NHH customers; 

 in the event market-wide bad debt costs exceed 3%, Retailers should be 
expected to bear 25% of excess bad debt costs. So if market wide bad debt costs 
are 5%, excess bad debt costs are equal to (5%-2%=) 3%. 75% of these excess bad 
debt costs would be passed on to NHH customers, with 25% borne by Retailers.  

This approach seeks to balance our policy aims of avoiding risks of systemic Retailer failure, 
whilst minimising additional costs for customers in the shorter term. It seeks to promote 



Business Retail Market: Customer Bad Debt - Consultation 

40 

efficiency and support competition by retaining strong incentives on Retailers to manage bad 
debt costs. Such incentives could be significantly dampened by a 10:90 sharing factor if debt 
recovery fees exceed 10% of bad debt costs as Retailers may prefer to incur costs of 10% by 
letting debt go bad rather than incur costs in excess of 10% to recover bad debt. In setting 
out proposed sharing factors we are also seeking to provide additional clarity for Retailers and 
their investors.  

Consultation Question 8.  If market-wide bad debt costs are 3% or lower, we 
propose Retailers and NHH customers should each be expected to bear 50% of 
excess bad debt costs. If market-wide bad debt costs exceed 3%, we propose 
Retailers should be expected to bear 25% of excess bad debt costs and NHH 
customers 75%. Do you agree this proposal meets our stated policy objectives? 
Please explain your position and provide supporting evidence (including evidence 
on costs of recovering bad debt from customers).  
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7. Approach to adjusting REC price caps 

7.1 Introduction 

In chapter 2, we set out our ‘minded to’ view that outturn bad debt costs across the business 
retail market are likely to exceed the 2% threshold and that consequently we are presently 
minded to revise regulatory protections to enable Retailers to recoup a portion of excess bad 
debt costs. In chapter 4 we noted our preference for any such revisions to take effect from 
April 2022, though we also noted the option of October 2021. In chapter 5, we set out our 
‘minded to’ preference for amendment of the REC price caps, as the appropriate mechanism 
to enable Retailers to recoup (a portion of) excess bad debt costs from NHH customers. We 
will need to consider the approach to making such amendments and the revised levels for 
price caps, particularly in the light of the limited information and data set that is likely to be 
available to us at the point we consider such revisions. 

We will need to consider the: 

 approach to revision of REC price caps; 
 elements of bad debt costs to be considered; 
 question of ‘pooling’ of customer bad debt costs; 
 data and information we will need; and the 
 question of smoothing impacts of any price adjustment over time 

The remainder of this section sets out our proposed approach and invites views. 

7.2 The approach to revision of REC price caps 

As we set out in the CFI, the current REC applies to all customers using less than 50Ml per 
annum who are on schemes of terms and conditions (i.e. those who have not switched 
Retailer since market opening or re-negotiated their contract). The current REC provisions 
apply from 1 April 2020 and contain both price and non-price protections for customers on 
schemes of terms and conditions. The REC price protections specify the maximum price that 
Retailers may charge a customer. The specification of the maximum price depends on the 
consumption at eligible premises, as set out in the table below. 
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Table 3 – REC price protections 
Customer group Price protections 
Group 1 Unmeasured or assessed eligible 

premises and those with annual 
consumption below 0.5Ml 

Charges not to exceed the wholesale charge 
plus a specified regional cost to serve, and 
an additional net margin applied to both 
elements. 

Group 2 Eligible premises with annual 
consumption between 0.5Ml and 
50Ml 

Charges not to exceed a level equal to the 
wholesale charge, plus 8% gross margin for 
clean water services and 10% gross margin 
for waste water services. 

Group 3 Eligible premises with annual 
consumption exceeding 50Ml 

Retailers must ensure charges are 
reasonable and non-discriminatory. 

Our CFI set out an illustration of how, were amendments to regulatory protections warranted, 
we might adjust the price caps under the REC10. We indicated that the adjustment would 
enable Retailers to recoup (a portion of) market-wide excess bad debt costs. We would look to 
adjust the REC price caps on the basis of industry wide costs on the following basis: 

(i) Price caps are adjusted (via market-wide uniform adjustments) with a view to 
permitting Retailers to recoup (the Retailer portion of) excess bad costs that arise  
where payment is not received or is not expected to be received, and in respect of 
efficient costs of working capital. Section 7.3 below provides further details. 

(ii) Retailers submit cost data and information, including outturn bad debt costs given in 
terms of sums provided for and / or written off in respect of the business retail 
market in England and Wales, for financial years 2018/19, 2019/20 and 2020/21, and 
split into pre and post January 2020 usage. Section 7.5 below provides further detail 
of the minimum data and information we would look to Retailers to provide. 

(iii) Note Retailers are expected to bear, at an industry wide basis, up to 2% bad debt 
costs and a portion of any market-wide excess bad debt costs incurred beyond this 
level. (See chapter 6 for our minded to position on sharing factors).  

(iv) Taking into account customer bad debt costs arising for customers with annual 
consumption <50Ml, Ofwat would look increase margins under the REC – i.e. to set 
the interim adjustment to apply from October 2021 or April 2022 – with the increase 
calibrated such that, if the same uplift applied to all <50Ml customers (price 
controlled and non-price controlled) then Retailers in aggregate would recoup 
(Retailers’ share of according to the sharing parameters) industry wide bad debt 
costs applying to all customers with annual consumption <50Ml. 

(v) We would look to set either: 
o A single uniform uplift in net margins across customer group 1 and a single 

uniform uplift in gross margins per customer group 2,; or 
o A single uniform uplift in net margins per customer group 1, and a separate, single 

uniform uplift in gross margins per customer group 2. 
Section 7.4 below provides further discussion of this ‘pooling’ point. 

                                                        
10 p.22 CFI 
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(vi) We would look to smooth the recoupment of (the Retailer portion of) market-wide 
excess bad debt costs over at least two years; that is, the margins set at step (v) 
would be correspondingly reduced. We consider further the question of smoothing 
price adjustments in section 7.6 below. 

Consultation Question 9 – Do you have views concerning the approach to setting the 
revision of the REC price caps with respect to excess bad debt costs? 

7.3 Elements of bad debt costs 

7.3.1 CFI 

Our CFI set out that bad debt related costs arise for companies to the extent that they: 

(1) make accounting provisions for or write off debt where payment is not received or is not 
expected to be received; 

(2) need to hold additional working capital to ensure cash flow while awaiting payment of 
outstanding accounts; and 

(3) spend time or effort pursuing outstanding accounts. 

We set out in the CFI our initial view that we consider it is relevant to measure customer bad 
debt costs that may arise for Retailers solely in terms of amounts due from customers that 
are appropriately provided for or written off, i.e. in respect of point 1 above.  We invited views: 

CFI Q.1 – Our initial view is that we consider it is relevant to measure customer bad debt 
costs that may arise for Retailers solely in terms of amounts due from customers that are 
appropriately provided for or written off. To what extent do you agree with our initial view 
here? 

7.3.2 Responses to the CFI 

All Retailers support the recovery of actual debts written off – ie. in respect of bad debt costs 
element (1) recapped in §7.3.1 above. There was also considerable support among Retailers to 
also include the costs of carrying the additional working capital derived from delayed debtor 
payments, i.e. in respect of bad debt costs element (2) recapped in §7.3.1 above. Retailers 
noted in this regard that: 
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 they have been required to suspend collection activities for a period within the 
pandemic leading to higher debtor balances and ultimately increased residual bad 
debts; and 

 the timescale for the possible regulatory support for the additional bad debt costs will 
result in retailers funding balances for periods of up to 2 years. 

Wholesalers in general also acknowledged the working capital costs point. 

Regarding general credit and collection costs, i.e. in respect of bad debt costs element (3) 
recapped in §7.3.1 above, Retailers expressed less support for the inclusion of these as they 
are more subjective and driven by business structure. Retailers also noted that they have 
varying approaches to collection with the use of in-house teams and cost recoveries, and 
that the lack of a consistent approach makes it difficult to derive a method for recovery of 
such costs. Wholesalers did not in general support inclusion of additional credit team costs 
within the calculation of the amount of regulatory support.  

CCW set out its broad support of Ofwat’s view on measuring bad debt costs solely in terms of 
amounts due from customers where payment is not received, or expected to be. CCW also 
emphasised its concern that, were allowances provided which encompass all three cost 
elements recapped in §7.3.1 above, this would potentially transfer a greater burden on to 
customers, and that a balance needs to be struck. 

7.3.3 Ofwat preferred approach 

It is clear, both from our CFI position and noting responses received, that it will be relevant in 
revising regulatory protections – i.e. amending the REC price caps – to take into account 
amounts Retailers have provided for or written off during the financial year 2020/21 in respect 
of usage since January 2020. 

We also consider that there is merit in making some allowance in respect of element (2), i.e. 
for efficient working capital costs incurred in financing such bad debt costs during 2020/21 
and 2021/22, up to the point REC price revisions take effect (i.e. either from October 2021 
or April 2022). 

We do not see a case, nor have respondents presented a compelling case, for including costs 
in respect of element (3), ie. time or effort spent in pursuing outstanding accounts.  

Consultation Question 10. How in your view should efficient finance costs of bad 
debt be defined and estimated where we make an allowance for efficient working 
capital costs? 

 



Business Retail Market: Customer Bad Debt - Consultation 

45 

7.4 Pooling 

7.4.1 CFI 

The CFI set out that our options for revising regulatory protections to allow the recovery of (a 
portion of) excess bad debt costs take the approach of estimating some form of average uplift 
– either to the maximum prices allowed under the REC or to wholesale charges. Such 
averaging could mean that, where bad debt costs particularly or significantly arise for a 
particular customer group or region, all NHH customers would be asked to contribute to the 
recoupment of such costs. The CFI set out some pros and cons of grouping customers 
together – either by customer characteristic or geographic region – such that (some portion 
of) excess bad debt costs arising for a customer group are recouped across that customer 
group. 

We set out our initial view that we see greater merit in pooling the recovery of (some portion) 
of excess bad debt costs across customer groups and regions. This was mainly on the basis 
that it would be difficult to measure accurately bad debt costs for different customer groups, 
with additional consequences that inaccuracies carried the potential to distort prices and 
hence competition. We nevertheless noted that we would favour retaining customer 
bandings, were we to adopt amending the REC as our preferred approach. 

CFI Q.13. Do you agree that it makes sense to ‘pool’ recovery of (some portion of) excess bad 
debt costs across customer groups and/or regions? 

7.4.2 Response to the CFI 

Most Retailers, three Wholesalers and CCW support pooling recovery across the whole market. 
They believe that the risk of systemic Retailer failure is a market-wide risk that will ultimately 
affect all customers. The protection afforded by such ‘pooling’ will benefit all customers in 
the market. 

Two Wholesalers do not support targeted allocation of recovery from any particular customer 
group or region. Targeted recovery approach based on customer groups or regions may be 
unnecessarily complex to administer, and likely to cause additional unnecessary delays, 
which should be avoided. They consider this to be an extremely challenging area to address 
without introducing a risk of unintended consequences in one form or another; be that price 
distortion, cross-subsidy or some form of unintentional bias. The detailed reporting and 
analysis required to enable a good degree of accuracy in this area would be onerous and very 
difficult to accurately assign. Recovery via the REC already does to some extent “pool” 
recovery and affords a degree of protection across the existing customer banding. Therefore, 
they do not see that any additional pooling approach utilising customer groups or geographic 
regions affords any significant benefits in the recovery of excess bad debt costs.  
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Two Retailers are not convinced of the ethics of further increasing the disproportionate 
impact of the pandemic on those sectors most affected, by expecting them to pay for the 
excess bad debt. They do not think it would be appropriate to ask those customers who were 
not impacted as badly to pay a higher share of bad debt recovery charges, while they have 
been consistently paying their charges and have not caused the increase to bad debt. 

Two Retailers, two Wholesalers and CCW support the principle of ‘pooling’ recovery across 
customer groups and regions. However, they believe that further analysis of market impacts 
is required. They are concerned that recovering costs by business size may place a 
disproportionate burden on the small and micro businesses who are least able to support the 
burden. They are also concerned that recovering costs by region may create pockets of 
unattractive customer geographies due to regulatory management and therefore make the 
protection of customer interests worse. 

Between pooling recovery across customer groups and pooling recovery across regions, a 
couple of respondents generally favour pooling the cost proportionally across the whole 
market based on usage. This would negate the need for more detailed/segmented data 
(which Retailers may find difficult) and the associated implementation costs of the regional 
pooling approach.  

7.4.3 Ofwat preferred approach 

Taking due account of our objectives in assessing our approach to customer bad debt costs, 
we see merit in favour of broader pooling of recovery of outturn bad debt costs across 
customer groups and not attempting a granular targeted approach that seeks to identify bad 
debt costs with customer groups for example by geography or a large number of tightly 
defined customer groups.  This is because we don’t see any compelling evidence of materially 
different effects across different customer groups that would warrant applying a different 
mark-up to different customer groups to reflect the different costs in serving those different 
groups. 

An exception to this may be in terms of the customer groups set out for the purposes of the 
REC price caps. Here, customer groups are broadly defined into three groupings and 
customer characteristics and costs better understood. In adjusting REC prices, we would also 
look to exclude bad debt costs arising in respect of customers with annual consumption 
exceeding 50Ml (group 3 customers), as such customers are not subject to maximum price 
caps, which would call for the separate identification and exclusion of outturn bad debt costs 
associated with this customer group. This leaves: customers consuming less than 0.5Ml per 
annum (group 1 customers) and customers consuming more than 0.5Ml per annum but less 
than 50Ml per annum (group 2 customers).  

We could choose to pool bad debt arising from both groups of customers and calculate an 
average uplift to the price caps across this combined group. This could create a cross subsidy 
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if excess bad debt costs arising from one group of customers is materially different to those 
arising from the other. However the make-up of group 2 customers is already quite diverse 
(reflecting annual usage of between 0.5Ml and 50Ml) so there may be an element of cross 
subsidy between different customers within this group anyway.  

Alternatively we could decide not to pool excess bad debt costs arising from group 1 and 
group 2 customers. So the uplift applying to group 1 customers would reflect (a portion of) 
the excess bad debt costs arising from group 1 customers and the uplift applying to group 2 
customers would reflect (a portion of) the excess bad debt costs arising from group 2 
customers.  

We are presently minded to measure and enable recoupment of (a portion of) excess bad 
debt costs in two ‘pools’; one relating to customers with annual consumption below 0.5Ml, 
and another for customers with annual consumption 0.5Ml to 50Ml. However we are seeking 
stakeholder views on both options.  

Figure 6 –Provision for bad debts – estimated effects by customer grouping  

 
Source: Companies RFI responses November 2020. The base 2019 data have been estimated using previous RFI data and current 
bad debt charge analysis 

 

Consultation Question 11. Do you agree that there is merit in enabling recoupment 
of (a portion of) excess bad debt costs in two ‘pools’; one relating to customers with 
annual consumption below 0.5Ml, and another for customers with annual 
consumption 0.5Ml to 50Ml? Or should we pool bad debt arising from both groups of 
customers and calculate an average uplift to the price caps across this combined 
group? Please explain your answer. 
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7.5 Data and information we will need 

To set adjustments to REC price caps in the way outlined in section 7.2, we will seek data from 
Retailers concerning revenue, bad debt costs, financing costs, and customer and premise 
numbers.  Table 4 below summarises the data items we would seek at a minimum. 

We would look to issue a further Request for Information (RFI) to Retailers in April 2021 
seeking updates to end March 2021 of data requested in our July and November RFIs. 

Table 4 – Minimum data and information required for revising REC price caps  
Per Retailer 
with respect to England and Wales business retail market 
Data and information for 2018/19, 2019/20 and 2020/21 
Data set (A) 
 Revenue 
 № Eligible premises 

relating to customer  
group 

 № Customers relating to 
customer group 

 Provisions for bad debt 
and their movement, 
including split between 
usage relating to pre and 
post 1 January 2020 

 Write offs of bad debt, 
including split between 
usage relating to pre and 
post 1 January 2020 

Data set (A) also given for each discrete 
customer group: 
 All customers 
 All group 1 customers 
 All group 2 customers 
 All group 3 customers 
 For 2020/21, data for group 1 and group 

2 customers split by default and non-
default tariffs  

Data set (B) 
 Financing costs, of existing and new finance arrangements 
 

Note, one year on from the respective year end, the collection profile of the debtors will be 
much clearer enabling Retailers to make an accurate return of the debtor position. This will 
be used to update the interim adjustment and close off the consideration of the year. 
Appropriate adjustments will be made to reflect these changes in the regulatory support 
calculation and customer pricing. 

Consultation Question 12. Do you have views concerning the data and information 
Ofwat intends to seek with a view to enabling the setting of adjustments to the REC 
price caps? 

7.6 Smoothing impacts of any price adjustment over time 

Two respondents to the CFI highlighted the importance of any adjustment to REC price caps 
extending over a period of time, for two reasons: 



Business Retail Market: Customer Bad Debt - Consultation 

49 

1. For example, in respect of recouping (a portion of) excess bad debt costs which accrue 
over one year, where increased allowed price levels are extended over two or more years, 
the price increase experienced by customers will be correspondingly reduced. 

2. A commitment to an enduring allowed price increase under the REC enables Retailers 
better to anticipate and respond to such increases on a competitive basis.  This includes 
because customers on non-price controlled tariffs may have entered into fixed price 
contracts of two or three year’s duration. 

We consider that both points have merit and further our objectives for our consideration of 
customer bad debt costs, as follows: 

 It will be important to protect customers’ interests to ensure any changes in prices they 
face are minimised. 

 Adjustment of the REC price caps is consistent with competition and incentives for 
Retailers to compete for customers who might otherwise pay prices set to the level of the 
price cap, and so helps meet our objective to promote efficiency. We acknowledge that 
this competitive rivalry and pricing dynamic could be significantly dampened where any 
commitment to increase price caps is time limited to year or so.  

For these reasons, we are presently minded both to commit to any increase in REC price caps 
enduring for at least two years, and for any increase to be attenuated such that any price 
increases faced by customers are reduced. Combined with our proposal to commence 
recovery from April 2022 we consider this time horizon should provide Retailers serving non-
price controlled customers with sufficient time to anticipate and prepare a competitive 
response. We also note that any adjustments from our planned wider review of the REC price 
controls are expected to be implemented from April 2023. 

Consultation Question 13. What are your views about the time horizon over which 
any amendment to the REC price caps made in respect of excess customer bad debt 
costs should apply?  Do you agree that there is merit, in adjusting REC price caps, 
both to committing to such adjustments enduring for at least two years, and that 
such increases should be attenuated to minimise potential price rises for 
customers?    
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8. Next steps 

We seek inputs, views and evidence regarding whether changes to regulatory protections 
may be warranted in light of the potential for elevated levels of customer bad debt costs in 
the business retail market (following the introduction of measures to combat the Covid-19 
pandemic and strengthen protections for business customers who are late paying their bills 
in light of Covid-19); and if so, the form of the changes.  

In particular, we seek views concerning: our ‘minded to’ position that it would be most 
appropriate to amend the REC price caps; and the portion of excess bad debt costs that 
Retailers should be expected to bear.  

Please provide, to the extent you can, information and evidence to support any views you may 
have. 

Any response to this consultation may be sent to covidbusinessretailmarket@ofwat.gov.uk 
with the subject ‘Customer Bad Debt March 2021 consultation’. All responses should be 
submitted by 5pm Tuesday 6 April 2021. 

Following careful consideration of all consultation responses we plan to publish our decision 
later on in 2021. We will also need to seek further information from Retailers and plan to issue 
a subsequent RFI later on in the spring of 2021.  
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Annex 1 – Summary alternative suggestions 

Table 5 – Summary of alternative suggestions for dealing with excess customer bad debt costs that may arise 
Type of approach Description Stated advantages Stated disadvantages 

Wholesalers bear 
(perhaps 
temporarily) some 
portion of (excess) 
customer bad costs 
 
Some respondents 
to the CFI 
suggested that 
Wholesalers could 
or should 
temporarily bear 
some portion of 
(excess) bad debt 
costs.  

(1) Wholesalers temporarily share the responsibility for 
excess customer bad debt during 2021/22, ahead of the 
recovery mechanism commencing for Retailers in 2022.  

This could for example operate on a ‘Wholesaler gets paid 
when Retailer gets paid approach’. Repayment of the relief 
provided by Wholesalers could come from Retailers from 
April 2022. 

 Wholesalers and Retailers temporarily share the 
cost of excess bad debt proportionately and 
more equitably until provision through the 
excess bad debt recovery mechanism activates.  

 

(2) Recovery through the Wholesale price control’s Revenue 
Forecasting Incentive (RFI). 

One Wholesaler suggested that the RFI enables under 
recovery of wholesale revenues in the business retail 
market to be recovered in future years, and that if the 
excess bad customer debt were treated as a sum that could 
be offset against wholesale charges, Wholesalers could 
then account for that as unrecovered wholesale revenue. 
One Retailer suggested that implementing this could 
involve Retailers seeking a credit note from their 
Wholesalers. 

• Wholesaler certainty of recouping revenues  
 Simple / straightforward to implement, as 

avoids creating new regulatory mechanisms  
 Level playing field – avoids focusing recovery on 

particular customer groups 
 Timing – Retailers receive support quickly, but 

impact on customer bills is delayed 
 Utilises Wholesaler liquidity 

 Involves Wholesalers 
again providing some 
support to the market  

Amend REC plus 
‘pot’ 

Recovery of excess debt costs to take place through an 
amended REC – and hence from customers on default 
tariffs - with monies collected centrally (eg. by MOSL) and 
distributed to Retailers as audited and approved by Ofwat.  

 Wholesalers not involved 
 Costs are likely to be lower than the wholesale 

charge surcharge option 

• REC customers pay 
higher share of the 
costs than contracted 
customers 

 Complexity around 
the mechanism for 
collecting and then 
sharing the charges 
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Table 5 continued 
Type of approach Description Stated advantages Stated disadvantages 
Retailer / MOSL 
facilitated solution 

Two Wholesalers suggested it would be possible and 
desirable for Retailers and MOSL to design a process for the 
collection and redistribution of excess bad debt related 
charges through REC cap adjustments, for example using a 
MOSL change proposal to design a process to provide a fully 
commercially designed solution. 

 Simplicity and cost effectiveness – eg. cost for 
one Market Operator likely less than for multiple 
Wholesalers  

 MOSL may have skill / experienced resources 
 Efficiency, consistency, transparency compared 

to wholesale charge surcharge  

 

Insurance levy Wholesalers  could collect a bad debt surcharge, which 
Retailer can claim against if their customer goes out of 
business  

  

Enable better 
/more targeted 
collection of 
outstanding 
amounts from 
customers 

Retailer responses included a number of suggestions aimed 
at enabling better prevention or collection of bad debt and 
outstanding payments: 
 For a Group 1 customer in the REC caps could be removed 

and a tariff penalty is introduced to those customers who 
are persistent late payers  

 Current regulatory requirements prevent Retailers 
objecting to a switch if a customer has invoices past due. 
This practice should cease and the customer must have 
settled all monies owed for a switch to take place. The 
90-day debt rule for market switches should be removed. 
This Retailer noted that of the ‘Market Moved’ debt in its 
accounts at 31 March 2020, more than 60% remains 
unpaid  

 One Retailer commented that the single most important 
mechanism for keeping bad debt to a minimum is 
effective collection, and in that context, continual 
‘stop/start’ and other changes to the collection and 
enforcement measures that may be deployed at any time 
serve to undermine this message. 
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Regarding suggestions that Wholesalers should bear some portion of excess customer bad debt costs, we have been clear – in particular as 
set out in section 4 of our April 2020 Decision document – that Retailers retain the primary commercial relationship with customers and that 
it is their responsibility – and in their commercial interests – to bear and manage bad debt costs that may arise. 

Regarding recovery of excess debt costs through an amended REC with monies collected centrally, we do not consider that this offers 
advantages over amendment of the REC in the way we have outlined for Option (1). It also carries risks of additional costs.  

Regarding the use of a MOSL change proposal to design a process to provide a fully commercially designed solution, we suggest this is 
unlikely to be an expedient process. It also raises questions around the extent and form of regulatory oversight of proposed changes and 
levies on customers. In addition, the REC is not in the suite of codes administered or subject to the change proposal and control mechanisms 
under MOSL’s and the Panel’s remit.  

The suggestion of an insurance levy would require a number of oversight questions, including the definition of criteria for enabling a Retailer 
to make a claim. While we have not analysed all aspects of this suggestion, again it seems unlikely to be an approach that could be 
implemented quickly. 

Regarding enabling better / more targeted collection of outstanding amounts from customers, we acknowledge that, as part of our suite of 
amendments to regulatory protections made in response to the Covid-19 pandemic and challenges faced by customers, we  amended the 
ability of Retailers to pursue customers for payment, where the customer is facing difficulties due to Covid-19, in ways intended to protect 
customers’ interests.  We note the point regarding the 90 day debt rule, but would comment that where customers have switched with debt 
remaining with their previous Retailer, the previous Retailer is not prohibited or hindered in being able to pursue recovery of amounts 
outstanding. We consider that it is important, in a competitive market, that customers are able to exercise their freedom of choice, 
notwithstanding the fact that they remain liable for amounts owed.  

 

https://www.ofwat.gov.uk/wp-content/uploads/2020/04/Proposals-to-address-liquidity-challenges-and-increases-in-bad-debt-%E2%80%93-decision-document.pdf
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Annex 2 – Consultation questions 

Section 2 – Customer bad debt costs: the 2% threshold 

Consultation Question 1. Our analysis on the basis of data available to date suggests that 
market-wide customer bad debt costs have, or are likely to, exceed 2% of total NHH revenue. 
What is your view concerning likely outturn bad debt costs for the year 2020/21 and into 
2021/22? 

Consultation Question 2. To what extent do you consider that lower consumption customers 
have been affected more significantly by Covid-19 measures resulting in a potentially larger 
rise in bad debt costs, relative to larger consumption customers? 

Section 4 – Timing issues 

Consultation Question 3.  Do you agree that it is likely that the impacts of the pandemic, and 
possibly increases, in bad debt costs will continue to accrue during 2021/22 and possibly 
beyond? 

Consultation Question 4.  Do you agree that, since bad debt costs may take time to manifest, 
there is merit in using available Retailer accounting data to estimate an initial revision to 
regulatory protections, followed at a later stage by a ‘true up’? 

Consultation Question 5.  Where we revise any regulatory protections, we are minded to 
implement them such that they take effect from April 2022. We note that an alternative, 
basing any revisions on the basis of currently available data, could take effect from October 
2021. Do you agree with our minded to position? Please explain your answer. 

Section 5 - Mechanism to recover costs from customers 

Consultation Question 6: Do you agree with our presented ‘minded to’ view that amendment 
of REC price caps is the approach that best meets our objectives concerning customer bad 
costs? 

Consultation Question 7: Do you agree with our assessment of the options for revision of 
regulatory protections? 

Section 6 – Sharing parameters 

Consultation Question 8.  If market-wide bad debt costs are 3% or lower, we propose Retailers 
and NHH customers should each be expected to bear 50% of excess bad debt costs. If 
market-wide bad debt costs exceed 3%, we propose Retailers should be expected to bear 25% 
of excess bad debt costs and NHH customers 75%. Do you agree this proposal meets our 
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stated policy objectives? Please explain your position and provide supporting evidence 
(including evidence on costs of recovering bad debt from customers). 

Section 7 - Approach to adjusting REC price caps 

Consultation Question 9 – Do you have views concerning the approach to setting the revision 
of the REC price caps with respect to excess bad debt costs? 

Consultation Question 10. How in your view should efficient finance costs of bad debt be 
defined and estimated where we make an allowance for efficient working capital costs? 

Consultation Question 11. Do you agree that there is merit in enabling recoupment of (a 
portion of) excess bad debt costs in two ‘pools’; one relating to customers with annual 
consumption below 0.5Ml, and another for customers with annual consumption 0.5Ml to 
50Ml? Or should we pool bad debt arising from both groups of customers and calculate an 
average uplift to the price caps across this combined group? Please explain your answer. 

Consultation Question 12. Do you have views concerning the data and information Ofwat 
intends to seek with a view to enabling the setting of adjustments to the REC price caps? 

Consultation Question 13. What are your views about the time horizon over which any 
amendment to the REC price caps made in respect of excess customer bad debt costs should 
apply?  Do you agree that there is merit, in adjusting REC price caps, both to committing to 
such adjustments enduring for at least two years, and that such increases should be 
attenuated to minimise potential price rises for customers? 
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