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NWL Response to Assessing base costs at PR24 
 
1 EXECUTIVE SUMMARY 
 

This document represents Northumbrian Water Limited’s (NWL’s) response to Ofwat’s consultation 

‘Assessing base costs at PR24’. We welcome the opportunity to respond to this consultation and the 

engagement that we have had through the Cost Assessment Working Group. This summary sets out 

our overarching views on the consultation, this is followed up with detailed responses to Ofwat’s 

questions. 

 

We support the setting of stretching service levels combined with an ambitious efficiency 

challenge for our customers - we were one of the companies that ‘stepped up’ at PR19. However, 

Ofwat’s benchmarks must be credible and achievable.  

 

Our PR19 business plan offered the largest bill reductions in the sector and our base cost efficiency 

was at the upper quartile of Ofwat’s cost assessment1. This was accompanied by above average 

service level stretch with some common PCs setting the industry frontier. Ofwat increased the 

stretch in the service levels offered to customers and we accepted that challenge, including through 

the Competition and Markets Authority’s (CMA’s) redetermination. 

 

Figure 1: Average bill reductions offered in companies PR19 business plans and service level stretch at PR19 
versus historical performance levels 

 

However, we are concerned that some of the proposals in Ofwat’s base costs consultation imply an 

approach to efficiency and service performance challenge that is not credible. We raised in our 

previous response the importance of setting an achievable benchmark and the dangers of 

disaggregating challenge across individual service levels and the disaggregated cost areas.2 We note 

in this context that at a sector level the industry is already overspending in the first year of AMP 7 by 

 
1 See: NWL Statement of Case, section 2.6.1.1. NWL was the joint third most efficient WaSC at PR19 (the upper quartile) and on a unit cost 
basis we ranked in the top two WaSCs consistently across 2015-19 
2 See Northumbrian Water response to PR24 and beyond, July 2021, para 14 and table 1. 



NWL response to Assessing Base Costs at PR24 

 

3 

 

2%, this compares to a substantial underspend in the same year of the previous control where the 

sector also overspent in aggregate across the five years.3 In this context we do not support: 

• Ofwat’s proposals to set a separate efficiency challenge for Bioresources, this approach fails to 

recognize the relationships and interdependencies within the wastewater network, treatment 

and bioresource activities. The efficiency challenge should be set on an aggregate wastewater 

basis as it was at PR19. This is also consistent with the water CMA redetermination and how 

Ofwat discharges its financeability duty at the appointee level. We note for completeness that 

the separation of cost assessment in this way is also not required to promote bioresource 

markets, which are already effectively facilitated via the existing separate price control. 

Moreover, Ofwat should seek to learn from its experience opening the non-household retail 

market where an ‘average’ cost to serve approach was taken to the efficiency challenge to allow 

competition to develop and even so the margins have been tight and there is some evidence 

that these may be constraining competition.4  

• Ofwat’s proposals to address the cost-service disconnect. The consultation document proposes 

an approach to assessing ‘what base buys’ which appears to be driven by historical evidence of 

what companies have been able to achieve with an assumption of a linear rate of improvement 

in the future that can continue to be funded from base cost allowances. This may be illustrative, 

but the approach appears to assume a fixed and linear relationship between costs and service 

that has not been evidenced. For instance, increasing marginal costs of service improvement, as 

we would observe for example in leakage and sewer flooding performance, would indicate that 

additional costs would need to be efficiently incurred to deliver stretching service levels.  We do 

not consider that this will result in allowances that are sufficient to meet challenging service 

levels. As we have highlighted elsewhere, Ofwat should require companies to report what they 

have spent in meeting different service levels with a historical back-cast. This will help to both 

robustly establish what the true relationships are between cost and service levels and also 

provide benchmarks to ensure those allowed costs are set efficiently for customers. We note 

that this is precisely the approach that the CMA took in relation to leakage allowances during 

the redeterminations. 

 

We are pleased to see the focus and emphasis the consultation places on the Water CMA appeal 

decisions, which represent the most important and relevant precedent for PR24.  The consultation 

document on base costs makes 18 references to the Water CMA appeal supporting the approaches 

taken to cost assessment and 1 reference to the recent energy appeals. This contrasts with Ofwat’s 

risk and return discussion paper which makes 6 references to the water CMA redeterminations 

supporting the proposals suggested and 7 references to the energy redeterminations. As we have 

stated elsewhere, we consider that there should be a high bar for deviation from the CMA water 

redeterminations and we support a stable and predictable regulatory framework to support the 

investment environment we need for PR24. In this context we support the continued use of the cost 

assessment approach from PR19 with limited evolution in those areas only where the CMA itself 

noted specific concerns, including for example in relation to asset health or capital maintenance 

allowances, and the cost/service disconnect. We therefore support the continued use of a ‘sensibly 

simple’ cost modelling approach using random effects with the continued use of the cost drivers 

 
3 See Ofwat Service and Delivery Reporting 2019-20 and 2020-21 
4 See: https://www.economic-insight.com/2021/05/17/report-non-household-water-retail-market-study/ 

https://www.economic-insight.com/2021/05/17/report-non-household-water-retail-market-study/
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previously used that reflect the key cost drivers in the business that we observe and as endorsed by 

the CMA in the water redeterminations.  

We still have concerns over the inclusion of the growth adjustment applied at PR19 and consider it 

to be overpowered. In particular, the cost drivers of connected properties, network length and load 

do capture growth and these variables are highly correlated with growth variables as acknowledged 

by the CMA.5 In addition we still do not think it is appropriate for the DSRA adjustment to include 

sewer flooding costs as these are unrelated to growth in connected properties. Despite these 

concerns, we respect the CMA’s decision.  

We are pleased that Ofwat is seeking to improve the assessment of capital maintenance and asset 
health. Addressing this issue will take more than one price review and for PR24 the current cost 
assessment framework can be sensibly adapted as a first step rather than relying on forward looking 
approaches that have the shortcomings Ofwat has highlighted. The issue of asset health and capital 
maintenance allowances is complex. Whilst there is evidence of some asset health indicators 
improving (as Ofwat highlights in Figures 5.1-3 in its consultation) the implied asset lives of some 
classes are also indefensibly long, implying a significant future risk. These two conflicting evidence 
sources highlight the difficult of disentangling the issues. At the same time, we disagree with Ofwat’s 
statement that it is struggling to see how the future will be different from the past. Climate change 
and net zero imply a clear need to replace some carbon intensive assets with new blue-green 
infrastructure at a significant rate to meet net zero ambitions for example and improving service levels 
on leakage to those achieved in some other countries is likely to require us to replace a greater 
proportion of the network to achieve an asset base more consistent with those jurisdictions.  
 
Figure 2: NWL versus water industry average implied asset lives (last 10 years) 

Source: NWL analysis of audited company APR and JR data 

For PR24, rather than seeking to include forward looking data into the assessment we consider that it 
would be better for Ofwat to address any asset health or capital maintenance requests through a 
process closer to a cost adjustment or enhancement business case. This would require companies to 

 
5 CMA (2020), Provisional decision, para 4.99: “However, the total number of properties should already reflect, 
at least to some extent, the variation in (net) new connected properties. We checked the correlation between 
the two variables, which is 90%. A similarly high correlation occurs between new connected properties and 
lengths of mains.” 
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set out more detailed evidence on the health of their assets, which are in need to replacement and 
why and the corresponding impacts on their customers if they are not replaced or maintained. This 
would provide greater detail on the specifics of any asset health issues rather than relying on industry-
wide observations. Customers would also be better protected because Price Control Deliverables 
could be used to provide clarity on what companies need to do or funding would be returned to 
customers and indeed separate asymmetric cost sharing rates could be considered for these 
investments. At the same time, this approach would also allow the development of better asset health 
indicators, including leading indicators, in a consistent manner across the sector. During AMP 8 these 
approaches could be embedded and then for PR29 Ofwat could consider more effectively whether 
the base modelling approach should be updated. We note in this context that the approach taken by 
the Water Industry Commission for Scotland (WICS) in its most recent strategic review of charges for 
Scottish Water is interesting and worthy of consideration. 
 
Figure 3: Illustration of evolution of approaches that could be taken across three AMPs/price controls 

Area PR19 PR24 PR29 

Cost 
assessment 
approach 

• Base cost modelling 
sets allowances for 
capital maintenance 
(plus opex) using 
historical data 

• Base cost modelling 
sets allowances for 
capital maintenance 
(plus opex) using 
historical data. 

• Companies can make 
CAC/enhancement 
claims for additional 
maintenance/replace
ment spend through 
business cases and 
PCDs. 

• Potential to update 
base cost modelling 
with either new 
drivers or forward-
looking estimates 
based on independent 
external asset health 
assessment. 

Asset 
health 
assessment 

• Initial partial and 
lagging asset health 
indicators used 

• AMMA process. 

• New and improved 
asset health indicators 
agreed and 
consistently applied 
across companies. 

• Mature and 
consistent asset 
health framework 
established with mix 
of measures. 

• Independent asset 
health assessment 
based on framework. 

 

We agree that the bad debt provisions companies have used for the pandemic may overstate levels 
of efficient bad debt, but it will take time to understand this. Wider pressures on the economy and 
household budgets may have at least an equal and opposite effect and there are already challenges 
with the retail price caps. We agree with Ofwat that bad debt provisions may have been overstated 
through the pandemic and can report these separately as requested. However, inflation is now rising 
significantly and there is considerable pressure on household bills, for example through high energy 
prices. This may well have an opposite and offsetting effect on the assessment of efficient retail costs, 
and this will need equal consideration in Ofwat’s PR24 cost assessment approach. Moreover, we note 
that the retail price caps will have contained no inflation linked allowance for ten years by 2025 and 
that throughout AMP 6 and in the first year of AMP 7 the industry on average overspent against the 
retail cost allowances. The efficiency challenge on these controls is already overpowered. 
 
2 DETAILED RESPONSE 
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Principles of PR24 base cost assessment 
 
Question 1: Do you agree with our principles of base cost assessment? 
 
Overall, we are supportive of the principles proposed by Ofwat. They are very similar to the principles 
used by NWL when evaluating the PR19 models at the CMA. We used the following principles as part 
of that assessment: 
 

• Engineering and economic rationale - do the drivers align with engineering and economic 
understanding of the activity, that is do they identify the expected main cost drivers? Are the 
drivers exogenous and outside of management control, and are they measured consistently over 
time and across companies? 

• Confidence in the estimated coefficients – are the coefficients the “right” sign and of a plausible 
magnitude to ensure there is a sensible and intuitive relationship between the driver and base 
costs?  

• Model statistical robustness - Are the coefficients statistically significant to ensure that there is a 
statistical underpinning behind any estimated relationships? Does the model pass standard 
diagnostic tests? What is the model’s R-squared, and does it sufficiently explain cost differences 
between companies? 

 
Given the strong degree of overlap between these and those proposed by Ofwat we remain supportive 
of them. 
 
Question 2: Do you consider any important principles are missing? 
 
We think the principles could be further enhanced by either adding or clarifying that the principles 
include the following elements: 
 

• Importance of stability across regulatory periods: as set in our response to Ofwat’s previous 
consultation6 we value stable and predictable regulation. This should cover the approach to cost 
assessment. While there is stability in the technology and business models of water companies, 
we would not expect big changes in the approach to cost assessment between periodic reviews, 
particularly when the approach has been endorsed by the CMA.  This also provides confidence 
and stability for investment. We therefore expect there to be a degree of stability in the cost 
drivers chosen and the key policy choices (e.g., whether it is appropriate to include service 
metrics in the models).  

• Stability of cost drivers across models and different parametrisations: We consider it is 
important that the models chosen for PR24 are not outliers in what they are telling us. We 
would expect the coefficients on different drivers to have similar magnitudes across different 
levels of cost aggregation and choices of explanatory factors. This ensures that the cost drivers 
are robust and have a consistent relationship with base costs. This would also extend to the 
statistical significance of the drivers; it would be cherry picking to select a particular model 
parametrisation to include a particular cost driver if other parametrisations do not show similar 
results.  

• Materiality: As part of the sensibly simple and transparent principles we think materiality has a 
part to play. We should be focussing on a small number of key cost drivers that provide robust 
and intuitive results rather trying to identify each potential explanator of costs as this will 
distract from the primary goal of the assessment through reducing the degrees of freedom in 
the models reduce the robustness and increase the risk of issues such as multicollinearity. 

 
6 See: https://www.ofwat.gov.uk/wp-content/uploads/2021/08/NWL-response-PR24-Consultation.pdf 

https://www.ofwat.gov.uk/wp-content/uploads/2021/08/NWL-response-PR24-Consultation.pdf
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Where the models are not able to take account of a factor that might be material for a single 
company (or a group of companies) there cost adjustment claim process should be used. 

 
Scope of wholesale modelled base costs 
 
Question 3: Do you consider the scope of wholesale modelled base costs should be amended at 
PR24? If so, please explain how the potential amendment/s to wholesale modelled base costs can 
be justified based on our proposed assessment framework. 
 
As part of stable and predictable regulation we think that the scope of base costs should remain 
consistent between periodic reviews unless there has been a material change in circumstance which 
we do not believe is the case.  We therefore do not believe there is a strong justification for the 
removal of bioresources from the scope of the wholesale modelled base costs base costs approach. 
We discuss this further in our response to question 7. 
 
We note that Ofwat had said it is going to consider further the treatment of atypical costs following 
the change in regulatory accounting guidelines. In our view these costs just represent crystallised cost 
risks that we face. It seems fair that we are exposed to these risks within an AMP, but we would expect 
our totex allowances to be sufficient to cover an average level of atypical costs. This is necessary to 
make the overall settlement a ‘fair bet’. 
 
Question 4: Would you recommend collecting additional data in relation to growth expenditure 
(cost and/or cost driver data) to improve cost assessment at PR24? If so, what additional data 
would you recommend collecting? Please provide definitions alongside suggested data additions. 
 
As we suggested in our response to the 2021 PR24 consultation7, Ofwat could significantly simplify the 
growth expenditure cost modelling by excluding all contestable new development and connections 
income and costs from the controls.  Such an approach would significantly reduce the scale of the 
DSRA adjustments as well as the growth adjustment model. 
 
If Ofwat continues to use the number of properties as a primary cost driver, it should consider how 
the growing wholesale cost of supplying NAVs would be included in the models. These NAVs typically 
serve hundreds of customers per site and are almost always supplied at the boundary by a wholesaler. 
A wholesaler that has supported the NAV market thus risks being penalised through having no cost 
driver uplift (NAV customers would not automatically be included in the wholesale numbers of 
properties) for the additional volumes supplied. We suggest that Ofwat commences collecting the 
number of NAV end customers per wholesaler on an annual basis. This can either be collected from 
wholesalers themselves (NWL uses the number of end customers as a driver for the NAV tariff 
discounts), or from the NAVs, via Table S2 of the APR. 
 
We still have concerns about the nature of the growth adjustment made at PR19 which we discuss 
further in question 17 on cost adjustment claims. 
 
Sample period selection 
 
Question 5: Do you agree that we should utilise the full historical data series available to develop 
the wholesale base cost models at PR24 (from 2011-12 onwards) unless there is clear justification 
for using a reduced time series (e.g. structural break that cannot be addressed through other 
remedies)? 
 

 
7 NWL response to PR24 and beyond, July 2021, paras 187-193 
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We agree with this approach. Unless there is clear evidence, both through statistical and engineering 
justification, that a longer data set will not provide more data and more robust parameter estimates 
for the cost driver coefficients it should be used. Clearly more recent data is more relevant to assessing 
PR24 costs as it will be based upon more up to date circumstances (e.g., legislation, service level 
stretch) and current technology. Therefore, as Ofwat sets out in section 3.6 it will be important to 
ensure that the estimated model results are stable and robust to changes in the underlying data (e.g., 
sample period). If the models are not stable, then the introduction of a structural break should be 
considered. 
 
Related to this, we think that Ofwat should retain its PR19 approach to calculating the efficiency 
benchmark where it used the last 5 years of data (i.e., equivalent to an AMP) in the models so that: 

• it is not reliant on the expenditure outturn in a single year as companies have flexibility over when 
some spend must be incurred and a five-year period is reasonable in averaging this out; and 

• it is based on the most up to date estimates of relative efficiency between companies.  
 
Question 6: Should we consider including business plan forecasts in our wholesale base cost  
models at PR24? 
 
We consider that Ofwat has identified the right risks around the inclusion of forecast data in the cost 
models. The inclusion of forecast data is most relevant where the future is not expected to be the 
same as the past and will result in either a different level of fixed costs across the sector or the 
impact/relevance of cost drivers will be different from previous AMPs.  
 
There are some areas where we consider that future requirements will be different from the past and 
the PR24 approach needs to accommodate them: 

• Asset health: The current replacement rates for water sector infrastructure in England and Wales 
imply asset lives for water mains of 400 years and for sewers of 1,419 years across the sector.8 
This is clearly not sustainable in the long term as the condition of the asset base declines and 
replacement rates will need to increase to maintain service to customers. We are doing work to 
better understand the replacement rate challenge and the potential value of the risks to 
customers, both internally and in collaboration with the Water Industry Commission for Scotland 
(WICS), Sydney Water and Scottish Water and Watercare (NZ). We consider that water companies 
have been good at managing improved service delivery through effective operational and low-
cost measures, which is good asset management practice. However, there is a risk that we will 
also need to increase replacement rates in the medium term as average asset lives reach their 
engineering limits. We discuss our thinking on how this could be achieved through a cost 
adjustment claim in response to question 19. 

• Climate change and net zero implications: The need to adapt to new or increased challenges 
posed by climate change (e.g., flooding risk) and net zero (more natura based solutions) will 
change the way that the water sector must approach its activities and will likely give rise to 
increased costs in certain areas compared to historical levels. Any big changes in expenditure that 
are not covered by base will need to be picked up in either enhancement cases or through cost 
adjustment claims as it is likely to prove difficult to provide base cost drivers in this space.  

• Service improvement: We and the water sector are committed to long term service improvement 
in line with the needs of our customers and the environment. We discuss our position on these 
matters in response to the questions on the cost-service relationship but meeting new service 
targets will likely require significant changes. 

 

 
8 NWL analysis of audited company APR data – sector average for 2019-20.  
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We think that the future will be different for capital maintenance spend but consider that Ofwat has 
the tools to consider this separately – e.g., through the cost adjustment claim process. We comment 
on this further in our response to question 19. 
 
If Ofwat were to consider using forecast costs for any base cost models (or any of the enhancement 
models as it did at PR19) then we think further guidance is required. This concerns the inclusion of 
RPEs and frontier shift productivity improvements. It is important that companies and Ofwat have a 
clear understanding of what data is being asked to be submitted and how it will be used to avoid any 
double counting or omission of certain costs/factors in the analysis. This will avoid some of the 
debates at PR19, e.g., on enhancement cost modelling, where there was disagreement over whether 
the factors were already included or not. If Ofwat does want to use costs that already include 
frontier shift and RPEs then it should consider how it will use them in its methodology consultation. 
As a minimum Ofwat may wish to request clear RPE and frontier shift assumptions to allow it to 
adjust these for its own assumptions if its methodology required it.  
 
Target modelling suite 
 
Question 7: Do you agree with our proposed target wholesale base cost modelling suite at PR24? 
 
As part of maintaining regulatory stability and predictability we favour the retention of the PR19 
modelling suite unless there is clear evidence that any alternative is superior in its ability to assess 
efficient costs and promote better outcomes. Any new wastewater network plus models would need 
to surpass the PR19 wastewater models it replaces (i.e., bioresources plus) in keeping with Ofwat’s 
model selection principles  
 
We also disagree with Ofwat’s claim that the alternative approach to regulating bioresources 
necessarily requires bioresources allowed revenue to be determined separately: 

• Separation of costs assessment is not needed to support the market where we already have 
a separate control. 

• To promote improved market outcomes for bioresources it is desirable that the revenue 
control is not too tight otherwise it will prevent entry and hinder competition. Ofwat when it 
opened the retail market used ‘average cost to serve’ and we think the same rationale is 
applicable here. 

• Separate assessment could undermine business models which deliver improved outcomes for 
customers. For example, as the most efficient WaSC for bioresources, we generate that 
efficiency through both scale (a smaller number of larger plants) and scope, integration of 
Sewage Treatment Works with Bioresources. Separate assessment of these items could 
undermine further promotion of these activities as there will not be an in the round 
assessment as provided for by the triangulation at PR19. 

 
In line with this, we also disagree with the suggestion of setting a separate bioresources efficiency 
challenge and strongly believe that efficiency challenges should be applied at the triangulated level 
taking account of each level of cost disaggregation. This avoids the creation of a notional company 
that does not exist in practice the creation of an undeliverable efficiency challenge overall. Without 
this there is also the risk that cost allocation issues could also influence the benchmarks and would 
not be mitigated by the PR19 approach to triangulation. 
 
This position was endorsed by the CMA as part of its final determination:9 
 

 
9 https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf , 
page 213 
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4.414 United Utilities said that efficiency challenges should be calculated on the aggregate 

wholesale water and wholesale wastewater models. This was superior to calculating efficiency 

challenges for each sub-model and calculating an efficiency challenge based on the sum of these 

sub-model challenges. 

4.415 We agree with the view expressed by United Utilities. Setting individual efficiency challenges 

for each sub-model risks setting an unachievable challenge which is too heavily influenced by 

differences in the way companies allocate costs across activities. Therefore, we decide to set the 

efficiency benchmark at the aggregate level.  

Companies deliver wastewater services with a whole system optimisation approach and will make 

different trade off decisions on the costs of treatment and bioresources for example. As an illustration, 

Company A may invest more at the treatment dewatering stage to reduce bioresources costs, and 

Company B might invest in thickening at the bioresources handling centre instead. They could still 

have the same aggregate wastewater costs, but a disaggregated approach would treat them both as 

inefficient in one of the services. This is the ‘perfect company problem’ – the efficiency benchmark for 

an integrated service should be based on real company, not a theoretical construct of composites. 

If Ofwat were to consider a separate efficiency challenge for bioresources is required for market 
development reasons, then it should also adjust the efficiency challenge applied to wholesale 
wastewater costs so that overall, the challenge is not greater than the upper quartile at an aggregated 
level. This would avoid the negative impacts discussed above.  
 
Question 8: Do you consider it would be worthwhile attempting to develop wholesale wastewater  
network plus models for PR24? If so, do you propose any potential wastewater network  
plus, cost model specifications to consider? 
 
As stated above, we are not convinced of the need to divert away from the well-developed models at 
PR19. If they are developed then the additional points raised in our response to question 2 are also 
relevant here, that: 

• There should be a high degree of overlap between the drivers used at the different levels of 
aggregation; and 

• The magnitude of these coefficients should be similar to the estimates at other levels of 
aggregation.  

 
Overall, we don’t think the development of such models or consideration of new drivers therein 
should be used as an excuse to overturn the work at PR19 to develop a robust modelling suite that 
was endorsed by the CMA.  However, if these models are to be replaced then the new ones should 
be better than the bioresources models they replace in line with Ofwat’s model selection principles. 
 
Cost drivers and explanatory variables 
 
Question 9: Do you think we should reconsider the inclusion of APH in the wholesale water base 
cost models at PR24? If so, should it be a substitute for, or additional to, booster pumping stations 
per length of mains? 
 
We do not think there is any new evidence since the CMA’s determinations which both decided not 

to include APH due to concerns over data quality and lack of statistical significance.10 This highlighted 

 
10 Final report (publishing.service.gov.uk) , paras 4.74 to 4.84. 

https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf
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the less precise measurement of APH which inhibits effective comparisons and cost inferences 

between companies.  

Data quality of average pumping head ranges across companies due to the different methods of data 

collection, analysis, and reporting. We note that some companies are undertaking desktop exercises 

using assumptions to measure average pumping head. We utilise an automated system across all our 

pumps which captures all our data from each pump and then analyses the data during the times our 

pumps are in use. This allows us to provide very robust data.  

To assess companies on average pumping head may see companies penalised for providing robust 

data. We believe average pumping head could be re-considered once companies invest in the required 

data capture and analysis function across their pumps to enable an accurate dataset to be compiled. 

However, even if this were achieved it would be difficult to back-cast this for use in the econometric 

models.  

We also note that treated water distribution energy costs are only 4% of total base costs.11 In this 

context, it is important not to overpower the APH or water pumping station drivers in the modelling, 

whichever driver is used. 

Question 10: Should we consider replacing the existing 'load treated in size band 6' variable with 
'load treated in band 8 and above' in the relevant wholesale wastewater base cost models? 
 
Based on the analysis conducted at the CMA, we do not think there is a good rationale for this. We 
attach a document submitted to the CMA which covered this issue and refer Ofwat to section 2.2.1. 
As set out in that document we consider that: 

• “Economies of scale are to some extent under management control as companies can take 
strategic investments to build scale into their network. Variables capturing economies of scale 
are therefore partly endogenous, and this issue becomes greater as the variables become more 
disaggregated (as the variation in the data becomes more reflective of management decisions). 
Not only does this bias the coefficients in the models, but it risks creating perverse incentives. In 
particular, companies are likely to be penalised for taking actions that realise economies of scale 
and 

• in practice, the relationship between scale and cost is complex, and more granular attempts to 
capture this relationship may produce unintuitive results. NWL’s own data for example suggests 
that there is no clear relationship between its sewage plant sizes and unit costs. Rather than 
trying to precisely capture such a relationship, it may therefore be preferable to control for 
economies of scale at a broader level, as in Ofwat’s FD19 models.” 

 

This complexity in the relationship between scale and costs was apparent in the models developed 

by Oxera for Anglian where counterintuitive results were found in the modelling that did not show 

the expected relationship between different bands under consideration. We therefore consider that 

there are drawbacks in attempting to very precisely capture economies of scale: it is likely to 

introduce endogeneity into the model and may produce unintuitive results. In contrast, Ofwat’s 

PR19 models produce results which are intuitive and statistically robust, whilst minimising 

endogeneity concerns.  

Question 11: Please provide detailed proposals for any additional / alternative cost drivers and 
explanatory variables we should consider at PR24, including clearly defined data requirements 
that would need to be collected from companies. 

 
11 APR 2021, Table 4J 
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We do not have any additional data to propose in this area.  
 
If new data is to be collected, then care needs to be taken in ensuring that it can be accurately 
backcast to ensure that the panel nature of the dataset can be preserved. It is unlikely that there will 
be material gains from a new variable if it can only be accurately measured over a short period.  
 
Model estimation method 
 
Question 12: Do you agree that we should maintain the use of random effects to estimate our  
wholesale base cost models at PR24? 
 
Yes, we think the continued use of random effects estimation methods makes sense: 
 

• It makes intuitive sense as it matches the nature of the data set where the random effects are 
proxies for unobserved factors affecting a company that we would expect to be constant over 
time. 
It is supported by the statistical testing at PR19 and was shown to be preferable over OLS 
alternatives through the Breusch Pagan test.12 
 

Assuming that log-log models are retained for PR24, which has a strong economic rationale, we think 

it is important to revisit whether there is a log-transformation bias in the results that would warrant 

a smearing factor or alpha factor adjustment. This will ensure that the robustness of the modelling is 

maintained for the PR24. This was assessed by the CMA as part of its determination and was found 

not to be significant, but this may not be the case for the PR24 modelling suite.13 

 
Model selection process 
 
Question 13: Do you agree with our proposed model selection process? 
 
As per our response to question 2, we remain supportive of the PR19 approach which Ofwat is looking 
to continue for PR24. The one addition we would suggest is the point raised in question 2 about the 
stability of cost drivers across different models and different levels of aggregation. 
 

• Stability of cost drivers across models and different parametrisations: We consider it is 
important that the models chosen for PR24 are not outliers in what they are telling us. We 
would expect the coefficients on different drivers to have similar magnitudes across different 
levels of cost aggregation and choices of explanatory factors. This ensures that the cost drivers 
are robust and have a consistent relationship with base costs. This would also extend to the 
statistical significance of the drivers; it would be cherry picking to select a particular model 
parametrisation in order to include a particular cost driver if other parametrisations do not show 
similar results.  

 
Cost adjustment claims 
 

 
12 Ofwat (2019), PR19 final determinations: Securing cost efficiency technical appendix, page 170: “In terms of estimation 
method, we use random effects models. Random effects model are appropriate for a panel data set (data with a cross 
section and a time dimension). The models also perform better statistically than under the ordinary least squares (OLS) 
method and the Breusch Pagan test consistently supports using random effects over the OLS.” 
13 CMA Final report (2021), paras 4.294-4.310 
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Question 14: Do you agree that the cost adjustment claim process at PR24 should be separated 
between base (wholesale and residential retail) and enhancement claims? 
 
Yes, given the different approaches to cost assessment used in these areas it makes sense to have 
separate cost adjustment claims as their scopes need to be informed by these different approaches.  
 
Question 15: What base cost adjustment claims (wholesale and residential retail) would you 
consider submitting if the PR19 base cost models were used to assess efficient costs at PR24? 
 
We are at an early stage in the development of our PR24 plan and so we cannot set out a 

comprehensive list at this stage. We will write to Ofwat and provide one when we have it, and we 

agree that early submission of Cost Adjustment Claims for PR24 would be desirable.  

 
Question 16: What additional cross-sector data should be collected to support the submission of 
the claims indicated in response to the previous question? Please describe and explain the 
rationale behind the additional data that you consider should be collected and provide a draft 
definition. 
 
We will provide any relevant suggestions on data to collect when we write to Ofwat as per our 
response to question 15.  
 
Question 17: How can the cost adjustment claim guidance be enhanced to improve the quality of 
cost adjustment claim submissions? 
 
We welcome Ofwat’s indication that it will provide greater guidance on the calculation of implicit 
allowances for PR24. As we raised at the CAWG on this topic there are several different approaches 
to this and if estimated within the econometric models there are different ways it could be done. For 
example, does it just need to take account of the cost models relevant to the factor under claim, or 
does it also require a re-estimation of the efficiency challenge (which will be different without the 
relevant cost items included). 
 
If Ofwat does wish to proceed with more symmetric adjustments at PR24 then companies will have a 
keener interest in reviewing and commenting on claims made by other companies if they are going 
to make an adjustment to their costs and/or interact with other cost adjustment claims that they 
may also be considering. To best facilitate this, we would welcome guidance from Ofwat on: 
 

• How and when it expects companies to engage with one another on potential cost adjustment 
claims. 

• Gaining visibility across the sector of likely claims so that companies can coordinate and make 
joint submissions and save industry resource. 

• How companies are expected to take account of feedback from other companies in developing 
their claims, e.g., where a company disagrees on the rationale/estimation for an adjustment. 

 

This process will be more complex and onerous on Ofwat and companies so guidance from Ofwat on 

the points above would be helpful in making it run smoothly.  

We also have a couple of comments about the standard of evidence points raised in the 

consultation: 
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• There needs to be a clear link between the rationale for the adjustment and the scope of the 
costs included within the adjustment, i.e., the precise costs affected by the rationale must be the 
exclusive focus of the adjustment itself with clear definitions of what costs are in/out of scope 
and why. We discuss this point further below in the context of the growth adjustment. 

• We strongly disagree with Ofwat’s proposal that it would “likely reject the cost adjustment 
claim” unless there is “evidence of a material change in the company's circumstances or in the 
evidence available since PR19”. We think each claim should be considered on its own merits. 
Whilst there might be an expectation that recycled claims made at PR19 to be treated in the 
same way unless there is a change in circumstance or evidence, we don’t see any logic in this 
proposal for claims that were not made. At PR19 companies, such as ourselves, may have been 
content with the general approach to cost assessment but they may not take the same view if 
other companies have the opportunity to introduce symmetric claims that might negatively 
affect them.  

 

Finally, while reviewing the approach outlined for cost adjustment claims we notice that the 

standard of evidence required was not met by the growth adjustment made at PR19: 

• There was limited consideration of the assessment gates. For example, the FD states that 
“However, we accept that the integrated models may suffer from missing growth variables and 
that may lead to the base econometric models only funding the average historical growth rate 
across the industry.14” We are not aware of any analysis, evidence or further reasons that sets 
out why this is the case as per the requirements of the assessment gates. 

• The current base costs consultation states that “The calculation of an implicit allowance is 
therefore a necessary condition to pass the need for adjustment assessment gate”. We are not 
aware of any consideration of implicit allowances for growth. It is clear that the models do 
include an allowance for growth as the cost drivers include connected properties, network size, 
and load variables. These allowances were not reflected in the calibration of the adjustment 
itself.  

• As per the point we raise above on additional guidance, we do not think there was a clear link 
between the rationale for the adjustment and the scope of the costs included within the 
adjustment. In particular, the growth adjustment for wastewaster included costs related to 
sewer flooding which we consider erroneous as those costs are not related to new property 
connections. Government planning requirements will often require new developments to 
separate surface water from foul flows and send the former to a nearby watercourse or SUDs. 
This separation means that new developments are much less likely to experience sewer flooding 
issues than existing properties with combined sewers. Growth is therefore not related to 
additional sewer flooding costs.  

 

We therefore do not think based on current evidence that the PR19 growth adjustment would meet 

the criteria for cost adjustment claims as outlined in the consultation. As a way of providing 

guidance to companies to show what a valid cost adjustment claim would look like, we would 

welcome Ofwat setting out its own evidence for why the growth adjustment meets the required 

criteria. If it cannot, then the retention of the mechanism for PR24 should be seriously questioned.  

Question 18: Would an early cost adjustment claim submission be welcome at PR24? 
 
In line with the process points raised above in our response to question 17, we think an early cost 
adjustment claim submission at PR24 would be welcomed as it gives more time for Ofwat, 

 
14 Ofwat (2019), PR19 final determinations: Securing cost efficiency technical appendix, page 21 
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companies and stakeholders to resolve any issues around the need and implementation of any 
adjustments.  
 
Capital maintenance and asset health 
 
Question 19: Do you agree with the different elements / approaches to introducing more of a 
'forward-look' into our approach to assessing capital maintenance expenditure? Are there other 
elements / approaches we could consider? 
 
In relation to this issue the CMA stated: 
 
“4.293 We acknowledge Anglian’s and Northumbrian’s argument that Ofwat’s cost assessment is 
backward looking and that potential issues with capital maintenance may be forward looking. This is 
a complex issue, which, going forward, may become more important. We therefore suggest that 
Ofwat considers developing indicators to track this issue and to enable it to enhance its analysis with 
a forward-looking element that will assist in triangulating results from its econometric modelling of 
historic costs.” 
 
We consider that this statement highlights that the CMA considered that this was a complex issue to 
be considered and addressed in the round rather than something more narrowly focussed on 
forward looking information.  
 
We also consider that the current framework for assessing base costs is appropriate for capital 
maintenance expenditure. As Ofwat identifies in the consultation “A company could raise cost 
adjustment claims if it considered that our models did not reflect its individual circumstances, 
including where it believed its historical costs were not reflective of its future needs.” We see no 
reason why this approach is not workable for PR24.   
 
We favour the approach of using cost adjustment claims in this area for 2 main reasons: 

• It allows a high degree of scrutiny to any adjustments to allowances. This is particularly relevant 
given the improvements in the lagging asset health indicators cited by Ofwat in the consultation 
but there also being a concern about implied asset lives. There is therefore some uncertainty 
over the extent and reality of the problem with asset health. The extra scrutiny means that 
companies will have to clear a high evidential bar and set out the issues on their specific assets 
as to why additional investment is required and the consequences if this is not delivered. This 
will give Ofwat confidence that any adjustments are well justified. 

• There is greater scope to protect customers. It ensures that customers will not pay twice for 
investment as good evidence must be provided. This approach would also ensure any additional 
funding would only be available on specific terms, e.g., a price control deliverable could be 
attached, and specific cost sharing rates could be considered that are more asymmetric.  This 
will ensure that any additional funding will be spent on its intended purpose rather than being 
retained by the company or used for another purpose. 

 
We agree with Ofwat that customers should not be expected to ‘pay twice’ for capital maintenance 
and the approaches outlined by Ofwat run the risk of this occurring if not carefully monitored. We 
therefore think a cost adjustment claim where a company must demonstrate that customers will not 
pay twice, and that there is a need and efficient requirement for more capital maintenance spend is 
appropriate.  
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Before exploring the need for a cost adjustment in this area companies should also explore other 
options for increasing capital maintenance spend, e.g., increased opex efficiencies – this is 
something that we will explore through the development of our plan.  
 
We also recognise that companies should be accountable for any extra funding received through a 
cost adjustment claim in this area to ensure that customers are protected. This could be through a 
modified sharing factor applying to this spend to ensure that the company does not unreasonably 
benefit from any additional funding provided and from the potential inclusion of price control 
deliverables (PCDs). Some asset types like mains might be more amenable to the use of PCDs (km of 
main replaced – like Ofgem’s approach for gas distribution mains replacement) - but others will not 
be (e.g., MEICA assets). 
 
While we favour the use of cost adjustment claims, on the options raised in the consultation we 
largely agree with Ofwat’s assessment of the different approaches to introducing more of a forward 
look into the assessment of capital maintenance expenditure: 
 

• Including forecast costs in the econometric models: This approach relies on companies setting 
the upper quartile submitting efficient long-run plans which would be dependent on the 
approach to incentivising good plans. At PR19 we were concerned that the approach to setting 
cost sharing rates incentivised ‘low’ rather than ‘efficient’ plans which we do not think would be 
compatible with setting efficient long run allowances. There is also the risk under this approach 
that customers would pay twice for capital maintenance if all companies received the same 
uplift regardless of their track-record on historical delivery. In addition, if the forecasts do indeed 
include an uplift in spend for this area, then this probably results in a structural break in the data 
and will mean that the analysis is only really being done on forecast data because of this. 

• Setting a forward-looking catch-up efficiency challenge: Our assessment of this is like the 
inclusion of forecast costs in the models as the same issues apply (except for the issue about 
structural breaks).  

• Wholesale base cost explanatory variables: we agree with Ofwat’s assessment that this 
introduces a high degree of endogeneity into the models and could give rise to double funding. 

• Separate capital maintenance modelling: We don’t think separate modelling would necessarily 
create a capex bias if the incentives on spending opex and capex remain the same. Ofgem has 
different cost assessment tools for electricity distribution and transmission asset replacement 
expenditure within a totex framework which is does not consider introduces a capex bias as they 
all are under the same totex incentive.15  

 
Question 20: Do you have any comments on the proposed long list of asset health measures in 
Table 5, particularly in relation to their suitability and how feasible they are to collect? Please 
include any reporting or definition changes you would like us to consider and provide suggestions 
for other measures not included in this list 
 
We strongly welcome Ofwat’s attention in this area as it is important to resolving key issues in the 
sector around the appropriate level of capital maintenance spending. This isn’t a short-term issue 
and the industry along with Ofwat needs time to put in place more robust and consistent asset 
health measurement approaches.  For PR24 we think one of the key objectives should be to drive 
consistency in the chosen metrics and consider whether independent oversight of the sector’s asset 
health position would be helpful. This happens in the United States where the American Society of 
Civil Engineers carries out a “report card” for the infrastructure.16 This role is that like that of the 

 
15 RIIO-ED2 Sector Methodology Decision: Annex 2 Keeping bills low for consumers (ofgem.gov.uk), paragraphs 5.28-5.49 
set out Ofgem’s proposed approach to disaggregated cost assessment for asset health spend in RIIO-ED2 
16 See: Water Infrastructure | ASCE's 2021 Infrastructure Report Card 

https://www.ofgem.gov.uk/sites/default/files/docs/2020/12/riio_ed2_ssmd_annex_2_keeping_bills_low.pdf
https://infrastructurereportcard.org/cat-item/drinking-water/
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ratings agencies in assessing financial resilience and in this context could be carried out by a body 
such as the National Infrastructure Commission if were given appropriate duties.  
 
To understand asset health and whether it is improving or deteriorating we think that leading 
indicators are most informative in this regard, and ideally, they would capture both asset condition 
and the criticality of the different assets. Monitoring these over an AMP tell you what the trend is 
regarding asset health and whether current spend and activity levels are sufficient to maintain asset 
health into the long term. Of the measures covered by the consultation only those covered in the 
asset characteristics and aggregated measures sections are informative in this regard. Asset of these 
could also be linked to PCDs (like Ofgem’s approach to asset health under the Network Output 
Measures in RIIO-1 and the Network Asset Risk Metric in RIIO-2) and would visibility of the impact of 
expenditure within an AMP.   
 
The other measures are all lagging and whilst informative of current issues on the system they do 
not inform the picture over the long-term state of the assets or whether overall asset health is being 
maintained. Focus on these may encourage companies to focus on improving performance in these 
areas (like an incentive regime) but it does not promote the long-term planning that is required for 
the long-term stewardship of the assets required.  
 
Cost-service link 
 
Question 21: Do you agree with the high-level approach to determine 'what base buys'? Can you 
define any additional analysis or information that could support this process?  
 
We welcome Ofwat’s consideration of the relationship between base costs and service levels to 
ensure that the cost allowances provided at PR24 are commensurate with the improvements in 
service quality that can be achieved. However, we consider that the approach needs to be 
developed and assessed further before it can be used as part of the PR24 methodology. We think 
the approach outlined in the consultation cannot be implemented robustly and has some 
methodological flaws that would bias its results.  Instead of these approaches, we think a superior 
option is to replicate the CMA’s assessment of leakage as part of the PR19 redetermination process.  
 
We set out below our concerns and suggestions for the core elements of the proposed approach. 
 
Determining a baseline performance level 
 
If the companies setting the cost efficiency benchmark deliver the performance commitment levels 
for 2024-25 then the approach outlined in the consultation could be relatively straightforward. 
However, there could be complications for this which we think are worth assessing before the PR24 
methodology consultation: 
 

• 2024-25 outturn performance will not be known until after the FD has been set so it will not be 
possible to ensure that the base costs used in the modelling are appropriate for delivering this 
level of service. If it is not delivered or was only delivered at very high cost in 2024-25, there 
would need to be an adjustment to PR24 allowances to reflect this. 

• If the benchmark companies own costs are not delivering the performance commitments, then 
this presents a situation that it would be helpful to consider ahead of the PR24 methodology 
consultation. It is possible that companies might only be cost efficient because they have not 
spent sufficiently to deliver the PCs.  

• Similarly, if companies have exceeded the PC targets, then it will need to be considered whether 
the baseline performance level should go beyond the 2024-25 target.  
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• The benchmark companies own cost may also have mixed performance against the PC levels 
which is a further permutation that would need to be considered.  

 

Ensuring consistency between the cost benchmark and these baseline performance levels will be a 

key component in ensuring the settlement is deliverable overall. We consider it would be beneficial 

to consider this issue further ahead of the methodology consultation, e.g., through the CAWG.  

Determining what base buys 

This is the area over which we have the greatest concerns. As set out the methodology could give 

rise to an overly demanding target being set which is not consistent with the level of base funding. In 

particular, the consultation appears to assume that the trend in performance levels achieved can be 

extrapolated into the future and that it can be funded with base allowances. We do not think this is 

appropriate for the following reasons: 

• Marginal cost curves for service improvement are not flat. Companies will inevitably seek the 
most efficient and affordable interventions first in order to improve service levels and over time 
they will have to implement more costly solutions as the low hanging fruit is exhausted. 
Therefore, historical expenditure used to achieve performance improvements is likely to be an 
underestimate of the costs to improve levels into the future. Ofwat's consultation acknowledges 
the existence of this point when discussing company specific performance levels where it says, 
“we consider there is greater scope for improvement at lower levels of service (i.e., poorer 
performers)”. 17 In our view this is just another way of saying that as you make more 
improvements (i.e., are a better performer), fewer future improvements can be achieved for the 
same spend, i.e., the marginal cost of those improvements is greater. 

• As well as the costs of improving service from one level to another, there is also the cost of 
maintaining service at a new higher level which would be expected to increase. Leakage for 
example, requires an uplift in activity to maintain it at lower levels and events (such as freezing 
weather) can cause regressions in performance that must be addressed. We do not think this 
dynamic is reflected in the approach outlined and would need to be added in to ensure that any 
stretch over the AMP period is achievable within expenditure allowances.  

• Productivity improvements can be made through cost reductions or service improvements. 
There is a risk of double counting productivity improvements and what is achievable through 
base if the overall framework does not properly take account of all the key issues. We are 
actively considering this relationship and share our findings with Ofwat once our work is 
complete.  

• The approach could be odds with the RAG definitions of base and enhancement and therefore 
the assumption that base funds improvements could be invalidated. The RAGs define base, and 
enhancement spend as follows:18 

o “Broadly, base expenditure is required to maintain the current level of service to 
customers. Base expenditure will include costs relating to the day-to-day running of the 
business and expenditure on maintaining the long-term capability of assets, as well as 
expenditure to improve efficiency.” 

o “Enhancement expenditure is generally where there is a permanent increase or step 
change in the current level of service to a new “base” level and/or the provision to new 
customers of the current service level.” 

This indicates that base could be interpreted as maintaining the current level of service to 

customers and therefore does not include expenditure to improve service levels. We suggest 

 
17 Ofwat (2019), Assessing base costs at PR24, page 75 
18 RAG-4.09-final.pdf (ofwat.gov.uk) Paragraphs 13.1 and 13.3 

https://www.ofwat.gov.uk/wp-content/uploads/2021/02/RAG-4.09-final.pdf
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that there is a common agreed set of definitions across all parties and data consistent with those 

before trying to infer what is included in base.  

This is another area where we think further discussion is required ahead of the methodology 

consultation as it is more complex than the consultation sets out.  

Finally, the idea that differing level of performance improvement could be appropriate. 

Question 22: Do you consider it would be feasible to assess the ‘efficient’ baseline performance 
level for each company for individual PCs such as leakage and PCC through econometric 
modelling? Are there any other PCs where you consider this could feasibly be attempted?  
 
We think this would be very challenging to achieve in a robust way. We think the data required to 
underpin such analysis would be difficult to gather as it would need to separately identify time series 
data for: 
 

• Base expenditure associated with maintaining current performance levels at a granular level for 
each PC or a collection of PCs to allow the relationship between cost and service to be 
estimated. 

• Enhancement expenditure associated with improving current performance levels at a granular 
level for each PC or a collection of PCs to allow the relationship between cost and service to be 
estimated. 

 

We don’t think such data is easily available and that trying to carry it out at an aggregated level (e.g., 

totex or botex) would be informative as trying to extract too much information from data that has 

many other factors affecting the expenditure levels would not be easy to correct for. Arguably you 

might even need different models to model the impact of: 

• Increasing performance levels on base costs – i.e., whether and how much extra is costs to 
maintain increased performance levels in an area 

• Enhancement expenditure (which could be opex or capex) on achieved performance levels to 
see the nature of the cost curve and to determine whether/how the marginal cost increases as 
performance levels increase. 
 

We agree it might be worth exploring this further to see whether this can be overcome but we are 

sceptical that the data will allow a top-down econometric assessment in this area. We think a 

bottom-up assessment is likely to be simpler, achievable, and more robust, that is why the CMA 

followed this approach. 

 
Question 23: The need to collect further granular data to elucidate the cost-service relationship 
was highlighted by companies in response to our PR24 May consultation. Can you propose any 
data it would be proportionate to collect to support the high-level approach outlined in this 
chapter?  
 
We think that data on 2 key components are useful in this area: 

• Bottom-up estimates of the change in base costs required to maintain increased levels of service 
performance for the key PC metrics.  

• Bottom-up estimates of the enhancement costs (opex and capex) required to increase 
performance levels for key PC metrics. 

 



NWL response to Assessing Base Costs at PR24 

 

20 

 

If these estimates show that the first element (change in base to maintain increased performance) is 

positive and that the enhancement costs required for improvements have an upward slope, then 

this would show that the approach outlined in the base costs consultation must be modified as it 

would not reflect the cost dynamics within the sector. 

This would give an overall picture of the shape of the two different cost curves and how it differs 

between companies that will have different starting points for their current performance. If other 

approaches (such as the econometric approach) can be developed, then this evidence would provide 

a cross-check against the bottom-up evidence.  

The CMA followed a similar process for leakage as part of the PR19 redetermination process where it 

set revised base and enhancement allowances for the appellants based on the information provided. 

We suggest a similar process is followed for other PCs.  

 
Question 24: What are your views on attempting to use of a composite variable to investigate the 
cost-service relationship, in the context of the methodological issues and complexities we 
outlined?  
 
We don’t think that the use of a composite variable would simplify the analysis in practice. To 
conduct the approach at a more aggregated level you with still need the same underlying 
disaggregated data to find the most robust results about linking spend on achieving a set of PCs with 
the aggregate level of those PCs. It also requires additional information to weight the different PCs 
(and a robust basis on which to do this). 
 
The alternative as discussed in the consultation of adding the composite variable to the base cost 
model would run into the endogeneity problems identified and moreover, it would not take account 
of the impact of enhancement spend on the PCs. 
 
Question 25: Do you have any proposals for how to make adjustments where a performance 
commitment level differs from that expected to be delivered from base costs? 
 
Our response to question 23 sets out the information that we think that Ofwat could use to make 
this adjustment. For example: 

• Ofwat could set its cost benchmark at the upper quartile. 

• The companies setting that upper quartile would have an associated level of performance that 
can be delivered from base costs. 

• If customer research reveals that the performance commitment level should be more stretching, 
then 2 adjustments would be needed 
o The increase in base costs required to maintain increased levels of service 
o The enhancement costs (opex and capex) required to increase  

 

The suggested data in question 23 would allow Ofwat to calibrate these adjustments and set a level 

of expenditure allowances that is consistent with the PR24 PC targets.  

Residential retail cost assessment 
 
Question 26: Do you have any comments regarding our proposal to ask companies to separate out 
the part of their provision of bad debt costs to do with Covid-19 that was made outside of their 
standard methodology in the PR24 business plan tables?  
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If historical costs are to be used for retail cost modelling, then it is important that they do not 
include any COVID related costs that did not materialise. Some companies, including NWL, made bad 
debt provisions in 2020-21 to reflect the economic forecasts at the time, in particular the projected 
increase in deprivation and the consequential impact on bad debt. Subsequently, that increase has 
not materialised to the extent forecast, so there may be reductions in those bad debt provisions 
from 2021-22 and subsequent years.  If these provisions are not released in full, this suggests that 
there are more underlying reasons for the bad debt increase, such as the cost-of-living crisis over 
2022-23 (e.g., energy costs and other inflationary pressures increases). We therefore support the 
separate reporting of these atypical costs and credits in the bad debt costs for modelling, but note 
that, to the extent that they do not net off, they may represent underlying cost increases that should 
be included. 
 
Whilst we support the inclusion of the appropriate costs in historical expenditure models, we do 
think a bit of a rethink is required to the challenge applied to residential retail costs. The sector over-
spent its AMP6 allowances by 4% on average which is an indication that the PR14 approach may 
have been too tough – e.g., due to the exclusion of CPIH indexation. The position is no different for 
2020-21 with 15 out of 17 companies underperforming the retail cost allowance19. We think that the 
principles discussed in sections 2.5 (setting a stretching but achievable cost efficiency challenge) and 
2.6 (coherent cost assessment approach) should be considered for residential retail costs where a 
change in approach may be required.  
 
 
Question 27: What guidance would aid companies to provide appropriate data related to the 
provision of bad debt costs to do with Covid-19? 
 
Given the return of unemployment rates to the levels seen pre Covid-19, the impact of Covid-19 on 
bad debt could be minimal. However, we are still early in the AMP period and as mentioned above 
facing headwinds from inflation and the cost-of-living crisis. We therefore think that it is appropriate 
that companies report any over-provisioning (so that it could be removed from the models if 
needed) but also that the issue is reviewed in the 2022-23 APRs when the picture will be clearer 
whether other offsetting adjustments might be required.  
 
 
 
 
Northumbrian Water 
February 2021 
 

 
19 Ofwat Monitoring Financial Resilience Report 20-21, Slide 24 


