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Executive Summary 
 

1. PR24 Draft methodology consultation - Overview 
  
(1) The publication of the PR24 draft methodology is a critical milestone in the PR24 process, and before moving to the 

final methodology Ofwat will rightly seek to take into account a wide range of inputs. The dynamic nature of the sector 
means there is a need to reform the way in which price reviews are conducted, taking into account the evolving focus of 
the water sector. At the very highest level, the critical questions of how to make the right trade-offs between the speed 
at which the sector delivers environmental enhancement and resilience improvement, the impact on customer bills, the 
support for those struggling to pay, and ensuring a fair return for investors are ones that we must engage on with our 
customers and stakeholders. Evidence of the quality of those engagements, and how well we reflect them in our 
proposals, should then be central to how Ofwat assesses the quality of both our Business Plan, and our long term 
delivery strategy (LTDS).   

 
(2) For example, the Final Methodology will need to evolve to reflect, the Government’s recent Strategic Policy Statement, 

the emerging Environment Act targets and wider focus and interest in the sector. It should also be consistent with the 
continued engagement on how best to deliver enhanced environmental outcomes. The opportunities here are vast and 
we strongly welcome the combined efforts of quality and economic regulators in areas such as the Advanced-WINEP 
proposal to pivot towards more catchment-based approaches that enable delivery of outcomes in the most efficient 
way. We will be responding constructively to the recent joint Ofwat and Environment Agency letter on this shortly. 
 

(3) The Final Methodology should also reflect the outcome of previous engagements with companies and stakeholders 
through the various “PR24 and beyond” discussion papers1 and the interactions which have taken place within forums 
such as Ofwat’s Cost Assessment Working Group, Customer Engagement Working Group and Outcomes Development 
Group and provide clear evidence where this engagement has informed the final approaches adopted.  

 
(4) Our purpose is to deliver environmental and social prosperity to our region through our commitment to love every 

drop. Delivering this purpose means we think about the long-term needs of the region. Our Strategic Director 

Statement (SDS) identified climate change, growth and environmental protection as the key challenges that we must 

respond to over the coming decades. Protecting, restoring and improving our region’s environment is at the heart of 

our business. We take this responsibility incredibly seriously and making significant improvements to river water quality 

will be a priority in our PR24 business plan. We are also building our plan during a period when the cost of living is 

having a huge impact on the lives of many of our customers, and there will be an acute focus on the affordability (for 

all, for those struggling to pay and over the long-term) of our plan at PR24 and in the development of our Long-term 

Delivery Strategy.  

 
(5) We will only be able to deliver on these priorities with a highly ambitious PR24 plan. We have already started the 

process of building a plan which recognises the various trade-offs to be made, including between affordability and 

investment, and it is crucial that these trade-offs reflect customers' views on priorities both over the short and long-

term. It will also be particularly important for Anglian Water to tackle these challenges in a cost-efficient way, building 

on the challenging feedback from Ofwat on our base cost efficiency at PR19, feedback which we have accepted.  

 
(6) Recent macroeconomic events have shown that the backdrop to PR24 price review is highly uncertain. A series of 

events including COVID-19, Brexit, the Russian-Ukrainian war, and high inflation have impacted the market for 

infrastructure delivery. The market will continue to be impacted due to volatile commodity markets, labour shortages 

and supply chain vulnerability. Accessing labour and skills is becoming increasingly challenging. Competition for scarce 

resources across infrastructure sectors will have a significant impact on the water sector. In addition, the price volatility 

in commodity markets is a risk which is not wholly controllable. All of these factors have impacted the infrastructure 

delivery markets attitude to risk.  

 

 
1 Including on Risk and Return https://www.ofwat.gov.uk/consultation/pr24-and-beyond-discussion-paper-on-risk-and-return/ and Outcome Delivery Incentives 
https://www.ofwat.gov.uk/consultation/pr24-and-beyond-a-discussion-paper-on-outcome-delivery-incentives/ 

https://www.ofwat.gov.uk/consultation/pr24-and-beyond-discussion-paper-on-risk-and-return/
https://www.ofwat.gov.uk/consultation/pr24-and-beyond-a-discussion-paper-on-outcome-delivery-incentives/
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(7) Investing in ensuring there is attractiveness in our sector and that our supply chain is resilient is vital. An agile and 

adaptive supply chain built on strong relationships and sensible risk sharing arrangements will ensure we are best 

placed to deliver a robust AMP8 programme. But we must also invest now to develop the market that can deliver 

nature-based solutions that fully support delivery of our longer-term plans. 

 

(8) The expectations of water companies have never been higher. Future regulatory approaches need to reflect these 
ambitions and the evolution of regulatory mechanisms to ensure their delivery. For example, the delivery of genuine 
long term environmental outcomes, the Storm Overflows Discharge Reduction Plan, and wider ambitions such as 
achieving net zero will require companies to think differently and regulation to also change. 

 
(9) This means that the price review methodology must support companies in making the best, well-evidenced choices for 

customers in their regions both for the short and long term. These challenges require a reform to future price reviews 
and a failure to do so risks long-term consequences in terms of the costs and risks faced by customers in the future. The 
paper by Skylight Consulting2 for the future ideas lab is one of many contributions made to shape regulatory 
approaches in PR24 and beyond to focus on supporting the investments which reflect a genuine commitment to the 
long-term interests of companies and the environment. As such, the Draft Methodology marks an important 
opportunity to assess whether sufficient reform is being proposed in the forward looking approaches to how Ofwat 
propose to regulate in future.  

 
(10) In this regard, there are several positive directions signposted. For example, the focus on the long-term through the 

development of long term delivery strategies (LTDS) will frame the five years of the PR24 business plans and provide an 
opportunity for companies to demonstrate to Ofwat how their approaches to adaptive planning have informed their 
shorter term PR24 plans. as a stepping stone towards the delivery of the longer term ambitions set out in the LTDS.  

 
(11) The LTDS should also go hand-in-hand with helping companies to demonstrate, in a world of competing demand for 

investment and against a backdrop of affordability concerns, how it has managed these trade-offs. Balancing the need 
to invest now against the challenges of against affordability of bills, over AMP8 and in the long-term, and particularly for 
customers who are most likely to struggle to pay their bill, will be a critical consideration for both the LTDS and the 
AMP8 Business Plan.  

 
(12) Other examples of positive intent signposted include the consideration for the treatment of expenditure linked to 

Nature Based Solutions and the potential evolution of more forward looking approaches to capital maintenance. 
However, these and many of the more long term  aspects remain work in process in the Draft Methodology. These need 
to become firm proposals in the Final methodology as it will only be then where we and other stakeholders will be able 
to assess whether the methodology is fully-fit for dealing with this shift to a longer term focus., 

 
(13) A central measure of success for companies and Ofwat will be how well the Final Methodology is able to recognise 

legitimate differences between customer priorities across companies. This will be all the more important in light of the 
focus from Ofwat on standardisation, such as through centralised ODI research and the development of a standard 
central approach to acceptability and affordability. We accept these approaches may bring benefits for Ofwat in 
comparing companies’ plans, but that should not be to the detriment of understanding genuine differences between 
companies’ operating environments or differing priorities of their customers and stakeholders.  Ultimately, customers 
should be able to shape the plans of their companies. In doing so, this should result in plans that look different, as 
customers are not a homogenous group across the country, nor are the challenges faces across the country.   

 
(14) Similarly, the likely scale of WINEP, DWMP and WRMP requirements requires companies and Ofwat to engage 

constructively with the Environment Agency to maximise the potential for outcomes-based environmental regulation. 
This can unlock solutions, often nature-based, that can deliver the necessary environmental enhancements in the most 
effective manner, looking at source not just end-of-pipe, and working with a wide range of stakeholders to do so.  

 
(15) We believe that continued effective dialogue between companies and Ofwat will be essential to help navigate the 

shared difficult course of PR24. We would urge that there is more time within the process than at PR19 to enable 
dialogue around the material decisions companies are proposing in both the short and long term. In that context, we 
welcome Ofwat’s proposed engagement and feedback sessions for WRMP, DWMP and WINEP.   

 

 
2 Skylight Consulting, How Should Ofwat’s approach to price control regulation focus on the long-term? https://www.ofwat.gov.uk/wp-
content/uploads/2022/01/Skylight-Consulting-Anglian-Water-submission-A-long-term-focus-Future-Ideas-Lab.pdf 

https://www.ofwat.gov.uk/wp-content/uploads/2022/01/Skylight-Consulting-Anglian-Water-submission-A-long-term-focus-Future-Ideas-Lab.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2022/01/Skylight-Consulting-Anglian-Water-submission-A-long-term-focus-Future-Ideas-Lab.pdf


   
 

5 
 

(16) However, without understanding how Ofwat proposes to engage after the submission of Business Plans and LTDS in 
October next year, there is a risk that the consolidation of the assessment of plans and draft determination to Spring 
2024 represents a contraction of the opportunities to explore material issues compared to PR19. We think this would 
be detrimental to the overall quality of engagement, which we consider critical for PR24 and beyond, and we would 
urge Ofwat to consider how this risk may be addressed.  

 
2. Affordability 

  
(17) Affordability is a very live issue for the sector and the budgetary pressures facing households. We have long recognised 

the need to support those in financially vulnerable circumstances and has a range of schemes in place to support these 
customers, with the level of support available having increased significantly in recent years. We know that the current 
environment will present a greater need to ensure that those struggling to pay are offered more support than ever 
before. As such, we are developing our LTDS and business plan to strike the right balance between affordability and 
investment. 

 
(18) It is important that companies and their Boards demonstrate ownership of their approach to affordability in the short 

and long-term. How they do this is central to how they develop their own plans and gets to the heart of how they 
propose to support customers. It is currently unclear how this ownership of the affordability of company plans aligns 
with the proposals for affordability and acceptability research being developed centrally by Ofwat and CCWater and the 
weight this is expected to have. We are committed to helping to develop this central research to ensure it provides rich 
insight into the views of customers on this critical issue. We also welcome early clarity on how Ofwat expects this 
research to interact with companies’ efforts in this area and how this feeds into the affordability business plan test area 
proposed by Ofwat. 

  
3. Increasing nature-based solutions and partnership working  

  
(19) Ofwat has set out more details on its expectations on partnership funding. We agree that working in collaboration with 

others will be key to making the most of the resources available at a catchment level and to supporting affordability by 
setting an expectation that third parties make a fair contribution to costs where they stand to gain from investments. 
Ensuring that environmental regulation is framed in an outcome-based way will be critical to opening up these 
opportunities.   
 

(20) The Draft Methodology highlights a greater focus on nature-based solutions and delivering greater social and 
environmental value from investments and sets out more details on the approach to nutrient neutrality, both of which 
we welcome. It will be important to ensure that the Methodology for the price review remains agile to policy 
developments in this space (as demonstrated by the fast-moving position of Natural England and Defra on nutrient 
neutrality).  

 
(21) We are pleased to see Ofwat’s openness to developing approaches in the methodology which recognise that supporting 

nature-based solutions will require a different cost assessment approach to PR19, particularly in relation to 
enhancement solutions which are opex-heavy. It is imperative that there is a clear solution proposed in the Final 
methodology which deals will all of the accounting and incentive properties to fully support the prioritisation of nature-
based solutions.  

 
4. Significant ambiguity remains  

  
(22) Whilst many aspects of the Draft Methodology, such as the four key ambitions, have been well trailed previously, a 

significant amount of ambiguity remains in the methodology. In certain areas such as decisions on notional gearing, 
RCV run off rates and the cost of capital, Ofwat confirms these will be dealt with later in the process. However, in other 
areas material ambiguity remain, potentially beyond the Final Methodology.   

 
(23) Examples include:  
  

• the approach to setting performance commitment levels;   

• the outputs of the collaborative ODI rate research; 

• the assessment of the level of performance improvement achievable from base costs;  

• the scope of Ofwat’s forward looking approaches to Capital Maintenance 

• Ofwat’s approach to assessing future productivity improvements and approaches to real-price effects;  
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• Whether growth costs will be assessed as part of base costs or separately; and therefore relatedly: 

• Scope of the Developer Services Revenue Adjustment (DSRA); and 

• Clarity on expectations on Ofwat’s business plan incentives – specifically in relation to cost  
assessment and affordability.  

  
(24) We note that the Draft Methodology does not include Ofwat’s proposed approach to RPEs. This represents a missed 

opportunity to discuss the current thinking on this issue, which is particularly acute at the present time given the 
impact of inflation on the sector and on customers, and the clear variation in energy costs from the inflation rate,  in 
ways that are beyond management control. We would like to see greater clarity on this issue as soon as possible given 
the material impact it will have for the sector and customers at PR24. 
 

(25) The approach to these aspects is critical to the overall calibration of the price control and its ability to deliver the long 
term focus sought by Ofwat and companies.  

  
5. Symmetric RORE ranges do not equal symmetric risk  

   
(26) We have a fundamental concern that the miscalibration of incentives will put at risk the long term ambitions in areas 

such as drought resilience, pollution reduction, dealing with growth, climate change adaptation and achieving net zero.  
 

(27) For example, Ofwat’s ambiguity on PCLs and incentives, and expectations for “what base buys” generally increases the 
risk of short-termism and puts at risk Ofwat’s intended long term focus. 
 

(28) This asymmetric of risk is exacerbated by wider aspects of the methodology. For example, Ofwat’s approach to RPEs 
and the lack of indexation for the Retail price control, which is at odds with the approach being proposed in the recent 
Retail Exit Code consultation3 which proposes that Ofwat will continue indexing average cost to serve and meter read 
cost allowances in business retail price caps by CPIH, an inconsistency needs addressing in the Final Methodology. 
 

(29) Although we recognise efforts to improve symmetry across the incentive package through the proposal to apply 
symmetrical financial underperformance and outperformance payments to most performance commitments, 
symmetric rates do not necessarily create symmetric risks.  

 
(30) We are concerned that asymmetric risks are increasing as a result of the proposals for many aspects of the PR24 ODI 

framework. These include the greater downside risks created through the blanket removal of caps, collars and 
deadbands and the removal of exclusions from many performance commitments. Ofwat’s proposal for Price Control 
Deliverables to apply to the delivery of benefits of enhancement expenditure realised after 2030 could lead to double 
penalties for under-performance in AMP8 for some metrics, systematically increasing asymmetry. 

 
(31) For some performance commitments, outperformance is very difficult to achieve, and/or the scope to outperform is 

reduced as the industry reaches higher levels of service. To illustrate, the approach to water supply interruptions could 
allow for companies to be penalised significantly without any cap, but outperformance potential is significantly limited 
by the distance from the performance commitment level to zero, which is shrinking. 

 
(32) This asymmetry presented through the outcomes framework may be further exacerbated by the expectation that 

performance improvements can be met from base cost allowances for many performance commitments. This fails to 
recognise that there are incremental marginal costs to deliver many improvements. Asymmetry in PR19 was driven by 
the approach to setting performance commitment levels and cost allowances. In the first two years of AMP7, the 
industry has incurred £250m net penalty across the common performance commitments, indicating improvement 
targets may have been set at a level that is too stretching to be achievable for the majority of companies. This is 
alongside a 7% net overspend on botex allowances. 
 

 
 
  

 
3 https://www.ofwat.gov.uk/wp-content/uploads/2022/08/REC22-September-2022-consultation-main-document-final-FINAL.pdf 

https://www.ofwat.gov.uk/wp-content/uploads/2022/08/REC22-September-2022-consultation-main-document-final-FINAL.pdf
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Figure 1: AMP7 net performance on ODIs and botex 

 
 

(33) This suggests that the cost and performance package at PR19 was significantly asymmetric, in line with the conclusion 
reached by the CMA in setting the cost of capital in the recent water sector redeterminations. The Draft Methodology 
suggests the approach for PR24 will retain this asymmetry, regardless of introducing symmetric incentive rates or 
outperformance payments for asset health performance commitments. This continued asymmetry may diminish the 
sector’s ability to focus on the long term rather to prioritise short-term fixes. 

 
(34) If Ofwat’s goal is symmetry (which we support) steps should be taken to improve symmetry of risk within the incentive 

package overall. This should include setting caps, collars and deadbands where appropriate, and stronger 
outperformance rates on certain measures to encourage companies to aspire to outperform rather than focus on 
minimising penalty. This requires alignment between many components of the PR24 regulatory framework, including 
setting PCLs, cost assessment and the calibration of incentives before the Final Methodology is agreed. 
 

(35) More broadly, we have concerns in relation to the Cost of Equity and Cost of Debt methodologies which Ofwat is 
proposing to use in forming its view of the WACC rate and these are highlighted in section 7 of our response. Given the 
wider conversations needed relating to the scale of challenges facing the sector, it will be important to ensure that a 
protracted debate on the rate of return during the price review process is avoided and that the WACC rate reflects 
robust, observable market data and rewards the risks investors face. We would therefore ask Ofwat to ensure that the 
full range of information and evidence put forward on this matter is reflected in its decision.   
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6. Business Plan process and incentives – an incentive to agree with Ofwat rather than to deliver ambitious plans to 
meet the needs of customers and the environment?  

  
(36) We welcome the indications provided by Ofwat on how it will use quality and ambition in the assessment of company 

plans. However, we are concerned that as set out, the Draft Methodology encourages companies to comply with 
Ofwat’s central assumptions and methodology in areas where there is scope for legitimate differences in view. We 
believe this may hinder a genuine assessment of the underlying evidence base developed by companies to set out their 
proposals.  

 
(37) The Draft Methodology proposes combining the Initial Assessment of Plans (IAP) and Draft Determination (DD) phases 

of the PR process. We are concerned that doing so would remove a major benefit allowed through fast-tracking of high 
quality plans, the ability to make an early start on the delivery of the plan which - given the scale and importance of the 
likely investments needed in companies’ PR24 plans – is of huge value to companies.  
 

(38) It is also currently unclear how the assessments on quality and ambition will work for affordability and cost assessment: 
we would welcome additional clarity on this in the Final Methodology. 
 

7. Standardisation and homogeneity  
  
(39) We recognise the benefits to Ofwat of having greater standardisation and comparability between company plans and 

the streamlining effect this may have on the price review process. However, there is a genuine risk that this 
homogeneity misses regional differences in pressures and customer views on how and when to meet the challenges. 
We would like to see the final methodology set out how it will address this risk and ensure that such differences will be 
suitably reflected in the assessment of company plans.  

  
8. How well the draft methodology reflects engagement and lessons learned  

  
(40) Ofwat has engaged significantly already in relation to PR24, which is very much welcomed. This engagement needs to 

be reflected in the positions set out in the Final methodology. This is partially evident in the Draft Methodology for the 
role of Nature-based solutions, and future role of partnership funding. We seek further clarity on the approaches to 
growth, and future approaches to capital maintenance, where the direction of travel is promising and reflects that 
engagement.   

  
(41) However, in several areas, the draft methodology appears to set aside previous engagement in Ofwat’s discussion 

papers. In places it also relies on partial evidence which has previously been explored more widely, and rejected in 
wider regulatory processes, including the recent PR19 CMA redeterminations. The most salient example of this is in 
Ofwat’s approach to risk and return (such as the components of WaCC and notional financeability).  

  
9. The right focus on base expenditure?  

  
(42) We welcome Ofwat’s commitment to sharing base cost models ahead of Business Plan submission. This will help to 

shape companies’ understanding of Ofwat’s emerging view on efficient costs and expectations for PR24. This is 
especially important where in previous price reviews, the views of efficient base costs have been materially different 
between Ofwat and companies. 
 

(43) When determining base cost expenditure, it will be vital to be able to demonstrate to companies, customers and wider 
stakeholders how Ofwat’s final approaches to set expenditure allowances are able to demonstrate: 

 
a. An efficient level of base costs reflecting the costs of day-to-day operations; 
b. An efficient level of capital maintenance expenditure reflecting the forward looking considerations that 

climate change and other factors will have on companies’ asset bases;  
c. An efficient level of expenditure linked to service improvements (should Ofwat continue to assume these are 

reflected in companies’ base allowances); and 
d. An efficient level of costs associated with facilitating growth.  

 
(44) Clearly, the overall modelling approaches taken to these areas will have a material impact on how well this will be able 

to be evidenced. We therefore, encourage Ofwat to continue to review its approaches in these areas (i.e. separate 
growth models) to deliver against this objective.  
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(45) We are concerned that the Draft Methodology restates Ofwat’s previous position on the link between cost efficiency 

and service improvement. The CMA, as a statement of fact, found this not to be statistically different to zero4. This is 
important, given its position in the draft methodology as justification for further stretch on what service level 
improvements, if any, are funded from base expenditure in future.   

     
(46) In line with the CMA’s water sector Redeterminations, the asymmetric risks associated with the setting of performance 

targets, costs and incentives – unless addressed – will be important to take into account when considering the 
appropriate overall risk/reward balance. This will be essential in order to maintain investor confidence, which 
underpins the sector’s ability to deliver for customers and deliver environmental enhancements. 

10. Specific positives  
  
(47) We welcome Ofwat signalling that its approach to capital maintenance will be different in future, particularly being 

open to take into account evidence on factors that require a change to the capital maintenance allowance to be 
included in base costs. It is important that this is now translated into a single, formal approach which enables a 
forward-looking assessment of needs and recognises the greater pressure that assets will be facing in the future 
because of climate change. The recent report for Water UK from Economic Insight5 sets out a number of options which 
could be taken forward to ensure the long-term sustainable level of asset maintenance and replacement.  

 
(48) We broadly support Ofwat’s proposals for developing the PR24 base cost models in building on the PR19 base models. 

Having been rigorously tested at PR19 and during the CMA redeterminations, these present a good base to build upon 
for PR24. These models suggested that Anglian Water was relatively inefficient at PR19, and we are now making great 
efforts to drive efficiency within the business to improve our base cost efficiency at PR24. We strongly support the 
publication of the updated base cost modelling dataset in Autumn 2022 for all parties to use and Ofwat’s intention to 
include all of the supplementary data collections (submitted in July and August 2022) within the published dataset.  

  
(49) We are pleased that Ofwat is considering a separate assessment of growth expenditure at PR24 following feedback 

from companies. We believe that it is possible to model growth costs separately and in a robust way and would 
welcome the opportunity to share these approaches and the relevant data requirements with Ofwat before Final 
Methodology publication. 
 

(50) We also support the extension of the innovation fund to support the new ways of working that will be needed to 
deliver on the significant challenges faced by the sector. 

 
(51) We agree with Ofwat’s proposals to remove the Event Risk Index (ERI) and Environmental Performance Assessment 

(EPA) from the list of common performance commitments. We agree that the volatility and overlaps with other 
performance commitments makes the ERI an unsuitable common performance measure. Similarly, an EPA measure 
would overlap significantly with other common measures.  

  
11. The need for clarity on forward engagement 

  
(52) We would like to see greater clarity on the opportunities for engagement between October 2023 and Spring 2024 and 

believe this may be critical to enabling the best possible outcome from PR24 for customers and the environment.   
 

(53) A critique of the PR19 process was that there was very limited time available for companies to explore their plans with 
Ofwat. There is a real risk that this problem will be repeated at PR24, when the stakes are even higher for the 
environment and for customers unless companies and Ofwat can work effectively together to manage the “stacking 
risk” of multiple investment demands and the interaction between companies’ PR24 business plans and longer-term 
delivery strategies will inevitably require elements of judgement, for example in terms the expected rates of 
technological change, or the degree to which growth investment needs are reflected ex-ante in price controls versus ex-
post true ups. 
 

 

 
4 Page 170 CMA FD https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf 
5 Options for a Sustainable Approach to Asset Maintenance and Replacement June 2022, https://www.water.org.uk/publication/options-for-a-sustainable-
approach-to-asset-maintenance-and-replacement/   

https://www.water.org.uk/publication/options-for-a-sustainable-approach-to-asset-maintenance-and-replacement/
https://www.water.org.uk/publication/options-for-a-sustainable-approach-to-asset-maintenance-and-replacement/
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12. The role of open challenge forums  

  
(54) We note the inclusion of open challenge forums in the Draft Methodology. These challenge forums should be seen as a 

complement to, rather than a substitute for the genuine, rich engagement companies undertake with customers. We 
would ask that Ofwat not be too prescriptive on the role and scope of the Challenge Forums. We are also concerned 
that the timing of the second challenge group is such that there will not be an opportunity to reflect the views of 
customers within business plans, and would only be of benefit to Ofwat in its assessment of plans. We propose 
therefore that the second challenge group be brought forward in the process.    

 
13. Detailed responses  

  
(55) We have submitted our feedback on the suite of consultation questions in the following pages. Aligning with the 

response template, for each question we have set out an overall view on whether we (strongly) agree or disagree with 
the proposal. 

 
(56) For question 6.1, which we have separated into sub-responses given the breadth of topics that the question covers, we 

have given an overall view on the sub-components of our response, rather than the question as a whole.  
 

14. Next steps  
  
(57) As explored above, there are a number of areas which will need to continue to be refined ahead of the Final 

methodology. We look forward to continued engagement with Ofwat  on these critical matters.  
  
(58) In the meantime, if there are any aspects of our response you wish to discuss, please do not hesitate to contact us.  
  

Yours faithfully 

Darren Rice 

 

Head of Policy and Regulatory Strategy – Anglian Water  
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02 Regulating through the price review 
 
Q.2.1. Do you agree with the challenges facing the sector and the ambitions for PR24 we have identified? 

 

Overall view: Agree 

(59) We agree with the urgency of the challenges put forward in the Draft Methodology but the timing and severity of the 
impact of these challenges will vary across the sector. Reflective of this, companies’ LTDS and the quality of evidence 
underpinning the core pathways will be of particular importance in reflecting these ambitions within companies’ plans.  

 
(60) We broadly support the ambitions set out in the draft methodology. It will be important to consider all of these 

ambitions over the long-term (not just within the long-term ambition). For example, plans should be encouraged to be 
efficient and innovative, but it is important that the assessment of this is done with a long-term focus, particularly as 
innovation today in areas such as resilience and climate change are likely to deliver long-term benefits rather than 
immediate cost or service benefits within AMP8. 

 
(61) However, the methodology should also recognise where companies have different challenges rather than taking a one-

size-fits-all assessment on how companies will approach those challenges. The development of companies’ LTDS should 
give rise to the ability to evidence the rationale for prioritising and sequencing specific investments over the long term 
which is welcome, however we are unclear how this fits with some of the standard approaches being developed for 
assessing companies plans such as the central affordability and acceptability research. 

 
(62) Anglian’s Strategic Direction Statement sets out the acute importance of climate change and environmental protection 

due to the specific features of our region. These form part of challenges in the Draft Methodology but are of particular 
importance for Anglian’s customers. There will also be some additional regional challenges that are not covered by 
those set out in the Draft Methodology, such as responding to economic and population growth in the Anglian region 
(also set out in our SDS). To ensure a close connection between companies’ plans and regional priorities, the challenges 
for the price review should reflect that regional factors will inform the relative importance of each of the challenges for 
each company. 
 

Q.2.2 Do you agree that continuing to use our three building blocks helps push companies to meet our ambitions for PR24? 

(Please provide detailed comments on specific building blocks to the relevant chapters.) 

 

Overall view: Neither agree nor disagree 

  

(63) It is well established that cost assessment, outcomes and risk and return are the three central pillars of how Ofwat 
conducts Price Reviews. Clearly the overall calibration of the detail underlying them needs to sufficiently evolve at 
every Price Review. We have offered more detailed comments on individual parts of the framework in the executive 
summary and responses to other questions as part of this response. 

 
Q.2.3 Do you agree that we have struck the right balance between what's in and what's outside of the price control? 

 

Overall view: Agree 

(64) We are fully supportive of utilising markets where they can operate in the best long-term interests of customers. 
Where this is the case, markets are preferable to regulation. It is important to use real-world information to adapt to 
what should be covered within and outside of the price control, such as the significant increase in self-supply activity in 
recent years, or the limited engagement in the bioresources market. 
 

Q.2.4 Do you have any comments on our approach to evaluating progress? What specific evaluation questions (based within 

the four key ambitions) do you think an evaluation should look to answer? 

 

Overall view: Neither agree nor disagree - N/A 

 

(65) Before considering whether the ambitions set by the Price Review methodology have been delivered, evaluating 
progress needs to have a clear reference to the Government’s SPS for Ofwat. This would provide a clear line of sight to 
how the outcomes of the PR24 price review are supporting the delivery of the priorities of the UK Government.  
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(66) Whilst focus on the long-term is one of the key ambitions that the Draft Methodology proposes, we consider that the 
long-term should underpin all three of the other key ambitions as well. ‘Environmental and social value’, 
‘Understanding customers and communities’, and ‘Efficiency and innovation’ should be viewed through a long-term 
rather than 5-year lens.  
 

(67) Whilst we support the value of lessons learned reviews after a Price Review, these exercises should not limit Ofwat (and 
other stakeholders) from also reviewing and assessing whether PR24 is achieving the desired outcomes during the PR 
process (e.g. at Draft Determination).  
 

(68) It is also important to recognise that companies will have some legitimate differences in long-term priorities. We would 
like to see the extent to which these have been reflected in the price review considered as part of the ‘clearer 
understanding of customers and communities’ ambition.  
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03 Design and implementation of price controls  
 
Q3.1 Do you agree that in our final methodology we should commit to introducing either an adapted water trading incentive 

or a new water trading incentive at PR29? If you have a preferred approach, please provide reasons, including any thoughts 

on how the options we set out in Appendix 2 could be improved. 

 

Overall view: Strongly agree 

 

(69) We strongly agree that the final PR24 methodology should commit to introducing a new or adapted water trading 
incentive.  This is essential for the finalisation of trading arrangements within the RAPID process and fWRMP24, well 
ahead of WRMP29/PR29. 
 

(70) We agree with the summary statement (first paragraph of Appendix 2, Section 4): both options are credible; Option 1 is 
more straight-forward but Option 2 could be modified. 

 
(71) Regarding Option 1: 

• We agree with the first modification as this will provide much greater certainty to all parties. 

• Calculating and claiming incentive payments annually in theory makes sense, however it comes with a greater 
regulatory burden (for companies and Ofwat).  In particular, careful consideration will be required to how 
costs are allocated because these may be lumpy and won’t necessarily ‘match’ traded volumes; therefore, 
some sort of simple accounting principles may be required. 

• Raising the cap on the import incentive would help to offset practical or conceptual challenges with import 
(e.g. real or perceived additional risk) and suggest this is increased by 2-3 times.  A confirmed cap provides 
more certainty than an ex-post adjustment. 

• We agree that it would make sense to retain the ability to benefit from both import and export incentives 
given the large and geographically different nature of many water companies’ Water Resource Zones. 

 

(72) Regarding Option 2: 

• Calculating a regulated price would be complicated and subject to change (for example, consider the 
challenges associated with energy price volatility). 

• The process of regulating the price of trades could be streamlined by specifying a standard mark-up i.e. LRICxI 
where I is the incentive margin (e.g. a percentage mark-up, perhaps with an absolute overall company cap). 

• A simpler mark-up approach would be easier to apply to multi-party trades. 
 

Q.3.2 Do you agree with our proposals to: 

a) Continue to include network reinforcement in the network plus price controls? 

 

Overall view: Disagree 

 

(73) Network reinforcement spend is dependent on the location and size of development, as such it is ‘lumpy’ in nature. As 
headroom is eroded within a network a cliff edge is approached, this is when investment is required. Historic spend 
within an area is not an indication of future spend. As such, including this expenditure within the price controls could 
cause problems. If revenues, which are designed to recover costs from developers, were outside of the price control it 
could remove the need to develop an accurate forecast of this expenditure ex ante.  
 

(74) If it is retained within the price control, a detailed assessment is required based on geo-spatial data of development and 
infrastructure headroom. Using a flat connection forecast, such as a the ONS data set, at a company level may 
underestimate the requirement. 

 
(75) We consider that a separate cost assessment, based on the work that ARUP has been doing should allow a better 

comparison based on other factors than the connection numbers. 
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b) Remove wastewater site-specific developer services from the wholesale wastewater network plus price control? 

 

Overall view: Agree 

 

Answer to a) strongly disagree 

(76) Network reinforcement spend is dependent on the location and size of development, as such it is ‘lumpy’ in nature. As 
headroom is eroded within a network a cliff edge is approached, this is when investment is required. Historic spend 
within an area is not an indication of future spend. As such, including this expenditure within the price controls could 
cause problems. If revenues, which are designed to recover costs from developers, were outside of the price control it 
could remove the need to develop an accurate forecast of this expenditure ex ante. Ofwat could still challenge 
efficiency of company expenditure through exploration of infrastructure charges and recovery. 
 

Answer to b) strongly agree 

(77) Water companies generally do not construct sewers on housing developments, the activity is limited to the need to 
cross third-party land. As such the competitive market is highly mature and we support the removal of wastewater 
developer services activities being removed from the wastewater network plus price control. 

 

Q.3.3 Do you agree that the inclusion of network reinforcement in cost sharing would be enough to manage uncertainty 

around the volume and mix of network reinforcement work to be delivered? 

 

Overall view: Strongly disagree 

 

(78) In AMP7 it has been shown that the Office for National Statistics (ONS) forecast of growth in England has materially 
underestimated the actual level of housebuilding. If an AMP8 plan used this forecast, it is almost inevitable that the 
housing market will outperform the forecast. 
 

(79) Further to this, tables 4.1 and 4.2 in appendix 3 of the Draft Methodology show the volatile and lumpy nature of this 
expenditure between years and AMPs. For Anglian Water, expenditure on water network reinforcement varies from 
£32.4m in 2014-15 to £6.8m in 2015-16, the following year. This extreme volatility is not only experienced by us, 
Thames Water’s expenditure reduced from £25.8m in 2013-14 to £2.5m in 2015-16 and Severn Trent’s from £40.6m in 
2015-16 to £8.1m in 2017-18. It is clear that network reinforcement investments are ‘lumpy’ in nature and are a 
function of location and size of development, this has a significant impact on Anglian and many other companies, 
where actual growth is routinely above the ONS data set and where many large developments are being built. 

 
(80) Sewerage network reinforcement will be included within companies Drainage and Wastewater Management Plans 

which will need to align with the investment included in companies’ plans in accordance with one of the ‘quality’ tests, 
and be tested against future demand scenarios as part of adaptive planning. Cost sharing is not intended to manage 
adaptive planning uncertainties, this is better addressed through a DSRA which should be fully reflective of growth 
costs.  

 
(81) We are therefore in favour of a network reinforcement ex-post reconciliation based on company specific 

circumstances. This reconciliation should reflect the conclusions of the PR19 CMA redeterminations including growth 
driven investment at Water Recycling Centres within the DSRA scope.  

 
(82) Managing uncertainty in network reinforcements simply through cost sharing will mean that infrastructure expenditure 

requirements to meet even current run rates would be under-recovered by companies.  
 

Q3.4  For water site-specific developer services: 

a) Do you agree with our proposal to exclude new developments of more than 25 properties from the wholesale water 

network plus price control at PR24, but with transitional arrangements for companies with low levels of competition? 

 

b) Do you think that new developments of 25 properties and fewer should remain in the wholesale water network plus 

control or be removed? If they were removed from the price control, what alternative protections could we introduce to 

protect new connection customers from monopoly power? 

 

Overall view: Neither agree nor disagree – N/A 



   
 

15 
 

(83) The removal of onsite developer service activities from the network plus price control is a good first step, however, the 
split of 25 properties is sub-optimal. A better demarcation could be connections to existing water mains where the 
activity is largely in the public highway with a wider customer base with less repeatable activity. It would be worth re-
running the self lay penetration with this split to see if the competition percentage changed for the developer onsite 
activity. 
 

(84) Regardless of the option adopted, the proposed change is significant and requires substantial additional detail of the 
proposals to be developed and consulted on before finalisation. There are many factors to consider such as cost 
allocation, revenue treatment that need careful consideration to ensure any proposed changes do not have unintended 
consequences or create issues in the market. 
 

• Answer to a): 

(85) We agree with excluding new developments from the network plus price control, and with transitional arrangements 
for companies with low levels of competition. 
 

(86) Regarding the site size of >25, we believe that market is mature in all ‘on-site’ activity (as shown from the level of 
competition in sewers for all development sizes) and would recommend that the boundary is set by the type of 
development rather than the size. 
 

(87) Small developments generally do not require a water main, needing only water connections to the existing water 
network. The customer need is different, short timescales and difficulty in the customers accessing self lay providers. 
For the SLP’s the activity would require small works capability, with highway opening notices and liability for 
reinstatement. 
 

• Answer to b): 

(88) Removing all developer services activity from the network plus price control would be favourable to remove the impact 
of housing market fluctuations on customer bills. Enhanced consistent reporting of cost and contributions could be 
developed in an expanded APR to ensure that companies were not exploiting their monopoly position. 
 

(89) Transitional arrangements for different development sizes could be used to ensure that companies promoted 
competition. Banding of development sizes would allow each sector to move out of the network plus price control on 
achieving a sufficient level of competition. 

 

Q3.5  Do you agree with our proposals: 

 

a) To raise the size threshold above which companies should deliver schemes through DPC to around £200m lifetime 

totex? 

 

b) For companies to deliver schemes through DPC by default above this threshold? 

 

Overall view: Neither agree nor disagree 

 

(90) We support the increase in the threshold to £200m lifetime totex.  
 

(91) We agree with the expectation that schemes above the threshold should be delivered by competitive tendering. 
However, we believe that the SIPR regime may provide a better alternative for some very large schemes, such as new 
reservoirs, rather than DPC.  

 
(92) Where the threshold is reached, due consideration should also be given to rigorous risk assessment and value for 

money considerations of each project including the assessment of how risks associated with ongoing operation with 
respect to, for example, drinking water quality may be addressed. Not all risks can be mitigated simply by contractual 
terms and so it will be important to take these risk and value concerns into consideration to ensure the success of DPC 
projects. 
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Q3.6 Do you have any views on any other aspect of our proposals in relation to: 

 

(93) Where our views are captured in response to other questions posed in the Draft Methodology, we do not repeat them 
here (for example, our points in relation to Developer Services activity are answered in Q3.2-3.4). We offer additional 
comments relating to Water resources and Retail activities. 

 

b) Water resources; 

 

(94) We welcome Ofwat’s intended review of the effectiveness of the current water resources market arrangements and 
look forward to discussing the opportunities and challenges this has provided. 
 

(95) We support the suspension of work on the water resources bilateral market in PR24. 
 
(96) It is unclear how Ofwat will assess utilisation risk for investments that will be used to address 1 in 500-year drought 

resilience, and which inherently will have a relatively low utilisation under normal operating conditions. 
 
(97) We support the retention of the current price control boundary for water resources. 
 
c) Developer services; 

 

(98) The Developer Services Revenue Adjustment (DSRA) serves an important purpose within PR19, sharing risk of housing 
growth uncertainty between customers and companies and ensuring companies can invest with confidence to 
accommodate growth.  
 

(99) Ofwat’s proposal to move on-site water expenditure outside of the price control only partially reduces the need for the 
DSRA or an equivalent mechanism. The remaining categories of growth expenditure are still material and importantly 
volatile, as was noted by the CMA.6 Therefore sharing of risk, especially if lower forecasts of growth expenditure are 
used, is unresolved by moving only one part of growth expenditure outside of the price control.  

 
d) Retail activities; 

 

(100) We strongly disagree the proposal to have no automatic indexation of allowed retail revenue.  Where the level of 
inflation is generally low and stable it may be appropriate and reasonable to assume that retailers manage changing 
input costs within a revenue limit set at the outset of the price control.   
 

(101) There appears to be no strong rationale for this approach which is at odds with Ofwat’s approach as set out in the 
recent Retail Exit Code consultation on proposals7 in which confirms that Ofwat will continue indexing average cost to 
serve and meter read cost allowances in business retail price caps by CPIH. This inconsistency needs addressing in the 
Final Methodology. 
 

(102) We do however, given the volatility of the wider economic context, and the uncertainty as to medium term forecast for 
inflation, it would seem reasonable that rather than forecast indexation to be included in a pre-determined revenue 
limit, it would be appropriate to apply indexation (November CPIH) to an average revenue control expressed in the 
Price Base (2022/23). 

 
  

 
6 Para 4.484, Anglian Water Services Limited, Bristol Water plc, Northumbrian Water Limited and Yorkshire Water Services Limited price determinations 
7 https://www.ofwat.gov.uk/wp-content/uploads/2022/08/REC22-September-2022-consultation-main-document-final-FINAL.pdf 

https://www.ofwat.gov.uk/wp-content/uploads/2022/08/REC22-September-2022-consultation-main-document-final-FINAL.pdf
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04 Reflecting an understanding of customers and communities 
 
Q4.1 Do you agree with our approach to making sure that companies' price review submissions and our determinations 

reflect an understanding of customers’, communities' and environmental concerns? 

 

Overall view: Neither agree nor disagree – N/A 

 

(103) Clearly, customers and stakeholders’ views are critical to both Price reviews and wider business as usual activities.  We 
welcome Ofwat’s acknowledgement that at PR19 companies’ engagement with customers was vast, high quality and 
innovative. We remain incredibly proud of the quality of our engagement for PR19 as reflected in Ofwat’s previous 
initial assessment for our PR19 business plan. 
 

(104) We note the areas which Ofwat will be conducting central research which are primarily aimed to avoid unnecessary 
differences in output due, for example, to methodological differences as was deemed to be the case at PR19. Anglian 
remains committed to support the development of these approaches.  
 

(105) We note the importance of the forthcoming affordability and acceptability research given the current emphasis on cost 
pressures on customers and are committed to supporting the development of this research. 
 

(106) We welcome the clear alignment to policy paper on high quality engagement standards. However, it is unclear which 
evidence (if any) Ofwat is going to consider from companies’ own research and how this will be taken into 
consideration through potential triangulation exercises, which were an important component previously. 
 

(107) On a specific point of detail, according to the PR24 submission table guidance – section 10: Supplementary tables: 
Ofwat is likely to require companies to provide information on the number of customers engaged during development 
of the PR24 business plan.  We question the benefit of this information given it goes against the current focus on 
quality and not quantity of customer engagement as set out in the policy paper. We would like Ofwat to consider a 
more appropriate measure of the quality of companies’ own engagement with their customers. 

 
Q4.2 Do you agree with our proposal to conduct open challenge sessions? 

 

Overall view: Disagree 

 

(108) We agree with the sentiment for encouraging challenge from all sectors, but question the descriptive nature of how 
and when these sessions should be run.  We have concern that combining customers and stakeholders in one session, 
where the level of background understanding is wide ranging, will be difficult to plan and implement to generate 
discussion. 
 

(109) The Draft Methodology doesn’t full recognise that customers and wider stakeholders already have the opportunity to 
directly influence our plan through the range of Price Review driven and BAU engagement activities. On that basis, we 
think the importance of the opportunity to directly engage with customers through these two open challenge sessions 
is overstated. 

 
(110) The timing of the sessions must also allow companies to respond to the engagement undertaken. As currently 

proposed in the draft methodology, the second session takes place after business plan submission and so companies 
will have no opportunity to build this session into their plan. To be truly meaningful and ensure that customers’ views 
are able to be reflected in plans, we consider that any sessions should take place before business plan submission. This 
way Ofwat can still take the views into account in their assessment, and companies could incorporate the views into 
their plans.  

 
(111) It will also be important to ensure that these challenge forums are not seen as taking precedence over (or replacing) 

genuine rich engagement with customers. It is important therefore that the nature of these groups should not be too 
prescriptive nor given disproportionate weight and are viewed as one part of companies’ engagement alongside other 
avenues of customer engagement.  
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05 Delivering outcomes for customers 
 

Q5.1 Do you agree with our proposed package of common performance commitments? Is water demand best incentivised 

through separate performance commitments on household and domestic consumption and leakage or through a 

performance commitment measuring total demand? 

 

Overall view: Neither agree nor disagree  - N/A 

 

(112) In responding to this question, we firstly respond on the overall package before dealing with the specific question on 
water demand. 
 

(113) We support Ofwat’s increased focus on delivering greater value for customers and the environment through the 
outcomes regime at PR24. We welcome the alignment between this aspiration and our company’s purpose to bring 
environmental and social prosperity to the region we serve through our commitment to Love Every Drop. We are 
encouraged by Ofwat’s specific focus on the environment as captured through the introduction of a broad range of new 
performance commitments spanning from river water quality to biodiversity. Dependent on the calibration of 
incentives and definitions of commitments, the outcomes regime has the potential in AMP8 and beyond to incentivise a 
fundamental shift in the way the industry operates to help meet ambitious environmental targets and deliver on the 
long-term outcomes most valued by customers. However, it is vital to get the detailed definitions and calibration of 
incentives, targets and allowances correct. 

 
(114) We support Ofwat’s commitment to the outcomes regime. In future price reviews welcome further discussion to 

ensure the regime continues to evolve and holistically deliver the long-term outcomes most valued by customers rather 
than outputs reacting to the symptoms of wider operational or asset health challenges. 

 
Water demand performance commitment 
 

(115) Supporting customers, regardless of type, to use less water is an important part of securing resilience to drought and 
protecting the environment. However, consumption patterns are susceptible to factors outside of water company 
control, illustrated by recent events like Covid-19 and the drought of Summer 2022.  
 

(116) Many of the most effective methods for reducing customer demand are driven by Government.8 As such there is a 
requirement for coordinated action across Government, wholesalers, retailers, other abstractors, industry and 
household customers. It is not reasonable to expect the delivery of the government ambition for demand reduction to 
be delivered by wholesalers alone. It also suggests than any incentives around customer demand need to be carefully 
calibrated to balance the risk of windfall or poor performance outside of management control. It may be that financial 
incentives are not appropriate at all and that these should be kept distinct from leakage. 

 
(117) If financial incentives for demand are retained at PR24, we are supportive of combining leakage and PCC into a 

distribution input PC to incentivise the overall reduction of water demand and losses, with business demand excluded 
and with appropriate safeguards to manage risk. A shift towards a combined metric would give companies flexibility 
and opportunities to innovate to find the most effective and cost-efficient methods to deliver the higher-level outcome 
of reducing water demand and loss. It would also permit exploration of introducing a metric measuring reducing total 
abstraction per customer at PR24.  

 
(118) Regardless of the approach adopted, some account must be given to the impact of growth on performance. Within the 

Anglian region, more than 20,000 domestic properties are added to our network each year; the addition of circa 
100,000 over an AMP with an average requirement of 300 litres per property per day will lead to an expected 30Ml per 
day increase in demand. To account for growth within measurement of this commitment, we recommend for the 
combined metric of Distribution Input (DI) is normalised in some way, for example per capita, is used to monitor 
reductions in line with Defra’s proposal in the consultation on Environment Act targets.  

 
(119) We believe it is premature to consider incorporating business demand within this combined metric.  We note business 

demand is especially sensitive to weather events and economic drivers outside management control. The detailed 
definition needs further work and potentially a period of shadow reporting to ensure it is sufficiently robust for 

 
8 Page i, Pathways to long-term PCC reduction, Artesia Consulting. 
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financial incentives. As such, to permit business demand to be considered for integration within a wider water demand 
metric for PR29, we recommend for AMP7 convening an industry group to explore options for this measure alongside 
shadow reporting activities. When considering options for business demand and the exclusion of the largest business 
customers, consideration must be given to how to account for companies whose usage fluctuates around the selected 
threshold. One option would be for exclusions to apply to companies whose usage is above the threshold for a three-
year period, and for the exclusion once granted to apply for three years regardless of volume used. Some account 
should also be made for the rapid expansion of new industries, for example data centres or hydrogen production. 
 

(120) Regarding proposals to report leakage based on night flow monitoring data, we note by the end of AMP8 it will be 
possible to use daily zonal level water balances to report leakage as a result of smart metering roll-out reaching near 
full coverage across our region. As daily zonal level water balances are likely to be more accurate than night flow 
monitoring data, we would welcome the opportunity to work with Ofwat and the sector to develop a recognised 
methodology for reporting.  

 
(121) We note in row 1G of Table 3.5 in Appendix 7 that compliance with a tolerance of 0.1% maximum likelihood estimation 

(MLE) would inadvertently result in companies reporting of significantly higher levels of leakage (up to 10 ml/d). We 
recommend it would be more appropriate to use the definitions around MLE adjustments from section 16 in the PR19 
leakage reporting guidance. 

 

Q5.2 Do you agree with our proposed guidance for bespoke performance commitments? 

 

Overall view: Neither agree nor disagree – N/A 

(122) We note Ofwat’s proposed criteria for the selection and assessment of bespoke performance commitments does not 
directly reflect the differing priorities of companies’ customers. To capture variations in the valuation of services 
delivered to customers in different regions, we propose explicit reference is made to regional customers’ priorities and 
views within the criteria, potentially as a separate criterion. 
 

(123) We welcomed clarification within the stakeholder Q&A on 23rd August that the limit of 2-3 bespoke PCs per company is 
indicative rather than definitive, and where there is “compelling evidence” that a company requires more than 2-3 
bespoke PCs these should be proposed subject to fulfilment of the criteria. We believe in the event that there is a clear 
benefit to customers, we seek further detail on what Ofwat would consider to be “compelling evidence”.  

 
Q5.3 Do you agree with our proposed approach to setting standard rates? 

 

Overall view: Agree 

(124) We support Ofwat’s intention to cross-check rates against a number of sources of information, including Return on 
Regulated Equity (RoRE) to ensure appropriate calibration of incentives on individual performance commitments and 
across the outcomes package. This is particularly relevant given the novel approach to estimating marginal benefits.  
 

(125) We are also supportive of Ofwat’s proposal to take into account a range of considerations when setting the benefit 
sharing factor for each performance commitment including confidence in marginal cost estimates, wider benefits when 
not reflected in marginal benefit estimates, and marginal cost estimates where appropriate.  

  
(126) We note that the approach to setting final rates should account for company scale, and that consistency in approach 

and valuation shouldn’t result in consistent unit rates. At PR19 Ofwat compared outcome delivery incentive (ODI) rates 
on a £ per HH basis to account for company scale. It is our assumption that consistency on this basis is Ofwat’s aim at 
PR24. If rates are consistent in absolute terms across companies then the scale of incentives will be extremely high for 
smaller companies and potentially inconsequential for larger companies. 

 
Q5.4  Do you agree with our proposed approach to the measures of experience performance commitments, including to 

increase the size of C-MeX? 

 

Overall view: Agree 

 

(127) Our reflections on the proposals for C-MeX and BR-MeX are covered in more detail in response to appendix 6 questions 
1, 2 & 3.  
 



   
 

20 
 

(128) D-MeX remains a relevant incentive as it encourages companies to deliver excellent service to their developer 
customers and competitors, facilitating housing and economic growth. 

 
(129) The Draft Methodology proposes to keep D-MeX under review, especially as the regulatory approach to developer 

services evolves at PR24. The Draft Methodology also discusses survey frequency. We believe there is a case to look 
again at survey frequency for large developers, self-lay providers (SLP) and new appointment and variation (NAV) 
companies. These customers are currently under-represented in D-MeX, yet they are the main contributors to housing 
growth and economic development within the developer services market. This will become even more relevant as SLPs 
growth their market share and the NAV market becomes more mature.  

 
(130) As D-MeX remains under review, there may be an opportunity to increase the prominence of drainage within D-MeX. 
 
Q5.5  Do you agree with our proposed approach to estimating marginal benefits for common and bespoke performance 

commitments? 

 

Overall view: Neither agree nor disagree – N/A 

 

(131) The proposed approach to use the collaborative customer research as the basis for determining marginal benefit 
estimates for most common performance commitments is novel and untested; as such there remains uncertainty in the 
outputs of this research and the robustness of the marginal benefit values. These values will have been gathered in the 
absence of any understanding of current company performance or marginal cost of improvement. As such, we believe 
there is a need to maintain flexibility and look to a range of sources in calibrating the incentives. 
 

(132) Based on our prior experience of mapping valuations to performance commitments at PR19, we would welcome the 
opportunity to work with Ofwat to map the initial valuations from the collaborative customer research to common 
performance commitment definitions.  

 
(133) As previously noted within our response to the discussion paper on outcomes delivery incentives, we recognise the 

difficulties in establishing valuations for asset health performance commitments. We believe that using inferred 
marginal benefits as a starting point for estimating marginal benefits is sensible for informing incentive rates depending 
on the weighting of metrics. We support Ofwat’s proposal to use a range of approaches to cross-check incentive rates 
for asset health performance commitments where marginal estimate benefits are not deemed sufficiently reliable.  

 
Q5.6  Do you agree with our proposed approach to incentivising asset health performance? 

 

Overall view: Disagree 

 

(134) As captured within our responses to the consultations on base costs and operational resilience, we welcome Ofwat’s 
direction of travel to support long-term asset health maintenance and improvements. We welcome Ofwat’s proposal to 
set outperformance on asset health performance commitments, although agree with Ofwat’s recognition that 
performance commitments only measures asset health at a single point in time. While supporting the retention of asset 
health measures within the incentive package at PR24, we note that these are backwards looking measures that 
address the symptoms rather than the drivers of deteriorating asset health, whereas allowances should with reference 
to forward-looking risk. We note the proposals to introduce outperformance incentives for sewer collapses and mains 
repairs, while welcome, are unlikely to significantly impact the overall symmetry of risk and reward within the incentive 
framework given they are lagging measures of long-term asset health.  
 

(135) As such, the focus for incentivising asset health must be ensuring appropriate cost allowances for capital maintenance. 
Providing outperformance incentives is unlikely to drive the desired outcomes alone and places increasing pressure on 
the expectations of what can be delivered from base expenditure. We retain the view that not reflecting capital 
maintenance in the assessment of companies’ long term delivery strategies is a missed opportunity for companies to 
demonstrate their adaptive approaches to maintenance in the face of longer term challenges. 
 

(136) Therefore, in addition to incentivising performance improvements in this area through the outcomes regime, we 
welcome the opportunity to work with Ofwat to develop a complementary monitoring framework through the 
operational resilience working group. We also welcome the opportunity in future price reviews to look beyond 
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performance commitments addressing the symptoms of deteriorating asset health to look at broader outcomes that 
holistically address the root causes of these challenges. 

 
Q5.7  Do you agree with our proposal to retain, expand and streamline enhanced incentives? 

 

Overall view: Agree 

 

(137) We welcome the retention of enhanced incentives at PR24, and recognise the potential opportunities provided by the 
enhanced ODI framework to incentivise high-performing companies to deliver frontier-shifting performance 
improvements where there are clear benefits for customers.  
 

(138) As described in our response to the discussion paper on outcome delivery incentives, the realisation of the benefits 
created from improving performance beyond the current industry frontier is inherently dependent on the effective 
calibration of incentives to ensure high-performing companies are appropriately funded through the mechanism. Ofwat 
make several references to top performers earning outperformance payments in future periods,9 however in our 
experience our sector-leading position on reducing leakage, which is the result of significant and sustained devotion of 
resources to this issue, has not translated into outperformance payments. This may be a useful case study for 
improving the regime at PR24. 

 
(139) In addition to the opportunities presented through the enhanced ODI framework, we also remain supportive of wider 

mechanisms incentivising innovation outside of the outcomes regime such as the successful Ofwat Innovation Fund. 
 
Q.5.8  Do you agree with our proposed approach to selecting performance commitments for enhanced incentives? 

 

Overall view: Neither agree nor disagree – N/A 

 

(140) Given increasing pressures on water supply and resilience we believe there would be a clear customer benefit in 
considering leakage and PCC as candidates for enhanced incentives, in addition to those identified by Ofwat. Improving 
performance beyond the industry frontier would bring significant customer benefits through alleviating current 
pressures on the supply-demand balance and are unlikely to reach the point of diminishing marginal returns during the 
2025-2030 period for either metric. Considering the sector already has historic data on both measures through the 
annual performance reports, we propose both leakage and PCC should be considered as candidates for enhanced 
incentives. Ofwat could consider setting company specific enhanced thresholds to account for differences in prior 
enhancement investment. 
 

(141) As we believe the selection of enhanced incentives should be driven by customer priorities, we propose that reduction 
of harm from storm overflows should also be considered as a candidate for enhanced incentives as this measure is a 
clear customer priority and the environmental benefit of exceptional company performance on this measure is evident. 
Enhanced incentives present a clear opportunity to incentivise the industry to exceed the expectations of customers 
and stakeholders and push for aspirational improvements for the greatest environmental benefit. This is especially 
significant considering the desire from Ofwat for an industry step-change in this area as indicated by the expectation to 
achieve an average of 20 spills per year by 2024-25. Although we recognise this performance commitment does not 
meet Ofwat’s proposed ‘well-established metric’ criteria point, we strongly believe the benefits of applying enhanced 
incentives to this measure in AMP8 are substantial enough to warrant consideration at present rather than delaying 
until PR29. 

 
Q.5.9  Do you agree with our proposed approach to setting enhanced thresholds, rates and caps? 

 

Overall view: Agree 
 
(142) We support the removal of enhanced caps and the proposal to set enhanced incentives as outperformance-only. We 

note customers are protected through Ofwat’s proposal to set the aggregate sharing mechanism on a net basis, 
disincentivising over-focus on individual commitments rather than making improvements across the outcomes package.  
 

 
9 Page 62 and page 64 of Creating tomorrow, together: consulting on our methodology for PR24 
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(143) Although we recognise the rationale for setting enhanced incentives at twice the standard rate, we recommend cross-
checking with marginal cost data where appropriate to ensure high-performing companies are appropriately funded 
through the enhanced ODI framework to deliver frontier-shifting performance improvements. The effective calibration 
of enhanced incentives is fundamental for incentivising aspirational rather than average performance by high-
performing companies, therefore cross-checking with marginal cost data gives assurance the enhanced ODI framework 
is suitably calibrated to be the most effective in driving a step-change across the industry to the benefit of all 
customers. 

 
Q.5.10  Do you agree with our proposed approach to knowledge sharing? 

 

Overall view: Neither agree nor disagree 

 

(144) Although we recognise that the enhanced ODI framework has the potential to deliver benefits to all customers and not 
just those of the frontier-shifting company, further clarification on Ofwat’s approach to knowledge sharing is required.  
The requirements for knowledge sharing activities and details on the claw-back mechanism for non-compliance must 
be made explicit ahead of business plan submission to support planning and preparation. Acknowledging this is a 
developing area, we welcome the opportunity to work with Ofwat to develop the criteria and requirements for 
knowledge sharing activities, and additionally recommend Ofwat should look to the lessons learnt on knowledge 
sharing from the Innovation Fund challenges.  
 

Q5.11  Do you agree with our proposal to set caps and collars on a targeted basis, and apply a two-sided aggregate sharing 

mechanism to all companies? 

 

Overall view: Disagree 

 

(145) We note Ofwat’s concern that setting caps and collars in certain circumstances may constrain company ambition for 
performance improvements despite a clear customer and environmental benefit. Nonetheless, we maintain that caps 
and collars should be set on a wider basis than outlined within the Draft Methodology where required in order to 
manage risk for volatile measures or measures affected by external factors i.e., extreme weather.  
 

(146) The proposed approach to setting caps and collars may compound the risks arising from the removal of exclusions and 
deadbands for certain performance commitments, creating a ‘double jeopardy’ for risk exposure potentially resulting in 
extreme underperformance payments. To ensure companies are not excessively rewarded or penalised as the result of 
anomalous exogenous factors (i.e. severe weather conditions within an annual period), caps and collars continue to 
serve a useful function to mitigate risk within the ODI package. Caps and collars may also reduce the likelihood of 
companies being rewarded for temporary improvements without active management of the commitment or 
intervention (i.e. due to favourable weather conditions in one annual period).  We note poor performance on certain 
measures without collars might dampen incentives across the ODI package as the proposed primary sharing threshold 
of the aggregate sharing mechanism will apply only beyond 3% RoRE. While it is impossible to quantify until the outputs 
of the collaborative research are available, this kind of effect is plausible for measures like water supply interruptions. 
 

(147) We believe caps and collars should be informed by volatility, materiality and the views of customers on the total scale 
of incentives and relative calibration towards individual performance commitments. This will ensure the incentives 
payments do not exceed what customers are willing to pay. 

 
Q.5.12 Do you agree with our proposal to not set deadbands on any performance commitment? 

 

Overall view: Strongly disagree 

 

(148) In line with the CMA’s final redetermination in March 2021, deadbands remain appropriate to manage risk exposure in 
certain circumstances where outcomes are not fully within management control, including when: 
 

1) The measure allows very little tolerance, meaning companies may miss the performance commitment level without 

objectively failing in management of the commitment, 

2) Delivery of the PC is not entirely within companies’ control, and where circumstances outside management control may 

lead to a small underperformance, 

3) The measure is new, and its relation to desired company management behaviours and outcomes is not clear. 
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(149) The potential risk created by the removal of deadbands may be further compounded by Ofwat’s proposal to remove 
exclusions on several performance commitments (e.g., unplanned outage) and increase the degree to which PCs can be 
influenced by exogenous factors (e.g., severe weather events).  We propose Ofwat should retain deadbands for 
measures sensitive to such factors. We note deadbands will be used by Ofgem within the recent RIIO-ED2 final 
determinations for financial ODIs including for the ‘Customer Satisfaction Survey’ financial Output Delivery Incentive 
(ODI-F) to embed a minimum expected level of performance whilst incentivising improvements, and the ‘Time to 
Connect’ ODI-F to provide protection against unexpected behavioural changes outside management control.  
 

(150) For statutory compliance performance commitments, although we agree that full compliance forms a rational level to 
set as the performance commitment level, we propose deadbands should be retained on these measures to ensure 
companies are only penalised for failure to meet the baseline expectations of performance. At present, we observe that 
the EA deems >99% compliance on Discharge Permit Compliance as ‘Green’ (‘better than target’) within the 
Environmental Performance Assessment (EPA). Additionally, at present the Drinking Water Inspectorate’s (DWI) report 
refers to the deadband CRI target of two as the level of performance they expect companies to meet. If this deadband 
were removed on this metric, it is likely this will result in most companies receiving underperformance each year, 
unjustifiably damaging the sector’s strong reputation for providing high quality drinking water.  

 
(151) As such we suggest retaining a deadband when the performance commitment level is set at full compliance to ensure 

alignment with the expectations of other regulators. We believe that this does not dull incentives for companies to 
meet statutory obligations considering the reputational significance given to these measures by the DWI and EA, 
contributing to ongoing improvements for both measures. As per the CMA’s redetermination, we also recognise 
deadbands may be used to avoid the unnecessary regulatory burden of processing small outperformance and 
underperformance payments for small variations in performance which may be considered within a normal range of 
fluctuation for an efficient company.  

 
Q.5.13  Do you agree with our proposed approach to estimating ODI risk? 

 

Overall view: Disagree 

 

(152) We believe Ofwat should pursue option two, the refined PR19 approach at PR24. Estimating risk consistently across 
companies will better enable comparable incentives for all companies on the common performance commitments at 
PR24 considering relative service performance and other factors.  
 

(153) As raised in our response to the discussion paper on ODIs, symmetrical incentive rates do not necessarily create 
symmetric risks for customers and companies. Setting stretching performance targets with a blanket assumption that 
environmental and service improvements can be delivered from base allowances without additional incremental cost 
creates significant downside risk. As such, relying on a generic 1-3% of RoRE range for ODI risk is insufficient for robust 
risk analysis, which in turn should inform the calibration of incentives, performance commitment levels, caps and 
collars and deadbands. 

 
(154) We note Ofwat’s proposal for Price Control Deliverables to apply to the delivery of benefits of enhancement 

expenditure realised after 2030 could lead to double penalties for under-performance in AMP8 for some metrics. For 
instance, the proposal to set PCDs for delivery of WINEP biodiversity benefits alongside a performance commitment in 
this area creates two avenues to be penalised for under-performance but only one to reward outperformance. 

 
Q.5.14  Are there instances where providing greater clarity over our intended approach to incentive rates in PR29 would 

clearly be in the interests of customers? Please explain why and provide supporting evidence. 

 

Overall view: Agree 

 

(155) We welcome Ofwat’s growing emphasis throughout the PR24 framework on encouraging the sector to take a long-term 
approach as emphasised by the introduction of company Long Term Delivery Strategies (LTDSs). To support the 
development of companies’ LTDSs including alignment between performance commitments and identified long-term 
objectives, and to ensure a smooth glidepath between short- and long- term performance improvement ambitions, we 
encourage Ofwat to provide greater clarity on incentive rates where possible.  
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(156) For certain performance commitments, providing greater clarity over the intended approach for incentive rates in PR29 
and future AMPs would be in the interests in customers when the benefits of incremental improvement will take time 
to be fully realised or measurable. For instance, for the biodiversity performance commitment, as interventions taken 
to support certain habitats in reaching target condition may take multiple AMPs, a lack of certainty on incentive rates 
has the potential to dampen company ambition on this measure or pursue quick improvements with limited 
biodiversity benefits. In these circumstances, clarity on incentive rates will permit long-term ambition on habitat 
enhancement and deliver the greatest environmental value for customers. 

 
Q.5.15  Do you have any comments on our proposed approach to implementing and streamlining payments at PR24? 

 

Overall view – Neither agree nor disagree – N/A 

 

(157) We have no additional comments on this question. 
 

Q5.16  Do you have any wider comments about the ODI framework at PR24? 

 

Overall view: Strongly Disagree 

 

(158) We support Ofwat’s recognition that the ODI framework at PR24 presents a significant opportunity to incentivise and 
monitor the delivery of service improvements that create the most environmental and social value for customers. 
Nonetheless, we are concerned by the asymmetry of risks presented by a combination of proposals within the Draft 
Methodology 

 
Asymmetry of risk 
 
(159) We have a fundamental concern that the miscalibration of shorter-term incentives to improve service will put at risk 

the long-term ambitions in areas such as drought resilience, pollution reduction, dealing with growth, climate change 
adaptation and achieving net zero.   
 

(160) Although we recognise efforts to improve symmetry across the incentive package through the proposal to apply 
symmetrical financial underperformance and outperformance payments to most performance commitments, 
symmetric rates do not necessarily create symmetric risks.   
 

(161) We are concerned that asymmetric risks are increasing as a result of the proposals for many aspects of the PR24 ODI 
framework. These include the greater downside risks created through the blanket removal of caps, collars and 
deadbands and the removal of exclusions from many performance commitments. Ofwat’s proposal for Price Control 
Deliverables to apply to the delivery of benefits of enhancement expenditure realised after 2030 could lead to double 
penalties for under-performance in AMP8 for some metrics, systematically increasing asymmetry.  
 

(162) If Ofwat’s goal is symmetry, which we would support, we recommend steps be taken to improve symmetry of risk 
within the incentive package, such as setting caps, collars and deadbands where appropriate or stronger 
outperformance rates on certain measures to encourage companies to aspire to outperform rather than focus on 
minimising penalty. This requires alignment between many components of the PR24 regulatory framework, including 
setting PCLs, cost assessment and the calibration of incentives, requiring extensive cooperation between teams working 
on these areas before the Final Methodology is agreed.  

 
Unplanned outage 
 
(163) We note the proposal to remove the exclusions on the unplanned outage performance commitment will most likely 

increase the volatility of this metric especially considering the proposal to remove the deadband.  
 

(164) As there are only two years of reporting data in AMP7 on this metric, and the exclusions for this metric can be very 
variable, the significance of removing the exclusions is not fully understood. We note exclusions are typically not 
related to asset health but are granted as a result of pollution or water quality incidents, and that the management of 
exclusions permits companies’ time to properly resolve issues.  
 

(165) For instance, our Winterton Holmes works was taken offline for over two years as a result of a pollution incident within 
the catchment, however supply to the network was maintained using an alternative supply site due to a resilient 
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network. This event would have increased our year-end position by 0.462% in 2020/21 and 0.464% in 2021/22 if not 
excluded despite no service impact on customers. Other performance commitments, such as interruptions to supply, 
are in place to incentivise the maintenance of high-quality services to customers. Therefore, we recommend retaining 
the exclusions to allow time for the management of pollution and water quality incidents and maintain data quality. 

 
Storm overflows 
 
(166) We provide further comments on the proposals for the storm overflows performance commitments in response to 

Q6.7.  
 
Appendix 6: question 1 
 
Do you have further views on whether the proposals laid out for C-MeX are appropriate? 
 
Overall view: Agree 
 
Review of C-MeX 
 
(167) It is right to continue to review how C-MeX is operating and the behaviours it is incentivising, as Ofwat proposes. This 

review should have a clear purpose at its outset. Our comments in response to this question and the next are intended 
to support Ofwat’s review and we would welcome the opportunity to contribute further to the review, for example 
through direct engagement with Ofwat, a working group and responding to working papers. 
 

(168) One area the review could cover is the behaviours that the customer experience survey is driving, and whether those 
are the behaviours intended when C-MeX was developed. For instance, the Draft Methodology references how 
customer experience may drive street works improvements, but only a small proportion of customers are directly in 
contact with street works in any given year. Our view is that customer experience survey is encouraging companies to 
create additional touchpoints with broad groups of customers, which deliver wider benefits but may entail increased 
cost to customers.  

 
Scale of incentives 
 
(169) There is a strong case for the scale of incentives in C-MeX to expanded. We believe this is true not just for the 

enhanced outperformance payments, but also the standard incentives. As the C-MeX scores converge, increasing the 
scale of payments reinforces the incentives for companies to continue to improve performance. 
 

(170) There is a precedent for stronger customer service incentives in Ofgem’s recently announced RIIO-ED2 draft 
determinations, which proposes incentives for Customer Satisfaction and Customer Complaints at 0.6% of RoRE 
combined.10 These two incentives are larger than C-MeX currently is for most water companies, but water companies 
have significantly more interaction with end customers than electricity distributors which suggests incentives for 
service should be at least comparable, if not greater. 

 
Check and challenge process 
 
(171) We understand Ofwat’s rationale for removing the check and challenge process. We believe if this process is removed 

there should be some other form of quality check, even if it is very simplistic. This would identify responses where the 
customer has entered 0 for satisfaction but 10 for net promoter score, which would  suggest that the respondent made 
a mistake has been made while completing the form. 

 
Minimum channels  
 
(172) We share Ofwat’s ambition that the industry offers high-quality, meaningful, contact channels to customers. 

 
(173) One way of achieving this is to increase the number of channels, which we would support. We believe it is important 

that the channels provide opportunity for two-way, good quality communication between customer and company. For 
example, we do not believe that an online portal that presents information to a customer but offers no opportunity for 

 
10 Ofgem, RIIO-ED2 Draft Determinations – Overview Document, Table 1 
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communication back from the customer should be counted. To ensure channels are valid and valuable, Ofwat could 
consider surveying customers equally across the channels offered. This would provide incentives for companies to 
offer a range of high-quality channels and to take steps to ensure they are visible and accessible to customers. The 
survey could capture customer satisfaction with, or views on, ease of use of the channel.  
 

(174) If a minimum number of channels is set that includes a certain level of digital channels, with all channels surveyed 
equally, this would remove the need for a digital weighting with the benefit of simplifying C-MeX. 

 
Other points to be considered in the review of C-MeX 
 
(175) As a company we are striving to be more proactive in our communication with customers in relation to service. This 

can give customers prior warning of service issues, removing a need for them to contact us saving cost and time for 
both our customers and us. This is a behaviour that Ofwat is looking to encourage and could be incentivised through C-
MeX, if outbound service communications were included in the survey samples. 
 

(176) We believe that regional characteristics could be considered further in the design of C-MeX. For example, water 
hardness is a factor outside of company control but can influence customer perception of their water provider. There 
appears to be a correlation between companies that perform well in C-MeX and those that have softer water. 
 

(177) We see the value in incentives for exceptional performance. However, we do not believe that the use of the UK 
Customer Service Institute (UKCSI) benchmark is appropriate. There are concerns about its relevance to the water 
sector, including it not having a representative sample for all companies in all areas and its use of NPS, which was 
dropped from consideration within C-MeX more generally at PR19 for not being as relevant to a regulated monopoly. 
Removing the use of the UKCSI benchmark would simplify C-MeX and create scope for alternative gates to be used for 
enhanced incentives, such as vulnerability (discussed further in response to question 6.2.  

 
Appendix 6: question 2 
 
Do you agree that C-MeX needs to adapt to provide better service to vulnerable and worse served customers? 
 
Overall view: Agree 
 
(178) As C-MeX matures as an incentive it is appropriate to reflect on whether it is serving vulnerable and worse served 

customers appropriately. In our view this should include customers who have affordability challenges. This should form 
part of Ofwat’s review of C-MeX. We support further work looking at the service received by vulnerable customers, 
especially as the existing vulnerability performance commitments, while monitored by Ofwat, could be removed from 
the performance commitment framework at PR24. We would welcome opportunity to work with Ofwat on this. 
 

(179) We note that Ofgem’s RIIO-ED2 draft determinations include financial incentives up to +/- 0.2% RoRE for supporting 
customers in vulnerable circumstances.11 Priority Services Register reach is a significant component of performance 
against this incentive.  
 

(180) One approach for C-MeX could be to include how vulnerable customers are served, e.g. through metrics related to the 
PSR, as part of the enhanced thresholds for C-MeX. To simplify C-MeX we propose this replaces the UKCSI benchmark. 

 
Appendix 6: question 3  
 
What are your views on our proposal to introduce a single, combined common performance commitment ('BR-MeX') 
capturing the experience of both end business customers and retailers as intermediate customers? 
 
Overall view: Agree 
 
Retailer satisfaction 
 
(181) There is a strong case to introduce a retailer measure of experience (R-MeX) at PR24. In our PR19 business plan, we 

saw this case and proposed a bespoke financial performance commitment for R-MeX. As this was a bespoke measure, 

 
11 Ofgem, RIIO-ED2 Draft Determinations – Overview Document, Table 1 
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we focused on our own performance in delivering market performance and the views of our retailer customers using 
net promoter score.  
 

(182) We believe the PR24 performance commitment for R-MeX should be built on the MOSL survey as proposed by Ofwat. 
As well as transactional experience, it should capture the holistic relationship between retailers and wholesalers, 
above and beyond individual transactions. There is currently no formal requirement on retailers to complete the R-
MeX survey under the market codes and we believe consideration should be given to how to ensure the full range of 
retailers respond to R-MeX surveys. The market performance framework already captures performance and timeliness 
of service, and R-MeX represents an opportunity to incentivise not just a timely service, but a responsive and tailored 
one.   

 
Non-household customer satisfaction 
 
(183) We are less sure that an incentive on business customer experience is desirable, or even if it was, that it could be 

effective. Ownership of the customer relationship now sits with the retailers. Two of the key benefits expected by 
opening the non-household retail market were to improve customers service and to promote water efficiency. Ofwat is 
now looking to place incentives on wholesalers to improve industry performance in these areas. This could appear 
inefficient, with customers expected to fund the set-up and implementation cost of the non-household market and 
now also pay incentives to wholesalers to reduce water demand and improve customer service. These new incentives 
will need to be very carefully designed to be effective, without impacting or undermining the market. We are keen to 
work with Ofwat and MOSL to explore how this incentive can be developed and implemented effectively. It may be 
that during development or the pilot period, that it becomes apparent that the incentive will not be effective. In which 
case Ofwat should reserve the option not to implement it.   
 

(184) For non-household customers, if implemented, the survey should look to capture the views of customers who have 
recently interacted with their wholesaler, as well as those who haven’t. This will pick up the general satisfaction of 
those customers with the service they receive e.g. pressure.  

 
Separate incentives 
 
(185) In our view, if there are incentives for retailer satisfaction and business customer satisfaction, they should be separate. 

This approach avoids creating a ‘basket’ of measures which Ofwat sought to remove at PR19 as it dulls incentives 
(similar in principle to the rationale for not including the Environmental Performance Assessment as a performance 
commitment).  

 
Appendix 6: question 4  
 
Do you consider evidence suggests that the current water supply interruptions performance commitment is inhibiting 
innovation? If so please provide it. 
 
Overall view: Neither agree nor disagree – N/A 
 
(186) We note that there are interactions between innovation, smart networks and this performance commitment. For 

example, some companies such as Anglian increasingly use smart networks to monitor operation of the network. These 
systems record supply interruptions during the night, which may go unnoticed by customers. Companies who do not 
actively monitor their networks would not record these supply interruptions. 
 

(187) We wholeheartedly support the development of innovative schemes and trials aiming to minimise the impact of 
service disruptions on customers. We believe the simplest solution at this stage is to enable trials for the innovation 
fund to have derogations from performance commitments in defined geographic areas rather than include an 
exemption within the performance commitment definition.   

 
(188) We note that as the industry consistently improves performance and gets closer to the performance limit of zero 

interruptions, the impact of big events associated with the weather increases. This is particularly concerning given the 
volatility of performance and proposal to remove caps and collars for this performance commitment. We believe 
calibration of this performance commitment, the performance commitment level and the associated incentives will be 
critical to improving symmetry in the outcomes framework. 
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Appendix 6: question 5  
 
Do you agree with our proposed definition for the biodiversity performance commitment? 
 
Overall view: Agree 
 
(189) We welcome the introduction of a biodiversity performance commitment and have been pleased to collaborate with 

Ofwat and other stakeholders through the Biodiversity task and finish group (TAFG) to develop a metric incentivising a 
long-term approach to the maintenance and enhancement of ecosystems. We recognise the challenges associated 
with the creation of a biodiversity performance commitment, therefore are pleased to see this measure included 
within the common performance commitment package at PR24 as a ‘pathfinder’ to build upon in future price reviews. 
We are encouraged by many aspects of the proposed definition, including the inclusion of irreplaceable habitats and 
Sites of Special Scientific Interest within scope.  Nonetheless we note some areas for clarification regarding the 
measurement and definition of the commitment, including: 

 

• Which sites fall in and out of scope in the context of including all land in which “water companies carry out [their] 

functions”, particularly where this relates to activities on third party land; 

• If companies are expected to baseline all sites where they “carry out [their] functions” or only baseline where 

“appropriate management is in place to, at least, conserve biodiversity” as stated in Appendix 7, which suggests 

only land that is currently actively conserved would be subject to the performance commitment.  

• If independently conducted site visits from AMP7 using Biodiversity Metric 3.1 can be used as the baseline pre-

intervention assessment, and what criteria must these site visits meet for inclusion; 

• If open water counts towards the reported size of company-owned land. 

 

(190) Given the significant variation in the size of companies’ land holdings, it is likely that the costs of baselining activities 
will vary drastically but could be significant for some companies. We have undertaken 103 baseline surveys on our sites 
since February 2021. Based on the average cost of this, conducting baseline surveys on all of our 6,700 sites would cost 
in the region of £8m, £16m for two surveys at each site in the AMP. This could be exacerbated by the availability of 
third-party ecologists.  
 

(191) We recommend consideration of measures to ensure proportionality, such as exclusion of pumping stations or sites 
smaller than 0.5 hectares (ha). Exclusion of our sites smaller than 0.5 ha would leave approximately 1,000 sites for 
baselining and as such would be more proportionate. We note for small development sites under 0.5 ha without 
priority habitat status that a simplified version of the Biodiversity Metric 3.1, the Small Sites Metric, has been 
developed by Defra and recognised by Natural England.  
 

(192) In addition, as identified by CIEEM in 2021, there is a shortage of skilled and experienced ecologists within the ecology 
and environmental management sector12 , which presents challenges for procuring enough specialists to complete the 
scale of work required by the water industry to support this commitment. Increasing pressures on demand for the 
limited pool of ecologists would most likely drive up the costs of site visits for this performance commitment to 
untenable levels.  To ensure proportionality on the cost of site visits between companies and for the application of the 
performance commitment overall, we recommend Ofwat considers permitting appropriately qualified internal staff to 
conduct site visits as long as sufficient assurance procedures are in place. This is the approach adopted for many other 
performance commitments. As site visits are time and resource intensive for internal teams, we suggest this decision is 
taken as soon as possible to ensure sufficient time for baselining activities.  

 
(193) Regarding the measurement of change of biodiversity at a site using Biodiversity Metric 3.1, we note Defra has issued a 

technical consultation on version 4.0 with the intention to launch the updated version ahead of mandatory biodiversity 
net gain for developments coming into force in November 2025. To ensure comparability of the baseline pre-
intervention assessment with the latest survey and additionally maintain alignment with versions used by other 
organisations, further clarification is required on if and how future iterations of the metric will be incorporated into 
measurement for this performance commitment. We seek clarification if Biodiversity Metric 3.1 will be maintained for 
the duration of AMP8, or there is scope to retroactively apply new metrics to original baselines. 
 

(194) As noted previously in our response, the proposal for a PCD monitoring the delivery of benefits created through WINEP 
programmes beyond 2030 when applied in parallel with this performance commitment could lead to double penalties 
for underperformance in AMP8 through both the PC and PCD mechanisms. We recommend further consideration is 
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given to whether a PCD is required in this area if enhancement investment can be captured through a more stretching 
PCL and long-term ambition incentivised through greater clarity on incentive rates at PR29 and beyond.  

 

(195) We welcome further discussion on any of the areas for clarification raised within this response to ensure this 
commitment further supports our ongoing efforts to enhance the biodiversity and habitats within our stewardship. 

 
Appendix 6: question 6  
 
Do you agree with our proposal to have separate operational greenhouse gas emissions performance commitments for 
water and wastewater, which are based on a normalised measure? 
 
Overall view: Strongly disagree 
 
(196) Any performance commitments for operational emissions must be appropriately defined to deliver the desired 

outcome. We are very concerned that as currently proposed, the performance commitment normalisation and 
approach to setting performance commitment levels will not deliver the desired outcome and risks rewarding and 
penalising companies for their operating circumstances, not their performance in managing emissions. 

 
Normalising performance and setting common performance commitment levels 
 
(197) Page 40-41, Appendix 6 of the Draft Methodology state: 

 
We consider that a normalised measure would provide greater transparency to customers on companies' relative 
performance. The measure could be normalised by an appropriate metric such as distribution input or volume of 
wastewater treated. This would require different performance commitments for water and wastewater to reflect the 
different activities so that meaningful comparisons can be made across companies 
 

(198) Page 71, Appendix 9 of the Draft Methodology states: 
 
Expecting a normalised common level of performance ensures that customers of companies that have been less 
proactive in GHG abatement will not be required to fund reductions to levels that other companies have already 
delivered. 
 

(199) We are concerned that the proposed approach outlined in these two appendices will not have the desired outcome. 
Normalising based on distribution input and volume of wastewater treated misses crucial drivers of carbon emissions, 
namely the level of pumping required to move water and wastewater to and from customers. This coupled with setting 
a common performance commitment could penalise companies who must use more energy, and reward others 
arbitrarily.  

 
Our proactive carbon management 
 
(200) For many years we have been at the forefront of carbon reduction in the water industry. Our decarbonisation journey 

began in 2010, when we first set ambitious goals to reduce our operational and capital carbon emissions, at a time 
when measuring and managing capital carbon – the carbon in our assets and what we build – was unheard of.  
 

(201) With a committed leadership and a determined supply chain, by 2020 we had reduced capital carbon by 61 per cent in 
our capital programmes from our original 2010 baseline and reduced operational emissions by 34 per cent from a 
baseline set in 2014/2015.  
 

(202) Working with Government and leading businesses through our role in the Green Construction Board, we developed 
the world’s first standard for managing carbon in infrastructure (PAS 2080), which is now being used nationally and 
internationally. We have also achieved platinum status on ISO 14064, the international standard for the quantification 
and reporting of greenhouse gases. 
 

 
12 https://cieem.net/a-crisis-in-our-sector/ 
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(203) We are continuing to be proactive. Our net zero strategy13 is one of the most detailed in the entire industry, we were 
the only UK Water company to have a formal role at the UN Climate Change Conference COP26 and in 2021 received 
funding through Ofwat’s innovation fund for two carbon focused projects, Whole Life Carbon Design and Triple Carbon 
Reduction. We have also proactively engaged Ofwat’s PR24 Outcomes Working Group on the potential for greenhouse 
gas emissions performance commitments, including for capital / embedded carbon.  
 

(204) On this basis a common target could see us compare unfavourably to other companies, despite being one of the most 
proactive companies in the sector in managing our emissions. This is contrary to Ofwat’s stated intent in Appendix 9 of 
pushing companies who have not been proactive to catch-up, giving them a continued easy ride. We discuss ways to 
build on Ofwat’s proposed approach below. 

 
Normalising performance 
 
(205) A key driver of energy consumption required by water companies is the electricity consumption to power pumps. In 

2018/19 57% of our emissions were associated with power.14 Our region is famously flat. With few hills we can’t take 
much advantage of gravity, so we necessarily require more energy than other water companies to pump clean water, 
and water for recycling, from place to place. 
 

(206) This will be true for other companies as well. Normalisation of the performance commitment at PR24 must take 
account of the factors that impact emissions, which go beyond just scale.  
 

(207) We propose using pumping head * distribution input for water and pump capacity for water recycling. These data sets 
are being gathered by Ofwat through the APRs. These factors have been strongly correlated with expenditure on 
energy historically.  

 
Setting common performance commitment levels 
 
(208) We note Ofwat’s desire to be able to compare performance across companies. However, if this is not possible using 

appropriate normalisation, an alternate solution would be to set company specific performance commitment levels. 
This could account for how proactive companies have been historically and their operating conditions. This could take 
the form of a percentage reduction, with different levels being applied to different companies to reflect their relative 
positions. 

 
Conclusion 
 
(209) We support operational emission performance commitments in principle. We would welcome the opportunity to work 

with Ofwat to develop appropriate incentives and are prepared to discuss out consultation response on this topic 
directly with the relevant teams at Ofwat. 

 
Appendix 6: question 7  
 
Do you agree with our proposal that the performance commitment on serious pollution incidents should only apply to water 
and wastewater companies? 
 
Overall view: Neither agree nor disagree 
 
(210) We do not have a strong view on this topic but note that for consistency it may be appropriate to set a performance 

commitment for all companies to incentivise eradication of serious pollution incidents. 
 
Appendix 6: question 8  
 
Do you agree we should focus the bathing water performance commitment on the outcome that customers have received 
and should continue to develop an alternative definition to do this? 
 
Overall view: Disagree 

 
13 Anglian Water, Our net zero strategy to 2030 https://www.anglianwater.co.uk/siteassets/household/environment/net-zero-2030-strategy-2021.pdf 
14 Anglian Water, Our net zero strategy to 2030, Figure 2. 

https://www.anglianwater.co.uk/siteassets/household/environment/net-zero-2030-strategy-2021.pdf
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(211) We support basing the measurement of this performance commitment on capturing the movement between 

classifications as specified for Environment Agency (EA) monitoring activities. Accounting for the improvement of all 
bathing waters rather than focusing on bathing waters attaining excellent status may incentivise companies to improve 
the quality of bathing waters including where reaching ‘excellent’ classification within the AMP would be unachievable. 
We would welcome further clarity on a potential approach to implementing a weighted classification-based 
measurement system in order to appropriately assess this option for measurement. Alternately a simpler approach 
would be to monitor the number of bathing waters that are good or excellent. 
 

(212) Ofwat could consider including exclusions from this performance commitment where it can be demonstrated that a 
change in performance is not the result of company action. For example, pollution that can be demonstrated to not 
have come from a company asset, or where a third party’s actions have improved bathing water quality. Given the 
range of factors that affect performance, not to do this means this performance commitment would be inherently 
asymmetrical.   
 

(213) We disagree with the proposal to use excluded sample data to classify bathing waters as this diverges from the 
classifications of the EA. We note the current approach to the classification of bathing waters and rules for discounting 
samples from the classification calculation has been through a robust consultation process developed by the national 
environmental regulator. The EA adheres to strict rules when reviewing the discounting of samples, and the 
discounting of samples may be used to reduce the volatility in classification where a limited number of high outlier 
samples can result in a drop in classification where exclusions based on pollution risk forecasts and abnormal situations 
demonstrate these factors are typically outside of management control. The proposal to include all samples has the 
potential to create a ‘cottage-industry’ of reporting eroding comparability between companies, which we believe is 
unnecessary considering the EA’s well-established and robust monitoring system. As such, we believe experience 
customer receive is sufficiently captured by existing EA classification calculations.  
 

(214) Following Ofwat’s Outcomes Working Group on 1st September, we have concerns with the potential option to take a 
sample-based approach which assigns a weighting for the sample level of intestinal enterococci (IE) and E.coli that are 
present in 75% of samples. While the customer benefit between different EA classifications of bathing waters is 
straightforward to determine and to communicate to customers, setting the thresholds between classifications based 
on IE and E.coli counts is inherently complex. This would require engagement with specialists to determine the health 
implications associated with different count levels to fully establish the incremental benefits to customers. We also 
note potential difficulties in deriving customer valuations to determine incentive rates for this approach. As such, we 
recommend that a classification-based approach is selected for PR24. If Ofwat pursues an alternate approach the 
industry should be consulted on the proposed approach to this performance commitment ahead of the final 
methodology. 

 
(215) Under the classification system, results are assessed over a four-year period. As is currently the case, we believe there 

is a strong case for this performance commitment to remain end of period in its assessment and application of 
incentives. 

 
Appendix 6: question 9  
 
Do you agree with our proposal for the river water quality performance commitment to measure the reduction of 
phosphorus entering rivers? 
 
Overall view: Disagree 
 
(216) We support incentives to improve river water quality and support nature recovery. However, these incentives and 

targets should be outcome focused and catchment based. We made these points to Defra in response to the 
consultation on environmental targets linked to the Environment Act 2021.  
 

(217) A one size fits all percentage reduction in phosphorus may be effective in galvanising support and momentum for a 
target, but it will not delivery the outcomes that the environment needs. The proposed approach risks embedding 
outdated approaches, increasing carbon emissions and driving up additional costs for customers. A focus on 
wastewater treatment will drive companies towards traditional concrete and chemical solutions and discourage 
companies from working to deliver better outcomes in partnership with other stakeholders. 
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(218) We want to see a long term ‘apex’ target for water quality based on the existing measure of good ecological status 
(GES). GES is a well-known, proven and potentially powerful measure which delivers many of the attributes listed 
above. We acknowledge changes would need to be made to the GES design and ambition, but we believe that it 
provides a good outcome focused framework for targets. 

 
(219) We believe it makes sense to maintain alignment to the Environment Act targets (noting these are still draft). However, 

as those targets evolve, and we believe they should be more catchment oriented to prioritise and focus benefits, so 
should the performance commitment definition if timing of the final methodology allows. 
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06 Setting expenditure allowances 
 
Q6.1 Do you agree with our proposed approach to setting efficient expenditure allowances at PR24? 

 

(220) The approach to cost assessment is one of the most fundamental components of conducting the price review as noted 
in Ofwat’s building blocks. It also historically carried significant weight in Ofwat’s assessment of plans.  
 

(221) As such, rather than suggest an overall level of agreement with Ofwat’s approach, we constructively offer views at a 
lower level of detail to support Ofwat’s considerations for the Final Methodology. This is reflective of the active role we 
have played working with Ofwat and the sector in working to develop the future approaches to Cost assessment for 
PR24. 
 

(222) The consultation document sets out many aspects of the proposed approach to setting expenditure allowances. We 
address them in turn below: 
 

Principles of base cost assessment – adding in the new principle on data quality 

 

Overall view: Agree 

 

(223) In general, we are supportive of Ofwat’s set of cost modelling principles. We support the addition of a seventh cost 
modelling principle – requiring that the data used in cost assessment should be of good quality. In the light of 
comments made by both Ofwat and the CMA at PR19 to the effect that the principal reason for excluding APH was the 
quality of APH data, and given the work done by Ofwat and the industry to improve APH data quality, we hope that 
APH may be reinstated as a cost driver at PR24 as demonstrable evidence of where data quality is proven to be of 
sufficient quality it informs future approaches to cost assessment In light of the current emphasis on GHG emissions 
and energy consumption generally, we believe this further supports the use of APH in cost modelling. 
 

(224) To fill gaps in the historical data record to meet the requirements of current models and comply with revised 
accounting guidelines, companies have been ‘back-casting’ data from prior years. We have reservations about the 
consistency of data quality for back-cast data going back as far as 2011/12 across the sector that companies may be 
able to provide now. This new quality principle should be applied to exclude those data from the modelling dataset 
should it be the case that the confidence in in back casted data cannot be achieved. 

 
(225) Our only reservation with the cost principles relates to the application of the principle that models should be sensibly 

simple and transparent. This is consistent with the application of Occam’s Razor, but our concern would be that this 
principle should not result in an arbitrary limit on the number of cost drivers in a model which appeared to be the 
interpretation at PR19.  

 
Timetable for developing base cost models 

 

Overall view: Agree  

 

(226) We recognise the benefit of knowing the PR24 base cost modelling suite will be based upon those used at PR19. 
 

(227) We strongly support the publication of the updated dataset in Autumn 2022 for all parties to use and Ofwat’s intention 
to include all of the supplementary data collections (submitted in July and August 2022) within the published dataset. 
We look forward to this being made available at the earliest possible date and are on hand to support any query 
process ahead of its publication. 
 

(228) We assume the published cost data will be adjusted to take account of any Principal Use of Assets adjustments made to 
historical data so as to meet the principle that the data used in cost assessment should be of good quality given the 
potential material impact of this factor. 
 

(229) We have supported the engagement process that Ofwat has undertaken in relation to the development of the PR24 
Cost Assessment through our wide-ranging inputs to the CAWG to date. 
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(230) We strongly support Ofwat’s proposal for companies having the opportunity to submit additional or modified cost 
models. We welcome Ofwat’s suggestion that there could be additional models for both Treated Water Distribution 
(currently there is only one) and models for Wastewater Network Plus (where currently there are none). We propose to 
present such models consistent with our long-standing view that triangulation ought to be between separate economic 
models and not variants of the same model with differing control variables. As such, it will be important to understand 
the process for how this engagement and companies’ proposals inform Ofwat’s final suite of models and cost 
assessment approaches. 
 

(231) Ofwat proposes a timetable for companies to submit models and for it to publish a modelling consultation. We support 
the process but would prefer the timetable to be advanced to assist with business plan completion. It is therefore 
sensible in our view that the window for companies to submit their proposed models be advanced from “early 2023” to 
Mid December 2022. Provided the industry dataset is released by Ofwat in September, this would allow three months 
to work on such models-which we think is an adequate period of time and advances this input into the PR24 process. 
 

(232) We remain strongly supportive of Ofwat publishing its updated models ahead of business plan submissions, we have 
three targeted concerns for consideration.  

 
(233) First, Spring 2023 (which we interpret as late as April) is very late to inform views of efficient costs and engagement 

with customers and wider stakeholders. As the idea of early sharing of proposed models is to inform Business Plan (BP) 
development, and as BP development will be well advanced by Easter, late publication works against the aim of 
providing clarity to the industry and the necessary engagement and assurance processes which are recognised as 
fundamental to a high quality business plan.  
 

(234) Second, the lack of clarity will give rise to all companies preparing contingent Cost Adjustment Claims (CACs) based on 
the uncertainty of the cost drivers within the modelling framework, as was the case at PR19. The later companies have 
clarity over the likely final base models, the more re-work companies will have to do on CACs with less time to consider 
how to make adjustments symmetrical etc., jeopardising the quality of CACs delivered to Ofwat. 
 

(235) Third, we are concerned that the earliest date for the results of the consultation might not be before early summer. 
That would beyond doubt be too late for the implications to be included in the BP. Looking back to the cost modelling 
consultation held in March 2018, two things stand out. First: there was not an official announcement of the results of 
that consultation. Insofar as there was any announcement, it constituted the models used at IAP. Second: of the 93 
base cost models put forward by Ofwat in that consultation, not a single one was used at IAP or subsequently during 
PR19. Our suggestion is that companies should submit any additional models by mid-December 2022; that Ofwat 
should announce its proposed suite of models by mid-January 2022; and that there should be a short (two week) 
window for comments to be made on the proposed models. In this way, by early February 2023, there would be full 
exposure of all stakeholders’ views in this area. 
 

Scope of modelled base costs 

 

Overall view: Disagree 

 

(236) Ofwat’s default position is that base costs should continue to include base opex and Capital Maintenance and the 
residual elements of growth left within the Network Plus price controls unless robust evidence to suggest that separate 
cost modelling of those cost elements can be shown to be robust.  
 

(237) It is a shared objective between companies, regulators and government that efficient, effective investment provision to 
facilitate growth can be well evidenced. We continue to believe that by combining growth investment into base costs, it 
is harder to demonstrate to wider stakeholders that necessary efficient investment is being made to facilitate growth. 

 
(238) Our view is that a better result for base cost modelling would be achieved if base costs were to revert to covering 

purely base opex and Capital Maintenance: a Botex approach rather than a Botex Plus approach. This would return us 
to the position held prior to PR19 DD. Our reasons are as follows: 

 
i) Logic: if stand-alone growth models cannot be developed, then it cannot be right to include the costs in the existing 

base cost models. In other words, if you cannot model growth satisfactorily using appropriate specific cost drivers 

in a model designed purely to address growth, it is illogical to imagine that including growth costs in a simpler 

model designed to forecast a different set of costs can or will generate sensible assessments for that growth; 
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ii) Feasibility: we believe we can demonstrate that it is possible to model these costs separately in a robust way. As 

Ofwat is aware, we have done some preliminary work in this area and intend to work with others to develop 

further our thinking in this area and submit models to Ofwat in the next few months; 

iii) In the recent water sector redeterminations, the CMA concluded that the approach adopted at PR19 was imperfect 

but with additional time to resolve data issues, superior approaches could be adopted in the future;15 

iv) The residual growth costs are exactly the ones which are least amenable to econometric cost modelling alongside 

base costs (they are large, lumpy and irregular in timing); 

v) The clear inadequacy of the base cost models growth implicit allowances at PR19 for companies with large network 

reinforcement spend such as that indicated by companies’ draft DWMPs from June 2022; 

vi) With regard to the non-growth element of costs moved into base, the flooding mitigation cost is by far the largest. 

These large, lumpy, irregular costs have no cost driver other than scale within the current suite of models. Given 

that the methodology aims to link enhancement expenditure to service improvements, it would be consistent to 

consider flood mitigation and other service improvements as enhancements; 

vii) Including large, lumpy, company-specific costs within base cost assessment makes it more difficult to see the 

underlying picture on botex, which in turn makes it to harder understand future pressures of climate change on the 

assets; 

viii) Finally, there is an inconsistency within the Draft Methodology proposals. On the one hand, there is the demand 

for consistency between strategic planning frameworks and Business Plans. On the other, key elements of those 

frameworks – network reinforcement or flooding mitigation, for example – will on Ofwat’s default position be 

assessed with no regard to strategic planning but instead will be set by the Botex Plus allowance. 

 

Capital maintenance 

 

Overall view: Neither Agree nor disagree 

 

(239) We welcome Ofwat’s openness to taking into account evidence on factors that require a change to the capital 
maintenance allowance within base costs. Consideration of allowances should incorporate a forward look to future 
Capital Maintenance requirements, which may be different from the past. We can see our AMP7 enhancement 
programme leading to significant increases in base costs for the new assets created (a mixture of opex and capital 
maintenance) in AMP8 and beyond. The evidence from the recent Water UK paper16 is also helpful in identifying a way 
forward in this important area, including option 3; the use of Price Control Deliverables for additional maintenance 
allowances. 
 

(240) Whatever approach is taken to reflect a forward look through the cost models, we would strongly advocate that Ofwat 
should triangulate those approaches with an engineering assessment of long-term exposure to risk, as put forward by 
Harry Bush and John Earwaker in their paper submitted originally in support of our PR19 Business Plan17. 

 
(241) Subject to suitable cost drivers being available from within the available dataset, and subject to their addition 

improving the predictive power of the existing models, we would support the inclusion of such additional cost drivers. 
At PR19 and CMA 2020, the reason for rejecting the idea of assessing CM using cost drivers was endogeneity. Our 
suggestion to sidestep the problem is as follows: If the purpose of the new drivers is to ensure sustainability of service 
over multiple AMPs then it would seem sensible that the drivers themselves ought to be long range forecasts. For 
example, long range forecasts of performance of asset failure say for example burst rates, which are in themselves 
exogenous as influenced by climate change. 

 
(242) As commented above, we consider that the inclusion of forecast data in base models is a retrograde step, increasing as 

it does the problem of endogeneity. We also regard forecast cost data as potentially unreliable, given the incentives for 
business plan quality assessment and Ofwat’s proposals not to cap allowances at companies’ business plan levels. 

 
(243) We support the proposal for Ofwat to consider compelling evidence on a step change in maintenance costs and good 

practice in asset management as one option to support a forward-looking approach. We believe that the framework 
put forward by Mark Worsfold of South West Water at the Cost Assessment Working Group represents a good starting 

 
15 Pages 298-299, Anglian Water Services Limited, Bristol Water plc, Northumbrian Water Limited and Yorkshire Water Services Limited price determinations 
Final report 
16 https://www.water.org.uk/publication/options-for-a-sustainable-approach-to-asset-maintenance-and-replacement/ 
17 https://www.anglianwater.co.uk/siteassets/household/about-us/4a-providing-appropriate-regulatory-funding-for-capital-mainteance-activity.pdf 

https://www.water.org.uk/publication/options-for-a-sustainable-approach-to-asset-maintenance-and-replacement/
https://www.anglianwater.co.uk/siteassets/household/about-us/4a-providing-appropriate-regulatory-funding-for-capital-mainteance-activity.pdf
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point. This echoes the approach proposed by Bush-Earwaker and Water UK referred to above, alongside options such 
as the use of PCDs.  

 

Atypical expenditure 

 

Overall view: Disagree 

 

(244) As atypical expenditure is now reported within base opex, we suggest that atypicals should be explicitly removed from 
base opex before developing the PR24 base cost and enhancement cost models. In this way, the cost data since the 
2021 change in RAGs will be on the same basis as the pre 2021 cost data. It will also avoid clouding efficiency analysis 
with the impact of large atypicals (the fines levied on Southern and Thames being cases in point). 
 

Enhancement opex 

 

Overall view: Disagree 

 

(245) In recent reviews, Ofwat has made various attempted to recognise the interactions between opex and capex in 
delivering service improvements to customers and the associated impacts on bills in the short and longer term. While 
we welcome the new thinking on aspects of enhancement opex included in the draft methodology, we believe that a 
broader re-evaluation of how enhancement opex should be handled is required. 
 

(246) We think that there is an important distinction to be drawn between the form of enhancement opex that has always 
been a feature of life for the industry (incremental enhancement opex which follows a capital solution) and the new 
form of ‘totex-world’ enhancement opex (enhancement opex solutions, which are a substitute for a capital solution). 
An example of the latter is the opex incurred by Nature Based Solutions. We discuss below the different ways in which 
we consider these different forms of enhancement opex should be dealt with at PR24. However, for this to be 
practicable, it will be necessary to report both forms of enhancement opex separately. This would help in future price 
reviews in accounting for future expenditure requirements, and better reflect the distinction between the ongoing opex 
for a capital solution, and the opex required to deliver a solution that would otherwise have been capex. We do not 
consider that this will be problematic as Ofwat’s existing suggestion regarding nature-based solutions inevitably 
requires such separate reporting in any event. 

 
Incremental enhancement opex 

(247) Incremental enhancement opex can be characterised as the opex incurred as a consequence of a particular 
enhancement capex scheme. The expected future opex stream to be incurred in the AMP when the scheme is delivered 
is estimated by the company and forms a (generally small) part of the totex which Ofwat assesses as part of the price 
review process. That incremental enhancement opex, which may cover anything from the whole AMP (if the project 
were delivered at the very start of the AMP) to next to nothing (if the project were delivered in the final days before the 
end of the AMP). So, if projects were to be delivered evenly across the AMP and were all of equal size, on average this 
form of enhancement opex would accrue half an additional AMP’s worth of incremental enhancement opex in the AMP 
in which the projects are delivered.  
 

(248) Incremental enhancement opex, which for us amounts to several tens of millions of pounds of costs in in one AMP will 
form part of base costs in subsequent AMPs (both opex and maintenance). These costs of course are not recognized in 
the cost assessment process for the AMP following a particular project’s delivery: by definition those incremental costs 
did not form part of base costs in previous years and, as such, they are not taken into account by the econometric cost 
models.18 When Ofwat develops its base costs models at PR24, the models used to set allowances for AMP8 will only 
contain the incremental opex for the enhancement projects delivered in AMP5 and before. We suggest that the way to 
address incremental enhancement opex within the econometric approach to base costs is to add a full AMP’s-worth of 
incremental enhancement opex to the base modelling output in determining the cost assessment for the subsequent 
AMP, less any Implicit Allowance if there is a relevant cost driver. This would be done as a post modelling adjustment.  
 

(249) To provide a numerical example, below we show the incremental enhancement opex incurred each year of AMP n, 
where the projects are of equal size and delivered evenly over the AMP. 
 

 
18 If the scheme related to a cost driver: additional mains laid, additional complexity of treatment for example, then the models would provide an implicit 
allowance to take account of the additional driver. However, the longer the data panel, the smaller this increment tends to be. 
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Year 1: £2m 

Year 2: £4m 

Year 3: £6m 

Year 4: £8m 

Year 5: £10m 

(250) So, the total incremental enhancement opex incurred over AMP n is £30m. The amount of incremental base costs 
which will be incurred in AMP (n+1) will be slightly more than five times the year 5 figure, given that not all of the year 
5 projects will have been delivered at the start of the year. So, leaving efficiency challenges to one side, the base costs 
incurred in AMP (n+1) will be ~£50m. In this example, £50m (subject to ongoing efficiency challenge) would be added 
to the base cost assessment at the price review for AMP (n+1) as an ex post adjustment to take account of the previous 
AMP’s incremental enhancement opex.  
 

Enhancement opex solutions 

(251) We believe that the multi-AMP funding solution we propose for Nature Based Solutions (NBS) in question 6.10 (which 
has close similarities to the approach sketched out in appendix 9 by Ofwat) should be applied more broadly to all 
enhancement opex solutions, where NBS is just one example. We can see no reason why NBS should have a separate 
approach. 
 

Sample period selection 

 

Overall view: Disagree 

 

(252) As we set out in our response to ‘Assessing base costs at PR2419’, we consider that using cost data from the early part of 
AMP5 to assess the costs allowed at the end of AMP8 is extreme, risky and unwarranted. Extreme because over a 
period of three AMPs, companies’ performances can and do change significantly: one of the companies deemed 
‘Outstanding’ at PR14 moved to ‘Significant scrutiny’ at PR19. Risky because the oldest years in the dataset – many of 
which were not recorded at the time and are having to be back-cast now – are likely to be of poor quality which will 
lower the reliability of models. Unwarranted because it can be done with a shorter panel. Moreover, using a panel that 
does not represent a number of complete price control periods (either five or ten years) means that there will always 
be the suggestion (much discussed at CMA 2020) of a particular additional year being atypical. We remain of the view 
(set out at CMA 2020) that a five-year panel is both adequate (models are robust) and avoids the atypical year problem. 
Furthermore, insofar as it uses the most recent data, a five-year panel is not subject to the criticism of incorporating 
historical inefficiency. This approach would necessitate developing models on a rolling five-year basis: the models 
revealed at the start of 2023 using 2018 – 2022; at Draft Determination using 2019 – 2023; and at Final Determination 
using 2020 – 2024.  
 

(253) In line with our comments above, we would ask Ofwat to commit to using the 2023/24 data when setting the Final 
Determination. 

 
(254) More generally, the sector focus on innovation in the water sector as evidenced by Ofwat’s Innovation fund suggests 

that a longer duration of panel data of cost information for modelling will come under additional pressure in its ability 
to explain the relationship between explanatory variables and cost. As such, placing weight on data from over a decade 
ago may not be reflective of the activities and costs companies are incurring given the laser focus on innovation to bring 
benefits to customers and the environment. 

  

 
19 Submitted to Ofwat 3 February 2022 
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Model estimation method 

 

Overall view: Neither agree nor disagree 

 

(255) We note Ofwat’s intention to use Random Effects at PR24. We would point out that if a five-year panel were to be 
used, this would significantly reduce the need to introduce a time trend of some form. Without such a trend, especially 
in a long panel, the error term will pick up the impact of the omitted variable. 
 

Unmodelled base costs 

 

Overall view: Agree 

 

(256) Ofwat’s proposals regarding unmodelled base costs are reasonable. 
 

Enhancement benchmarking 

 

Overall view: Agree 

 

(257) We support Ofwat’s proposal to make greater use of benchmarking of enhancement. We have been considering our 
likely PR24 enhancement investment drivers and have been developing our approaches to identifying what form the 
enhancement benchmarking may take. This approach is shown in the flow chart below. We would point out that if 
Ofwat were to accept that growth can be robustly modelled separately from base cost, this in itself will significantly 
increase the proportion of enhancement which is benchmarked econometrically. 
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(258) As we said in our response to ‘Assessing base costs’, we urge caution in the use of external benchmarks to ensure any 

benchmarks chosen are genuine and fair comparators with the water industry. Any benchmarking approach adopted by 
Ofwat should take into account genuine differences between the investment being delivered and the benchmarks they 
are compared against. This is particularly important as we focus more on nature-based solutions and partnership 
working. For example, catchment-based approaches are unlikely to have like-for-like benchmarks given the unique 
characteristics of each catchment and variations in the approaches needed to resolve issues. This is not to say that 
external benchmarking cannot be used in such instances to support enhancement cost assessment, but it will be 
important to be mindful that some differences in cost will be attributable to factors other than efficiency.  

 
Cost adjustment claims (CACs) 

 

Overall view: Agree  

 

(259) We naturally agree that companies should provide compelling evidence for CACs. We welcome Ofwat’s guidance in the 
consultation document regarding the computation of Implicit Allowances to enable companies to provide such 
evidence. 
 

(260) We are content with Ofwat’s proposal that CACs should be limited to base costs, provided its approach to assessing 
enhancement costs makes allowances for company-specific factors or approaches which may mean that its efficient 
costs cannot be determined reliably from a one-size-fits-all cost model. We expect this to be reflected in Ofwat’s 
enhancement assessment criteria under the ‘Need for enhancement model adjustment’ assessment criteria for 
enhancement business cases. It is incumbent on companies to provide suitably robust evidence for proposed new areas 
of enhancement expenditure. That being the case, there should be no need for a separate enhancement CAC process. 

 
(261) We agree with Ofwat’s suggestion that, as a default, CACs should be symmetrical and that companies should propose a 

mechanism for computing these symmetrical adjustments for all companies. We included such mechanisms in our PR19 
CACs. We note Ofwat accepts that symmetry may not apply in all circumstances. 

 
(262) Given companies will not have certainty about the base cost models Ofwat will use, CACs submitted in summer 2023 

will inevitably (as at PR19) have to be contingent on the form of those models. After seeing the models, companies may 
wish to withdraw their CACs and, conversely, should have the opportunity to submit updated or new ones. We disagree 
therefore that CACs submitted or updated after the initial submission should be treated with caution. 

 
(263) The consultation document proposes an early submission and publication in May 2023 of the CACs which companies 

are making. The point of this part of the process is to allow all companies to review the proposed symmetrical 
adjustments and make comments on them within their business plans. We note that undertaking these reviews could 
be a substantial exercise for companies. For this reason, we suggest that publication of all CACs should be available no 
later than the end of May 2023. 

 
Catch-up efficiency challenge 

 

Overall view: Agree  

 

(264) Ofwat set separate catch-up efficiencies for water and wastewater at PR14 and PR19 based on historical data. We are 
content with the suggestion that it will do so again at PR24. 
 

(265) We understand that Ofwat is minded to have separate catch-ups for Bioresources and wastewater Network Plus at 
PR24. We accept this in principle, but reserve judgment about whether it is an acceptable approach until we have seen 
the cost models Ofwat proposes to use, recalling that to date Ofwat has shared no models for either price control. We 
understand that Ofwat considered separate catch-ups at PR19 but felt constrained by model quality to stick to a single 
wastewater catch up.  

 
(266) We have substantial reservations regarding the use of forecast costs to compute a catch up; at the very least it would 

appear to violate Ofwat’s cost modelling principle regarding endogeneity.  
 
Frontier shift 
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Overall view: Agree  

 

(267) We are content with Ofwat’s proposal to have a frontier shift efficiency adjustment as it did at PR19. We intend to 
submit evidence to Ofwat regarding an appropriate level of Frontier Shift, based on work which we and others have 
commissioned from Economic Insight.  
 

(268) We would urge Ofwat to consider both frontier shift and RPE as the two sides of the same coin, as it did at PR14. 
 
(269) We are content with Ofwat’s proposals to use productivity evidence from within the water and other sectors at PR24, 

though we note differences between stakeholders at PR19 in how to interpret such evidence. We also recall Ofwat’s 
highly selective choice of comparators at PR19 which undermined the quality of its conclusions. Along with a number of 
other companies, we have sponsored work by Economic Insight to combine service quality improvements and cost 
reductions into an overall measure of productivity improvement. We expect to publish the results of this project in 
2022 Q4 and hope that this will help inform Ofwat’s proposals for PR24. Economic Insight20 has published its proposals 
as to how the scope for productivity improvements might be assessed at PR24.  

 
Real Price Effects (RPEs) 

 

Overall view: Disagree 

 

(270) We are surprised the draft methodology does not say more about its approach to RPEs given: 
  
(a)  the clear volatility companies are experiencing in terms of the very significant impact of inflation on input prices;  

(b)  the clear disjunction between the domestic energy costs included in CPIH (subject to the price cap) and those for 

industry (with no price cap, showing increases far beyond those for the domestic market); and  

(c)  the investigations which Ofwat has already been undertaking in this area. 

(271) We conclude that the AMP7 outcomes for key cost components such as power, chemicals, metal and plastic pipes and 
electrical & mechanical equipment need to form part of the compelling evidence for the need for a range of RPEs at 
PR24.  
 

(272) At PR19 Ofwat included an RPE adjustment for labour cost inflation and a period-end, ex-post true-up for actual wage 
inflation. Such true-ups serve to transfer inflation risk from companies to customers and are used where companies 
have minimal ability to control the inflation risk. Ofwat’s reasons for not allowing an RPE for other costs at PR19 
included their assertion that those costs were within companies’ control. The ability of companies to control costs and 
avoid price rises was significantly over-stated at PR19. For example, companies can hedge future energy costs but not 
indefinitely. Accordingly, we think greater use should be made at PR24 of RPE true-ups.  

 
(273) We note the approach proposed by Ofgem in the draft determinations for RIIO-ED2, where RPE adjustments were 

made to c. 88% of totex (labour and materials) for all DNOs - over double the value of costs covered by the labour RPE 
at PR19. Furthermore, Ofgem proposes to true up all RPE adjustments annually based on outturn differences between 
CPIH and input price indices. 

 
(274) The PR19 labour true-up makes use of the Annual Survey of Hours and Earnings (ASHE) hourly manufacturing wage 

index. We expressed our reservations about the relevance of this as a benchmark for water industry labour costs in our 
response to the PR19 draft determination. Experience in the current price control period has confirmed a further 
practical drawback with ASHE: it is only published annually some eight months after the end of the year in question and 
is subject to revision in subsequent years. This time lag makes budgeting very difficult as we have to settle wage rounds 
with no idea of the likely allowance for wages. Furthermore, it means that the AMP7 true up will not be able to be 
completed until nearly two years into AMP8. 

 
(275) To get around the issues of both relevance and timeliness, we believe the best alternative to ASHE in a PR24 labour 

true-up would be to use a measure from the ONS’ Average Weekly Earnings (AWE) survey. With Brexit, Covid and the 
Ukraine conflict uncertainties dominating the current economic environment, and with the imminent possibility of 
recession, there is a concern that manufacturing wages will be extremely sensitive to trade volumes and that there 
could easily be a disconnect over the next few years to wage growth in more domestic-focused industries. For this 

 
20 https://www.economic-insight.com/wp-content/uploads/2022/09/Frontier-shift-at-PR24-Response-to-Ofwat-draft-methodology-1-9-22-STC.pdf 

https://www.economic-insight.com/wp-content/uploads/2022/09/Frontier-shift-at-PR24-Response-to-Ofwat-draft-methodology-1-9-22-STC.pdf
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reason, it would seem that an economy-wide measure of wage growth will be less volatile and a better overall match to 
water industry wage increases. From that perspective, the series that would seem to be most relevant would be that 
for average weekly earnings total pay index for the private sector (ONS code: KAC4) 

 
(276) We note that in the data tables CW1a and CWW1a are described as post frontier shift and real price effects, which 

implies that all other data tables are to be stated excluding RPE and frontier shift. We also note that SUP11 asks for 
these to be stated. Given the significant range of potential RPEs seen in the industry at present, keeping these out of 
the majority of the tables risks confusion with stakeholders who may see expenditure data in CW3 for instance and not 
realise that the data is not representative of the data used to financially model bill impacts which would include RPE 
and productivity gains. We would therefore ask that Ofwat clarifies the intent here and considers reversing the position 
so that all tables include the application of RPE and frontier shift with only 1a stated as excluding it. 

 
Capping allowances 

 

Overall view: Agree  

 

(277) The consultation proposes that companies will be allowed the costs determined by Ofwat’s models, even if their own 
plans propose lower sums. We agree that allowances should not be capped in the interests of encouraging stretching 
business plans. However, the lack of capping may serve to encourage companies to submit plans that are unrealistic but 
are used to justify equally unrealistic allowances for the whole sector. These inaccuracies will be ‘baked in’ if those 
forecast costs are incorporated into models. While supporting the lack of capping, we therefore oppose the use of 
forecast costs in models and urge caution in ascribing the entirety of very low-cost plans to efficiency. 
 

Transition funding 

 

Overall view: Agree 

 

(278) In the context of the LTDS and with a mind to strengthening multi-AMP supply chain resilience, we welcome the 
proposal to have a transition funding arrangement for AMP8 and would strongly support Ofwat’s idea of a two-year 
transition for WINEP investigations. We would urge Ofwat to confirm its plans for transition funding in the Final 
Methodology and provide information on the level of the transition funding at Draft Determination in Spring 2024 so as 
to ensure companies have time to put in place plans to spend the transition funding granted. 
 

Assessing enhancement costs 

 

Overall view: Agree  

 

(279) Ensuring a robust evidence base is made available requires significant effort from companies and Ofwat and it will be 
important to ensure this effort is targeted to those areas that will realistically form a useful part of Ofwat’s 
enhancement cost assessment. We also consider it would be beneficial for Ofwat to share what the enhancement cost 
assessments it is proposing to make will be – this will help companies to support the cost assessment process by 
aligning enhancement business cases to cost assessment areas. In summary, we consider that the enhancement cost 
assessment process could be supported by Ofwat sharing the following as part of its Final Methodology: 
 

• The enhancement cost assessments it is proposing to undertake 

• Whether it intends to undertake these cost assessments via econometric modelling or deep/shallow dive 

• Guidance on the evidence it expects to see against the enhancement assessment criteria as set out in Annex 1 to 

appendix 9 of the Draft Methodology, and how this will vary depending on whether cost assessment is by 

econometric modelling or deep/shallow dive. 

(280) Providing clarity on these points in the final methodology will allow companies to present their business plans and 
evidence in a way which supports Ofwat’s enhancement cost assessment process. 
 

LTDS and Strategic Frameworks:  

 

Overall view: Agree  
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(281) We support the LTDS forming a key part of the evidence for PR24 enhancement. Enhancement expenditure needs to be 
considered within a long-term context to ensure companies are delivering best value solutions (i.e. enhancement which 
is low-cost in one AMP may not represent long-term best value). We also support the expectation that each company’s 
plan should reflect Ofwat’s comments on WRMP, DWMP and WINEP, though it is also important to recognise that for 
the LTDS (and therefore PR24 enhancements) these plans will need to be considered in the round alongside an 
affordability assessment, which will inevitably require challenging trade-offs to be made on the investments needed to 
deliver these strategic frameworks. Where companies have followed a robust process to consider these delicate trade-
offs and build a sensible plan accordingly, this should be factored into the enhancement cost assessment. 
 

(282) The LTDS framework must also be backed up by the broader PR24 framework. The adaptive planning approach and 
outcomes-based thinking recognises the need for flexibility when building a plan with a focus on the long-term. This 
must go hand-in-hand with customer protection mechanisms which protect customers against the non-delivery of 
outcomes rather than of outputs or particular specific investments. This is important as the specific solutions identified 
for inclusion in companies plans in 2023, may not be the best solution to deliver the outcome five or more years later 
when the investment is delivered. If Price Control Deliverables (PCD) are too output focussed, this would leave 
companies with a dilemma of whether to implement a solution which is no longer the best option for customers, or to 
take a PCD penalty for delivering a more appropriate scheme. We continue to believe that having two-sided PCDs 
would support adaptive planning and innovation by more flexibly enabling decisions to be made on which pathways to 
pursue during the AMP. The additional funding element could be capped to control the degree to which funding can be 
unlocked in-period. 

 
Partnership funding and nature-based solutions 

 

Overall view: Agree  

 

(283) Ofwat has set out more details on its expectations on partnership funding. We agree that working in collaboration with 
others will be key to making the most of the resources available at a catchment level and to supporting affordability by 
setting an expectation that third parties make a fair contribution to costs where they stand to gain from 
investments.  However, to realise the potential of these approaches, environmental regulation needs to continue to 
progress towards an outcomes-based approach, and we continue to work with Ofwat, environmental regulators, other 
companies and Government to explore this.  
 

(284) The Draft Methodology highlights a greater focus on nature-based solutions and delivering greater social and 
environmental value from investments and sets out more details on the approach to nutrient neutrality. Given the 
prominence that delivering greater environmental and social value has within the PR24 price review (and the delivery 
of our own purpose and ambitions) we think this is a particularly important area to ensure that the right practical 
approaches are included as part of the Final Methodology. We would like to work with Ofwat to ensure that this is 
appropriately reflected within the price review.    

 

Q6.2 What are your views on how we can best align the treatment of third-party costs and revenues?  

 

Overall view: Neither agree nor disagree – N/A 

 

(285) Following the introduction of the wholesale revenue controls at PR14 third party services revenue has been categorised 
under the Regulatory Accounting Guidelines as either: 
 
• Non-potable water (which is not a bulk supply); 

• Rechargeable works; 

• Rechargeable works where the appointee is not a statutory (monopoly) supplier; or 

• Excluded charges (including bulk supplies to other undertakers). 

 

(286) It is appropriate that revenue from the supply of non-potable water (which is not a bulk supply) should be included 
within the wholesale controls.  This is because it is inherently a standard wholesale water supply.  Although non-
potable supplies are typically large, since potable supplies to large customers are included within the wholesale 
controls, so should non-potable.  We note that non-potable supply was excluded from the econometric models at PR19 
and that Ofwat intends to assess this supply as unmodelled base costs at PR24.  This is appropriate as the costs of non-
potable supply are not comparable with potable supply.  We agree that the costs could be included within the cost 
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sharing mechanism.  Assessing the efficiency of the costs incurred would need to be on a company specific basis given 
the heterogenous nature of the supply, and therefore assessed by comparison to the revenue and costs set out in the 
business plan.  
 

(287) The term “rechargeable works” broadly refers to a collection of miscellaneous “one-off” activities that undertakers 
carry out outside the scope of their principal ongoing water supply and wastewater services, and for which they are 
generally reimbursed by the beneficiary of the work that is carried out.  These can be further differentiated between 
those rechargeable works for which the undertaker is the monopoly supplier and those that are “contestable” i.e. there 
is a market, so the undertaker is not the monopoly supplier.  The latter are properly categorised as “non-appointed 
business” and are not included within the scope of the Price Review. 

 
(288) Excluded Charges” are explicitly categorised as “non-price control” under licence condition B (as modified in 2013). 
 
(289) The following comments therefore relate to rechargeable works for which the undertaker is the monopoly supplier. 
 
(290) Where a service provider possesses monopoly power two possible types of conduct could give rise to public policy 

concerns:  either that the undertaker refuses to supply the required service; or that it charges an excessive price.  
Accordingly, the legal framework within which undertakers operate generally imposes an obligation to provide the 
relevant service on request and entitles it to recover the reasonable costs of complying.  For example, if a fire and 
rescue authority requires a new fire hydrant to be installed on the undertaker’s network, the undertaker must comply 
with the request and maintain the hydrant in good working order on an ongoing basis, but it may recover the costs 
incurred from the relevant authority. 

 
(291) There is no obvious need for rechargeable works to be inside the scope of price controls and therefore the cost sharing 

mechanism.  Indeed, a consequence of the legal provisions that give rise to rechargeable works is that they are already, 
in effect, price controlled, whether directly by way of explicit caps on the amount an undertaker may recover, as in the 
case for meter testing for example, or more generally by way of a required methodology, as is the case for fluoridation 
for example.  

  
(292) Unlike undertakers’ principal services that are provided on an ongoing basis to a fairly stable and predictable customer 

base, rechargeable works are discrete occasional “jobs” involving relatively few counterparties, so the level of activity 
can vary significantly between one year and another.  However, as the provisions generally mean that rechargeable 
works are intended to be broadly self-financing, the irregularity of rechargeable works should not create a problem to 
the undertaker, and neither make a contribution to an undertaker’s profits nor cause financial losses.  Indeed, 
variations in activity from business plan forecasts are almost inevitable, with anomalous results for the operation of the 
price control if they are included in revenue controls.  Higher or lower revenues from rechargeable works could not 
change overall allowed turnover in-period, so there would have to be compensating changes in revenues from main 
customer charges, when in fact the cost of the activity has either not been incurred or has already been recovered from 
the third party.  Either way, this would create the possibility of needlessly inequitable outcomes.  At PR19 Ofwat 
acknowledged the validity of the equivalent argument in the context of non-section 185 diversions, which have been 
explicitly included in the list of “Excluded Charges”. 
 

(293) Given the above, the recommended treatment of third-party costs and revenues in AMP8 would be as follows: 
 
• Non-potable revenue to be within the revenue control and the costs included within the cost-sharing mechanism; 

• All other categories to be outside both the revenue control and the cost sharing mechanism, achieved by either 

amending licence Condition B to include rechargeable works within “Excluded Charges” or to invoke the provision 

set out in the Condition whereby, by agreement between the Ofwat and companies, the understanding of 

Excluded Charges is expanded to include rechargeable works.   

 

(294) Finally, the current data tables only recognise third party capex in base. We would appreciate clarity on the treatment 
of third-party enhancement expenditure in the Final Methodology.  
 

Q6.3 Do you agree that companies that submit the most stretching and well evidenced business plans should receive the 

most favourable cost sharing rates at PR24? 

 

Overall view: Agree 
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(295) Given that the cost efficiency of a company’s business plan is a key criterion of its categorisation in the assessment of 
plans, it makes sense that the sharing rate is part of the associated determination that it receives. 
 

(296) We support the proposal to reduce the range of sharing rates compared to those that were used at PR19. This is 
consistent with the CMA who, in their PR19 determinations, recognised that some of the risks of over and under-
performance relate to factors outside companies’ control and applied sharing rates closer to 50:50. The CMA also 
allocated the same sharing rates to companies in the same plan assessment category, as Ofwat now proposes. 

 
Q6.4 Do you agree that resilience enhancement should be used to fund companies to manage increasing risks to specific 

hazards that are beyond their control and not covered by base expenditure and other enhancement areas? 

 

Overall view: Disagree 

 

(297) Investment in resilience could be required because new hazards have emerged that are beyond the control of 
companies. In this case, steps need to be taken to maintain resilience at the levels they were at previously. However, 
investment could also be required even where hazards have not increased because the resilience standards that were 
in place previously are no longer considered acceptable and need to be raised. An example of this is the investment we 
have been making since 2015 to reduce the number of customers supplied with water from only one source. In our 
opinion both of these scenarios constitute an enhancement to previous standards and considered for future 
enhancement expenditure proposals.  
 

Q6.5 Do you agree with our proposed approach to setting performance commitment levels at PR24? 

 

Overall view: Disagree 

 

Background 

(298) It is important to better establish the link between cost and service at PR24. Ofwat’s central PR24 proposal is to request 
estimates from companies to estimate a forecast service improvement from base expenditure. There are repeated 
references in the draft methodology that base funding can deliver future service improvements. 
  

(299) There is a subtle but important difference between the idea of industry-wide improvements in performance being 
achieved from base expenditure (which is at odds with the historic definition of base expenditure) and the idea of 
industry-wide improvements in performance being achieved from allowances derived from models of reported base 
expenditure (or base plus expenditure).  The second of these may be plausible, either if the improvements are assumed 
to be available from efficiency savings or if reported base expenditure actually includes enhancement expenditure 
within it (e.g. spend that contributed to performance improvements in the past which was not separately reported as 
enhancement expenditure).   

 
(300) In addition to company views, Ofwat expects to use historic information and PR19 performance commitment levels to 

set performance commitment levels at PR24. We note that past trends in performance improvement may have been 
possible only because of the contribution of enhancement expenditure that was funded by explicit enhancement 
allowances.  What might look like performance improvement achieved from base expenditure may have been 
supported by enhancement expenditure excluded from the base-plus models.  In these circumstances, assumptions on 
future performance improvements that continue past trends could be overly demanding if no further explicit 
enhancement allowances are provided. This concept is explored in section 2.4 of Reckon’s report.21 
 

 
21 Reckon LLP, The opportunities for a more coherent regulatory approach for Ofwat’s funding of base expenditure and enhancements, available: 
https://www.reckon.co.uk/s/2022-09-01-Base-enhancements-report.pdf  

https://www.reckon.co.uk/s/2022-09-01-Base-enhancements-report.pdf
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Figure 2: the impact of enhancement expenditure on observed industry performance 

 
 

The cost of improving service 

 

(301) An expectation that continual service and environmental improvements can be delivered without incremental costs 
being incurred cannot be sustainable and is not consistent with the recent water sector redeterminations, where for 
example the CMA recognised the incremental costs of further improvements in  leakage reduction. 
 

(302) The assertion that the cost of achieving levels of performance can be met from allowed base costs and further assumed 
efficiency gains creates a significant downward skew to the risks facing all companies. If additional costs of achieving 
further improvements in performance levels, or the costs of inflationary pressures on retail services, are not explicitly 
recognised, an alternative would be to explicitly recognise the additional efficiency challenge required to absorb 
additional costs required to deliver further improvements.  
 

(303) Overall, the approach set out in the draft methodology risks the effective further erosion of resilience in the sector to 
shocks such as those it is seeking to cope with now through the prolonged period of dry weather, and, in some parts of 
the country, drought. 
 

(304) It may also crowd out company’s ability to invest to meet long-term challenges or conduct appropriate levels of capital 
maintenance. Aligning performance commitment levels with long term priorities and customer preferences should be 
the key driver.  

 
The need to calibrate AMP8 

 

(305) We note that Ofwat proposes that performance commitment levels for PR24 are set to start from the PR19 
performance commitment levels (i.e. the levels proposed for 2024-25 as part of PR19 Final Determinations.  
 

(306) However, there is growing evidence from AMP7 that suggests that PR19 level of stretch on cost and outcomes was too 
tough. In 2021-22 the industry is again in net penalty on common performance commitments, with net performance 
penalty of £136.2m. This is in addition to £113m of penalties in 2020-21, which combined equate to £249.2m of net 
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penalties for the AMP. This is also coupled with industry over-spend on botex plus allowances by 7% of wholesale 
expenditure. This is demonstrated in the figure below. 

 
Figure 3: AMP7 net performance on ODIs and botex 

 
(307) This provides evidence of the need for to calibrate the incentives and performance commitment levels for PR24 

appropriately and account for instances where the levels of performance have proven unachievable by most 
companies. 
 

Conclusion 

 

(308) The Draft Methodology contains little detail on the approaches that will be adopted to setting performance 
commitment levels. This creates significant uncertainty and informs our conclusion that the Draft methodology 
incentives for totex and ODIs are skewed to the downside.  
 

(309) We believe the performance changes assumed to be delivered from base expenditure needs further consideration, and 
expectations of improvements from base should be quantified and captured as part of the productivity challenge. 

 
(310) The asymmetric risks associated with the setting of performance targets, costs and incentives – unless addressed – will 

be important to take into account when considering the appropriate risk/reward balance to maintain the investor 
confidence that underpins the sector’s ability to deliver for customers. 

 
Q6.6 Do you agree with our view on what performance commitments should be set using common or company specific 

performance commitment levels? 

 

Overall view: Disagree 

 

(311) Generally, where a common performance commitment is being introduced for the first time, we believe it is unlikely to 
be appropriate to set a common performance commitment level. This is especially true where the definitions are yet to 
be developed.  
 

(312) For example, this applies to water quality contacts where asset health and legacy asset types impact performance. It is 
unreasonable to expect common level of performance. Further significant improvements in performance are likely to 
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have cost implications, and we believe customer support for expensive improvements should be tested when 
considering the appropriate PCL.  

 
(313) In our response to question 6.6 we outline our concerns with the proposed approach to normalising performance for 

operational greenhouse gas emissions coupled with the proposal for a common performance commitment level. We 
outline how the proposed approaches will not deliver the stated aim of encouraging companies that haven’t been 
proactive to catch-up as the normalisation excludes important factors that influence emissions. We propose alternate 
approaches to normalisation, or setting a performance commitment level.  

 
(314) Water supply interruptions performance appears correlated with company sizes, with the smallest water only 

companies (WOCs) consistently performing well. It could also be influenced by the degree to which networks are 
monitored using smart networks, rather than relying on customer contacts to ‘start the clock’ on an interruption. In this 
area performance could be normalised to account for monitoring or potentially inform company specific PCLs. 

 
(315) Given different company asset bases and operating circumstances, there may be a case for company specific 

performance commitment levels for the new storm overflows performance commitment performance commitment as 
opposed to a single common PCL. 

 
(316) Finally, we would welcome guidance from Ofwat on the types of information they would consider to be compelling to 

evidence the impact of regional factors on performance. 
 
Q6.7 Do you agree with our proposed approach to incentivising and funding efficient investment in reducing greenhouse gas 

emissions and reducing the use of storm overflows? 

 

Overall view: Neither agree nor disagree 

 

Reducing greenhouse gas emissions 

 

(317) We are supportive of a mechanism which incentivises investment in reducing greenhouse gas emissions aligned to the 
principle of challenging companies to identify the most impactful, best value solutions towards net zero. 
 

(318) The proposed approach to funding investment for reducing greenhouse gas emissions comes with a significant cost 
assessment risk. The Draft Methodology distinguishes base costs from enhancement costs not by the nature of the 
activity, but by the assumed performance level that base costs will allow (i.e. base costs will get all companies to 
achieve a reduction of x% and beyond this, reductions are delivered from enhancement). As each unit reduction of 
greenhouse gases will have a different cost depending upon the nature of activity undertaken to achieve the reduction, 
we consider it is particularly important that base and enhancement activities are clearly defined. Not doing so would 
leave the allocation of greenhouse gas reduction activities between base and enhancement costs down to companies, 
some of which will be incentivised to allocate higher cost investments to base, and others to enhancement. This 
inconsistency will lead to an inaccurate picture of companies comparative cost efficiency on net zero base and 
enhancement.  

 
(319) Given the varied nature of the activities that companies will be undertaking (and therefore the variation in unit rates 

that will result, not from efficiency, but from the make-up of activities required to achieve net zero) we consider that it 
would be more appropriate for this to be an enhancement area which is assessed through a deep-dive approach. For 
example, we would expect the unit cost of greenhouse gas reduction to increase as companies get closer to achieving 
net zero. A deep-dive would be proportionate because – given the commitments that companies have made in this 
area – this is highly likely to be an area of significant enhancement investment. The cost assessment process should 
take into account the need, optioneering and efficiency evidence put forward by companies, which are assessed 
through a deep-dive approach, and not through an approach which looks to relative unit costs alone.   

 
(320) The Draft Methodology also highlights that GHG reductions from standard enhancement will be accounted for in 

setting PCLs. It should be noted that not all enhancements will reduce greenhouse gas emissions. Some enhancement 
investments which are required by regulatory drivers will in fact act to increase emissions which will need to be offset 
elsewhere (e.g. through specific net zero investment). This should be factored in to Ofwat’s approach to enhancement 
cost assessment and setting GHG PCLs. 

 
(321) There are a number of areas that should be considered further and clarified in the Final Methodology, specifically: 
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• How the Net Zero Challenge Fund with submissions dates in line with the main PR24 submission. We would 

welcome clarity as to how these processes operate in parallel or the challenge fund will operate beyond the PR24 

performance commitment target.   

• The interaction with the Innovation Fund and whether the fund will continue to support innovation to reduce 

carbon alongside the Net Zero Challenge Fund. 

• Guidance on the on the scope and boundaries for project types within the categories of base funding, 

enhancement indirect funding, enhancement direct funding and Net Zero Challenge Fund.   

• Clarification should be provided as to the reporting mechanism to be used across the sector for comparable and 

consistent carbon reporting with regards to carbon investments. We note that the Carbon Accounting Workbook 

(CAW) is a credible tool and that the 2024 version is proposed to be used throughout AMP8 for carbon PC 

reporting in order to understand carbon reductions without the influence of grid decarbonisation. Clarifications 

are sought as to how to assess and forecast carbon reductions associated with net zero carbon investments in the 

context of future reporting requirements.   

 

Storm overflows   

 

Setting cost allowances for storm overflows 

(322) We agree that continued reduction in the use of storm overflows is the right thing to do to deliver maximum benefit to 
the environment and to enhance our customers’ enjoyment of that environment. We have committed to reduce 
intermittent discharges from our storm overflows to an average of 20 spills per overflow per year by 2025 as part of our 
Get River Positive initiative.  
 

(323) We are committed to meeting the long-term government targets as detailed within the Environment Act 2021 and the 
current proposed measures that form part of the government’s Storm Overflows Discharge Reduction Plan. 

 
(324) Investment in storm overflow discharge reduction must be based on the environmental and customer need of each 

individual discharge or catchment area. It is important to focus on those overflows which would be classified as high 
priority as these will deliver maximum benefit from improvement measures.  

 
Storm overflows performance commitment 

(325) We note Ofwat’s proposed performance commitment definition is focused on average spills per overflow. We believe it 
may be better to focus the performance commitment on improving high priority sites rather than all overflows.  
 

(326) Developing the detailed definition will be important to ensure the right outcomes are incentivised. For example, if not 
well defined, focusing on average spills per overflow may not incentivise companies to remove overflows, we have 
removed over 200 overflows since privatisation. One way of addressing this would be to use the number of overflows 
at a fixed point in time when normalising performance now and in the future. Equally there may be an interaction with 
sewer flooding or pollution incident performance commitments if the drive for reduction in storm overflows is too 
aggressive or ill defined. There may also be a case for an exclusion for extreme weather events, to reflect the designed 
purpose of storm overflows, at least in the short to medium term. 
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Q6.8. Do you agree with our proposed approach to implementing nutrient neutrality in the PR24 regulatory framework? 

 

Overall view: Agree 

 

(327) Nutrient pollution is a multi-sector issue with Water Companies, Farming, industry, and development all impacting river 
water quality. Any potential solution should be considered at a catchment level with polluters paying a fair share of the 
cost. 
 

(328) We agree with a ‘fair share’ approach to Nutrient Neutrality where the polluter pays, allowing developers to contribute 
to water recycling centre upgrades for the benefit of planning approval should be seen as a priority.  Direct funding of 
WRC upgrades by developers, or funding as part of a s.106 Town & Country Planning Act 1990 charge diverted to the 
water company for upgrades should be considered. We agree that under scenario 2 this should be treated as a non-
price control activity with the revenues and costs excluded from cost sharing and any revenue reconciliation 
mechanism. 

 
(329) Consideration should be given to the potential for developer contributions to be received for forward funding of 

schemes to allow mitigation earlier than planned. This may have an impact on scenario 1, developers would benefit 
from an earlier reduction in nutrient discharges to allow planning approvals to be provided earlier, or for developers to 
reduce the requirements of NN mitigation ahead of the planned works. 

 
(330) Water companies are not the sole nutrient polluter to the affected water bodies, schemes should be promoted to 

support a collaboration between water companies, local authorities, and other stakeholders to promote an effective 
catchment-based solution to the problem. A portfolio approach that allows nature-based solutions that have a lower 
carbon footprint should be promoted. 

 
(331) The addition of ‘potential’ sites for Nutrient Neutrality sites from Natural England may add a level of potential 

expenditure or uncertainty to the programme. It is unclear as to when these sites would be added by Natural England. 
 
Q6.9 Do you agree with our proposed approach to encouraging companies to deliver best value through our cost assessment? 

 

Overall view: Agree 

 

(332) We agree that companies should be funded for solutions that deliver greatest economic benefit rather than those that 
simply cost the least. Enhancement schemes provide the greatest scope for providing multiple benefits. Furthermore, 
Ofwat’s approach to assessing enhancement costs is also better placed to incorporate consideration of total benefit. 
We therefore support the proposal to focus best value assessment on enhancement expenditure. 
 

(333) The consultation document proposes that benefits are assessed using the valuations provided by the collaborative 
research or the WINEP options development guidance. Companies should be able to present their own valuations 
where well evidenced alongside those produced from the prescribed sources.  

 
(334) Despite the proposal to focus best value assessment on enhancement expenditure, we suggest that provision should 

also be made for the outcome of the base cost assessment process to be adjusted to deliver best value. Should a 
company demonstrate that a component of its base expenditure programme could be delivered in a way that cost 
more but was economically superior, Ofwat should consider making a post-modelling adjustment specifically to fund it. 
Customer protection for such best value allowances would be provided through price control deliverables, as is 
proposed for benefits delivered through the enhancement programme. This provision is likely to be used exceptionally. 
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Q.6.10 Do you agree with our proposed approach to removing the potential disadvantage that nature-based operating 

expenditure solutions may face in relation to the treatment of enhancement operating expenditure? 

 

Overall view: Neither agree nor disagree 

 

(335) Consideration of this topic was included in the scope of a project we commissioned, alongside United Utilities and 
Wessex Water, from Reckon LLP. Reckon’s report has been submitted to the Future Ideas Lab. 
 

(336) We believe there is a bias in the current price control framework against all enhancement solutions which rely primarily 
on ongoing operating expenditure, when compared to more traditional solutions which involve a higher degree of 
capital expenditure. The reasons for this are set out on page 38 of Appendix 9 and section 2.4 of Reckon’s report. There 
appears to be a general consensus on the existence of a bias, and we do not make the case again for it here. 

 
(337) Opex-reliant solutions include a lot of nature-based solutions but also schemes which are not regarded as nature-

based. Our views therefore apply to any enhancement solution which depends on ongoing operating expenditure over 
more than one price control period. 

 
(338) We agree with the drawbacks that have been identified in Appendix 9 with the solution proposed by United Utilities, 

under which allowances would be made for totex based on whole-life net present value costs. Reckon considers the 
main drawback is the requirement under the proposal for long-term commitment relating to operating expenditure in 
future price control periods. While this is a necessary characteristic of capex-based solutions, carrying it over to the 
treatment of opex-based solutions means giving up one of the advantages of opex-based solutions – namely, the 
opportunity to change tack in the light of experience and better information.  
 

(339) We are also concerned about the impact on covenant and rating agency metrics. Some of our covenants with our 
lenders, as well as metrics used by credit ratings agencies, are dependent on “revenue minus opex”.  Accounting rules 
dictate how we treat opex, irrespective of how it may be treated in regulatory price setting. The concern would be 
where multiple future years of opex were ‘bundled up’ and added to the RCV.  We could in that instance recover the 
revenue over a longer period, while having to record the opex in the years it is spent.  In this instance “revenue minus 
opex” would be lower and hence covenant and ratings agency metrics would be worse. While this would not be a 
problem as long as the additional annual revenue received from the inclusion of the project in the RCV were at least 
equal to the annual opex incurred (revenue and opex could be matched in the setting the run off rate to achieve this), 
care would need to be taken to avoid this problem. 
 

(340) Accordingly, we do not support the NPV approach. However, we support an alternative solution to the capex bias 
problem. The solution is to provide a new and separate funding route for opex-based enhancement expenditure. It is 
termed ‘adaptable multi-amp enhancement funding’ and is described in detail in section 4.4 of Reckon’s report. We 
include here an extract from Reckon’s report which summarises how the approach would work: 

 
(341) In very broad terms, if applied at PR24 this option would involve the following: 
 

• Ofwat would determine at PR24 that certain enhancement initiatives, for one or more companies, would be funded 

through the new adaptable multi-amp enhancement funding arrangements.  This arrangement would provide the 

relevant water company with a separate stream of funding for these enhancements, for a period spanning multiple 

price control periods.  The expenditure incurred on these enhancements would be excluded from base-plus models. 

• Ofwat would determine at PR24 the scale of enhancement benefits that the company is to be funded for, an 

allowance for operating expenditure per unit of those benefits and a default time period for the funding of that 

enhancement, spanning multiple price control periods (e.g. 20 years). 

• At each subsequent price review, Ofwat would have the ability to update the unit cost allowance, including in the 

light of the latest information on efficient costs. 

• Ofwat would also have some pre-specified flexibility at subsequent price reviews to terminate the funding for the 

enhancement initiative before the end of the default time period (e.g. if there is evidence that the enhancement 

benefits are no longer needed) or to reduce the scale of benefits that are to be funded. 

• While there would, therefore, be no firm long-term commitment to the amount of funding to be provided over 

multiple price control periods, there would be an established methodology for determining these at each review.  

Instead, a provisional allowance for the long-term funding amount (e.g. estimated over 20 years based on initial 
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assumptions on unit costs and volumes) could be determined at PR24, with the conditions under which this would 

be expected to change made clear.  This allowance, insofar as it relates to price control periods subsequent to 

AMP8, would be published and recorded but it would not be included in totex allowances or the RCV at PR24. 

 

(342) The adaptable multi-amp enhancement funding proposal has much in common with the solution Ofwat outlines briefly 
on page on 74 of Appendix 9. It has the advantage of operating over longer periods of time, which provides greater 
regulatory certainty to companies and extends the period before which these costs are recognised in the cost models. 
This, in turn, obviates the need for cost adjustment claims and the need for adjustments to the RCV at PR29. 
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07 Aligning risk and return 
 
Q7.1 Do you have any comments on our approach to the overall balance of the PR24 incentive package, our proposed 

guidance on producing risk ranges, and our view of the balance of risk facing the notional company? 

 

Overall view: Disagree 

 

(343) Based on our review of the Draft methodology, we believe that the overall balance of incentives is asymmetrically 
skewed to the downside and represents an increase in the risks borne by companies. This conclusion is informed by the 
positions outlined as follows: 
 

• ODIs - the removal of caps, collars and deadbands on individual outcome delivery incentives 

• ODIs – the expectation of full compliance for penalty-only compliance based ODIs (I.e., CRI and Discharge 

compliance) without deadbands; 

• Retail – Ofwat’s proposal not to index the price control means inflation risk sits fully with companies; 

• RPEs – no consideration for sharing the risks of input price inflation 

• Base costs – Ofwat’s assertion that the cost of achieving levels of performance can be met from allowed base costs 

and further assumed efficiency gains creates a significant downward skew to the risks facing  companies. 

 

(344) Many of these aspects can be addressed in the Final Methodology by changing some of the assumptions underpinning 
these areas and providing clarity of how Ofwat intends to develop the process for assessing service expectations and 
service levels for common ODIs. 
 

(345) Clearly the overall balance of risk will have a bearing on the base return position assumed for PR24. 
 
Q7.2 Do you agree with our proposals on the regulatory regime for managing companies' exposure to uncertainty over 2025-

2030? 

 

Overall view: Agree 

 

(346) We are supportive of the proposed uncertainty and incentive mechanisms. Where a precedent has been set on the 
nature of the uncertainty mechanism in the CMA PR19 Final Determinations, the uncertainty mechanism should be 
reflective of this. We note Ofwat is open to views on the nature of the Developer Services Revenue Adjustment 
mechanism. The nature of the DSRA in the Final Methodology should be reflective of the full growth costs as reflected 
in the CMA redetermination.  
 

Q7.3 Is there value in introducing more prescriptive requirements and guidance for company-produced RoRE risk ranges? 

How might this be implemented for:  

 

a. Interactions between performance on cost and service? 

b. Interactions between performance on different ODIs? 

 

Overall view: Agree 

 

(347) We agree with the introduction of more prescriptive requirements and guidance for company produced RoRE risk 
ranges at this would support Ofwat’s ability to compare across companies. It will be important that this guidance is 
developed in conjunction with companies whom will have information relating to the interaction between cost and 
service, noting that these relationships will not be linear nor expected to be the same across all companies. Incremental 
leakage reduction is a very good example of how this varies dependent on the current level of performance. The link 
between service and ongoing costs was highlighted in the CMA redetermination findings on leakage reduction: 
 

“At a high level, Anglian, Bristol, and Yorkshire all argued that maintaining lower leakage levels was more expensive than 

maintaining higher leakage levels. Our engineering adviser was of a similar view. To maintain a lower level of leakage, a 
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company needs to spend more money on both capex (such as noise sensors to find the leaks) and Opex (such as staff to repair the 

leaks). Given the limited asset life of the capex involved, these expenditures needed to be made on an ongoing basis.”  22 

 

(348) It is important that such cost and service relationships are appropriately factored into the Final methodology. 
 

Q7.4 Do you agree with our proposed approach to setting the allowed return on equity? 

 

Overall view: Strongly disagree 

 

(349) While we agree with the retention of CAPM as the main tool for the cost of equity estimation, we disagree with the 
proposals for estimating the key components of the cost of equity. We also observe the general theme that Ofwat 
appears to have dismissed many of the conclusions of the recent Water CMA redeterminations in relation to the cost of 
equity.   

 
(350) We offer specific comments below: 

 
1. Risk Free Rate 

 

(351) We disagree with the proposal to solely rely on index linked gilts to determine the risk free rate and the proposed 
methodology for inflation adjustment. The two reports below from First Economics and Oxera examine the Ofwat 
proposals and both conclude that Ofwat’s proposals would considerably under-estimate the risk free rate23. 
 

https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Risk_Free_Rate_FE.pdf 

https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Risk_Free_Rate_Oxera.pdf 

 

(352) Instead of solely relying on index linked gilts, Oxera recommend “a more practical approach that is consistent with the 
CMA’s approach for the PR19 redetermination, whereby the RFR is estimated as an average between the yield on AAA 
corporate bonds and the yield on gilts. Our empirical analysis on the historical betas of government bonds and AAA 
corporate bond indices shows that both are equally valuable inputs to estimating the ‘true’ RFR.” 
 

(353) Also, in their paper Oxera “show that Ofwat’s proposed methodology for estimating the wedge, ‘the Official forecast’, 
significantly underestimates the true RPI-CPIH wedge, by omitting the widening CPI-CPIH wedge and overlooking the 
ongoing uncertainties surrounding the RPI-CPI transition planned for 2030”.  

 
(354) Oxera present a more robust alternative estimate of the wedge based on RPI swap rates, CPI swap rates and the 

historical CPI-CPIH wedge. 
 
(355) The First Economics paper concludes: 
 
“In these circumstances, we think that it would be prudent for a regulator to look beyond just index-linked gilts to a wider basket 

of proxies for the riskless assets. We note that this this is not a novel idea – the possible other ways that there are of obtaining 

estimates of the risk-free rate have been discussed at length over a period of many years due to long-standing concerns about 

the “specialness” of index-linked gilts compared to other assets.  

 

The most recent, substantive contribution in this area came from the Competition & Markets Authority (CMA) in its PR19 

determinations. In its report the CMA identified both a theoretical and a practical rationale for estimating the risk-free rate using 

basket of assets comprising index-linked gilts and AAA rated non-government bonds. We are aware that Ofwat 

disagreed/disagrees with some aspects of the CMA’s reasoning, but we would suggest that the margin of error in an index-linked 

gilts only methodology is now far greater than the margin of error that arises from using additional proxies, for the reasons set 

out in the preceding charts and tables.” 

 

(356) We fully support the conclusions of these papers. 
 

 
22 CMA Final Determination, paragraph 8.52 
23 At the time of writing, these links have been reserved by Ofwat to publish these reports.  

https://protect-eu.mimecast.com/s/WjmtCM11wsjLE2BFPUhVn?domain=ofwat.gov.uk
https://protect-eu.mimecast.com/s/VzKTCN00LToQvZkUyQbkr?domain=ofwat.gov.uk
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2. Equity Beta 

 

(357) Ofwat is proposing to focus on daily data for raw beta estimation in addition to using 2-year, 5-year and 10-year 
estimation periods so as to strike a balance between using shorter and longer estimation period and longer period. 
Ofwat rejects omitting data from Covid-19 affected periods from its analysis despite acknowledging that focusing on a 
period dominated by Covid-19 may result in a beta estimate that is not reflective of the 2025-30 period. Ofwat also 
rejects the idea of applying bespoke weights to the Covid-affected data.24 
 

(358) In its final redetermination25, the PR19 CMA observed;  
 
“The inclusion of the 10 months from March 2020 to December 2020, covering the period of the COVID-19 pandemic, reduces the 

spot, 1-year and 2-year rolling average beta estimates materially in comparison with the various estimates to February 2020. 

Similarly, we observe that, for the period to December 2020, the spot, 1- and 2-year rolling average beta estimates were materially 

lower than the 5-year average. While we consider that the pandemic represents a systematic event which should not be excluded 

from our estimates, we also recognise that this type of economic crisis is relatively rare and that it is likely to be over-weighted in 

our range of beta estimates, which cover the last 2-, 5- and 10-year periods. Therefore, we have placed less weight on the lower 

estimates from the dataset to December 2020.”  

 

(359) Anglian asks that Ofwat consider the impact of the two significant recent events which have had a very material impact 
on the global and UK economies, as well as on water company betas, namely SARS-CoV2/Covid19 and the Russia-
Ukraine war. According to Water UK, both SARS-CoV2/Covid19 and the Russia-Ukraine war events have resulted in 
significant reductions to the pure play water portfolio of c. 0.14 bps and c. 0.28bps respectively.26  
 

(360) Whilst we agree that the length of estimation window inevitably requires a degree of regulatory judgement, Ofwat has 
in the past at both PR14 and PR19 Final Determinations reflected caution over placing too much weight on recent 
estimation windows. For instance, at PR19 Final Determination,27 Ofwat stated that it reflected caution over placing too 
much weight on recent 2-year daily data (given a pronounced recent fall), and hence it placed more weight on 5-year 
data. And, at PR14 Final Determination,28 Ofwat took a more balanced approach that placed weight on betas during the 
period 2009 to 2013 (i.e., five-year betas). Ofwat concluded as follows:  

 
“Although daily beta estimates have recently risen above 0.3, these estimates have peaked in recent months (and changes since 

January could be influenced by the PR14 regulatory process). We therefore place greater weight on the daily betas for Severn 

Trent Water and United Utilities over the 2009 to 2013 period which have tracked 0.30 closely.” 

 

(361) Precedent shows that Ofwat has elected to look through the day-to-day volatility in share price data, and especially the 
volatility that appeared in the run up to a regulator’s price control decision and was guided instead by empirical 
estimates of beta over a longer time horizon. In this context, we urge Ofwat to consider 5-year and 10-year betas as  
providing more useful information relative to 2 year betas if it (Ofwat) were to adopt its proposals not to disregard the 
period dominated by Covid-19 or failure to take into account the effects of the Russia-Ukraine war.  
 

3. Treatment of de and re- levering  

 

(362) The ‘Harris-Pringle formula’29 is well established and widely used by the UK regulators to reflect differences between 
market gearing and notional gearing assumptions. In their most recent report,30 Mason and Wright (M&W, 2021) 
argued that the approach led to a WACC that was increasing in gearing, which they considered contrary to Modigliani 

 
24 Ofwat, ‘Creating tomorrow, together: consulting on our methodology for PR24.” Appendix 11 – Allowed return on capital, July 2022 pp. 16 
25 PR19 CMA Final Report, March 2021 pp. 870, para. 9.493 
26 Water UK, “Relative analysis and beta estimation for PR24,” September 2022 pp. 5 para 2.3.2 
27 Ofwat (2019), PR19 final determinations: Allowed return on capital technical appendix, section 5.4.3   
28 Ofwat (2014), Setting price controls for 2015-20 final price control determination notice: policy chapter A7 – risk and 
reward, pp.34-35. 
29 The asset beta, 𝛽𝐴, is a weighted average between debt beta, 𝛽𝐷, and equity beta, 𝛽𝐸, where the weights are 
based on the gearing level, ie: 𝛽𝐴 = 𝑔 ∙ 𝛽𝐷 + (1 − 𝑔) ∙ 𝛽𝐸. 
30 R Mason, and S Wright (2021), ‘A report on financial resilience, gearing and price controls’, December, 2021.  

 

https://www.ofwat.gov.uk/wp-content/uploads/2022/06/Appendix-11-Allowed-return-on-capital-appendix.pdf
https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Estimation_of_beta_and_treatment_de_and_relevering.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Allowed-return-on-capital-technical-appendix.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/10/det_pr20141212riskrewardbenefits.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2021/12/Mason-and-Wright-A-report-on-financial-resilience-gearing-and-price-controls-2.pdf
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and Miller (M&M, 1958) 31 Ofwat also appears to consider that this is a problem, and they propose to “set debt beta at 
the level which would make the CAPM-WACC calculation fully invariant to gearing.” 32   
 

(363) In our response to the Ofwat’s December consultation,33 we demonstrated that M&W (2021)’s analysis lacked 
robustness and incorrect application of the M&M (1958) framework given the dynamics of the regulatory framework 
for pricing embedded debt costs and a failure to account for differences between CAPM-implied cost of debt and 
market based cost of debt used in allowance setting.  
 

(364) We stated that perfect invariance with gearing is not possible in a regulatory setting due to differences between 
Ofwat’s methodology for estimation of debt costs, which results in a premium to the CAPM-Cost of Debt. Instead small 
deviations from the M&M (1958) framework can be expected arising from pricing in efficient debt costs for water 
companies.34  
 

(365) Although we recognise the M&M (1958) principle i.e., the WaCC of a firm should be invariant to gearing – this only 
represents a sensible theoretical starting point for setting returns for a regulatory charge control. We submit that the 
theorem only holds in perfect capital markets contrary to the real world where multiple sources of imperfections such 
as liquidity and regulatory interventions are present. And as such, there is no and should not be any expectation that 
M&M (1958) theorem should hold precisely in the real world due to market frictions and distortions.     
 

(366) A Water UK report35 further examines the options proposed by Ofwat and takes a similar position as stated above. 
According to Water UK (2022), the search for theoretically correct relationships in all WaCC parameters should not 
override consideration of the validity of inputs and outputs. The report further questions the value in estimating the 
cost of capital parameters that meet one theoretical criterion precisely but are ultimately in themselves implausible.36  
 

(367) We submit that our preferred option in line with the Water UK (2022) report is option one i.e., maintaining the PR19 
approach that involves adopting the same de-leveraging and re-leveraging approach used at PR19. Ofwat has neither 
provider nor evidenced a clear problem that requires a change in approach or solution seeking.   
 

(368) It is also worth noting that a change in Ofwat’s proposed approach to the risk-free rate i.e., breaking with PR19 CMA 
precedent of a synthetic index involving 50% weight on RPI-linked gilt yields and 50% weight on AAA-rated corporate 
bond yields37 would help resolve its concerns around the relationship between gearing and WaCC. Ofwat’s proposed 
approach so far has focused on the calculation of the debt beta. However, a reproduction of Ofwat’s analysis of the 
consequences of re-levering and de-gearing finds that its (Ofwat) PR19 calculation of the cost of debt included an 
element of unexplained cost that did not fit within the standard CAPM framework.38  
 

(369) The table39 below reproduces Ofwat’s analysis of the consequences of varying gearing from 60% down to 54.2% with 
the assumption of an underestimated CPIH-stripped risk-free rate40 by c. -70bps. The final row in the table shows that 
the effect of varying gearing from 60% down to 54% disappears when an appropriate risk-free rate is selected.  
 
 

 
31 Modigliani, F. and Miller, M. H. (1958), ‘The Cost of Capital, Corporation Finance and the Theory of Investment’, The American Economic Review.   
32 Ofwat, ‘Creating tomorrow, together: consulting on our methodology for PR24.” Appendix 11 – Allowed return on capital, July 2022 pp. 19-24 
33 Ofwat, ‘PR24 and Beyond: Discussion paper on risk and return’ December 2021  
34 “… the unexplained premium component of the Cost of Debt is a cost companies do face when issuing debt.” Wright et al (2018) pp.77 
35 Ibid, section 7.5 pp. 70-72 
36 ibid 
37 CMA (2021), PR19 FD, pp. 790, para 9.241 
38 First Economics (2022), ‘The Risk-free Rate’ August 2022 
39 Ibid-  
40 Correcting for the risk-free rate assumes that Ofwat’s PR19 risk free rate of -1.39% CPIH real was underestimated by c.-70bps because of sole reliance on index 
linked guilts.  

https://www.ofwat.gov.uk/wp-content/uploads/2022/06/Appendix-11-Allowed-return-on-capital-appendix.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2021/12/PR24-and-beyond_Discussion-paper-on-risk-and-return.pdf
https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Risk_Free_Rate_FE.pdf
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(370) With the above table, FE (2022) conclude that the problem Ofwat has identified is not, in fact, likely to be the product 
of a faulty debt beta selection, but rather it is much more likely to be bound up in the issues that it identifies in its 
report i.e., the knock on effects that the risk-free rate selection has on other aspects of the cost of capital calculation. 

  
4. Market Based Cross Checks 

 

(371) We agree that there should be a high evidential bar for moving away from any central estimate of the allowed return.  
 

(372) We continue to consider that MAR evidence is an unreliable benchmark, as a number of subjective assumptions are 
required to decompose a MAR before it can be a useful input into the calibration of allowed returns. 
 

(373) Market prices observed for listed companies and recent transactions are affected by a large number of inputs, which 
need to be estimated with an increasing degree of uncertainty in future periods. For instance, investors need to form a 
view on the evolution of the regulatory regime and potential business performance, and the profile of future 
investment requirements, among others. This means that attributing the existence of a premium to investors’ assumed 
outperformance on Cost of Equity is inherently difficult. The CMA did not give MAR analysis weight in its PR19 
redeterminations, noting that it remained “cautious about using market prices to determine the point estimate for the 
Cost of Equity or overall cost of capital”41. 

 
(374) The report below from KPMG concludes that other cross checks such as Multi-Factor Models and Financeability 

assessment (as per the CMA approach) are more appropriate, we support these conclusions.42 
 

https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Cross_Checks_for_the_Cost_of_Equity_MARS.pdf 
 
(375) In addition, we are concerned that in a rapidly rising interest rate environment an appropriate equity risk buffer is 

maintained above the cost of new debt for the industry.  Were this buffer to be eroded, a rational investor would have 
a strong preference for holding debt rather than equity which could undermine the stability of the industry and result in 
an overall increase in the cost of capital, to the detriment of future customers.  
 

Q7.5 Do you agree with our proposed approach to setting the allowed return on debt? 

 

Overall view: Disagree 

 

(376) We disagree with proposal to focus solely on balance sheet debt and exclude all swaps when estimating the cost of 
embedded debt. 

 
41 CMA (2021), PR19 FD, para. 9.1362 
42 At the time of writing, this link has been reserved by Ofwat to publish this report 

https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Cross_Checks_for_the_Cost_of_Equity_MARS.pdf
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(377) Swaps are not entered into solely to “change the profile or nature of cashflows”. The vast majority of swaps in the 

sector are designed to achieve economic hedges which are of benefit to customers in that risk exposure is reduced and 
should therefore be included in the calculation of the sector average Cost of Debt. Anglian has used swaps in order to 
issue debt at an efficient cost and secure fixed rates. As a result, we consider that swaps should generally be included, 
as excluding them could present a misleading view of borrowing costs across the sector and in addition, the notional 
gearing structure proposed would not be achievable without entering the swap market. 

 
(378) The conversion of RPI to CPIH as a measure of inflation is expected at the end of AMP8 and will align current index 

linked debt (ILD) accretion to RCV growth, however until such time the use of CPI and CPIH ILD is expensive and limited 
as the market is not developed and very new. Until the wider adoption of CPIH this is likely to continue leaving 
companies few options to efficiently raise ILD without increasing risk to customers. When considering the current use 
of RPI linked debt, which in Anglian Water’s case is forecasted to be £3.8bn by 2025, and the difficulty or impossibility 
of renegotiating existing debt and derivative contracts to rebase from RPI to CPI or CPIH, changing the basis of RCV will 
mean water companies are less able to raise debt if existing RPI debt is not considered in Ofwat’s methodology. 
Ultimately, where RCV growth is eaten up by accretion on RPI linked debt and derivatives, water companies will be 
unable to raise sufficient capital and will limit the size of potential capital programmes. Without sufficient capital 
programmes, customer outcomes will suffer. Ofwat should also expect increased financial distress related to accretion 
counted as interest in credit rating methodologies in any company currently holding RPI ILD where RPI is not 
adequately considered in the RCV methodology, creating higher costs to raising debt and again limiting the amount of 
debt able we are able to raise, the size of the capital programme and customer outcomes. 

 

Q7.6 What are your views on the options we have set out for estimating the RPI-CPIH wedge for converting RPI-linked yields 

to a CPIH basis?   

 

Overall view: Disagree 

 

(379) The papers below from First Economics and Oxera examine Ofwat’s proposals for estimating the RPI-CPIH wedge.  Both 
papers conclude that Ofwat’s proposed methodology do not reflect market forecasts and that Ofwat risks introducing a 
significant mismatch between market pricing and regulator assumptions.43  
 

https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Risk_Free_Rate_FE.pdf 

https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Risk_Free_Rate_Oxera.pdf 
 

(380) We fully support the conclusions of these papers. 
 

Q7.7. Do you agree with our proposed approach to the notional structure and setting allowances for corporation tax? 

 

Overall view: Disagree 

 

(381) We disagree with the proposed approach to notional structure. Ofwat states that there may be benefits to adopting a 
lower notional gearing level at PR24, however Ofwat offers no significant evidence to support a move away from the 
current 60% gearing level. The report below produced by Frontier Economics for a group of water companies examines 
the proposal to lower the notional gearing level below 60% and concludes: 
 

"We have reviewed Ofwat’s proposal to lower the notional gearing level from 60% and conclude that it does not satisfy Ofwat’s 

own notional gearing framework, nor is it supported by empirical evidence.” 

 

“The current notional gearing level of 60% is already at the bottom end of the range implied by market evidence. There is no 

evidence to justify reducing it below current levels.”44 

 

https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Setting_Notional_Gearing.pdf 

 

(382) We fully support the analysis and conclusions within this report. 

 
43 At the time of writing, these links have been reserved by Ofwat to publish these reports. 
44 At the time of writing, this link has been reserved by Ofwat to publish this report. 

https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Risk_Free_Rate_FE.pdf
https://protect-eu.mimecast.com/s/VzKTCN00LToQvZkUyQbkr?domain=ofwat.gov.uk
https://www.ofwat.gov.uk/wp-content/uploads/2022/08/NWG_Setting_Notional_Gearing.pdf
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(383) We agree with the approach for setting allowances for corporation tax. 
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08 Aligning risk and return: Financeability 
 
Q8.1 Do you agree with our approach to assessing financeability? 

 

Overall view: Agree 

 

(384) While we are broadly supportive of the principles of the approach, there remains some detail which will not be released 
until the final methodology, for example the notional capital structure, proportion of index linked debt, assumption for 
dividends of the notional company etc. These are key criteria in assessing financeability and therefore it is difficult to 
form a view of the proposals without this detail. 
 

(385) Notional financeability thresholds should include allowance for headroom against severe but plausible downside 
shocks. We therefore believe that stress tests (including those prescribed by Ofwat in chapter 9 of the draft 
methodology) should also be undertaken for the notional company. 

 
Q8.2 Do you agree with the focus on the metrics outlined in section 8.4 for the assessment of financeability? 

 

Overall view: Agree 

 

(386) We agree with the proposals. 
 

Q8.3 Do you agree with our proposed approach to cost recovery, in particular that we set a narrow range for RCV run-off 

rates within which companies will be required to evidence their choice of rate which best achieves a fair balance between 

current and future customers? 

 

Overall view: Disagree 

 

(387) The draft methodology does not give an indication of the narrow band or a definitive definition of how the narrow band 
will be derived.  We believe that the RCV run off rates should primarily be driven by the natural rate run off of the 
assets which form the RCV. If a narrow band is adopted, a run off rate outside of this band should be allowed if 
companies can evidence this as the natural rate. 
 

Q8.4 Do you agree with our proposed approach to resolving a financeability constraint? 

 

Overall view: Agree 

 

(388) We agree that there is a role for equity in resolving financeability constraints, however returns to equity must be 
sufficient to attract equity investment.  We do not consider reducing notional gearing to be a valid solution to resolve 
financeability constraints. 
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09 Promoting Financial Resilience 
 
Q.9.1 Do you agree with the proposed standard set of scenarios for testing financial resilience? 

 

Overall view: Disagree 

 

(389) The proposed standard set of scenarios for testing financial resilience should include severe but plausible downside 
scenarios. Given the current inflationary environment we do not believe it is plausible that deflation of -1% could occur 
for a period of two years, especially in the first two years on AMP8.  CPIH has never been negative in its history of 
publication. We would therefore argue that a more plausible scenario would be CPIH of 0% for two years. 
 

(390) We believe it is important that the standard set of scenarios should be run on both the notional and actual capital 
structures. The notional structure should be financially resilient against severe but plausible downside shocks and not 
just financeable. 

 
Q.9.2. Do you agree with our approach to how the Board of the company should approach its Board assurance statement? 

 

Overall view: Agree 

 

(391) We agree with the proposed approach. 
 

Q.9.3 Do you agree with our proposed approach to dividend policies, performance related executive pay and voluntary 

sharing of financial outperformance? 

 

Overall view: Agree 

 

(392) We agree with the proposals. 
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10 Companies’ PR24 submissions 
 
Q.10.1: Are the PR24 submission requirements clear and sufficiently specified? 

 

Overall view: Agree 

 

(393) Yes.  
 

Q.10.2: Is any data missing, or included but not required or areas we need to look at again? 

 

Overall view: Agree 

 

(394) Please refer to the individual responses set out in the data tables consultation response.  
 

Q.10.3: Are the limits on the number and size of documents workable? Should we be more prescriptive in terms of file and 

folder structure etc? 

 

Overall view: Agree 

 

(395) Yes, but we consider that the limit on the number of documents should explicitly exclude the submission of the 
reconciliation models. 
 

Q.10.4: Do our expectations for company’s board assurance and governance arrangements provide enough guidance to 

ensure that boards’ have sufficient level of ‘ownership’ and so ensure a high quality submission?  

 

Overall view: Agree 

 

(396) Yes 
 

Q.10.5: Do you agree with our proposal to continue to apply revenue adjustments for past performance across all years of 

2025-30, after the financeability assessment? 

 

Overall view: Agree 

 

(397) We agree that revenue adjustments for past performance should be applied after the financeability assessment as this 
maintains the incentive properties of the legacy mechanisms.  
 

(398) Traditionally, the ‘in the round’ financeability test has targeted financial metrics which are at the near the bottom or 
minimum level for the target credit rating. This does not provide an appropriate balance of risk and return or provide 
sufficient headroom to deal with downside risks (including those risks arising from legacy mechanism outside of 
companies control). It is important that the allowed return is set at a sufficient level which provide sufficient headroom.   

 
Q.10.6: Do you agree with our proposal for 2024-25 blind year adjustments? Should we treat in period ODI adjustments in the 

same way as other blind year adjustments or retain the approach set out in the Rulebook? 

 

Overall view: Neither agree nor disagree – N/A 

 

(399) We agree with the proposals to include in-period forecasts ODI within the business plan. 
 
(400) We would like more clarity to be provided on the treatment of the blind year adjustment related to the ASHE index 

within the cost reconciliation model. Currently the blind year impact of actual performance for year 5 is calculated in 
year 1 of the next AMP. The provision ASHE values for year 5 (24/25) will be not be published until November of year 1 
of the next AMP (November 2025), with final ASHE values published in November of year 2 (November 2026), so will 
this require a final blind year adjustment related to the cost reconciliation model be calculated in year 3 (2026/27)?     
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Q.10.7: Do you have any comments on how best to deal with the impact of shadow and non-shadow reporting in table BIO3 

on other tables? 

 

Overall view: Neither agree nor disagree – N/A 

 

(401) Table BIO3 is the same as table 8C in the APR. Lines 1-6 are used to show (a) the calorific and financial value of biogas, 
heat and electricity generated by bioresources and (b) where those energy resources are used (which could be in 
bioresources itself, in waste water network plus or outside the appointed business). These figures in table 8C should be 
consistent with the base operating expenditure analysis set out in APR table 4K (‘Base expenditure analysis – 
wastewater’). Energy sales by bioresources to waste water network plus are captured in line 1 (‘Power’) of that table 
and energy sales outside the appointed business (e.g. to the grid) are captured in line 2 (‘Income treated as negative 
expenditure’). In turn, the figures on line 14 of that table (‘Total base operating expenditure’) should match line 1 (‘Base 
operating expenditure’) of APR table 4E (‘Wholesale totex analysis – waste water). APR tables 4E and 4K appear in the 
draft business plan tables as tables CCW2 and CWW1 respectively. 
 

(402) Price controls for 2020-25 for bioresources and waste water network plus were set at PR19 using companies’ forecasts 
of these energy values. Those forecasts were set on the basis of companies’ own methodologies. In May 2021 Ofwat 
produced guidance on how all companies should assess those values going forward. Companies pointed out that if they 
were to apply the values produced under the new guidance there would be a mismatch between their allowed and 
actual base opex. Furthermore, because the treatment of variances between actual and allowed costs was not the 
same for each price control, this mismatch would lead to incorrect outcomes in the reconciliation of PR19 performance. 
Ofwat agreed with this. In APR 21 and APR22 companies have therefore reported these values in lines 1-6 of APR table 
8C on the same basis as was used in setting PR19 price controls and again, following the new guidance, in lines 18-23. 
These lines 18-23 are identical to lines 1-6 and known as ‘shadow reporting’ lines. 

 
(403) Ordinarily the historical numbers in the business plan tables CWW1 and CWW2 would match the figures that 

companies reported in their APRs of the time. However, for 2022-25 these will have been reported on the basis of 
companies’ PR19 methodologies for evaluating energy values, as explained above. From 2025 onwards all forecast 
figures should be reported on the basis of the new guidance and therefore the figures pre- and post this date in CWW1 
and CWW2 will not be on a similar basis.  

 
(404) New and old values of the figures in tables CWW1 and CWW2 are required. The figures for 2022-25 in the old versions 

will be required for PR19 reconciliation whereas figures in the new version will be required as inputs to the base costs 
model. Separate versions of these tables could be provided. Alternatively, data for reconciliation could be sourced from 
companies’ APRs and tables CCW1 and CWW2 could be completed entirely on the basis of the new guidance. In this 
case, it would have to be recognised that the figures for 2022-25 differed from those that companies reported in their 
APRs for the respective years. 

 
Q. 10.8: Do you have any comment on the data we should collect in table BIO5? 

 

Overall view: Neither agree nor disagree – N/A 

 

(405) We will respond to this point as part of our Bioresources Draft Methodology consultation due on 16th September, once 
we have reviewed Ofwat’s supplementary document on Bioresources.  
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11 Enabling quality and ambitious business plans 
 
Q.11.1 Do you agree with the framework we propose to encourage the best business plans? Specifically, do you agree  
• that we should first assess 'quality' followed by 'ambition'? 
• with our proposed allocation of rewards and penalties for performance on each? 
 
Overall view: Neither agree nor disagree – N/A 
 
(406) We welcome the clarity around Ofwat’s thinking on how business plans will be assessed at this stage as part of the 

Draft Methodology consultation.  
 

(407) One of the quality tests is for the LTDS. We think that it is important that the quality of companies’ LTDS should not just 
focus on the quality of the data submitted but should also focus on the quality of the processes and thinking 
demonstrated by companies in developing their LTDS.  
 

(408) Table 11.1 highlights that the ‘Lacks ambition’ categorisation will have a financial adjustment penalty of up to -30bps 
RORE. ‘Up to’ in this context covers a wide range of possible adjustments and presents a significant amount of 
ambiguity without context of how Ofwat will determine the financial penalty for companies within the 0-30bps range. 
We would welcome clarification on this is the Final Methodology.  
 

(409) We note and agree with the reduced scale of difference in cost sharing rates compared to PR19 noting that the CMA45 
found that the PR19 cost sharing rates “may incentivise companies to submit unattainably low totex estimates in order 
to secure more favourable sharing rates”.  
 

(410) We have concerns that companies are incentivised to align with Ofwat’s assumptions rather than developing a plan 
which best meets the needs of its customers and local environment. For example, on customer affordability and 
acceptability, there is a constraint to use Ofwat’s standardised methodology which could limit innovation and 
approaches that recognise that one size does not fit all. The award of penalties for companies where they have not 
used Ofwat assumptions in their business plans may result in short-term thinking and not be aligned to customer’s and 
the environments long-term interests. 
 

(411) Page 136 of the Draft Methodology sets out that rewards will be dependent on whether Ofwat considers a company’s 
plan represents value for money. This ‘value for money’ needs to be defined ex-ante in the Final Methodology.  

 
 
Q.11.2 Do you agree with the proposed scope of our 'quality' assessment? Specifically, do you agree: 
• we should have minimum expectations in the six areas described above? 
• with the minimum expectations we specify in each of the six areas? 
 
Overall view: Agree 
 
(412) We support the need for the quality of companies’ affordability and acceptability proposals to be assessed. However, it 

is important that this assessment is based on the evidence available in the round including the evidence that companies 
have collated from their own customers. The assessment should not be reliant on the centralised research being 
developed by Ofwat and CCWater alone.  

 
Q.11.3 Do you agree with the proposed scope of our ambition assessment? 
 
Overall view: Agree 
 
(413) We broadly agree with the scope of the ambition assessment but note that the LTDS is not included within this 

assessment. We consider it important that the LTDS is assessed not only for the quality of the data which is submitted, 
but also on the process and how the LTDS is embedded as part of companies PR24 plans. Provided this forms part of 
this assessment we are supportive, but if this is not intended to for part of the ‘quality’ assessment, this part of the 
LTDS should be included as part of the ‘ambition’ assessment.   

 

 
45 para 6.103 final report  https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf  

https://assets.publishing.service.gov.uk/media/60702370e90e076f5589bb8f/Final_Report_---_web_version_-_CMA.pdf
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Q.11.4 Do agree with our proposed reputational, financial and procedural rewards and penalties, including the overall 
package of reward and penalty? 
 
Overall view: Disagree 
 
(414) We welcome having early sight of Ofwat’s proposals for reputational, financial and procedural rewards and penalties. 

However, we have some concerns about these.  
 

(415) On reputational measures, the expectation of companies “to state their category prominently on direct 
communications with their customers and stakeholders, for instance in annual reports and on their websites” is 
unnecessarily prescriptive and disproportionate.  
 

(416) On financial measures, we are concerned at the proposal for an ‘up to’ -30bps penalty for plans which “lack ambition” 
without further definition. There is a risk as currently drafted that the scale of penalty is a subjective view.  
 

(417) On procedural measures, it is unclear how companies that achieve the highest categorisation will benefit from 
procedural benefits of reducing engagement with Ofwat, when the IAP and DD assessment stages are collapsed into a 
single stage. In the Final Methodology, Ofwat should be clear on what these procedural benefits are.  

 
 
Q.11.5 Do you have any other comments regarding our proposed approach to business plan incentives at PR24? 
 
Overall view: Neither agree nor disagree 
 
(418) The Draft Methodology proposes combining the Initial Assessment of Plans (IAP) and Draft Determination (DD) phases 

of the PR process. We are concerned that doing so would remove a major benefit allowed through fast-tracking of high 
quality plans, the ability to make an early start on the delivery of the plan which - given the scale and importance of the 
likely investments needed in companies’ PR24 plans – is of huge value to companies.  
 

(419) We would like to work with Ofwat to ensure that the engagement opportunities throughout the process (and especially 
between business plan submission and the first assessment phase) are maximised and that the benefits of fast-tracking 
and early certainty are preserved.   

 
Appendix 13 Q13.1 Do you agree with our proposed approach to mechanisms at PR24?  
 
Financial model 
 
(420) We welcome the early publication of the draft financial model and the increased functionality within this model. 
 
Opex-capex – Calculation of “natural rate” PAYG 
 
(421) We welcome the emphasis that “the most appropriate starting point for calculating PAYG rates is operating costs as a 

proportion of totex” as this ensures intergenerational customer fairness.  
 
(422) Where there are differences between companies business plans totex and Ofwat’s view of allowed totex setting the 

appropriate PAYG rate can be difficult. The allocation between opex and capex at PR19 was done through the 
opex/capex model. 
 

(423) The opex capex model uses a high-level blend of companies opex/capex mix (for base plus and enhancement) which 
does not fully take into account the granular build-up of any difference in any totex gaps that could have arisen. A more 
granular build-up of opex/capex mix may be required so as to avoid the potential for any misallocation of opex/capex.   

 
 

 
 


