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Dear colleagues, 

 

RE: PR24 METHODOLOGY CONSULTATION 
 
Thank you for the opportunity to respond to the PR24 draft methodology. This is a joint response 
from the Pennon Group companies: South West Water and Bristol Water, reflecting the current 
licence merger consultation.  
 
We welcome the open and substantive engagement that Ofwat has carried out in the development 
of the methodology. As Pennon is a purpose led business, committed to bringing water to life 
supporting the lives of people and the places they love for generations to come, we particularly 
welcome that the needs of communities and for the long term is recognised explicitly. And as we 
develop our thinking, we would welcome continuing to engage with Ofwat on our plans.  
 
It is right and appropriate to challenge the sector to respond to customers’ increasing demand for 
improved performance and reduced costs. Notwithstanding this, it is essential that the sum total of 
all the various elements of the draft methodology add up to a proportionate and appropriate approach 
to addressing the challenges we face. We want to work closely with Ofwat to put in place a Business 
Plan that is in the long-term interests of our customers and communities, one that reflects our 
ambition to further improve our great customer service, and to use innovation to provide a resilient 
and efficient water company for all of our customers and communities, with particular focus on 
ensuring we protect those customers in vulnerable situations. 
 
Below we set out our summary views on the draft methodology. In doing so, we set out our support 
the intentions in the draft methodology of focusing on the long term; delivering greater environmental 
improvements; driving towards net zero; and recognising the benefits to of customers and the 
environment of high quality business plans.  
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SUMMARY OF OUR FEEDBACK 
 
We agree with Ofwat’s approach to maintain the core regulatory building blocks. Having stability in 
the core structure of the price review helps provide a degree of certainty to investors. We also agree 
with the principle of there being clear rewards available for the development and also the delivery of 
high-quality business plans. However, the challenges facing the sector are greater than ever as we 
look to enhance and protect rivers and seas, whilst addressing the challenges of climate change, 
population growth, rising customer and stakeholder expectations, net zero, a cost-of-living crisis and 
worsening macroeconomic outlook. The need for a methodology that drives long term thinking, 
innovation and competition, whilst allowing the flexibility to respond to uncertainties as they arise has 
never been greater.  
 
Following the experiences of PR19, we have welcomed Ofwat’s desire to simplify the regulatory 
framework and to learn the lessons of PR19. However, the draft PR24 methodology framework still 
feels somewhat complex or prescriptive. We think there is an opportunity for Ofwat to evolve the 
regulatory framework to the benefit of customers and the environment in the long term, allowing the 
sector to respond to the new heightened challenges that it faces – for example, storm overflows, 
Farming Rules for Water and nutrient neutrality.  
 
We welcome many of the individual proposals in the methodology, but overall want to ensure we 
have a methodology that recognises the scale of challenge facing the industry. We provide our views 
on key parts of the methodology below, and in appendix 2 we outline readily implementable changes 
to the PR24 methodology and processes that could help resolve the issues identified. We have also 
worked with external parties to test our understanding of the methodology as a whole and its 
complexities, in order to test our view, and would happily share findings separately if that is helpful.  
 
Step change in investment 
 
Ofwat’s regulatory framework has served the country well. Since privatisation, there has been billions 
of pounds of much needed investment into the sector, and service levels have drastically improved 
as a result. For example, in the South West 100% of bathing waters meet environmental standards, 
leakage is the lowest it has ever been and is reducing further, and there has been step changes in 
improvements relating to water quality, supply interruptions, low pressure, sewer flooding, pollution 
incidents, and discharge compliance. 
  
Despite the major improvements in service, public scrutiny of the sector has never been higher. As 
a result of this scrutiny, the industry has now been set ambitious new environmental targets that will 
require a further step change in investment. With new Government environmental policies and the 
uncertain impacts of climate change on water and wastewater services, a new scale of investment 
is expected. Ambitious PR24 plans will be needed to deliver the required enhanced investment whilst 
balancing affordability for the most vulnerable.  
 
While the methodology contains detail in some areas, given that PR24 is shaping up to have the 
biggest enhancement programme ever across the sector, we would welcome more detail on how 
Ofwat will assess enhancement expenditure. We need to avoid the risk of significant unfunded 
obligations during the period associated with shifts in public perceptions or legislative obligations. 
Looking forward the government has estimated that achieving the 2050 storm overflow targets alone 
will require £56 billion across the sector; on top of the additional investment needed in water 
resources and reductions in abstraction, nutrient neutrality, drinking water quality, net zero, and 
mitigating climate change. We want to see a methodology that maintains the attractiveness of the 
sector to investors, such as recognising the uncertainty for future enhancement investment through 
notified items, two-way Price Control Deliverables (output basis), and “Green Recovery” type 
initiatives (widening the proposed Defra 2027 review of storm overflows), allowing us to be prepared 
for in-period changes that reflect further changes in policy and ever increasing expectations from 
customers and stakeholders.  
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For example, Natural England’s recent changes to designation around ‘nutrient neutrality’ means 
that additional investment is required across the industry asap, and we are seeing that waiting until 
2025 is problematic given the impacts this is having on Levelling Up.  
 
Focus on the long-term 
 
We agree with the intention to take a long-term focus, looking at the pace and timing of improvements 
versus affordability and intergenerational fairness. We agree with the focus on best value planning, 
with the needs of communities and the environment explicitly taken into account. We welcome 
Ofwat’s commitment to providing high-level feedback on the development of company long-term 
delivery strategies in early 2023. Taking a long term view is an important part of getting the balance 
right between affordability with the proposed statutory environmental investments. 
 
Allowed returns 
 
Given the likely scale of investment programmes, the industry needs to remain attractive to investors, 
yet the methodology is highlighting a material decrease in returns, which in turn risks inhibiting the 
levels of investment required. However, there are ways that will allow investors to accept lower 
returns through reducing the uncertainty and risk associated with unfunded obligations.  
 
The WACC methodology suggests a significant decrease in the allowed returns. If this is also 
associated with material increases in the risk in the package, investors are unlikely to be willing to 
invest. Faced with the risk of unfunded obligations, and an ODI package that is penalty biased (e.g. 
removal of ODI deadbands and exclusions), investors may not accept the proposed lower returns 
being proposed. 
 
Moreover, it is not clear how Ofwat has made some of the decisions within the methodology using 
available evidence points, such as the PR19 CMA findings, and we would welcome further clarity on 
how decisions have been made and assessed. 
  
Trade-offs 
 
Ultimately our PR24 objective is to deliver investment to benefit communities and the environment. 
We welcome a methodology that recognises the scale of the investment that will be needed, 
especially that to meet statutory targets. In this context, affordability assessments will need to 
recognise the trade-offs companies are being asked to balance. We consider it likely that 
acceptability testing will reveal a gap between customer acceptability and statutory targets, and we 
are not sure how the methodology will address this, which is essential if we are to maintain customer 
trust. We would welcome the final methodology recognising the magnitude of this task and provide 
clarity on how a high quality business plan balances these considerations.   
 
We also would welcome clarity around trade-offs between costs and service. The methodology 
implicitly assumes that companies have had a consistent level of past enhancement investment, but 
historically companies may not have had the revenues and funding to deliver consistent outputs. 
This was a point made at the CMA Redeterminations of PR19. For example, with respect to leakage 
investment, the CMA found that where improvements were required, efficient company 
enhancement expenditure and well-designed outputs and outcomes were necessary. A higher 
ongoing base cost of higher service levels was found to be the case based on the evidence. We 
would welcome the methodology providing further clarity on whether this engineering and operational 
principle will apply at PR24, as we look to consider what our base plans can fund as part of 
supporting high quality PR24 decisions. 
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Affordability and tariffs 
 
The major enhancement programmes that companies will be required to put forward to meet new 
obligations will have an impact on affordability at a time when there is a national affordability crisis 
stemming from increasing energy bills and high inflation. We welcome the potential national social 
tariff, but further proposals will be needed to ensure affordable bills for all. Mirroring the ongoing 
discussions in the energy sector, we would welcome discussions around flexing PAYG/RCV run-off 
rates, to support future bill profiles.  
 
We would also welcome consideration to changes to the structure of tariffs – water bills remain 
regressive and do not provide meaningly pricing signals to drive behavioural change. We are very 
supportive of changes to tariffs to ensure bills are progressive, support vulnerable customers, and 
drive the right behaviours to the benefit of all.   
 
The regulatory framework currently appears to limit the ability of companies to smooth out revenue 
changes, unless it is at the expense of the company through complex RFI incentive calculations, 
even where they voluntarily wish to do so. Such flexibility existed up to PR19, and will be required 
up to and after PR24. We think a more progressive and flexible approach to revenue controls and 
charging is required. 
 
Business plan incentives 
 
We agree with the principle of there being clear rewards available for high quality and ambitious 
business plans.  We also want to see greater rewards for the delivery of plans, such as going further 
and faster relative to targets set. Incentives can be a mix of financial and reputational. As a company 
who has delivered two fast track plans, we recognise the reputational benefits of the categorisation 
of plans, and the financial benefits of being able to proceed with the delivery of plans early. We would 
welcome incentives that continue to deliver this. Getting the balance of incentives for developing and 
delivering of plans right is key.  
 
The methodology assumes that further service improvements can be extrapolated and assumed to 
be delivered from base costs. However, Ofwat's assumptions that base cost can deliver continued 
improvements in performance does not appear to reflect current APR data (see for example industry 
performance on supply interruptions and CRI); extrapolating these assumptions risks a poor 
business plan assessment or poor delivery of agreed plans.  
 
We would welcome further changes to ensure symmetrical risks. For example, with regard to overall 

ODI design we would urge changes to the position on no deadbands for measures such as CRI. We 

would welcome Ofwat allowing a greater degree of flexibility in the incentives design and enabling 
companies to deliver a package that is suitable to what customers and stakeholders want. And we 
would urge consistency around indexation, noting the proposed lack of indexation for the retail price 
control – contrary to the proposal in the Retail Exit Code consultation whereby Ofwat plans to 
continue indexing average cost to serve and meter read cost allowances for business in their retail 
price caps. 
 
Open Forum / Challenge sessions 
 
We welcome customer challenge and scrutiny, not just as part of price reviews but as a matter of 
course. Our WaterShare+ scheme which gives customers the opportunity to have a stake in our 
business and also to have their say in open forums attended by our Executive. Our independent 
WaterShare+ Panel also scrutinises company performance on behalf of our customers, including 
holding meetings in public on a quarterly basis, and a customer AGM, at which the public are invited 
to attend and/or submit questions. These sessions afford unrivalled access to our teams, allowing 
customers to challenge our performance and plans, and set expectations for the future.  
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For open forums to truly work, there must be the ability for plans to flex and adapt to reflect regional 
needs and preferences. We would welcome retaining outcomes that reflect customer views, such as 
the ability to set a range of customer driven bespoke PCs that reflect customers views and encourage 
innovation. We recognise Ofwat has gone to great lengths to understand the preferences of 
customers and how these preferences should be reflected in the common performance 
commitments.  However, for the open forum to be meaningful to customers, we would welcome the 
entire outcomes framework and long term targets being discussed as a whole package.  
 
Regulatory consistency  
 
Regulatory reporting of performance has become increasingly diverged recently, with numerous 
frameworks such as the ODI framework, the EA’s EPA methodology, DWI measures etc. In the 
interests of transparency and clarity, we would urge a single framework is developed to assess 
performance and this is based on collaboration between the regulators. We would hope that 
regulators can come together to deliver a single framework in the interests of customers, 
stakeholders and policymakers.  
  
In urging such a move, we note that the popularity of the EA’s EPA methodology is the simplicity of 
presenting company performance as a star rating. We think a similar approach should be adopted, 
with for example companies delivering (say) over 85% of their agreed targets a 5-star company, and 
those delivering (say) less than 40% of agreed targets a 1-star company. A system like this would 
allow all aspects of environmental and customer service to be considered, and include water only 
company regions in the assessment (or even split into water and waste regions).  
 
Application of revenue adjustments for past performance after financeability assessment 
 
We note that we will have some revenue adjustments at the end of this period, for example 
associated with Green Recovery investment and outcome delivery. We welcome steps to ensure 
that the profile of adjustments for each company is used to support affordability / bill profiles and 
individual customer impacts, which we would like to be explored more in the methodology. For 
example, a significant increase in year 1 for the capital programme could be offset by using 
downward adjustments early to smooth this – or vice versa. 
 
Competition 
 
The step change in investment is coming amid an unprecedented cost of living crisis. We have a 
duty to ensure efficiency is front and centre of PR24.  We think competition has a big role to play in 
ensuring that.  
 
We welcome what Ofwat has already done to introduce competition, such as around non household 
retail and direct procurement for customers (DPC). But we would welcome the Ofwat methodology 
being clear on the benefits that increased competition could play in the burgeoning sector: we would 
like to see competition for the market and in the market . A expansion of how projects are tendered 
for, financed, owned, and operated presents major opportunities for innovation (thus improving 
affordability) and improving perceived legitimacy from the public as they would no longer be served 
by singular monopolistic providers. 
 
We understand why Ofwat has increased the threshold for DPC projects, but note that this will make 
fewer projects or programmes eligible for competitive delivery/financing. Whilst we agree with this 
given the way DPC is currently constructed, we would welcome the methodology considering 
alternatives to allow smaller projects to be subject to competitive market pressures. Ofwat has noted 
that DPC projects have had complex and expensive tendering processes, and so is proposing to 
adjust the threshold of eligible projects to reflect this. We would prefer that the focus is on reducing 
the costs and complexity of setting up DPCs. Pennon has extensive experience of financing discrete 
infrastructure projects (such as from our previous ownership of Viridor) and we would welcome a 
streamlined DPC process that would allow it to develop, attracting a diversity of finance and delivery 
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incumbents. We include analysis of DPC and other competitive procurement structures in Appendix 
4. 
 
We would welcome different structures to be developed including incumbents. We firmly believe that 
highly skilled and innovative incumbent water companies should be allowed to bid for work. We want 
to see a dynamic market, where the party best placed to deliver particular projects can seek to 
provide a given service. Such competition would create an infrastructure projects market that would 
allow investors to target a portfolio of water projects, potentially reducing financing costs, and 
increasing financial resilience. Incumbents bring the operational and outcome focus to achieve this. 
 
The sector has been discussing for over a decade how the market for bio-resources could be 
improved. The 2011 joint Ofwat-Office of Fair Trading review of the market identified environmental 
regulatory barriers to the co-treatment of sewage sludge and other organic waste. However, more 
progress is still needed, as we still have a regulatory framework that partly pursues competition (for 
example, through the establishment of separate price controls), but also continues to heavily regulate 
(for example, through the use of a regulatory efficiency challenges). The end result is a framework 
that serves neither objective well. We would welcome more certainty for regulated companies 
investing in bioresource assets. Bidding for the market to build and run facilities, rather than focusing 
regulation on marginal trading of spare capacity, is needed to provide the market certainty necessary 
to attract the waste management industry and investors to the bioresources market. 
 
In 2014, the Water Act introduced provisions for wholesale authorisations – the ability to have 
companies serve part of the value chain, thus increasing the diversity of service provision across the 
sector. However, the relevant provisions remain to be brought into effect. And in 2016, Ofwat 
undertook a cost benefit analysis of the potential introduction of household retail competition. The 
analysis identified benefits from introducing competition and there is still more progress to make 
towards a more liberalised retail market.  
 
Ofwat’s draft PR24 methodology could go further with respect to the opportunities that market 
liberalisation could offer. There are many examples in other sectors of competition serving customers 
and society well, whether that has been competition in the market, such as for renewables 
investment, or for the market such as on consumer choice. As such, we propose that Ofwat considers 
pro-market initiatives as a matter of priority for its final PR24 methodology. 
 
 
Our responses to the specific consultation questions are provided in the pages in Appendix 1 (our 
responses to these questions, as well as our comments on the proposed data tables and financial 
model, are also provided in the response template). We have assessed the whole framework “in the 
round”, as well as considering each of the individual incentives and methodology components 
separately, which we explore further in Appendix 2.  
 
We hope you find our comments helpful. Please contact me if you would like a further discussion; I 
would welcome open dialogue between our respective teams to explore our responses in more 
detail. 
 
Yours faithfully, 
 

Dr Lisa Gahan 

Regulatory Director 

D:  
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Appendices 
 

▪ Appendix 1: Response to specific consultation questions 
▪ Appendix 2: Our “in the round” review of the PR24 draft methodology 
▪ Appendix 3: Technical comments on financial modelling and data tables 
▪ Appendix 4: Key issues for DPC and SIPR 
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Measure Ofwat proposal SWW view Agreement or disagreement 

Water supply interruptions Common Common Agree 

Internal sewer flooding Common Common Agree 

Pollution incidents Common   

Serious pollution incidents Common Common Agree 

External sewer flooding Common Common Agree 

Customer contacts about 
water quality 

Common Company 
specific 

Disagree  
Our rationale is set out below 

Operational GHG 
emissions 

Common Common  

Storm overflows Common Common  

Unplanned outage Common Common Agree 

CRI Full compliance Full compliance 
with deadband 

Disagree 

Our rationale is explained in 5.12 

Discharge compliance Full compliance Full compliance 
with deadband 

Disagree 

Our rationale is explained in 5.12 

Leakage Company 
specific 

Company 
specific 

 

PCC Company 
specific 

Company 
specific 

Agree and disagree  
Our rationale is set out below 

Business demand Company 
specific 

Company 
specific and 
normalised 

Agree and disagree.  
Our rationale is set out below 

Biodiversity Company 
specific 

Company 
specific 

 

Bathing water quality Company 
specific 

Company 
specific 

Agree 

River water quality Company 
specific 

Company 
specific 

Agree 

Mains repairs Company 
specific 

Company 
specific 

 

Our rationale is explained in 5.6 

Sewer collapses Company 
specific 

Company 
specific 

 

 
On specific areas of disagreement: 
 

• Water quality contacts: whilst we agree that the measure can be consistently reported and 
compared between companies, we disagree with Ofwat’s rationale for it being a common 
measure.  Water quality contacts are impacted by local factors, for example, raw water 
sources, the material of companies watermains and companies operating regimes, e.g., 
pressure/flow rates/variance in peak demands. Companies have also received varying 
levels of enhancement expenditure to reduce water quality contacts in the past – 
particularly cast iron watermains rehabilitation programmes in AMP4/5. We believe as a 
minimum there should be a continued glidepath towards common performance in AMP8 
(and potentially AMP9). Addressing aesthetic water quality is a long-term issue, particularly 
where companies are moving back again towards cast iron mains replacement, following a 
tackling of these issues at source. South West Water’s approach has been to spread 
improvements inter-generationally so that no single cohort of consumers pays 
disproportionately for improvements to consumer contacts. This has meant a sustained 
improvement in consumer contacts over several AMPs, which would continue under our 
current plans. Bristol Water have been targeting significant improving without enhancement 
investment to better inform targeted investment proposals. 

• Business demand: overall we are not supportive of this measure. The measure as 
proposed currently lacks any normalisation or consideration of factors outside of a 
company's control, i.e., industry trends such as hydrogen production, tourism changes, 
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cross checks and also checking the "fair bet" through reasonable notional industry 
assumptions.  

• Retaining CAPM seems appropriate given its past use by every price control and its 
endorsement by the CMA 

 
We suggest Ofwat consider KPMG’s estimation of beta and treatment of de-and re-levering and their 
cross checks for the Cost of Equity (for MARs and for multi-factor models).11 KPMG find that 
systematic risk is likely to increase for the water industry at PR24 compared to PR19, linked to step 
changes in investment to meet environmental obligations amongst other factors. This would imply 
that beta would be flat or increasing. KPMG also consider that asymmetric risk is increasing, which 
would need to be captured through “aiming up” the choice of selected cost of equity from a range of 
observed data. 
 
On the estimation of the risk-free rate (RFR) we suggest consideration of the approach suggested 
by Oxera, in the submission to the Future Ideas Lab. At PR19 the CMA estimated the RFR based 
on both Index Linked Gilts (ILGs) and AAA-rated corporate bonds. Oxera find that whilst there will 
be small risk and liquidity premia within the AAA-rated bonds, the estimation error involved means 
that taking an average between the yield on AAA-corporate bonds and the yield on gilts, consistent 
with the CMA approach, is supported. 
 
Oxera find that the use of SONIA swap rates as a cross-check for the RFR has a number of 
arguments against, including a shorter duration on the 20-year swaps than the corresponding zero-
coupon nominal gilt, and the imperfections in the capital market that can distort swap rates 
downwards. 
 
Oxera have included in their RFR approach the evidence of a growing CPIH-CPI wedge, which 
together with the uncertainty around RPI-CPI transition planned for 2030 supports an alternative 
approach based on RPI swap rates and the historical CPI-CPIH wedge. 
 
Our response has also been informed by the contribution of First Economics which explains the 
counter-intuitive finding in Ofwat methodology that suggests a lower gearing assumption would result 
in a lower cost of capital. The report suggest this is caused by the size of the debt premium, relative 
to the debt beta, and to avoid this would require a debt beta assumption beyond plausible estimates. 
The gap is more plausibly caused by market inflation expectations that differ from official forecasts, 
which should be reflected in estimating the risk free rate. 
 
KPMG have reviewed the use of Market to Asset Ratios (MARs) as a regulatory cross-check on the 
allowed rate of return. They found that: 

• Although MARs have been used as a cross-check, this always noted the significant 
limitations in general and the specific problems in interpreting this data. The assumptions 
made in interpreting them are one of the limitations as they may well be wrong. At best, 
MARs are one possible cross-check 

• KPMG propose a set of criteria for considering cross-checks and based on these criteria 
and the regulatory precedent conclude that MARs should not be deterministically to select 
a point estimate for the allowed rate of return, and at best only as part of a suite of cross-
checks. 

  

 

 

11 Future Ideas Lab 
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APPENDIX 2 – Our “in the round” review of PR24  

 

In responding to the PR24 draft methodology, we have assessed the whole framework “in the round” 
as well as considering each of the individual incentives and methodology components separately. It 
is important to look at the draft methodology through this wider lens, in order to assess the 
assumptions and factors that might affect the process, as well as the individual approaches and 
judgements being made. Ultimately, a well-designed price review should reveal relevant and useful 
information through the process. We have therefore considered to what extent Ofwat’s incentives 
(particularly the business plan incentives around the quality and ambition assessments) are 
designed to support this.  
 
While there is logic to many of the changes made at PR24 our in the round assessment is that: 
 

• Standardisation of ODIs at PR24 is likely to lead to quite diverse risk/return ranges at 
individual companies and that the notional company will not be truly representative of the 
industry at large  

• There is good reason to suggest that increased uncertainty means that the overall risk is both 
greater than Ofwat intends and skewed towards the downside – in part caused by significant 
exogenous change impacting on the industry even since the early methodology papers 

• The methodology also risks not revealing the information (or even encourages companies to 
submit business plans that comply with the assessments but fail to reveal this information) 
that will be required for Ofwat to calibrate incentives and balance risk and reward 
appropriately.   

 

Equally, there is a need to calibrate incentives in Ofwat’s “decision making” phase. At PR24, the 
process reflects a one-shot draft determination stage rather than the two-stages at most previous 
water reviews, including at PR19. This makes it even more important that the assumptions we are 
making about what the price review process is designed to achieve are based on the key topics and 
decisions facing the industry.  
 
In total therefore we think that there is a strong possibility that PR24 will not add up to a determination 
that is a balanced fair bet for companies. To support our assumptions, we asked Frontier Economics 
to challenge some of our analysis and to look at this independently. Their report “PR24 – Making it 
all add up” is available if helpful to Ofwat. This includes the following summary and suggestions of 
how the PR24 methodology and process can be amended. 
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We came to similar conclusions through our own analysis, which went through stage by stage what 
the methodology would mean in practice, and whether once information through plans is revealed, 
how we would make a balanced set of trade-offs that would deliver for customers and stakeholders. 
Our first stage was to summarise the incentive package presented at PR24, and to test some of the 
assumptions this is based on. In so doing, we focus on the wholesale controls and the cost of capital, 
as retail is relatively stable and consistent in methodology between PR19 and PR24 
 

1. What is base cost? 
 
At previous price reviews base cost was simply based on the reported historical cost – there was no 
assessment of relative levels of services in setting allowances, and individual enhancement capex 
and opex allowances varied significantly by company. 
 
Companies made their own assumptions on future costs and frontier efficiency, but these cost 
projections were compared to the historical base cost efficiency models, such that companies were 
effectively measured comparatively on their historical spend. This worked reasonably well in a 
relatively stable macroeconomic environment. However, even at PR19 there was evidence of a rising 
cost trend in services, eg leakage.  
 
The base cost methodology proposed for PR24 broadly appears to be constituted as shown below 
in figure 1 (stylised and not to any scale). We in part include this to cross-check our practical 
understanding of the methodology.  
 
Firstly, we see a risk that base cost trends are difficult to observe, particularly in the context of current 
macroeconomic change for energy prices, and material and chemical costs, the impact of which 
would not be expected to be fully reflected in the CPIH.13 This may well require separate 
consideration in efficiency modelling, and also consideration on the impact of the company-specific 
impact of timing (e.g. hedging) in the historical base cost data.  
 
Secondly, we also observe, and as shown in figure 1, greater complexity than at past price reviews 
– including some exogenous factors that could be included in the base cost trend, with adjustments 
from symmetrical cost adjustment claims and bespoke ODI costs. 
 
Figure 1: Base cost methodology 

 
 
  

 

 

13 Bristol Water made such observations in February 2022 in response to Ofwat’s consultation on “Assessing base costs at PR24” 



47 

 

2. What service levels come with base costs 
 
Prior to the PR24 draft methodology Ofwat were describing this as “what base buys”. Effectively as 
figure 2 shows, companies are being asked at PR24 to estimate not only their own base costs 
(adjusted for their sense of efficiency, frontier shift in efficiency, innovation ambition, relative price 
effects etc), but also what this equates to in terms of targets. What is missing is for companies identify 
and explain clearly their own cost of reaching these base service levels, and their assessments of 
whether it is cost beneficial for them to do so. This would not necessarily be an issue, but requires 
the assumption to hold that an efficient company across a range of cost and service levels can meet 
these cost and service targets simultaneously.  
 
If this assumption does not hold, then there is a significant risk that expected returns to equity will 
fall below the allowed returns, which as the CMA found at PR19 either needs incentive calibration 
(with the complexity and process risk that comes with this, particularly with a one-shot draft 
determination), or requires compensation in the selection of the point estimate for the cost of equity. 
More fundamentally, due to the nature of the framework, it is simply not possible for companies to 
judge in advance of the business plan incentive assessments, whether this risk will happen. It is right 
for Ofwat to stretch companies, but it is also important for Ofwat to be able to reveal information to 
understand the point at which this goes too far. 
 
Figure 2: Approach to common, company-specific performance commitments levels with base costs 
 

  
 
As outlined above, there is additional complexity here compared with PR19. At PR19, companies 
proposed service levels in their plans, and Ofwat observed these plans and based on evidence and 
stakeholder views considered whether common targets should be set.  
 
This process is relatively simple in a static world where companies are meeting forecast targets, 
steadily delivering lower base costs, and the relationship between individual enhancements and 
performance is clear. In a more dynamic and uncertain world however these assumptions may not 
hold. Where individual companies are and the impact of change may mask these considerations – 
a key question is therefore whether this process is revealing information on company plans or making 
a guess at future industry trends. Frontier Economics in its analysis identify four  different examples 

of ambitious plans rooted in their own strategic context. The impact of this for business plan 
incentives will need careful scrutiny by Ofwat on the basis of how this influences company forecasts: 
 
a) Are the forecasts in line with customer and stakeholder requirements (which may be local and 
company-specific)? 
b) What innovation in approach to delivery is assumed? 
c) Are future costs required to deliver long-term benefits and public value that are not present in 
historical base costs? 
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d) What is the impact of company or sector wide legacy issues? 
 
Ofwat’s evolution at PR24 is to assume further service improvements can be extrapolated and 
assumed to be delivered from base costs, with innovation providing a significant frontier shift down 
in these costs.  We are not convinced a process that, for instance, just takes an upper quartile 
forecast of the company projections of common PCLs will be sufficient to avoid the risk of future 
service projections that cannot be delivered given the assumptions of the base costs, as shown in 
figure 2 above.  
 
For the company-specific PCLs we are less clear on the PR24 methodology, we do not expect Ofwat 
to include endogenous factors such as leakage performance in base cost models, but we would 
expect that the cost-service relationship is explored. For most of the company-specific PCLs at 
PR14, that may be resolved by considering the trend in industry costs, as well as any cost variability 
in what benchmark position is used. Assuming beyond upper quartile as a default position in advance 
of considering the data is difficult to understand. As we show in figure 3, using leakage as an 
example, Ofwat appears to assume that for cost and performance allowances differences in past 
service levels is an outcome from past enhancement investment. However, this leaves persistent 
differences in service levels not reflected in base cost adjustments. This is unsatisfactory unless 
performance on different measures was randomly distributed, or was more dynamic than the long-
term targets seem to imply. It is not clear whether Ofwat expect companies to consider this factor as 
a cost adjustment claim, but our preference would be to explicitly consider the service-cost 
relationship within the standard base modelling approach (e.g. making explicit adjustments based 
on differences in base service levels)/ 
 
Figure 3: Approach to company-specific PCLs (e.g. leakage) 

 
 
 

3. Impact of enhancement allowances on uncertainty 
 
The Long Term Delivery Strategy approach is welcome, but we see a risk with the presumption that 
there is a shorter term least cost adaptive pathway, perhaps with some best value overlays from 
other adaptive pathways, and this therefore if applied rigidly would limit investment below the level 
needed to manage the risk associated with the uncertainty of delivering new obligations, or meeting 
stakeholder expectations e.g. sewer overflows. 
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Figure 4, Long Term Deliver Strategy and enhancement investment profiles 

 
 
There is a risk for the sector as a whole that the need to constrain investment in the short term for 
affordability, as the PR24 draft methodology incentivises via the ambition assessments, either results 
in attributing greater certainty to PCL levels from delivery than is warranted, or it effectively 
incentivises companies to only do the minimum statutory programme.  
 
This risk is exacerbated by the assumption that service improvements can continually lead to base 
service improvements, which is not an evidenced assumption in the draft methodology. As an 
example, the approach to net zero assumes that companies can continue to deliver further 
reductions in carbon emissions from base costs, and that there are not exogenous factors (such as 
historical investment, grid location, amount of land etc.) which affect what opportunities are available 
for company investment in renewable energy. Companies do not have the same renewable energy 
opportunities, and how emissions will be normalised to set a benchmark target for incentives is also 
a problem e.g. CO2e per Ml/d could be a skewed risk for companies, particularly with the uncertainty 
to distribution input. Other areas of required enhancement investment will have a differential impact 
on CO2e – factors such as demand reduction should reduce CO2e, although there will be an 
underlying growth in demand (such as by changes for example in population growth, reductions in 
average household size and other non-controllable factors) that would see more water being used. 
 
This mixture of incentives to invest in delivering statutory enhancements (such as WINEP and 
WRMPs) which are affected by climate change, alongside the package of proposed common ODIs, 
will be very complex and result in a wide range of company specific risks and uncertainties for factors 
that may well be substantially outside of short-term management control.  This presents a number 
of risks to future incentive delivery, particularly that climate change is likely to drive bigger peaks / 
greater variability in usage even if the targeted reduction for the long term is met. This increases the 
risk of incentive delivery, and is therefore likely to be increasingly harder to calibrate. We illustrate 
this potential risk in figure 5. 
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Figure 5: Illustration of potential drivers of increased variability and delivery risk for distribution input 
 

 
 
A further challenge relates to customer perception of the incentives on water companies, and how 
this impacts trust in companies and the sector overall. Strong financial incentives to drive down water 
use at peak times may exacerbate the challenge of aligning requests to consumers to use less water 
during periods of hot weather and environmental stress in the water environment. This may require 
a more progressive approach to charging that goes beyond current cost reflectivity to wider social 
affordability considerations for upfront investment.  This may include targeting water efficiency at 
different consumer groups to align with the progressive charging approach (e.g. does provision of a 
free water butt come with higher tariffs for garden usage at peak times?). 
 
There is therefore a link to the overall calibration of the incentives package, with greater correlation 
of a range of ODI incentives. If the pressures are more towards an adverse risk (particularly where 
there are challenging long term targets to reduce demand when faced with exogenous factors 
increasing it), it appears challenging to see how outperformance potential can offset an incentives 
downside risk. There are alternatives, such as investment triggers for earlier investment as the 
uncertainty emerges, or more dynamic incentives calibration (i.e. league tables). However these 
come with their own challenges. There is a risk that companies, when faced with uncertainty, are 
less likely to reveal their genuine concerns under the PR24 plan assessment framework.  
 

4. Risk applied to returns 
 
Although we comment on the individual incentives in the methodology and believe tweaks are 
possible to many of the concepts, our main concerns are whether it will be possible to calibrate them 
across the whole PR24 package. 
 
Some of the harder challenges of calibration stem from Ofwat’s PR24 approach to standardisation. 
We can understand that this approach helps deliver against an objective of  regulatory simplification, 
but do not believe this has been achieved. Even with standardised design, it is clear from the draft 
methodology that there will be a differential impact on companies which will be difficult to explain. 
We set out the range of reasons for this in figure 6 below.  
 
One of the key reasons we highlight is the portfolio risk – is the starting point for the future cost and 
service assumptions based on a realistic expectation of what a water company can deliver, given 
the risks and trade-offs each faces is different.  
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In addition, we find it challenging to assume higher incentives than 50% of the marginal benefits, 
because there is uncertainty in marginal benefits, without considering that the 50% cost sharing rate 
in part reflects uncertainty in cost estimates and efficiency challenges. Some of the ODI design 
assumptions (which we reflect upon in response to the draft methodology consultation questions 
above), such as the exclusion of a  CRI deadband, also makes the risk framework harder to balance 
and calibrate.  
 
These risks are examples of the consequences of PR24 standardisation if the draft methodology 
and the business plan incentive assessments are adopted. As we illustrate below the industry 
appears to be underperforming on both costs and outcomes overall. With PR19 targets that become 
more stretching with each year (which is a valid objective for both regulation, targets and incentives), 
given this underperformance we question assumptions that extrapolate these targets forward into 
PR24. Price reviews should have resets and assumptions every 5 years to avoid excessive risk to 
customers or companies in a balanced way due to uncertainty of cost, delivery and the wider 
economic outlook. Understanding this (such as through applying a leakage cost-service relationship) 
and revealing information through company proposals on their plans for costs and service levels 
should be non-contentious, but is something that the PR24 methodology may not achieve, as 
Frontier Economics has suggested in its report. 
 
Figure 6: Consequences of PR24 standardisation 
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Figure 7: Risk applied to returns 
 

 
 

 
Figure 7 summarises the impact on risk and return if the draft methodology and the business plan 
incentive assessments are adopted. The most important question is whether the notional risk framing 
given the methodology is realistic for the industry in the round, with sufficient protection for individual 
customers and investors to recognise that both efficiency and service modelling to set incentives is 
not an exact science. At PR19 the CMA tested the difference between expected and allowed returns 
on the cost of equity. Ofwat’s draft methodology goes some way to addressing this challenge, which 
we welcome, through the customer sharing of excessive RoRE out and underperformance. However, 
if our overall assessment of the potential causes of skew in the overall PR24 methodology are 
correct, there is a risk that calibration of incentives will be insufficient to balance this at the one stage 
draft determination review stage. As Frontier Economics outline, there is a significant risk of the 
process of insufficient information to calibrate incentives being revealed. For instance, Ofwat are 
adamant that companies should use the combined research, including in their cost benefit analysis, 
rather than considering their own body of customer and stakeholder research and while Ofwat allows 
companies to submit their own RoRE assessments on ODIs it is not clear that Ofwat will take this 
into account in its decision-making. 
 
 
Instead, we would expect Ofwat and companies to undertake specific risk analysis through Monte 
Carlo simulation, the approach taken by Bristol Water throughout PR19. Whilst such analysis is 
sensitive to the assumptions made, it at least allows for the development of scenario analysis for 
calibration. In its response to February 2022 risk and return consultation, Bristol Water also 
suggested that Ofwat test the notional assumptions against each companies actual 2025 position 
(as a minimum based on PR19 cost and outcome assumptions, although this should be stress tested 



53 

 

for out and underperformance across the AMP to date).14 If the sum of the industry average and 
combined upper quartile position are misaligned in RoRE terms to the AMP8 notional assumptions, 
then the notional assumptions need recalibrating. This helps to avoid the standardisation risks set 
out in Figure 6 and makes it more likely that determinations will be balanced and represent a fair bet. 
 
In addition to this, the cost of capital methodology needs to be revisited in order to ensure there is 
an adequate equity buffer. As the various consultants reports that have been contributed to the 
Future Ideas Lab suggest, there is a significant perception that the cost of capital methodology is 
designed to drive down equity returns from an affordability perspective. There are a range of disputed 
methodology concerns in the cost of capital (such as not consider the CMA PR19 AAA-bond 
approach for the risk free rate). In addition, we observe the need to test fully whether expected 
returns align with the cost of equity and to consider what allowed returns are required for the risks 
the industry faces (including through cross checks and incentive skew testing). This is in the long-
term interest of customers, in order to ensure efficient investment can be made in the water sector, 
and it is insufficient to assume (as the methodology appears to) that higher risk can be resolved 
through a lower notional gearing assumption. That only transfers the risks to investors, should they 
arise. 
 
We further illustrate in figure 7 the broad WACC differences between the CMA’s PR19 position and 
cross checks and those proposed by Ofwat (assuming that the cost of capital is unchanged since 
PR19). This suggests a lower share of new debt being assumed notionally. This may further come 
with a greater risk that embedded debt will be assessed as cheaper than companies will actually 
incur with a higher assumption of index linked debt, even though it is linked to CPIH rather than RPI.  
 
Oxera set out some of the evidence of a need for the RPI to CPI wedge to be reflected across the 
cost of capital assumptions.15 For example, Oxera question Ofwat’s official ‘forecasts’ approach, 
namely that the approach implicitly assumes that the RPI inflation rate implied by the ILGs will equal 
the CPIH inflation rate with 100% probability from 2030 onwards (an assumption that is unlikely to 
be true). Overall, we see a significant risk that the direction of the measured cost of capital 
components (those that market evidence to date suggests may have reduced in value since PR19) 
have a higher weighting than those that are increasing, with less of an equity buffer.  
 
Given this,  we suggest sensitivity testing of a range of cost of capital theories, including a notional/ 
actual analysis on company actual positions to look at the overall industry position against the 
notional assumptions. This should be a cross check on the cost of capital in order to demonstrate 
that for risk, in the round, the PR24 approach and determinations will fulfil the Financing, Resilience 
and Consumer Duties and are balanced between them. 
 

5. Supporting evidence from 2021/22 and AMP7 to date 
 
In this section we show that companies overall have struggled to achieve outperformance on both 
cost and service. In this context and given the PR24 methodology we think this makes assessment 
of efficiency more challenging in the past, increasingly so given the scale of enhancement investment 
required at PR24. This consideration is linked to our comments above on the cost-service 
relationship assumptions. 
 

• Initial analysis of published APR data analysis suggests a pattern of additional cost and 
overall underperformance, suggesting the stretching nature of the PR19 determination, and 
highlighting some risks in the assumption or PR24 process if it assumes that “what base 

 

 

14 BRL Risk and Return Response 
15 Oxera, RFR methodology for PR24 
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buys” is an extrapolation of lower costs and better service levels. Industry performance does 
not appear to support that assumption to date. 

• Only 5 companies out of 17 outperformed on ODIs in 2021/22. This is despite it being a 
relatively benign weather year, indicated by all 17 companies meeting mains repairs targets. 
The overall ODI RoRe position was -0.2% 

• 2021/22  operational RoRE performance was c-1.6%, and -1.2% AMP to date, suggesting a 
worsening position as targets get harder across the period. 
 

 

 
• Indicative cost modelling suggests that for the water service, the industry upper quartile cost 

efficiency position may be 8% higher than Ofwat’s PR19 modelled allowances (we have not 
been able to assess wastewater in time for this consultation response). 
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Appendix 3: Technical comments on financial model and data tables 

 

Presentation of SWW / BRL information 

Following the CMA assessment of the merger it was agreed that there will be separate controls for 

water network and water resources for each area (SWW including Bournemouth, and Bristol) in 

relation to wholesale. This means that there will be 6 price controls for wholesale in the merged 

entity:  

• South West - Water Resources 

• South West - Water Network + 

• South West - Wastewater Network + 

• South West - Bioresources 

• Bristol - Water Resources 

• Bristol - Water Network + 
 

Ofwat have requested that combined data is provided for those elements that will be assessed at 

the whole company level, including retail services and financeability (financeability of individual 

controls will also be assessed but the main assessment is anticipated to be at the whole company 

level consistent with past controls). For wholesale price controls, disaggregated data for SWW and 

Bristol will be required for the areas of costs and outcomes.  

Ofwat intend to provide a mapping tool in the December final methodology to link the data tables to 

the financial model inputs.  Any inputs needed for the model should be presented in separate 

SWW and BRL tables in order to maintain consistency and allow for use of a standard mapping 

tool. 
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Our suggestion for how the data is presented and modelled is as follows: 

1) Data tables 
 

 Separate tables 

for SWW and 

BRL 

Combined table but will 

need extending by Ofwat 

for additional price controls 

Fully combined 

table (appointee) 

OUT1-OUT8 ✓   

RR1-9, RR14 ✓   

RR10-RR13, 

RR26-RR29 

 ✓  

RR15-RR25, 

R30 

  ✓ 

CW1-CW19 ✓   

CWW1-CWW20 SWW only   

RES1 ✓   

BIO1-BIO5 SWW only   

RET1-RET1a ✓   

RET2-RET3 N/A 

RET4   ✓ 

DS1-DS10 ✓   

LS1-LS3i, LS5, 

LS7 

✓   

LS4-L4i, LS6 SWW only   

SUP1-SUP3, 

SUP11-SUP15 

(excl SUP13) 

✓   

SUP4-SUP10 SWW only   

SUP13 N/A 

SUM1-7 Tables not yet 

defined 

  

PD1   ✓ 

PD2-PD3 N/A 

PD4-PD6, PD8-

PD12 

✓   

PD7 SWW only   
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2) Ofwat to design a standard mapping tool for all companies to convert data tables to model 
input.  This can then be used for SWW or BRL individually. 
 

3) To deliver all the required outputs, we will require a model which can be used for either 
South West or Bristol individually or an aggregate view of both. We suggest this is done 
through extending the model to: 
 

a. Add in two additional price controls 
b. Add in a duplication company inputs section, so the user can populate either section 

(using SWW or BRL inputs), or both.  The model would then pick up the data 
required for the additional controls from the new inputs sections. The model could 
then be used for either company in isolation (and then would show zeroes in the 
relevant controls) and appointee totals based on that company only.  Or both sets of 
inputs could be completed which would then feed all 6 controls, and combined 
appointee figures. 
 

4) Some of the output tables in the model (RR10–RR12, RR14) would need to be extended 
for the additional price controls 

5) The model will need an additional Bills sheet to calculate separate BRL bills. 
 

In order to ensure the model delivers the required outputs in the most efficient manner, whilst 

maintaining the transparency required, we would welcome the opportunity to work with Ofwat 

over the coming months on the development needed for both the tables and the model. 

Proposed changes for the next version of the model  

SWW/Bristol functionality 

As per comments above, Ofwat has requested we provide data for South West and Bristol 

individually and also some combined outputs. We will therefore require a model which can be 

used for either South West or Bristol individually or an aggregate view of both.  

Actual structure functionality 

As part of the PR24 Business Plan companies are required to perform actual financeability 

testing and include an assessment of financial resilience.  The version of the PR24 financial 

model published does not include functionality to run the actual capital structure which will 

limit the analysis which can be performed by companies. The next version of the PR24 

financial model should include a module for the actual capital structure which does not 

impact the allowed revenue, RCV or bills calculations but develops a separate set of outputs 

including financial statements and ratios based on the actual capital structure. 

Index linked debt 

In the draft methodology Ofwat stated it would “consider an appropriate mix of RPI and 

CPI/CPIH linked debt” for the notional company (Appendix 10: Aligning risk and return, page 

25). However, the PR24 financial model only includes functionality for one type of index 

linked debt. The functionality should be updated to include both (1) RPI and (2) CPIH linked 

debt with the user able to input the percentage mix between the two debt types.  

Inflation forecasts 

The model only includes a monthly forecast for CPIH inflation (not RPI). If the notional 

company is assumed to have index linked debt then an annual RPI forecast will need to be 

included in the model which has been developed on a consistent basis with the CPIH 

forecast.  
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Methodological development 

Where the model still requires methodological development we encourage sharing by Ofwat 

as early as possible to allow companies maximum time to review and work with the model.  

noted by Ofwat to reflect its changes in methodology at PR24 including changes to the 

bioresources control and developer services. 
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APPENDIX 4 – Key issues for DPC and SIPR 

 

There are a number of key issues for Direct Procurement DPC that may be limiting its current take 

up: 

1) Project pipeline - volume 

To date, relatively few projects (compared to total capital expenditure in the sector) have been 

brought forward by water companies for procurement via DPC – limiting the potential benefit of the 

DPC programme. That a scheme is not proposed for DPC can be for a number of reasons (e.g., 

timing, nature of the asset etc.) but there is also currently little clear incentive for a water company 

to select DPC over in-house delivery. There is even less incentive to support inter-regional 

schemes where a water company’s customers do not directly benefit. The current DPC framework 

can put asymmetric risk onto the water company, with potential downsides if something goes 

wrong but no potential upside for outperformance. 

Clear identification of the incentives to a water company from undertaking DPC could enhance the 

pipeline of projects.  

2) Project pipeline - timing 

Projects suitable for DPC are currently either identified at a Price Review or on a timetable 

established by RAPID. These timings may not fit with the efficient identification, planning and 

procurement schedule for a project. In addition, requiring projects to come forward for approval at 

fixed points can lead to ‘bunching’ – with multiple projects coming to market at the same time 

(stretching resources), and periods of time where there is little activity when momentum in the 

sector can be lost. 

While potentially mitigated by the IDoK process, a more flexible approval process could smooth the 

pipeline, allowing better use of resources.        

3) Regulatory process 

Ofwat provides regulatory approval of the DPC process through a series of ‘stages’, reviewing the 

decisions taken by the water company at key points in the procurement. The administrative burden 

on the water company of following this oversight process is compounded by the absence of central 

guidance on what is and is not considered value for money for the consumer. With the onus on the 

water company to justify each decision it takes, rather than being able to draw on a clear agreed 

framework, the process can become drawn out and complicated. 

For those DPC projects that are also part of a RAPID Strategic Resource Option (SRO), an 

additional layer of oversight is added. RAPID sets out a series of ‘gates’ requiring reports on 

progress that do not necessarily align with the stages of the DPC process. It is for the water 

company to manage these gates and stages, along with the requirements of planning and the 

WRMP, while ensuring the market remains interested in the project.16 

 

 

16 RAPID, Strategic regional water resource solutions guidance for gate three (August 2022), 1.1.1 
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By simplifying the oversight process water companies allocate resource to developing the 

technical, commercial and legal aspects of the project             

4) Procurement timetable 

Running a competitive process to select a CAP can add additional procurement time to a project 

compared to the in-house alternative. However, with other, longer lead-time activities necessary to 

progress a project (such as planning), DPC procurement is not generally expected to be on the 

critical path. 

If there are cases where DPC may delay procurement, the cost of the delay would need to be 

weighed against the potential benefits of pursing the DPC route.   

5) Standardisation 

Under the DPC framework, water companies develop – for each project – their own bespoke 

approach to procurement and set of contractual arrangements with the CAP. While this provides 

flexibility to accommodate a wide range of different types of schemes, it can lead to duplication of 

effort across water companies (increasing costs) and confusion in the market when looking at DPC 

as an asset class (potentially reducing bidder interest). 

Additional guidance on procurement and contract terms (as in the Standardisation of Project 

Finance Contracts) could help reduce costs and stimulate interest in DPC.  

6) Contractual alignment 

The water company enters into a contract with the CAP containing well-defined payment 

obligations. To recover its costs under the contract, the water company is provided an “ARD” 

determination by Ofwat. To the extent the provisions of the ARD are not back-to-back with the CAP 

contract, but allow for any regulatory discretion, the water company is exposed to a potential 

revenue shortfall.  

Ensuring the CAP and ARD are fully aligned (subject to any incentives, see issue 1) would insulate 

the water company from potential revenue shortfalls.  

7) Role of the Independent Technical Advisor (ITA) 

Ofwat requires that the water company, and potentially the CAP, appoint an ITA on each of their 

DPC schemes. The ITA has a duty of care to Ofwat, and Ofwat will require it to develop technical 

reports on an ad hoc basis on topics Ofwat requests. The complexity of the ITA’s role, its reporting 

lines, and uncertainty regarding its scope makes the process (and timing) of appointing an ITA 

potentially challenging. 

Clarity around the role of the ITA, the necessary skills, its duty of care and liability may help in 

identifying and appointing a suitable party.  

8) End-of-contract 

At the end of the contract, whether on expiry or termination, responsibility for the asset will revert to 

the water company. To the extent the asset has a residual value, or a termination payment is 

triggered, the water company will need to pay the CAP an amount for the asset. The payment 

could be sizeable, and in the case of an early termination, the water company may need to raise 

additional finance at short notice, or at a point in the future when the financial conditions are 
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unknown. The draft ARD for HARP only contains a requirement for Ofwat and UU to use 

reasonable endeavours to agree as soon as possible the future of the project. 

The position is mitigated by the DPC IDoK mechanism, but this remains untested for an end-of-

contract payment and may be subject to the same contractual gap as in 5.   

9) Regulatory oversight 

With in-house delivery, regulators including Ofwat, the DWI and the EA have well defined roles and 

powers to oversee the licensee's performance. Under DPC, with delivery through a long-term 

contract, these mechanisms are yet to be tested.  

Relevant regulatory authorities will need to consider how they maintain oversight over DPC-

delivered asset performance.    

Decreasing the threshold 

One way of potentially increasing the number of DPC projects is to reduce the size threshold for 

DPC. However, current Ofwat proposals are to actually increase the threshold from £100m to up to 

£200m totex, driven by the perceived cost and complexity of a DPC procurement. 

As set out above, the cost and complexity of DPC can be reduced. With standardisation etc., the 

repeat use of a contract form can mean that it becomes economic to apply the procurement route 

to smaller projects. 

The table below shows the size of projects that used Private Finance / project finance model – a 

competitive DBFOM procurement for a range of assets including hospitals, roads, schools, and 

prisons. Operating for over 20 years and with c.700 projects the process became heavily 

standardised, with central guidance to procuring authorities on the approach to be taken to risk 

allocation. Lenders and investors became familiar with the model, reducing bid costs and the time 

spent negotiating terms.  

Over a half of PFI projects were below £100m capex, and most of those less than £50m capex. 

While the use of totex in DPC makes direct comparison difficult17 this suggests that DPC, once 

more broadly adopted, could be applied to smaller projects.       

 

 

  

 

 

17 Depending on the nature of the project, annual opex may vary considerably compared to capex. In addition, with potential variability over 
the length of time that is counted towards totex, the calculation of total opex is unclear. Together this can lead to a lack of clarity when 
applying a totex threshold.     
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Table 1 – Capital value of PFI projects18 (2021 prices) 

Capital value (£m) No. Projects 

0-50 331 

50-100 166 

100-200 126 

200-500 60 

500-1000 15 

1000+ 6 

 

The Electricity System Operator (ESO) recommended that the size threshold is removed for 

onshore electricity transmission early competition. This is currently going through parliament in the 

energy security bill with secondary regulations including the criteria for competition.19 

Small (below £50m) value projects have been competed in the US. For example, the Imperial 

Valley project in California Independent System Operator ("CAISO") was originally valued at $25m; 

the successful bid price was $14m. Many competitive projects in the US have now been completed 

and further learnings on the consumer value delivered may soon be available.20 

The report by Brattle noted that 20 to 30% range for cost savings from competitive processes in 

the U.S. is consistent with international experience e.g., Canada, UK and Brazil. The report also 

noted that experience of these types of competitions demonstrate that the cost of conducting the 

competitive processes is small compared to the estimate cost savings achieved through the 

competitive projects themselves.  

The conclusions drawn by Brattle are consistent with a study commissioned by Ofgem and 

undertaken by CEPA and BDO on the benefits of the OFTO regime. The report estimated that the 

cost savings, as a percentage of asset value, could be 20-30% high than for the TR1 projects.21 

 

Alternative approaches 

SIPR as an alternative delivery route for water companies  

 

 

18 Private Finance Initiative and Private Finance 2 projects: 2018 summary data - GOV.UK (www.gov.uk) 
19 Indicative draft statutory instrument - onshore competition criteria regulation (publishing.service.gov.uk) 
20 Report by Brattle Economists Discusses the Benefits of Competitive Transmission - Brattle 
21 https://www.ofgem.gov.uk/sites/default/files/docs/2014/05/140508_covering_letter_to_cepa_report_final_for_publication.pdf 
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SIPR was introduced by the UK government in 2013. Under these regulations, the Secretary of 

State (SoS) or Ofwat (under delegation from the SoS) may specify an infrastructure project for 

delivery under a project licence.  

The SIPR framework was initially designed to enable Thames Water Utilities Limited (TWUL) to 

separate the construction and financing of the Thames Tideway Tunnel (TTT) from its in-house 

activities. There was a concern that if TWUL delivered TTT it could impede their ability to meet 

their other licence obligations. The purpose of the Infrastructure Provider (IP) structure is to ring-

fence the incumbent water utility from the risk associated with carrying out of a complex major 

infrastructure project. Only projects which in the view of SoS and Ofwat which meet the SIPR 

conditions are suitable for delivery under SIPR. 

‘Size or Complexity condition’ 

These Regulations make provision only in relation to works or projects that in the SoS opinion are 

of a size or complexity that threaten the undertaker’s ability to provide services for its customers as 

required by 36A(4)(a) of that Act.  

‘VfM condition’ 

The specification of the infrastructure project is likely to result in better value for money than would 

be the case if the infrastructure project were not specified. This should take account of (1) the 

charges fixed or likely to be fixed   and (2) the powers of the secretary of state.    

The regulations do not provide any further guidance as to how these conditions should be applied. 

There is no formal threshold as to what level of size or complexity of the project would threaten the 

undertaker’s ability to provide services for its customers. 

SIPR commercial and procurement arrangements  

SIPR does not directly prescribe the specific regulatory and commercial arrangements for the IP. 

Rather, the responsibilities for the IP, as well as details around the calculation of allowed and non-

revenue conditions are set out in the Project License, which is targeted to a specific project.  

The award of a Project License and the creation of a newly regulated entity is a key difference 

between procurement via SIPR and DPC. Under DPC, the incumbent water company enters into a 

contract of fixed duration with a Competitively Appointed Provider (CAP). Ofwat approves the CAP 

Agreement, but it does not regulate the CAP directly.  






