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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

1. INTRODUCTION  

This document is our r esponse to the questions posed by Ofwat in its consultation document 
“Setting price controls for 2015-20 – framework and approach.”  

In addition to those questions, we have also provided comments on t wo issues related to th e 
household r etail con trol, which Ofwat has de scribed (in section 5.1)  a s “preferred  options for 
consultation”, but where there are no relevant questions posed in the consultation. 

In particu lar, we have provided comments on Ofwa t’s view that “RPI in dexation would not be 
appropriate for the household retail control” and  Ofwat’s pr oposal to  “u se a un ique customer 
measure to calculate company ACTS (Average Cost to Serve)”.  

For RPI indexation, we have covere d its applica tion to both the household and non -household 
controls in our response to questio n 28 which, as posed, solely relates to the non-household 
control. 

For the “unique customer” denominator, we have provided summary comments within section 5 
of this re sponse, and f urther provided a more detailed exposition of the relat ed issue s in 
Appendix B. We note that “unique customer” was not an option consulted on in last year’s retail 
consultation. Given the material significance of this proposed change, a proper exa mination of 
the full range of consequences is required. 
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2. DELIVERING WHAT MATTERS – AN OUTCOMES-FOCUSED APPROACH  

Q1 Do you agree with the process for deciding  on the nature of the incentive (n on-financial, 
one- or two-sided and for allowing trade-offs where appropriate)? 

We support  the overall approach t o determining the natu re of incentives, as proposed in th e 
consultation.  

Q2 Do you agree with our proposal to consider delivery incentives for the next five years? If not, 
how should we use longer-term delivery incentives? 

We agree with Ofwat that for the  2014 price  review, a f ive year horizon is app ropriate. As 
companies and customers adjust to  the new regulatory framework, we  would support the future 
development of this approach to encompass a longer term view of outcomes.  

Q3 Under what circumstances do you think we should set consistent performance commitments 
and incentives across all companies? Are there particular examples where consistent incentives 
would be beneficial? 

We support  Ofwat taking a consistent approach to perfor mance incentives on SIM, AI M and 
meeting the company’s leakage ta rget. We further suppo rt the use of consisten t incentives 
across companies where the nature of outcomes is common, including outcomes in relation to 
meeting environmental obligations. 
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3. DEFINING RETAIL (AND WHOLESALE) SERVICES  

Q4 Do you agree with our definition of retail? Specifically, do you a gree with our preferred 
option for demand-side water efficiency services, customer-side leaks and developer services? 

We welcome the greater clarity on the definition of retail services which the consultat ion 
document provides. 

There are some areas where the retail defin ition requires additional clarifications; these a re 
principally disconnections, metering and trade effluent. 

There are also three are as where we wish to  express views on the opt ions preferred or chosen 
by Ofwat. These are: 

• 	 developer services – which we believe should be kept wh ole and ide ally be a wholesale 
activity, reflecting the views of our developer customers; 

• 	 demand-side water efficiency services and customer side l eaks – which we believe need 
to be driven by strong wholesaler-led incentives; and 

• 	 network call s – where the choice made by Ofwat will need to be supported by robust 
service level agreements and proto cols covering interactions between wholesaler, retailer 
and customer. 

Our comme nts on all t hese points are attach ed as Appe ndix A, which should b e treated a s 
incremental to our responses to Ofwat’s July 2012 retail consultation. 
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4. SETTING WHOLESALE CONTROLS  

Q5 Do you agree with our propose d scope for  the wholesale water and wastewater controls, 
given the proposed scope of the re tail business we have defined in chapter 3? A re there any 
revenues of the regulated wholesale business you think should be excluded from this scope – if 
so, please give your reasons? 

We agree with the proposed scope of the controls, but do not believe that connection charge s 
and infrastructure charges should be included in the revenue cap. This is because such charges 
are tied to incremental levels of activity, to directly recover the associated costs. 

Whilst it is appropriate to assume a level of connection char ges and infrastructure charges (and 
their associated costs) when setting the wholes ale control,  they should be excluded from the 
revenue cap in order to ensure t hat outturn variations in costs fro m these activities ar e 
appropriately recovered through the ir (cost reflective) charges. As a rule, capital income should 
not be treated as revenue income, particularly under a total revenue cap. 

Q6 Do  you agree with  our proposal for a mixed revenue and revenue yield form of water 
wholesale control, including our proposed adjustment mechanisms to smooth allowed revenues 
within the control period? Are there any adjustments you would suggest? 

We support  the revenue control a pproach, bu t do not su pport indust ry-wide application of a 
revenue yie ld adjustme nt. This is because volume  varian ces cannot  reliably be  used as a 
predictor of changes in cost, and to make an adjustment would also duplicate incentives present 
under totex. 

We also note that a co nsequence of the prop osed reven ue control is that certainty of future 
prices will be reduced compared to the current regime. 

Revenue yield 
The purpose of a reven ue yield adjustment wo uld be to amend the re venue cap to account f or 
changes in costs arising from variations in volumes. We estimate that less than 5% of our water 
wholesale income relates to short-run variable costs. This means tha t an adjustment for a 
variation of (say) 1% of water volumes would result in a yield adjustment of less tha n 0.05% of 
the water wholesale revenue cap. 

Furthermore, given that changes in total costs will be incentivised through totex, a revenue yield 
approach is duplicative.  

Variations in volumes also cannot  reliably be used to pr edict chang es in cost . In drought 
conditions, for example, volumes will reduce whereas costs would increase.  

We do not therefore support the proposed revenue yield adjustment. We note that companies in 
areas of more volatile property growth ma y see more  va lue in this adjustment, and hence 
suggest Ofwat target this mechanism on those companies that request it, rather than imposing it 
uniformly on all companies. 
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Impact on prices 
Under a re venue cap, variations in company income wo uld be offset in subsequent years 
through co mpensatory adjustment s in prices,  in order th at the company complies with th e 
revenue control overall. The effect of this is that wholesale prices, and hence custo mer bills, will 
be less predictable over the price control period than they would have been under a price cap. 

It is our understanding that the potential for annual price uncertainty and volatility was one of the 
main reasons why Ofwat chose to  smooth the impact ove r the following price co ntrol period 
when it developed the current Revenue Correction Mechanism (“RCM”.) 

Q7 Do you agree with our proposed simple revenue control for wastewater wholesale services? 
Do you have any evidence that suggests a revenue yield element should also be included? 

We agree with Ofwat that a reven ue yield ap proach would not be  ap propriate for  wholesale 
wastewater services. Th is is consistent with our  view that a  revenue yield approach  should not 
be used for wholesale water services. A greater proportion of wastewat er costs relate to fixed 
capital and costs to manage surface water, neit her of which are affected by short run variations 
in customer usage. 

Q8 How do  you sugge st we incen tivise com panies to pre pare and u pdate accur ate dem and 
assumptions to apply our proposed forms of wholesale control? 

We support the package of tools proposed by Ofwat (caps, tapers, provision of assurance and a 
residual RCM) to incent ivise accura te demand forecasting and see them as reaso nable and 
proportionate. In particu lar, a residu al RCM seem s certain t o be nece ssary to ensure that the 
correct amount of revenue is recovered overall over the five year period. 

Q9 Do you  agree with our draft process for developing baselines? If not, how m ight it be 
improved? 

We suggest  that Ofwat should pro vide better transparency of its modelling appr oach before 
setting baselines. As we understand that Ofwat does not wish to share details of its models with 
stakeholders ahead of companies submitting their business plans, we recommend it should take 
further action to build confidence in the reasonableness and robustness of its approach to 
setting baselines. 

Firstly, it sh ould demonstrate clear ly how it s modelling a pproach will adequately reflect th e 
differences in costs resulting from company-sp ecific ou tcomes and legal require ments and 
projected fu ture changes in costs ( e.g. for pensions and r ates.) We do not believe that the 
currently published report from CEPA is adequate for this purpose. 

Secondly, it should unde rtake to share its models immediate ly after companies have submitted 
business plans. This sharing shou ld include a n opportunit y for companies to  highlight any 
material issues they are able to id entify with Ofwat’s proposed appr oach ahead of a baseline 
being set. 
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Finally, Ofwat should e nsure that t he introduct ion of totex does not manifest an “opex bias”, 
which would be more damaging to customers than the historic capex bias. 

In principle , we believe it would b e preferable for Ofwat  to share it s totex mo dels before 
companies submit business p lans. We recognise t hat Ofwat has concerns that this could ope n 
the way to “gaming” opportunities o n the part of companies and that these would need to be 
mitigated; however, in not sharing its totex models Ofwat may not successfully encourage better 
customer engagement. In fact, it makes cust omer enga gement a more difficult task sin ce 
companies lack co nfidence that customer prefer ences an d specific legal obliga tions will be 
adequately reflected in Ofwat’s model and, therefore, the draft baseline. 

We are also concerned about the evident preference for a top down a pproach to determining 
company baselines. Given the degree of specif icity associated with individual companies there 
is a  sign ificant risk tha t any comparative asse ssment wil l result  in  a  m isallocation of co sts 
across the industry. The correction of this would require a large numbe r of adjustments. Better 
transparency of Ofwat’s modelling approach will reduce th e risk of making a seri ous error or 
omission in this regard. 

The triangul ation appro ach seems sensib le, g iven that totex modelling to date has proven 
problematic and the large number of company-specific issues and legal obligations. However, it 
seems likely that Ofwat will need to make greater use of company business plans in forming its 
baseline than is apparent from the consultation. 

We also  n ote that Of wat’s timeta ble anticipa tes that companies an d Customer Challenge 
Groups (“CCGs”) will wish to ma ke represen tations in re lation to dra ft baselines.  Companies 
and CCGs will only be capable of making informed responses if  baselines are accompanied by 
sufficient explanation an d exposition of the assu med costs, outputs and  outcomes which have 
been incorporated into Ofwat’s analysis. The importance of sharing this detailed information will 
be magnifie d if Ofwat has not shared its mo delling appr oach in  ad vance of b usiness pla n 
submission. 

With reference to the work on totex modelling which has recently been undertaken by CEPA, we 
have a number of observations which we believe merit further investigation. 

Opex bias 
In general, it is in the interests of consumers that water company total expenditure is minimised 
over the life of any assets involved. As such, when deciding between “opex solutions” and 
“capex solutions”, total benefit to consumers is ma ximised when the NPV of total expenditure 
over the life  of the so lution is lowest. We would  agree that,  in the pa st, the regulat ory regime 
provided a marginal bias towards choosing cap ex solutions – albeit that this may ha ve been an 
appropriate incentive immediately post privatis ation, giv en the need to finance substantial 
investment. 

The approach to building totex models and me nus advocated in CEPA’s paper is based on 5 
year totex cash expenditure. As such this g enerates st rong incentives to minimise total 
expenditure over a 5  year time hori zon – not over the life of water co mpany assets, which are 
typically much longer lived.  

We consider that this a pproach creates a new “opex bias” within the re gulatory regime. Given 
the long term nature of the water industry, we are concerned that the short termism incentivised 
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by an opex bias will b e far more damaging to  long term outcomes f or consumers and oth er 
stakeholders, than the extant capex bias. In b oth circumstances, an imbalance in incentives 
may lead to higher bills t o customers – however, risks to service would b e greater with an opex 
bias. 

This issue is not in surmountable. Minor variations to Of wat’s totex cost a ssessment and 
recovery models can  be applied to  more appropriately distribute incen tives between opex and 
capex, such as applying  different w eights to op ex and capex or utilisin g annualised capex (i.e . 
depreciation values, or a suitable surrogate). 

CEPA totex variables 
It is very difficult to def initively comment on the suitabilit y of individual variables in CEPA’s 
paper, as it is the combination of variables within a model that determines its explanatory power. 
However, even without acce ss to specific models, it app ears that a number of important cost 
drivers for water and sewerage services may either have not been considered or have been 
included in a manner which would not be intuitively appropriate.  

One approach to a ddressing this problem would be to reveal the t otex model desig n and se ek  
feedback fr om compan ies. This co uld take p lace after co mpany business plan s have been   
submitted in  order to assuage any concerns th at companies might respond inappr opriately to  
model design if these were revealed before business plan submissions.  

Activity and quality variables  
Enhanced level of service proposa ls within co mpany business plan s which do n ot link into a   
totex model variable risk being underfunded within the proposed approach to setting baselines.   
This would be the case even when such proposals have resulted from customer preferences.  

CEPA’s modelling appears to have a limited scope fo r activity and quality variables. Only seven 
such variables are inclu ded in the CEPA report for water s ervices, and only one fo r sewerage 
networks. 

Approach to cost assessment for elements of the value chain not covered by totex models 
The consultation does not set out how Ofwat intends to conduct cost assessments for sludge 
treatment and disposal,  newly adopted private sewe rs, w astewater tr eatment, or wastewater 
network enhancements. Information on how the results of opex models for wastewater 
treatment will be integrated into a total wastewater wholesale totex assessment is also limited. 
In areas where totex models will not be applied, more information is needed  on Ofwat’s 
intended approach. 

Masking poor quality relationships  
CEPA appe ars to have stated that  the proposed water wholesale tot ex model (o pex + base   
capex + enhancement capex) is less robust than the equiva lent base water totex model (opex +  
base capex).  

One explanation for the variance in model performance is that the Water wholesale model is not 
correctly ref lecting cost drivers of enhancement c apex requirements, but rather that the hig h 
strength of modelling of base spend is masking the inaccuracies. 

Tellingly CEPA seems to state that the specific ation of the base and total wholesale water 
models are very similar. It is important that Ofwa t investigates the quality of the proposed water 
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wholesale totex models further and provides reassurance t hat proposed variables are enabling 
reliable estimation of future enhancement totex requirements. 

Regional wage and COPI adjustments 
We disagre e with the use of regional wage and regional COPI dat a within Ofwat’s totex 
assessment. Water companies are large entities, operatin g in a sector where inp ut prices are 
largely subject to national pricing for materials and services. 

Independence of the baseline 
CEPA’s report suggest s that com pany baselines could be the lesser of the tot ex modelled 
estimated value and a company’s values forecast in their business p lans. This would clearly 
breach the principle of company baselines being set independently of company business plans. 

We note th at when this issue was raised at Ofwat’s workshop on  1 2 March 2013, an Ofwat 
representative confirme d that Ofwa t would definitely not overwrite its cost asse ssment in the 
event of the company submitting a lower value in its business plan. 

Q10 What areas of expenditure d o you con sider we sho uld exclude  from  the g eneral cost 
assessment methodology (that is, advanced e conometric models and econom etric models)? 
How should we assess these costs? 

A general cost assessment should incorporate areas of e xpenditure where robust industry-wide 
cost drivers can be identified and  exclude a reas of expenditure where they cannot b e 
appropriately reflected in Ofwat’s cost models. 

It is unclear  to what extent Ofwat’s approach will succeed i n going beyond reflecti ng histori c 
average industry costs. Absent visibility of Ofwat’s models, it is difficult to make observations on 
which expenditure categories should be excluded.  

However, where the models are un able to refle ct future ch anges in co sts related t o pensions, 
rates, energy, En vironment Agency charges and the costs of competition, then these items 
should also  be exclud ed from the general cost a ssessment methodology and asse ssed 
separately. It is plausib le that some of these fa ctors cou ld be adequately reflected  in a totex 
model. Ofwat should make this clear where it has sought to do so. 

We also see it as unlikely that any totex model would be capable of properly reflecting company 
specific co sts associa ted with quality regulat ion and costs re lated to company specific 
outcomes.  

Where Ofwat utilises separate assessments, whether these are performed on a  company-
specific or industry-wide basis sho uld be determined on th e basis of the extent to  which cost 
items are controllable by management. 

Q11 What special factors should we consider for your company as part of our cost assessment? 
What criteria should we  use to assess whether we need to take account  of these in our view of 
your costs? 
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Special factors for the wholesale control should use criteria consist ent with those applied to the 
retail control. In UUW’s case, our initial review indicates that special factors should be applied to 
reflect company specific factors such as: 

a) the impact of providing water in West Cumbria, which has specific local environmental 
issues constraining our ability to supply water; 

b) 	 rainfall and population equivalent relative to the dispersion capacity of r eceiving waters in 
the North West, which results in  signif icant cost in creases to sewage treatment and 
intermittent discharges; and 

c) land availability for sludge disposal, whereby the North West region has the lowest level of 
land available for sludge disposal (nearly 70% less than the industry average), resulting in 
higher costs for treatment and disposal of sludge 

Unless it is accounted for in Ofwat ’s totex approach, it sh ould also b e recognise d that large 
regional WaSCs face the costs of delivering services in diverse and complex regional operating 
environments. Therefore they should not be benc hmarked against small water only companies 
with much simpler operations. 

There are a  number of other factors which we are currently reviewing in advance of submitting 
our business plan. We will assess these against Ofwat’s criteria and only include those which 
we consider  are outsid e of manag ement control and resu lt in material net addit ional cost s 
relative to o thers in the industry. On  the latter of  these criteria, it is impo rtant to note that totex 
special fact ors should only qualify where there is a mate rial addition al cost relative to that 
assumed within Ofwat’s cost assessment. Give n this, providing transp arency of which factors 
are already being accounted for in totex models is likely to reduce the proliferation of (potentially 
spurious) special factor claims across the industry. 

Q12 Do you agree wit h our cr iteria for exclu ding co sts from the general co st performance 
incentive fr amework? What types of costs should we exclude from the general fra mework? 
Please explain how the se meet the cost e xclusion criteria and how we should incentivise cost 
performance for these costs. 

We do not agree with t he cost exclusion crit eria proposed by Ofwat. T hey are dominated by 
“uncertainty” criteria and are so broad that they could potentially be applied to almost any output 
or future expenditure included in forward looking business plans. 

Ofwat should only exclude estimates of expenditure if there is a reasonable expectation that the 
cost will not materialise at all in the period under review; otherwise it should use a best estimate 
of uncertain costs and subsequently adjust for outturn variations. 

The presence of uncert ainty alone should not r esult in a symmetric outcomes for the industry 
and its stakeholders or there will b e a systemat ic bia s ag ainst proper ly financing companies’ 
functions. The assumptions made on private sewer adoption at the last  price review should be 
considered a failure on this basis. 

During the next price control period, companies  will commence with  the adoption of private 
pumping stations. As there is no  reasonable expectation that these costs will not materialise  in 
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the period under review, they should not be excluded from the price control. Ofwat should use a 
best estimate of uncertain costs and subsequently adjust for outturn variations. 

Likewise, Ofwat will need to consider the ramifications of an y eventual Water Bill (e g: the costs 
associated with any potential proposals for the adoption of customer supply pipes.) 

Q13 At what point should we take t he MEA values to split the 2015 RCV in order t o set water 
and wastewater price controls? 

Given that a split o f water and wast ewater RCV already exists, it  would be better to  use these 
values rather than re-cast the RCV based on MEAV. This is because a split  based on MEAV 
would result in incidence effects an d the rebalancing of prices (and th erefore cust omer bills) 
between water and wastewater. It  would also  place Wa SC water RCVs in an inconsisten t 
position relative to WoC RCVs. 

Since privatisation, MEAVs and RCVs betwee n water and  sewerage have not ch anged in a 
consistent and uniform manner. For example: 

• 	 Water: Since privatisa tion, one of the most substan tial elements of enhan cement 
expenditure has been  the s19 mains rehabilitation  pr ogramme. For UUW alone, we 
estimate that the total cost of this (in current prices) was almost £1bn. Given t hat this 
expenditure was infrastructure enhancement, this will have been added in full to ou r RCV 
(which is currently just  over £3bn for the w ater service ). However,  given that  this 
expenditure related to replacement and relinin g of existing infrastruct ure, in principle it 
should hav e had no impact on t he water MEAV. Therefore, water RCVs would be 
expected to have increased relative to water MEAVs. 

• 	 Wastewater: In contrast,  at privatisation much of sewerage infrastructur e was under the 
control of lo cal authorities. Followin g privatisation, and following transfer of local a uthority 
control to the water undertakers, MEAVs f or the sewer network have increase d 
substantially, as a re sult of companies gaining better information about the asset s under 
their control. Such increases did not  result from actual expenditure, and  therefore this will 
have had n o impact on  RCVs.  As such, we would expect wastewater MEAVs to have 
increased relative to wastewater RCVs. 

We estimate that Ofwa t’s proposal would effectively transfer RCV fro m water to wastewater, 
and hence impact the balance of customer bills. Furthermore, in the consultation document 
Ofwat states that depre ciation would be calcula ted as a simple “run off rate” on the RCV. This 
means that any redistribution of RCV would also effectively redistribute  depreciation charges, 
and presu mably taxa tion. Taxation has h istorically be en alloca ted between water an d 
wastewater in proportion to returns, hence RCVs. 

In total, we estimate the  impact of Ofwat’s proposal on  UUW bills wo uld be a s set out in  the 
table below: 
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Impact on UUW customer bills Water Wastewater 

Using 2009 MEAV -16% +12% 

Using 2012 MEAV (incl. private sewers) -29% +22% 

We believe that price  rebalancin g on this scale, and for this r eason, wou ld likely be 
unacceptable to our c ustomers. It would pa rticularly disadvantage customers served by 
separate companies for water and wastewater services as this rebalancing effect will have no 
impact on water only companies.  Such cust omers would simply see their wastewater bills 
increase, with no corresponding decrease in their water bills. 

Further details of our calculation of the impact of this change are provided as Appendix B. 

Q14 Do you agree that it is possible to simplify our approach to calculating tax? 

We do not support a simplified approach to calculating tax. It would result in an increased risk of 
Ofwat making inaccur ate tax calculation s leading to incorrect b enchmarking between 
companies and the risk of simplistic (incorrect) ta x assumptions in final determinations. Ofwat’s 
approach would also in crease, rath er than reduce, the data burden for companies. This is 
because they would need to model Ofwat’s simplified basis alongside the actual, non-simplified 
basis and maintain reconciliations between the two.  
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5. RETAIL CONTROLS FOR HOUSEHOLD CUSTOMERS  

Introduction 
In addition t o Ofwat’s consultation questions, we have also provided responses to  two specif ic 
areas of the  household retail control, which Ofwat has described (in se ction 5.1) a s “preferred 
options for consultation”, but where no relevant questions were posed in the consultation. 

In particu lar, we have provided comments on Ofwa t’s view that “RPI in dexation would not be 
appropriate for the household retail control” and  Ofwat’s pr oposal to  “u se a un ique customer 
measure to calculate company ACTS”.  

RPI indexation of household retail costs 
For RPI indexation, we have covere d its applica tion to both the household and non -household 
controls in our response to questio n 28 which,  as asked, solely relates to the no n-household 
control. 

It is unclear from the consultation, and meetings before and since its publication, whether or not 
Ofwat intends to make a forward looking estimate for inflationary changes in input prices with no 
ex-post adjustment to reflect actua l RPI or whet her Ofwat intends to fix retail cost s in nominal 
terms and hence expect companies to absorb inflationary changes in input prices in full. 

If it is the latter, then this would seem to not be justified give n that the fact that many input costs 
have a strong historic r elationship with RPI and that obser ved retail costs in the w ater industry 
have historically risen above RPI, despite strong financial and regulatory incentives to minimise 
cost increases. 

Furthermore, we disagree with Ofwat’s assertion that application of RPI indexation would be out 
of line with “the experience of most retail businesses, across the economy.” To the contrary, we 
have found no example of a co mpetitive retail mark et where prices are fixed in a dvance for a 
five year period with no possibility of reflecting in flationary pressures to input prices. Even in the 
current difficult trading environment, such conditions cannot be said to generally hold. 

Cost to serve denominator 
We note th at a “unique  customer” denominator was not an  option con sulted on in last year’s 
retail consultation. Given the material sign ificance of this proposed change,  a proper 
examination of the full range of consequences is required. 

We have provided an exposition of the key issues in Appendix C. This identifies that: 

1. 	 The unique  customer denominator systematically underfunds companies with dual 
service customers in favour of companies with single service customers. 

2. 	 A unique cu stomer approach fails to  properly incentivise efficient billing arrangements 
and leaves customers facing a higher cost to be served. 

3. 	 The unique customer denominator ignores the scaling of bad and doubtful debts to bill 
size. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

The last of these provides the most obvious  inequity of the “unique customer” denominator 
which imputes that the  average b ad debt of a single se rvice custo mer is the same as a 
combined service custo mer. This leads to an indisputable misallocation between WaSCs and 
WoCs as shown below.  

Underfunding of 
WaSC bad debt 

Overallocation of 
bad debt to WoCs 

Sources: June Return 2010-2011; Regulatory Accounts 2011/12. 

“Fixing” the denominator to scale the result appropriately for bad debt is not a sufficient remedy. 
This is because it does nothing to address the fundame ntal flaws inherent in the “uniqu e 
customer” approach. 

•	 The use of a “unique customer” denominator fails to  adequately finance the functions of 
companies – such  as UUW – that provide a combined service to th e vast majority of 
their customers.  

•	 It further fails to prote ct the inter ests of con sumers in areas served by separate 
wholesale services by failing to promote efficient combined retail operations. 

•	 It further fails to promote competition for ret ail markets,  as it nega tes any benefit 
resulting fro m a merger between two retail operations tha t presently provide separate 
retail services. 

The “unique  customer” denominator allocat es costs betwee n companie s on the  pr esumption 
that all WoCs bill for a water only service separately fro m the Wa SC in their region. This is 
rarely the c ase in practice – hence those additional costs are (largely) not present to be fairly 
allocated on this basis. This results in an undue detriment t o companies with a high proportio n 
of combined service customers. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

The only justificat ion Ofwat has provided for the use of a “unique cu stomer” approach is tha t 
“the incremental cost  of providing the additional retail service is margina l”. However, given that 
there is no legal or regulatory barrier to exploiting this econo my of scope across all companies, 
WoC or W aSC, it is perverse that Ofwat sho uld state a preference f or a denominator that 
eliminates any incentive for companies to minimise their combined retail costs by doing so. 

This is to th e detriment of their customers, and to the companies (such as UUW) who will bear 
the burden of this inequitable cross-subsidy. 

Given that the economies of scope associated with joint retailing are available to al l companies, 
the average cost to serve should reflect this, and hence provide ince ntives for companies to 
enter into, and retain, ef ficient combined retail operations. From the perspective of a customer, 
there is no  reason wh y the avera ge retail “ cost to be served” should be differ ent between 
customers based on the organisation of their wholesale services. 

The “unique customer” denominator represents a company-centric approach which over-prices 
the retail co st to individual customers unfor tunate enough t o receive wholesale services from 
more than one provider. It inappro priately co mpensates companies with inefficient separat e 
billing arrangements.  

Furthermore, it risks encouraging  companies currently operating joint ventures (or other 
combined retail arrang ements) to abandon them. This is becau se they wo uld be fully 
compensated for separate retailing, without having to maintain co-oper ative arrangements with 
another company. 

As stated above, a “un ique custo mers” approach funda mentally misallocates b ad debt, by 
assuming that the average bad debt  of a single service customer is the same as a combined 
service cust omer. Whilst it is relatively straightforward to c orrect this particular eff ect, it only 
corrects for about one third of the fundamental misallocation of retail costs resulting from the 
use of uniq ue customers rather than unique services, which more effectively treats each 
customer equitably 

A “unique customer” denominator would act to disincentivise retail mergers. This is because any 
merger that combines water only with sewerage only retail activitie s would resu lt in a 50% 
reduction in retail income. 

Finally, the “unique customer” denominator cannot be consistent with Ofwat’s approach to non-
household retail. Otherwise a combined service non-household custo mer switching for a single 
service cou ld not resu lt in any re duction in  t he incumbent’s total in come, as –  from the 
company’s perspective – the number of unique customers will have remained the same. 

Ofwat should reinstate the use of “billed services” as the denominator. T his would be consistent 
with its non-contentious historic approach to cost assessment. It would also more fairly allocate 
bad debt costs, en sure that a ll companies a re appropriately financed for the function of 
supplying an efficient, combined retail operation, and wo uld further incentivise companies to 
retain the existing efficient joint retailing arrangements currently in place across the industry. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

Q15 Should the ACTS be calculated on the basis of historic cost data or forecast cost data? 

Average cost to serve should be calculated fro m historic costs, on the basis of the number of 
“billed services”, not the number o f “uni que customers”. The proposed “unique customers” 
approach has not previously bee n consulte d upon, a nd as such the full unintended 
consequences of this approach have not been explored. 

Please refer to Appen dix C of  this document, which covers our view on the appropriate 
definition of the Average Cost to Serve denominator. 

Q16 Do you agree with our proposed criteria for  assessing other adjustments to the ACTS? Are 
there other factors we should take into account, and (if so) how? 

We support Ofwat’s criteria, based o n the exposition in the worked example in the co nsultation 
document. 

We consider that retailing in an  area of high socio-economic deprivation meets these qualifying 
criteria, as it demonstrably results in higher costs relative to companies operating in other areas, 
and is strongly supported by evidence from other sectors and by independent external data. 

UUW has p ersistently had one of t he highest levels of ret ail costs an d bad debt in the wate r 
industry. At the same time the North West region contains many areas with the highest levels of 
deprivation, as measured by the De partment for Communities and Loca l Government’s Indices 
of Multiple Deprivation Statistics. 

In the past UUW has sought to analyse the levels of customer debt within its area, and compare 
these to deprivation statistics. We have shown  that levels of custome r debt and other retail 
costs are higher in mor e deprived areas, and t hat the relationship between retail costs and 
deprivation is strong and consistent throughout our region. 

Using the relationship obtained from this analysis, UUW has been able to show how much lower 
its retail co sts would b e expected to be if its level of deprivation were equal to th e indust ry 
average. As such, UUW has never sought to abdicate responsibility for the efficien t 
management of it s retail activities, nor sought an adjustment for all of  its deprived customers – 
UUW’s proposed adjust ment factors have alwa ys been estimated relative to industry a verage 
levels of deprivation. 

UUW is cur rently cond ucting furth er work investigating  t he cost s of  providing r etail service s 
across d ifferent regions, and how t hese are aff ected by re gional fa ctors such  as deprivation. 
This proje ct is considering not on ly water indu stry specific relationsh ips, but is a lso loo king 
across a ra nge of e ssential services, in cluding gas reta iling, council tax collect ion, and T V 
licencing. 

In this response we present some of the emerging analysis from this project. We intend to share 
further results with Ofwat in the coming months. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

Levels of deprivation are clearly higher in UUW’s area 

It is clear from a si mple regional comparison based on official government statistics that the 
North West contains a particularly high proportion of the country’s most deprived areas. 

Regional breakdown of Local Super Output Areas at various levels of overall deprivation 

Region 1% most 
deprived 

5% most 
deprived 

10% most 
deprived 

20% most 
deprived 

North East 12% 10% 9% 8% 
North West 52% 35% 28% 22% 
Yorkshire and The Humber 17% 18% 17% 14% 
East Midlands 5% 5% 6% 7% 
West Midlands 9% 17% 17% 15% 
East of England 2% 2% 3% 4% 
London 0% 7% 12% 19% 
South East 3% 4% 4% 6% 
South West 2% 3% 4% 4% 

Source: T he E nglish In dices of De privation 2010, De partment for Communities a nd Lo cal Gov ernment, 24 M arch 
2011 

We have commissioned work to re-analyse these statistics on the b asis of com pany service 
areas, rather than simply by generi c geographic region. Th is presents a much more accurate 
assessment of the degree of so cio-economic deprivatio n facing  e ach compa ny’s retail 
operations than has previously been presented. 

The table below demonstrates tha t UUW’s se rvice area has by far the most pr onounced 
incidence of socio-economic deprivation in  England. This e ffect is particularly noticeable at t he 
highest levels of deprivation; half of t he 1% most deprived areas in Engla nd are in UUW’s area. 
In contrast,  despite Th ames Water having a similar prop ortion of th e 20% most deprived 
customers in its region (compared with UUW), none of the 1% most deprived areas are located 
in its region. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

Company breakdown of Local Super Output Areas at various levels of overall deprivation 

Region 1% most 
deprived 

5% most 
deprived 

10% most 
deprived 

20% most 
deprived 

Anglian 5% 4% 5% 6% 
Northumbrian 12% 10% 9% 9% 
Southern 3% 3% 3% 4% 
Severn Trent 13% 20% 21% 19% 
South West 0% 1% 1% 2% 
Thames 0% 6% 12% 18% 
United Utilities 48% 31% 24% 19% 
Wessex 1% 1% 2% 2% 
Yorkshire 14% 15% 14% 12% 
Bristol 1% 1% 1% 1% 
Cambridge 0% 0% 0% 0% 
Portsmouth 1% 1% 1% 1% 
Bournemouth 0% 0% 0% 0% 
Sutton 0% 0% 0% 1% 
South East 0% 0% 0% 1% 
South Staffs 1% 3% 3% 3% 
Veolia Central 0% 1% 2% 3% 
Veolia East 1% 0% 0% 0% 
Veolia South East 0% 0% 0% 0% 

Source: T he E nglish In dices of De privation 2010, De partment for Communities a nd Lo cal Gov ernment, 24 M arch 
2011 

UUW has 48% of the 1 % most dep rived, 31% of the 5% most deprived, 24% of the  10% most  
deprived and 19% of the 20% most deprived areas of  the country. The level of deprivation in a  
company’s household customer base is something that is inarguably outside of management  
control.  

Higher levels of deprivation result in higher retail costs  
We have demonstrated that there is a clear relationship bet ween different levels of deprivation,  
and the co st of providing retail se rvices with in our area.  The chart below shows the clear   
correlation of retail costs to deprivation.  
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UUUW responnse to Settinng Price Co ntrols for 20015-20 - Fra mework andd Approach 

Sources: TThe English Inddices of Depri vation 2010 aand United Utillities data on ccosts impacte ed by deprivati on (c80% of 
total retail ccosts) 

It is als oo important to recogni se th at so ccio-econommic depriva tion ma nifessts in hi gh er retail c oosts 
other th aan bad de bbt. Typicall yy, custome rrs in area ss of high s oocio-econommic depriv aation gene rate 
additionaal retail activvity, and utillise more exxpensive paayment metthods. 

This is deemonstratedd in the folloowing chartts which havve previoussly been shaared with OOfwat. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

Source: The English Indices of Deprivation 2010 and United Utilities data on costs 

We have further identifie d other sectors where the link betw een deprivation and deb t collection 
(or related activities) ap pears equally significant  and where deprivation levels are likely to drive 
higher costs.  For example, the follo wing chart shows how council tax collection  rates vary with 
increased levels of deprivation.  
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UUUW responnse to Settinng Price Co ntrols for 20015-20 - Fra mework andd Approach 

Sources: TThe Engl ish I ndices o f D eeprivation 2 01 10; Col lection rates for C oouncil T ax a nnd no n-domesstic rates in 
England 20011 to 2012 

The pre vvalence of prepaymennt met ers i in the gas retail sect oor is also clearly co rrelated to 
deprivatioon scores. Prepayment meters aare install eed for cust oomers w ho  are mos t at risk of 
having diifficulty payiing their billls. They aree a debt management ttool that is nnot availabl e to water 
companiees, allowingg customerss to “self-dissconnect” wwithout any rresultant baad debt. 

It is also evident thaat debt colleection in thee North Weest region iss more probblematic thaan in other 
regions. In the casse of  TV li ccencing, th e North WWest reg ion has hist orrically see n  a highe r 
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UUUW responnse to Settinng Price Co ntrols for 20015-20 - Fra mework andd Approach 

proportion of court ccases than i n other reg ions. 

Sources: MMinistry of Justtice response to FOI requesst dated 13 Feeb 2013 

Taken t oogether, thi ss evidence demonstraates that th e impact of so cio-ecoonomic d eprivation is 
somethinng which is beyond maanagement control. Reetail costs –– in particulaar bad debtt and debt 
collectionn – are highher in areass of high deeprivation, aand hence hhigher in thee North Weest. These 
relationshhips are cleear and observable acrross a num ber of sectoors – not jusst water, annd not just 
UUW. 

Furthermmore, socio-economic ddeprivation is indisputaably more ppronouncedd in the UU WW service 
area, commpared to oother areas of the counntry. As succh, it leads to unavoidaably higher operating 
costs to rretail in the North Westt compared to other coompanies’ service areaas. 

Adjustingg for the imppact of socioo-economicc deprivation in the Norrth West 
We havee previouslyy made seveeral suggesstions to Offwat about hhow it couldd look to  deevelop the 
evidencee base for ann industry-wwide adjustmment to refleect socio-ecconomic deeprivation. 

We hav ee be en co nntinuing to ddevelop thiis work ov eer the past few mont hhs and ar ee currently 
engaged on an on ggoing proje cct t o e xamiine the evi ddence and identify su itable ap prooaches to 
making aan adjustmeent. In addition to this aanalysis, wee are also progressing wwork on thee extent to 
which it iss feasible too estimate an appropr iate adjustmment by usi ng data wh ich is indeppendent of 
the waterr industry. 
 We will be happy tto discuss ffurther detaails of our wwork in all of these arreas with OOfwat as it 
developss. 
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UUUW responnse to Settinng Price Co ntrols for 20015-20 - Fra mework andd Approach 

Q17 Do you agree with our ppreferred o pption of ap plying an industry-widde adjust meent to the 
ACTS forr levels of mmetering? 

Metering is a simplee adjustme nt to make to the ave rage cost t o serve, ass the qu ant ity data is 
readily avvailable. Hoowever, meetering alsoo confers beenefits to t hhe reta il op peration – inn terms of
debt mannagement aand propensity to pay – as well aas additionaal costs. O ur analysis  suggests 
that the impact of d iifferences inn meter pennetration onn retail costts is substa antially loweer than the 
range of values stateed in Ofwatt’s consultattion. 

Furthermmore, we n oote that dif fferences i nn retail c ostts due to mmetering a rre less ma tterial tha n 
those arissing from d ifferences inn socio-ecoonomic deprrivation. 

In its c oonsultation, Ofwat st aates that mmetering c oosts re pres ent bet weeen 7% an dd 30% of 
companiees’ retail coosts. This a ssessment appears too incorrectlyy include m etering cappital costs, 
which Ofwwat intendss to transferr to the whoolesale pricee control. CConsidering metering oopex costs 
alone, ouur analysis indicates thhat the perccentage of total retail sspend assoociated withh metering 
drops siggnificantly, tto 4% to 11 % of total ccosts. This oonly accounnts for the ggross additioonal costs 
associateed with mettering, and ttakes no acccount of beenefits to thhe retailer (rrelative to uunmetered 
customerrs), especiaally in the arrea of debt mmanagemeent. 

We hav ee sought to investigatee the relati oonship b etwween mete rr penetra tioon and so mme related 
costs. T hhe charts bbelow illus ttrate the reelationship between mmeter readi ng cos ts aand meter 
penetration using, alternativelly, a bille dd serv ices style app rroach a nd a uniqu e customer 
approachh. They bo tth show to tal meter r eeading cos ts c omparedd to com paany househhold meter 
penetration rates foor its water service c uustomer ba sse. The  an alysis sp re eads co sts across all 
customerrs, whethe rr me tered or not, so that it  ca nn reveal th ee relations hhip (if  an y)) between 
increasinng meter pe netration annd a compaany’s observved Average Cost to SServe. 

Sources: Juune Return 20010-2011; Reggulatory Accouunts 2011/12. 
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UUUW responnse to Settinng Price Co ntrols for 20015-20 - Fra mework andd Approach 

Sources: Juune Return 20010-2011; Reggulatory Accouunts 2011/12. 

In both cases, only aa weak stattistical relattionship bettween the eexplanatory variable annd costs is 
apparentt. Further mmore, the rrelationship , such  as it is, i s hhighly dep eendent on a sing le 
observatiion. If this ccompany, P ortsmouth WWater (the ddata point oon the bottoom left of eaach chart), 
were to bbe removedd then the statistical relationship wweakens furrther (R2 < 00.1) and thee gradient 
of the r eegression li ne –  whic hh determin ees the siz ee of each ccompany’s adjustment facto r – 
reduces bby up to a third. 

Extrapolaating these relationships (with P oortsmouth i ncluded) t oo account  f oor all othe rr metering 
related ooperating c oosts implie ss gross ad jjustments –– before ta king acco u unt of the bbenefits o f 
metering to retailerss – which aare set out in the tabl ees below, bbased on aa billed servvices style 
approachh and a uniqque customers approacch. 

In order to demons trate the f uull ran ge of potential ggross adjustments, wee have  simpply shown 
those commpanies with the higheest and lowwest levels oof meter pe netration inn the industrry, as well 
as UUW. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

Co
m
pa

ny
 m

et
er

pe
ne

tr
at
io
n 
ra
te

Va
ria

nc
e 
fr
om

 in
du

st
ry

av
er
ag
e 
pe

ne
tr
at
io
n 
ra
te

M
od

el
le
d 
im

pa
ct

 o
n

co
m
pa

ny
 a
ve
ra
ge

 co
st

 to
se
rv
e 
(£
/p
ro
p)

N
um

be
r o

f s
er
vi
ce
s

pr
ov
id
ed

 (‘
00

0)

M
od

el
le
d 
va
ria

nc
e 
in

m
et
er

 re
ad

in
g 
co
st
s d

ue
to

 co
m
pa

ny
 m

et
er

pe
ne

tr
at
io
n 
(£
m
)

U
pl
ift

 co
st
s t
o 
in
cl
ud

e
ac
co
un

t m
an

ag
em

en
t

co
st
s (
£m

)*

M
et
er
in
g 
ad

ju
st
m
en

t a
s

%
 o
f t
ot
al

 re
ta
il

ho
us
eh

ol
d 
op

er
at
in
g

co
st
s 

Portsmouth 17%  ‐22%  ‐£0.21 285 ‐0.06  ‐0.16  ‐4.2% 

Thames 29%  ‐10%  ‐£0.10 8,750 ‐0.85  ‐2.16  ‐1.8% 

UUW 30%  ‐9%  ‐£0.08 6,052 ‐0.51  ‐1.29  ‐0.9% 

Anglian 67% 28% £0.28 4,522 1.26 3.22 4.8%  

South West 70% 31% £0.30 1,372 0.416 1.062 3.8%  

* additional account management unit costs for metered customers is estimated as 1.55 times 
meter reading unit costs, source: UUW principle statement 2012/13 
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Portsmouth 17%  ‐22%  ‐£0.28 278  ‐0.08  ‐0.20  ‐5.3% 

Thames 29%  ‐10%  ‐£0.13 5,185  ‐0.65  ‐1.66  ‐1.4% 

UUW 30%  ‐9%  ‐£0.11 2,927  ‐0.32  ‐0.81  ‐0.6% 

Anglian 67% 28% £0.36 2,677 0.97 2.48 3.7%  

South West 70% 31% £0.39 708 0.28 0.71 2.5%  

* additional account management unit costs for metered customers is estimated as 1.55 times 
meter reading unit costs, source: UUW principle statement 2012/13 

The range of these gross adjustme nts is subst antially smaller in magnitude than the 7%-30% 
range set out by Ofwat in its consultation. Further, it is evident once again that utilising a unique 
customer denominator rebalances value from WaSCs to WoCs. 

It appears that the magnitude of a metering adjustment factor will be far smaller than the impact 
of regional retailing costs resu lting from differences in socio-economic deprivation. It a lso 
appears that evaluation of any industry-wide approach is likely to be based on a weak statistical 
relationship between the explanatory variable and its impact on cost. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

We note that the proposed adjust ment to UUW appears to fall far short of Ofwat’s test tha t 
adjustments should be material, even before these gross costs are offset against the benefits of 
metering to the retailer. 

Q18 How do you think we should apply the ACTS for those above the industry ACTS? Do you 
think that we should use a glide path and (if so) of what form? 

Ofwat is ri ght to utilise a glidepath approach when setting assu mptions for retail cost s, 
recognising that management cannot reasonably be e xpected to generate instanta neous cost 
reductions. Given that it is untested whether companies with above average costs will be able to 
achieve Ofwat’s target by the end of the price control period, a straig ht line glide path over the 
five year period – as outlined at Ofwat’s retail workshop – is the most appropriate approach. 

Our support for the use of a glidepath is indepe ndent of Of wat’s decisions on how to calculate 
the target cost level. However, the application of a glidepath should not be assumed to mitigate, 
or insure against, the application of an inappropriate cost target or denominator. 

Q19 How should we set a forward-l ooking efficiency challe nge for those co mpanies below the 
industry ACTS? 

The most obvious inefficiency embedded in Ofwat’s approach to average cost to serve is that its 
proposed d enominator provides very poor efficiency ince ntives for r etailers to minimise the 
costs of su pplying customers served by more than one wholesaler. Ofwat can provide mu ch 
better incen tives through use of a billed servic es approach to its denominator, as set out in 
Appendix C. In all other respects, we consid er that the five year price control alone , with retail 
costs set at  the compa ny’s actual cost in  the base year, provides adequate ince ntives fo r 
companies to improve efficiency. 

Q20 Do you think we sh ould use a net margin to rem unerate household retail invested capital 
and risk over the period 2015-20? How can we avoid over-recovery of returns and take int o 
account any im plicit margin that exists in the difference bet ween efficient retail costs and th e 
retail price? 

A net margin should be used to remunerate a) working capital, b) new investment and c) risk in 
household retail. For transparency Ofwat should ensure that it makes separate assessments of 
costs and f inancing requirements when setting the retail margin. This is particular ly important 
given that reliable evid ence on the “efficient” le vel of retail costs will be  relatively limited at this 
early stage of price control separation. 

In setting th e net margin, Ofwat will need to re cognise that  the margin exists to p rovide the 
retailer with a financing stream, from which it will need to fund working capital, new investment 
and risk. De pending on the means by which the retailer pr ocures investments, the investment 
profile may be relatively “lumpy.” In any case, the timing and amount of investment in any period 
is unlikely to exactly match the amount provided for in the margin set in the same period.  

Ofwat will need to take care to ensure that the lumpiness inherent in the investment expenditure 
profile is no t confused with “over recovery of returns.” This is why it should ensure that its 
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assessment of co sts and financing require ments are separated  when det ermining the 
appropriate margin. 

The margin should also reflect the uncertainties associated with: 

• 	 SIM outcome, and the magnitude of this impact on the overall outcome of the household 
retail price control; and 

• 	 Other retail business risks, such as changes in bad debt, resulting fro m changes in the 
local or national economy. 

Our assumption is that existing retail assets w ill be remunerated throug h the wholesale control 
(having been allocated to the RCV) and we agr ee that this should not be double-counted in the 
retail control. 

Q21 Do you  agree that we should retain the service incent ive mechanism (SIM), in a modified 
form, to encourage good customer service for households? 

We support  Ofwat’s proposal to re tain the SIM. It incen tivises the righ t behaviours for serving 
the househ old retail market. Give n the mag nitude of the incentive in the context of the 
household r etail contro l, there are  some modification s w hich Ofwat may wish to consider 
making to the mechanism as it applies to the next period. 

If applied to the household retail price control at the same cash values as AMP 5, th en the SIM 
outcome could potentially dominate all other financial incentives in the household ret ail control. 
Companies, CCGs and Ofwat will need to caref ully consider the impact  of this as it  is possibl e 
that the ret ailer’s focus on SIM co uld outweig h any other  alternative  or addit ional priorit ies 
identified by customers. 

Given the magnitude of the SIM’s impact on t he household retail control, the risks asso ciated 
with uncertainty of the SIM outcome need to be recognised as part of the calculation of the retail 
margin. 

Also, given the materiality of the SI M to compa ny performance on the household r etail control, 
the distribution of SIM outcomes should be based on an absolute assessment rather than force-
fit to the range. If outcomes were determined via strict ranking criteria, it is likely that many retail 
controls would fail f inanceability tests due to the  scale of  the potential penalty, even where this 
resulted from only marginal differences between company SIM scores. 

There may need to be further adju stments to SIM criteria to reflect th e definition of wholesale 
and retail activities. One example of this is set out in Appendix A, where we set out our view that 
if network calls are a retail activity, the retailer needs to be incentivised  through the SIM for its 
performance in delivering both network and non-network calls. 

Finally, as Ofwat is already aware,  the denom inator used for the quant itative SIM assessment 
detriments companies (such as UUW) with a predominance of combined service customers. 
Most of the SIM score results from billing contacts and water wholesale issues, and as such, the 
“unique customer” approach provides a substantial benefit to those companies with a significant 
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proportion of sewerage only customers, for whom there is a much smaller contrib ution to the 
quantitative SIM score. We would be happy to discuss this further with Ofwat. 

Q22 Do you agree with our preferred option of funding addit ional water efficiency se rvices and 
customer-side leaks through the wholesale control? 

Investing in improvements to water efficiency and customer side leaks provides little benefit to a 
retailer. This is particu larly the case with retail unmeasured household customers since neither 
customer nor retailer directly benefit from this activity. 

However, the wholesaler does have an incentive to deliver water efficiency, in particular where it 
is of greater benefit, for lower cost, than alternative supply demand options. We hav e explored 
this issue further in Appendix A, on retail definition.  

We do not feel that outcomes set by the retailer to deliver these activities would provide the best 
solution; the wholesaler is best placed to target activity. Therefore we b elieve that there should 
be a mechanism for the wholesaler to incentivise retailers in their area to deliver this activity on 
a regional or local basis. 
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6. RETAIL CONTROLS FOR NON-HOUSEHOLD CUSTOMERS  

Q23 Do you agree wit h our prefer red option of rolling  over exist ing t ariff struct ures to form 
default tariffs? 

We agree w ith this approach as it a ims to minimise in cidence effects. However, the majority of 
variation in end user tariffs result s from differences in who lesale costs, and hence  wholesale 
charges. 

It seems l ikely that – at  least init ially – wholesa le charging structures will a lso need to al ign to 
end user prices, not lea st because we expect t hat wholesale access prices would also align to 
existing tariff structures. However, it  remains unclear how wholesale charges would be applied 
(and hence revenue recovered) between household and non-household. 

Ofwat notes in se ction 4.3.1 of the  consulta tion document that it intends to co nsult further o n 
wholesale charges “late r in 2013” –  the outcome of this will have a more significant  impact on 
the charges applied to individual non-household customers. 

Q24 What are your views on our approach t o custom er churn under the proposed form of 
control for default tariffs? 

Ofwat’s approach to th e non-household contr ol is in consistent with its approach  to defining 
“unique customers” in the househo ld retail con trol. We also believe that Ofwat should clarify 
how its proposed approach to customer churn  and default tariffs inter acts with a) the “costs 
principle” currently embedded in legislation and b) future decision s which may be  taken on the 
costs principle and future access charges. 

In the household retail control, Ofwat is prop osing to de fine retail customers on a “unique 
customer” basis. The e quivalent approach in non-household would imply that when a retail 
customer switches to a WSL for their water service only, and the company retains t he customer 
for wastewater, then th ere should be no adjustment to the average revenue control. This is 
because the company will have reta ined the same number of “unique customers.” Whilst we do 
not believe that such a n approach acts in the best interests of custom ers, it is surprising that 
Ofwat has chosen to take a divergent approach in the two retail controls. 

We are also  unsure how Ofwat’s approach inter acts with the “costs pr inciple” and how it would 
interact with any future decisions which may be taken in  relation to the costs principle or setting 
access charges. We expect that it would normally be those arrangements which should dictate 
the overall impact on company reve nues as a result of a customer switching. However, Ofwat’s 
proposal on non-household churn, together with the wholesale revenue cap, fixes the amount of 
revenue lost by the company through switching at the level of the default tariff, regardless of any 
other arrangements whi ch may be i n place outside the price control. Given the sig nificance of 
this, we would welcome further clarif ication from Ofwat and would raise the question of whether 
its proposal requires fuller consideration and consultation. 
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Q25 What approach should we ta ke to deter mine the aggregate le vel of  oper ating co sts to 
include in t he non-hou sehold reta il control?  F or exam ple, should  we use h istoric costs or 
forward-looking costs? 

We support  an approach based o n historic costs, with a dditional co nsideration given to the 
future investment that will be needed to support arrangements for increase d levels of 
competition. We would expect these to be financed through the retail margin. 

Q26 Do you think we should use  a net m argin to rem unerate non-household r etail capital 
employed and risk over  the period 2015-20? How c an we avoid over-recovery of r eturns and 
take into account any implicit m argin that could exist in th e difference  between efficient reta il 
costs and those used to set default tariffs? 

A net margin should be used to remunerate a) working capital, b) new investment - including the 
investment required to  facilitate competition - and c) risk in  n on-household retail.  F or 
transparency Ofwat should ensure t hat it makes separate a ssessments of costs an d financing 
requirements when setting the retail  margin. Ofwat will need to take care to ensure that it does 
not set the tariffs so low  as to undermine the prospects for competition; competitive activity will 
act as a safeguard against any prospect of over-recovery. 

In setting th e net margin, Ofwat will need to re cognise that  the margin exists to p rovide the 
retailer with  a finan cing stream, fr om which it  will a lso n eed to fund  working ca pital, new 
investment, and risk. De pending on the means by which the retailer procures investments, the 
investment profile may be relatively “lumpy.” In any case, the timing an d amount of  investment 
in any period is unlikely to exactly match the amount provided for in the margin set in the same 
period. Ofwat will need  to ta ke car e to en sure that the  lu mpiness inh erent in the investment 
expenditure profile is not  confused with “over recovery of ret urns.” This is why it should ensure 
that its assessment of costs and financing req uirements a re separated when det ermining the 
appropriate margin. 

In setting th e retail margin for non-household default tariff s, Ofwat wil l need to take care to 
ensure that it does not set the tar iffs so low that they undermine the pr ospects for competition 
for the contestable market. This is because competition which will be dependent in part on being 
able to offer  attractive alternatives to the default tariff. In the event that a default tarif f provided 
significant scope for over-recover y, this should be rapidly revealed and competed away, 
safeguarding customers’ interests. An overemphasis on identifying the “efficient” level of default 
tariffs could limit the effectiveness of competition in providing alternative choices. 

Q27 What constraints, if  any, shoul d we place on com panies’ ability to  set the gross m argin 
levels for individual default tariffs for non-household customers? 

We believe it would be best for co mpanies to set their ow n default tar iff levels, ba sed on hig h 
level guidance from Ofwat, and an overall assessment of the gross margin. Companies are best 
placed to  d o this and ensure con sistency wit h existing t ariffs. Compliance with  competitio n 
legislation would be the safeguard a gainst any inappropriat e allocation of gross margins when 
companies set default tariffs. 
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Q28 Is there evidence that de monstrates that  the costs of providing  retail services to non-
household customers are driven by uncontrollable changes in input prices? Are these difficult to 
predict? Given this, what is the appropriate approach in non-household retail controls for 2015 -
20 for uncontrollable changes in input prices? 

It is unclear from the consultation, and meetings before and since its publication, whether or not 
Ofwat intends to make a forward looking estimate for inflationary changes in input prices with no 
ex-post adjustment to reflect actua l RPI or whet her Ofwat intends to fix retail cost s in nominal 
terms and hence expect companies to absorb inflationary changes in input prices in full. 

If it is the latter, then this would seem to be unjustified  given that the  fact that many input costs 
have a strong historic r elationship with RPI and that obser ved retail costs in the w ater industry 
have historically risen above RPI, despite strong financial and regulatory incentives to minimise 
cost increases. 

Furthermore, we disagree with Ofwat’s assertion that application of RPI indexation would be out 
of line with “the experience of most retail businesses, across the economy.” To the contrary, we 
have found no example of a co mpetitive retail mark et where prices are fixed in a dvance for a 
five year period with no possibility of reflecting in flationary pressures to input prices. Even in the 
current difficult trading environment, such conditions cannot be said to generally hold. 

Ofwat’s consultation states that co mpanies should be able to manage cost pre ssures without 
recourse to an RPI-indexed retail price control. In order to consider making allowances for future 
input price inflation, Ofwat sets out that input cost pressures must: 

• Have a material impact on company costs 

• Be beyond management control; and 

• Impact the company in a materially different way to other companies. 

The most significant co sts for both household a nd non-household retail activities are bad debt 
and staff related costs. 

In UUW’s case, bad de bt made up 46% of operating expenditure report ed in UUW’s household 
retail business in 2011/12 (table 21b). It accounts for 16% of  operating expenditures for UUW’s 
non-household retail bu siness in th e same period. Bad debt charges are closely related to the 
size of customer bills. Bills are in t urn dominated by wholesale activitie s, which will  be linked t o 
RPI. 

Other material cost categories include non-network customer enquiries and complaints (12% of 
reported opex for the household retail business), debt management (10%) and billing (8%). Th e 
equivalent figures for th e non-household retail business are 8%, 12% and 7% respectively. All 
these activities are driven by manpower costs. 

The graph below shows that actual industry cost s for customer servi ce, employe e costs and 
doubtful debt costs have consistently grown ahead of RPI over an exte nded timeframe, despite 
regulatory a nd financial incentives to minimise costs. This is not surprising given that the 
national minimum wage – a key ben chmark for establishing staff costs and wage increases for 
call centre staff – has risen substantially in excess of RPI over the same period.  
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Likewise, average wage growth has historically outstripped the growth in RPI. In re cent years, 
average wage growth has grown more slowly  than RPI due to the  exceptiona l economic 
conditions. However, unless the U K economy is now ex-growth, the likelihood is t hat incomes 
will revert to growth in real terms over t he medium term. This will continue to e xert upward 
pressure on wage input prices. 

If Ofwat were not to take account of these pressures in its forecast, then it would be imposing an 
arbitrary implicit efficiency challenge which does not take account of industry costs. 

Sources: June Return 2001-2011; FD99-09; low pay.gov.uk; average national wage, RPI and CPI: ons.gov.uk. 

Ofwat’s third criterion -  that the input cost pressures must impact the company in  a materially 
different way to other companies - appears incongruous when conside ring the material impact 
of RPI on costs across the industry.  

Ofwat has asserted that “most retail  businesses across the economy” d o not increase prices to 
reflect RPI. However, we have failed to identify any retail business which fixes prices for five 
years in advance, with no consideration of input price inflation. 

We note that in at least some cases, markets which are generally considered to be competitive 
and consumer focussed  have explicitly contract ed with customers on the basis that  input price 
inflation will be passed on where n ecessary. For exa mple, in 2012, all of the majo r UK mobile 
phone network providers increa sed the monthly tari ffs on t heir “fixed” price contracts by 3.2 – 
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4.3% and attributed this increase to inflation. Despite the difficult curre nt trading environment, 
Orange and T-Mobile are raising prices again in 2013.  

This reflects that even i n the most competitive markets, retailers and customers will sometim es 
contract on the basis that the consumer is best placed to manage this risk. 

Whether or not this is t he general case across the economy is difficu lt to establish, not least 
because adjustments for inflation are sometimes not explicit and are achieved through changing 
the attributes of the pro duct supplied, rather than its price. The Bank of England ha s noted the 
tactic of var ying output quantity or quality (September 2010 - Agents’ summary of busine ss 
conditions) whereby to avoid increa sing co sts in the face of supply chain price rises,  some 
businesses are able instead to vary the quant ity / quality of  their products. An example of this 
would be the ‘shrinking chocolate bar’.  This en ables businesses to maintain key pr icing points 
(e.g. £1.99) and their profit margins, whilst managing input price inflation. 

In conclusio n, we consider that input price incr eases are a material factor for the majority of 
retail business cost drivers. The lev el of genera l price inflation is something that is outside of 
management control,  a nd this ten ds to dr ive economy-wide wage increases.  Likewise, 
wholesale charges, which drive bad debt, are also outside of the control of retail management.   

Our exa mination of ret ail markets has failed t o identify any exa mple of a retaile r which fixes 
prices to  cu stomers five years in a dvance wit hout some sort of mechanism or ad justment to 
allow for input price  inf lation. Certa inly, such  circumstances cannot  be  said  to gen erally hold . 
Given this, it is unclear  why Ofwat  would con sider that r etail act ivities in the  water industr y 
should reasonably be expected to ignore input cost inflati on.  However, if the risks of such 
increases are to be born e by the retailer, then t his needs to be explicitly incorporated into retail 
margins and/or incorporated into the forecast company costs which underpin the price control. 

Q29 Do you agree with our preferred option of setting the default tariff  minimum service level 
using the existing GSS standards? 

We support Ofwat’s approach. 

Q30 What a spects of se rvice should we target in setting a service incentive for non-household 
customers in Wales? 

Although it does not op erate wholly or mainly  i n Wales, UUW does have a small number of 
customers in Wales. We therefor e look forward to the opportunity to comment on Ofwat’s 
proposed approach in due course. 

Q31 Are there other o ptions for  setting an ef ficiency cha llenge for no n-household retailers in 
Wales we have not considered? If so, what are they? Which approach do you think best m eets 
our objectives? 
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Although it does not op erate wholly or mainly  i n Wales, UUW does have a small number of 
customers in Wales. We therefor e look forward to the opportunity to comment on Ofwat’s 
proposed approach in due course. 
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7. MAKING BETTER USE OF WATER RESOURCES  

Q32 Do you agree with our preferred option for implementing water trading incentives? 

We agree with the approach to enhanced incentives for both importers and exporters.  

A proportio nate sharin g of the  be nefits of  an  export bet ween the e xporting co mpany and its 
customers is sensible. 

It is not entirely clear who pays for the import incentive, a nd care sho uld be take n to ensure 
enhanced incentives do not count a gainst potential imports as and when importing companies 
develop their business plans. 

A longer ter m commitment to water  trading in centives would be better,  as many of the trades 
currently under consideration by water co mpanies may not be  delivered by 2020, b ut 
preliminary work may be needed in AMP6 

Q33 What are your views on the  sharing of export profits that the incentive sh ould aim to 
deliver? Please provide your reasons and supporting evidence where possible. 

Export profits should be shared between the exp orting company and its customers, and should 
recognise the need for extended payback periods for longer term trades (30 years or more). 

This cou ld be delivered via a fixed payback period which extends to multiple AMPs, or via  a 
fixed proportion of the duration of the contract, such as half of the full term. 

Q34 What evidence should we take into account in setting incentive rates for importers (buyers) 
of water? 

Positive incentives for importers will be required. 

In principle,  the introduction of totex will re move the historic financial disincentives to import 
water. However, importer incentives will still be required to overcome non-financial disincentives 
to import, such as (i) t he lower degree of management control available with imported water 
resources, and (ii) creating a positive incentive to import. 

An approach similar to that used in Ofwat’s 2010 study on t he benefits of interconnection would 
be a good starting point for setting the incentive rate. Further work is needed to set out how this 
would work in practice ( such as an increase to the wholesale revenue cap, e.g. by adjusting 
totex allowances). 

Q35 Do you agree with our preferred approaches to securing efficient trades and protecting the 
interests of customers? Please provide your reasons and supporting evidence where possible. 

We agree that export incentives should not be weakened by further adjustment. 
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A total threshold on import incentives may be an appropriate counterweight to the high-level 
approach t o setting import incentive rates, but there should be  an appeal mechanism. 
Companies that can  robustly demonstrate that  trades above the threshold are efficient should 
be able to earn an incentive. 

We can see little benefit of increasing the reporting burden, as this would be similar in practice 
to a case-by-case assessment of trades and act as a procedural disin centive for companies to 
consider trades. 

Q36 Do you agree with our preferred option for implementing the AIM? 

We support Ofwat’s preferred option. 

Ofwat should also consider how AIM interacts with investment funded in price limits. Those sites 
assumed – and funded – to be resolved during the price con trol period should be excluded from 
the scope of AIM. Otherwise it would provide an additional, unnecessary, reward for delivery. 

Q37 Do you agree with our preferred limit to the scope of the AIM? 

We agree that it should be limited to abstractions from rivers classed as “band 3” for flow under 
the Water Framework Directive. 

There are risks of unintended consequences from AIM, e.g. incentivising companies to abstract 
more from sites out side the mechanism, with the potential to cause  deterioratio n in these 
waterbodies. Therefore limiting the scope of the incentive to a few of the most affected sites is 
sensible. 

The Environment Agency uses various definitions for “band 3”. Our understanding is that AIM is 
intended to cover rivers classed as “band 3” for flow. 

Q38 What evidence should we take into account in calibrating the AIM? 

It is essential to calibrat e AIM based on “normal year” abstraction, and t herefore any years with 
extreme events (e.g. 2 012 in the South East) s hould be excluded from the baseline, to avoid 
companies receiving AIM rewards for operating under “normal” conditions. 

Ofwat should ensure that baselines are set on a consiste nt and sensible basis. Years with 
abnormally dry or wet periods should not be used. Abnormal years  should be identified on a 
regional basis and a suit ably long average of at leas t five (ideally ten) “normal” years should be 
used to set  the baselin e, to ensure effects of  demand fluctuations and system outage are 
averaged out. 

We agree that the ince ntive rate should be based on a value from national willing ness to pay 
assessments. 
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Q39 What are your views on our proposed phased implementation of the AIM? 

Ofwat’s proposal seems sensible and pragmatic. We agree its approach should be  tested for a 
year prior to full implementation 
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8. OVERALL INCENTIVES, RISK AND FINANCEABILITY  

Q40 Do you agree we should de velop the ba lance of our proposed incentives u sing in itial 
quantitative analysis of notional co mpanies, and refine the calibration  of incentives to reflect 
individual companies’ business plan proposals? 

We do not consider that Ofwat could confidently predict how companies will behave in response 
to a novel and unteste d incentive framework. Second-guessing company responses to wide -
ranging and ambitious changes to the regulatory regime – many of which currently remain work 
in progress – is unlikely to yield evidence which is sufficiently robust for Ofwat to rely upon when 
demonstrating that its determination allows companies to finance their functions. 

Q41 Do you agree tha t we should  evaluate th e overall r isks relevant to each price control in 
assessing the allowed returns? 

Ofwat should evaluate t he impact o n companie s of all r isks relevant t o each pr ice control in 
assessing allowed returns. 

We disagre e with Ofwat’s assertion that the se risks ar e reduced overall under the new 
framework; Ofwat’s price control reforms do not reduce the systematic risks for the industry.  

There is su bstantial un certainty about the ex-post impact  of new and uncertain  incentive 
mechanisms affect ing the full rang e of company  costs an d revenues. In its final methodology 
statement, Ofwat should disclose d etails of its r isk assessment, including the extent  to which it 
has taken account of the impact of economic uncertainties over the forecast period. 

Q42 Do you agree with our broad approach to setting the WACC for wholesale services, given 
our proposals for the remuneration of retail services in chapters 5 and 6? 

We agree with this appr oach in prin ciple, not ing that Ofwat intends to a pproach financeability 
testing on the basis of the overall  licenced e ntity. Howe ver, we  urge Ofwat  to expedite 
clarification on its appro ach to setting the WA CC given the uncertaint y arising fro m its recen t 
communications. 

Q43 In setti ng the WACC are  the re specific considerations we should bear in mind taking 
account of the profile of relevant risks to wholesale service provision? 

The risks th at should be taken into account when setting the WACC are 1) the potential fo r 
unforeseen increases in financing costs and 2) potential cost shocks arising from unforeseeable 
(and otherwise unfina nced) expenditure require ments. These risks ov erwhelmingly manifest 
themselves as a result of wholesale activities and would not be expected to reduce as a result 
of disaggregating price controls. 

When considering the potential magnitude of these risks, the MEAV should be used, rather than 
the RCV. This is becau se it most a ppropriately reflects the replacement value of th e underlying 
assets and so more accurately benchmarks the relevant costs.  
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The value of the MEAV is many times greater than the value reflected in the RCV and the scale 
of this difference is greater on the sewerage service than for water. As a consequence, the risks 
faced on th e sewerage service ten d to be greater in magnitude, which may sugg est that a 
premium to the WACC would be justified. 

In addition t o a robust e valuation of the business risk pro file of wholesale activities – including 
the significant changes to the regulatory regime at PR14 –  Ofwat shou ld also take  account of 
future econ omic uncertainties. Given the unprecedented distortions in financial markets in 
recent years caused by the credit cr unch and subsequent actions by policymakers, caution will 
need to be exercised when assessing market based evidence of the components of the cost  of 
capital in setting an appropriate WACC (namely, the risk fre e rate, Equity Risk Premium, credit 
risk premia, and equity betas).  Furth ermore, the outlook for inflation and interest rates is highly 
uncertain with real risks associate d with the continuation , supplementation or subsequen t 
unwind of the current exceptionally loose monetary policy 

Q44 Do you agree with our broad approach t o assessing  financeability? Are there specific 
factors we should take account of in the next price control review? 

We agree w ith Ofwat th at it should assess financeability at the total  company level and furthe r 
support the commitment to assess t he financeability of the retail price control. We believe that 
Ofwat should also  und ertake an explicit assessment of  whether wholesale a ctivities are 
financeable rather than t reating this as a re sidual issue, a s this would be inconsistent with the 
principle of separate binding price controls. 

Ofwat state s that financeability will  be tested against a “comfortable investment grade” credit 
rating. Ofwat should specify precisely what cr edit rating is implied, and what financial rat io 
constraints will underpin this assessment. We consider that an A3/A- rating should be used, and 
further that  ratio constraints shou ld be cons istent with t hose used  by ratings agencie s. 
Accordingly, they should be assessed on an IFRS basis. 
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9. ASSESSING PERFORMANCE DURING 2010-15  

Q45 Do  you agree wit h our prefe rred option of i mplementing adjust ments for l egacy tools 
through wholesale controls? 

We support Ofwat’s approach. 

Q46 What factors should we take into account when determining whether to spread adjustments 
over the price control period? 

In our view,  adjustments are best spread over the price co ntrol period in a way tha t minimises 
disruption to customer bills. This usually means spreading them evenly over the AMP period. 
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10. DELIVERING PRICE CONTROLS IN 2014  

Q47 What are your vie ws on our e merging criteria for id entifying high-quality business plans? 
Are there other criteria we need to consider? 

and 

Q48 What factors should we take into account in further developing our process for a risk-based 
review? 

We believe that there ar e four test s which Ofwat could  use t o determine whether a company’s 
business plan is of “high-quality”: 

• Does it promote outcomes which are in customers’ interests? 

• Does it fulfil the company’s statutory duties and license obligations? 

• Is the plan financeable, on a responsible and sustainable basis? 

• Has the plan been submitted in compliance with Ofwat’s prescribed requirements? 

This represents a h igh level framework only; a more  detailed set of  assessment cr iteria will b e 
needed to underpin this, and demonstrate fulfilment of these tests. 

We do not support some of Ofwat’s specific proposed criteria.  

For exa mple, if the quality of company business plans is judged by whether their totex falls 
within Ofwat’s co st corridors, this will in centivise companies to se cond guess Ofwat’s models. 
This does n ot appear consistent with Ofwat’s stated reaso n for not sh aring totex models with 
companies, (i.e. so that companies are not “second-guessing our cost assessment models and 
other tools for risk based review”.) 

Whatever specific asse ssment crite ria are to b e utilised to  determine the quality of business 
plans, it is essential that Ofwat make clear any minimum criteria which will be applied.  

We look forward to engaging further with Ofwat on this topic following publication of its business 
planning consultation. 

Q49 Is the timetable we propose f or introducing m enus f easible? Ho w could we im prove it? 
What can we and the com panies do to add ress the ch allenges of  the tim etable to allow 
companies to make a real effective menu choice? 

UUW is committed to working with  Ofwat and other stakeh olders to ensure successful delivery 
on the PR14 timetable,  including provision for a genuine menu choice. Whilst  we are open to 
considering a range of potential options, we believe that the solution that provides the maximum 
benefit, at minimum of risk to the process would be to facilitate the deferral by Ofwat of the final 
determination for wholesale revenues to 30 January 2015 at the latest. 
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We believe that this would still provide sufficient time for companies to convert the determination 
into customer charges ahead of main billing fo r 2015/16. ( UUW has historica lly completed its 
charges su bmission within one we ek of publication of No vember RPI .) This approach would 
assume that a risk based approach to charges approval is implemented by Ofwat in advance. 

Importantly, this date would also pr ovide for t he full statut ory 60 day period for companies to 
review and accept determinations prior to commencement of the next regulatory period.  

We also suggest that Ofwat could further help address the challenges of the timetable by: 

• 	 Determining key dates (with day and m onth) now, whilst the company an d other 
stakeholders still have the flexibility to schedule around them 

• 	 Identifying those areas of the methodology which are most crucial for successful execution 
and focussing resources on them –  and determining wheth er there are  other areas which 
can be more fully defined after business plan submission 

• 	 Working with companies to reso lve outstanding questions on the business pla n 
requirement, and the August submission of historic data, and cost base information. 
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11. BUILDING FOR PRICE REVIEWS IN 2019 AND BEYOND  

Response to questions 50 to 55 

We support  Ofwat’s de cision to focus delivery of these incentives on price reviews from 2019 
and beyond. 

In supportin g the delivery of the upcoming price review in 2014, an d given Of wat’s state d 
concerns r egarding the timetable, we sugge st that it should be possible for Ofwat and 
companies t o postpone further development of these issues until companies have submitted 
their business plans. 

We believe that this would serve the best interests of the price review overall. 
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APPENDIX A: Definition of retail (and wholesale) services 

We welcome the greater clarity on the definition  of retail services which the consulta tion document 
provides. 

There are some areas where the  retail defin ition require s addit ional clarif ications; these  ar e 
principally disconnections, metering and trade effluent. 

There are also three areas where we wish to express views on the options preferred or chosen b y 
Ofwat. These are: 

•	 developer services – which we believe should be kept whole and ideally be a wholesale  
activity, reflecting the views of our developer customers;  

•	 demand-side water efficiency services and customer side leaks – which we believe need to 
be driven by strong wholesaler-led incentives; and 

•	 network calls – where the choice made by Ofwat will need to be supported by robust SLAs 
and protocols covering interactions between wholesaler, retailer and customer. 

This response should be treated as incremental to the response we provided to th e August 2012 
consultation covering the same topic. 

Views on the options preferred or chosen by Ofwat 

Developer services 
In its consultation Ofwat  suggests splitting devel oper services between retail and wholesale, with 
customer facing activities in retail,  and the p hysical con nection in wholesale. In the previ ous 
consultation, developer services were identified as a wholesale activity. 

We think th at responsibility for deve loper services should n ot be split. I nstead it sh ould be sole ly 
held by one section of the business, and this should most appropriately be the wholesale business.  

This is be cause new connections and reconn ections to t he wholesaler’s network require b oth 
knowledge of and access to the network.  

In recent years UUW has moved fro m separate teams dealing with mains laying an d connections 
towards one unified te am. We ha ve also introduced locally based teams able to build close 
working relationships with individual developers in each area for mutual benefit. 

Recognising the importance of en suring developer s receive good service we have, within our 
developer services team, carried out a series of interviews, on-line surveys and real time feedback 
sessions. We have seen improvements in satisf action scores fro m the deve lopers sin ce all 
developer service activity has been integrated. 

In our feedback session s and surveys, develop ers cons istently refer to  “time” as b eing the mo st 
important factor to them when procuring utilitie s as this is the one construction element completely 
outside of  their control.  Developers often cite t hat: ‘a hou se can be b uilt in  a short er time frame 
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than it takes to procure a water supply’. At our most recent developer awareness day, when asked 
what the most positive step taken by United Utilities had been the following responses were given: 

•	 “Removal of call centre” [ ] 
•	 “Offering help at design stage” [ ] 
•	 “Ability and willingness from UU to meet with developers and consultants in order to discuss 

options” [ ] 
•	 “Increasing visibility of Staff “ [  
•	 “Project Engineers being able to be contacted and several meetings arranged the next days”  

[  

We have ac hieved considerable time savings fo r developers by transforming a 23  step process 
and ten diff erent developer interfa ces into one seamless operation. There are fe wer contacts for 
the developer and less time lost du ring handovers. It is also imperative the people managing this 
process have good technical knowledge and understand the problems a developer will face. E ach 
development site ha s varied and wid e ranging te chnical issues; for this r eason we th ink enquires 
should be handled directly by those with the technical knowledge.   

United Utilities’ method of centrally managing all dev eloper lead activity is supported by the Home 
Builders Federation (HBF) which cited our approach as “le ading the way in develo per service” at 
their Nation al Utiliti es Conference.  [ �Ian Wil kinson, HB F National Utilities Chair, said,”  United 
Utilities are the Apex water company in providing a service to developers.”�] 

We understand that the proposals set out within the PR14  consultation do not make it impossible 
to run a fully integrated t eam with responsibilities for both retail and wholesale activities. However, 
it does make it more c omplicated. In future, if there are to be further requirements in relation to 
demonstrating separation, then th e integrate d approach  we have found to b e beneficial to 
developers will have to change. 

In summary, the key re asons why Ofwat should main tain developer services as a  unified a ctivity 
are: 

o	 The relationship with a developer often involves dealing with complex questions about the 
design or build. The customer benefits from being able to interface directly with the water 
company engineer who, in turn, is then better able to understand and react to the 
developer’s concerns. In our experience, providing this access has been key to improving 
levels of satisfaction among developers. 

o	 The relationships between developer and water company are also important for the 
wholesaler in order to best drive long term plans regarding supply demand. This suggests 
that developer services should be a wholesale activity to maximise this benefit. 

o	 Developers do not require a relationship with a retailer when applying for a connection .  
Developers are customers for the functions delivered by the wholesaler, rather than the  
retailer. Again, this would point to developer services being more appropriately part of  
wholesale activities.  

o	 The wholesaler has a strong incentive to ensure that what is constructed does not impact 
existing customers on the existing network. The wholesaler also has to operate and maintain 
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assets once they are constructed. In contrast, the retailer has limited incentives to ensure the 
developer correctly constructs their assets. 

o	 End to end responsibility within one section of the business provides clear responsibility for 
issues arising in the performance of this duty.  

If, contrary t o our views, responsibilities for developer services are  split between wholesale and 
retail there will need to be a clearer definition of the division of activities. 

Demand side water efficiency services and customer side leaks 
We recommend that strong incentive mechanisms are put i n place to support the delivery of th ese 
activities. 

Ofwat’s consultation proposes that demand side water efficiency services and customer side leaks 
should sit with the retailer. We understand why the retailer  is seen to be best pla ced to deliv er 
demand management and customer side leaks services as these activities require a close working 
relationship with the customer which the retailer holds. Our understanding of demand management 
in this conte xt is the services provided to custo mers to help them redu ce their demand for water. 
However there are issues that this approach raises. 

The retailer should have a duty to promote water effi ciency to its customers. For those customers 
who are no t metered t here is very little ince ntive for the retailer to deliver water efficien cy. 
Conversely the wholesa ler is highly  motivated to  improve water efficie ncy with the se customers 
since water saved equates to less water needing to be produced. 

It is import ant that the  wholesaler  has methods to incent ivise greate r water efficiency to h elp 
alleviate local supply demand issues. Without this the wholesaler has a useful supply demand tool 
removed from its toolkit. The mechanism proposed within the wholesale section of this consultation 
could provide this. 

The wholesaler should retain the right to access premises to repair leaks where identified and the 
customer does not effe ct any repairs. This is p articularly important given that the customer a nd 
retailer have little incentive to resolve leaks that occur in a customer’s pipe upstream of the meter. 

The wholesaler should have meter data easily accessible to it in order  to support action on both 
customer side leakage and leakage within the supply network.  

Network calls 
Ofwat has determined that the retai ler will be  responsible for network calls. This i s in contrast to 
the views of most respondents to t he consultat ion. We ha ve previously recomme nded that this 
activity should sit with the wholesa ler to benefit an efficien t network operation an d to avoid the 
duplication of costs.  

If the retailer is to provide this service there will need to be a strict protocol to determine the nature 
and type of information that should be passed by the retailer from the customer to the wholesaler 
and the spe ed with which this must occur.  Likewise, the r etailer will n eed to rece ive timely a nd 
accurate inf ormation from the whol esaler, and  be able to  ascertain whether commit ments are 
being met. Incident management protocols will also be required to ensure the timely and accur ate 
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flow of infor mation between wholesaler, retaile r and cu stomer. The retailer will also need t o be 
capable of providing a 24 hour operation to respond to incidents. 

Finally, if the retailer is t o be responsible for taking network calls it is important that they should be 
incentivised by the SIM to deliver customer service for both network and non-network calls. 

Areas which would benefit from further clarity 

Disconnections 

It should be made clear within the methodology that the re tailer should only hold the responsibility 
for the decision to disconnect on a temporary basis for de bt and at th e customer’s request; the 
wholesaler should hold the responsibility for all other activities including permanent disconnections.  

The consultation states that the retailer will hold  the decisio n to disconn ect and reconnect, whil st 
the wholesa ler will have responsib ility for the phy sical act ivity. This arrangement will work for 
disconnections made in  relation  to  debt. However, in pra ctice, disco nnections a re sometimes 
required for other purposes. 

The wholesaler will nee d to retain t he ability to decide and carry out temporary dis connections on 
their own b ehalf in re lation to oper ational work (W IA S60) and water fittings contra ventions (WIA 
S75). This reflects the wholesaler’s responsibility for ensuring that customers continue to receive a 
wholesome supply of water. 

The retailer should also be able to request temporary disconnection at th e request of the customer 
(WIA S61). 

The ability to discharge these responsibilities should be made clear. It would also be  helpful to set 
out the d ifference between permanent and temp orary disconnections. A temporary disconnection 
involves the operation  of valves to temporarily preve nt the flow  of water. A perman ent 
disconnection reflects the removal of the connection itself. 

Where a co nnection is unused, the  retailer may have little incentive t o permanently disconne ct 
former customers; therefore the wholesaler should retai n responsib ility for the decision t o 
permanently disconn ect in the se circumstances. Clear service sta ndards will need to be 
established in order to ensure that the wholesaler provides the disconnection service appropriately 
and, where properties are vacant, that the retailer is bringing this to the attention of the wholesaler.  

The retailer should a lso be required to check if t he properties are connected and incentivised to 
bring unbilled properties to the attention of the wholesaler. 

Metering 
Further detail will need to be pro vided on th e precise role the retailer plays in relation to the 
determination of meter functioning and capability.  

The consult ation states that the retailer will h old a role in determining meter fu nctioning a nd 
capability. Since the wh olesaler is responsible for meter ma intenance and will have ownership of 
the meter, the wholesaler should  be the ag ent that determines whether the meter requi res 
replacement at their cost. If this is not the case then retailer may wish to  replace meters where it is 
not appropriate. Therefore the role we feel the retailer shou ld hold is to  refer meters for testing  to 
the wholesaler, at the retailer’s expense where appropriate. 
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We recommend that an operational code be developed to support the delivery of this activity and 
clarify the roles and responsibilities in relation to metering. This might include the following items: 

o	 A requirement that the retailer reads the meter at appropriate intervals and passes this 
information on to the wholesaler in a timely manner. 

o	 A requirement that the wholesaler should make available an appropriate selection of 
meters that can be fitted to the network, balancing the needs for retailers to have a choice 
of meters and the avoidance of a vast array of different meter types being fitted to the 
network. In doing so, this will aid the wholesaler in the task of maintaining these meters.  

o	 A requirement that the wholesaler is required to pass adequate asset information and 
billing details onto the retailer in relation to the meter to allow them to carry out their 
activities. 

We would b e pleased to provide fu rther input in design ing and imple menting a clear operational 
code. 

Trade effluent 

It should be made clear that the responsibility for trade effluent billing sits with the retailer. 

Page 46 of the consulta tion states t hat trade effluent is excl uded from retail. However, billing ha s 
been identified as a retail activity. Our understanding is that Ofwat are envisaging that sampling for 
regulatory compliance should remain a wholesale ac tivity, whilst the retailer should be responsible 
for billing for trade effluent. We would welcome explicit confirmation that this is the case. 

Further areas for clarification 

Whilst the consultation helpfully makes clear  th at all act ivities not ident ified within retail are th e 
wholesaler’s responsibility, we feel that the following matters require additional comment. 

o	 The provision of firewater and fire mains best sit with the wholesaler. However the retailer 
would need to be involved in any calculation of reductions to bills according to use of 
firewater. Therefore clear guidance on responsibilities and interactions between the two 
needs to be in place. 

o	 The identification of, and action to prevent, the theft of water is an activity where  
responsibility best sits with the wholesaler. However the retailer should have a  
responsibility to report where they suspect theft of water.    

o	 Dewatering of construction sites often requires a very short term trade effluent discharge. 
This activity would best sit solely with the wholesaler since agreement to discharge and 
commencement of works can take place on the same day. This could require the 
wholesaler to bill for this activity.  
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APPENDIX B: Detailed calculation of impact assessment on RCV alignment with MEAV 

The following table demonstrates how we ha ve calculate d the impa ct of Ofwat’ s proposal on 
customer bills. 
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APPENDIX C: Impact of a “unique customer” denominator 

Background  
In February 2013 Ofwat published “Setting price controls for 2015-2020 – framework and approach:   
A Consultation” (the “February 2013 consultation”.)   

In that document, Of wat set out that its preferred approach to calcula ting the retail cost s for th e 
domestic retail price control (the “Average Cost to Serve”) was to use a “unique customer” measure.  

This approach had not featured as an option in the forerunner to the F ebruary 2013 consultation 
published in July 2012 -  “Consultation on retail price contro ls for the  2014 price rev iew” (the “July 
2012 consultation.”) 

In June and July 2012, UUW was engaged in joint work with Ofwat o n the dome stic retail pr ice 
control, ahead of an in dustry workshop on the  same topic. Although t he merits of  using a u nique 
customer measure for t he denominator was co nsidered as part of that work, it wasn’t consider ed to 
be a valid option for the  final document, nor Ofwat’s con sultation. Likewise, it was n ot raised as an 
option during Ofwat’s retail workshop. 

Ofwat’s change of approach in the February 2013 consultat ion is theref ore difficult to understand 
and its rationale has not  been fully explained. Ofwat has not published th e responses it received to 
the July 201 2 consultation, so there  is no visib ility of the arguments it received, nor the balance  of 
responses in favour of one approach to the denominator or another. 

In UUW’s view, the unique customer approach: 

• 	 Leads to a distorted calculation which favours companies servicing single-service 
customers (principally WoCs) 

• 	 Is unable to appropriately allocate the single biggest element of retail costs - bad debt- 
between customers 

• 	 Fails to properly incentivise companies to commence – or even retain – efficient joint 
billing arrangements and it funds unnecessary and wasteful single billing arrangements 

• 	 Leaves customers of single-service companies facing costs of being served which are 
higher than necessary 

The use of the unique customer de nominator fails to adequately finance the functions of comp anies 
such as UUW who provide a combined service to the vast majority of its customers. 

It further fails to protect the interests of consumers in areas served by separate wholesale services 
by failing to promote efficient combined retail operations. 

It further fa ils to promot e competition for retail markets, as it negate s any benefit resulting from a 
merger between two retail operations that presently provide separate retail services. 
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Ofwat has already received man y submission s and representations f rom UUW i n relation to its 
choice of de nominator. These inclu de responses to consultations, presentations to  Ofwat staff  and 
Board members and th e work that was shared throughout the period of joint work a head of Ofwat’s 
retail workshop – including unpublished drafts of the final document.  

This paper represents a further attempt to demonstrate to Ofwat the serious draw backs associated 
with a denominator based on “unique customers” and why a denominator based on  “billed services” 
is not on ly more appropriate, but positively resolves all o f the inhere nt failures a ssociated with a 
“unique cu stomer” approach. It is important to note that Ofwat’s hist oric approa ch assesse d the 
efficiency of  retail operations separ ately for ea ch service, and hence was directly analogous to a 
denominator based on billed services. This approach was not considered contentious. 

The remainder of this document is in three secti ons, each of which demonstrates key failings of the 
“unique customer” approach. 

1. 	 The unique customer denominator ignores the scaling of bad and doubtful debts to bill size 

2. 	 The unique customer denominator systematically underfunds companies with dual service 
customers in favour of companies with single service customers. 

3. 	 A unique customer approach fails to properly incentivise efficient billing arrangements and 
leaves customers facing a higher cost to be served. 
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The unique customer denominator ignores the scaling of bad and doubtful debts to bill size 

Ofwat has not yet recognised the most obvious issue associated with the use of a unique custo mer 
denominator. This is that it fails to predict that the level of ba d and doubtful debts for each customer 
– the single biggest driver of reta il costs – scal es with t he number of services provided  to a 
customer, not with the number of companies providing the wholesale service. 

It is a  reasonably straightforward observation that when two services a re provided to a custom er, 
each with a roughly equivalent contribution to the overall bill, the predicted level of bad debt is likely 
to be appro ximately t wice as much as when half as many services are provided to the same 
customer, with a bill that is half the size. 

However, the unique customer denominator does not re cognise this b asic re lationship. Instead, it 
implies that the amount of bad debt that should be expected is re lated to the number of wholesale 
suppliers who are serving the household, independent of the number of services being received.  

Ofwat itself estimates th at the average bad debt associa ted with each household b ill is £15. This 
value is consistent with calculation as a weighted average on a “billed services” approach. Utilising 
Ofwat’s now favoured unweighted average, the equivalent value is £11 per household. 

If the intention of the average cost to serve calculation is to arrive at an estimate of the average cost 
to serve a customer, then it would  follow that a pplication of the ACTS calculation should reveal an 
average £11 bad debt cost for each household, before taking acco unt of any adjustments to the 
average cost to serve. 

The unique customer denominator does not yield anything resembling this result. Our analysis of 
2010/11 June Return data suggest s that it would predict a bad debt cost of appr oximately £8 for 
households receiving a combined wholesale ser vice and nearer £16 for households receiving their 
wholesale services from two providers. 

To reiterate, the differentiator between the households for which the “unique cust omer” approach 
imputes a h igher bad d ebt cost  and the house holds which  are impute d to have a  lower bad debt 
cost is not any factor which might reasonably be expected to drive actual levels of  bad debt – such 
as the number of servi ces, the size of the bill or the creditworthiness of the household. Rather, the 
implied driver of the higher bad debt cost is that  the customer receives wholesale services from two 
different wholesalers, whereas the lower bad d ebt cost is r eserved for customers who receive  their 
two wholesale services from a single provider. 

There is no reason whatsoever to assume that customers who receive both water and waste water 
services from the same company have a lower bad debt profile compared to customers who receive 
water and waste water f rom two separate companies. The use of a un ique customer denomin ator, 
however, embeds precisely such an assumption in the distribution of costs. 

This is one of the reasons why WaSCs appear to have hig her costs to  serve than WoCs under the 
proposed methodology. It is also no surprise that Wa SCs – who freque ntly provide two services to 
the same customer – have higher bad debt costs than WoCs – who provide one service to a 
customer – on a unique customer served basis. 
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Sources: June Return 2010-2011; Regulatory Accounts 2011/12. 

The unique customer denominator therefore fails to allocate  the single largest retail cost – bad debt 
– on the ba sis of anything approximating a realistic “average” cost to serve. Even t hose companies 
who offer Ofwat encouragement to use the un ique custom er basis for  the denominator seem to 
recognise that it produces unreason able results in relation to bad debt. At Ofwat’s wo rkshop on the 
retail price control, they advocated an adjustment should be made to scale bad debt. 

It is possible to conceive that – if it were calculated correctly – this adjustment would “fix” the unique 
customer error in respect of its trea tment of ba d debt. However, appl ying this fix does nothing to 
address the shortcomings of the unique customer denominator in relation to all other retail costs. 

By wa y of comparison, our analysis of 2010/11 June return data suggests that a  billed servi ces 
denominator would predict an estimate of ba d debt per household  very close to the £15 per 
household which Ofwat would expect, given it s estimates of the averag e. This is without the ne ed 
for any “fi xing” adjustments. The billed service s approach is therefore  a much be tter predicto r of 
average bad debt levels than the unique customer approach. 
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The unique  customer denominator systematica lly unde rfunds companies with  dual service 
customers in favour of companies with single service customers. 

We will now use a simple example to demonstrate the way i n which a unique customer denominator 
acts to over-allocate retail costs to companies providing single services to customers, and achieves 
this by under allocation of costs to companies who serve dual service customers.  

The example assumes there are five companies, A, B, C, D and E.  

• Company A provides water and waste water services to 100 dual service customers. 
• Company B provides water services only to 50 customers. 
• Company C provides wastewater services only to the same 50 customers as Company B. 
• Company D provides water services only to 50 customers. 
• Company E provides wastewater services only to the same 50 customers as Company D. 

If each company counted its own customers, they would report that there are 300 unique customers. 
In total, however, there are only 2 00 households (or actual customers. ) The discre pancy between 
the figures arises because the company-centric measure of “unique customers” double counts those 
households which receive wholesale services from more than one provider.  

Because each customer receives two services each there are 400 billed services. 

Dual Water Wastewater Number of 
service only only unique Number of 

Company customers customers customers customers households 
A 100 0 0	 100 100 

50B 0 50 0 
C 0 0 50	 50 50 

50D 0	 50 0 
E 0 0 50	 50 50 
Total 100 100 100	 300 200 

In this example we will assume that the costs of r etailing two services are the same as retailing o ne 
service. This is a strong form of  the assumption that Ofwat has made in its February 2012 
consultation where it states that the reason a unique customer denominator is justified  is th at the 
costs of ret ailing two services is only marginal ly higher th an the cost associated  with  retailing a 
single service. We assume that co mpanies reporting this to Ofwat were referring to costs other than 
bad debt. For the purposes of this example, we are considering retail costs excluding bad debt. 

We will further assume that all companies in the example have succeeded in obtaining all available 
cost efficiencies. Just as happens in practice, companies which supply only a water service are able 
to combine operations with a company which provi des a waste water service in order to achieve 
joint retailin g and billin g arrangements. There fore, companies B an d C use combined billing 
arrangements for their 5 0 households, and companies D and E use combined billing  arrangements 
for their 50 households. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

Because companies B&C and D&E are exploiting scope efficiencies via combined retail operatio ns, 
and because the marginal cost  of selling a second service is zero, each one of the  200 cu stomers 
has the same efficient cost of being served of  £20 per customer. For the purposes of this example, 
this is simply allocated on an equal basis of £10 each to the single service companies. 

Total 
Dual Water Wastewater Cost to cost 

service only only serve per to 
Company customers customers customers customer serve 
A 100 0 0 20 2000 
B 0 50 0 10 500 
C 0 0 50 10 500 
D 0 50 0 10 500 
E 0 0 50 10 500 

4000 

Now assume that the regulator in this example has decided not to allow each company to recover its 
own costs, but instead to totalise the costs across the industry and then remunerate  each company 
based on the average costs of all companies. 

If the regulator did this based on the basis of a number of billed services then each company would 
be allocated an amount which exactly equals th eir actual costs. There are 400 billed services and 
each house hold receives two services each.  Across the industry, costs to se rve are £4, 000. 
Therefore each househ old has a £20 cost of being served which is equal to the efficient co st o f 
serving the household.  In a world where all companies are operating  efficiently, t his is the ideal 
outcome from the regul ator’s redistribution as every company exactly recovers the efficient level of 
costs as a result of the regulator’s action. 

Now consider the outco me if the regulator inst ead distribu ted costs b ased on a unique cust omer 
measure. Company A has half the actual customers and so is incurring half the actual retail costs of 
the industry. However, it only has one third of unique customers, as counted by the companies.  

Companies B&C and D&E have only have half the num ber of actual customers between them and 
incur only h alf the actual retail cost s of the industry. Howe ver, they have two thirds of the unique 
customers, as counted by the companies. 

% of % of % of 
industry billed unique 

Company costs services customers 
A 50.0% 50.0% 33.3% 
B 12.5% 12.5% 16.7% 
C 12.5% 12.5% 16.7% 
D 12.5% 12.5% 16.7% 
E 12.5% 12.5% 16.7% 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

It is clear, then, that counting cu stomers under  the uniq ue customer denominator will und er-
represent dual service customers and over-represent sing le service customers. It may already be 
apparent to the reader what this implies if some companies have more dual service customers than 
others and industry costs were to be allocated on a basis which under recognises them. 

In a world where all companies are acting to  minimise costs to the efficient lev el and where the 
marginal costs of bi lling an addition al service ar e zero (or cl ose to zero) , an average cost to serve 
approach based on a unique cust omers den ominator wi ll systematically reallocate costs from 
Company A – which h as only dual service customers – to other companies wh ich have single 
service customers. Company A wou ld therefore be underfunded for its costs, whereas Companies 
B&C and D&E would be overfunded. The results in this example are set out below. 

Predicted Predicted 
costs costs 

Actual (billed (unique 
Company costs services) customers) 
A 2000 2000 1333 
B 500 500 667 
C 500 500 667 
D 500 500 667 
E 500 500 667 
Total 4000 4000 4000 

There are t wo inequities of the  “unique custom er” prediction. Firstly, C ompany A’s function s would 
not be adeq uately funded. Secondly, Companies B, C, D a nd E would all be  overfunded, beyon d 
their actual costs. 

No regulator would wan t to see companies be allocated a  cost allowa nce which is higher than its 
actual costs. Like Ofwat the regulator may therefore act to cap the cost allowance to the lower of the 
predicted level or the actual level. This means that companies B-E would only be able to reco ver 
their actual costs and would not receive a windfall under the unique customer denominator.  

As shown in the table below, this acts to corr ect for the second inequ ity we identified. But it does 
nothing to correct the initial misallocation to Company A, which remains underfunded.  

Predicted costs 
Predicted (unique 

costs customers) 
Actual (unique limited to 

Company costs customers) actual costs 
A 2000 1333 1333 
B 500 667 500 
C 500 667 500 
D 500 667 500 
E 500 667 500 
Total 4000 4000 3333 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

This example shows cle arly why the  unique cu stomer approach to ca lculating the a verage cost to 
serve over-allocates costs to companies who serve large numbers of single service customers at the 
expense of companies with large numbers of dual service customers. 

However, t he objective of the p rice control is not me rely to ens ure that existing cost s are 
appropriately allocated across companies. It a lso needs t o incentivise companies and promote 
efficiency in their operations. 

In the prece ding example, such in centives were not necessa ry because all companies were acting 
efficiently, by cooperating to minimise their co sts. We will relax that assumption in the following 
example in order to examine the incentive properties associated with the unique customer approach 
versus the billed services approach  when comp anies can choose whether or not to seek out scale 
economies from joint billing. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

A unique cu stomer approach fail s t o properly set incentive s for effi cient billi ng arrangements and 
leaves customers facing a higher cost to be served.  

In this second examp le, we assume that Companies D and E do not utilise jo int b illing 
arrangements; instead they each se rve the same 50 customers independently, without seeking out 
the available cost savings. 

Because the cost of retailing one service is the  same as retailing two services, Companies D and E 
– each retailing one ser vice per customer – have a retail co st per custo mer which is the same as 
Company A – which retails two services per customer. 

Total 
Dual Water Wastewater Cost to cost 

service only only serve per to 
Company customers customers customers customer serve 
A 100 0 0 20 2000 
B 0 50 0 10 500 
C 0 0 50 10 500 
D 0 50 0 20 1000 
E 0 0 50 20 1000 
Total 100 100 100 5000 

Overall costs of the ind ustry, at 5000, are now higher  than  in the first example. T his reflects the 
inefficiencies introduced by the failu re of Comp anies D and  E to act eff iciently and combine billing 
arrangements. 

Compared with the first exa mple, Companies D and E now account for  more of th e total indu stry 
costs, but h ave the same proportion of billed  services a nd unique customers. Compan y A now 
accounts for a lower proportion of the total industry costs than in the first example. 

% of % of 
industry billed % of unique 

Company costs services customers 
A 40.0% 50.0% 33.3% 
B 10.0% 12.5% 16.7% 
C 10.0% 12.5% 16.7% 
D 20.0% 12.5% 16.7% 
E 20.0% 12.5% 16.7% 

We will now  consider  the impact of  the alternat ive approaches to calculating the average cost to 
serve – unique customers and billed services – on the predicted costs for  each company. First, we 
examine the unique customers approach. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

Predicted costs 
(unique 

Predicted customers) 
Actual costs (unique limited to 

Company costs customers) actual costs 
A 2000 1667 1667 
B 500 833 500 
C 500 833 500 
D 1000 833 833 
E 1000 833 833 
Total 5000 5000 4333 

Under the unique cu stomer approach, Company A rema ins underfu nded compared to it s actual 
costs. Companies B an d C would b oth be allocated costs which are in  excess of their actual costs; 
no doubt the regulator would cap these at the actual cost of 500. 

Companies D and E are both allo cated costs which are lower than their actual costs. How ever, 
unlike Companies A, B, and C, the actual costs being incur red by Companies D and E are hig her 
than they need to be. T his is because there is no legal or  regulatory impediment to them achie ving 
the same level of cost as companies B and C, which have utilised joint billing arrangements to lower 
costs. Companies D and E incur 1000 of cost each, when they could deliver retail arrangements for 
the same amount shared between them. 

Companies D and E are  each re covering 333 m ore than the  level of costs they would incur if they 
co-operated to minimise their costs. The sources of that extra funding are twofold.  

Firstly, the redistributive effect of the unique customers approach –  which was set out in  the 
previous example – me ans that Companies D and E benefit directly t hrough the underfundin g of 
Company A, which is left unable to recover its actual costs. 

Secondly, the customers of Companies D an d E are paying higher charges th an customers of 
companies with efficie nt dual billi ng arrangements. Each househol d receiving services from 
Companies D and E are paying an effective cost of 33.3 to be served. This compares with a cost to 
serve of 20 for each household served by Companies A, B and C.  

Note that whilst Company A’s customers have a cost of being served of 20, the redistributive effects 
of the unique customer denominator leave Company A only able to recover 16.7 from each. 

We now tur n to examine how costs would be  allocate d b etween co mpanies ba sed on a  billed 
services approach. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

Predicted costs 
(billed 

Predicted services) 
Actual costs (billed limited to 

Company costs services) actual costs 
A 2000 2500 2000 
B 500 625 500 
C 500 625 500 
D 1000 625 625 
E 1000 625 625 
Total 5000 5000 4250 

Under a billed services approach, the predicte d costs for Companies A, B and  C would all be 
greater than  actual costs. This is because the total costs in the syste m – being 5000 - are 1000 
higher than the efficien t level of cost if all co mpanies mi nimised costs. However, as before, the 
regulator can limit the r ecovery of costs f or companies A, B and C to their actual level of cost s in 
order to avoid customers paying more than the actual amount of cost incurred. 

Companies D and E receive less under the billed ser vices approach than under the unique 
customers approach. The allocat ion of costs under the  billed services approa ch is a be tter 
approximation of the efficient costs that could be achieved through combined billing. 

The total over recovery (compared to minimum achievable cost) by Companies D and E is 125 each 
– significantly lower than under the unique customers approach. 

Households served by Companies D and E face a cost  of being served of 25. This is still above the 
level of 20, which could be achieved if the companies achieved the same cost savings ach ieved by 
Companies B and C. However, it is consid erably less tha n the 33.3 cost of bein g served that 
customers experience under the unique customer method.  

Furthermore, because t he funding r eceived by Companies D and E is much closer  to the efficient 
level of cost  which coul d be achieved through joint billi ng arrangements, the incen tives to achi eve 
these efficiencies are greater under the billed services approach than under the unique customer 
approach. 
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UUW response to Setting Price Controls for 2015-20 - Framework and Approach 

Conclusion 
We would concede that  neither the unique customer approach nor the billed ser vices approach 
provide a perfect solut ion to calcu lating the a verage cost to serve denominator. However, t he 
properties of the billed services approach are far superior to those of the unique customer approach 
currently preferred by Ofwat.  

A unique customer approach to calculating the average cost to serve: 

• 	 Scales bad debt based on the driver of whether the customer receives services from one or  
two wholesalers rather than whether they receive one or two services  

• 	 Systematically over-allocates costs to companies serving single service customers at the  
expense of companies serving dual service customers  

• 	 Over-remunerates companies who decline to enter into efficient joint billing arrangements 
• 	 Provides poor incentives for companies to obtain or retain these efficiencies 
• 	 Leads to customers paying higher costs in order to be served than would be the case under a 

billed services approach 

A billed services approach to calculating the average cost to serve: 

• 	 Scales bad debt based on the number of services received by a customer, which more  
correctly reflects actual bad debt cost   

• 	 Reduces or avoids the systematic over-allocation of costs to companies serving single service 
customers 

• 	 Remunerates companies on a basis which more accurately reflects efficient joint billing  
arrangements  

• 	 Provides stronger incentives for companies to obtain these efficiencies 
• 	 Reduces costs to customers by more closely estimating the efficient cost of being served 

Although we are not a ware of an y legal or re gulatory impediment to companies providing single 
services combining their billing operations to obtain scale economies, it is possible that in a handful 
of cases there may plau sibly be rea sons why this would be outside management control. In the se 
limited circu mstances, a  billed  servi ces approa ch may be overly punitive for a co mpany servi ng 
single-service customers. 

However, any company in this – rat her unusual – situat ion should be able to persu ade Ofwat that 
the detriment is a) material, b) results from factors outside management control and c) affects it in a 
different way to the generality of co mpanies who are able t o utilise combined billing arrangements. 
In doing so the company will demonstrate that its particular circumstances mean t hat it fa ces cost 
inefficiencies due to issues outside of management control rather than a lack of management action. 
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BY EMAIL 
Stephen Beddoes 
Finance and Networks Division 
Ofwat 
Centre City Tower 
7 Hill Street Direct line 01925 678044 
Birmingham 
B5 4UA james.bullock@uuplc.co.uk 

26 March 2013 

Dear Stephen 

Re: “Setting price limits for 2015-2020 - framework and approach” 

On behalf of United Utilities Water, I am pleased to enclose our response to Ofwat’s consultation on 
the methodology for setting prices from 2015. 

We welcome many aspects of Ofwat’s proposals, including: 

• the broad approach to water trading incentives; 
• the approach to outcome incentives; 
• the use of a household vs. non-household split for the retail price controls; 
• the use of a revenue cap for the water and waste water wholesale controls; 
• the use of a glide path to the household retail average-cost-to-serve; 
• the use of the SIM mechanism; and 
• the use of GSS standards in setting the default tariff minimum service level. 

Ofwat’s proposal to not share its totex models with stakeholders ahead of the submission of business 
plans raises some issues in relation to the transparency of its approach and the degree of confidence 
that companies can have in the outcome. However, as we set out in more detail in our response, we 
believe that there are options available to Ofwat and companies to manage through this issue whilst 
avoiding any perceived risk of “gaming” outcomes. 

We also recognise Ofwat’s concerns about the need for it to meet a challenging timetable. UUW 
remains committed to working constructively to ensure that the timetable for the review is achievable, 
including provision for a genuine menu choice. At this late stage it seems to us that the approach 
which minimises execution risk, whilst providing Ofwat with the extra time it needs to deliver its 
determinations, would be to move the deadline for determinations on the wholesale controls to 
30 January 2015 at the latest. Our response sets out more detail of our thinking on this issue. 
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Finally, ouur response also expressses our connsiderable cooncern at soome of the oother propossals put 
forward inn the consulltation, espeecially in rellation to the household retail controol - the “aveerage cost too 
serve.”  

In particu lar, the use of a “uniqu e customer”” approach tto calculatinng the averaage would reepresent a 
significannt and surpriising departuure from Offwat’s previious consulttations and ppast practicee. Our view w 
is that the  unique cus tomer methhod has sign ificant drawwbacks whicch may not yyet have beeen fully 
consideredd by Ofwat and which could lead tto determinaations whichh are skeweed against soome 
companie s and some customers. Further, it ddoes not apppear to provvide the righht incentivess for 
companie s to achievee efficient, ccombined, bbilling arranggements. A “billed servvices” approoach could 
substantiaally resolve these issuess. 

We look fforward to thhe opportunnity to furtheer discuss wwith you the iissues arisinng from our response ass 
well as ouur project innvestigating the impact of socio-ecoonomic dep rivation on the costs off retail 
operationss in the Norrth West. 

Yours faitthfully 

James Bu llock 
Director oof Economicc Regulationn 
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