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B.2 Improving Efficiency

Executive summary

• This section reviews our efficiency improvements to date and sets out our planned 
efficiency improvements for AMP5. Our proposed efficiency targets for AMP5 are 
summarised in the table below.

Draft Business 
Plan

Final Business 
Plan

WATER

Opex 0.5% p.a. 0.1% p.a.

Capex - infrastructure 0.5% p.a. 0.25% p.a.

Capex – non- infrastructure 1.0% p.a. 0.25% p.a.

SEWERAGE

Opex 1.0% p.a. 1.0% p.a.

Capex - infrastructure 1.0% p.a. 0.25% p.a.

Capex – non- infrastructure 2.0% p.a. 1.8% p.a.*

* annual equivalent

• Significant progress has been made in AMP4 in reducing costs including gross opex
efficiencies of more than £20m since 2003-04.

• We expect to be at the opex efficiency frontier for the water service by 2008-09 and 
around 9% behind the frontier for sewerage. 

• On that basis, we have assumed efficiency savings of 0.1% per annum for water and 
1.0% per annum for sewerage. Over the AMP5 period these targets equate to net 
reductions in base opex of more than £20m.

• Whilst we believe these targets are achievable, many of the productivity gains we make 
are likely to be offset by upward cost pressures. Recent trends in relative price effects 
for power and chemicals are obvious examples.  This means achievement of these 
reductions requires even bigger productivity improvements. 

• We have led the industry during AMP4 in terms of capex delivery thanks to our 
innovative partnerships with 4D and our Utility Service Contractors (which won us the 
Partnership of the Year Award at the Water Industry Achievement Awards). This 
partnership has led to very significant efficiencies being identified during AMP4. We 
continue to innovate in our contracting structure and will shortly be entering into a series 
of innovative multi-service framework contracts covering a wide range of specialist 
services. 

• For all capex categories we have assumed continuing efficiency over AMP5 of 0.25% 
per annum. This is more ambitious than the forecast resulting from industry research. 

• For sewerage non-infrastructure – where Ofwat’s CIS analysis suggested we were 
relatively inefficient - we have applied an additional ‘catch-up’ efficiency target, growing 
to 8.7% by the end of AMP5. 



Southern Water
Final Business Plan 2009
B.2 Improving Efficiency

- 2 -

• Judgements about our relative efficiency in capex are more difficult given the inherent 
uncertainty around the Cost Base methodology.  Ofwat is investigating this further 
and we may wish to revise our targets in the light of that review.

• We are submitting further details of our Special Factors, which drive our costs higher 
than a comparable water and sewerage company and are not taken into account in 
Ofwat’s modelling. 
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B.2.1 Overall approach to assessing the scope for efficiency improvements 
in the AMP5 period

In this section we set out our view of the scope for further efficiency savings to be made in 
operating expenditure (opex) and capital maintenance and enhancement expenditure 
(capex). 

Our views on the scope for efficiency reflect our experience during the current regulatory 
period, our view of our efficiency relative to other water and sewerage companies, the 
forecast future benefits of our current business model and the impact of forecast input price
pressures.  

The clear focus of the Board is on delivering ‘best in class’ service and value for money for 
customers. This focus on customers is, in the view of the Board, the best way to achieve real 
sustainable efficiencies.  

We have pursued this goal through the engagement of specialist service providers across the 
whole range of our activities, from regulatory reporting to capital programme delivery.  The 
Board expects to continue to pursue opportunities for delivering value and service for 
customers through continued market-testing. 

It is clear that, whilst there are undoubtedly opportunities for further efficiency savings to be 
made, these will in many cases be offset by unforeseen cost pressures which are not 
specifically allowed for within price limits.  This has been the pattern over the period since 
2004-05, when we have seen the efficiency savings that have been achieved largely 
outweighed by other unforeseen cost pressures. 

Table B.2.1 – AMP4 opex movements (as reported in June Return)

We are forecasting significant further savings in 2008-09 through the absorption or deferment 
of opex arising from capital investment and with an additional 3.75% opex efficiency target.  
This reflects our forecast outturn for 2008-09.  

We are a leading company in terms of relative opex efficiency as demonstrated over an 
extended period by the Ofwat econometric modelling.  This was recognised at the last 
periodic review when we were one of the companies that qualified for the opex 
outperformance multiplier (see PR09/04) for the water service. Furthermore, we believe there 
are a number of Special Factors that have a material impact on our costs and which are not 
taken into account by the current models.  We quantified these in our Special Factor 
submission to Ofwat dated 22

nd
September 2008. We have submitted further details in a 

report accompanying this Business Plan on those matters which Ofwat, in their feedback of 
6

th
February 2009, did not feel we had sufficiently justified. However, given the delay to the 

feedback on our initial submission, there are a number of areas where we have not been able 
to fully address Ofwat’s feedback in time for this submission. We will therefore also be 
submitting further information as soon as is practicable after submission of this Plan.

We are pleased that for PR09 Ofwat has decided to drop the capital maintenance 
econometrics, which we did not believe were sufficiently robust. We recognise the difficulty of 
measuring capital efficiency objectively, but we are confident that the delivery model which we 
have pursued in AMP4 is delivering real value for customers and shareholders.  We believe 

Opex movements 2005-06 2006-07 2007-08

Efficiency savings (4.5) (2.4) (7.7)

Cost increases 6.6 6.0 15.0

Net movement 2.1 3.6 7.3

Cumulative movements 2.1 5.7 13.0
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that this should be demonstrated through the Cost Base efficiency analysis, once the 
significant measurement issues are resolved. In that regard we welcome Ofwat’s commitment 
in PR09/22 to further strengthening the Cost Base comparisons through visits to companies.  

Overall, we expect AMP5 to be a very challenging period where the opportunities to make 
further efficiencies, in both capex and opex, to offset the inevitable upward cost pressures is 
further diminished compared to previous reviews. 

B.2.2 Operating expenditure efficiency

For operating expenditure we have assumed efficiency savings of 0.1% per annum for water 
and 1.0% per annum for sewerage (which equates to a more challenging target of 1.1% per 
annum on controllable opex, which in the short-term excludes elements like EA charges and 
rates). We have assumed that this is entirely made up of ‘catch-up’ efficiency, since we 
believe that upward cost pressures will at least eliminate any efficiency savings possible by 
the most efficient frontier companies.

These targets are based on our view of our relative efficiency, taking as its starting point 
Ofwat’s published comparative efficiency analysis for 2007-08.  They also represent our 
Board’s judgement about what is achievable over the next few years, in light of the scale of 
business re-organisation we have recently undergone in pursuit of delivering efficiencies and 
‘best in class’ service. 

Our view of zero continuing efficiency reflects our expectation that there is unlikely to be any 
opportunity for water companies to outperform RPI during the course of AMP5 given the 
extent of upward cost pressures (beyond those which we have specifically allowed for in our 
base opex forecast).  This is also broadly consistent with the conclusions of First Economics 
in a report for Water UK, ‘The Rate of Frontier Shift Affecting Water Industry Costs’ as 
updated in January 2009. 

We have also reviewed the report published by Ofwat, ‘PR09 Scope for efficiency studies’. 
That report makes clear that the efficiency gains made historically by the industry will not be 
capable of being repeated during AMP5, as they were principally brought about by 
privatisation and the development of incentive regulation. We agree with that conclusion 
which coincides with our own experience.   

Whilst it is not entirely clear whether the Ofwat report is trying to identify just the scope for 
continuing efficiency or both continuing and catch-up efficiency, we note the conclusion of 
zero growth in opex relative to RPI appears consistent with our view on the potential for 
further efficiency in AMP5.  

B.2.2.1 What has happened since PR04?

At PR04 we set ourselves a challenging target to reduce water base opex by 0.5% p.a. and 
sewerage base opex by 1% p.a.

We have achieved significant cost reductions since PR04.  In our annual June Returns we 
have identified gross efficiencies of more than £20m in the five years between 2003-04 and 
2007-08.  However, these efficiency savings have been offset by cost increases in a wide 
range of areas, which means that despite the efficiencies, base opex has actually risen over 
the period.

Specific initiatives pursued since PR04 to enable us to maintain control of our cost base in the 
face of these cost pressures include:

• Establishment of Master Framework Agreements to deliver a variety of services, 
including correspondence handling, IT Infrastructure management, Finance &
Accounting and Engineering Solution & Design.

• Installation of a new SAP-based billing system, enabling us to enhance our 
customer contact at the same time as giving the potential to reduce costs.
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• Significant reductions in headcount – from 2,095 in 2003-04 to 1,611 in 2007-08 -
partly facilitated by our strategy of focusing on core activities and engaging 
specialised service providers to provide support functions.

B.2.2.2 AMP5 efficiency targets – catch-up

In Ofwat’s water opex efficiency we have consistently been banded either A or B since 2003-
04 and were ranked first in 2005-06.  

For sewerage opex we have been banded B, except 2004-05 and 2007-08.  

Table B2.2 – Opex efficiency ratings

Water Sewerage

2003-04 A B

2004-05 A C

2005-06 A B

2006-07 B B

2007-08 B C

Ofwat’s latest published analysis, using 2007-08 data, suggests that we are around 7% 
behind the benchmark company for water and 22% for sewerage.  However, these results do 
not take full account of a number of ‘Special Factors’ which cause our costs to be higher than 
those of other companies.  

For the water service, the key Special Factor is the marked effect of operating in an area with 
very challenging water resource constraints, leading to more inter-zonal and inter-company 
transfers of water and maintaining leakage at a level well below Ofwat’s target and the level 
achieved by other companies, reflecting customer and political priorities. 

For the sewerage service the key Special Factors are the number of inset water only 
companies leading to higher costs in a number of areas, the additional expense arising from 
operating principally on a densely populated coastline, the tightness of some of the discharge 
consents imposed in our region and the impact of our historical inheritance of assets on our 
sludge treatment and disposal costs.  

In addition to these Special Factors, we are forecasting significant efficiency savings in 2008-
09. Taking the net effect of these further efficiencies and our forecast base opex increases 
(as set out in Tables B.3.3 and B.3.4 of this plan), our opex will be materially lower in 2008-09 
which, all else being equal will take us closer to the benchmark.   

Table B.2.3 – 2008-09 base opex reductions

Water Sewerage

2007-08 base opex 66.541 129.517

Additional costs per B.3.3/3.4* (0.271) (1.112)

Forecast efficiency savings (2.579) (5.008)

2008-09 base opex 63.691 123.402

2008-09 net reduction 2.850 6.120

* excludes impact of changes in pension accounting

Taking all of this into account, we forecast that for 2008-09, we will be at the efficiency frontier 
for water and approximately 7-8% behind the frontier for sewerage.  In line with Ofwat’s PR04 
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assumption we have assumed that it is possible to close 60% of the gap between us and the 
most efficient company.  This assumption reflects both the fact that not all of the gap between 
us and the benchmark company will be comprised of differences in efficiency (being statistical 
noise, data error and model deficiencies) and the need to maintain strong incentives to 
outperform.  

For sewerage this leads us to an efficiency assumption of 1% per annum. For water, we 
believe we will be very close to the efficiency frontier on the assumption that this does not 
move in 2008-09.  Allowing for the fact that the frontier company may well make further 
efficiencies we have included a nominal allowance of 0.1% per annum as catch-up efficiency. 

At this stage we have not identified specific initiatives which will allow us to deliver these 
savings.  However, we intend to continue our strategy of seeking partnerships with service 
providers where these allow us to deliver lower cost, higher standard services to customers.  
In particular we will be targeting efficiencies in the following areas:

• Having installed SAP and achieved stabilisation of the system following early 
teething problems, we will now be taking full advantage of the system capabilities to 
enable things like customer account self-service through our website – allowing us 
to reduce costs whilst giving customers greater flexibility to manage their own 
accounts.

• Following on from that we have just installed the SAP back-office system, giving us 
greater flexibility, better understanding of our cost base leading to more 
opportunities to identify efficiencies and improved financial control.   

• We will continue to upgrade Operations staff skills, through our Project Dynamo 
initiative, enabling us to provide staff with more fulfilling roles whilst at the same 
time making opex savings, in particular through more flexible work patterns and 
reductions in unnecessary travelling time.

• We are currently moving to Multiple Service Framework Contracts, bringing 
together a range of services that are currently procured under discrete contracts, 
incorporating best practice contract form (NEC) and facilitating ongoinmg 
competition between our service providers.

We will of course continue to optimise our processes across all areas, market testing internal 
costs against external service providers and sourcing services from third parties where this 
offers best value.  It will inevitably take time to implement and bear the full fruit of any 
initiatives and we therefore assume that these savings are achieved evenly over the five-year 
period.

B.2.2.3 AMP5 efficiency targets – Continuing efficiency

We are assuming 0% for continuing opex efficiency. This is based on an expectation that 
there will be significant upward cost pressures during the period 2010-15 which will offset any 
productivity gains made.  

This conclusion draws upon the analysis by First Economics in its report for Water UK entitled
‘The Rate of Frontier Shift Affecting Water Industry Costs’ dated June 2008 and updated in 
January 2009. The First Economics report presents a number of different methods for 
assessing frontier shift affecting base opex:

• A component analysis (which was updated in January) assessing the rates of input 
price inflation and productivity improvement affecting the water sector, which 
concludes that although companies should be able to improve productivity by 
1.33%, these achievements will be largely cancelled out by rising input prices.



Southern Water
Final Business Plan 2009
B.2 Improving Efficiency

- 7 -

• A top-down benchmarking analysis, which examines the trend in final costs in 
competitive industries which have similar characteristics to the water and sewerage 
companies. This leads to an implied frontier shift between RPI+0.6% and 
RPI+0.7%. The underlying reason given is that goods sector firms see costs move 
on a below-RPI trend, while service sector firms naturally exhibit above-RPI cost 
drift. The report concludes that, to the extent that the activities contained within 
opex have service sector characteristics, it is reasonable to expect frontier shift to 
mirror the above-RPI trend in costs experienced by service sector firms generally.  

• Recent industry cost data. The companies that Ofwat uses to define the efficiency 
frontier have on average seen opex increase slightly in real terms since PR04. 

• Recent regulatory determinations. The CAA, Competition Commission, Ofgem and 
ORR have all used zero/near zero or positive frontier shift assumptions in recent 
periodic reviews in 2007 and 2008.

The first of these methods suggests that while the year-on-year picture is highly variable, over 
the period considered there is scope for on average, continuing efficiency savings of -0.07% 
per annum.  The latter three of these approaches all suggest negative frontier efficiency (i.e. 
rising costs).  

In drawing on the conclusions of the report we are conscious that one of the key parts of the 
analysis takes account of input price pressures, including the rising costs of bad debt. For this 
plan we have chosen to include bad debts explicitly as an uplift to base opex so there is a 
potential risk of double-counting. (For the first version of First Economics’ report, the same 
was true for energy costs.  However, these have now been excluded from the updated 
analysis.) We have therefore examined whether excluding the effect of increases in bad debts 
has a material effect on the conclusions of the First Economics report.  

The effect of this adjustment is shown in the table below. 

Table B.2.4 – Continuing opex efficiency

Frontier shift
Adjustment for 

bad debt
Revised 

frontier shift

2009-10 (2.98) 0.36 (2.62)

2010-11 0.73 0.24 0.97

2011-12 1.10 0.00 1.10

2012-13 0.88 0.00 0.88

2013-14 0.26 0.18 0.44

2014-15 (0.15) 0.15 0.00

Average 0.07 0.10

On average the effect of removing bad debt from the analysis is not in our view material, 
particularly when account is taken of the conclusions from the other analyses. We therefore 
believe that an assumption of zero continuing efficiency, when considered in the context of 
the range of analyses undertaken, remains reasonable.  

B.2.2.4 Movements since the Draft Business Plan 

A comparison of our assumptions with those included in our Draft Business Plan is set out in 
the table below.
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Table B.2.5 – Comparison of assumptions DBP to FBP

Draft Business 
Plan

Final Business 
Plan

Water

Catch-up efficiency target 0.50% 0.10%

Continuing efficiency target 0.00% 0.00%

Sewerage

Catch-up efficiency target 1.00% 1.00%

Continuing efficiency target 0.00% 0.00%

The changes to the catch-up efficiency targets reflect the updating of Ofwat’s efficiency 
analysis and quantification of our Special Factors.  

Since the Draft Business Plan we have also reviewed the impact of removing bad debt from 
the First Economics analysis of the scope for Frontier Efficiency and concluded that it does 
not materially affect our conclusions.  

Furthermore, we have reviewed the report published since the draft Plans by Ofwat on the 
scope for efficiency during AMP5, which we believe supports our conclusions. 

B.2.3 Capital maintenance and capital enhancement expenditure efficiency 
targets

For capital maintenance and capital enhancement, we have assumed the efficiency savings 
shown in the table below.

Table B.2.6 – Assumed efficiency savings for capital maintenance and enhancement

Service
Infrastructure/

Non-
Infrastructure

2010-11 2011-12 2012-13 2013-14 2014-15

Infrastructure 0.25% 0.25% 0.25% 0.25% 0.25%Water

Non-Infrastructure 0.25% 0.25% 0.25% 0.25% 0.25%

Infrastructure 0.25% 0.25% 0.25% 0.25% 0.25%Wastewater

Non-Infrastructure 5.00% 2.25% 1.00% 1.00% 1.00%

For all categories except wastewater non-infrastructure, the targets consist entirely of 
‘continuing’ efficiency. For sewerage non-infrastructure the target represents a combination of 
‘catch-up’ and ‘continuing’ efficiency.

We recognise that Ofwat’s guidance asks only for ‘continuing efficiency’. This is a departure 
from the PR04 position. Ofwat have explained this by reference to the introduction of the CIS. 
We don’t agree with Ofwat’s implied conclusion that this mechanism renders ‘catch-up’ or 
dynamic efficiency irrelevant to companies’ plans. It is important that where we believe we 
can become more efficient and make a commitment to do so in our Final Business Plan that 
this should be reflected in the comparison of the company plan to the Ofwat baseline 
assessment. 
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Our view on the scope for catch-up efficiency is based on reviewing the available Cost Base 
data, including that published by Ofwat in the Cost Base Feedback report (PR09/16) and the 
anonymised data shared under the auspices of the Centre for Inter-Firm Comparisons (CIFC). 
It also takes account of the conclusions contained in Ofwat’s draft CIS baseline report, dated 
23

rd
December 2008. 

Our analysis of the available data suggests that our infrastructure costs are significantly below 
the median level for water and very close to the median for sewerage.  This is consistent with 
Ofwat’s conclusions for the draft CIS baseline.  We have therefore assumed that there is no 
‘catch-up’ efficiency for infrastructure. This is different to the position for the Draft Business 
Plan, where we based our assumptions on a comparison with the benchmark. 

For both water and sewerage non-infrastructure, the range of standard costs within the CIFC 
data suggests that, despite Ofwat’s concerted efforts, there remain serious issues of 
comparability with the data submitted. Ofwat announced in PR09/22 that it would be 
investigating further differences in standard costs through company visits during March and 
April. We very much welcome this development, which should help explain some of the gross 
differences between company costs which can not plausibly be related to inefficiency. Given 
the timing of that review, which will not be complete by the time we submit our plan, we may 
wish to revise some of our assumptions in the light of that review. If the results of that review 
cause us to reach a different conclusion on the scope for efficiency, we would expect these 
changes to be fully reflected in the CIS baseline analysis. 

Notwithstanding the serious issues of comparability, the raw data suggests that we are close 
to the median level for the water service, a position reflected in the CIS baseline assumptions 
which had zero adjustment. We have therefore also made an assumption of zero ‘catch-up 
efficiency’ for water non-infrastructure.

For sewerage non-infrastructure, an adjustment of -22% - equivalent to more than £200m -
was applied by Ofwat for the CIS baseline assessment.  This was the largest adjustment for 
any company, suggesting that we are considered by Ofwat to be the least efficient company 
in delivering sewerage non-infrastructure capital investment. This stands in stark contrast to 
the position for water infrastructure where an uplift of 23% was applied. This was the largest 
positive adjustment in the industry suggesting that we are the most efficient company in 
delivering water service infrastructure investment.  

We find the conclusions that Ofwat have drawn – that we are the most efficient company in 
delivering one part of our capital programme and the least efficient – by some distance – in 
delivering another part to be implausible. 

All of this does make it very difficult for us to reach any conclusion on the extent of any gap 
between our own and other companies’ relative efficiency ahead of Ofwat’s review. Our raw 
data suggests that our submitted standard costs are 26% above the median (excluding one 
gross outlier

1
which is clearly erroneous). 

For the purposes of this Final Business Plan, pending Ofwat’s review of the Cost Base, we 
have taken the preliminary view that a small part of this gap may represent differences in 
relative efficiency.  Assuming that one-third of the 26% represents a genuine difference in
efficiency leads us to apply a ‘catch-up’ reduction, in addition to our standard continuing 
efficiency of 0.25% per annum, of 8.7%.   

We have profiled this so that most savings are made in the first two years, with smaller 
savings being achieved later in the period. This reflects our view that it will be possible to 
make some initial procurement gains in the letting of new contracts for AMP5, followed by 
incremental savings through appropriate incentivisation structures in contract and competition 
between framework suppliers, with some initial easier wins being realised earlier on in the 
contract period. 

  
1 Replacement of sewage treatment work inlet screens
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For the Draft Business Plan we took the view that, as for opex, there would be little or no 
scope for ‘continuing’ efficiency gains in the light of likely input price pressures. Since the draft 
plan was submitted we have reviewed this assumption in the light of Ofwat’s conclusions in 
their draft CIS baseline.  

On balance, we now believe that the view expressed by First Economics may be too 
pessimistic in respect of capex. The Board has therefore taken the view that adopting Ofwat’s 
assumption of 0.25% per annum would be appropriate and we have applied this assumption 
to all capex. 

B.2.3.1 What has happened since PR04?

At PR04 we included ‘catch-up’ efficiency savings of between 0.95% and 2.35% p.a. plus a 
continuing efficiency target of 0.25% p.a. for all capital expenditure.  

Ofwat’s Final Determination set much tougher targets of between 3.4% and 4.23% p.a. for 
three years for capital maintenance and one-year efficiency targets of between 3.52% and 
15.12% for capital enhancement. 

We believe such stringent targets when applied to capital expenditure, and combined with a 
cap on allowing additional capex into the RCV are likely to have been counter-productive, 
leading companies to have to defer necessary capital expenditure to avoid disproportionate 
regulatory impacts.  Having necessarily brought forward significant capital expenditure during 
the drought in order to maintain supplies to customers, we are now close to the total allowed 
capex envelope for the water service, constraining our capital expenditure on the water 
service for the remainder of the period.  

On the sewerage service, the imperative of achieving stable Ofwat serviceability assessment 
for the non-infrastructure assets means that we have had to defer some non-essential 
maintenance activity into AMP5. We welcome the fact that the CIS mechanism will address 
the current regulatory asymmetry in the treatment of necessary additional capex. 

Nonetheless, we have achieved significant progress during AMP4 in delivering our largest 
ever capital programme.  Many outputs have been delivered ahead of schedule at the same 
time as we have reported efficiency savings to date of £77.5m (June Return 2008). We 
believe this is in no small part due to the success of our major projects delivery model – a 
single entity contract (SEC) with the 4Delivery consortium (4D) – which covers the whole 
project life-cycle from initial design to construction.  This model has enabled us to deliver real 
value to customers through the powerful incentive mechanisms built into the contract.  

The success of both the 4D SEC model and our other key capital delivery contracts with 
Clancy Docwra, Holleran Mouchel Parkman and Morrison Utility Services was recognised at 
this year’s Water Industry Achievement Awards, where Southern Water (SWS) was awarded 
the Partnership of the Year Award.  

Our Board has already approved an agreement to allow us to extend the SEC with 4D for the 
delivery of some of our PR09 Capital Investment Programme.  In addition we have recently let 
new Multi-Service Framework contracts to replace our AMP4 USC contracts. This will enable 
us to make an early start on delivery of the AMP5 programme and ensure that we continue to
deliver outputs ahead of the regulatory requirements as we have done during AMP4. We also 
believe avoiding unnecessary gearing-up/down costs as important to ratcheting continual 
efficiency savings.  

B.2.3.2 AMP5 efficiency targets – catch-up

The Ofwat tables only include a line for continuing efficiency for capital expenditure. As 
discussed above we don’t believe that this mechanism renders ‘catch-up’ or dynamic 
efficiency irrelevant to companies’ plans and that where we believe we can become more 
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efficient and make a commitment to do so in our Final Business Plan, this should be reflected 
in the comparison of the company plan to the Ofwat baseline assessment. 

Therefore, we have included our assessment of ‘catch-up’ productivity improvements for 
sewerage non-infrastructure under the ‘continuing’ efficiency heading.  In any case, whilst the 
distinction between continuing and catch-up efficiency is perhaps a useful one in identifying 
the scope for further improvements, for practical purposes it is not possible to distinguish 
between the two.    

We have not made any distinction between maintenance and enhancement efficiency rates.  
This reflects our contracting strategy, wherein the key distinction is between infrastructure 
expenditure, which for AMP4 has largely been delivered under our Utility Services Contracts, 
and non-infrastructure which has to a large degree been delivered under our single entity 
contract with 4D. 

As noted above we have ‘front-loaded’ the ‘catch-up’ efficiency targets as follows: 

Table B.2.7 – SWS Catch-up efficiency targets

2010-11 2011-12 2012-13 2013-14 2014-15
Compound 
reduction

Sewerage non-
infrastructure

(4.75%) (2.00%) (0.75%) (0.75%) (0.75%) (8.74%)

B.2.3.3 AMP5 efficiency targets – continuing efficiency

We are assuming 0.25% per annum for continuing capex efficiency. In coming to a view we 
took note of the First Economics’ report on scope for efficiency, the report by Reckon LLP for 
Ofwat and Ofwat’s own judgement for the draft CIS baseline. 

Table B.2.8 –Assessments of the scope for continuing efficiency

Author Annual change

First Economics 0% to +3.5%

Reckon LLP -0.50%

Ofwat CIS baseline -0.25%

These give a very wide range of possible targets and while we find the First Economics 
analysis persuasive, the feeling of the Board is that the conclusions may be overly pessimistic 
in light of the current conditions in the construction sector.  

B.2.3.4 Movements since the Draft Business Plan 

A comparison of our assumptions with those included in our draft Business Plan is set out in 
the table below.

Table B.2.9 – Movements since the draft business plan

Service
Infrastructure / non-

infrastructure
Draft Business 

Plan
Final Business 

Plan

Infrastructure 0.5% 0.25%Water

Non-infrastructure 1.0% 0.25%
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Service
Infrastructure / non-

infrastructure
Draft Business 

Plan
Final Business 

Plan

Infrastructure 1.0% 0.25%Wastewater

Non-infrastructure 2.0% 1.8%*

*Annual equivalent figure

In the Draft Business Plan we emphasised the very preliminary nature of our capex efficiency 
assumptions, given the lack of information available at the time. 

The changes to the efficiency targets included in this plan reflect a better understanding of the 
operation of the CIS mechanism, publication of Ofwat’s own efficiency report, the updated 
conclusions from the First Economics study and a revised judgement about the scope for 
continuing efficiency. 

However, we emphasise that in the light of the uncertainty surrounding the Cost Base and 
proposed review of its robustness, we may wish to revise some of our assumptions in the light 
of findings of that review.

B.2.4 Southern Water’s specific circumstances

There are a number of Special Factors which drive our costs to be higher than a comparable 
water and sewerage company. We quantified these in our Special Factor submission to 
Ofwat dated 22

nd
September 2008. The opex efficiency targets set out above reflect the 

impact of these factors on our relative efficiency. 

We have submitted further details in a report accompanying this Business Plan on those 
matters which Ofwat, in their feedback of 6

th
February 2009, did not feel we had sufficiently 

justified. However, given the delay to the feedback on our initial submission, there are a 
number of areas where we have not been able to fully address Ofwat’s feedback in time for 
this submission. We will therefore also be submitting further information as soon as is 
practicable after submission of this Plan.

B.2.5 Table B.2.1a and B.2.1b - AMP4 out-performance

Table B2.1a of the Business Plan includes our assessment of opex outperformance and our 
calculation of the incentive allowance, calculated on our understanding of the rules set out 
PR09/04.  Our calculation for water includes a 25% uplift, smoothed over the AMP5 period, in 
recognition of our position close to the efficiency frontier at the last periodic review.  

In order to compare our actual opex to the Final Determination on a like-for-like basis, lines 11 
and 30 include an adjustment to our reported pension costs.  This reflects the move from 
SSAP24 to FRS17. For the purposes of the adjustment we have assumed that the total cash 
payments into the pension scheme are equivalent to the amounts that would have been 
included as opex under SSAP24.  The adjustment therefore represents the difference 
between the cash payments and the FRS17 charge to the Profit and Loss Account.  These 
adjustments are split between water and wastewater on the basis of reported total opex.

Adjustments are also made for the following atypical items:-
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Table B.2.10 – Adjustments to base year opex (outturn prices)

Our forecast of opex for 2008-09 is consistent with Part B.3 and includes the following opex 
additions as well as a forecast additional 3.75% efficiency saving in 2008-09.

Table B.2.11 – Opex additions

Additional opex Water (£m) Sewerage (£m)

Bad Debts 

Additional Meter Read Charges -

Pensions (longevity)

Efficiency savings

In calculating the value of the opex roller we have assumed an effective tax rate of 28%. 

Table B2.1b shows our assessment of capital expenditure outperformance compared to the 
PR04 Final Determination.  Forecast capital expenditure included in the table is consistent 
with our latest capital programme.  

Both tables include adjustments for logging up/down.  These are consistent with the 
adjustments included in our base opex forecast and logging up reports. 

Ofwat Tables B2.2 – B2.3

Tables B2.2 and B2.3 have been completed using the efficiency targets discussed above 
including a 3.75% opex efficiency target for 2008-09.  Note that for capital efficiency we have 
included our view on the scope for catch-up within the line labelled ‘continuing efficiency’.  

Adjustment Water (£m) Sewerage (£m) Year

Exceptional customer services expenditure 4.718 9.325 2005-06

Ofwat fine 5.336 14.934 2007-08

Special Projects 0.831 1.669 2007-08
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Appendix B.2.1 – Special factors

Introduction

This appendix sets out Southern Water’s revised special factor claim following feedback 
received from Ofwat.

2
It first makes some general points about the overall approach adopted 

by Ofwat for assessing special factor claims.  These general points relate to each of the 
individual claims made by Southern Water.  It goes on to discuss each of the individual 
special factor claims in turn.  With respect to each individual claim we:

§ Briefly outline the basis of the claim and Ofwat’s comments on each claim following 
Southern’s original special factor submission,

3
and

§ Present a clarification of the original claim which responds directly to Ofwat’s comments.  
This will include a re-visiting of the evidence (either that presented by Southern or by 
Ofwat) where appropriate.

The list of special factor claims presented in this note remains the same as that presented in 
our original submission, as the following table shows:

Table 0.1 Special Factor Claims

Section of 
this 

submission

Special Factor Original 
Claim 
(£m)

Ofwat 
allowance 

(£m)

SRN cost 
vs average 
company 
cost (£m)

SRN cost 
vs 

benchmark 
company 
cost (£m)

3 Inset Water Only 
Companies

4 Water scarcity / Water 
resources in the South 
East

5 Coastal works

6 Nutrient removal and 
consent standards

7 Sludge treatment and 
disposal

General Comments on Ofwat Approach to Special Factors

Deficiencies of COLS modelling approach for efficiency assessment
The econometric modelling approach undertaken by Ofwat has a number of deficiencies. 
These deficiencies undermine the relative efficiency analysis that the results are used for. 
While we note that the modelling approach is unlikely to be changed by Ofwat at this stage, it 
is imperative that Ofwat attempt to ensure that companies are not penalised by their unique 
circumstances which lead to higher costs than other companies. Special factor adjustments 
are an important part of this attempt. 

  
2

Ofwat (6 February 2009): Letter to Mr Colin Harley, Southern Water, Re: 2007-08 Special 
Factors.

3
Southern Water (22 September 2008): Letter to Helen Twelves, Ofwat, Re:PR09 Special 
Factors.  The original special factor submission was accompanied by the report: MWH 
(September 2008): ‘PR09 Special Factors’
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The models have poor explanatory power, partly because they rely on small datasets. A 
cross-sectional sewerage model, for example, is based on only ten observations. This 
restricts the formulation of the models to very simple cost relationships that are not capable of 
capturing the complexity of the cost relationships governing the sewerage sector. The 
simplicity of the fitted cost relationships results in low explanatory power. 

Also, different cost allocation and reporting standards will affect the data and bias the models’ 
results. There is scope for differences in cost allocation practices within individual companies 
over time as well as between companies. 

The residual gap cannot necessarily be interpreted as an efficiency gap. Apparent gaps may 
in fact be due to special factors. But there are many possible reasons for the difference 
between the companies’ actual costs and modelled costs – for example, measurement error 
in the data inputs, model misspecification, and data constraints. 

The deficiencies of the modelling suggest that Ofwat should be generous in allowing special 
factor claims.

Adjusting for Special Factors
Ofwat’s approach to adjusting for special factors has two major technical shortcomings. 
Firstly, the adjustments are undertaken post-modelling. This failure to include the special 
factors adjustments in the formal modelling process means that the coefficients are biased by 
the omission of key cost drivers. This was one of the key conclusions of the 2006 joint Ofwat 
– UKWIR research.

4

Secondly, to calculate the appropriate adjustment for a special factor, Ofwat make a 
comparison with the industry average, whereas the comparison should really be with the 
benchmark situation or company. Ofwat’s model assumes that the least-cost company is on 
the efficiency frontier and that other companies have higher costs due to inefficiencies. Ofwat 
only adjusts for special factors if a company has circumstances which are different from the 
industry average. This means that in the (quite plausible) scenario that a number of 
companies have special circumstances that the benchmark company does not, the 
companies with these special circumstances will receive an adjustment which understates the 
extent to which their modelled cost will differ from the benchmark. This situation also 
highlights the possibility that Ofwat’s “benchmark” company may not be the most efficient, but 
simply that with the least special factors. Since the efficiency of companies is based on a 
comparison with the benchmark, the analysis of special factors should also be based on a 
comparison with the benchmark. 

As well as the technical shortcomings, Ofwat apply a materiality test to each possible special 
factor claim.  The test is arbitrary and was introduced by Ofwat without adequate consultation.
The overall deficiencies in Ofwat’s modelling approach, and the potential for companies to 
have apparently higher costs than others for reasons other than efficiency, makes it very 
important for Ofwat to appropriately adjust for special factors. 

Inset Water Only Companies

Outline of Original Claim
The presence of a relatively high number of water only companies (WoCs) within our 
appointed sewerage area leads us to incur significant additional sewerage customer service 
costs compared with those incurred by other water and sewerage companies (WaSCs). We 
have 7 WoC interfaces within the Southern area, compared with an industry average of 2.6 

  
4

Reckon (2006) Review of the Approach to Efficiency Assessment in the Regulation of the UK 
Water Industry, A report for UKWIR, Executive Summary, Figure 1.
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interfaces. Yorkshire, the benchmark sewerage company
5
, has no interfaces.

6
Furthermore, 

49% of SRN’s sewerage customers are in WoC areas, whereas for the average WaSC this 
value is 22% (and for the benchmark company of course the figure is 0%).

7
The greater 

number of WoC customers in our area leads us to incur additional costs compared with other 
sewerage companies because: 

• We need to employ dedicated staff to manage the multiple interfaces. 

• In our original submission we identified the need to employ 3 additional staff at a 
cost of  per year.

8

• We pay higher charges for measured sewerage customer meter reads from WoCs 
than we do for reading meters in our own area. 

• In our original submission we identified the incremental cost at  per year.  
This was calculated as the difference between the average weighted unit meter 
reading charge that we pay to WoCs and the unit charge we would pay to read 
these meters ourselves (derived from our own meter reading contract) multiplied by 
the number of Southern metered sewerage customers located in WoC areas.

9

• We incur additional bad debt charges because we are unable to disconnect 
commercial sewerage only customers located in WoC areas. 

• In our original submission we identified additional costs arising from the greater 
incidence of bad debt amongst sewerage only customers in WoC areas as  
per year.

10

Outline of Ofwat Comments

• Ofwat allowed 50% of the total special factor claim (  of ).  They 
accepted that we had more WoCs in our area than any other company. 

• They suggested that our claim did not relate to the additional costs we faced 
compared to the average WaSC and that we needed to demonstrate that we take a 
pro-active approach to chasing outstanding debt. 

Clarification of the Original Claim
We note that Ofwat has allowed only 50% of our special factor claim relating to inset WoCs. 
Part of the reason for allowing only 50% is apparently that we did not relate the additional 
costs to those incurred by the average WaSC. As stated in Section 0, analysing our situation 
relative to the benchmark is the appropriate comparison. Since the benchmark company 
(Yorkshire) has no interfaces and no WoC customers, the appropriate monetary value for our 
additional costs associated with inset WoCs is , as stated in our original submission. 
Since Ofwat has requested that we state how we compare to the average, we present this 
analysis below. Using the key driver of costs we can calculate the proportion of SRN’s 
additional costs that the average company faces (relative to a company with zero additional 
costs), and use this value to appropriately adjust the additional costs presented in the original 
claim. 

The key driver for the additional costs related to the dedicated staff required to manage the 
water company interfaces is the number of WoCs within the region. For the additional costs 

  
5

Ofwat (2009) RD 02/09, Letter to Regulatory Directors of all water and sewerage companies 
and water only companies. 

6
See page 2, MWH (September 2008), Southern Water Services, PR09 Special Factors, Final 
Report  

7
See page 3, MWH (September 2008), Op.cit.

8
See pages 8-9, MWH (September 2008), Op.cit.

9
See page 10, MWH (September 2008), Op.cit.

10
See Southern Water (22 September 2008), Op. cit.
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related to meter reading and bad debts, the key driver is the number of sewerage customers 
located in WoC areas as a proportion of total customers. 

As stated above, SRN has seven WoC interfaces while the notional average WaSC has 2.6.  
Excluding SRN the average WaSC has 2.1 interfaces, and the model figure is 1.  The 
benchmark company has none.  If costs vary proportionally with this driver, the average 
WaSC faces 37% (=2.6/7) of the additional costs presented in our original claim. The 
additional costs associated with staff that we incur relative to the average WaSC are thus 
63% (=100-37) of the amount of our original claim. 

As stated above, 49% of SRN’s sewerage customers are in WoC areas, whereas for the 
average WaSC this value is 22%, using sewerage only customers as a proxy.  Excluding SRn 
the average WaSC has 19% of customers in WoC areas, a more typical figure is 10%, and 
the benchmark company has none.  If costs vary proportionally with this driver, the average 
WaSC faces 45% (=22/49) of the additional costs presented in our original claim. The 
additional costs associated with meter reading and bad debts that we incur relative to the 
average WaSC are thus 55% (=100-45) of the amounts presented in our original claim. 

Table 1.2 presents the additional costs presented in the original claim, the proportion of these 
which are incurred by the average WaSC, and the derived additional costs that we face 
relative to the average WaSC. 

Table 1.2 Additional costs associated with inset WoCs

Proportion of claim costs (%) faced by:

the 
benchmark 

WaSC

the 
'typical' 
WaSC

the 
average 

(excl SRN) 
WaSC 

the average (incl 
SRN) WaSC 

Dedicated 
staff 0 14 30 37

Meter reading 0 21 39 45

Bad debts 0 21 39 45

Additional costs incurred by SRN (£m) relative to:

the 
benchmark 

WaSC

the 
'typical' 
WaSC

the 
average 

(excl SRN) 
WaSC 

the average (incl 
SRN) WaSC 

Dedicated 
staff 0.14 0.12 0.10 0.09

Meter reading 0.82 0.65 0.50 0.45

Bad debts 1.48 1.18 0.90 0.81

Total 2.44 1.95 1.50 1.35

Ofwat also stated that we needed to demonstrate that we take a pro-active approach to 
chasing outstanding debt. We summarise our debt collection processes for sewerage only 
customers in Appendix B.2.2.  
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The total monetary impact of this special factor, relative to the average WaSC, is per 
year. This is the additional cost relative to the average WaSC. This amount reflects 1.3% of 
2006-07 modelled sewerage opex. 
We note that this amount is based on a comparison with the average WaSC rather than the 
benchmark company, and that the technically correct adjustment amount is per year. 

Water Scarcity/Water Resources in the South East

Outline of Original Claim
The South East has the tightest supply demand balance in England and Wales and it is also 
the most complex supply area (due to its hydro-geography and the historical and current 
presence of inset WoCs). This fact is demonstrated by the declaration that the region is a 
water scarce area, and the need to establish the Water Resources for the South East 
(WRSE) group, of which we are a key member. This affects our costs in two main ways: 

• It is necessary for us to move water between water resource zones and between 
companies to a far greater extent than other companies, as a result of being the 
most resource-stretched area of the country. The WRSE group optimisation 
requires us to replenish resources supplied to other companies as bulk supplies. 
This results in higher pumping costs. 

• In our original claim we considered the two (of nine) water resource zones that 
have the greatest inter-zonal transfer volumes and costs. We estimate the 
additional pumping costs for these two zones associated with transfers from and 
into other zones at  per year.

11
This is calculated as the total pumping costs 

incurred in this zone, less the pumping costs that would have been incurred had all 
water been sourced from within the zone. 

As a result of the tight supply demand balance, we reduced our level of leakage to 
below Ofwat’s target during the 2004-06 drought. We have maintained this level of 
leakage, consistent with advice from Ministers, the EA’s expectations and the 
overall regional water resource situation. We have written to Ofwat about this and 
Ofwat have not instructed us to let leakage rise.

12
Our sustainable economic level 

of leakage has been under revision as part of the water resource, leakage and 
metering planning which is now coming to a conclusion. 

• Reflecting our resource scarcity situation, our leakage is lower than that of the 
average WaSC. We incur leakage of 80 l/prop/d (8 l/prop/d below our target level), 
which is second only to Tendring Hundred. This is compared to the industry 
average leakage of 115 l/prop/d and the benchmark companies’ leakage of 135 
l/prop/d.

13
We incur higher operating costs in order to achieve this low level of 

leakage. 

• In our original claim, we estimated the additional costs we face in maintaining a 
lower level of leakage than the average company at  per year.

14
This value 

is calculated as the additional leakage control capex and opex incurred annually 
(derived from actual figures by comparing the years following the drought with 
previous years) less the lower upstream pumping costs associated with lower 
leakage. 

Outline of Ofwat Comments
Ofwat did not allow any element of this claim.

  
11

See pages 17-18, MWH (September 2008), Op.cit.
12

Letter of 2 March 2009: to Regina Finn, Ofwat, from Les Dawson, Southern Water, Re: 
Leakage. 

13
Ofwat (2008) June Returns

14
See pages 15-16, MWH (September 2008), Op.cit.
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Ofwat stated that they considered inter-zonal transfers and leakage to be two separate 
claims. They stated that inter-zonal transfers were trivial (when considered separate from 
leakage). They also stated that the level of leakage is within management control, and 
suggested that leakage could have been allowed to increase following the drought. 

Clarification of Original Claim

Linkage of both elements
Ofwat stated that they considered the leakage and inter-zonal transfer elements of this claim 
to be separate claims. We reiterate our view that they should be treated within the same 
special factor claim, since they have a common driver, i.e a single special factor is missing 
from Ofwat modelling. The special factor driver of both elements is the water resources 
situation in the South East – specifically the tight supply demand balance and appropriate 
management of the resource as stipulated by the WRSE group. Transferring water between 
zones and having low levels of leakage are both methods for ensuring that supplies are 
optimised so as to minimise the risk of disruptions to customers’ water supply. 

Inter-zonal transfers
Ofwat stated that inter-zonal transfers are trivial when considered separately. We reiterate 
that they should be considered together with the leakage element of the claim.
Notwithstanding this, we noted in our in our original submission a number of other inter-zonal 
transfers the costs of which were not included in the original claim.  If we include the two most 
significant other transfers – the cross-Solent main to supply the Isle of Wight and the bulk 
supply import from Portsmouth Water the value of this Special Factor would be above the 
materiality threshold even if considered separately.  

The Cross-Solent main transfers treated water from Testwood Water Treatment Works under 
the Solent to the Isle of Wight. The use of the transfer main represents a lower cost solution 
than developing indigenous water resources on the Island.  The main is served by a 
dedicated pumping station located at Mopley, Hampshire.  The General Ledger shows that 
the total energy costs incurred at this in 2007-08 were .  

The bulk supply import from Portsmouth was commissioned in 2003 as the least cost solution 
for maintaining supplies to our Sussex North water resource zone. Included in the price of the 
supply is repayment of the capex incurred by Portsmouth Water in developing the transfer. 
These costs are included in base opex.  They represent a special factor because had we 
developed a resource ourselves, these costs would all be included as capital expenditure not 
opex. This capex repayment is £452,400 per annum as recorded in the Special Agreement 
Register.    

We believe the Cross-Solent main transfer is entirely unique within England & Wales – no 
other company serves a significant offshore conurbation from the mainland. Similarly we are 
not aware of any other bulk supply imports which involve significant amounts of capital 
expenditure being charged to opex.  Therefore these two elements of the claim should be 
allowed for in full.  

In terms of the two transfers included in the original submission, we note that the benchmark 
water company (Yorkshire

15
) does not have any Inset WoCs and therefore is not required to 

transfer water through unserved areas and does not have as tight a supply demand balance 
as we do. Furthermore, while we have been unable to obtain comparative data, only two 
companies – Thames and South East Water - have water supply zones that are entirely 
discrete and thus face the prospect of transferring significant volumes of water through 
unserved areas. Therefore we believe the notional average company will not be materially 
different to the benchmark. 

  
15

Ofwat (2009) RD 02/09, Letter to Regulatory Directors of all water and sewerage companies 
and water only companies. 
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Leakage
Ofwat have stated that in their view our level of leakage is within management control. We 
reiterate that letting leakage rise would run counter to the WRSE strategy. All companies 
within the WRSE group have lower leakage levels than the average company

16
, and this is a 

result of applying the optimal strategy in our region to keep leakage at low levels and ensure 
that we are able to make available water supplies to other companies within the group. If 
leakage is allowed to rise, this will threaten the supply demand balance. Letting leakage rise 
would also run counter to the guidance from Ministers, the expectations of the EA, and the 
views of our customers. 

Ofwat implicitly suggest that a possible strategy would be for us to allow leakage levels to 
rise, but then lower them again if conditions warranted it (for example, if we experienced more 
drought conditions). We consider that such a strategy would not be feasible or achievable 
without increasing costs to a level which far outweighs the savings made. The past twenty 
years have taught us that leakage reductions require a proactive strategy involving well 
trained and highly organised staff. Given the tight supply demand balance and our 
commitment to minimising disruption to customers, we consider it is clearly optimal to adopt 
the proactive approach of constantly having low leakage rather than the reactive approach of 
attempting to reduce leakage at short notice. For AMP5 we are committing in this Business 
Plan to targets consistent with the current level as follows.  These targets underpin our supply 
demand balance for the period. We have demonstrated in section C4 (A) that maintaining 
these levels of leakage represents the least cost option.  Allowing leakage levels to rise in the 
short-term would cost customers more. 

Table 1.3 SWS leakage targets for AMP5

2010-11 2011-12 2012-13 2013-14 2014-15

Proposed leakage target 
(Ml/d)

81 80 79 77 76

Table 1.4 presents the performance of water companies against their leakage targets. The 
table shows that SRN has the second lowest level of leakage, and the second lowest relative 
to the target. Relative to our leakage of 80 l/prop/d, the benchmark company (Yorkshire) has 
leakage of 135 l/prop/d, and the average WaSC has leakage of 115 l/prop/d. 

Table 1.4 Water Company Leakage Performance (June Returns 2008)

Actual 
leakage 
(l/prop/d)

Target leakage 
(l/prop/d)

Amount 
below target 

(l/prop/d)

Anglian 103.35 104.08 -0.72

Bristol 106.62 108.89 -2.28

Bournemouth and West Hampshire 109.23 111.57 -2.33

Cambridge 109.41 110.28 -0.87

Dee Valley 86.12 87.37 -1.25

Folkestone and Dover 105.53 109.81 -4.29

Mid Kent 106.22 105.87 0.35

South East 112.74 112.23 0.50

Northumbrian 104.98 110.40 -5.43

United Utilities 146.43 147.41 -0.98

Portsmouth 99.61 100.21 -0.60

Sutton and East Surrey 88.05 90.66 -2.61

Southern 79.66 88.18 -8.52

South Staffordshire 128.63 134.83 -6.20

  
16

See page 12, MWH (September 2008), Op.cit.
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Actual 
leakage 
(l/prop/d)

Target leakage 
(l/prop/d)

Amount 
below target 

(l/prop/d)

Severn Trent 144.28 148.92 -4.65

South-West 110.47 110.16 0.31

Tendring Hundred 70.01 70.84 -0.83

Thames 201.66 212.19 -10.53

Three Valleys 114.60 118.22 -3.62

Welsh 149.30 150.03 -0.73

Wessex 127.25 130.53 -3.28

Yorkshire 134.52 135.16 -0.63

Average 115.39 118.08 -2.69

Benchmark 134.52 135.16 -0.63

We incur two different types of additional costs relating to leakage. Firstly, we have a 
relatively low leakage target.  For 2007/08 this was the second lowest, and well below the 
average target level and the benchmark company target level.  This is because we are in a 
resource scarce area, so it is optimal for us to hold leakage at lower levels and save more 
expensive resource capex as the best way of balancing supply and demand.  Secondly, in 
2007/08 our actual leakage was further below the 2007/08 target than other companies were 
below their targets.  As noted above, the latest supply-demand plans lead to a further 
lowering of our target towards our achieved level, so this gap is likely to disappear.  Overall, it 
is optimal for us to incur additional operating costs for leakage control in 2007/08 and in the 
AMP5 period because our optimal leakage target is lower than the average and the 
benchmark.

In our original submission we calculated the cost we would face if we were to maintain 
leakage at the Ofwat target level. This calculation was based on the difference in our leakage 
costs between 2005-06 when we were maintaining leakage at the target level of 92 Ml/d and 
the actual costs incurred in 2006-07 and 2007-08 to maintain leakage at the much lower level 
of 83 Ml/d.  This amount was  in respect of capitalised leakage repairs and £0.58m in 
respect of detection costs.  Against this there was a cost saving of £0.35m from having to 
treat and pump less water.  In aggregate the costs of operating at significantly below the 
Ofwat leakage target were estimated at . 

We also incur additional costs in simply maintaining our target level relative to those of the 
benchmark company and the industry average. This is optimal, but it does not come for free. 
Our 2007/08 target of 88 l/prop/d (92 Ml/d) is well below the industry average of 115 l/prop/d 
and the benchmark company’s 135 l/prop/d. We have now used our updated ELL cost curves 
to estimate how much less it would have cost us if we had been able to maintain a level of 
leakage only equal to the target of the average company in 2007/08, and a level only at the 
2007/08 benchmark, relative to attaining our 2007/08 target level. The calculations are shown 
in the following table. 

Table 1.5 Costs of attaining different levels of leakage

Leakage level (l/prop/day) 135 115 88

Annual leakage level (Ml/d) 141 120 92

Leakage reduction (Ml/d) 0 21 49

Leakage control costs (£k/yr)

  Monitoring

 Location

 Repairs
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Transitional costs* (£k/yr) 0

 Location 0

 Repairs 0

Cost of water (£k/yr)

Total Cost (£k/yr)

Increment vs average - -

Increment vs YKY -

The table shows that, relative to the industry average target of 115 l/p/d, attaining our 2007/08 
leakage target would have cost us at least an extra  per year. Of this total a 
proportion will be allocated to capital expenditure rather than opex (and some capitalised 
leakage repairs will be transferred back to opex for the purposes of the efficiency analysis). 
All of the ‘cost of water’ will be included in opex. Of the remaining costs we assume that the 
proportion that is treated as opex for efficiency modelling purposes (being the sum of reported 
opex and the transfer to opex) is the same as the average  from 2006-07 and 2007-08 –
63.7%.  This gives a total opex effect of .  

However Special Factor adjustments should be made on the basis of comparisons to the 
benchmark company.  Relative to the benchmark company target level of 135 l/p/d, attaining 
our target level in 2007/08 would have cost us an additional  per year. Of this sum 
we assume that  would have been included in modelled opex. 

Summary

Our claim for this special factor has been split into three elements. The additional costs we 
optimally face for each, relative to the average company, are: 

• per year for inter-zonal transfers

•  per year for achieving our more difficult 2007/08 target leakage level

•  per year to achieve levels of leakage which are below our 2007/08 target 
level but which we consider optimal and likely to be targets for AMP5. 

The total monetary value of this special factor, relative to the average WaSC, is per 
year. This amount reflects 9.1% of modelled 2006-07 water opex. 

We note that this amount is based on a comparison with the average WaSC rather than the 
benchmark company, and that the technically correct adjustment amount is per 
year. 

Sewage Treatment Works in Built-Up Coastal Areas

Outline of Original Claim
Southern Water’s operating area covers a wide range of terrain but the population centres are 
overwhelmingly concentrated in a highly developed, narrow strip along the south coast. We 
have the largest coastal population of any WaSC.

17
This has led to significant planning 

constraints and the need to adopt more expensive solutions to attain planning and disposal 
permission. This has increased our costs relative to the average WaSC in four main areas: 

• To satisfy planning regulations, many of our coastal works have had to be 
constructed within a very limited footprint. This increases the cost of chemical 
dosing. 

  
17

See page 19, MWH (September 2008), Op.cit.
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• In our original submission, we calculated that the additional costs for process 
dosing at our coastal plants was  per year.

18
This was calculated as the 

additional costs incurred at our works resulting from the compact plant necessitated 
by space restrictions. These additional costs are derived from actual operating 
costs and our financial models. 

We have a larger proportion of our population served by long sea outfalls (LSOs) 
than other companies. With such a large proportion of our population in coastal 
areas, LSOs were historically the most cost effective solution for disposing of 
effluent (and meeting the requirements of the Bathing Waters Directive). LSOs 
have higher pumping costs than other methods of effluent disposal. 

• In our original submission we calculated the pumping costs incurred at our four 
most significant LSO sites and the costs of pumping the treated effluent to these 
LSOs as  per year.

19

Our sewage treatment works are relatively further from the population centres than 
other companies. This is a result of the optimal solution being to build inland, as a 
result of the tight planning constraints around coastal works in built-up areas. We 
incur additional costs of transporting the sewage greater distances in our optimal 
configuration. 

• In our original submission, we identified four inland sites for which we incur 
additional transport costs, for a total cost of  per year.

20
This was calculated 

as the difference between the actual transport costs at these sites and the average 
costs of our other sites. 

For any treatment site located in a highly developed coastal area, we have to meet 
strict odour control requirements in order to get planning consent. The average 
WaSC is not subject to planning restrictions as severe as this. This extra odour 
controls increase our operating costs above those of the average WaSC. 

• In our original submission we calculated the cost of odour control at our coastal 
works at  per year.

21
This reflects the actual operating costs associated with 

this technology. 

Outline of Ofwat Comments
Ofwat did not allow any element of this special factor claim. 

Ofwat stated that our claim did not relate to the additional costs we face compared to the 
average WaSC, and suggested that we needed to show how our situation differs from other 
companies. 

Clarification of Original Claim
Ofwat re-ran their large works operating cost model with a coastal dummy variable, and found 
the result that coastal works did not have a statistically higher cost than non-coastal works. 
Our own data contradicts this conclusion. As shown in our original submission, our coastal 
works do have higher operating costs than those at non-coastal sites. 

We have revisited these cost estimates since the first submission and corrected a number of 
small errors and/or updated costs used in the original data. This reduces the value of our 
overall claim to .  The updated costs are shown in full in Table 5.2 below. 
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See pages 23-26, MWH (September 2008), Op.cit.
19

See pages 23-26, MWH (September 2008), Op.cit.
20

See pages 23-26, MWH (September 2008), Op.cit.
21

See pages 23-26, MWH (September 2008), Op.cit.
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Our original submission estimated the additional costs we face relative to the situation where 
we have no coastal works and do not face these constraints. This is akin to comparing 
ourselves to the benchmark company, since Yorkshire has only 11% of its population on the 
coast (relative to our 81%)

22
and does not face the same pressures relating to having built-up 

areas all along their coastline. 
However, Ofwat stated that our submission should calculate our costs relative to the average 
WaSC. While we do not agree that this approach produces the correct adjustment, we 
conduct this analysis below. 

Given that other companies also have coastal works (although to a lesser extent), if we are to 
calculate our additional costs relative to the average WaSC, we need an appropriate value for 
the amount of these additional costs that the average WaSC faces. 

We have sought data on each of these factors from other companies via an e-mail request.  
To date only four companies have responded.  Two were able to provide comparative data 
across a number of the issues whilst one could only provide data on LSOs.  The fourth 
company that responded did not wish to share data for this exercise.  We note that this 
company is currently the benchmark company.  We do not believe that any meaningful 
comparisons can be drawn from the data available to us. We will continue to seek data from 
other companies to support our claim. We believe that after companies have submitted their 
business plans more companies will be in a position to provide comparative data. However, 
where companies refuse to provide data to us, it may be necessary for Ofwat to request the 
data, using their information gathering powers, in order that they can reach a robust 
conclusion on our claim. 

In the absence of specific data we have used as a proxy for the relative pressures companies 
face in this regard, the percentage of the population living within 10km of the coast. Whilst 
imperfect this is a reasonable proxy, given that the coastal population drives the strict 
planning conditions that we face, and the need for sites to be moved away from population 
centres and the coast, although it does not allow for different densities within each company’s 
coastal strip. We consider the proxy probably understates the relative additional costs SRN 
faces. 

We have 81% of our customers living in a coastal region (defined this way), whereas for the 
average WaSC this value is 46%.

23
As stated above, the benchmark company has 11%. If 

costs vary proportionally with this driver, then the average WaSC faces 57% (= 46/81) of the 
additional costs that we face, and the benchmark company faces 14% (=11/81). 

Table presents the additional costs that we face relative to the average WaSC, and the 
calculations used to derive these estimates from those in the original submission. 

  
22

See page 20, MWH (September 2008), Op.cit.
23

See page 20, MWH (September 2008), Op.cit.
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Table 1.6 Additional costs due to Coastal Works

Additional costs 
in original claim 
(£m)

Additional 
costs as 
revised (£m)

Proportion of 
original claim 
costs faced by 
other WaSCs –
industry average

Additional 
costs incurred 
by SRN 
relative to the 
average WaSC 
(£m) 

1

Process dosing 57%

Raw treatment 
pumping

57%

LSOs 57%

Odour control 57%

Total

Notes: (1) Calculated as [Amount of original claim * (1 – proportion of original claim costs 
which are faced by the average WaSC)] 

Our claim for this special factor has been split into four elements. Using our conservative 
proxy to derive a figure for SRN’s additional costs relative to the average WaSC, the 
additional costs we face for each element are: 

•  per year for process dosing resulting from a limited footprint

•  per year for additional raw treatment pumping to inland sites

•  per year for pumping associated with long sea outfalls

•  per year for odour control at coastal sites

The total monetary impact of this special factor, relative to the average WaSC, is per 
year. This is the additional cost relative to the average WaSC. This amount reflects 2.1% of 
2006-07 modelled sewerage opex. 

We note that this amount is conservative, due to the available proxy variables, and because it 
is based on a comparison with the average WaSC rather than the benchmark company. The 
technically correct adjustment amount is closer to the full per year.

24

  
24

This value is 86% of the amount in our original claim, since we conservatively estimate that the 
benchmark company faces 14% of the costs identified in our original claim. 



Southern Water
Final Business Plan 2009
B.2 Improving Efficiency

- 26 -

Table 1.7 Coastal works – additional costs 

1
Source: JR08, Table 17b, Terminal pumping costs

2
Source: General Ledger

3 Source: PR04 costs updated

Odour Control

Cost £/aWorks
Process Dosing 
- Small Footprint     

£/a

Process 
Dosing -
Septicity     

£/a Chemical Power Maint.

Total 
Odour 
Control

Treated Effluent 
Pumping - LSO 
transfer and/or 
Transfer - £/a

Raw Wastewater 
Pumping - £/a

Overall 
Total - £/a

Broomfield Bank

Budds Farm

Eastney LSO

Eastbourne

Ford LSO

Ford (inc. transfer to LSO)

Hythe LSO

Hythe (inc. transfer to 
LSO)

Newhaven

Sandown

Shoreham

Swalecliffe

Weatherlees B

Worthing

Total

Grand Total (£m)
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Nutrient Removal and Consent Standards

Outline of Original Claim
Because of our geography, the discharge standards that we face at our works are, on 
average, tighter than those which other companies have to face. Consequently we incur 
additional costs to comply with these standards. There are two nutrient removal standards 
where we face notably higher standards, and they affect our costs as follows: 

• We have six works with a nitrogen removal consent. No other company has this 
many. We incur additional operating costs to remove the nitrogen. 

In our original submission, we calculated the additional costs we face by having to 
remove nitrogen at the six works as  per year.

25
This is calculated as the 

difference between the current annual operating expenditure and that prior to 
conversion to nitrogen removal. 

• Our large works which have phosphorous removal have a consent standard of 1 
mg/l. This is tighter than the consent standard applied at the large works of other 
companies. 

In our original submission, we calculated the additional costs we face due to having 
tighter consents as  per year.

26
This is calculated as the operating costs for 

our large works incurred during phosphorous processing to meet a 1 mg/l consent 
less the operating costs incurred to meet a less stringent 2 mg/l consent. These 
costs are based on actual operating costs and estimated costs using appropriate 
engineering standards. 

Outline Ofwat Comments
Ofwat did not allow any element of this claim. 

Ofwat stated that the element of our claim relating to nitrogen removal did not relate to the 
additional costs we face relative to the average WaSC, and suggested that we needed to 
consider the fact that some other companies have nitrogen removal consents. 

For the element of the claim relating to phosphorous consents, Ofwat suggested that our 
conclusion might change if we considered all works rather than just large ones. They also 
stated that they would expect cost to be driven by load. 

Clarification of Original Claim

Nitrogen
Table presents the distribution of sites which have nitrogen removal consents. It shows that 
SRN has six sites, out of a total of 13 nationally. Five WaSCs, including the benchmark 
company (Yorkshire) have no such sites, while the average is 1.3. 

  
25

See pages 31-32, MWH (September 2008), Op.cit.
26

See pages 31,35-36, MWH (September 2008), Op.cit.
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Table 1.8 Sites in England and Wales with Nitrogen Removal Consents (2008)

WaSC Sites with nitrogen 
consents

Load (Population 
Equivalent)

Anglian 0 0

Dwr Cymru 2 105

Northumbrian 0 0

Severn Trent 0 0

Southern 6 685

South West 3 106

Thames 0 0

United Utilities 1 24

Wessex 1 162

Yorkshire 0 0

Total 13 1082

Source: Informal data share between sewerage practitioners

In our original submission, we presented the additional costs of removing nitrogen at our 
plants relative to a state where we did not have to remove the nitrogen. Ofwat suggested that 
this was inappropriate because it did not take into account the fact that other companies have 
some nitrogen removal consents. 

As explained in Section 0, the appropriate comparison to make is with the benchmark 
company. Since the benchmark company does not remove any nitrogen, the comparison that 
we made in our original submission is appropriate, since it was a comparison with the costs 
the benchmark company would need to incur (ie none). 

If Ofwat wish to compare our costs to the average company, we note that the average WaSC 
has 1.3 works with nitrogen consents, and hence if the number of sites drives the costs faces 
22% (=1.3/6) of the additional costs that we face relative to the benchmark. Compared to the 
average company, the additional costs that we face for nitrogen removal are then  

) per year on this basis. 

However load is probably a better proxy for the required amount of nitrogen removal.  The 
average WaSC removes nitrogen from a PE load of 108,000, and hence faces 16% 
(=108/685) of the additional costs that we face relative to the benchmark.  So the additional 
costs that we face for nitrogen removal are  per year.

Phosphorous
Regarding the phosphorous element of this claim, Ofwat suggested that we may not be 
different to the industry position if we took account of all works rather than just large ones. 
Large works account for 82% (JR08 Table 17d – Loads received by STWs in size band 6) of 
the nationwide wastewater load, and also the majority of the treatment cost, so most of the 
cost difference due to P consent differences is associated with large works.  All of our large 
works with P consents are at the tighter 1mg/l level, while the benchmark company has no 
work with P consents.  This effect is too large to be overcome by any opposite effect 
occurring at smaller works – especially when we believe our consents at smaller works are as 
tight as any in the industry.

27
 

  
27

See page 28, MWH (September 2008), Op.cit.



Southern Water
Final Business Plan 2009
B.2  Improving Efficiency

- 29 -

All large works (Band 6) nationwide which have phosphorous consents have standards for 
maximum P strength of either 2 mg/l or the more onerous 1 mg/l. All (100%) of our large 
works with P consents have the tight consent of 1 mg/l and that forms 8.3% of our sewerage 
Population Equivalent (JR08 Table 17b)

28
As an average across the companies, the 

proportion of load arriving at a works with either P limit is very similar at 9.8% of PE (though 
this average figure hides the fact that one group of companies are more restricted while 
another group of companies face no P consents at all – this group includes the benchmark 
company).  

However, across the companies on average only 4.1% of load (PE) arrives at a works with 
the tighter 1 mg/l P consent; about half the amount (8.3%) of SRN’s load which arrives at a 
works with the tighter consent.  The figure for the benchmark company is again zero.

In our original submission, we calculated the actual cost incurred in meeting the 1 mg/l 
consent, at each works. We then calculated how much it would cost us to meet the less 
onerous 2 mg/l at each plant.  The difference between these, summed over our plants is a 
conservative estimate of the additional costs that we face as a result of having tighter 
phosphorous consents at our works.

The value for additional costs in our original submission was , based on our costs to 
meet 1 mg/l relative to our costs to meet 2 mg/l consents at our large works, i.e. for 8.3% of 
our PE. This is a strongly conservative comparison to the benchmark situation where no load 
faces either consent - Yorkshire has no large works with P consents.  

Ofwat has asked to see a comparison of our costs to the average company. We note that the 
average WaSC has 4.1% of load facing a 1 mg/l consent, compared with our 8.3%.

29
So the 

average WaSC incurs 49% of the additional costs that we face to achieve the tighter consent, 
relative to the lesser consent.  Our additional P consent costs are therefore  

 per year.

We also note that this estimate takes no account of the different technologies employed to 
meet the P consents.  Companies generally have two main ways of reducing P 
concentrations: employ activated sludge processes (which are allowed for with an explanatory 
factor in the modelling) which is the most common method amongst other companies; or rely 
on biological filters with supplementary dosing where necessary to meet P consents (as SRN 
does at most of these works – and where there is no explanatory factor in Ofwat’s modelling 
to reflect the higher dosing costs).  To some extent then, we believe the costs incurred by 
other companies of meeting P consents using Activated Sludge is allowed for in the modelling 
explanatory factor for Activated Sludge. We believe it would therefore be appropriate to allow 
this claim in full.  

Summary

Our claim for this special factor has been split into two elements. The additional costs we face 
for each are: 

•  per year for nitrogen removal

•  per year for tight Phosphorous consents

The total monetary impact of this special factor, relative to the average WaSC, is per 
year. This is the additional cost relative to the average WaSC. This amount reflects 1.5% of 
2006-07 modelled sewerage opex. 

We note that this amount is based on a comparison with the average WaSC rather than the 
benchmark company, and that the technically correct adjustment amount is per year. 

  
28

See page 28, MWH (September 2008), Op.cit.
29

June Returns (2007-08) Table 17b
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Sludge Treatment and Disposal

Outline of Original Claim
SRN has sludge treatment and disposal unit operating costs which are significantly higher 
than those of other companies. These higher costs are driven by three specific factors, none 
of which are related to efficiency. These factors, and the additional costs involved, are: 

• We need to transport a greater proportion of our sludge from works to sludge 
treatment centres (STCs) than the average company, as a result of the effect the 
geography of the region has on the location of STCs, in our optimal configuration. 

SRN transports 58% of its sludge to STC sites, while the average WaSC and the 
benchmark (Yorkshire) both transport 37%.

30
In our original submission we 

identified that this caused us to have additional costs of  per year, relative to 
the average company. This was calculated as the additional proportion of sludge 
SRN transports (relative to the average level) multiplied by the total sludge 
produced by SRN and the unit cost of transporting raw sludge to an STC. 

• The average size of our STCs is smaller than those of other companies, in our 
optimal configuration. This precludes us achieving the economies of scale that 
other companies (with larger STCs) are able to achieve. 

SRN has the second lowest average size of sewage treatment works with on-site 
STCs – our average size is 64% of the average industry size.

31
The size of 

sewage treatment works with on-site STCs gives an indication of relative average 
STC capacities, and we used this as a proxy of the relative STC sizes in the 
absence of a superior available proxy. 

Analysis of the costs and size of SRN’s STCs presented an estimate of the 
additional unit cost associated by the inability to achieve the same level of scale 
economies as .

32
We multiplied this estimate of the scale economies by 

SRN’s total mass digested to derive our estimate of the additional costs we face 
relative to the average company, a value of £2.1m per year. 

• We operate a larger number of air dryers than other companies – a result of our 
sustainability-driven strategy. Air dryers have higher costs than other methods for 
treating sludge to the ‘Farmland: Advanced’ standard, which is needed for our best 
disposal route. 

In our original submission we identified the additional costs faced by using a greater 
number of air dryers relative to other companies as  per year. This amount is 
calculated as: the unit cost difference between air dryers and other methods; 
multiplied by the amount of sludge air dried by SRN; multiplied by the estimated 
difference in proportion of sludge treated using air dryers. This is the additional 
costs we face relative to the average company. 

Outline Ofwat Comments
Ofwat allowed the element of the claim relating to sludge transport in full. Ofwat did not allow 
the elements relating to economies of scale and air dryers. 

They stated that our assessment of the extent of scale economies was limited to an analysis 
of SRN data, and suggested that we use data from other companies which is part of the 
sludge econometric model. They suggested that we needed to provide evidence that we are 
different to other companies regarding the operation of air dryers. 
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See pages 39,45, MWH (September 2008), Op.cit.
31

See pages 39-40, MWH (September 2008), Op.cit.
32

See page 46, MWH (September 2008), Op.cit.
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Clarification of Original Claim

Sludge transport

We note that Ofwat allowed the element of this claim relating to sludge transport in full. 
Therefore, we do not discuss this element, beyond the above outline of our original claim and 
our reiteration that this is valid and required to allow for deficiencies in the COLS modelling. 
We note that our original estimate represents the additional costs we face relative to both the 
average WaSC and the benchmark, since Yorkshire (the benchmark) transports the same 
proportion of load to STCs as the industry average. 

Economies of scale

We commissioned NERA to undertake additional econometric analysis to demonstrate the 
extent of economies of scale in STCs. The results of this modelling are presented in Appendix 
B.2.3. 

As suggested, we have used the data on STCs (for all companies) collected for the sludge 
econometric model. A simple OLS model of all STCs estimates that a 1% increase in load is 
associated with an increase in costs of 0.58-0.83% (depending on the process used at the 
plant) – these coefficients are statistically different from 1. This result indicates that there are 
economies of scale present across STCs of all companies. 

All but one of our STC plants use the DDW (digestion with dewatering) process, and we 
concentrate on this type of plant accordingly. Using the estimated coefficients and values for 
the average plant load for SRN and the average company, we are able to calculate the unit 
costs for both SRN and the average WaSC. Using these values, NERA estimates that the 
additional costs faced by SRN (relative to the average WaSC) in our DDW plants purely as a 
result of having smaller average sizes has a monetary value of  per year. 

We note that Special Factors should be calibrated to the benchmark.  Yorkshire, the 
benchmark company does not have any STCs which use the DDW process, so many 
assumptions are needed to estimate the full extra costs.  Comparing our additional costs due 
to smaller plants to a simple notional benchmark formed from the lowest three unit cost 
companies, our extra costs due purely to the optimal lower size of our STCs would be  
per year.

Air dryers

As stated in our original claim, we believe that we have more air dryers than other companies 
do. The decision to operate air dryers is considered the most sustainable strategy for the 
purpose of maintaining the agricultural route upon which we are reliant. This decision is 
largely based on our circumstances of tight environmental designations, planning restrictions 
and geographical constraints. Less costly options for us are to treat sludge to the ‘farmland: 
advanced’ standard using other technologies, or to treat this sludge to the lower ‘farmland: 
conventional’ standard. The former option is considered unsustainable in our area, while 
certain options for the latter are also considered unsustainable and would lead to a lower 
quality of treatment. 

Other companies which treat their sludge to the ‘farmland: advanced’ standard do not face the 
same circumstances that influence our choice of treatment technology. Consequently, the 
average company does not employ as high a proportion of air dryers. 

As stated in the original claim, the unit cost of air dryers is around  higher than that of 
alternative means to treat sludge to the ‘farmland: conventional’ standard.  According to the 
sludge database, 39% of our sludge is treated using air dryers. The average amount of 
sludge dried by other companies is 11%, while the benchmark company dries 7.5% of sludge. 
It follows that the additional costs we face, relative to our estimate of the industry average, as 
a result of our optimal decision to employ air dryer technology, is 
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  Relative to the benchmark company the cost we face is an additional £2.9m 
per year.

Summary

Our claim for this special factor has been split into three elements. The additional costs that 
we face for each element, relative to the average, are: 

•  per year for sludge transport

•  per year for economies of scale

•  per year for air dryers

The total monetary impact of this special factor, relative to the average WaSC, is  per 
year. This amount reflects 5.8% of 2006-07 modelled sewerage opex. 

We note that this amount is based on a comparison with the average WaSC rather than the 
benchmark company. For sludge transport these comparisons are the same, while for 
economies of scale we can use a simple conservative proxy and for air dryers we can 
compare to the benchmark company.  The associated figures are given above.  Summing 
them, the technically correct Special Factor adjustment should be at least  per year. 
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Appendix B.2.2 – Pursuit of outstanding debt in WoC areas

Purpose 
In their feedback to our initial Special Factors submission dated 6 February 2009, Ofwat 
asked us to demonstrate our pro-active approach to debt collection in Water Only Company 
(WoC) areas:  

“On the bad debt element you also need to demonstrate that you take a pro-active approach 
to chasing outstanding debt. Or if the water only companies bill on your behalf demonstrate 
that you have appropriate incentive arrangements in place.

As requested this annex describes our debt collection processes for WoC non-household 
customers.  

Background 
We can confirm that we have no billing arrangements in place with water only companies for 
either households or non-households.  Historically this option has been explored with water 
only companies but it has not been possible to reach agreement.  We keep this option under 
review but to date have not been able to secure any agreements that would be more 
economic than carrying on this activity in-house.  All debt collection is therefore carried out 
under Southern Water’s control.  

Processes 
We firmly believe that the high proportion of WoC customers within our sewerage boundary 
results in us incurring significant costs associated with recovering debt from commercial 
customers. We have been able to employ a successful commercial property disconnection 
process within our own supply area. However, in WOC areas, where we provide only 
wastewater services, debt recovery is limited to a domestic type process.

The following table summarises our high-level the debt recovery process we follow for 
commercial customer debt in WoC areas:

Stage Timescale Notes

Bill issued

Final Notice 
issued

14 days after bill 
issued

Solicitors Letter 
issued

21 days after bill 
issued

Outbound 
telephone 
campaign

31 days after bill 
issued

Our agents make telephone contact with the 
customer to obtain payment in full, or promise of 
payment. In certain cases, an instalment plan over 
a maximum of three months will be allowed. Our 
agents have their own portfolio of cases to 
pursue, providing us and the customer with 
consistency of approach, and facilitating agent 
ownership and the effective follow up of payment 
promises, etc.

Litigation or
further pursuit

Typically 60 days 
after bill issued

Debts >£600: commence litigation, with ultimate 
enforcement of High Court Sheriff visit available.
Debts £300 to £600: commence litigation, but 
limited enforcement capability due to debt being 
below threshold for High Court Sheriff.
Debts <£300: Further pursuit of debt via the 
telephone and visit by revenue inspector

The above table demonstrates that we take prompt escalation action in the event that an 
earlier action fails. Ultimately, however, the inability to withdraw our sewerage service in the 
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event of non-payment results in us incurring significant costs associated with recovering debt 
from commercial customers in WOC areas, and results in relatively higher levels of debt 
amongst this customer group.

Other initiatives 
In order to optimise cash collection and debt recovery, it is important that the bills we issue 
are timely and accurate. In the case of metered customers in WoC areas, we are reliant on 
data provided by the WoCs in order to bill customers for our sewerage service.  For these 
reasons we have been, and remain, proactive in negotiating with the WoCs, in an attempt to 
formalise arrangements for the provision of billing data. 

Principally, we are seeking to set up a service level agreement (SLA) with each Water Only 
Company, covering all aspects of the services they provide to us. Ofwat is aware of the 
difficulties we have encountered during these negotiations, particularly in respect of the 
commission payments for meter readings.  

Despite these difficulties, draft data provision contracts, together with draft SLA schedules, 
have been issued to most of the WoCs, with arrangements being made to visit the remainder. 
The WoCs have been asked to review and feedback comments regarding both. Contact 
continues to be made as part of the overall programme of engagement and, with this in mind, 
last year we appointed a WOC Relationship Officer who is supporting the progress to ensure 
successful completion of the contracts.  
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Appendix B.2.3
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