
 

 

Response to Draft Determination 

 
Household Retail  
 
Issue  
 
We accept that we need to make significant efficiencies in retail, but the Draft 
Determination sets an unachievable efficiency challenge without appropriate 
adjustments being made in relation to our representations set out below.  
 
In particular we provide further evidence in respect of:  
 

(i) The use of 2012/13 as the base year for our cost to serve, on the basis 
that Ofwat determined that the 2013-14 costs appeared inconsistent with 
both its historic and forecast costs.  

 
For the purposes of calculating the ACTS we consider it more appropriate 
to use 2013/14 as the base year after making adjustments for the one-off 
costs incurred in that year. We provided details of these one-off costs in a 
previous query response and repeat them here for ease of reference. We 
also set out why 2012/13 is not appropriate to use as the base year. 
However, if Ofwat choose to continue to do so they should again make 
adjustments for one-off items (credits) that were incurred in that year. 

 
(ii) The rejection of our bad debt adjustment, notwithstanding that Ofwat 

had confirmed that our quantitative analysis was ‘sufficient and 
convincing’ and stating that we provided a ‘good level of evidence’ on our 
debt prevention and management policies and procedures.  

 
Ofwat has confirmed that we passed their tests for these two areas, but 
rejected our case based on qualitative comparisons with other companies. 
We consider that it is inappropriate to give any material weight to the 
comparison of Southern Water to other companies that have not made 
any claim. Further, we provide evidence that given some of the 
judgemental aspects of the accounting for bad debt, using comparative 
analysis can lead to inappropriate conclusions.  

 
(iii) An error in the treatment of bad debt costs in the case where our bad 

debt adjustment was rejected. Certain bad debt costs which form part of 
our special case should be added back to our base operating cost if our 
bad debt case is rejected.  Ofwat has already accepted this as an error 
and have advised that it will be corrected in the Final Determination.1   

 
(iv) The rejection of our input price pressure case, notwithstanding that 

Ofwat has accepted a case from another company, Yorkshire Water2, 
which is based on the same principles. Ofwat has introduced a new test in 
the Draft Determination, requiring companies to be in the upper quartile in 
relation to efficiency. We believe this new test is essentially arbitrary and 
does not take account of the underlying economics of the relationship 
between input price pressure and efficiency.  
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We believe our case is reasonable and appropriately reflects our relative 
efficiency and a challenging pace of catch-up. We include in our evidence 
both a report from Economic Insight, which has reviewed Ofwat’s 
approach to retail input price pressure, and further evidence of our 
effective management practice to controlling costs. 

 
(v) The impact of these interventions, taken in the round, results in a level of 

efficiency challenge which is too onerous and not achievable without 
significant risk to our customers. By way of illustration, the outcome of the 
Draft Determination will require us to take out a full year of costs over the 
period of five years, equivalent to halving the numbers of our customer 
service staff by 2019/20. We can find no regulatory precedent for an 
efficiency challenge of this scale. We include in our evidence a report 
from Economic Insight that provides a comparison of the efficiency 
challenge Ofwat has set us using its ACTS approach against a range of 
regulatory precedents.  

 
(vi) A potential error in Ofwat’s methodology for calculating ACTS and our 

allowance that we identified during our review of the treatment of the 
AMP5 legacy depreciation charge. Our review suggests that a company 
with a legacy depreciation charge higher than the average legacy 
depreciation charge, in their base year, is unfairly disadvantaged by the 
current methodology. This arises as a result of Ofwat making an 
inappropriate deduction for actual legacy depreciation. The implication of 
our comparatively high legacy depreciation charge is that we are 
financially penalised in the funding of the household retail plan. We 
understand that the legacy depreciation charge is funded in the wholesale 
price control and the funding of this charge should not have any 
implications on the household retail plan. This does not appear to be the 
case. We would also suggest that the degree of difference between 
companies’ legacy depreciation charges brings into question cross 
company consistency in the approach to allocations of legacy 
depreciation between the wholesale and retail elements.  
 
We raised a query with Ofwat on 1st October 2014 with regards this 
matter. A response was received on 2nd October where Ofwat stated “on 
reflection, we are confident that our methodology is sound in this regard.” 
We remain of the view that the ACTS calculation does not reflect the 
intended methodology. We have therefore lodged a further query with 
Ofwat on 2nd October 2014 and they have confirmed that we will not 
receive a further response in advance of the deadline for submitting our 
responses on the Draft Determination to Ofwat. We will continue our 
dialogue with Ofwat on this matter. 
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Remedy 
 
In light of the additional evidence provided here, we believe Ofwat should make the 
following changes in the Final Determination: 
 

 Reinstate 2013/14 as the base year, after excluding one-off cost items arising 
in that year (+£5.5m increase in allowed cost to serve over AMP6). 

 Make an appropriate adjustment for bad debt, in line with the results of our 
detailed quantitative evidence, which Ofwat has acknowledged is sufficient 
and convincing (+£12.3m). 

 Apply a consistent logic between companies to allow for adjustments for input 
price pressure and accordingly, make an adjustment based on our detailed 
quantitative evidence that takes proper account of the relationship between 
efficiency and input price pressure (+ £12.9m).  

 Make a correction for the treatment of legacy depreciation in the current 
ACTS calculation so that companies with higher legacy depreciation than the 
average are not unreasonably impacted (+£11.8m).  

 Ofwat must demonstrate that the subsequent efficiency target is realistic and 
achievable within the five year price control, without putting at risk our ability 
to finance our functions or jeopardising service to customers. 
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2. Retail cases 
 
2.1 Base Year 
 
2.1.1 Overview 

 
In calculating the ACTS Ofwat have used our cost per customer for 2012/13 instead 
of the 2013/14 figures. The reasons given are: 
 

 Costs were significantly higher in 2013/14 than 2012/13 (£8.5m or 10% 
higher. 

 This increase included one-off costs in 2013/14, which were not 
representative of on-going costs and therefore should not be reflected in the 
cost base for the purposes of calculating the ACTS. 

 
Our view is that: 
 

 Ofwat should use 2013/14 as our base year, after adjustment for a number of 
one-off items. 

 Use of the 2012/13 costs significantly understates our underlying on-going 
costs, due to the existence of one-off credit items in that year. As a result our 
allowed funding is significantly reduced in the Draft Determination as 
compared to using an adjusted 2013/14 base year (-£5.5m over AMP6). 

 Ofwat should apply a consistent cost base across companies to allow a fair 
and appropriate comparison to be made.  A more appropriate approach would 
be to make adjustments to the common base year to account for one-off 
items. 

 
We set out below: 
 

 Explanations for the one-off costs included in our regulatory accounts in both 
2012/13 and 2013/14. 

 The proposed cost per customer that we consider Ofwat should use in place 
of the figures they have used in the Draft Determination. 

 
2.1.2  Explanation of one-off costs 
 
We explained the reasons for the higher reported costs in 2013/14 in our response to 
Ofwat’s query SRN/RET/003, dated 7 July 2014. 
 

“The retail costs significantly increased in 2013/14 compared to the prior year 
by approx. £8.5m (in 2012/13 prices), mainly due to some specific one-off 
expenses that have been incurred in 2013/14. 

 
The Customer Engagement directorate undertook an intensive customer 
focussed training programme in order to improve service and the company 
SIM score which was undertaken over the course of 2013/14 at of cost of 
approx. £2.6m. The training is now complete but underpins our plans for 
continued improvement in this area. 

 
In addition to the above, the 2012/13 results included a pension curtailment 
benefit of £2.6m which was a one off benefit not seen in 2013/14. 

 
There has also been a focus on cash forecasting as this is an area that has 
become more complex as we have moved through the Universal Metering 
Programme which had added approx. £0.3m to costs within 2013/14. 
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In addition to the above one-off costs, the total bad debt provision charge for 
the business increased in 2013/14 compared to the prior year and this, along 
with a movement in the allocation charge between household and non-
household, being more heavily weighted to the household customers, have 
further increased costs when compared to the prior year by approx. £4m. 
 
There was also investment in some key functions within the directorate 
including setting up a Continuous Improvement Team and strengthening the 
Analytics and Reporting Team at a cost of approx. £0.6m. 
 
When comparing the costs for 2014/15 to the prior year as the reduction for 
the one off costs mentioned above, there are also some key initiatives and 
projects that will begin to deliver benefits in 2014/15 and through AMP6. This 
includes the upgrade of our customer billing system which will enable us to 
offer customers improved online services and reduce our average handing 
time per call. 
 
We also have a number of initiatives in place to improve debt recovery and 
creation of bad debt including offering a support tariff to vulnerable 
customers.” 

 
Table 1 below reflects the impact of making adjustments in 2012/13 and 2013/14 for 
the relevant one-off items to ‘normalise’ both years. 
 
Table 1: 2013/14 and 2012/13 base year adjustments 

 

 
2012/13 
£m 

2013/14 
£m 

Difference 
£m 

Submitted R3 Household Retail Opex Line 1 52.23 60.73 8.50 

Pension curtailment – one-off pension credit 
arising from pension scheme changes. 

2.59  
 

Bad debt charge decrease – arising from one-off 
impact of change in accounting methodology on 
the treatment of court costs in relation to the 
pursuit of outstanding debt. 

3.46  

 

Customer training programme – one off 
incremental training programme to support step 
change in customer service capability and 
process, as opposed to normal BAU training 

 -2.60 

 

Cash forecasting model – one-off investment in 
tools. 

 -0.30 
 

Customer strategy investment – recurring spend 
post 2012/13 in relation to investment in 
continuous improvement and analytics capability. 

0.60  
 

Adjusted Household Retail Opex 58.88 57.83 -0.94 

 
Both years include material one-off exceptional items, which should be taken into 
account in assessing the appropriate cost base. 2012/13 also excludes additional 
recurring costs associated with investment in improved analytical capability and 
delivery of further continuous improvement. 
 
Ofwat should revert back to using 2013/14 as the base year after making the 
appropriate adjustments set out above. Accordingly, the cost base in Line 1 of Table 
R3 should be reduced from £60.7m to £57.8m.  
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2.1.3 Implications on cost per customer 
 
The impact on the cost per customer, using our 2013/14 submitted data, is set out in 
Table 2 below. 
 

Table 2: Proposed revision to cost per customer 

 

 

2013/14 
Draft 

Determination 
£/customer 

2013/14 
Revised Cost 

£/customer 

Difference 
£m 

Unmetered single service customers 26.48 29.54 +£3.06 

Unmetered water and wastewater customers 34.42 38.40 +£3.98 

Metered water only customers 33.88 36.02 +£2.14 

Metered wastewater customers only 31.18 34.27 +£3.09 

Metered water and wastewater customers 40.30 43.18 +£2.88 
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2.2 Bad debt adjustment 
 
2.2.1 Overview 
 
Table 3: Ofwat assessment of SWS bad debt adjustment  
 

  Adjustment assessment criteria 

Adjustment 
Total value 

over 2015/20 
£m 

Materiality 

Beyond 
efficient 

management 
control 

Impact 
company in 

materially 
different way 

Value of 
adjustment 
appropriate 

Bad debt 12.3 

 
Pass 

 
 

 
Pass 

 
 

 
Fail 

 
Fail 

      

 
Ofwat rejected our bad debt adjustment case after considering evidence ‘in the 
round’. Ofwat’s position, as set out in the Draft Determination is that: 
 

 Our modelling analysis and evidence is sufficient and convincing to 
demonstrate that deprivation and bill size have a material impact on the bad 
debt component of our retail costs. Accordingly, we pass Ofwat’s first test.  

 Ofwat agree that we provided a good level of evidence on our debt prevention 
and management policies and, although the evidence suggests the existence 
of some gaps and room for improvement, Ofwat has confirmed that we have 
passed its test on management practice.3 

 We have not provided sufficient evidence to demonstrate that bills affect us in 
a materially different way to other companies. This is based solely on 
qualitative comparisons with Wessex Water, Anglian Water and South West 
Water.  

 
Our view is that: 
 

 Ofwat has rejected our claim not based on the evidence presented, but on the 
actions of other companies. We consider that excessive weight has been 
given to this ad hoc comparison, given the positive findings on other aspects 
of our case. In particular, given the inherent degree of judgement involved in 
accounting for bad debt, there are good reasons to be cautious about such 
comparisons. Such comparisons of specific areas, also fail to account for 
companies’ consideration of the price review as a whole.  

 Notwithstanding the fact that Ofwat confirmed that we passed the test on 
management practices, its conclusion that there are some gaps and room for 
improvement is based on a mis-reading of our evidence, which referred to 
continuous improvement being built in to our processes and was not intended 
to imply shortcomings.  

 Given that we have passed both of Ofwat’s key tests, we believe it is 
reasonable for Ofwat to accept the whole of our proposed bad debt 
adjustment. 
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We set out below: 

 

 Why it is inappropriate to reject our case on the basis of the actions of other 
companies. In particular, we highlight the degree of ambiguity in the reporting 
of bad debt costs across companies, which can materially distort cross-
company comparisons.  

 Further evidence on our effective debt prevention and management policies 
and procedures. This is provided to address the view that, notwithstanding 
Ofwat’s confirmation that we have passed the relevant test, there is a ‘gap’ in 
our practices. 

 
2.2.2 Comparison with other companies 
 
Ofwat’s draft determination and subsequent query responses make clear that, 
despite passing two key assessment tests, we failed a third test which was 
predicated on a comparison with Anglian Water and Wessex Water.  
 
The conclusion drawn by Ofwat is that (i) because these companies have similar bill 
levels and income deprivation to us, but have not submitted bad debt cases; and (ii) 
because they have lower doubtful debt charges, our case should be rejected in full.  
 
We believe it is inappropriate for Ofwat to give this degree of weight to a comparison 
based on the actions of other companies, rather than the detailed evidence 
presented to it. Such comparisons with other companies are inherently problematic 
for a number of reasons: 
 

 It is inconsistent with Ofwat accepting that we have robust quantitative 
evidence that our levels of bad debt are materially impacted by our bill size 
and deprivation.  

 It is inconsistent with Ofwat’s acknowledgement that our management 
practices in this area are robust and in line with best practice.  

 It ignores the likely differences in accounting practices between companies, 
which we are not able to verify, and the degree of accounting judgement in 
this area. 

 We are not able to fully rebut Ofwat’s position because we do not have 
sufficient detailed information regarding Anglian Water and Wessex Water in 
relation to their detailed bad debt practices and accounting methodology. 

 It ignores the fact that companies that are otherwise below the ACTS (which 
includes both Anglian and Wessex) have little incentive under Ofwat’s 
methodology to make a special case. By looking at a specific area in isolation, 
it also overlooks the fact that all companies will make commercial decisions in 
the context of the price control as a whole.  

 
We have undertaken further work to understand the differences arising in the bad 
debt charge between companies and more specifically between ourselves, Anglian 
Water and Wessex Water. 
 
The conclusions from this review are set out below. From this it is clear that, given 
the amount of uncertainty and the number of judgements involved in calculating bad 
debt provisions and therefore determining bad debt charges, it would not be 
reasonable to use a cross-company comparison as the principal factor in rejecting 
our bad debt case.   
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 Bad debt provision accounting policies: 
 

o Statements of accounting policy in the Regulatory Accounts relevant 
to this area are not particularly informative. Ofwat rely on companies, 
and their external auditors, to calculate and approve respectively 
appropriate bad debt policies, calculations and provisions. Neither we 
nor Ofwat, have seen the support for the companies’ calculations and 
the underpinning calculations that have been applied, and other 
relevant factors, such as customer history.  

o Comparing these metrics on the basis of published information is 
notoriously difficult partly for these reasons and also as a result of 
different revenue recognition judgements.  

o An example of this would be with regards to the use of customer 
segmentation for the purposes of calculating the bad debt charge. In 
this case we do not know how Anglian Water or Wessex Water take 
account of former customers and current customers that have not 
history of making a payment. Different treatment of these customer 
segments, and others could lead to systematically lower provisions 
and result in a lower bad debt charge when compared to our 
approach.   

o Another example is the provisioning for bad and doubtful debt made 
with regards to the measured income accrual. There is no information 
in the Regulatory Accounts as to either Anglian Water’s or Wessex 
Water’s policy with regards to this matter. Accordingly, we cannot 
assess the extent or basis upon which these companies make 
provisions in this area and this makes cross company comparisons 
difficult. Again, certain decisions in this area could lead to a 
systematically lower provision and result in a lower bad debt charge 
when compared to our approach. The size of this accrual varies 
significantly between companies. 
 

 Consistency of comparison: 
 

o Different companies have adopted different approaches to the 
completion of certain elements of the Regulatory Accounts, in terms of 
accounting disclosure, which means that meaningful comparison is 
either not possible or open to misinterpretation.  

o The examples below support how the lack of disclosure, or the 
variation in accounting presentation, can add to the difficulty of using 
reported financial information to make company comparisons: 

 Wessex Water has reported revenue outstanding as the same 
as trade debt. These figures are therefore net of the bad debt 
provision rather than the value of the revenue outstanding. 

 Wessex Water’s note on the measured income accrual does 
not highlight how much of it is associated with household, non-
household or trade effluent customers. 

 The treatment of payments received in advance of billing is 
different between companies. We net-off these receipts 
against the measured income accrual, in debtors, whilst other 
companies reflect such receipts in creditors. 
 

 Conflicting information:   
 

o It is clear there is conflicting information available around company 
performance which again brings into question the validity of assigning 
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so much weight to cross company comparison. For example, if you 
consider the KPI of the metric ‘Days Sales Outstanding’, which is a 
typical performance measure for cash collection performance, where 
we are in the upper quartile, this would indicate that we were a strong 
performer. We have been in the top quartile in respect of this metric 
for the last three years. We set out these details in our June 
submission, in Chapter 8, Retail costs (page 13-15). Indeed, Anglian 
Water and Wessex Water were poorer performers in relation to this 
metric. Recognising the points already set out above on accounting 
policies and estimates and consistency of disclosure, this mater adds 
further weight to why Ofwat should be guarded in respect of lending 
too much weight to cross company comparison in this subjective area. 

 
There are indeed more operationally related factors that also make the use of cross 
company comparisons subject to caution in determining how relatively efficient a 
company is.  
 
An example that illustrates this is in relation to customer metering where the different 
pace at which companies have implemented their metering programme, and the 
timing of implementation, is likely to have different impact on their levels of bad debt. 
This is not necessarily a reflection of efficient or inefficient practice. When compared 
to Wessex Water and Anglian Water, our level of penetration of metered customers 
during AMP5 increased at a significantly higher rate than these companies. Our 
penetration increased by circa 40% (from 40% to 80%) in five years. For Anglian 
Water a similar increase took circa 15 years. For Wessex Water they increased from 
25% to 50% in circa 15years. The step change in our metering penetration was 
incurred during a period of relative economic hardship. Furthermore, our programme 
is a compulsory programme, whereas we are unclear whether the other companies’ 
programmes are compulsory or optional, which again can influence payment 
behaviour. The consequence is that arguably the environment we are working in is 
more challenging and therefore adversely impacting our relative performance. This is 
not a reflection of inefficient debt prevention and management policies and we note 
that Ofwat have already recognised that we have passed the test on management 
practice, and therefore we should not be adversely impacted as a result. Indeed, we 
have put into place reasonable transition arrangements to support the customer 
through this change. 
 
2.2.3 Debt prevention and management policies and procedures 
 
In our original Business Plan and our June update, we provided detailed evidence on 
or management practices and processes in the area of bad debt. This clearly 
demonstrated that these are in line with established best practice, both as compared 
with Ofwat’s criteria and other companies’ performance.  
 
This evidence included: 
 

 A detailed self-assessment of our debt prevention and management policies 
and practices. 

 A review of our position against the assessment criteria used in Ofwat’s 
assessment of Thames Water’s IDoK submission4. 

 A benchmarking exercise, undertaken by Deloitte, which compared our 
working capital practices and performance against best practice from both 
within and outside of the water industry. 

                                                 
4
 DRAFT DETERMINATION OF THAMES WATER IDOK APPLICATION DATED 16TH OCTOBER 2014. 
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 Details of our continuous improvement plan, which included activities that 
improve our position. 

 
This information is set out in our December Business Plan submission (Annex 20 - 
Retail household costs, together with Supporting Documents 20.1 to 20.6) and our 
June submission (Chapter 8 Retail cost, together with supporting information as set 
out in associated appendices). 
 
2.2.3.1 Further evidence of our approach to effective debt prevention 
 
We set out in Annex 1 our methodical and disciplined approach to cost management 
in our retail business. We demonstrate the direct application of this cost management 
framework to the area of bad debt. 

 
2.2.4  Error in treatment of bad debt costs 
 
Ofwat has made an error in the treatment of bad debt costs, given the rejection of our 
bad debt case in the Draft Determination. Certain bad debt costs which were 
excluded from our base operating costs and included within the bad debt case, 
should have been added back before calculating the allowed revenues.  
 
Ofwat has confirmed the error and made clear that, if they do not accept our bad debt 
case in the Final Determination, they will make the necessary corrections in the Final 
Determination.  
 
On 23rd September, Clair Daniel, our PR14 Portfolio Lead, confirmed by email that 
“we (Ofwat) agree that we have not added your bad debt costs to general operating 
expenditure for year 2013-14 (for which we used your 2012-13 figures as explained 
in your draft determination) when modelling your retail household price limits. This 
was an error and it will be corrected in your final determination”. 
 
If our bad debt case is accepted, which we believe it should be based on the 
evidence provided, no adjustment is necessary.  
 
2.2.5 Conclusion  
 
Ofwat has accepted that our quantitative evidence robustly demonstrates that our 
bad debt charge is adversely impacted by our bill size. It has also accepted that our 
debt management processes are consistent with its own assessment of best practice 
and we have provided more evidence here to address the view that there are gaps in 
the process.  
 
Ofwat’s rejection of our case on the basis of an ad hoc comparison with two other 
companies is unreasonable and inconsistent with its conclusions on the other 
aspects of our evidence. Furthermore, we have shown here that there are good 
reasons to treat such comparisons with caution, given the inherent degree of 
judgement in accounting for bad debt, the incentives for companies that are below 
the ACTS to make a case and those companies’ wider considerations of the price 
control as a whole.  
 
We therefore believe that Ofwat should make an appropriate adjustment for bad 
debt, in line with the results of our detailed quantitative evidence, which it has 
acknowledged is sufficient and convincing. 
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2.3 Input price pressure 
 
Table 4: Ofwat assessment of SWS input price pressure claim 
 

  Adjustment assessment criteria 

Adjustment 
Total value 

over 2015/20 
£m 

Materiality 

Beyond 
efficient 

management 
control 

Impact 
company in 

materially 
different way 

Value of 
adjustment 
appropriate 

Input price 
pressure 

12.9 

 
Pass 

 
 

 
Fail 

 
 

Efficiency 
benchmarking 
evidence: Fail 

 
Fail 

    
Upper 

Quartile: Fail 
 

 
Ofwat rejected our input price pressure case in the draft determination on the basis 
that: 
 

 We have not provided sufficient and convincing evidence that we manage our 
costs efficiently, such that future cost increases are outside of efficient 
management control. 

 We have not provided a convincing argument that we are impacted in a 
materially different way to other companies, in relation to our argument that 
the level of catch-up efficiency is excessive. 

 The method of calculation is not considered appropriate. 
 
Our view is that: 
 

 Ofwat’s rejection of the input price pressure case included in our June 
business plan update is inconsistent with the approach it has taken for other 
companies. Our methodology was based on advice from Economic Insight, 
who prepared the case, and used the same methodology, for Yorkshire Water 
which had its case accepted. 

 Our updated case properly recognised and took account of our relative 
efficiency and the fundamental link between input price pressure and 
efficiency, which Ofwat’s methodology statement appears to recognise. This 
was a change from the adjustment included in our December Business Plan, 
which was based on the totality of AMP6 forecast input price pressure. As a 
result, we have accepted that we must be expected to absorb a significant 
degree of input price pressure.  

 Ofwat has introduced an additional assessment criterion in the draft 
determination, making a binary distinction between companies which are 
upper quartile on their efficiency assessment and those which are not. This 
binary distinction is inconsistent with the underlying economics, which shows 
that the relationship between efficiency and input price pressure is a 
continuum.  

 
We set out below: 
 

 A summary of Economic Insight’s review of Ofwat’s approach to retail input 
price pressure. This looks at Ofwat’s approach both generally for the industry, 
and specifically with respect to our input price pressure claim. Economic 
Insight were engaged to review Ofwat’s approach because they had advised 
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both us and Yorkshire Water, whose claim has been allowed. Their full report 
is in Annex 2.  

 Further evidence of our cost management processes and procedures, to 
address Ofwat’s criticism that we did not provide sufficient and convincing 
evidence that we manage our costs efficiently.  
 

2.3.1 A review of Ofwat’s approach to retail input price pressure – an 
independent review 
 
Following the draft determination, we re-engaged Economic Insight to review Ofwat’s 
approach to input price pressure. Economic Insight were selected because they had 
advised both us and Yorkshire Water, whose claim has been allowed. 
 
Their key findings from this review are that: 
 

 From an economic perspective, the issues of inflationary pressure and 
efficiency are intrinsically linked, a point recognised by Ofwat in its price 
review methodology statement. 

 This link is “non-binary” and the two should be treated as a continuum. 
Ofwat’s binary treatment assumes, without evidence or testing that the extent 
of inefficiency is sufficient so that all inflation can be absorbed. 

 Consideration of the appropriate margin should reflect who is bearing inflation 
risk. This is not reflected in Ofwat’s assessment of margins in comparator 
sectors.  

 From an evidential point of view, the case presented in our June business 
plan update met or exceeded the evidential threshold applied by the 
Competition Commission in the Bristol Water case.  

 
In our December business plan we included a case for input price pressure based on 
the totality of forecast input price pressure over the AMP6 period. For our June 
update, we recognised that economically there is an intrinsic link between input price 
pressure and relative efficiency and adjusted our claim to reflect our relative 
inefficiency, with respect to the ACTS. This revised case was based on advice from 
Economic Insight, who also prepared a case for Yorkshire Water, using the same 
methodology and reflecting the same underlying economic logic. Yorkshire Water’s 
case was accepted in its Draft Determination by Ofwat whereas Southern Water’s 
case was not. This was principally based on a view that Southern Water was not an 
efficient retailer, on the basis that it was not within the upper quartile of companies.   
 
In light of this apparent inconsistency in approach we asked Economic Insight to 
revisit Ofwat’s approach in this area and the degree to which the approach was 
consistent with economic logic that underpinned the case that was made for both 
Yorkshire Water and Southern Water.  
 
Economic Insight’s approach is based on the fundamental point that the issues of 
inflationary pressure and efficiency are intrinsically linked. This reflects the underlying 
economics of competitive markets – which Ofwat’s regulation is designed to mimic. 
That is, there is a clear relationship between the ability of a firm to absorb input price 
pressure and its efficiency. Put simply, a firm that is perfectly efficient will not be able 
to absorb input price pressure and this will be passed in to prices. In contrast, a less 
efficient firm will be constrained in its ability to raise prices above the market price. It 
will of necessity be required to absorb more input price pressure by becoming more 
efficient.  
 
Economic Insight’s detailed review of Ofwat’s statements in the lead up to the draft 
determinations, clearly demonstrates that Ofwat recognises this intrinsic linkage. For 
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example, in its Future Price Limits consultation “where retail costs are not linked to 
RPI, it may not be appropriate to assume retail cost efficiencies in the price limit”. 
 
Economic Insight make clear that, if one accepts that there is a linkage between input 
price pressure and inflation, as Ofwat do, then “this link is non-binary”. They note that 
Ofwat’s approach of not even considering claims from companies that are not 
assessed as upper quartile implicitly assumes that “the extent of inefficiency is 
sufficient so that all inflation can be absorbed”. This is not tested within Ofwat’s 
approach, but is reflected in Southern Water’s analysis.  
 
They also note that, in contrast to Ofwat’s suggestion that firms in competitive 
markets are not “protected from inflation” that in fact, both the level and nature of 
input price pressure /inflation can vary considerably. It is demonstrably not the case, 
as Ofwat’s statements imply, that companies in the most competitive sectors are 
unable to pass any input price pressure to customers, whereas there is more cost 
pass-through in less competitive sectors.  
 
Economic Insight note that the assessment of the appropriate margin on retail 
activities must be made in the context of whether inflationary risk is, or is not 
included. Ofwat’s approach effectively passes inflationary risk to equity, but in 
assessing the EBIT margin Ofwat does not appear to have taken such matters into 
consideration. Indeed, in the comparator industries examined by PwC for Ofwat, 
equity investors did not bear inflation risk.  
 
Finally, Economic Insight reviewed the level of evidence provided to support our case 
against the evidential standard applied by the Competition Commission in the Bristol 
Water case, which considered a number of related issues. They find that the level of 
evidence presented in our June business plan updated met, or in most cases 
exceeded the threshold applied by the CC in that case.  
 
On the basis of their review, Economic Insight concludes that: 
 

 There is an internal inconsistency in Ofwat’s approach, which recognises the 
connection between inflation and efficiency but fails to treat these as 
continuums. 

 It is critical that inflationary pressure is assessed for all companies 
irrespective of their relative efficiency – and that the degree of savings reflects 
the relationship between relative efficiency and inflation. 

 That there is no evidence to suggest that companies above the upper quartile 
should be able to absorb all input price pressure. 

 There is a potential regulatory failure risk inherent in Ofwat’s approach –  the 
consequences of ignoring inflationary pressure such that retailers 
inadvertently become loss making is at least as great as those associated 
with allowing too much inflationary pressure. 

  
2.3.2 Further evidence of our effective cost management processes and 
procedures  

 
In section 2.2.2.1 we refer to Annex 1 where we set out the methodical and 
disciplined approach which we apply to cost management in our retail business. The 
approach consists of ten steps focused on achieving a balance between delivering 
the highest value for customers and minimising the cost of an activity.  
 
We provide further examples in Annex 1 of the specific application of this framework 
to key retail cost categories other than bad debt, for example, customer service and 
metering. This evidence addresses Ofwat’s challenge that we had not provided 

14



 

 

sufficient and convincing evidence on our management practices, such that future 
cost increases are (partly) outside of efficient management control.  
 
2.3.3 Conclusion  
 
Ofwat has rejected our case for an adjustment in respect of input price pressure 
despite accepting a case from Yorkshire Water based on the same methodology and 
approach. It has introduced a new test in the Draft Determination which requires 
companies to be upper quartile on efficiency, before they will even consider a case 
for an input price pressure adjustment. We have shown clearly that such a binary 
distinction does not properly reflect the underlying link between input price pressure 
and efficiency, which is a continuum.  
 
We have also provided further detailed evidence on our robust framework for cost 
management in our retail business, with concrete examples of the application of this 
framework to the key retail cost areas. Taken together with the evidence in our 
December business plan and June update, we believe this demonstrates that we are 
effectively and efficiently managing costs in our retail business.  
 
We believe the case presented in our June business plan update is reasonable and 
appropriately reflects our relative efficiency and a challenging pace of catch-up. 
Ofwat should apply a consistent logic between companies and allow for adjustments 
for input price pressure based on our detailed quantitative evidence. 
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  2.4 Regulatory precedent for opex efficiency targets  
 

When taken together, the impact of Ofwat’s interventions in our retail plan results in a 
level of efficiency challenge which is, in our view, too onerous and puts at risk 
services to customers and our ability to finance our retail functions. We have 
considered whether there is any regulatory precedent for an efficiency target of the 
scale implied by our Draft Determination. Our view is that: 
 

 We can find no evidence of a regulatory precedent for such a significant 
efficiency challenge. The implied £56m cost challenge is equivalent to taking 
out a full year’s costs in the space of five years.  

 The Draft Determination, unadjusted, would require us to deliver annual cost 
savings of 7.7% pa over each year of AMP6. Based on a review by Economic 
Insight of other regulatory determinations, efficiency targets of this level are 
without precedent.  

 
We set out below a summary of Economic Insight’s review of regulatory precedents 
for efficiency targets. The full report is in Annex 3. 

 

2.4.1 Regulatory precedent for opex efficiency targets – an independent review 
 
Ofwat’s efficiency target effectively requires Southern Water to reduce its cost base 
by £56m or 19%, which we do not believe is achievable and is in our experience 
beyond any efficiency target that has been set by a regulator previously. To test this 
we asked Economic Insight to review the evidence from a range of regulatory 
determinations.  
 
Economic Insight calculated that the savings that we are being asked to make equate 
to an annual target of 7.7% pa (cumulative) over the AMP6 period, based on the 
2012/13 base year in the draft determination, or 8.6% using the corrected base year 
(2013/14 adjusted for one-off costs). What is more, they note that these savings are 
front-loaded, so that in the first three years of the price control, savings in excess of 
10% pa are required.  
 
To examine the reasonableness of these assumptions Economic Insight looked at 
evidence from a total of 18 price determinations, across all regulated sectors. This 
concluded that the average pa efficiency saving required was 2.9% and the upper 
quartile of the range was 3.1%.  In only one case out of eighteen was the efficiency 
target in any way close to Ofwat’s draft determination proposal. This was set by 
NIAUR for Northern Ireland Water (NIW) in 2010 at 7.0% pa. However, they note that 
NIW is a publically owned company that had not been subject to shareholder 
pressure to achieve greater efficiency over 25 years as all English water companies 
have and that the regulator explicitly allowed for inflation in setting the target.    
 
Economic Insight goes on to examine a number of cases of the level of efficiency 
savings actually achieved and planned, based on published evidence. In the case of 
the water sector in England & Wales the Competition Commission noted that only 
two of 21 companies had achieved Ofwat’s PR04 efficiency targets, which were 2.4% 
pa on average. Similarly evidence from the NIAUR shows that savings achieved by 
NIW between 2009/10 and 2012/13 are 3.3%pa. 
 
The only example examined where savings that are anywhere close to those being 
proposed for Southern are those reported by WICS as being realised by Business 
Stream due to competition. These are reported as equivalent to 8.6% PA – still below 
the implied target for Southern Water over the first three years of AMP6, but well 
above those reported elsewhere.  
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However, closer examination of the evidence from Business Stream’s accounts 
suggests that in fact Business Stream’s administrative expenses (i.e. total retail 
costs) have in fact increased significantly over time. That does not appear to be 
consistent with annual efficiencies of 8.6% pa, even allowing for a modest increase in 
the number of customers served and the services provided. It is appropriate therefore 
to treat the savings claimed with a degree of caution.  
 
Finally, Economic Insight considers the potential implications of required savings that 
are excessive and delivered over a short period of time. To illustrate the risks to 
customers, Economic Insight show that, if applied proportionately, the savings 
required imply cuts in headcount in the retail function is almost one half of the current 
463 staff.  
 

2.4.2 Conclusion  
 

Taken together, Ofwat’s interventions result in a level of efficiency challenge which is 
too onerous and not achievable within five years without significant risk to our 
customers and/or our ability to finance our retail business. The implied efficiency 
target, if applied proportionally across our retail cost base, would require a halving in 
the number of employees in our retail business by 2019/20. This will have a 
significant impact on the level of service we can provide to our customers.  
 
Our independent review of the regulatory precedents shows that the implied 
efficiency target is well in excess of that applied both historically in the water sector 
and in other regulated sectors. It is also greater than the level of savings achieved in 
other comparable sectors.  
 
Ofwat must make the adjustments set out in this representation in respect of our 
base year, bad debt and input price pressure cases. If it does not it must set out how 
it has satisfied itself that that the consequent efficiency target is both realistic and 
achievable within the five year price control. This is important to ensure that we do 
not put at risk our ability to finance our functions or service to customers. 
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2.5  Treatment of AMP5 legacy depreciation charge 
 
In reviewing, and understanding, the gap between our June submission and the Draft 
Determination, we identified a potential error in Ofwat’s methodology for calculating 
ACTS and our allowance with regards to the treatment of the AMP5 legacy 
depreciation charge.  
 
Whilst we understand the principle that the legacy depreciation charge is 
remunerated in the wholesale control it seems that the current ACTS methodology 
means that in cases where a company’s legacy depreciation charge is higher than 
that included in the ACTS it is adversely impacting the allowed cost to serve.  
 
The issue is that the gap to the ACTS and the glide path are calculated using a cost 
to serve including legacy depreciation, however, when the amount recovered from 
customers is calculated our entire actual legacy depreciation charge is deducted. 
 
We have separately provided, as part of our query submitted on this matter on 1st 
September 2014, workings which support our findings. We set out three scenarios 
where a company’s legacy depreciation: 
 

 Is above the legacy depreciation included the ACTS. 

 Equals the legacy depreciation in ACTS. 

 Is less than legacy depreciation in ACTS. 
 
Our calculations illustrated that in the final two years of AMP6, that is post the 
application of the glide path, a company recovers from customers the ACTS 
associated with household retail opex and AMP6 depreciation where their legacy 
depreciation charge is equal to the legacy depreciation charge in the ACTS. 
However, for companies which have a base year legacy depreciation charge above 
the industry average, such as us, they under recover compared to the ACTS 
(excluding legacy depreciation). 
 
We have assessed the impact on the unmetered cost to serve as set out in Table 5 
below.  
 
Table 5: Comparison of our calculations to the Draft Determination 
 

£/customer  2015/16 2016/17 2017/18 2018/19 2019/20 

Draft Determination - before 

addition of company specific 
adjustment 

21.65 20.63 19.64 18.61 19.02 

Alternative calculation - 

correctly reflecting treatment of 
legacy depreciation 

23.23 22.76 20.90 19.04 19.04 

 
Difference - underfunding 
 

1.59 2.13 1.26 0.43 0.02 

 
£m 

 
2015/16 2016/17 2017/18 2018/19 2019/20 

 
Underfunding per annum 
 

3.44 4.64 2.77 0.96 0.04 

 
Total underfunding  
 

    11.85 
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The overall impact is an estimated underfunding of £11.8m.  
 
In our calculation we have reduced the industry ACTS from £20.77 for unmetered 
customers to £19.04 by removing the average legacy depreciation per customer. We 
have then removed our legacy depreciation from our cost. In our view we have 
undertaken a calculation that reflects the underlying principle that legacy depreciation 
should not impact household retail revenues as confirmed by Ofwat.  
 
As mentioned above we raised a query on this matter to Ofwat on 1st October 2014. 
A response was received on 2nd October where Ofwat stated “on reflection, we are 
confident that our methodology is sound in this regard.” However, we remain of the 
view that the calculation of the ACTS is not correct and does not reflect Ofwat’s 
expected outcome. We have therefore lodged a further query with Ofwat on 2nd 
October 2014 and they have confirmed that we will not receive a further response in 
advance of the deadline for submitting our responses on the Draft Determination to 
Ofwat. We will continue our dialogue with Ofwat on this matter. 
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3. Board Engagement 
 
The Board have reviewed and endorse the representations set out in this response to 
the Household retail draft determination. 
 

4. CCG  
 
We have discussed our general approach with respect to our representations to the 
CCG.  On this matter the CCG have decided there are no specific matters to 
requiring any comment. 
  

5. External Assurance 
 
We are not proposing to, and Ofwat have not requested us to, make any adjustments 
to our submitted Household retail tables. Further, we have made no alterations to our 
allocations either between wholesale and retail or household and non-household. For 
this reason we have not sought any further external assurance on our 
representations. 
 
We submitted our external assurance report that was completed as part of our 
December submission to Ofwat on 19th September 2014 at their request.  
 

6. Annexes    
 
Annex 1 - Further evidence of our approach to effective management control of 
household retail costs. 
Annex 2 - Economic Insight Report – September 2014 – ‘Regulatory precedent for 
opex efficiency ranges.’ 
Annex 3 - Economic Insight Report – September 2014 – ‘A review of Ofwat’s 
approach to retail input price pressure.’ 
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Annex 1  
 
Further evidence of our approach to effective management control of 
household retail costs 
 

1 Overview of Approach 
 
We adopt a value-based approach to cost control focused on achieving a balance 
between delivering the highest value for customers and minimising the cost of an 
activity. The approach consists of ten steps, which are described below.  
 
Their application to debt prevention management policies and processes, and other 
areas, including customer service and metering are subsequently described in Table 
1 and 2 below.   
 
Step 1: Customer engagement – prior to minimising the cost of any activity or 
process we begin by using customer insight to assess whether the activity is really of 
value to customers and how it relates to their required outcomes.   
 
The customer insight is gained through operational data or bespoke customer 
engagement. Market-leading practices that we developed as part of our Universal 
Metering Programme and in preparation of our business plan are now becoming part 
of our business as usual process. 
 
Step 2: Collaboration – having established that an activity or process is valued by our 
customers, we consider whether we are truly the best stakeholder to be responsible 
for its delivery. In cases where we are not we will collaborate with the other 
stakeholder(s) in order to deliver the outcome. 
 
Step 3: Sourcing strategy – having decided that it is Southern Water that is required 
to deliver the activity we evaluate whether we should do this directly or indirectly. 
Factors taken into account when coming to our decision include (i) whether the 
activity is strategic, (ii) whether we have the scale to deliver it efficiently, (iii) whether 
there is a salary arbitrage to be obtained and (iii) whether others are better placed to 
leverage their technology or intellectual property.  
 
Step 4: Supplier management – having decided to partner with a contractor for 
delivery we will go through a robust selection and procurement process to ensure 
value for money. Once the contractual relationship is established we will develop the 
operational relationship through the appointment of a contract manager and the 
regular use of meetings to review contractor performance. 
 
Step 5: Process design – for those activities that we retain, we design lean and 
customer-centric procedures, with regular assurance activities to ensure that they are 
being maintained and applied. Customer engagement is used to ensure that the 
output from these processes is in line with our customers’ expectations 
 
Step 6: Organisational design – we design our organisation in a way that is 
appropriate for the importance or complexity of the activity, ensuring that spans of 
control and layers of management oversight are appropriate. 
 
Step 7: Measurement – the identification of key performance measurement indicators 
are a key part of the approach, wherever possible looking to ensure that metrics are 
lagging, to record performance including customer satisfaction and cash collection 
objectives and predictive, to shape management priorities. Wherever possible we will 
use industry-wide metrics to enable benchmarking with other companies. 
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Step 8:  Management oversight – a consistent set of performance metrics are 
monitored across the retail activities and are reported and reviewed at all 
management levels up to and including the Board.  
 
Step 9: External oversight – we regularly use external parties to appraise our 
performance and to help develop improvement programmes. We are members of 
peer networks which provide us with information to benchmark our performance 
directly with other companies providing both similar and very different services. 
 
Step 10: Continual improvement – one of our core values is ‘always improving’ and 
this ethos is adopted throughout the organisation. Employees are encouraged, and 
often rewarded, for suggesting innovation. We frequently trial new tools to help 
develop innovative approaches. 
 

2. Debt prevention and cost management 
 
The table below sets out how these principles are applied to our billing and 
collections policies and procedures, which reflect our main debt prevention and 
management policies and procedures. 
 
Table 1: Debt prevention and cost management 

 Step Billing Collections 

1 Customer 
engagement 

Customer engagement has led us to redesign our 
bills.  
 
Important information is displayed more 
prominently, as is clear guidance on what, if any, 
action, the customer needs to take.  
 
This is helping to reduce customer contact and 
our costs.  
 
Further engagement is demonstrating customer 
requirements of on-line bills which will ensure 
high usage of our on-line service.  

Engagement has led us to segment our 
customers so as to build our dialler campaign 
strategy. This has allowed us to engage with 
the right customer at the right time, more of the 
time.  
 
We use external and internal customer data to 
ensure the conversation is reflective of the 
respective customer segment  

2 Collaboration For our waste only customers we work closely 
with the respective WOCs to ensure that any 
billing queries are dealt with in a timely fashion.  
 
We collaborate with regards to the exchange of 
information (subject to certain legal constraints) 
and ensure we discuss our plans for tariff 
development.  

As part of our Affordability strategy we are 
building and sustaining key relationships with a 
diverse group of external stakeholders, 
including:  Step Change Food Banks, CABs, 
MIND, Help The Aged, The National Union of 
Students, The Samaritans, and numerous 
Social Housing providers.  
 
We are also represented on Financial Inclusion 
Forums across our region.  

3 Sourcing strategy 
 

Southern Water undertakes it’s billing activities 
directly using suppliers for the printing and 
delivery aspects.  
 
The arrangement will be reviewed as part of our 
on-going procurement event. 

A number of Debt Collection Agencies are used 
to support our cash collection activities.  
 
Relative performance with regards to collection 
rates and costs are monitored regularly and 
used as a basis to allocate future work.  
 
The arrangement will be reviewed as part of our 
on-going procurement event. 

4 Supplier 
management 
 

The Billing function meets with all operational 
suppliers on a regular basis, where key supplier 
performance metrics are improved in order to 
follow the practice of continuous service 
improvement.  
 
The aim of this process is to improve service 
quality where necessary, and to identify more 

We use a panel of Debt Collection Agencies to 
recover outstanding household debt where we 
have been unable to engage with the customer.  
 
Performance management including 
champion/challenger initiatives and continuous 
improvement focus are pivotal to the 
effectiveness of our contract management.  
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economical ways of providing a service where 
possible. 
 

 
Monthly Operational Review Board meetings 
are held for each DCA and quarterly Auditing 
including feedback from our customers on their 
experience from DCA engagement.   

5 Process design 
 

In relation to billing, we manage direct contact 
with regard to non-water services accounts and 
indirect customer contact with the exceptions that 
are generated from upstream billing, invoicing, 
and printing activities. We will endeavour to 
ensure all customer queries are resolved quickly, 
concisely and promote a culture of issue 
ownership across the business.  
 
To processes are evaluated on a regular basis. 
This includes identifying areas where the 
targeted process metrics are not reached, and 
holding regular audits, assessments and reviews. 

Our Customer Billing Manual has 3 key levels 
of Policy, Standard, and Procedure. The 
Manual contains all our key processes and is 
reviewed and updated on a regular basis. It is 
also subject to external ISO auditing. Local 
Work Instructions are also in place to further 
support  process  compliance 

6 Organisational 
design 
 

Southern Water has a flat direct management 
structure that encourages direct ownership and 
delivery. The Billing function reflects those 
principles with core areas in Production, Revenue 
Optimization, Voids, and Exceptions reporting to 
a Billing Manager who takes overall responsibility 
for Billing. 

The Team Leaders in our Collections function 
have a breadth of competency and knowledge 
which enables transfer of their skills between 
household and non-household teams 

7 Measurement 
 
 

Both in our Annual planning process, Quarterly 
reviews and Monthly functional reviews, Key 
KPI’s  focusing on Production, Exception 
tolerances Voids and Revenue optimization are 
reviewed 

Daily, weekly and monthly cash reports are in 
place to track cash collection performance. We 
also measure the daily performance of our 
Collection Agents for payment promises and 
instalment plans. We also measure growth and 
sustainability of our Debt Assistance Schemes. 
DCA performance is also a key performance 
measure tracked through our internal reporting 
mechanisms and information provided by the 
respective DCAs.  

8 Management 
oversight 
 
 

Operational Management is performed reviewing 
key performance basis on a daily weekly and 
monthly basis.   
 
Variance analysis is performed against metrics 
and the principles of management by exception 
are observed.  Key management meetings on a 
weekly basis will review metrics to ensure 
proactive movement to plans. 

A monthly performance dashboard is 
reviewed and challenged by the Head 
of Customer Billing Services.  
 
Daily cash reports are also seen by 
the Head Of. 
Monthly finance meetings are held to monitor 
Operating costs, and the Operational Managers 
have accountability for controlling their 
budgeted costs and forecasts  

9 External oversight  
 
 

Billing are subject to ISO9001 (2000) 
accreditation Audits, Internal Auditors and 
External Financial Audits. External consultants 
are used to challenge against industry best 
practice in key focus area’s 

The Consumer Council for Water undertake 
Debt Assessments on an ad hoc basis. This 
includes an assessment and scoring of a 
randomly selected group of 25 accounts against 
a pre-defined list of requirements.   It also 
includes an assessment of our customer 
correspondence and communication. 

10 Continual 
improvement 
 
 

Billing processes and procedures are challenged 
and reviewed on a regular basis as part of 
operational management. Key services or 
process areas are reviewed, evaluated and 
tested, Initiatives and planned to address and 
these are monitored until completion. Where new 
processes or system upgrades are required 
project teams will be set up (including expert 
users from the business) and a project and 
programme methodology are adopted. 

We attend the Industry Debt Good Practice 
Group, and our Customer Collections Manager 
has just been elected the new Chair of this 
Industry Group. We also engage with other 
Water Companies and other utility Companies 
(e.g. British Gas) to share best practice 
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2. Cost management in Household retail 
 
The table below sets out how the principles are applied to other areas in addition to 
our debt prevention and management policies, for which the latter have already been 
assessed by Ofwat as passing its test on management practice. 
 
Table 2: Retail cost management  

 Step General  Customer Service Metering 

1 Customer 
engagement 

Southern Water has a Customer 
Insight team which specialises in 
identifying customer 
requirements through the 
analysis of operational data and 
bespoke customer research.  
 
An important part of its approach 
is the use of a five stage 
customer engagement lifecycle 
developed as part of the 
business planning process.  

All new and changes to existing 
services are tested with 
customers using the 
engagement lifecycle. Recent 
examples include potential 
changes to hours of operation, 
and the development of a new 
online account management 
capability. 
 
In addition to improving 
customer satisfaction these 
changes lower the requirements 
for customer advisers and allow 
them to focus on the more 
complicated customer issues. 

Through customer insight we 
understand that gaining access to 
read a meter can be an 
inconvenience for our customers.  
 
As a result we have increased our 
promotion of self reads and offer 
two hour windows for meter read 
appointments. 
 
In addition to improving customer 
satisfaction customer these 
improvements deliver a lower cost 
of metering.  

2 Collaboration The importance of collaboration 
was demonstrated in Southern 
Water’s Universal Metering 
Programme.  
 
As a result particularly strong 
operational relationships have 
been formed with Citizens 
Advice Bureau, Social Housing 
providers and local business 
representatives. 
 
These collaborative 
relationships mean that 
customers look to other, better 
positioned or appropriate 
organisations, for certain advice 
at particular times or places. 

  

3 Sourcing 
strategy 
 

In AMP5 Southern Water  
reviewed the benefits of 
outsourcing a number of its 
activities, and proceeded to 
procure on a ‘best of breed 
bases. 
 
This has resulted in lower costs 
per transaction although may 
not have provided sufficient 
emphasis on process efficiency. 
 
Southern Water is currently 
going through a procurement 
exercise to identify a single 
strategic partner to deliver scale 
in its transactional activities 
whilst retaining those emotional 
customer touch points which it 
will optimise through the 
application of its Customer 
Insight. 
 
It is expected that this 
consolidated approach to 

During AMP5 we have used an 
offshore partner to deliver our 
‘back office processes’ 
benefitting from a ‘labour 
arbitrage’, whilst undertaking all 
customer contact ourselves. 
 
Recently we have used an 
onshore partner to assist in the 
handling of customer contact to 
increase our flexibility to 
respond to customer call 
profiles. 
 
The arrangements will be 
reviewed as part of our on-going 
procurement event. 

Southern Water has a number of 
contracts with its WOCs for the 
provision of meter reading which 
will terminate at the end of this 
AMP. The ACTS mechanism 
provides an opportunity to 
benchmark the future cost of this 
service.  
 
We leverage the scale of Siemens 
for our manual reads and use our 
AMR installer for those reads. A 
number of non-cyclic reads are 
taken by Southern Water staff. 
 
The arrangements will be 
reviewed as part of our on-going 
procurement event. 
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supplier management will allow 
greater focus on the adoption by 
customers of lower cost 
channels and efficient process 
design.  

4 Supplier 
management 
 

Southern Water’s approach is to 
appoint a contract manager who 
is in regular contact, and 
sometimes co-located, with our 
suppliers.  
 
On a monthly basis an 
Operational Review Board is 
held between the supplier, the 
contract manager and recipients 
of the supplier’s service. 
 
On a quarterly basis a Strategic 
Review Board is held which is 
attended by the Chief Customer 
Officer (CCO) and his 
counterpart in the supplier.  

In addition to the general 
approach described we have 
regularly visits to our off shore 
suppliers, and on occasion have 
co-located our contract manager 
and other staff at our on shore 
supplier.  

In addition to the general 
arrangements described, weekly 
operational meetings are held with 
the supply chain and regular 
audits undertaken to review the 
accuracy of their work. 

5 Process 
design 
 

All our processes are 
documented and have been 
reviewed as part of our recent 
system upgrade design.  
 
Customer journey mapping was 
used alongside these designs 
along with further research for 
example on internet portals. 

 Processes are regularly reviewed 
at ORB meetings. 

6 Organisational 
design 
 

We design our organisation 
using 3 management tiers 
between CCO to customer 
adviser and a recommended 
span of control of 6 to 9 
management reports. 
 
Within the contact centre 
environment this can increase to 
15:1 supervisor to employee 
ratio. 

Operational and billing contact 
centres are process aligned and 
therefore run separately. 
 
Management layers and spans 
of control are set with reference 
to industry best practice.  

Meter reading is organised around 
the separate contracts.  
 
This provides greater focus on 
performance and allows any 
exceptions that are created to be 
identified and routed back to the 
supplier for rectification and for 
process review.  

7 Measurement 
 
 

Key performance metrics are 
identified as part of each key 
part of the process. 

Key performance metrics are 
delivered to the senior 
management team (including 
CCO) on a daily basis.  
 
The focus is on first time 
resolution and abandonment 
levels. 

Given the commercial 
arrangements within our contracts 
the access rate is a key metric to 
make sure that we are securing 
value for money. 

8 Management 
oversight 
 
 

Performance reports are 
received daily and reviewed 
collectively by the Chief 
Customer Officer and his direct 
reports on a monthly basis. This 
monthly review is also attended 
by the Financial Controller, or 
their designated representative. 
Performance is subsequently 
reported to the Board by the 
Chief Financial Officer on a 
monthly basis. Every three 
months the costs and 
associated performance is 
presented in detail to the Chief 
Executive Officer and Chief 
Financial Officer. 

  

9 External 
oversight  

Southern Water ‘s Customer 
Engagement directorate has 
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ISO9001 (2000) accreditation 
which is subject to external audit 
on a quarterly basis. 

10 Continual 
improvement 
 
 

Southern Water has a culture of 
continuous improvement 
demonstrated by its adoption of 
ISO but further illustrated by its 
active membership of Institute of 
Customer Service and regularly 
attends other water companies 
and others outside the sector for 
the identification of best 
practice. 

 In addition to the process reviews 
mentioned previously we have 
held innovation days along with 
our suppliers and conducted a trial 
to understand whether voids data 
can be collected through the 
meter read process. 
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This	short	report	provides	a	comparison	of	the	
efficiency	challenge	Ofwat	has	set	for	Southern	in	
retail	HH	using	its	ACTS	approach	against	a	range	
of	regulatory	precedent.		This	shows	that	Ofwat’s	
approach	currently	requires	Southern	to	achieve	
annual	cost	savings	of	4.4%	in	real	terms	or	7.7%	
in	nominal	terms	over	PR14.		These	appear	to	be	
challenging	when	compared	to	the	precedent	we	
have	reviewed.		We	do	not	consider	that	the	
decision	to	award	Southern’s	input	price	pressure	
claim	should	turn	on	the	company	demonstrating	
that	Ofwat’s	efficiency	targets	are	‘excessive’.		
Rather,	the	evidence	contained	in	this	report	is	
provided	in	order	to	highlight	the	potential	
implications	of	Ofwat	not	explicitly	taking	
inflation	into	account	when	setting	retail	
efficiency	targets.	

Introduction and context 

In	its	Final	Business	Plan	for	PR14	Southern	Water	
(Southern)	made	a	claim	for	an	adjustment	to	its	retail	HH	
cost	to	serve	to	reflect	input	price	pressure.		In	putting	its	
claim	to	Ofwat	Southern	suggested	that,	by	not	factoring	
inflationary	pressure	into	account,	Ofwat’s	average	cost	to	
serve	(ACTS)	efficiency	challenge	was	‘excessive’.			

In	its	Draft	Determination	Ofwat	rejected	Southern’s	retail	
HH	input	price	pressure	claim.		One	of	the	reasons	Ofwat	
cited	for	disallowing	the	claim	was	that:	“evidence	shows	that	
efficiency	improvements	of	a	similar	magnitude	[to	those	Ofwat	
is	proposing	to	set	Southern	within	its	ACTS	approach]	have	
been	achieved	by	other	companies	and	so	we	conclude	that	the	
catch	up	efficiency	challenge	proposed	for	Southern	Water	is	
not	excessive.”	

In	our	view,	it	should	not	be	necessary	for	Southern	–	or	any	
company	–	to	demonstrate	that	Ofwat’s	efficiency	targets	are	
‘excessive’	in	order	to	successfully	claim	for	input	price	
pressure.		Rather,	the	evidence	in	Southern’s	claim	relating	to	
whether	Ofwat’s	efficiency	challenges	were	inappropriately	
challenging	was	provided	to	illustrate	the	consequence	of	
Ofwat	not	explicitly	assessing	the	impact	of	inflation	when	
setting	efficiency	targets.	

Notwithstanding	the	above,	Southern	asked	Economic	Insight	
to	undertake	a	review	of	regulatory	precedent	in	relation	to	
the	setting	of	efficiency	targets	and	to	compare	this	to	the	
efficiency	challenge	it	faces	within	Ofwat’s	PR14	ACTS	
framework	–	this,	therefore,	is	the	primary	focus	of	this	short	
report.			

The	remainder	of	this	report	is	structured	as	follows:	

» An	overview	of	the	efficiency	challenge	Southern	has	been	
set	for	retail	HH	over	PR14.	

» A	comparison	of	the	efficiency	challenge	Southern	has	
been	set	relative	to	a	range	of	regulatory	precedent.	

» Analysis	of	achieved	efficiency	savings	across	
comparators.	

» A	discussion	of	the	potential	implications	of	the	PR14	
ACTS	efficiency	challenge.	

» A	summary	of	our	key	points	and	conclusions.	
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Southern’s retail HH efficiency challenge for 
PR14  

In	its	Draft	Determination	for	Southern,	Ofwat	published	
details	of	its	assessment	of	Southern’s	actual	and	allowed	
average	cost	to	serve.1		Using	this	data,	we	have	calculated	
the	implied	per	annum	efficiency	savings	that	Ofwat	is	
requiring	Southern	to	make.		As	Ofwat	is	not	explicitly	
allowing	for	inflation,	its	efficiency	targets	should	be	
interpreted	as	being	in	real	terms	(i.e.	unless	Ofwat	allows	for	
inflation,	Southern	will	have	to	make	those	savings,	plus	any	
savings	required	to	absorb	input	price	pressure).			

We	have	calculated	the	implied	efficiency	savings	in	both	real	
and	nominal	terms	(where	we	have	assumed	gross	
inflationary	pressure	for	Southern	of	3.1%	pa,	in	line	with	the	
evidence	it	provided	to	support	its	input	price	pressure	
claim).		We	have	further	presented	the	pa	savings:	

 over	the	three	year	glide	path	to	17/18;	and	
 over	the	whole	of	PR14.	

The	figure	below	sets	out	the	results	of	our	analysis.	

Figure	1	Southern’s	retail	HH	efficiency	challenge	for	
PR14	

	

Source:	Economic	Insight	analysis	of	Ofwat	data	

As	Ofwat	is	requiring	companies	to	reach	the	ACTS	by	17/18	
over	a	three	year	glide	path,	the	implied	pa	efficiency	targets	
are	somewhat	higher	when	assessed	over	this	period	
compared	to	PR14	overall	(i.e.	because	Southern	is	not	
required	to	make	further	savings	for	the	final	two	years	of	the	
control).		Consequently,	for	the	purpose	of	making	
comparisons	to	other	regulatory	determinations,	we	consider	
that	the	PR14	numbers	are	of	most	relevance.		These	show	
that	Southern	is	required	to	make	annual	efficiency	savings	of	
4.4%	in	real	terms,	and	7.7%	in	nominal	terms.		These	are	
demanding	targets.	

The	nature	of	setting	the	challenge	over	a	glide	path	further	
means	that	companies	must	take	costs	out	early	on	in	the	
control	period.		The	consequence	of	this	is	that,	when	
assessed	over	the	three	years	to	17/18,	Southern	will	have	to	

																																																																										
1   See table A4.7 of ‘Draft price control determination notice: 

company‐specific appendix – Southern Water.’ Ofwat (August 2014).  

make	real	terms	cost	savings	of	6.7%	pa	and	10.0%	pa	in	
nominal	terms.	

As	we	will	discuss	subsequently,	the	timing	issue	is	extremely	
pertinent,	because	there	is	a	range	of	evidence	and	literature	
in	relation	to	the	optimal	path	to	efficiency.		In	addition,	it	is	
worth	noting	that	Ofwat’s	historical	approach	to	setting	
efficiency	targets	embedded	a	view	as	to	what	proportion	of	
any	efficiency	gap	could	be	reasonably	closed	over	the	five	
year	period	of	a	price	control.		For	retail	in	PR14,	however,	
there	is	no	explicit	consideration	of	this	per	se;	and	in	fact,	
savings	must	be	front‐loaded.	

The	above	figures	reflect	Ofwat’s	published	numbers	at	Draft	
Determination.		In	Southern’s	case,	we	understand	that	Ofwat	
used	the	company’s	2012/13	CTS	as	the	start	point	for	its	
assumed	‘actual	cost’	in	2013/14.		This	was	because	of	
certain	‘one	off’	costs	in	2013/14,	which	Ofwat	considered	
resulted	in	that	year’s	costs	being	unusually	high	and,	
therefore	“not	representative	of	ongoing	costs.”		We	
understand	that	Southern’s	view	is	that	it	would	be	more	
appropriate	to	assess	its	efficiency	challenge	using	its	actual	
2013/14	cost	data,	but	with	an	adjustment	to	remove	the	
‘one	off’	costs	in	question.			

Southern	has	provided	us	with	data	that	includes	the	above	
described	adjustment,	and	the	following	chart	therefore	
shows	the	implied	efficiency	challenge	if	the	company’s	
amended	2013/14	CTS	is	used	as	the	start	point.	

Figure	2	Southern’s	retail	HH	efficiency	challenge	with	
revised	2013/14	CTS	start	point	

	

Source:	Economic	Insight	analysis	of	Ofwat	and	Southern	data	

The	above	indicates	that	using	Southern’s	adjusted	2013/14	
data	implies	an	even	higher	efficiency	challenge	than	that	
reflected	in	Ofwat’s	figures.		In	particular,	over	the	glide	path	
period,	the	nominal	challenge	increases	from	10.0%	pa	to	
11.6%	pa.	

In	the	remainder	of	this	report,	when	making	comparisons	to	
precedent,	we	use	the	efficiency	challenge	figures	implied	by	
Ofwat’s	view	of	actual	and	allowed	costs.		This	is	in	order	to	
be	conservative.	

We have weighted allowed CTS by Southern’s customer numbers for 
each of the key categories. 
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How Southern’s efficiency challenge for PR14 
compares to regulatory precedent 

As	noted	in	the	introduction,	we	do	not	think	it	necessary	for	
companies	to	prove	Ofwat’s	efficiency	targets	to	be	in	some	
way	‘excessive’	in	order	for	Ofwat	to	allow	a	net	input	price	
pressure	claim.		Rather	the	evidence	here	should	be	
interpreted	as	providing	information	regarding	the	potential	
consequences	of	Ofwat’s	approaches.		Put	simply,	if	ex	post	
there	really	is	uncontrollable	input	price	inflation,	then	
Ofwat’s	efficiency	targets	translate	to	higher	savings	in	
nominal	terms.		This,	in	turn,	raises	questions	as	to:	

 just	how	achievable	those	savings	are	really	likely	to	be;	
and	ultimately	

 the	end	implications	were	companies	not	able	to	
achieve	them	(for	example,	because	input	price	
pressure	cannot	be	fully	absorbed,	potentially	making	
retail	unprofitable	over	time).	

Therefore,	in	order	to	help	illustrate	the	relativities	of	Ofwat’s	
ACTS	efficiency	challenge,	we	reviewed	a	range	of	regulatory	
determinations	in	which	pa	efficiency	challenges	had	been	
set.			Here	our	focus	was	primarily	on	operating	cost	related	
targets,	as	water	retail	is	a	capital	light	function.		In	turn	we	
therefore	set	out	a	comparison	of	efficiency	targets:	

 as	previously	set	in	relation	to	the	water	industry;	and	
 as	previously	set	in	regulatory	determinations	across	a	

wider	set	of	industries.	

Evidence	of	efficiency	targets	set	in	the	water	
industry	

In	examining	precedent	regarding	efficiency	targets,	an	
obvious	start	point	is	to	consider	those	previously	set	for	
water	and	sewerage	companies	in	England	and	Wales.		The	
following	figure	therefore	shows	the	total	efficiency	targets	
set	(both	frontier	shift	and	catch	up)	as	determined	by	Ofwat	
and	by	the	Competition	Commission	in	its	review	of	Bristol	
Water’s	PR09	Determination.		The	targets	are	presented	in	
real	terms	and	relate	to	opex,	which	we	consider	to	be	of	
most	relevance	to	retail	HH.	

Figure	3	Comparison	of	retail	HH	target	for	Southern	
with	previous	efficiency	targets	for	England	and	Wales	
water	companies	(real)	

	

Source:	Ofwat,	Competition	Commission,	Economic	Insight	

In	reviewing	the	above,	it	should	be	noted	that	the	figures	
presented	for	historical	determinations	are	based	on	
averages	across	the	companies	included.		In	the	Competition	
Commission	(CC)	case,	the	target	relates	specifically	to	Bristol	
Water.	

The	data	shows	that	the	real	terms	efficiency	target	Ofwat	has	
set	Southern	in	the	retail	HH	control	(which	we	find	to	be	
4.4%	pa)	is	materially	higher	compared	to	those	that	either	it,	
or	the	CC	has	previously	set	(on	average).		Specifically,	the	
annual	saving	Southern	is	being	required	to	achieve	is	2.7	
percentage	points	higher	than	the	one	Ofwat	allowed	on	
average	at	PR09;	and	2.0	percentage	points	higher	than	the	
one	it	allowed	on	average	at	PR04.	

With	regards	to	the	above,	clearly	we	recognise	that	Southern	
is	less	efficient	than	the	average	company	in	relation	to	its	
retail	HH	function.		Consequently,	a	comparison	of	Ofwat’s	
proposed	retail	HH	efficiency	targets	against	historical	
industry	average	targets	may	not	provide	the	most	
appropriate	reference	point.		To	address	this,	we	have	
calculated	the	total	real	terms	efficiency	targets	Ofwat	set	the	
companies	at	PR09	across	each	of	the	relative	efficiency	
bands	used	by	the	regulator	–	and	compared	these	to	the	
target	it	is	now	proposing	for	Southern	with	respect	to	its	
retail	HH	function.		The	results	are	shown	in	the	following	
figure.		

Figure	4	Comparison	of	retail	HH	target	for	Southern	
with	range	of	targets	set	by	Ofwat	at	PR09	(real)	

	

Source:	Economic	Insight	analysis	of	Ofwat	data	
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The	above	shows	that	the	efficiency	challenge	Ofwat	is	
proposing	for	Southern	with	respect	to	its	retail	HH	function	
is	considerably	above	even	the	highest	target	it	set	for	PR09	
(with	respect	to	opex).		Indeed,	we	note	that	Ofwat	appears	to	
be	assuming	Southern	can	achieve	per	annum	efficiency	
savings	that	are	46%	greater	than	even	the	highest	target	it	
set	at	the	last	price	control	(1.4	percentage	points	higher	pa).	

Figure	5	Comparison	of	Southern's	retail	HH	targets	at	
PR09	and	proposed	target	for	PR14	

	

Source:	Economic	Insight	analysis	of	Ofwat	data	
	

What	is	more,	Figure	5	(above)	shows	the	efficiency	targets	
for	the	relative	operating	efficiency	bands	that	Southern	was	
classified	as	at	PR09	(A	upper	for	water,	and	B	upper	for	
sewerage),	compared	to	the	efficiency	challenge	Ofwat	is	
intending	to	set	for	Southern	at	PR14.		This	further	
demonstrates	that	Ofwat’s	current	assumption	regarding	
Southern’s	efficiency	for	retail	deviates	quite	markedly	from	
the	regulator’s	assumptions	at	the	last	price	control.	

Of	course,	the	above	comparison	does	not	take	account	of	the	
fact	that	under	the	historic	regulatory	framework,	companies	
were	automatically	allowed	to	recover	inflation	and	this	is	
not	the	case	now.		Consequently,	a	4.4%	efficiency	target	
under	the	new	regulatory	framework	(i.e.	without	an	
automatic	allowance	for	inflation),	is	equivalent	to	a	7.7%	
efficiency	target	under	the	historic	regulatory	framework	(i.e.	
with	an	automatic	allowance	for	inflation)	in	terms	of	how	it	
affects	a	company’s	profit.			Therefore	a	comparison	of	
targets,	which	reflects	the	fact	that	Southern	must	additional	
absorb	retail	relation	inflation,	is	shown	in	the	next	chart.

Figure	6	Comparison	of	retail	HH	target	for	Southern	
with	previous	efficiency	targets	for	England	and	Wales	
water	companies	

	

Source:	Ofwat,	Competition	Commission,	Economic	Insight	

As	shown	in	the	figure	above,	Southern	is	being	asked	to	
make	cost	efficiency	savings	that	are	the	equivalent	of	4.5	
times	greater	than	Ofwat	set	for	the	industry,	on	average,	at	
PR09.		Further,	it	is	2.6	times	higher	than	Ofwat	set	for	the	
least	efficiency	companies	(i.e.	Band	C	lower)	at	PR09.	

We	recognise	that	the	above	does	not,	in	and	of	itself,	imply	
that	Ofwat’s	efficiency	target	for	Southern	with	respect	to	
retail	HH	is	necessarily	inappropriate.		However,	it	does	
demonstrate	that	–	by	not	explicitly	taking	input	price	
pressure	into	account	when	setting	efficiency	targets	–	the	
result	is	implied	targets	that	are	materially	higher	than	those	
previously	deemed	suitable	by	the	regulator.	

Evidence	of	efficiency	targets	set	across	wider	
industries	

To	help	provide	additional	points	of	reference	with	regards	to	
Ofwat’s	proposed	targets	for	Southern’s	retail	HH	business,	
we	have	reviewed	efficiency	challenges	as	set	by	regulators	
across	a	wide	range	of	determinations.		In	total	we	have	
reviewed	some	18	cases.	

Clearly,	when	examining	efficiency	targets	in	other	sectors	
(even	closely	related	ones)	a	degree	of	caution	must	be	
exercised.		For	example:	

 the	ability	to	realise	cost	efficiencies	may	differ	across	
industries	due	to	differences	in	their	fundamental	
characteristics;		

 the	prevailing	efficiency	of	the	industry	or	firm	in	
question	may	also	be	of	relevance,	in	that	an	industry	
or	firm	that	has	considerable	inefficiency	may	be	able	
to	realise	efficiencies	more	quickly	relative	to	a	more	
efficient	industry	or	firm;	and	

 the	speed	at	which	costs	can	be	removed	–	and	the	
associated	implications	can	also	differ	materially,	

In	relation	to	the	first	of	the	above	points,	in	our	view	
comparators	are	only	likely	to	be	relevant	if	they	are	
sufficiently	similar	in	terms	of:	(i)	activities	undertaken;	and	
(ii)	asset	intensity.		Therefore,	the	purpose	of	examining	a	
wide	range	of	precedent	(as	summarised	below)	is	one	of	
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completeness.		In	practice,	when	suitable	economic	criteria	
are	considered,	some	of	these	may	not	be	particularly	
relevant.		Indeed,	as	summarised	subsequently	(and	set	out	in	
detail	in	the	annex	to	this	paper)	the	limited	comparators	
Ofwat	has	considered	would	appear	to	be	particularly	poor	
comparators	from	an	economics	perspective,	the	only	
potential	exception	being	Welsh	Water.		

Of	particular	relevance	to	the	precedent	examined	is	the	fact	
that	these	decisions	also	included	an	allowance	for	inflation	
(either	through	the	quantification	of	real	price	effects	within	
efficiency	targets,	or	by	allowing	for	inflation	in	end	prices	
under	a	traditional	RPI‐X	approach).		Therefore,	in	essence	
the	‘real’	efficiency	savings	companies	had	to	achieve	are	
effectively	also	the	nominal	ones.2	

We	consider	it	informative	to	review	the	efficiency	targets	set	
by	regulators	historically	and	compare	this	to	the	target	
Ofwat	has	proposed	for	Southern.		The	following	figure	sets	
out	the	results	of	our	review	(data	is	presented	in	nominal	
terms).	

Figure	7	Comparison	of	retail	HH	target	for	Southern	
with	a	range	of	regulatory	precedent	(nominal	terms)	

	

Source:	Various	regulators,	Economic	Insight	analysis	

The	above	data	shows	that:	

» The	average	pa	efficiency	saving	across	the	determinations	
we	have	reviewed	is	2.9%,	which	is	considerably	below	
the	target	Ofwat	has	proposed	in	relation	to	Southern’s	
retail	HH	function.	

» The	‘upper	quartile’	of	the	range	of	precedent	reviewed	
has	an	associated	efficiency	target	of	3.1%.		Again	this	is	
well	below	the	target	Ofwat	has	proposed	for	Southern.	

» That	the	only	efficiency	target	precedent	that	is	in	any	way	
close	to	that	Ofwat	is	proposing	relates	to	that	set	by	the	
NIAUR	in	2010	for	Northern	Ireland	Water	‐	NIW	(7.0%).		

																																																																										
2   This is the case as either regulators allow for inflation through RPEs 

or through an RPI‐X approach. 

3   We have contacted the NIAUR to confirm this and have been 
informed that nominal efficiency savings will be the same as real 
efficiency savings in percentage terms in NIW’s case.   

However,	here	we	note	that:	(i)	NIW	is	a	publically	owned	
company,	not	subject	to	shareholder	pressure;	(ii)	that	the	
regulator	did	explicitly	allow	for	inflation,	as	NIAUR	has	
confirmed	to	us	in	correspondence3;	and	(iii)	its	more	
recent	target	for	NIW	is	5.0%	nominal,	some	35%	below	
that	proposed	by	Ofwat	for	Southern.	

It	is	clear	that,	when	compared	with	a	wide	range	of	
regulatory	precedent,	the	efficiency	targets	for	Southern’s	
retail	HH	business	implied	by	Ofwat’s	ACTS	are	high.		Again,	
this	in	and	of	itself	does	not	mean	that	the	targets	are	
inappropriate.		However,	it	again	helps	highlight	the	
implications	of	Ofwat	not	explicitly	allowing	for	inflationary	
pressures	when	setting	efficiency	targets.	

How	efficiency	and	inflation	(real	price	effects)	are	
reflected	in	regulatory	precedent	

Related	to	the	above	precedent,	some	regulators	undertake	a	
detailed	analysis	of	real	price	effects	within	their	overall	
approach	to	setting	efficiency	targets.		Here	real	price	effects	
refer	to	the	net	impact	of	sector	or	firm	specific	inflationary	
pressures	and	cost	savings.		This	approach,	which	Ofgem	in	
particular	has	deployed	in	a	detailed	manner	for	some	time,	
further	illustrates	the	intrinsic	links	between	inflation	and	
efficiency	in	a	regulatory	context.		To	further	illustrate	this,	
we	briefly	summarise	Ofgem’s	approach	to	real	price	effects	
below.	

“The	real	price	effect	(RPE)	assumption,	and	associated	ex	ante	
allowance,	reflects	the	expectation	that	there	will	be	a	
difference	between	the	change	in	the	retail	prices	index	(RPI)	
measure	of	inflation	and	the	change	in	the	price	of	inputs	that	
the	GDNs	purchase,	most	notably	labour.	The	ongoing	
efficiency	assumption	reflects	the	expectation	that	even	the	
most	efficient	network	company	can	make	productivity	
improvements,	for	example	by	employing	new	technologies.	
This	assumption	represents	the	potential	reduction	in	input	
volumes	that	can	be	achieved	whilst	delivering	the	same	
outputs.”4	

So,	overall,	when	setting	efficiency	targets	for	companies,	
Ofgem	considers	inflationary	pressures,	as	well	as	efficiency	
savings.		In	this	specific	case	(RIIO‐GD1),	“Our	[Ofgem’s]	
approach	results	in	a	RPE	net	of	ongoing	efficiency	of	‐0.3	per	
cent	per	year	on	average	[…].	As	set	out	in	table	[1],	this	implies	
that	GDNs	should	more	than	off‐set	input	price	increases	
through	ongoing	efficiency.”5	The	table	below	summarises	
Ofgem’s	assumptions	at	GD1.	

4   ‘RIIO‐GD1: Final Proposals – Supporting document – Cost efficiency.’ 
Ofgem (December 2012). p.18. 

5   ‘RIIO‐GD1: Final Proposals – Supporting document – Cost efficiency.’ 
Ofgem (December 2012). p.21. 
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Table	1	Average	annual	RPE,	ongoing	efficiency,	and	net	
impact	–	RIIO	–	GD1	

	
Opex	 Capex	 Repex	 Totex	

RPEs	 0.4%	 0.5%	 0.6%	 0.5%	

Ongoing	efficiency	
	

0.7%	 0.7%	 0.8%	

Net	efficiency	
target	

0.6%	 0.2%	 0.1%	 0.3%	

	

Source:	Ofgem	

By	comparison,	Ofwat’s	approach	to	retail	HH	is	to	only	
consider	the	efficiency	savings	(implicitly	both	ongoing	and	
catch	up	savings)	companies	can	make,	whilst	ignoring	any	
RPEs.		Had	Ofgem	applied	the	same	approach	in	its	
determination	(above)	companies	would	have	faced	a	
minimum	1.0%	pa	efficiency	target,	circled	in	red,	(plus	any	
cost	savings	potentially	embedded	within	the	real	price	
effects	figure)	in	relation	to	opex.		This	compares	to	the	net	
challenge	Ofgem	actually	set	of	0.6%	pa,	once	inflation	was	
taken	into	account.	

Similarly,	the	Northern	Ireland	Authority	for	Utility	
Regulation	(NIAUR)	sets	efficiency	targets	for	Northern	
Ireland	Water	(NIW),	and	takes	future	input	price	pressures	
into	account	when	setting	those.		Firstly,	it	sets	the	efficiency	
catch	up	rate	for	NIW,	and	secondly,	it	considers	the	frontier	
shift	when	setting	efficiency	targets.		“The	frontier	shift	
consists	of	three	elements:	(i)	inflation	(RPI)	forecasts;	(ii)	
productivity	estimates;	and	(iii)	input	price	movements	in	the	
water	industry	cost	base.		If	water	industry	prices	are	forecast	
to	be	greater	than	RPI	and	productivity	combined,	the	
efficiency	challenge	will	be	reduced.		If	not,	the	result	will	be	an	
increased	target.”6		In	summary,	the	NIAUR’s	efficiency	
challenge	is	based	on	a	catch	up	target	and	a	continuing	
efficiency	(frontier	shift)	assumption,	which	is	defined	as	
follows:	

Frontier	shift	(real)	=	input	prices	–	productivity	–	forecast	RPI	
inflation7	

This	approach	is	more	in	line	with	Ofgem’s	and	allows	
companies	to	absorb	input	price	pressures.		Overall,	Ofgem	
always	considers	the	net	impact	of	RPE	and	ongoing	
efficiency.		So,	when	setting	price	controls,	it	bears	in	mind	
how	input	price	pressures	can	offset	efficiency	gains	and	vice‐
versa.		In	Ofgem’s	words:	“We	will	use	our	cost	assessment	
analysis	to	set	an	efficient	level	of	costs	for	each	DNO.		We	
expect	that	over	the	price	control	period	costs	will	change	as	a	
result	of	input	price	inflation	and	a	counteracting	adjustment	
for	improvements	in	productivity.”8			

In	addition	to	a	detailed	assessment	of	RPEs,	historically	
price	control	regulation	has	often	explicitly	linked	prices	to	

																																																																										
6   ‘Water & Sewerage Services Price Control 2015‐21: Draft 

Determination – Annex R – Calculation of the Operational Efficiency 
Gap.’ Utility Regulator (July 2014). p.21. 

inflation	through	indexing	to	RPI.		This	is	not	to	say	that	such	
an	approach	remains	appropriate	to	water	retail.		Rather,	it	
serves	to	illustrate	that	the	linkages	between	inflation	and	
efficiency	assessment	are	well	established	and	can	either	be	
implemented	relatively	simplistically	(by	indexing	prices	to	
inflation),	or	by	assessing	RPEs	specific	to	the	industry	in	
question	in	a	more	detailed	manner.	

Evidence regarding achieved and planned 
efficiency savings 

In	our	view,	the	preceding	discussion	and	analysis	of	
efficiency	targets	is	highly	relevant	to	the	central	issue	here	–	
that	not	factoring	inflationary	pressure	into	efficiency	targets	
will	lead	to	unduly	demanding	efficiency	targets	in	nominal	
terms.		Notwithstanding	this,	we	have	also	(in	response	to	
Ofwat’s	feedback	to	Southern)	examined	evidence	relating	to	
efficiency	savings	achieved	by	firms	historically	in	the	water	
sector.	

Here	we	note	that	some	caution	must	be	attached	to	such	
comparisons,	as	any	ex‐post	quantification	of	‘efficiency	
savings’	can	be	complex.		In	particular,	as	many	factors	can	
influence	a	firms	costs	over	time	–	not	least	changes	to	both	
the	quantity	and	mix	of	what	it	is	supplying,	and	of	course,	
input	price	pressure,	accurately	identifying	a	pure	‘efficiency’	
effect	is	not	straightforward.	

In	the	above	context,	we	have	not	sought	to	undertake	any	
new	analysis	ourselves	of	historical	efficiency	savings;	but,	
rather,	have	examined	some	existing	evidence	of	reported	
savings.		We	then	review	and	comment	on	theses	with	
reference	to	the	efficiency	challenge	Ofwat	is	proposing	for	
Southern.		In	turn	we	discuss:	

 Water	companies	in	England	and	Wales’	
 Business	Stream	and	Scottish	Water	in	Scotland;	and	
 Northern	Ireland	Water.	

Water	companies	in	England	and	Wales	

Relevant	evidence	regarding	efficiency	savings	achieved	
historically	by	water	companies	in	England	and	Wales	is	
contained	within	the	Competition	Commission’s	review	of	
Ofwat’s	Final	Determination	for	Bristol	Water	at	PR09.	

In	the	published	final	report,	the	Competition	Commission	
states	that	Bristol	provided	evidence	that:	“only	2	out	of	21	
water	companies—South	East	and	South	Staffordshire—
outperformed	the	60	per	cent	efficiency	target	set	for	them	at	
PR04.	Furthermore,	one	of	the	outperforming	companies	
merged	and	might	have	benefited	from	possible	merger	

7   ‘Water & Sewerage Services Price Control 2015‐21: Draft 
Determination – Annex S – Opex Frontier Shift Report.’ Utility 
Regulator (July 2014). p.2 

8   ‘Strategy decisions for the RIIO1‐ED1 electricity distribution price 
control: Tools for cost assessment.’ Ofgem (March 2013). p.19. 
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efficiency	that	would	not	have	been	available	to	other	
companies.”9	

As	noted	previously,	the	average	opex	efficiency	target	set	by	
Ofwat	at	PR04	(to	which	Bristol’s	evidence	referred)	was	
2.4%,	including	catch	up	and	frontier	shift.		Whilst	the	
individual	targets	varied	across	companies,	the	above	
nonetheless	provides	relevant	context,	in	that	it	indicates	that	
relative	to	this	order	of	magnitude	of	target	(which	is	far	
lower	than	the	one	currently	propose	for	Southern)	most	
companies	did	not,	in	fact,	over	achieve.	

Furthermore,	again	with	reference	back	to	Ofwat’s	historical	
targets,	if	the	regulator	was	of	the	view	that	companies	could	
(and	did)	systematically	realise	much	larger	efficiency	gains	
in	practice,	then	over	time	one	would	have	expected	it	to	set	
materially	higher	efficiency	targets.		However,	again	as	noted	
previously,	for	PR09	the	average	efficiency	target	was	1.7%,	
which	is	below	that	set	for	PR04.		Economically	this	makes	
sense	because,	gradually	over	time,	as	companies	make	
efficiency	savings,	the	scope	for	making	more	savings	tends	
to	diminish.			However,	it	would	seem	to	be	inconsistent	with	
Ofwat	having	the	view	that	companies’	achieved	efficiency	
savings	were	likely	to	be	materially	higher	than	its	targets.	

Regarding	the	above,	we	of	course	recognise	that	some	
companies	may	have	achieved	much	higher	efficiency	savings	
either	in	particular	years,	or	during	other	price	control	
periods.		Indeed	as	noted	previously,	we	have	not,	within	the	
scope	of	our	work,	undertaken	a	detailed	assessment	of	cost	
savings	for	each	individual	firm.	

Business	Stream	and	Scottish	Water	in	Scotland	

In	theory	evidence	regarding	the	achieved	efficiencies	of	
Business	Stream	in	Scotland	could	be	of	relevance.		This	is	
because:	(i)	it	is	the	retail	arm	of	Scottish	Water,	and	hence	
the	efficiencies	would	relate	specifically	to	water	retail;	and	
(ii)	to	the	extent	that	the	NHH	retail	market	in	Scotland	has	
been	open	for	competition	for	a	number	of	years,	then	the	
achieved	efficiency	savings	might	be	considered	to	reflect	the	
removal	of	historical	inefficiency	due	to	competitive	pressure.	

We	are	aware	that	the	Water	Industry	Commission	for	
Scotland	(WICS)	has	published	an	analyses	of	the	cost	
efficiency	savings	it	considers	Business	Stream	to	have	
achieved	post	market	opening.			In	particular,	in	its	‘audit	
trail’	of	the	impact	of	retail	competition,	the	WICS	sets	out	
what	it	considered	to	be	the	achieved	historical	efficiencies	of	
the	retail	business.		This	represents	one	step	in	the	WICS’	
wider	analysis	of	the	costs	and	benefits	of	competition	–	that	
is	to	say,	in	this	specific	calculation	step,	the	WICS	wished	to	
exclude	the	impact	of	historical	achieved	efficiencies	so	as	to	
avoid	double	counting	future	benefits	of	competition.	

																																																																										
9   ‘Notice of Reference: Determination of Adjustment Factor for the 

period 2010‐2015.’ The Competition Commission (2010).  See 
Appendix K, paragraph 42. 

The	figures	of	relevance	are	set	out	(exactly	as	reported	by	
the	WICS)	in	the	table	below.		In	presenting	these	we	note	
that	the	WICS	specifically	states	that	the	figures	reflect	
inflation	and	“take	account	of	the	remaining	scope	for	retail	
efficiency	in	line	with	the	actual	efficiency	achieved	by	the	
wholesale	business.”10		Put	simply,	the	WICS	based	its	
assessment	of	the	efficiencies	achieved	by	Business	Stream	in	
retail	by	allocating	a	proportion	of	the	efficiencies	the	
wholesale	business	had	achieved.		On	this	basis,	the	WICS’	
own	analysis	implies	that	achieved	retail	efficiencies	over	the	
period	06/07	to	09/10	were	0.5%	pa	–	substantially	below	
Ofwat’s	proposed	target	for	Southern.	

Table	2	WICS’	assessment	of	achieved	retail	efficiencies	

06/07	 07/08	 08/09	 09/10	

Total	retail	
operating	costs	
(06/07	prices)	

£20.0	 £20.0	 £20.0	 £20.0	

RPI	factor	 1.000	 1.041	 1.072	 1.077	

Total	retail	
operating	costs	
Calculation	(outturn	
prices)	

£20.0	 £20.8	 £21.5	 £21.6	

Assessed	scope	for	
efficiency	(%)	

‐0.5%	 ‐1.0%	 ‐1.5%	 ‐2.0%	

Total	retail	
operating	costs	
Calculation	post	
efficiency	

£19.9	 £20.6	 £21.2	 £21.1	

Source:	WICS11	

It	should	also	be	noted	that,	as	the	figures	are	indexed	to	RPI,	
the	WICS’	analysis	of	0.5%	achieved	annual	efficiencies	in	real	
terms	also	translates	to	efficiencies	of	0.5%	in	nominal	terms.	

In	the	same	‘audit’	report,	the	WICS	goes	on	to	assess	the	cost	
savings	that	Business	Stream	has	achieved	due	to	competition.		
In	our	view,	it	is	questionable	as	to	quite	what	the	
appropriate	interpretation	of	these	figures	should	be.		As	
presented,	they	represent	the	difference	between	Business	
Stream’s	actual	operating	costs,	and	a	baseline,	which	the	
WICS	suggests	represents	what	its	cost	would	have	been	had	
competition	not	occurred	(post	the	achieved	efficiencies	set	
out	in	the	previous	table).	

Simplistically,	one	could	take	the	view	that,	if	the	analysis	
properly	captures	cost	savings	arising	from	competition,	then	
these	too	might	be	interpreted	as	‘efficiency	savings’	to	

10   ‘Retail Competition in Scotland: An audit trail of the costs incurred 
and savings achieved.’ WICS (2011) page 17. 

11   ‘Retail Competition in Scotland: An audit trail of the costs incurred 
and savings achieved.’ WICS (2011) table 13. 
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Business	Stream.		However,	in	practice	this	issue	is	quite	
complex.		Nonetheless,	if	we	take	the	conservative	
assumption	that	savings	from	competition	–	as	quantified	by	
the	WICS	–	are	indeed	efficiencies,	we	can	calculate	an	
implied	percentage	annual	saving.		Accordingly,	the	following	
table	shows	the	WICS’	assessment	of	Business	Stream’s	
operating	costs:	(i)	on	a	baseline	(i.e.	pre	competition)	basis;	
and	(ii)	post	competition,	with	the	associated	cumulative	
savings.		

Table	3	The	WICS’	assessment	of	Business	Stream’s	
operating	costs	pre	and	post	competition	(£m)	

	
06/07	 07/08	 08/09	 09/10	

Business	Stream’s	
baseline	costs	pre	
separation	

£8.3	 £20.6	 £21.2	 £21.1	

Business	Stream’s	
actual	net	operating	
costs	

£7,3	 £19.4	 £16.4	 £13.8	

Savings	to	date	
(cumulative)	

£1.0	 £1.2	 £4.8	 £7.3	

	

Source:	WICS	

Taken	at	face	value,	the	above	implies	that,	by	the	end	of	the	
four	year	period	assessed,	Business	Stream	had	reduced	its	
costs	by	£7.3m	cumulatively,	relative	to	the	counterfactual	
baseline	of	£21.1m.		In	percentage	terms,	this	translates	to	a	
total	saving	of	34.5%	over	four	years,	or	8.6%	pa	on	average.		
We	would	be	cautious	about	considering	the	entirety	of	this	
to	represent	a	pure	‘efficiency’	gain	for	various	reasons,	but	
not	least	because	the	counterfactual	point	of	comparison	is	
hypothetical.		Nonetheless,	we	note	that,	even	on	this	
conservative	basis,	the	8.6%	pa	figure	is	below	the	annual	
reduction	of	10.0%	pa	Ofwat	is	requiring	Southern	to	achieve	
over	the	three	year	glide	path	to	2017/18	in	nominal	terms.	

Given	the	complications	associated	with	interpreting	the	
above	information,	we	have	examined	Business	Stream’s	
statutory	accounts	over	the	last	seven	years	to	2014.		As	
accounts	provide	a	breakdown	of	staff	costs,	and	because	
within	water	retail	functions	staff	costs	are	typically	a	
material	component,	we	have	examined	average	staff	costs	at	
Business	Stream	over	time.		As	shown	in	the	following	figure,	
these	have	not	only	increased	significantly	over	the	whole	
period,	but	have	also	increased	in	every	individual	year.	

Figure	8	Business	Stream	average	staff	costs	over	time	

	

Source:	Business	Stream	statutory	accounts	

As	shown	above,	average	staff	costs	at	Business	Stream	have	
risen	sharply,	from	£23k	in	2008	to	£39k	in	2014,	an	average	
annual	increase	of	10%.		Critically,	in	its	2014	accounts,	staff	
costs	account	for	32%	of	Business	Stream’s	administrative	
operating	cost	(i.e.	the	retail	component).		This	percentage	is	
in	line	with	proportions	of	staff	costs	seen	in	water	
companies	in	England	and	Wales.		Put	simply,	in	relation	to	
staff	costs,	which	account	for	almost	a	third	of	Business	
Stream’s	total	retail	function,	its	accounting	data	shows	
underlying	increases	of	10%	pa.		This	is	materially	above	
overall	UK	wage	inflation	(which	was	particularly	low	during	
the	recessionary	time	period	covered	by	the	above	analysis).	

Of	course,	it	is	possible	that	some	of	the	changes	in	average	
staff	costs	at	Business	Stream	are	accounted	for	by	changes	in	
the	mix	of	staff	employed.		However,	even	if	this	were	the	
case,	that	would	not	necessarily	indicate	that	such	changes	
were	efficient	–	unless	they	resulted	in	cost	savings	
elsewhere.		It	is	not	clear,	from	first	principles,	what	these	
would	be,	however.	

Finally,	Business	Stream’s	accounts	separate	out	costs	of	
goods	sold	(which	relate	to	wholesale	charges	levied	by	
Scottish	Water)	from	its	administrative	expenses	(the	costs	
directly	associated	with	its	retail	business	–	of	which	staff	
costs	are	one	element).		We	have	therefore	examined	the	
change	in	these	at	a	total	level	over	time,	as	shown	in	the	
chart	below.	

Figure	9	Business	Stream’s	administrative	expenses	(i.e.	
total	retail	costs)	over	time	

	

Source:	Business	Stream	statutory	accounts	
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The	above	also	shows	large	increase	in	Business	Stream’s	
administrative	(i.e.	retail)	costs	over	time.		Specifically,	these	
have	risen	from	£19.4m	in	2008	to	£35.6m,	an	increase	of	
some	£16.2m	–	or,	notably,	83%	in	just	six	years	(equivalent	
to	14%	pa.		Strictly	speaking,	it	would	be	more	informative	to	
express	the	above	totals	on	a	‘per	customer’	basis.		However,	
Business	Stream	does	not	publish	customer	numbers	in	its	
accounts.	

Relatedly,	a	variety	of	public	sources	indicate	that	Business	
Stream	currently	retains	a	market	share	of	+95%	in	the	
Scottish	retail	market.		Given	this,	and	the	83%	increase	in	its	
total	retail	cost	to	serve,	one	would	need	to	make	aggressive	
assumptions	about:	(i)	increases	in	customer	numbers;	and	/	
or	(ii)	input	price	pressure,	for	any	reduction	in	unit	costs	to	
be	plausible.		For	example,	assuming	flat	customer	numbers	
(which	may	be	plausible	assuming	modest	underlying	growth	
and	low	churn)	input	price	pressure	would	need	to	be	circa	
10%	pa	in	order	for	unit	costs	to	be	flat.		It	would	seem,	
therefore,	that	Business	Stream’s	unit	retail	costs	have,	most	
likely,	risen	over	recent	years.	

Finally,	we	have	calculated	Business	Stream’s	return	on	
capital	employed	over	the	period	2009	to	2014.		We	find	that	
is	consistently	increases	over	the	period	from	26%	to	43%;	
and	is,	therefore,	multiple	times	above	any	realistic	
assessment	of	its	cost	of	capital.		This	is	relevant	because,	in	a	
competitive	market,	one	would	typically	expect	efficiency	
savings	to	be	passed	through	to	price,	so	that	returns	are,	in	
the	long	run,	at	their	normal	level.		In	other	words,	Business	
Stream’s	profitability	performance	does	not,	at	face	value,	
seem	consistent	with	it	delivering	efficiency	savings	due	to	
competitive	pressure.		Business	Stream’s	ROCE	is	shown	in	
the	following	chart.	

Figure	10	Business	Stream’s	ROCE	

	

Source:	Business	Stream	statutory	accounts	

Relating	the	above	analysis	back	to	the	figures	included	
within	the	WICS	report	referenced	earlier,	we	would	note	the	
following.		Firstly,	that	the	modest	achieved	efficiency	savings	
quoted	by	the	WICS	for	Business	Stream	of	0.5%	per	annum	
are	not	necessarily	inconsistent	with	the	above	findings.		
However,	given	the	increase	in	overall	unit	retail	operating	
costs	implied	by	the	accounting	data	–	and	the	demonstrable	
increases	in	average	staff	costs	–	this	would	seem	to	turn	on	
efficiency	being	defined	by	the	WICS	in	some	way	other	than	
																																																																										
12   ‘Cost and Performance Report For NI Water ‐ PC10  (2010‐13).’ 

NIAUR (2014). 

‘cost	to	serve	per	customer’.		This	is	because	it	appears	
implausible	to	suppose	that	unit	retail	costs	have	fallen,	even	
by	as	little	as	0.5%	pa	(for	the	reasons	outlined	earlier).			

Given	the	above,	the	achieved	0.5%	efficiencies	reported	by	
the	WICS	might	be	explained	by	controlling	for:	(i)	changes	in	
the	type	of	services	being	supplied	by	Business	Stream;	(ii)	
changes	in	the	mix	of	customers	it	is	serving;	and	/	or	(iii)	
changes	in	fixed	costs.		It	might	also	be	explained	by	including	
or	excluding	certain	cost	items	not	separately	reported	in	the	
statutory	accounts.	

In	any	case,	however,	as	Ofwat	is,	in	fact,	assessing	efficiency	
based	on	unit	cost	to	serve,	clearly	the	evidence	here	would	
suggest	that	any	comparison	of	Southern’s	efficiency	target	to	
the	reported	achieved	efficiencies	of	Business	Stream	are	
irrelevant.		For	the	same	reasons	as	outlined	above,	the	larger	
reported	savings	made	by	Business	Stream	relating	to	
competition	(8.6%	pa)	are	also	irrelevant	to	the	efficiency	
target	proposed	by	Ofwat	for	Southern.	

Finally,	we	are	aware	that	the	WICS	has	also	reported	the	
efficiency	savings	achieved	by	Scottish	Water	over	time.		As	
this	relates	to	either	the	integrated	end‐to‐end	supply	chain,	
or	to	wholesale,	these	are	also	irrelevant.		

Northern	Ireland	Water	

The	Northern	Ireland	Authority	for	Utility	Regulation	
(NIAUR)	regulatory	publishes	information	regarding	the	
historical	operating	cost	savings	achieved	by	Northern	
Ireland	Water.12		The	latest	of	these	was	published	in	
December	2013,	examined	NIW’s	operating	cost	savings	over	
the	PC10	control	period.		This	shows	that	NIW’s	actual	total	
opex	fell	from	£212.8m	in	2009/10	to	£191.7m	in	2012/13.		
This	is	equivalent	to	a	total	percentage	reduction	of	9.9%,	or	
3.3%	pa	in	nominal	terms	–	far	lower	than	Ofwat’s	proposed	
nominal	targets	for	Southern	(note,	this	is	the	appropriate	
basis	for	comparing	with	Ofwat’s	implied	nominal	target	for	
Southern,	given	that	it	is	not	proposing	to	make	any	
allowance	for	input	price	pressure).		

Further	to	the	above,	NIW’s	latest	Business	Plan	sets	out	its	
planned	efficiency	savings	over	the	period	2015/16	to	
2020/21.		In	total,	the	business	expects	to	achieve	cumulative	
savings	over	this	five	year	period	of	16%,	equivalent	to	3%	
pa,	again	below	the	nominal	target	set	by	Ofwat	for	
Southern.13			

Summary	of	achieved	efficiency	evidence	

The	evidence	we	have	reviewed	would	seem	to	indicate	that,	
in	broad	terms,	the	likely	achieved	efficiencies	of	water	
companies	(including	retail	specific	functions	in	the	case	of	
Business	Stream)	are,	in	order	of	magnitude	terms,	no	greater	
than	the	ranges	for	targets	historically	set	by	Ofwat.		We	
further	note	that,	if	Ofwat	believed	achieved	efficiencies	were	
materially	higher	than	its	targets,	then	over	time	one	would	
have	expected	Ofwat’s	targets	to	have	increased	significantly	
to	reflect	this.	

13   See page 9 of ‘PC 15 Business Plan: The summary of our 6 year plan.’ 
NIW (2014); 

35



	

10 
		

Our	review	of	achieved	efficiencies	has	been	limited	to	the	
examples	quoted	above.		We	therefore	recognise	that	it	is	
possible	that	certain	individual	companies	may	have	achieved	
higher	levels	of	savings,	either	in	specific	years	or	over	price	
control	periods	not	covered	in	our	review.	

Potential implications and considerations 
regarding Southern’s PR14 efficiency 
challenge 

In	setting	efficiency	targets,	regulators	are	not	only	
concerned	with	the	‘measurement’	of	inefficiency.		Rather,	
they	also	take	into	consideration	(i)	the	inherent	uncertainty	
regarding	its	assessment;	and	(ii)	the	practicalities	associated	
with	companies	achieving	savings.	

Consistent	with	the	above,	in	setting	the	targets,	regulators	
typically	need	to	make	judgents	as	to	‘how	much’	of	an	
efficiency	gap	can	be	closed,	and	‘how	quickly’.		That	is	to	say,	
the	targets	do	not	assume	that	100%	of	a	gap	can	be	closed	
over	a	relatively	short	price	control	period.		This	is	because	it	
is	widely	accepted	that,	even	with	good	managmenet	control,	
it	is	often	unrealistic	–	or	more	importantly	–	sub	optimal	
economically,	to	set	targets	based	on	closing	the	entirity	of	an	
efficiency	gap	in	the	short	term.		In	determining	the	
appropriate	extent	and	speed	of	catch	up,	a	number	of	issues	
must	be	taken	into	consideration,	and	therefore	a	degree	of	
regulatory	judgement	is	required.		Accordingly,	there	is	some	
variance	across	regulators	as	to	exactly	what	is	assumed.		
However,	in	the	main	our	review	of	precedent	indicates	that	
regulators	typically	assume	that	companies	can	close	
between	50%	and	75%	of	an	efficiency	gap	over	a	price	
control	period	(where	those	periods	vary	from	5	to	8	years).		
In	the	following	we	set	out	a	few	specific	examples.	

The	Office	of	Rail	Regulation	(ORR)	estimated	that	Network	
Rail’s	efficiency	gap	in	the	support,	operations,	maintenance	
and	renewals	expenditure	at	the	end	of	CP3	amounted	to	
35%.		It	set	Network	Rail	the	target	to	close	two	thirds	of	that	
gap	in	CP4	(i.e.	achieve	21%	efficiencies	by	the	end	of	CP4).14	

In	determining	the	‘size’	of	this	gap,	the	ORR	used	a	Corrected	
Ordinary	Least	Squares	model.		As	this	includes	both	true	
inefficiencies,	unobserved	factors	and	any	errors,	it	is	likely	
to	overstate	efficiency	gaps	in	general.		As	such	the	ORR	made	
an	adjustment	to	the	estimate	to	reflect	these	unobserved	
factors.		Given	that	they	are	unobserved	any	adjustment	is,	to	
some	extent,	a	matter	of	judgement.		In	this	specific	case,	the	
ORR	reduced	its	estimates	by	25%.	

Ofwat,	at	PR09,	stated	that	the	“efficiency	catch‐up	factor	for	
base	operating	expenditure	assumes	that	a	company	will	close	
60%	of	the	assessed	efficiency	gap	to	the	frontier	performance	
by	2014‐15,	with	equal	improvement	steps	in	each	year.”15		The	
same	efficiency	gap	closure	was	required	at	PR04	(for	

																																																																										
14   ‘Periodic Review 2013: Final determination of Network Rail’s outputs 

and funding for 2014‐19.’ ORR (October 2013). 

15   ’Future water and sewerage charges 2010‐15: final determinations.’ 
Ofwat (July 2009). p.108. 

operating	expenditures),	and	it	has	previously	assumed	gap	
closures	of	50%.		

The	NIAUR	has	followed	Ofwat’s	approach	quite	closely,	and	
has	assumed	that	60%	of	the	efficiency	gap	can	be	closed	
over	the	five	years	of	PC10,	and	is	more	recently	proposing	
an	80%	gap	closure	over	the	eight	years	of	PC15.	

On	the	other	hand,	Ofgem,	at	RIIO‐GD1,	defined	the	
benchmark	as	the	upper	quartile	(UQ)	cost	for	the	respective	
base	year	(2011/12	for	historical	models,	and	2013/14	
forecast	models),	and	required	GDNs	to	close	75%	of	its	
assessment	of	their	relative	inefficiency.		Ofgem	considered	
that	such	an	approach	acknowledges	that	an	element	of	the	
models’	results	represent	statistical	error	as	opposed	to	
relative	inefficiency.16		In	relation	to	this,	it	is	important	to	
note	that	Ofwat’s	proposed	‘upper	quartile’	criteria	for	
awarding	input	price	pressure	for	retail	in	PR14	is	not	
equivalent	to	Ofgem’s	approach.		Specifically,	Ofgem	uses	the	
upper	quartile	as	a	benchmark.		It	does	not	(as	Ofwat	is	
suggesting)	use	it	as	a	threshold	to	allow	or	disallow	input	
price	pressure	altogether.	

Finally,	of	particular	relevance,	the	ORR	finds	that	the	longer	
regulated	companies	have	been	privatised,	the	smaller	the	
efficiency	gap	becomes.		Nonetheless,	it	estimates	that	catch	
up	does	not	get	fully	worked	through	until	15‐20	years	after	
privatisation.		This	is	because	those	companies	have	been	
exposed	somewhat	to	competitive	pressures,	which	prevent	
them	from	carrying	inefficiencies	in	the	long	term.		This	is	
especially	relevant	to	the	examples	of	NIW)	efficiency	targets	
referenced	earlier.		Indeed,	we	note	that	NIW’s	remains	a	
publically	owned	company	and	is	not	exposed	to	either	
competitive	market,	or	external	private	shareholder,	
influence.		In	our	view,	this	calls	into	question	the	
comparability	of	its	targets	to	those	proposed	by	Ofwat	in	
relation	to	Southern.	

Practical	considerations	and	implications	
regarding	how	firms	meet	efficiency	challenges	

In	order	to	achieve	cost	savings	(either	through	competitive	
market	pressure	or,	in	the	case	of	regulated	firms,	to	meet	
efficiency	targets),	firms	are	faced	with	various	mechanisms	
that	they	can	utilise.		In	somewhat	simplistic	terms,	however,	
ultimately	they	can:	(i)	reduce	costs	by	simply	‘cutting’	them	
with	immediate	effect	(i.e.	turning	costs	off);	and	/	or	(ii)	
make	operational	changes,	usually	supported	by	up‐front	
investment	in	new	technology	or	processes,	in	order	to	lower	
ongoing	costs	(i.e.	invest	in	more	efficient	outcomes).	

In	the	above	context,	it	is	worth	considering	the	context	of	the	
efficiency	targets	Ofwat	has	set	for	retail	HH	and	the	wider	
context	of	the	retail	control.		In	particular,	Ofwat	is	–	in	effect	
–	requiring	companies	to	make	these	cost	savings	over	a	
short	period	of	time	(i.e.	a	three	year	glide	path	within	the	
control).		In	addition,	Ofwat	has	not	published	any	

16   ‘RIIO‐GD1: Final Proposals – Supporting document – cost efficiency.’ 
Ofgem (December 2012). p.60. 
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assessment	of	either	the	extent	of	any	retail	efficiency	gap	it	
thinks	can	be	closed	over	PR14,	nor	the	speed	at	which	it	can	
be	closed.		However,	we	should	emphasise	that	this	does	not	
necessarily	mean	that	Ofwat	has	not	taken	these	matters	into	
consideration.	

Nevertheless,	the	above	factors	would	seem	to	mean	that	–	in	
order	to	achieve	Ofwat’s	targets	–	firms	may	tend	to	focus	on	
short	term	cost	‘cuts’,	rather	than	contemplate	efficiency	
related	investments	that	require	longer	to	drive	down	costs.		
This	is	especially	pertinent	given	the	cost	mix	of	water	retail	
and,	in	particular,	the	fact	that	staff	/	people	costs	represent	a	
significant	part	of	the	overall	cost	base.		In	this	context,	for	
example,	demanding	short	term	cost	savings	targets	might	
tend	to	require	firms	to	err	more	towards	taking	more	drastic	
actions	(such	as	making	redundancies),	rather	than	more	
structural	solutions,	such	as	managing	salary	costs	down	over	
time	through	pay	deals	and	reorganisations.	

The	above	critically	matters	because,	from	a	longer	term	
consumer	welfare	perspective,	it	might	be	the	case	that	
longer‐term	solutions	are	superior	to	short	term	ones.		This	
could	be	the	case,	for	instance,	if	the	short	term	solution	
implicitly	leads	to	a	reduction	in	service	quality	below	levels	
customers’	desire	–	so	that,	in	fact,	it	is	not	efficient	in	a	
dynamic	sense.		There	is	a	range	of	literature	consistent	with	
the	above	theory:		

» “General	cost	reduction	efforts	(e.g.	downsizing)	do	not	
necessarily	improve	efficiency,	but	quality	efforts	that	
reduce	cost	always	do”.17			

» “The	most	commonly	implemented	form	of	downsizing	–	
across‐the‐board,	grenade‐type	approaches	–	is	associated	
with	organisational	dysfunction,	organisational	
ineffectiveness,	and	lack	of	improvement.”18			

These	‘side‐effects’	of	short	term	cost	reduction	mechanisms	
may	prove	very	hard	to	overcome	in	the	future	and	carry	
further	inefficiencies	with	it	(i.e.	unmotivated	staff	are	not	as	
efficient	as	they	could	be,	etc).	

To	illustrate	what	these	efficiency	targets	imposed	by	Ofwat	
mean	in	practice,	we	have	considered	Southern’s	required	
efficiency	savings	(in	£m)	over	a	three‐year	glide	path	(based	
on	2013/14	total	retail	HH	operating	costs	data),	against	the	
average	annual	salary	of	a	customer	service	operator	
(£19,710	based	on	ASHE/	ONS	2013	data).		Here	we	are	not	
implying	that	redundancies	are	the	preferred	route	to	
meeting	efficiency	targets	per	se.		Rather,	given	how	material	
staff	costs	are	to	retail,	we	are	seeking	to	create	a	stylised	
(but	plausible)	example	of	what	Ofwat’s	targets	may	mean	in	
practice.	

																																																																										
17   Getting Return on Quality: Revenue Expansion, Cost Reduction, or 

Both?’ Roland T. Rust, Christine Moorman and Peter R. Dickson 
(October 2002). 

18   ‘Strategies for Successful Organizational Downsizing.’ Kim S. 
Cameron (1994). p.206. 

Stylised	example	of	how	efficiency	targets	translate	to	
headcount	

In	total	Ofwat’s	targets	imply	that	Southern	would	need	to	
save	£6.56m	in	14/1519	If	we	assume	that	Southern	would	
seek	to	meet	the	cost	challenge	in	proportion	to	its	existing	
cost	base,	this	would	imply	that	it	would	lower	staff	costs	by	
£1.12m	(17%	of	the	total).		Taking	the	average	customer	
service	operator’s	salary	of	£19k	referenced	earlier	(adjusted	
for	inflation	in	the	subsequent	years),	this	would	imply	a	
headcount	reduciton	of	57	in	one	year	to	meet	target.		Rolling	
the	same	stylised	calculation	forward,	this	implies	a	total	
headcount	reduction	of	216	by	2017/18.	

To	put	the	above	into	context,	our	previous	work	for	
Southern	shows	that	the	company	currently	has	463	staff	
associated	with	its	retail	HH	function.		Consequently,	if	
Southern	were	to	meet	its	target	in	proportion	to	its	cost	
base,	this	would	imply	a	headcount	reduction	of	almost	half.	

We	should	emphasise	that	the	above	is	illustrative	only	–	and	
that	Southern	has	numerous	options	available	to	it	for	
achieving	the	required	cost	reductions.		However,	we	note	
that	the	(relatively	short)	three	year	glide	path	period	would	
seem	to	make	more	structural	solutions	(such	as	managing	
pay	structures	down	over	time)	more	difficult	to	implement	
in	practice.	

A brief overview of comparators considered 
by Ofwat 

Southern	has	advised	us	that	Ofwat	has	provided	it	with	
details	of	the	comparators	it	considered	when	determining	
whether	its	efficiency	target	for	Southern’s	retail	HH	business	
was	appropriate.		In	particular,	we	have	been	advised	that	
Ofwat	referenced:	

 Welsh	Water’s	proposed	retail	HH	cost	efficiencies	over	
the	coming	regulatory	period;	

 Network	Rail’s	efficiency	targets	as	set	by	ORR;	
 related	to	the	above,	United	Airlines	and	other	firms	

referenced	in	support	of	the	ORR’s	determinations;	and	
 administered	incentive	pricing	in	telecoms	(MNOs).	
	

With	regard	to	Network	Rail	(and	comparators	such	as	
United	Airlines	referenced	in	relation	to	this)	the	evidence	
shows	that	they	differ	so	markedly	in	terms	of	activities	
undertaken	and	asset	intensity,	that	they	have	no	economic	
validity	as	a	point	of	reference	to	Southern’s	retail	business.		
This	point	stands	regardless	of	the	fact	that	the	evidence	in	
question	relates	to	operating	expenditure	(specifically	
administrative	costs)	because	of	the	inherent	linkages	
between	capital	investment,	technology	and	operating	costs	
in	highly	asset	intensive	industries,	such	as	these.		Specifically	

19   Calculated as Southerns’ retail HH opex of £65.6m in 2013/14 
multiplied by the nominal efficiency challenge over three years 
(10.0% pa) giving £6.36m. 
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Network	Rail’s	ratio	of	total	assets	to	turnover	is	851%,	
compared	to	6%	for	Southern’s	retail	HH	business.	

Further	in	relation	to	Network	Rail,	we	note	that	the	ORR’s	
framework	is	one	that	considers	efficiency	targets	and	input	
price	pressure	concurrently	(in	that	it	quantifies	and	allows	
for	both)	–	in	contrast,	Ofwat’s	proposed	approach	for	
Southern	does	not.		Relatedly,	ORR	has	historically	also	
ensured	that	Network	Rail	is	not	exposed	to	general	inflation	
risk,	as	this	was	deemed	to	be	outside	its	control.		For	CP5,	
ORR	transferred	some	general	inflation	risk	to	Network	Rail	–	
but	only	a	small	proportion.		The	key	point,	however,	is	that	
the	efficiency	assessment	was	holistic	and	that,	although	
Network	Rail	was	deemed	to	be	inefficient:	(i)	input	price	
pressure	was	allowed	for;	and	(ii)	its	exposure	to	general	
inflation	risk	is	limited.		As	Ofwat’s	framework	in	retail	has	
neither	of	these	features,	the	validity	of	the	comparison	is	
further	reduced.	

The	administered	incentive	pricing	example	(i.e.	license	fee	
charges	for	spectrum	levied	on	MNOs)	is	also	irrelevant.		
Ofwat	appears	to	be	characterising	changes	in	fees	over	time	
as	driving	a	need	for	MNOs	to	absorb	those	changes	through	
making	large	cost	savings.		In	fact,	as	such	fee	changes	reflect	
changes	in	the	underlying	economic	value	of	spectrum,	they	
are	actually	driven	by	changes	in	expected	future	MNO	cash	
flows	associated	with	the	spectrum	in	question.		So,	if	Ofcom	
doubles	license	fees,	it	is	because	it	expects	the	future	
discounted	cash	flows	(associated	with	that	spectrum)	of	the	
MNOs	to	double.		Further,	this	change	in	value	could	be	
entirely	unrelated	to	opex	and	could	be	revenue	driven.		
Consistent	with	this,	evidence	shows	opex	per	subscriber	
increasing	over	time	for	the	MNOs.		In	addition,	and	related	to	
the	above,	Vodafone	has	a	ratio	of	total	assets	to	turnover	of	
206%	(again,	compared	to	6%	for	Southern	in	retail	HH).	

This,	then,	leaves	Welsh	Water	as	the	only	economically	
relevant	point	of	reference	identified	by	Ofwat.		Here	we	
note:	(i)	that	it	is	only	a	single	point	of	reference,	compared	to	
many	others	–	as	set	out	here,	such	as	Business	Stream	and	
the	historical	efficiency	targets	set	in	the	water	industry	in	
England	and	Wales;	(ii)	that	these	relate	to	‘planned’	savings,	
and	so	do	not	relate	to	actual	achieved	efficiencies,	nor	a	
regulatory	determination	based	on	empirical	evidence;	and	
that	(iii)	historically	Ofwat	has	rated	Welsh	Water	as	being	
less	efficient	that	Southern	in	relation	to	opex.	

The	above	does	not	mean	that	Welsh	Water	is	an	irrelevant	
point	of	reference.		It	does	mean,	however,	that	we	think	
Ofwat	should	take	care	in	considering	how	much	weight	can	
reasonably	be	placed	on	it.		In	particular,	we	think	it	would	be	
more	appropriate	to	attach	weight	to	it	were	it	supported	by	
actual	historical	achieved	efficiencies,	or	regulator	set	targets,	
that	were	of	a	similar	order	of	magnitude.		This	is	not,	
however,	the	case.		Further	details	of	our	review	of	these	
comparators	is	contained	in	the	annex	to	this	paper.	

Summary and conclusions 

In	summary,	this	paper	shows	that:	

» Ofwat’s	proposed	retail	HH	efficiency	targets	for	Southern	
are	high	relative	to	regulatory	precedent	(including	its	
own	previous	determinations)	in	both	real,	but	especially	
nominal,	terms.	

» That	regulators	typically	set	efficiency	targets	within	
frameworks	that	also	include	an	explicit	assessment	of	
inflation,	also	by	the	regulator,	either	through	indexed	
prices	or	real	price	effects.	

» That	our	review	of	achieved	efficiencies	does	not	suggest	
these	are	typically	materially	higher	than	targets	set	by	
regulators	(although	our	review	is	not	exhaustive).	

» It	is	common	practice	for	regulators	to	also	take	into	
consideration	a	range	of	factors	to	exercise	judgement	as	
to	what	proportion	of	any	identified	efficiency	gap	can	be	
closed,	and	over	what	time	period.	

In	our	view,	the	decision	to	allow	Southern’s	input	price	
pressure	claim	should	not	turn	on	demonstrating	that	Ofwat’s	
efficiency	challenge	is	‘excessive’.		Rather,	we	simply	take	the	
view	that	efficiency	and	inflation	should	be	assessed	together	
as	part	of	the	regulatory	settlement.	

In	that	context,	this	report	is	intended	simply	to	illustrate	the	
potential	implications	of	Ofwat’s	current	approach,	in	which	
this	is	not	the	case.		Here	it	would	seem	that	the	most	likely	
potential	adverse	consequences	are:	(i)	efficiency	targets	
that,	in	nominal	terms,	are	extremely	challenging;	and	/	or	
(ii)	a	focus	on	short	term	(static)	efficiency	with	some	trade‐
off	regarding	dynamic	efficiency.		In	our	view,	these	matters	
merit	careful	consideration.	
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Annex – review of Ofwat comparators
In	rejecting	Southern’s	input	price	pressure	claim,	Ofwat	
stated	that	the	company’s	claim	was	“built	on	the	premise	that	
the	level	of	catch‐up	it	will	be	expected	to	achieve	is	excessive.”		
As	we	describe	in	the	main	body	of	our	report,	our	position	is	
simply	that	the	appropriate	approach	to	assessing	input	price	
pressure	is	to	determine	the	net	impact	of	inflation	and	
efficiency	based	on	the	available	evidence	–	and	that	this	
applies	equally	to	less	efficient	companies.			

In	the	above	context,	evidence	regarding	how	Ofwat’s	
proposed	retail	HH	efficiency	target	for	Southern	compares	to	
targeted	or	achieved	efficiencies	elsewhere	is	relevant	to	
illustrating	the	impact	and	consequences	of	Ofwat	not	
explicitly	factoring	inflation	into	its	efficiency	framework.		It	
is	not,	however,	a	relevant	basis	for	determining	whether	
Southern’s	IPP	claim	is	valid.	

Notwithstanding	the	above,	in	Ofwat’s	draft	determination	
for	Southern,	the	regulator	further	stated:	“in	coming	to	this	
conclusion	[i.e.	that	the	proposed	efficiency	target	is	not	
excessive]	we	have	considered	evidence	on	the	efficiency	
improvements	achieved	by	companies	in	other	sectors,	and	
regulatory	precedent	in	the	size	of	efficiency	challenges	given	
to	companies.”	

In	light	of	the	above,	Southern	asked	Ofwat	to	provide	details	
as	to	what	specific	evidence	it	had	considered	relating	to	
‘achieved’	efficiencies	and	‘regulatory	precedent’.		Southern	
has	advised	us	that	in	response	to	this	request,	Ofwat	set	out	
the	following	specific	evidence:	

» Dŵr	Cymru	(Welsh	Water’s)	self‐imposed	efficiency	
challenge	of	27.4%	across	their	retail	business	for	the	
period	2013/14	to	2019/20.	

» The	Office	of	Rail	Regulation’s	(ORR)	final	determinations	
for	Network	Rail	including	a	21%	efficiency	challenge	at	
PR08	and	a	further	13%	at	PR13.		Ofwat	specifically	
referred	to	the	scale	and	pace	of	these	changes	being	sense	
checked	by	a	study	carried	out	by	BDO	and	CEPA,	which	
focussed	on	the	drivers	of	change	in	a	number	of	
companies,	including	tube	lines,	SSE	administration	and	
United	Airlines	making	efficiencies	ranging	from	15%	to	
40%	over	different	time	periods.	

» Administered	incentive	pricing	in	the	telecommunications	
sector	–	where	Ofwat	stated	the	firms	were	expected	to	
adjust	to	significant	increases	in	licensing	fees	within	a	
period	of	3	years.	

Southern	therefore	asked	us	to	review	the	above	evidence	
and	set	out	our	views	as	to	its	relevance	to	Ofwat’s	proposed	
retail	HH	efficiency	challenge	for	Southern	over	PR14.		This	
annex	sets	out	the	results	of	our	review.	

In	order	to	draw	reasonable	inferences	regarding	efficiency	
savings	across	firms	or	industries,	it	is	vital	that	the	

comparators	used	are	sufficiently	similar	economically.		
Therefore,	we	focus	on	developing	evidence	that	assesses	
Ofwat’s	comparators	against	economically	relevant	criteria.		
However,	before	doing	this	we	make	some	specific	comments	
regarding:	(i)	the	appropriate	hierarchy	of	evidence;	and	(ii)	
the	administrative	pricing	example.	

The appropriate evidential hierarchy  

Before	addressing	the	economic	suitability	of	comparators,	it	
is	first	worth	considering	the	hierarchy	of	examples	
referenced	by	Ofwat	from	a	more	evidential	perspective.		In	
particular,	Ofwat’s	limited	examples	can	be	categorised	as	
being	efficiencies	that	have	been:	achieved,	determined	by	a	
regulator	through	analysis,	or	planned	by	a	company	(i.e.	not	
actually	achieved	historically,	nor	determined	by	a	regulator).		
Of	these,	we	consider	it	problematic	to	attach	weight	to	
‘planned’	efficiencies	if	these	are	not	supported	either	by	
historical	achieved	efficiencies	of	a	similar	order	of	
magnitude	(in	that	same	sector)	or	by	regulatory	precedent	
that	itself	was	based	on	empirical	evidence.	

Of	the	examples	cited	by	Ofwat,	Welsh	Water’s	planned	
efficiencies	over	the	period	13/14	to	19/20	fall	into	the	latter	
above	category.		Consequently,	in	our	view,	absent	relevant	
supporting	historical	achieved	efficiencies	and	precedent	–	
this	does	not	provide	robust	evidence	to	suggest	that	the	
proposed	scope	of	efficiency	savings	Ofwat	has	set	out	for	
Southern	are	reasonable	or	achievable.	

Related	to	the	above,	it	is	worth	emphasising	Ofwat’s	specific	
wording	in	Southern’s	Draft	Determination	when	describing	
the	evidence	it	considered.		Indeed,	as	noted	previously,	
Ofwat	referred	to	efficiency	savings:	“achieved	by	companies	
in	other	sectors,	and	regulatory	precedent	in	the	size	of	
efficiency	challenges	given	to	companies.”		Welsh	Water’s	
aspirational	efficiency	savings	over	the	period	2013/14	to	
2019/20	do	not	fall	into	either	description	–	and	so	should	
carry	relatively	low	weight	absent	relevant	empirical	data	
(discussed	below).		

Specific comments on the administrative 
pricing example 

The	administered	pricing	example	cited	by	Ofwat	refers	to	
spectrum.		Consequently,	the	firms	to	which	it	relates	are	
primarily	mobile	network	operators	(MNOs)	such	as	
Vodafone,	who	have	to	purchase	spectrum	in	order	to	
provide	network	services	(note,	critically,	these	are	entirely	
distinct	from	mobile	virtual	network	operators).	

We	are	concerned	with	the	way	in	which	Ofwat	has	
characterised	this	example,	as	it	appears	to	reflect	a	
misunderstanding	of	the	basis	on	which	such	payments	have	
been,	and	are,	set	in	telecoms.	

39



	

14 
		

The	underlying	principle	of	setting	administrative	prices	–	
which	have	now	been	usurped	by	annual	license	fees	(ALF)	–	
is	that,	as	noted	by	Ofwat,	they	should	reflect	the	underlying	
economic	value	of	the	spectrum.		Thus,	Ofcom’s	entire	
approach	to	setting	ALFs	in	one	where	by	the	cost	of	fees	over	
time	should	be	equivalent	economically	(i.e.	in	net	present	
value	terms)	to	purchasing	the	spectrum	at	auction.		
Therefore,	should	the	regulator	(Ofcom)	determine	to	vary	
these	fees,	it	is	because	its	assessment	is	that	the	economic	
value	has	changed.		Put	simply,	if	Ofcom	doubled	the	fees,	it	
would	be	because	its	assessment	was	that	the	economic	value	
of	spectrum	had	doubled.	

Were	the	above	to	occur,	however,	then	the	economic	
corollary	is	that	MNOs	would	generally	expect	their	cash	
flows	associated	with	the	spectrum	in	question	to	also	
increase	(because,	by	definition,	this	is	consistent	with	the	
change	in	value).		The	cash	flow	increase	could	arise	from	
increased	revenues,	cost	savings,	or	a	combination	of	the	two.		
However,	the	critical	point	is	that	it	is	not	an	increase	in	
license	fees	that	requires	MNOs	to	make	opex	savings.		
Rather,	the	licensee	fees	merely	reflect	the	underlying	
economic	value	as	assessed	by	Ofcom	–	which	will	reflect	the	
future	expected	cash	flows	it	would	generate	for	MNOs	
(which	in	principle	could	be	entirely	revenue	driven,	and	thus	
entirely	unrelated	to	opex	efficiency).	

To	illustrate	the	above,	the	below	figure	shows	the	trend	in	
Vodafone’s	opex	per	subscriber	over	the	ten	years	to	2011.	

Figure	11	Vodafone	opex	per	subscriber	

	

Source:	Economic	Insight	analysis	of	Vodafone	UK	accounts	

As	can	be	seen,	Vodafone’s	opex	per	subscribed	has	increased	
consistently	over	time.		This	trend	is	generally	consistent	
across	the	four	largest	MNOs	in	the	UK.	

In	short,	without	detailed	analysis	to	show:	(i)	that	a	relevant	
historical	decision	by	a	regulator	to	amend	license	fees	was	
motivated	by	an	assessment	that	future	operating	costs	
would	be	lower;	and	(ii)	that,	in	fact,	the	operating	cost	
efficiencies	assumed	by	a	regulator	when	making	such	a	
decision	were	actually	achieved,	it	is	erroneous	to	
simplistically	assert	that	changes	in	license	fees	over	time	
required	MNOs	to	make	equivalent	operating	cost	savings	to	
offset	the	impact.	

Framework for considering comparators 

Notwithstanding	our	specific	concerns	noted	above,	in	
principle	we	consider	that	evidence	of	actual	achieved	
efficiencies,	or	efficiency	targets	set	by	regulators	(insomuch	
that	these	are	also	typically	based	on	empirical	analysis)	may	
be	potentially	relevant	points	of	comparison.		However,	when	
seeking	to	make	comparisons	of	targeted	or	achieved	
efficiencies,	it	is	important	to	apply	a	coherent	economic	
framework	to	ensure	that	those	comparisons	are	appropriate.	

Economics	suggests	that	both	the	scope	for	efficiency	savings	
–	and	the	speed	over	which	they	can	be	made	–	will	vary	
considerably	depending	on:	

» How	similar	the	underlying	activities	are	across	the	firms	
/	industries	under	consideration.		This	is	because	the	
activities	firms	undertake	determine	their	mix	of	inputs	
(e.g.	the	amount	of	staff	they	need,	IT	costs,	investment	
requirement	s	etc).		In	turn,	efficiency	scope	and	speed	will	
vary	enormously	by	cost	type.		Therefore,	comparisons	of	
efficiency	savings	across	firms	or	industries	with	very	
differing	activities	–	and	therefore	differing	input	mixes	‐	
are	meaningless	economically.	

» How	similar	the	asset	intensity	is	across	firms	/	industries	
under	consideration.		In	particular,	capital	intensive	
industries	tend	to	have	a	much	more	‘direct’	link	between	
capital	investment	and	opex	efficiency	savings	compared	
to	non‐capital	intensive	industries.		For	example,	a	
manufacturing	firm	could	invest	in	new	machinery	with	
lower	ongoing	operating	costs	–	and	so	could	drive	direct	
opex	savings	through	this.		Here	these	opex	reductions	are	
often:		measureable,	highly	certain;	and	begin	immediately	
from	the	point	at	which	the	new	machine	(or	other	
relevant	asset)	is	put	to	use.		Equally,	existing	capital	
assets	can	just	be	‘sweated’	harder	to	drive	down	opex.		
Contrast	this	with	a	non‐capital	intensive	firm	or	industry.		
Here	there	is	no	(or	limited)	scope	to	achieve	opex	
efficiencies	through	technological	investment.		Instead	
efficiencies	tend	to	be	linked	to	changes	in	processes,	
which:	(i)	often	take	time	to	put	in	place;	and	(ii)	are	much	
more	uncertain	in	terms	of	the	ultimate	impact	on	opex.		

It	is	clear	that	none	of	the	limited	comparators	identified	by	
Ofwat	are	similar	to	Southern’s	retail	HH	business	in	either	of	
the	above	respects	–	and	so	the	comparisons	are	invalid	from	
an	economics	perspective.		The	table	below	provides	a	
summary	of	our	assessment	of	Ofwat’s	comparators	against	
the	above	criteria	–	in	the	remainder	of	this	annex	we	set	out	
our	reasoning	and	evidence	in	more	detail	(Welsh	Water	is	
excluded	from	the	table	for	the	reasons	outlined	above,	
although	we	make	more	specific	comments	on	this	example	
later).	
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Table	4	Comparators	‐	framework	

	 Activities	
undertaken	

Asset	intensity	

Southern	retail	
HH	

Billing,	meter	reading,	
bad	debt	management,	
customer	service	

provision.	

Very	low	

Network	Rail	

Asset	management,	
Network	operation,	
Infrastructure	

projects,	Property	
management.	

Very	high	

United	airlines	

Asset	management	
and	operation	

(aircraft),	investing	in	
landing	slots,	

scheduling,	billing,	
customer	service	

functions.	

High	

MNOs	
(administrative	
pricing)	

Operating	large	fixed	
asset	networks,	

managing	spectrum,	
billing,	customer	

services.	

Very	high	

	

Source:	Economic	Insight,	company	websites,	annual	reports	

Evidence of relative asset intensity  

To	compare	asset	intensity	we	have	calculated	the	ratio	of	
total	assets	to	revenue	for	Southern’s	retail	HH	business	and	
compared	this	the	examples	cited	by	Ofwat.		In	relation	to	
Ofwat’s	examples,	we	have	included	Network	Rail	(as	
specifically	referenced	by	Ofwat);	British	Airways	(as	Ofwat	
referenced	United	Airlines	in	part	to	corroborate	the	validity	
of	the	Network	Rail	comparison	–	but	United	Airlines	went	
into	administration	some	time	ago);	and	Vodafone	(because	
MNOs	are	relevant	to	the	administrative	pricing	example	
cited	by	Ofwat	–	notwithstanding	our	previous	comments	on	
this).	

																																																																										
20   Relates to fixed assets only – in Southern’s case due to retail being 

able to pay in arrears retail working capital will be minimal, 
potentially even negative.  Even if retail current assets were included 

The	following	table	shows	the	results	of	our	analysis.	

Table	5	Comparison	of	asset	intensity	across	
comparators	cited	by	Ofwat	

	 SRN	
retail	
HH	

Network	
Rail	

British	
Airways	

Voda‐
fone	

Total	
assets	–	
NBV		
(£m)	

£39.820	 £53,915	 £11,911	 £11,067	

Rev	(£m)	 £635	 £6,333	 £11,421	 £5,364	

Ratio	
(%)	

6%	 851%	 104%	 206%	

	

Sources:	Southern	data	from	2013/14	regulatory	accounts	and	relates	
specifically	to	household	retail;	Network	Rail	figures	relate	to	the	
Group	and	are	from	the	2014	annual	report;	British	Airways	data	from	
2013	annual	report;	Vodafone	data	from	2012	annual	report.	

It	is	clear	from	the	above	that	the	comparators	referenced	by	
Ofwat	are	all	significantly	more	asset	intensive	than	
Southern’s	retail	household	business.		So	much	so	that	
(consistent	with	the	economics	principles	we	set	out	earlier)	
there	is	simply	no	credible	basis	for	suggesting	that	they	
provide	valid	reference	points	for	assessing	Southern’s	
efficiency	target.		This	point	holds	regardless	of	whether	one	
is	specifically	considering	the	opex	/	administrative	costs,	
because	of	the	inherent	linkages	between	investment	and	
ongoing	costs	in	asset	intensive	industires.	

We	note	that	Welsh	Water	does	have	a	similar	asset	intensity	
to	Southern	(in	relation	to	retail	HH	specifically).		However,	
as	noted	above,	here	Ofwat’s	example	relates	to	neither	actual	
achieved	efficiency,	nor	a	target	set	by	a	regulator	based	on	
empirical	analysis.	

the implications of the comparison shown in the table would not 
change. 

41



	

16 
		

Dŵr Cymru (Welsh Water’s) planned 
efficiency savings 

Dŵr	Cymru	Welsh	Water	(Welsh	Water)	has	proposed	a	
27.4%	efficiency	challenge	for	is	retail	business	during	the	
period	2013/	14	to	2019/20.		As	has	been	noted	above,	we	
regard	planned	efficiency	targets	as	less	meaningful	
comparators	as	they	have	neither:	(a)	been	achieved,	nor	(b)	
been	set	by	a	regulator	based	on	empirical	benchmarking.		
Nonetheless,	we	will	review	it,	as	activity‐	and	asset	intensity‐
wise,	it	is	more	comparable	to	Southern	than	any	other	
comparators	brought	forward	by	Ofwat.	

In	its	December	2013	Business	Plan	Welsh	Water	states	that:		

“…over	the	course	of	the	next	seven	years	we	are	aiming	to	
deliver	some	£273m	of	further	cost	efficiencies,	spread	across	
our	operating	and	capital	investment	activities.”21			

More	specifically,	regarding	its	retail	part	of	the	business,	
Welsh	Water	states	that:		

“In	our	retail	business	we	have	identified	efficiencies	of	£12m	
per	annum	that	will	be	achieved	in	full	by	the	middle	of	the	
quinquennium.		On	top	of	these	we	are	projecting	net	
efficiencies	that	will	reduce	operating	expenditure	by	nearly	
£8m	per	annum	by	2020	as	a	result	of	capital	projects,	notably	
in	energy,	IT,	sludge,	and	automation/control	of	more	of	our	
assets.		In	total,	we	are	targeting	an	18%	reduction	in	
“controllable”	operating	costs	(i.e.	excluding	business	rates	and	
regulators’	fees)	by	2020,	as	compared	to	2012/13).”22	

Both	the	company	and	Ofwat	have	acknowledged	that	these	
targets	are	very	ambitious.		At	Draft	Determinations,	Welsh	
Water	stated	that	“it	is	exposed	to	substantial	retail	cost	risk,	
as	it	views	its	retail	efficiency	target	to	be	challenging.”23		
Ofwat	considers	“this	risk	range	to	be	plausible	and	in	line	
with	[its]	guidance”	24	(i.e.	it	agrees	that	there	is	substantial	
risk).	

Furthermore,	Welsh	Water’s	starting	point	is	very	different	
from	Southern’s.		At	PR09,	Ofwat	classified	all	water	
companies	regarding	their	relative	operating	efficiency	into	
different	bands.		Southern	was	classified	as	A	Upper	for	
water	and	as	B	Upper	for	sewerage,	whereas	Welsh	Water	
was	classified	as	C	Lower	for	water	and	as	C	Upper	for	
sewerage.25		Taking	these	classifications	as	an	anchor,	it	is	
reasonable	to	assume	that	a	company	that	was	in	the	C	
relative	efficiency	band	at	PR09	–	such	as	Welsh	Water	‐	will	
have	greater	scope	for	achieving	efficiencies	than	a	company	
that	is	already	close	to	the/	at	the	highest	efficiency	band	–	
Southern	Water.		Welsh	Water	and	Southern	have	different	
																																																																										
21 ‘Dŵr Cymru Welsh Water: Business Plan 2015‐2020.’ December 2013. 

Pages 9‐10. 

22 Ibid. Page 26. 

23 ‘Draft price control determination notice: company‐specific appendix – 
Dŵr Cymru.’ Ofwat. August 2014. Page 55. 

historical	relative	efficiency	positions,	and	hence	their	
efficiency	challenges	cannot	(and	should	not)	be	the	same.		
The	closer	you	get	to	the	highest	efficiency	band,	the	smaller	
the	efficiency	gap	becomes	that	you	have	to	close	to	frontier,	
and	the	less	efficiency	savings	you	are	able	to	make	as	catch‐
up	efficiencies.			

We	should	emphasise	that	the	above	does	not	mean	that	
Welsh	Water’s	planned	savings	are	entirely	irrelevant.		
However,	in	isolation	–	and	without	actual	empirical	evidence	
of	achieved	or	regulator	set	–	efficiencies	in	comparable	
industries,	we	consider	that	alone	this	is	not	sufficient	to	
determine	that	the	implied	efficient	target	for	Southern	is	
appropriate.	

Conclusions and findings 

Based	on	our	review	of	the	evidence	regarding	Ofwat’s	
comparators,	as	set	out	in	this	annex,	we	find	the	following.	

» From	an	economics	perspective,	comparisons	of	achieved	
and	targeted	efficiency	across	firms	and	industries	are	
only	likely	to	be	valid	if:	(i)	the	activities	undertaken	are	
sufficiently	similar	such	that	the	mix	of	input	costs	will	
also	be	similar;	and	(ii)	asset	intensity	is	sufficiently	
similar	such	that	the	linkages	between	capital	investment	
/	technology	and	operating	cost	efficiencies	are	likely	to	be	
similar.	

» Against	the	above	two	criteria,	the	evidence	clearly	shows	
that:	Network	Rail;	United	Airlines;	and	MNOs	(as	implied	
by	Ofwat’s	reference	to	administrative	pricing)	are	
irrelevant	to	a	consideration	of	an	appropriate	efficiency	
target	for	Southern’s	retail	HH	business.	

» Given	the	above,	the	only	comparator	identified	by	Ofwat	
that	meets	these	criteria	is	Welsh	Water	–	and	its	planned	
savings	over	the	next	regulatory	period.	

» The	problem	with	the	Welsh	Water	example	is	that	the	
efficiency	figure	quoted	by	Ofwat	does	not	reflect	any	
actual	achieved	efficiency	savings	in	water	retail;	nor	does	
it	reflect	a	regulator’s	own	efficiency	assessment	–	rather	
it	is	simply	a	company’s	own	assessment	–	which	itself	is	
described	by	the	company	as	“challenging”.	

» This	is	not	to	say	that	the	Welsh	Water	example	cited	is	
irrelevant,	of	course.		However,	it	does	mean	that	it	is	a	
single	reference	point	–	and	so	care	should	be	taken	in	
drawing	inferences	when	assessing	an	appropriate	
efficiency	target	for	Southern.	

___________________________________________________________ 

24 Id ibid. 

25 ‘Future water and sewerage charges 2010‐15: final determinations.’ 
Ofwat. July 2009. Page 108. 
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Economic	Insight	Ltd	is	registered	in	England	No.	760829.	

Whilst	every	effort	has	been	made	to	ensure	the	accuracy	of	the	material	and	analysis	contained	
in	this	document,	the	Company	accepts	no	liability	for	any	action	taken	on	the	basis	of	its	
contents.	Economic	Insight	is	not	licensed	in	the	conduct	of	investment	business	as	defined	in	the	
Financial	Services	and	Markets	Act	2000.		

Any	individual	or	firm	considering	a	specific	investment	should	consult	their	own	broker	or	other	
investment	adviser.	The	Company	accepts	no	liability	for	any	specific	investment	decision,	which	
must	be	at	the	investor’s	
own	risk.	

©	Economic	Insight	Ltd	2014.	All	rights	reserved.	Other	than	the	quotation	of	short	passages	for	
the	purposes	of	criticism	or	review,	no	part	of	this	document	may	be	used	or	reproduced	without	
express	permission.	
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This	report	sets	out	our	review	of	Ofwat’s	
approach	to	retail	input	price	pressure	–	both	
generally	for	the	industry,	but	more	specifically	in	
relation	to	Southern	Water’s	cost	adjustment	
claim.		Our	key	observation	is	that	we	do	not	
consider	the	upper	quartile	test	to	be	an	
appropriate	basis	for	considering	input	price	
pressure	claims,	as	it	suggests	a	binary	link	
between	inflation	and	efficiency.	

Introduction and executive summary 

Under	the	new	regulatory	framework	for	PR14,	Ofwat	has	
removed	any	automatic	link	between	prices	and	inflation	for	
the	retail	controls.		Instead,	Ofwat’s	position	has	been	that	it	
is	for	companies	to	demonstrate	that	retail	inflation	(referred	
to	as	input	price	pressure)	should	be	allowed	for	in	prices.	

In	its	Final	Business	Plan,	Southern	Water	(Southern)	
submitted	a	claim	for	an	upward	adjustment	to	its	allowed	
retail	costs	to	reflect	input	price	pressure	amounting	to	
£12.9m.		This	claim	was	rejected	by	Ofwat	in	its	August	Draft	
Determination	for	the	company.	

																																																																										
1   Assuming such inflation impacts the marginal cost of production, 

which is a reasonable assumption. 

In	the	above	context,	Southern	asked	Economic	Insight	to	
undertake	a	detailed	review	of	Ofwat’s	entire	approach	to	
retail	input	price	pressure,	both	with	regard	to:	(i)	the	
regulator’s	general	framework,	and	approach;	and	(ii)	its	
methodology	and	‘in	practice’	implementation	of	that	
methodology.	

Our	primary	observation	is	that	we	do	not	consider	Ofwat’s	
upper	quartile	test	to	be	consistent	with	what	would	occur	in	
a	competitive	market	–	and	so	we	do	not	think	it	is	an	
appropriate	basis	on	which	to	consider	allowing	or	
disallowing	Southern’s	input	price	pressure	claim.		We	
expand	on	our	reasoning	in	the	following.	

From	an	economics	perspective,	the	issues	of	inflationary	
pressure	and	efficiency	are	closely	linked.		However,	and	
importantly,	this	link	is	not	binary.		Put	simply,	while	in	a	
competitive	market,	a	perfectly	efficient	firm	would	pass	on	
100%	of	any	input	inflation	to	end	prices,1	it	is	incorrect	to	
suppose	that	a	firm	that	was	not	perfectly	efficient	–	or	in	this	
case	not	upper	quartile	–	would	pass	on	0%.		Instead,	the	
extent	of	any	pass	on	would	reflect	the	relative	efficiency	of	
firms,	so	that	those	less	efficient	than	frontier	firms	would	
pass	on	only	the	amount	of	input	price	pressure	they	could	
not	absorb	through	efficiency	savings.	

The	rationale	for	the	above	is	that	(in	a	competitive	market)	
firms	cannot	price	above	the	competitive	level.		Therefore,	if	a	
firm	was	(to	whatever	extent)	inefficient,	it	would	still	pass	
on	inflationary	pressure	to	its	prices,	but	would	do	so	only	up	
to	the	point	where	its	price	was	equal	to	that	of	the	efficient	
firm.		That	is,	not	all	of	the	inflation	would	feed	through	to	
prices.		Therefore,	simply,	in	a	competitive	market	the	
amount	of	inflationary	input	price	pressure	a	company	can	
pass	on	turns	critically	on	both:		

 the	gross	inflationary	price	pressure	it	faces;	and	
 its	relative	efficiency.	

In	our	view,	both	the	extent	of	efficiency	and	inflation	are	
empirical	matters	that	can	be	tested	with	data.		This	is	the	
basis	on	which	we	therefore	believe	input	price	pressure	
claims	should	be	assessed,	rather	than	applying	a	form	of	
threshold.			

The	above	approach	would	ensure	that	the	appropriate	‘net’	
amount	of	input	price	pressure	was	allowed	–	in	that	it	would	
properly	reflect	the	extent	to	which	companies	could	absorb	
inflationary	pressure	by	making	efficiency	savings.		This	
would,	quite	rightly,	ensure	that	less	efficient	firms	would	be	
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allowed	less	input	price	pass	through,	and	would	instead	
need	to	absorb	a	greater	proportion	of	inflation	than	more	
efficient	firms.	

The	problem	with	Ofwat’s	upper	quartile	test	is	that,	on	one	
hand	is	recognises	the	link	between	efficiency	and	inflation	
(i.e.	Ofwat	is	effectively	setting	a	cost	threshold	above	which	
inflationary	claims	will	not	be	considered)	yet	at	the	same	
time	ignores	the	link	if	the	threshold	is	not	met.		This	‘binary’	
approach	raises	difficulties	when	one	considers	the	clear	
implications.		Specifically,	companies	just	within	the	upper	
quartile	will	have	input	price	pressure	claims	considered	by	
Ofwat	on	the	basis	of	their	net	inflation	and	efficiency	
position.		However,	other	companies	–	even	those	just	outside	
of	the	upper	quartile	(with	a	similar	relative	efficiency	
position)	would	have	no	allowance	for	inflationary	pressure	
at	all.		Instead	such	firms	will	have	to	fully	absorb	all	input	
price	pressure	over	PR14.			

Following	from	the	above,	we	would	
highlight	the	fact	that	Southern’s	claim	
reflected	an	assessment	of	its	net	inflation	
and	efficiency	position,	consistent	with	
economic	theory.		In	particular,	it	was	
consistent	with	the	company	being	able	to	
achieve	efficiency	savings	that	are	greater	
than	the	inflationary	pressure	it	faces	–	and	
so	still	translated	to	falling	costs	in	real	
terms.	

In	summary,	therefore,	our	central	point	is	the	upper	quartile	
threshold	should	not	be	used	as	the	basis	for	determining	
whether	to	allow	Southern’s	claim	or	not.		We	further	have	
some	more	minor	observations	regarding	the	overall	
approach	to	considering	net	input	price	pressure.	

The	remainder	of	this	report	is	structured	as	follows:	

» A	summary	of	Ofwat’s	approach	to	input	price	pressure.	

» Our	review	of	Ofwat’s	approach.	

» Our	review	of	Ofwat’s	implementation	of	its	methodology	
in	relation	to	input	price	pressure	(as	set	out	at	Risk	Based	
Review	and	in	the	Draft	Determinations).	

» An	evaluation	of	Southern’s	position	and	evidence.	

» Finally,	a	summary	of	our	overall	conclusions.	

Summary of Ofwat’s approach to considering 
retail input price pressure 

To	inform	our	review,	we	have	examined	Ofwat’s	statements	
and	position	regarding	input	price	pressure	inflation	for	
retail	–	in	particular,	its:	Future	Price	Limits;	Price	Control	
Methodology	consultations;	and	its	Final	Methodology	

																																																																										
2   ‘Future price limits – a consultation on the framework Appendix 3: 

Remunerating and addressing risk.’ Ofwat (November 2011). 

Statement.		In	the	following	we	therefore	summarise	Ofwat’s	
publically	stated	position	in	relation	to	its	approach	and	
framework	for	input	price	pressure.		We	subsequently	
address	how	Ofwat	has	implemented	its	methodology	in	
practice,	by	reviewing	its	position	at	both	Risk	Based	Review	
(RBR)	and	the	Draft	Determinations.	

In	its	Future	Price	Limits	consultation,	Ofwat	set	out	the	
following	of	relevance	to	the	potential	allowance	for	
inflationary	pressures	within	the	retail	controls:	

“Consistent	with	the	current	approach,	the	wholesale	revenues	
will	be	indexed	to	RPI	and	passed	through	to	customers	by	the	
retailer.	Investors	welcomed	this	link	to	RPI	where	there	is	a	
high	level	of	asset	intensity.	But	retail	is	an	asset‐light	business	
in	which	we	are	seeking	to	encourage	contestability.	Retailers	
in	competitive	markets	do	not	have	inflation	protection	
through	an	automatic	adjustment	to	revenues	from	RPI,	

although	they	do	have	the	freedom	to	adjust	
the	price	of	goods	or	services	sold.		

We	question	whether	it	is	appropriate	to	
assume	that	the	default	tariff	for	the	
contestable	customer	base	and	the	average	
cost	to	serve	for	the	non‐contestable	
customer	base	should	be	protected	by	an	RPI	
cost	pass	through.	We	recognise	that	any	
approach	to	indexation	of	revenues	must	be	
consistent	with	the	approach	to	cost	

assessment.	For	example,	where	retail	costs	are	not	linked	to	
RPI,	it	may	not	be	appropriate	to	assume	retail	cost	efficiencies	
in	the	price	limit.	On	the	other	hand,	protection	through	RPI	
clearly	would	imply	a	need	for	us	to	continue	to	set	an	
efficiency	target	for	retail	activities.”2	

With	regard	to	the	Price	Control	Methodology	consultation,	
Ofwat	set	out	the	following:	

“But	retail	services	alone	require	a	very	different	mix	of	costs	
compared	with	wholesale,	a	much	lower	proportion	of	capital	
costs.	They	also	have	assets	with	much	shorter	lives	and	
existing	retail	assets	in	the	RCV	have	been	allocated	to	the	
wholesale	price	control,	which	will	continue	to	have	RPI	
indexation.	So,	we	do	not	consider	that	RPI	indexation	would	be	
appropriate	for	the	household	retail	control	–	and	note	that	
this	would	be	in	line	with	the	experiences	of	most	retail	
businesses,	across	the	economy.	

We	expect	retailers	to	manage	emerging	cost	pressures	actively	
by	seeking	lower	costs	and	optimising	their	mix	of	retail	inputs,	
as	all	retail	business	in	other	sectors	would.	For	example,	IT	
systems	tend	to	both	fall	in	cost	over	time	and	increase	in	
capability	allowing	retailers	to	maintain	or	improve	service	at	
lower	cost.	We	note	that	some	water	companies	make	use	of	
outsourcing	and	this	model	is	also	extensively	used	to	provide	
retail	services	in	other	sectors.	We	would	expect	efficient		
retailers	to	innovate	and	actively	consider	alternative	means	of	

“Where retail costs are not linked 
to RPI, it may not be appropriate 
to assume retail cost efficiencies 

in the price limit. On the other 
hand, protection through RPI 

clearly would imply a need for us 
to continue to set an efficiency 

target for retail activities.”  
Ofwat
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providing	retail	services	and	so	identify	scope	to	reduce	costs	
and	(or)	improve	services.”	3	

Within	the	Price	Control	Methodology	consultation,	Ofwat	also	
set	out	its	three	options	for	addressing	retail	input	price	
pressure	within	the	new	regulatory	framework:	

“In	many	respects,	the	issues	we	need	to	consider	in	relation	to	
uncertain	cost	inflation	are	similar	across	the	two	retail	
controls.	One	key	difference	is	the	impact	of	competition	–	
companies	will	have	a	stronger	incentive	to	minimise	the	cost	
that	is	passed	onto	customers.		We	consider	there	are	three	
options	to	address	uncertain	and	uncontrollable	price	
pressures	within	the	non‐household	control	[note,	Ofwat	reads	
this	point	across	to	the	HH	control].	These	are:		

(i)	no	explicit	allowance	for	input	price	inflation,	based	on	an	
assumption	that	companies	can	control	and	manage	all	the	
relevant	risks;		

(ii)	to	ensure	that	the	non‐household	retail	control	over	the	
period	2015‐20	has	sufficient	net	margin	to	cover	the	risks	of	
unexpected	uncontrollable	changes	in	input	prices;	and		

(iii)	a	pre‐set	measure	that	reflects	the	future	changes	in	
relevant	efficient	costs	of	a	retailer	providing	non‐household	
services.”4		

In	its	Final	Methodology	Statement	(which	followed	the	
methodology	consultation),	Ofwat	stated	that:	

“In	the	methodology	consultation,	we	explained	why	we	do	not	
consider	RPI	indexation	would	be	an	appropriate	mechanism	
for	reflecting	uncertain	and	uncontrollable	input	price	risks	in	
retail	controls	(including	the	non‐household	control).	

We	remain	of	the	view	that	RPI	indexation	is	not	appropriate	
for	the	non‐household	retail	control,	which	is	consistent	with	
our	approach	to	the	household	retail	control.		Indeed,	we	have	
not	been	able	to	obtain	any	evidence	to	suggest	that	there	are	
material	non‐household	retail	input	cost	pressures	that	are	
beyond	companies’	reasonable	control.”5	

In	its	Final	Methodology	Statement,	Ofwat	reasserted	its	
position	that	it	would	not	allow	any	automatic	pass	through	
of	retail	related	inflation	to	prices.		However,	it	indicated	that	
adjustments	to	allowed	retail	costs	(i.e.	the	average	cost	to	
serve)	would	be	considered	for	factors	that	met	the	following	
three	criteria:	

 “has	a	material	impact	on	their	costs;	
 is	beyond	management	control	(having	taken	all	possible	
steps	to	control	it);	and	

																																																																										
3   ‘Setting price controls for 2015‐20 – framework and approach a 

consultation.’ Ofwat, Page 91. 

4   ‘Setting price controls for 2015‐20 – framework and approach a 
consultation.’ Ofwat (date) Pages 106‐107. 

 impacts	the	company	in	a	materially	different	way	to	
other	companies.”6	

	
As	the	above	criteria	apply	to	all	company	applications	for	
retail	cost	adjustments,	they	therefore	apply	in	relation	to	
companies	making	claims	for	retail	input	price	pressure.	
	

Our review of Ofwat’s approach 

We	have	a	number	of	observations	regarding	Ofwat’s	stated	
position	regarding	input	price	pressure	within	the	context	of	
the	retail	HH	control.		These	are	as	follows.	

The	intrinsic	link	between	inflationary	pressure	
and	efficiency	

Based	on	the	statements	it	has	made,	Ofwat’s	‘in	principle’	
rationale	for	not	allowing	input	price	pressure	in	retail	HH	
appears	to	rest	on	the	view	that:	(i)	retail	is	a	more	asset	light	
activity	than	wholesale;	and	/	or	(ii)	retail	is	sufficiently	
inefficient	as	a	function	such	that	any	input	price	pressure	
can	be	absorbed	by	the	companies.		We	do	not	consider	the	
former	to	be	a	directly	relevant	consideration.		The	latter	is	a	
matter	of	empirical	evidence.	

In	its	Future	Price	Limits	consultation,	Ofwat	explicitly	
accepted	the	link	between	efficiency	and	allowing	for	input	
price	pressure,	stating	that:	“where	retail	costs	are	not	linked	
to	RPI,	it	may	not	be	appropriate	to	assume	retail	cost	
efficiencies	in	the	price	limit.	On	the	other	hand,	protection	
through	RPI	clearly	would	imply	a	need	for	us	to	continue	to	set	
an	efficiency	target	for	retail	activities.”		The	link	between	
efficiency	and	the	ability	of	companies	to	absorb	input	price	
pressure	is,	in	our	view,	the	fundamental	issue	for	
consideration	here.		Regarding	this	we	note:		

» That	Ofwat’s	statement	is	consistent	with	the	view	that,	
were	retailers	already	efficient,	then	the	effect	of	input	
price	pressure	(inflation)	should	be	allowed	for	in	
regulatory	determinations.	

» However,	in	practice,	Ofwat	has	set	an	efficiency	challenge	
for	retail	HH	based	on	the	ACTS	methodology,	and	yet	has	
not	included	any	allowance	for	inflation	within	the	retail	
HH	control.		This	would	seem	to	be	contrary	to	its	own	
statements	that	to	do	so	would	be	inappropriate	(note,	the	
actual	relative	efficiency	position	of	any	individual	
company,	such	as	Southern,	is	wholly	irrelevant	to	this	
point	of	principle).	

Ofwat’s	implementation	of	its	method	–	at	both	RBR	and	in	
the	Draft	Determinations	–	is	also	consistent	with	the	fact	

5   ‘Setting price controls for 2015‐20 – final methodology and 
expectations for companies’ business plans.’ Ofwat (2013), page 
109. 

6   ‘Setting price controls for 2015‐20 – final methodology and 
expectations for companies’ business plans.’ Ofwat (July 2013). 
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that	the	regulator	takes	the	view	that	inflation	and	efficiency	
are	connected	–	we	discuss	this	subsequently.		

If	one	accepts	that	there	is	an	intrinsic	link	between	the	need	
to	allow	for	input	price	pressure	and	an	assessment	of	
efficiency	–	it	seems	to	us	that	this	link	is	non‐binary.		That	is	
to	say,	whilst	it	would	be	correct	to	conclude	that	a	perfectly	
efficient	firm	(i.e.	a	firm	at	the	efficiency	frontier)	would	pass	
on	100%	of	input	price	pressure	to	customers7,	it	is	incorrect	
to	suppose	that	any	firm	that	was	not	perfectly	efficient	(even	
if	was	very	close	to	the	frontier)	would	pass	on	0%.		Rather,	
the	extent	of	pass	on	should	depend	on	the	relative	efficiency	
of	firms,	so	that	firms	that	are	less	efficient	than	the	frontier	
would	pass	on	only	the	proportion	of	input	price	pressure	
that	could	not	be	absorbed	through	efficiency	savings.	

The	economics	rationale	for	this	is	that,	in	a	competitive	
market,	firms	could	not	charge	above	the	competitive	price.		
Therefore,	if	a	firm	was	(to	some	degree)	inefficient,	but	faced	
similar	inflationary	pressures	to	an	efficient	firm,	it	would	
still	pass	those	cost	pressures	onto	its	end	prices,	but	only	up	
to	the	point	where	its	price	was	equal	to	that	of	the	efficient	
firm	(i.e.	not	all	of	the	inflation	would	be	passed	on).		Put	
simply,	in	a	competitive	market	the	quantum	of	input	price	
pressure	that	a	firm	passes	on	to	end	prices	depends	on	both:	
(i)	the	gross	input	price	pressure	it	faces;	and	(ii)	its	relative	
efficiency	–	as	illustrated	in	the	following	figure.	

Figure	1	Illustration	of	expected	inflation	pass	on	in	
competitive	markets	

	

Both	the	extent	of	efficiency	and	inflation	are	empirical	
questions,	which	can	be	examined	and	tested	with	data	and	
analysis.		Indeed,	and	as	set	out	subsequently,	this	is	the	very	
basis	of	the	evidence	Southern	developed	to	support	its	claim.	

Consistent	with	the	preceding	therefore,	our	main	
observation	regarding	Ofwat’s	approach	to	input	price	
pressure	is	that	it	is	setting	companies	an	efficiency	challenge	
without	explicitly	taking	inflationary	pressure	into	account.		
Relatedly,	the	approach	indicates	that,	despite	the	presence	
of	efficiency	targets,	Ofwat	will	only	consider	allowing	for	
inflation	in	retail	where	a	company	can	demonstrate	that	it	is	

																																																																										
7   Here for simplicity we are assuming that inflation impacts the 

marginal cost of production. 

already	‘efficient’.		This	does	not	reflect	the	fact	that	both	
efficiency	and	inflation	are	on	a	continuum.	

We	suggest	that,	in	line	with	Ofwat’s	previous	statements	
during	the	methodology	consultation	process,	there	seem	to	
be	two	approaches	that	would	be	internally	consistent:	

» An	approach	that	includes	both	efficiency	targets	and	
allows	for	input	inflationary	pressure.	

» An	approach	that	excludes	both	efficiency	targets	and	
inflationary	pressure.	

Which	of	the	above	approaches	is	most	appropriate	would	
turn	on	the	relevant	evidence.		The	difficulty	raised	by	
Ofwat’s	approach	is	that,	by	setting	efficiency	targets	without	
allowing	for	inflation	(or	at	least	only	allowing	for	inflation	
subject	to	certain	conditions	that	make	it	binary	–	specifically	
the	upper	quartile	test)	it	is	implicitly	assuming	that	the	
extent	of	inefficiency	is	sufficient	so	that	all	inflation	can	be	
absorbed.		However,	the	overall	approach	does	require	Ofwat	
to	assess	whether	this	is,	in	fact,	the	case.	

Further,	notwithstanding	the	absence	of	an	explicit	empirical	
assessment	of	both	inflation	and	efficiency	simultaneously	
within	the	approach,	there	does	not	appear	to	be	any	strong	
‘in	principle’	reasons	to	suppose	that	the	extent	of	
inefficiency	in	water	retail	is	so	much	larger	than	in	water	
wholesale	so	that	all	inflation	can	be	absorbed	in	the	former.		
Indeed,	historically	the	entire	value	chain	has	been	subject	to	
Ofwat’s	efficiency	framework.	

Input	price	pressure	can	vary	materially	across	
equally	competitive	industries	

Following	from	the	preceding,	we	now	consider	Ofwat’s	
statement	that:	“Retailers	in	competitive	markets	do	not	have	
inflation	protection	through	an	automatic	adjustment	to	
revenues	from	RPI,	although	they	do	have	the	freedom	to	adjust	
the	price	of	goods	or	services	sold.”		This	is	obviously	correct.		
However,	in	a	competitive	market,	economic	theory	would	
suggest	that	the	totality	of	inflationary	cost	pressure	would	
be	passed	onto	end	prices	(assuming	it	impacts	the	marginal	
cost	of	production	–	and	that	being	perfectly	competitive,	
firms	are	efficient	–	noting	that	as	above,	should	firms	not	be	
perfectly	efficient	the	degree	of	pass	through	is	then	limited	
to	the	competitive	market	price).	

Here	our	view	is	that	it	is	important	to	understand	that	the	
above	issues	(regarding	the	economics	of	competitive	rivalry	
and	cost	pass	through)	are	entirely	separate	from	the	fact	
that	both	the	level	and	nature	of	input	price	pressure	/	
inflation	can	vary	considerably	across	industries.	

That	is	to	say,	in	a	competitive	market	in	which	input	cost	
pressure	is	very	low,	prices	would	only	rise	modestly	to	
reflect	that,	whereas	in	competitive	markets	where	input	
costs	are	rising	sharply,	so	too	will	prices	(all	else	equal).		Put	
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simply,	it	is	possible	to	identify	examples	of	industries	
considered	to	be	competitive	in	which	price	inflation	appears	
low	or	negative,	but	equally	possible	to	identify	competitive	
industries	where	price	inflation	appears	to	be	very	high.		To	
illustrate	this,	the	following	figures	show	annual	production	
inflation	(the	UK	producer	price	index)	for	Q2	2014	split	by	
industry,	and	the	annual	retail	rate	of	inflation	for	June	2014	
across	individual	items	within	the	ONS’	basket	for	RPI.	

Figure	2	Annual	producer	price	inflation	by	industry	as	
of	Q2	2014		

	

Source:	ONS	

Figure	3	RPI	for	June	2014	by	individual	item	

	

Source:	ONS	(labels	not	shown	for	readability)	

The	data	shows	that	there	is	considerable	variation	in	both	
producer	(i.e.	input)	price	inflation	and	retail	inflation	across	
industries	/	specific	items.		For	example,	the	annual	rate	of	
producer	price	inflation	varies	from	12%	for	the	hotel	
industry	to	negative	values	of	between	‐1%	and	‐13%	for	
industries	such	as	computer	services,	music	recording	and	

																																																																										
8   Specific ONS variable code analysed: CPI Index 07.3.3: Passenger 

transport by air. 

9   Of course, numerous factors can influence end prices – and so the 
above data does not prove that, in the case of airlines, input price 
pressure is being passed through – rather, it merely demonstrates 

the	recovery	of	materials.		Similarly,	individual	items	within	
RPI	vary	enormously,	from	between	+14%	to	‐11%.	

The	implication	of	the	above	is	that	Ofwat’s	statement	that	in	
competitive	markets	firms	are	not	‘protected’	from	inflation	
may	be	correct,	but	it	is	also	of	no	direct	relevance.		Both	high	
and	low	(or	even	negative)	inflationary	pressure	is	consistent	
with	competitive	markets	–	the	common	feature	is	that	the	
intensity	of	competition	would	lead	to	that	cost	pressure	
feeding	through	to	prices.		For	example,	the	airline	industry	is	
widely	regarded	as	being	highly	competitive	–	and	various	
published	analyses	suggests	that	airlines	struggle	to	earn	
their	cost	of	capital.		Yet	the	ONS	data	shows	its	producer	
price	pressure	is	currently	running	at	5%	pa	and	ONS	CPI	
data	indicates	that	airfare	price	inflation	has	averaged	just	
over	6%	pa	for	the	first	two	quarters	of	2014	(and	in	fact	
peaked	at	c.	20%	for	Q2).8		In	this	case	therefore,	end	price	
movements	are	consistent	with	input	price	pressure	being	
passed	through.9	

The	implications	of	the	above	for	Ofwat’s	approach	are:	

» That	if	the	rationale	for	not	allowing	inflationary	pressure	
in	water	retail	is	in	some	way	linked	to	an	observation	that	
in	some	retail	markets	(which	Ofwat	regards	as	
competitive)	there	has	been	low	inflationary	or	even	
falling	prices,	this	may	be	mistaken.		Those	same	
industries	may,	in	fact,	just	have	low	or	falling	input	price	
pressure,	and	therefore	the	observation	would	be	entirely	
consistent	with	price	pressure	feeding	through	to	end	
prices.	

» Secondly,	it	also	implies	that,	whilst	within	an	industry	one	
might	generally	expect	inflationary	pressures	to	be	
similar,	one	cannot	assume	that	inflation	across	industries	
is	necessarily	similar.		Therefore,	examples	of	low	price	
pressure	in	certain	retail	segments	are	not	relevant	to	the	
key	question	here;	which	is:	what	is	the	level	of	input	price	
pressure	faced	by	water	retailers?	

The	above,	of	course,	goes	to	a	further	important	issue	–	that	
the	extent	of	inflationary	pressure	firms	face	will	depend	on	
their	mix	of	input	costs	(as	some	inputs	are	more	subject	to	
inflation	than	others).		In	this	regard,	we	recall	Ofwat’s	
statement	in	its	Price	Control	Methodology	consultation	that:	
“IT	systems	tend	to	both	fall	in	cost	over	time	and	increase	in	
capability	allowing	retailers	to	maintain	or	improve	service	at	
lower	cost.”		The	statement	was	given	by	Ofwat	as	an	example	
of	how	retailers	in	other	sectors	can	manage	costs.		However,	
what	matters	here	is	what	the	relevant	mix	of	input	cost	
factors	are	for	water	retail	and	what	inflationary	pressure	is	
for	these.		In	actual	fact,	IT	represents	a	relatively	small	
proportion	of	the	water	cost	mix.		Indeed,	across	the	industry	
it	is	estimated	to	account	for	only	10%	of	costs10,	and	in	many	
cases	is	likely	to	be	lower.	

that both input price pressure, and retail inflation are observable in 
a market widely considered to be competitive. 

10   ‘Assessing Potential Changes in Retail Costs, 2015 to 2020: A report 
prepared for Water UK.’ First Economics (2013). 
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Further	to	the	above,	the	vast	majority	(80%)	of	the	water	
retail	cost	mix	is	accounted	for	by	bad	debt	and	labour	–	and	
a	range	of	publically	available	data	is	available	to	
demonstrate	the	relevant	inflationary	pressures	relating	to	
these	(such	as	that	included	within	Southern’s	claim,	for	
example).		Here	the	key	point	is	quite	simply	that	the	
observations	that	some	retail	segments	in	the	economy	might	
face	low	(or,	indeed,	high)	input	cost	inflationary	pressure	is	
not	relevant.		What	is	relevant	is	the	likely	inflation	that	will	
apply	to	the	input	cost	mix	of	water	retailers.	

The	question	of	who	bears	inflationary	risk	should	
be	reflected	in	the	approach	to	setting	margins	

In	its	Final	Methodology	Statement,	Ofwat	determined	(as	
noted	above)	that	it	would	not	allow	for	inflationary	
pressures	within	the	retail	controls.		Of	the	three	options	it	
consulted	on	for	addressing	input	price	pressure,	it	would	
appear	that	Ofwat	selected	Option	1,	which	as	stated	
previously	was	described	as	follows:	“no	explicit	margin	for	
input	price	inflation,	based	on	the	assumption	that	companies	
can	control	and	manage	all	the	relevant	risks.”			

Ofwat’s	above	statement	indicates	that	it	accepts	that	the	
assessment	of	the	appropriate	margin	for	retail	should	be	
made	in	the	context	of	whether	inflationary	risk	is,	or	is	not,	
being	included.		This	is	an	important	issue	because	within	any	
regulatory	framework	judgements	must	be	made	about	who	
is	best	placed	to	manage,	and	therefore	bear,	risk.		For	
example,	under	cost	pass‐through	regulatory	models,	equity	
investors	in	regulated	firms	bear	no	risk	in	relation	to	
outturn	operating	costs;	whereas	under	allowed	revenue	
controls	(such	as	those	that	apply	in	the	water	and	sewerage	
industry	in	England	and	Wales)	equity	holders	bear	the	risk	
of	outturn	operating	costs	varying	from	those	allowed	for	
within	a	price	control.			

For	this	reason,	all	else	equal,	the	cost	of	equity	(i.e.	the	
return	that	equity	holders	require)	will	tend	to	be	higher	
under	a	revenue	control	model	than	under	a	cost	pass‐
through	model	(this	is	a	non‐contentious	point,	and	there	is	
substantial	regulatory	precedent	and	academic	literature	to	
evidence	this,	which	we	summarise	later).		Ofwat’s	approach	
of	not	automatically	allowing	for	input	price	pressure	
effectively	removes	an	element	of	cost	that	was	historically	
“passed	through”	to	prices	and	transfers	that	risk	to	equity.		
Here	we	note	the	following:		

» That	in	setting	the	retail	HH	net	EBIT	margin,	Ofwat	does	
not	appear	to	have	set	out	any	evidence	or	discussion	as	to	
whether	or	not	a	consideration	of	inflation	risk	being	born	
by	equity	has	been	taken	into	account	in	setting	the	level	
of	the	margin.	11		Of	course,	the	fact	that	such	a	discussion	
is	absent	from	Ofwat’s	published	documents	does	not	

																																																																										
11   In particular see ‘Water retail net margins: a report prepared for 

Ofwat.’ PwC (2013) pages 12‐15 – and also Ofwat’s Risk and Reward 
Guidance, neither of which discuss this subject. 

12   See table 4 of PwC’s report for Ofwat.  Note, the fact that PwC also 
undertook a ‘bottom up’ assessment of retail margins using a 
nominal WACC that incorporated inflation is wholly irrelevant to this 
point – not least because an appointee level (rather than retail) 
WACC was used – but also because Ofwat relied upon the precedent. 

mean	that	the	regulator	did	not	take	such	matters	under	
consideration.	

» That	under	the	regulatory	determinations	on	which	Ofwat	
relied	in	setting	the	retail	HH	margin,	equity	did	not,	in	
fact,	bear	inflationary	risk	(because	inflation	was	allowed	
for	at	the	retail	level	in	those	same	determinations).12		In	
other	words,	at	face	value	there	may	be	an	inconsistency	in	
Ofwat’s	decision	to	transfer	additional	opex	risk	to	equity	
and	the	basis	on	which	it	set	the	retail	HH	margin.	

» That	as	a	consequence	of	these	issues,	all	else	equal,	equity	
investors	in	retail	will	generally	expect	higher	returns	
than	would	have	been	the	case	had	inflation	been	passed	
on,	which	would	seem	to	imply	that:	(a)	without	any	
change	in	approach,	this	might	dampen	the	attractiveness	
of	retail	to	equity	(because	the	margin	may	not	adequately	
reflect	the	risks	they	will	actually	bear)	thus	investment	in	
retail	will	be	below	its	efficient	level;	or	(b)	in	the	long	run,	
customer	bills	will	have	to	rise	(through	some	mechanism	
other	than	the	margin,	if	this	is	not	adjusted)	to	
compensate	for	this	matter.		Note,	in	relation	to	all	of	the	
above,	it	is	important	to	be	aware	that	the	fact	that	Ofwat	
is	setting	allowed	returns	for	retail	on	a	net	EBIT	margin	
basis	is	irrelevant	to	the	fact	that	conceptually,	the	margin	
is	providing	a	return	to	investors.	

We	should	emphasise	that	the	above	points	are	non‐
contentious	in	economics,	and	that	they	are	reflected	in	a	
number	of	regulatory	determinations.		For	example,	in	
determining	the	appropriate	approach	for	considering	
applications	for	the	Gas	to	the	West	Pipeline,	the	Northern	
Ireland	Authority	for	Utility	Regulation	(NIAUR)	
implemented	a	risk	adjustment	factor	to	the	WACC	of	
applicants	of	0.22	basis	points	to	reflect:	“variations	in	the	
level	of	risk	borne	by	investors	in	each	model,”13	where	(and	of	
direct	relevance	here)	NIAUR	was	specifically	referring	to	the	
difference	between	‘revenue	cap’	models	(in	which	equity	
bears	opex	risk)	and	‘cost	pass	through’	models	(in	which	it	
does	not).			The	NIAUR	further	noted	that	the	adjustment	
factor	could	be	as	high	as	0.53	basis	points.	

Whilst	inflation	will	not	be	the	only	driver	of	opex	volatility	in	
retail	–	it	is	likely	to	be	a	significant	one.		Therefore,	the	above	
evidence	clearly	shows	that	the	impact	on	equity	of	inflation	
risk	being	transferred	could	be	material.		Furthermore,	
various	academics	have	long	recognised	the	inflation	/	opex	
and	equity	risk	relationship	–	see	Jenkinson	(2006)14;	and	

13   ‘Gas to the West Licence Applications: Consultation on Provisional 
Decisions.’ NIAUR (August 2014). 

14   ‘Regulation and the cost of capital.’ Tim Jenkinson, SAID, University 
of Oxford, in ‘International Handbook on Economic Regulation.’ 
Crew, Parker and Elgar (2006). 
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Wright	et	al	(2003).15		A	review	of	the	relevant	literature	is	
included	in	the	Annex	to	this	paper.		

Our	final	point	regarding	Ofwat’s	overall	methodology	and	
approach	relates	to	the	‘three	step’	test	it	set	out	in	its	Final	
Methodology	Statement;	that	to	allow	any	cost	adjustment,	
the	factor	in	question	must	be:	material,	beyond	management	
control,	and	affect	the	company	in	a	different	way	to	others.		
Regarding	these	tests	we	make	the	following	points:	

» That	the	materiality	threshold	arguably	gives	rise	to	an	
inconsistency	because	of	the	inherent	link	between	
inflation	and	efficiency.		Any	company	above	Ofwat’s	ACTS	
threshold	has	an	efficiency	challenge	applied	–	with	no	
consideration	to	‘materiality’,	but	yet	inflationary	cost	
pressure	can	only	be	allowed	for	where	a	company	can	
demonstrate	its	materiality.	

» That	the	relevance	and	interpretation	of	the	final	leg	of	
Ofwat’s	test:	“impacts	the	company	in	a	materially	different	
way	to	other	companies”16	is	somewhat	unclear	in	relation	
to	price	pressure	and	could,	therefore,	be	questioned.		
That	is	to	say,	whilst	efficiency	might	vary	materially	
across	companies,	given	they	are	likely	to	use	a	relatively	
similar	mix	of	inputs,	one	would	not	expect	the	amount	of	
gross	input	price	pressure	to	vary	materially	across	them.		
Therefore,	we	consider	that	an	interpretation	of	the	test	
that	requires	a	company	to	show	that	it	has	materially	
greater	gross	input	price	pressure	relative	to	other	
companies,	would	be	questionable.	The	issue	being	that	
the	gross	price	pressure	is	likely	to	be	relatively	common.		
In	that	sense,	a	company	that	was	much	less	efficient	than	
another	would	be	affected	by	input	price	pressure	in	a	
materially	different	way	–	and	this	would	be	reflected	in	
its	input	price	pressure	claim	being	materially	smaller.			

 
Ofwat’s implementation at RBR and in Draft 
Determinations – and our review 

In	this	section	we	summarise	Ofwat’s	‘implementation’	of	its	
approach,	as	set	out	in	its	RBR	and	Draft	Determinations,	and	
our	review	of	this.	

Ofwat’s	implementation	at	Risk	Based	Review	–	and	
our	review	

In	its	RBR	assessment,	Ofwat	stated	that	no	companies	had	
provided	sufficient	evidence	with	regards	to	input	price	
pressure	claims	–	and	so	rejected	them	all.		Across	Ofwat’s	
published	feedback,	the	regulator	identified	a	number	of	
specific	issues	that	explained	why	it	had	taken	this	view.		The	

																																																																										
15   ‘A study into certain aspects of the cost of capital for regulated 

utilities in the UK.’ Wright, Mason, Miles.  CEPR / OFT / various 
regulators (2003). 

16   See slides from ‘Ofwat Retail Workshop.’ (April 2014). 

four	main	reasons	cited	by	Ofwat	for	rejecting	company	
claims	for	inflation	were:	

» A	lack	of	benchmarking	evidence	to	demonstrate	that	
companies	are	efficient	relative	to	‘within	industry’	
comparators.	

» A	lack	of	benchmarking	evidence	to	demonstrate	that	
companies	are	efficient	relative	to	‘wider	industry’	(i.e.	
non‐water)	comparators.	

» The	basis	for	forecasting	inflation	was	not	appropriate	in	
all	cases	(for	example,	Ofwat	suggested	using	occupation	
specific	measures	for	wage	inflation,	rather	than	overall	
UK	wage	inflation).	

» Insufficient	evidence	to	indicate	that	the	cost	pressure	is	
outside	of	management	control.17	

Ofwat	also,	at	the	time	of	RBR,	made	reference	to	certain	
companies	choosing	to	withdraw	their	input	price	pressure	
claims	–	and	cited	this	as	evidence	that	those	companies	must	
have	believed	that	any	inflationary	cost	pressure	could	be	
absorbed.18	

Our	review	of	Ofwat’s	implementation	at	Risk	
Based	Review	

The	key	point	we	wish	to	highlight	regarding	the	feedback	
Ofwat	gave	companies	at	RBR	was	that,	again,	this	seems	to	
be	consistent	with	Ofwat	accepting	that	there	is	a	link	
between	inflation	and	efficiency.		That	is	to	say,	Ofwat	
rejected	many	claims	on	the	basis	that	insufficient	
benchmarking	evidence	had	been	provided	to	demonstrate	
that	they	were	efficient.		The	obvious	inference	being	that	
Ofwat	accepts	that	the	need	to	allow	for	inflationary	pressure	
must,	by	definition,	depend	on	‘how’	efficient	the	companies	
are.		In	this	regard	we	therefore	note	that:	

 within	the	RBR	process,	Ofwat	did	not	itself	set	out	its	
own	evidence	regarding	either	inflation	or	efficiency	
with	regards	to	retail;	and	

 that	the	implementation	of	its	method	was	‘binary’	in	
the	sense	that	it	was	not	seeking	to	quantify	the	
‘amount’	of	efficiency	and	inflation	for	the	companies	
and	identify	the	appropriate	net	figure	–	but,	rather,	
appeared	to	be	only	considering	the	allowance	of	
inflation	pressure	in	instances	where	a	company	could	
‘prove’	that	it	was	already	efficient	(however	defined).	

With	regard	to	Ofwat’s	statements	regarding	certain	
companies	voluntarily	choosing	to	drop	their	input	price	
pressure	claims,	we	think	care	should	be	taken.		In	particular:		

17   See ‘Element categorisation scorecards.’ For individual companies – 
Ofwat (April 2014). 

18   For example, see: ‘May draft determinations analyst and investor 
call Speech made by Sonia Brown, Chief Regulation Officer.’ Ofwat 
(30 May 2014). 
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 regulatory	settlements	should	be	considered	in	totality,	
and	so	other	companies	may	be	of	the	view	that,	in	their	
particular	circumstances,	the	downside	of	not	having	
retail	HH	input	price	pressure	included	in	their	
determination	is	mitigated	by	other	areas	of	upside;	
and		

 in	any	event,	even	if	some	companies	are	of	the	view	
that	retail	HH	input	price	pressure	can	be	absorbed,	
this	does	not	necessarily	mean	that	in	practice	it	will	be.	

	

In	relation	to	the	second	point,	we	would	emphasise	that	
ultimately,	it	is	equally	important	to	ensure	that	companies	
claiming	to	be	able	to	fully	absorb	inflation	are,	in	fact,	able	to	
do	so.		This	is	because	the	consequence	of	companies	saying	
that	they	can	fully	absorb	input	price	pressure	(but	without	
detailed,	robust	evidence	to	support	that	view)	could	be	that	
their	retail	HH	functions	might	be	unexpectedly	loss‐making	
in	future.		This	could	be	characterised	as	a	regulatory	failure	
risk,	which	should	be	of	concern	to	both	the	industry	and	
Ofwat.	

Ofwat’s	implementation	at	Draft	Determination	

A	total	of	10	companies	put	forward	cost	adjustment	claims	
relating	to	input	price	pressure	in	retail	HH	within	their	Final	
Business	Plans.		Of	these,	Ofwat	accepted	just	one	claim	–	
from	Yorkshire	Water	–	and	rejected	the	remaining	9.		We	
subsequently	address	specific	feedback	given	to	Southern,	
but	here	we	focus	on	the	key	themes	of	Ofwat’s	
implementation	of	its	approach	in	making	these	Draft	
Determinations.	

Whilst	a	range	of	reasons	were	cited	for	rejected	company	
claims	for	input	price	pressure,	these	generally	fell	within	the	
following	areas:	

» Companies	had	provided	insufficient	benchmarking	
evidence	to	demonstrate	that	they	were	efficient	
retailer(s)	(where	in	various	cases	Ofwat	cited	either	the	
lack	of	within	industry	benchmarking,	or	wider	industry	
benchmarking).	

» That	companies	were	not	‘upper	quartile’	with	respect	to	
one	of	either	unmetered	or	metered	cost	to	serve.	

» That	companies	had	not	provided	sufficient	evidence	with	
regard	to	their	cost	management	practices	to	demonstrate	
that	they	were	doing	everything	possible	such	that	future	
cost	increases	were	outside	of	management	control.	

In	some	specific	instances	Ofwat	also	indicated	that	it	had	
rejected	claims	due	it	taking	the	view	that	the	method	of	
calculation	was	not	appropriate.		Issues	noted	by	Ofwat	
included:	(i)	not	using	appropriate	inflation	assumptions;	(ii)	
TFP	savings	not	being	suitable;	and	(iii)	assumed	catch	up	
efficiency	not	being	appropriate.	

Our	comments	on	Ofwat’s	implementation	at	Draft	
Determination.	

With	respect	to	Ofwat’s	overall	implementation	of	its	
approach	to	input	price	pressure	at	the	Draft	Determinations,	
our	first	observation	is	that	the	regulator	appears	to	have	
introduced	a	new	‘test’,	not	set	out	in	either	its	prior	
methodology	statement,	nor	in	its	consultations	regarding	its	
methodology	for	PR14.	

Specifically,	in	its	Draft	Determinations,	Ofwat	appears	to	
have	taken	the	position	that,	unless	a	company	is	‘upper	
quartile’	with	respect	to	its	retail	cost	to	serve,	it	will	not	be	
allowed	any	retail	input	price	pressure	(i.e.	Ofwat	will	not	
consider	any	claim	if	a	company	does	not	meet	this	
threshold).		The	practical	consequences	of	this	
implementation	are	as	follows:	

» Consistent	with	our	earlier	comments,	it	would	appear	
that	‘in	practice’	the	regulator	is	adopting	a	binary	
approach	to	assessing	inflation	–	either	allowing	it	or	not	
allowing	it	–	depending	on	whether	a	company	meets	a	
definition	of	being	‘efficient’,	rather	than	considering	both	
efficiency	and	inflation	as	continuums.		Relatedly,	for	
several	companies,	Ofwat’s	statements	that	that	they	failed	
to	demonstrate	that	they	are	“an	efficient	retailer”	are	also	
consistent	with	this	(i.e.	rather	than	considering	efficiency	
as	a	continuum	where	some	companies	are	more	or	less	
efficient	than	others,	and	therefore	more	or	less	able	to	
absorb	inflation,	the	hurdle	appears	to	be	one	of	
demonstrating	that	they	are	efficient	relative	to	some	
absolute	measure).		

» That	the	application	of	this	binary	approach	is	itself	
inconsistent	in	the	sense	that,	being	above	the	threshold	
seems	to	imply	that	Ofwat	will	not	allow	any	inflation	
pressure	under	any	circumstance	–	but	being	below	it	does	
not	mean	that	a	company	will	definitely	be	allowed	
inflation	either,	merely	that	Ofwat	will	consider	it.		This	is	
evident	from	the	fact	that	some	companies	met	the	upper	
quartile	test	(for	example,	Bristol	with	respect	to	its	
unmetered	cost	to	serve),	but	still	had	their	claims	
rejected.		Thus,	from	the	determinations	it	seems	that	the	
upper	quartile	test	is	a	“necessary	but	not	sufficient”	
condition	of	being	awarded	a	claim.	

» We	are	not	aware	of	any	analysis	or	evidence	that	would	
suggest	that	all	firms	above	the	upper	quartile	can	fully	
absorb	all	inflationary	input	price	pressure.	

52



	

9 
		

Our review of Ofwat’s position specifically in 
relation to Southern 

In	its	Draft	Determination,	Ofwat	rejected	Southern’s	input	
price	pressure	claim.		In	doing	so,	the	regulator	made	the	
following	statements:	

“Southern	Water	does	not	show	that	these	costs	are	outside	of	
efficient	management	control	or	demonstrate	that	it	is	affected	
in	a	materially	different	way	to	other	companies.	

Overall	we	do	not	consider	that	the	evidence	provided	on	
management	practices	is	sufficient	and	convincing	that	the	
company	manages	its	costs	to	the	extent	that	future	cost	
increases	are	outside	of	efficient	management	control.	

Southern	Water’s	evidence	on	relative	efficiency,	including	
benchmarking,	shows	that	Southern	Water	is	inefficient.	

Southern	Water’s	argument	is	built	on	the	premise	that	the	
level	of	catch‐up	it	will	be	expected	to	achieve	is	excessive.	We	
do	not	consider	this	to	be	a	convincing	argument	that	the	
company	is	affected	in	a	materially	different	way	to	other	
companies.	In	coming	to	this	conclusion	we	have	considered	
evidence	on	the	efficiency	improvements	achieved	by	
companies	in	other	sectors,	and	regulatory	precedent	in	the	
size	of	efficiency	challenges	given	to	companies.	This	evidence	
shows	that	efficiency	improvements	of	a	similar	magnitude	
have	been	achieved	by	other	companies	and	so	we	conclude	
that	the	catch	up	efficiency	challenge	proposed	for	Southern	
Water	is	not	excessive.	

Southern	Water’s	evidence	to	support	the	size	of	the	
adjustment	is	based	on	its	argument	regarding	the	relative	
catch‐up	efficiency	and	so	we	do	not	consider	this	to	be	an	
appropriate	method	of	calculation.”19	

Our	observations	in	regard	to	Ofwat’s	feedback	to	
Southern	at	Draft	Determination	

We	now	set	out	our	thoughts	specifically	relating	to	Ofwat’s	
feedback	to	Southern.		Here,	we	would	make	the	following	
observations.	

» Ofwat’s	statement	that	Southern’s	own	evidence	shows	
that	it	is	“inefficient”	is	correct	(in	a	relative	sense).		
However,	Southern’s	input	price	pressure	claim	was	not	
based	on	any	arguments	that	it	was	perfectly	efficient,	or	
‘efficient’	in	some	other	absolute	sense.		Rather,	its	case	
was	simply	that	it	should	be	allowed	the	net	impact	of	
both	inflation	and	efficiency,	which	should	quite	properly	
reflect	the	fact	that	it	is	less	efficient	with	respect	to	retail	
than	other	companies.		This	‘net’	impact	can,	and	should,	
be	assessed	empirically,	and	Southern	provided	a	range	of	
evidence	on	this.	

																																																																										
19   ‘Draft price control determination notice: company‐specific appendix 

– Southern Water.’ Ofwat (August 2014). 

» Further	to	the	above,	Southern	was	not	arguing	that	
inflationary	pressures	were	sufficient	to	justify	rising	
prices.		In	fact,	Southern’s	evidence	was	that	its	
inefficiency	was	greater	than	the	input	price	pressure	it	
faced	–	and	accordingly	its	claim	still	translated	to	real	
terms	cost		reductions	in	retail	of	2.1%	pa.	

» Ofwat’s	statement	that	Southern’s	claim	is	based	on	an	
argument	that	the	regulator’s	ACTS	challenge	is	‘excessive’	
is	partially	correct.		The	question	of	whether	inflationary	
pressure	should	be	assessed	with	evidence	when	setting	
efficiency	targets	is	the	central	issue	here	–	in	our	view,	it	
should	be.		What	Southern	chose	to	highlight	in	its	claim	
was	that,	an	approach	whereby	inflation	is	not	factored	
into	efficiency	targets	may	result	in	those	targets	being	
either	challenging	or	‘sub	optimal’	from	an	economics	
perspective.		

A summary and review of Southern’s evidence  

In	addition	to	reviewing	Ofwat’s	approach,	method	and	
implementation	with	regard	to	retail	input	price	pressure,	we	
have	critically	reviewed	the	company’s	position	–	taking	into	
consideration	the	nature	of	evidence	typically	deemed	to	be	
appropriate	in	previous	determinations.		Here	the	objective	is	
simply	to	provide	a	perspective	as	to	what	might	be	
‘reasonable	and	robust’	to	support	a	claim.		In	the	following	
therefore,	we	briefly	summarise	Southern’s	evidence	and	
position;	and	then	compare	this	to	the	evidential	threshold	
typically	required	in	determinations.		In	this	case,	we	
specifically	use	the	Competition	Commission’s	determination	
for	Bristol	Water	as	a	reference	point,	as	this	made	reference	
to	various	categories	of	evidence	relevant	to	Southern’s	input	
price	pressure	claim.	

Brief	summary	of	Southern’s	position	and	evidence	

Consistent	with	economics	theory	and	Ofwat’s	framework,	
we	suggest	that	there	are	three	key	issues	which	must	be	
evidenced	to	support	an	input	price	pressure	claim:	

 the	extent	of	gross	input	price	pressure	a	company	
faces;	

 the	extent	of	‘catch	up’	efficiency	savings	it	can	make,	
relative	to	some	form	of	efficiency	frontier;	and	

 the	extent	of	‘frontier	shift’	related	productivity	savings	
it	can	achieve.	

In	Southern’s	Final	Business	Plan,	its	assessment	of	an	
appropriate	adjustment	factor	for	input	price	pressure	was	
based	on	evidence	that	included:	

» A	detailed,	and	highly	disaggregated	approach,	to	
considering	its	gross	inflationary	pressure.		This	included	
forecasting	inflation	separately	for	10	individual	cost	
categories	within	its	retail	function,	based	on	Government	
data	and	a	particularly	disaggregated	approach	for	
forecasting	staff	cost	related	inflation	(which	was	one	of	
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the	ten	categories).		In	this	area,	Southern’s	evidence	was	
based	on	creating	a	Southern	specific	staff	cost	index,	
based	on	mapping	individual	staff	roles	to	occupational	
level	wage	data,	then	forecasting	forward	using	OBR	
forecasts.		Seven	categories	of	retail	staff	roles	were	
individually	identified	for	this	purpose.	

» To	support	its	assessment	of	the	‘catch	up’	efficiency	
savings	it	could	achieve,	Southern	provided	benchmarking	
evidence	using	a	range	of	methodologies.		These	included:	
(i)	unit	cost	analysis;	(ii)	econometric	within	industry	
benchmarking;	and	(iii)	wider	industry	benchmarking.	

» To	support	its	assessment	of	the	appropriate	‘frontier	
shift’	related	savings	Southern	provided	evidence	from	the	
EU	KLEMS	dataset	relating	to	TFP	savings	(this	is	a	widely	
used	dataset	for	these	purposes).		

Taking	the	above	into	account,	Southern’s	view	was	that	it	
could	reduce	its	retail	costs	(in	real	terms)	by	2.1%	pa	over	
the	regulatory	period	–	and	it	therefore	submitted	a	claim	on	
this	basis.		In	other	words,	Southern’s	claim	reflected	its	
assessment	that	it	could	make	efficiency	savings	greater	
than	the	inflationary	pressure	it	faced.	
	

Assessment	of	Southern’s	position	and	evidence	
relative	to	previous	determinations	

In	the	table	overleaf	we	have	assessed	Southern’s	evidence	in	
relation	to	the	key	components	of	its	input	price	pressure	
claim	against	what	the	Competition	Commission	considered	
to	be	acceptable	in	its	determination	with	respect	to	Bristol	
Water.		This	is	done	merely	to	provide	a	further	perspective	
as	to	the	nature	and	scope	of	evidence	provided	by	Southern	
to	date	in	relation	to	this	issue.	
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Table	1	Assessment	of	Southern	evidence	relative	CC’s	determination	for	Bristol	Water	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

Overleaf	we	set	out	a	summary	of	our	conclusions	and	observations.	

	

Issue	 CC	determination	 Southern’s	approach	

Evidential	basis	
for	determining	
appropriate	opex	

efficiency	

The	CC	determined	that	Ofwat’s	opex	OLS	
econometric	models	were	an	appropriate	basis	for	
assessing	efficiency.		This	is	despite	the	fact	that	
Bristol	Water	argued	that	there	were	flaws	in	the	

econometric	models.	

Southern’s	efficiency	evidence	includes	
benchmarking	based	on	an	econometric	
model	that	we	consider	to	be	at	least	as	
robust	as	those	historically	relied	upon	by	
Ofwat	to	benchmark	opex	in	the	industry.	

Whether	wider	
benchmarking	is	

required	

The	CC	determined	that	Ofwat’s	approach	was	
sufficient,	even	though	Bristol	Water	argued	that	
wider	benchmarking	techniques	should	have	been	

used.	

Consistent	with	feedback	from	RBR	
Southern’s	benchmarking	evidence,	included	
wider	sector	comparators	–	and	therefore,	it	

went	further	than	the	CC	considered	
sufficient	in	assessing	efficiency.		

Projecting	
input	price	

pressure	over	the	
control	period	

The	CC	stated	that	it	would	be	inappropriate	to	
assume	that	historical	inflation	would	persist,	and	
that	forecast	information	should	be	taken	into	

consideration	when	projecting	input	price	pressure.	

Southern	made	use	of	independent,	credible	
forecasts	for	key	inflation	metrics	–	and	used	
these	to	project	forward	detailed	input	price	

measures.	

Projecting	the	
bad	debt	element	
of	input	price	
pressure	

The	CC	stated	that:	“We	did	not	have	historic	data	for	
these	[bad	debt	and	environmental	charges]	cost	

components.	We	assumed	that	they	will	increase	over	
the	price	period	in	line	with	the	RPI‐measured	

inflation.	Both	Ofwat	and	
First	Economics	made	similar	assumptions.”	

Southern’s	input	price	pressure	claim	was	in	
relation	to	costs	excluding	bad	debt.		

However,	we	understand	that	separately	
Southern	based	its	projections	of	bad	debt	
on	detailed	econometric	modelling.		A	more	
simplistic	RPI	approach	–	as	previously	
relied	upon	by	the	CC,	would	increase	the	

size	of	its	claim.	

Total	factor	
productivity	
savings	

Decision	consistent	with	EU	KLEMS	being	the	
appropriate	data	source.		Based	on	specifically	

identified	sectors	and	sub‐sectors.	

Southern’s	TFP	assumptions	used	EU	KLEMS	
data	based	on	private	sector	as	a	whole.		The	
assumption	is	most	likely	more	aggressive	
than	a	sector	or	sub‐sector	specific	measure.	

55



	

	
	

12 
		

	

Conclusion and summary 

In	conclusion,	our	primary	observation	is	that	we	do	not	
think	the	upper	quartile	test	represents	and	appropriate	
basis	on	which	to	allow	or	disallow	input	price	pressure	
claims.		In	particular:	

» Whilst	Ofwat	recognises	the	connection	between	inflation	
and	efficiency,	it	is	not	treating	these	as	‘continuums’,	but	
rather	appears	to	only	be	allowing	for	inflation	in	a	fairly	
binary	way.			The	risk	is	that	this	creates	an	internal	
inconsistency	in	Ofwat’s	approach,	which	Ofwat	itself	
seemed	to	have	identified	in	its	methodology	consultations	
(i.e.	that	setting	efficiency	targets	without	an	inflation	
allowance	may	not	be	appropriate).	

» Related	to	the	above,	it	is	critical	that	inflationary	cost	
pressures	are	properly	assessed	for	companies	
irrespective	of	their	relative	efficiency	position.		That	is	to	
say,	whilst	a	less	efficient	firm	will	have	more	scope	to	
absorb	inflation	than	a	more	efficient	firm,	the	key	issue	is	
that	the	right	net	amount	should	be	determined.		In	
Southern’s	case,	for	example,	its	evidence	suggested	that	
its	‘inefficiency’	was	greater	than	its	‘input	price	pressure’	
and	therefore	even	when	inflation	is	taken	into	account,	it	
should	be	asked	to	reduce	prices	in	both	real	and	nominal	
terms.		Put	simply,	less	efficient	firms	should	of	course	be	
expected	to	make	demanding	efficiency	savings	–	but	
those	savings	cannot	be	properly	determined	without	
taking	inflation	into	account.			

» Ofwat’s	upper	quartile	approach	in	particular	is	a	
mechanism	that	results	in	inflation	being	treated	in	a	
binary	manner.		It	is	not	clear	why	one	would	expect	all	
companies	above	the	upper	quartile	with	regards	to	retail	
costs	to	be	able	to	absorb	all	inflationary	pressure.		This	is,	
however,	a	matter	of	empirical	evidence.	

» The	above	matters	collectively	raise	a	potential	regulatory	
failure	risk.		That	is	to	say,	a	priori,	the	risk	and	
consequences	of	not	taking	inflationary	pressure	into	
account	when	setting	efficiency	targets	would	seem	to	be	
at	least	as	great	as	that	associated	with	inadvertently	
allowing	for	‘too	much’	inflationary	pressure.			For	
example,	the	risk	that	retailers	become	inadvertently	loss	
making	for	reasons	unconnected	to	economic	efficiency.	

In	our	view,	it	is	of	course	quite	proper	that	regulators	
challenge	companies	hard	to	provide	high	quality	evidence	
regarding	efficiency	and	cost	pressure	–	and	that	companies	
should	seek	to	respond	to	those	challenges.		This	is	an	
essential	part	of	regulatory	determinations.		Equally,	it	is	
clearly	important	that	regulators	seek	to	ensure	that	
companies	are	not	able	to	recover	costs	that	are	‘inefficient’,	
as	this	is	to	the	clear	detriment	of	customers.		We	do	think,	
however,	that	in	relation	to	input	price	pressure,	Ofwat	
should	take	the	matters	highlighted	here	into	consideration.				
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Annex – summary of the literature 
regarding opex risk and the cost of 
equity   

	

Publication	 Authors	 Summary	of	key	points	

‘A	study	into	certain	
aspects	of	the	cost	of	
capital	for	regulated	
utilities	in	the	UK.’		

Wright,	Mason,	Miles.		CEPR	
/	OFT	/	various	regulators	

(2003).	

The	paper	specifically	examines	the	influence	of	the	form	of	
regulation	and	the	cost	of	capital.		Of	particular	relevance	to	
inflation	risk,	the	authors	specifically	address	partial	cost	pass	
through	in	the	context	of	RPI‐X	regulation	(i.e.	where	inflation	
cost	is	passed	through	to	price,	meaning	that	this	risk	is	not	

borne	by	equity).	
	

The	authors	note	that	betas	are	lower	under	cost	pass‐through	
and	that	this	holds	even	under	partial	pass	through:	“the	beta	of	
the	regulated	firm	is	lower	when	partial	cost	pass‐through	is	

allowed.”	

‘Regulation	and	the	cost	of	
capital.’		

Tim	Jenkinson,	SAID,	
University	of	Oxford,	in	

‘International	Handbook	on	
Economic	Regulation.’	
Crew,	Parker	and	Elgar	

(2006).	

Paper	addresses	a	range	of	issues	relating	to	the	setting	of	the	
cost	of	capital	in	the	context	of	regulation	–	but	specifically	
identifies	the	link	between	cost	pass	through	and	equity	risk.	

‘Disaggregating	the	BT	
Group	Asset	Beta	Report	
for	Sky	and	TalkTalk.’	

Europe	Economics	(2013)	

Within	the	scope	of	the	report,	EE	explore	the	link	between	
operational	leverage	(the	balance	of	fixed	versus	variable	
operating	costs)	and	betas.		The	paper	sets	out	the	well‐

established	theoretical	framework	that	explains	why	firms	with	
a	high	ratio	of	fixed	costs	to	asset	values	have	higher	asset	

betas.	

‘Equity	Betas	Issues	Paper.’	
Australian	Energy	
Regulator.	(2013).	

This	paper	was	part	of	the	Australian	Energy	Regulator's	Better	
Regulation	work	programme	and	addresses	a	wide	spectrum	of	

regulatory	issues	of	relevance	to	beta	determinations.		
	

The	paper	specifically	recognises	the	potential	links	between	
regulatory	mechanisms	that	allow	for	cost	pass	through	and	
equity	risk:	“While	in	some	cases	cost	pass	throughs	relate	solely	
to	business‐specific	risk,	where	these…	relate	to	market	wide	
influences,	the	cost	pass	through	would	reduce	systematic	risk	

exposure.”	

‘Accounting	Beta,	
Systematic	Operating	Risk,	

and		
Financial	Leverage:	A	Risk‐
Composition	Approach	to	
the	Determinants	of		
Systematic	Risk.’	

Hill,	N.	and	Stone,	B.,	
Journal	of	Financial	and	
Quantitative	Analysis	

(1980).	

The	study	analyses	the	relationship	between	accounting	and	
market	measures	of	systematic	risk,	and	the	effect	of	financial	

structure	on	systematic	risk.		
	

Accounting	measurement	of	systematic	risk	is	decomposed	into	
financial	and	operating	risk	(which	includes	operating	costs).	
Operating	risk	is	associated	with	uncertainty	in	operating	
results	especially	with	operating	earnings.	Financial	risk	is	
associated	with	the	effect	of	uncertainty	of	financial	policy	
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especially	with	debt‐equity	mix	and	interest	associated	with	
debt.	
	

Using	regression	analysis	with	data	over	28	years	the	authors	
find	that	operating	measures	of	performance	risk	(e.g.	EBIT	and	
operating	costs)	are	statistically	significant	determinants	of	

market	betas.	

‘The	WACC	for	the	Dutch	
TSOs,	DSOs,	water	

companies	and	the	Dutch	
Pilotage	Organisation.’	

Brattle	Group	(2013).	

A	report	developed	for	the	NMA	to	advise	on	the	appropriate	
cost	of	capital	for	the	Dutch	Pilotage	Organisation,	Dutch	
Transmission	System	Operators;	and	water	distribution	

companies.	
	

The	report	specifically	sets	out	how	the	extent	to	which	the	
entities	under	consideration	are	able	to	‘pass	through’	cost	

volatility	to	prices	will	directly	impact	equity	betas.	

‘The	Impact	of	Operating	
and	Financial	Risk	on	

Equity	Risk.’	

Lord,	Journal	of	Economic	
and	Finance	(1996)	

Using	regression	analysis	across	35	firms	in	the	electricity,	
airline	and	motor	industry,	the	authors	examine	links	between	

operating	and	financial	risk	on	measures	of	equity	risk	–	
including	betas.	

	
They	find	positive	and	statistically	significant	relationships	
between	all	measures	of	operating	risk	and	equity	risk.		This	
includes	both	operating	leverage	measures	of	the	ratio	of	net	

profit	to	firm	size;	and	of	output	and	cost	variability.	
		

‘The	impact	of	the	demand	
volatility	and	leverages	on	
the	systematic	risk	of	
common	stocks.’	

Chung,	Kee	H,	Journal	of	
Business	Finance	and	
Accounting	(1989).	

The	author	uses	a	random	sampling	method	to	analyse	
manufacturing	and	utility	listed	companies	and	finds	that	
consumption	demand	volatility,	operating	and	financial	
leverage	affect	companies’	systematic	risk	together.	

‘The	Association	between	
Accounting	and		
Market‐Based	Risk	

Measures.’	

Toms,	Salama	and	Nguyen.	
University	of	York	Working	

Paper	(2005)	

The	paper	is	an	empirical	study	of	the	link	between	operational	
and	financial	leverage	and	market	based	measure	of	equity	risk.		
Of	relevance	to	inflation	cost	pass	through,	the	authors	find	that	
exposure	to	operating	cost	more	generally	is	the	key	driver	of	
equity	risk	and	that	operational	leverage	in	particular	is	key:		

	
“The	results	confirm	the	importance	of	operating	leverage	in	the	

determination	of	systematic	risk.”	
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