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Response to Draft Determination 

 
 

Wholesale operating costs  

 
Issue  
 

 
Having carefully reviewed the Draft Determination, there are two wholesale cost 
cases which impact both our water and wastewater total expenditure on which we 
would like to provide an updated position: 
 

 Business rates. 

 Electricity costs. 
 
In this representation we: 
 

 Confirm our understanding of the position on water business rates. 
 

 Provide an update on our position on wastewater business rates, where we 
have decided to remove the anticipated impact of a 2017 revaluation from our 
plan. 
 

 Set out our view of the uncertainty around the future valuation date and the 
associated risks being borne by us. 
 

 Set out again the impact of third party costs on electricity costs and challenge 
the rationale for not recognising the above inflation costs that are anticipated 
to be incurred with regards energy use. 

 

Remedy 
 

  
On the basis of the additional evidence and analysis set out in this representation we 
request that in the Final Determination Ofwat: 
 

 Take account of the changes we have made to our wholesale wastewater 
submission with regards the removal the cost increment of £11.9m in respect 
of the anticipated 2017 revaluation. 
 

 Recognise the higher degree of risk that is being borne by us in respect of 
business rates as a whole in both wholesale water and wastewater where we 
are carrying a risk item of circa £17m. We believe it is unlikely that the 
financial impact of a revaluation during AMP6 will be sufficient to trigger an 
application for a notified item. 
 

 Subject the wastewater costs to the same mechanism as water business 
rates, i.e., a notified item is granted for an increase in waste business rates as 
a result of an increase in the costs as a result of the future valuation exercise 
to be undertaken by the VOA.  
 

 Note the exposure that we, alongside other companies, have to increases in 
third party costs in relation to electricity costs. Our estimate in our June 
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submission was that this would subject us to an above inflation increase in 
costs of £13.2m. The current view, from estimates obtained from our external 
energy consultant, would suggest that the reduction in exposure in the earlier 
years of AMP6 are more than offset by higher increases in the latter years. 
On balance we propose that our estimate in our June submission remains a 
reasonable projection of the incremental third party costs that will be incurred. 
 

 Accept that, in the round, given the evidence on the increased third party 
costs, together with the steps being taken on energy efficiency and 
innovation, together with the exclusion of RPI from the increase that this cost 
should be funded within the water and waste wholesale plans.  
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1. Water Business Rates 
 
For water service business rates our December Business Plan and June submission 
did not include any above RPI increase in costs with regards to the cumulo rates 
incurred in the wholesale water service.  
 
This was principally on the basis of the uncertainty around the current case we have 
with the Valuation Office Agency (VOA), in line with other water companies, which 
has been both complex and protracted. Given the timescale for the resolution of this 
issue has still not been agreed, together with uncertainty of the impact of the 
proposed 2017 revaluation, it is difficult to forecast the changes over AMP6. 
Accordingly we did not request funding for any amount in excess of RPI. 
 
For the purposes of the Draft Determination Ofwat has given notice “that it has not 
allowed in full for the effect of the coming into force on 1 April 2017 of a new central 
non-domestic rating list in relation to water supply hereditaments to the extent that 
the effect could not have been avoided by prudent management action.” It has 
instead identified this potential cost increase as a Notified Item. 
 
On the basis we not likely to qualify for a notified item we are agreeing to absorb 
around £5m of additional cost pressure risk during AMP6. We set out the basis for 
this valuation in Chapter 5 of our June submission. 

 
2. Wastewater Business Rates 
 
For the wastewater service business rates our December Plan and June submission 
did include above RPI increases with regards to the wholesale wastewater service. 
 
It was our view that at the time of the submission that there was greater certainty of 
an increase in the wastewater business rates, compared to water cumulo rates as 
they were unfettered by the on-going case with the VOA. 
 
Our plans, which were identical in December 2013 and June 2014 reflected an 

informed view of how we expected to be impacted by changes in this area through to 

the end of AMP6. We took a balanced view regarding the impact of the 2017 

valuation on the business rates on our wastewater assets.  

In summary:  

 Our plans included the financial impact of a 25 per cent increase on rates 

from 2017 on our wastewater assets. 

 The 2015 to 2020 cost impact of this is £11.9 million, as set out in Table 1 

below. 

 Processes have been put in place to ensure we are managing business rates 

in the most effective manner (e.g., identification of redundant assets and 

reduced flow rates that enable rate reductions). 
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Table 1: Wastewater business rates in Business Plan 

 (£million 12/13 

prices) 

2015 to 2020 Total  

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

2020 

Base cost  15.3 15.3 15.3 15.3 15.3 76.5 

Incremental cost 0.0 0.0 3.9 4.0 4.0 11.9  

Total cost 15.3 15.3 19.2 19.3 19.3 88.4  

 

We used Lambert Smith Hampton (LSH) to provide expert advice in this area to 

arrive at a balanced position. 

We pointed out that whilst the BCIS index indicated a potential 25% increase in 
wastewater treatment works rateable values (RVs), the other non-domestic property 
RVs are based on rental values. Since the last Antecedent Date (AVD) of 1 April 
2008, values have fallen across the country due to the challenging economic climate. 
Therefore, this raises the possibility that the total RV pool may fall at the next 
revaluation and consequently the Uniform Business Rate (UBR) could be increased 
to as much as £0.60 to negate this fall. However, this may be mitigated by the current 
positive trend in the housing and commercial market. 
 
On further review around the certainty of the increase in waste business rates, 
including seeking guidance from our experts, LSH, we have made the decision not 
include above inflation forecasts in our plans. In this case we will be removing the 
£11.9m increment from our submitted plans and recognise the impact of any 
increase arising from a future valuation as a risk item. 
 
Given there has been no further announcement from the Government on when the 
revaluation of business rates will take place there seems to be a view that, given the 
current economic and political climate, that the revaluation may now arise later than 
2017. Note, however, that it has been observed that the VOA is assigning resources 
to gather information for the cost base and comparable evidence in support of the 
revaluation, which does not completely rule 2017 out at the moment. The official line 
from the VOA continues to be that the revaluation is scheduled for 2017.  
 
We propose that, in the absence of inclusion of these costs in our plans, that Ofwat 
subject these costs to the same mechanism as water business rates. We propose a 
notified item is granted for an increase in waste business rates as a result of an 
increase in the costs as a result of the future valuation exercise to be undertaken by 
the VOA.  
 
In this area we again conclude that it is unlikely that the impact of an increase in 
waste service business rates is likely to be sufficient enough for it to be material 
when compared to annual water allowed revenues of c£500m per annum. 
Accordingly, we are likely to be bearing the risk during AMP6 of any above RPI 
increase in waste business rates. 
 
Combined with the risk on water business rates we are subjected to potential cost 
risk of circa £17.0m, being £11.9m in the case of waste business rates and £5.1m for 
water business rates. With no explicit funding for these above RPI increases, and the 
likelihood that the costs will not meet the levels required to trigger a notified item, this 
is a significant exposure that we will have to bear if the costs crystallise in AMP6, 
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since the 75:25 cost share between customer and company will only be relevant if an 
IDoK is granted following the submission of a notified item. 
 

3. Energy costs 

 

In our June submission we made the following comments: 

 We reduced our total wholesale plan by £13.1m compared to our 

December Business Plan as a result of the freeze in the carbon floor 

price.  

 Significant increases in electricity costs are expected through the 2015 to 

2020 period, principally as a result of significant increases in third party 

costs, over and above increases in wholesale costs where these are 

rising by 29 per cent in real terms.  

 Total gross impact on energy costs is £26.2m million before RPI 

adjustment however after applying an RPI adjustment, we assessed the 

incremental impact was £13.2m over AMP6. 

 Our plans included efficiency plans that included savings arising from 

capital investment in energy efficiency projects, and process 

improvement. 

 Electricity price projections are based on third party forecasts, by Bergen 

Energi. 

 

Despite the reduction in costs for the carbon floor price described above, prices are 

still predicted to increase with a larger percentage of this increase being attributed to 

third party charges. Third party charges are pass-through charges and we have no 

ability to mitigate their impact directly. These charges have risen and are forecasted 

to rise well above inflation as indicted below in Table 2. 

Table 2: Third party distribution charges trend  
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As further evidence of the continued exposure to these costs over and above RPI we 

have obtained a more recent forecast of these charges. 

The current view, which is set out in Table 3, from estimates obtained from our 
external energy consultant, would suggest that there are small reductions in costs in 
the earlier years of AMP6 that are followed by larger increases in the latter years.  
 
Table 3: Latest forecast for 3

rd
 party costs - September 2014 

£/MWh (Real) 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20

Latest Forecast

Low 40.34 42.39 46.09 48.70 55.71 57.53

Central 40.58 43.09 46.90 49.66 57.15 58.97

High 40.83 43.79 48.40 51.27 59.26 61.10

June submission 41.64 44.00 48.74 50.57 52.53 53.89

June submission vs Latest Forecast:

Low 1.30 1.61 2.65 1.87 (3.19) (3.64)

Central 1.06 0.91 1.84 0.91 (4.63) (5.08)

High 0.81 0.22 0.34 (0.70) (6.73) (7.21)  
 
Table 4 sets out the different components of the third party charges as per the latest 
Central forecast. This reflects, that in real terms, the third party charges are forecast 
to increase by 45% from the start of AMP6 to the end.  
 
Table 4: Components of 3

rd
 party costs  

 
 
On balance we propose that our estimate in our June submission remains a 
reasonable projection of the incremental third party costs that will be incurred. 
 
In the round we consider it only reasonable for Ofwat to specifically fund these third 
party incremental costs in our wholesale water and waste plans on the basis that: 
 

 We have little control over these third party costs. 
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 In preparing our Business Plan we have rigorously challenged our own costs 
and included the following cost efficiencies and challenges: 
 

o Taking significant steps on energy efficiency and innovation, as set 
out in previous submissions. 

o Securing a flexible procurement contract with Smartest Energy for 
2015-2020.   

o Working with our energy consultants we have put in place a Capital at 
Risk strategy which allows us to manage the risk of breaching a high 
outturn position without negating the ability to take advantage of a 
falling market.   
 

 We have made a reduction to our proposed operating costs to reflect the fact 

that the power cost increases projected by Bergen will directly impact RPI 

and, in turn, will be captured through the regulatory pricing mechanism. 

For this reason, in line with our December Business Plan and June submission we 
continue to consider that there should be an above inflation increment allowed in 
relation to third party charges and retain these costs in our Business Plan. 
 

4. Board Engagement 
 
The Board have reviewed and endorse the representations set out in this response. 
 

5. 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 requiring 
their comment. 
  

6. External Assurance 
 
Deloitte, who provided independent assurance at the time of the December Business 
Plan and June submission on the Ofwat tables impacted by the costs of our business 
rates have repeated the same tests on the relevant tables that are impacted by our 
removal of the waste business rates from our plan. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


