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Dear Sir or Madam

Bristol Water plc price determination provisional findings

We are writing in response to the Competition and Markets Authority’s (“CMA’s")
provisional findings with respect to Bristol Water plc’s price determination.

1. Introduction

The CMA is a respected public body, fulfilling an important role in ensuring that
price controls strike an appropriate balance between competing factors and
safeguarding the interests of all stakeholders. It inherits from its predecessor, the
Competition Commission, a long established track record of good decisions, and,
as a result the CMA’s decisions are held in high regard by both companies and
regulators. The CMA'’s findings for Bristol Water will, therefore, be used to inform
the structure of future price controls across the water sector.

It is important that the CMA is clear in its final determination as to the extent it
has analysed and validated Ofwat's price control methodologies across all
companies, as opposed to simply adopting parts of the methodology for
pragmatic reasons or undertaking analysis specific to Bristol Water's case.
Indeed, we welcome the statements to this effect in the CMA’s provisional
determination.! Given that companies raised a number of concerns over retail
price controls during the course of PR14, both formally and informally (as we set
out below), we believe, that it would be helpful for the final determination to be
particularly clear on the extent to which the CMA has reviewed and endorses (or
otherwise) the retail price control methodology.

In addition, to our concerns over the retail price control methodology, there are
two further areas where we consider clarification would be helpful in the CMA’s
final determination to avoid constraining the approach at future price reviews
unnecessarily:

' For example, when setting out its approach to totex menus (appendix A2(4)-27).
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» the use of totex models to calculate cost allowances; and
« setting performance commitments using horizontal approaches.

We discuss each of these areas below.
(a) Retail price controls

While all companies except Bristol Water accepted the final determination in the
round, it can be seen from companies’ published submissions that many
companies were concerned about aspects of the retail price controls, including,
but not limited to the lack of input cost indexation and simplicity of the underlying
analysis.? Indeed, whilst it did not include RPI indexation in the PR14 retail price
controls, we note that Ofwat does propose RPI indexation of the retail price
(including the retail cost element) in its recent consultation on the price for Tata
Steel's water supply from DWwr Cymru.®

In our submissions to Ofwat we noted significant concerns about the Retail price
controls. For example, the Retail household control is almost entirely based on
simple, unweighted averages of retail costs in one particular year, thereby
disregarding the importance of factors such as:

« changes in input costs over time — many retail costs are directly
proportional to or closely related to the retail revenue that has to be
collected (e.g. working capital, bad debt costs; payment commissions; in
house cash collection costs; Ofwat fees etc). These will all increase over
time as the wholesale charges rise with RPIl and the addition of the
Thames Tideway Tunnel Infrastructure Provider (TTT IP) revenues;

*» company-specific factors — efficient retail businesses operating in
Thames Water's area will face additional costs for dealing with greater
population transience and collecting the TTT IP revenues; and

e regional wage effects — which would apply at least to the proportion of
retail activities where a local regional presence was required, such as
meter reading.

An efficient retail competitor trying to compete in Thames Water's area would
face the very real impact of these factors, among others, and so in our view they
should have formed part of the retail price control, but did not.

Our understanding from the provisional findings is that the CMA has adopted
Ofwat’s retail price controls without material scrutiny or challenge, as a pragmatic
approach to Bristol Water’s price determination. We are not challenging the basis

For example, responses to Ofwat’s the Future Price Limits consultation in March 2012
showed that 13 of the 18 water companies thought that retail price controls should
have some form of indexation.

“Draft Determination of Terms and Conditions of the Supply of Non-Potable Water
from DWr Cymru Cyfyngedig to Tata Steel UK Limited at Llanwern under Section 56 of
the Water Industry Act 1991”, Ofwat, 24 July 2015.
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for this decision as it appears to us to be proportionate in this investigation, but
would welcome clarity in the final determination as to the extent to which the
CMA has reviewed and endorses (or otherwise) the retail price control
methodology, which we do not consider provides a reliable methodology for
determining efficient costs for individual companies.

(b) Ofwat’s econometric totex models and the CMA’s alternative cost
models

It appears to us that the CMA has taken a comprehensive approach to assessing
Bristol Water’s totex allowance, using a combination of approaches including top
down econometric models, bottom-up assessments of base totex and bottom up
reviews of enhancement expenditure.

We noted that part of the case presented by the CMA on Ofwat’s models is that
the observed 17% difference in Ofwat’s basic cost threshold and Thames Water's
business plan is “suggestive of problems with the econometric models in respect
of Thames Water”.* This statement on Ofwat’s models for Thames Water does
not seem to be underpinned by a similarly comprehensive top-down and bottom-
up assessment of costs or review of evidence for Thames Water.

Thames Water operates in more densely populated urban areas than any other
company. Operating in such an environment leads to materially higher costs than
an equivalent company operating in other urban areas. These higher costs arise
from things such as substantially increased infrastructure congestion below
ground, higher charges and restrictions related to street works, and other factors
affecting productivity (e.g. slower traffic speeds and restricted storage space
availability).” These urban area effects were taken into account through the
flexible functional form of Ofwat’'s models, which showed diseconomies of density
and scale (the latter possibly being related to Thames Water being both the
largest company in the sample and the one operating in the most dense urban
area, though we note that there are a number of studies that identified
diseconomies of scale in water.®) These findings of diseconomies of density
appear to us to be empirically self-consistent.

CMA, “Bristol Water plc price determination, Provisional findings”, page 66.

For example, the increased infrastruciure congestion below ground increases the
difficulty and cost of replacement works due to difficulties with excavation and tight
spaces as mains are generally located deep underground. Operating in urban areas
requires negotiations with local authorities over bus route and parking space closures,
hours and speed of work and other factors, which increase costs. Lower travel speeds
and restricted storage space availability lead to greater travel costs. These challenges
will be more frequent and costly as density increases.

For example, Stone & Webster Consultants found evidence of diseconomies of scale
for WaSCs (Stone & Webster Consultants, “Investigation into evidence of economies
of scale in the water and sewerage industry in England and Wales”, January 2004)
and Maziotis et al found a negative effect of scale on profitability for WaSCs (Maziotis
et al, “Profit change and its drivers in the English and Welsh water industry: is output
quality important?”, Water Policy 2014 1-18).
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The CMA has stated in its provisional findings that its “focus was on the cost
assessment for Bristol Water, and we have not sought to examine Ofwat’s cost
assessment for other companies in any detail”’ In line with this, we would
welcome clarity in the CMA'’s final determination that its review of Ofwat's cost
assessment for Bristol Water should not be understood to confer views on the
appropriate cost assessment approach and form of totex modelling for other
companies.

(c) Performance commitments and outcome delivery incentives

In our response to Ofwat's PR14 draft determination we raised concerns that
imposing horizontal benchmarking on all companies was not necessarily in
customers’ interests, as it could lead to non-economic levels of service that
customers are not willing to pay for. In our case, the performance commitment
targets set by Ofwat for drinking water quality and supply interruptions (in Ofwat’s
draft determination) fell into this category.

In its approach to outcome delivery incentives (ODIs), the CMA has stated that
‘for Ofwat to consider that upper quartile performance (historical or otherwise)
would match economic levels appears unlikely to us in general”.? The CMA also
states that “we would encourage Ofwat to take more account of the consumers’
views in this area in future price reviews when designing its risk/reward
framework”.® We fully endorse this sentiment and would support it forming part of
the CMA'’s final determination.

Yours faithfully

Nick Fincham
Director of Strategy & Regulation
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CMA, “Bristol Water plc price determination, Provisional findings”, appendix A3(1)-7.
CMA, “Bristol Water plc price determination, Provisional findings”, page 221.
CMA, "Bristol Water plc price determination, Provisional findings”, page 222.
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