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1. Executive Summary
Since the non-household (NHH) water retail market opened in April
2017, some customers have benefited from lower prices, improved
quality, and / or a greater variety in service offerings. However, there are
concerns that the market is not working as well as it could for all
customers. This report identifies why sub-optimal outcomes may be
arising and makes recommendations as to how the market could be
improved. Our primary concern is that the regulated default tariffs for
the lowest usage customers are below the efficient level. This can result
in customer harm because: retailers may have insufficient incentives to
engage with customers; retailers may not be able to provide the efficient
level of service in the long run; and there may be a risk of systemic
retailer failure. We are also concerned that the crystallisation of bad
debt risk, due to COVID-19, is increasing the likelihood of systemic
retailer failure in the short-term. In relation to the demand-side, we have
further concerns that some customers do not have access to the
information needed to engage effectively in the market. We believe that
it is important to address these concerns as a matter of priority, to ensure
the survival and development of the NHH water retail market.
Context
The NHH water retail market has been open for competition since April 2017. This
means that businesses, charities and public sector organisations can choose which
retail supplier to purchase water and wastewater services from. However, various
stakeholders have concerns that the market is not working as well as it could for
customers.1

1

See for example: ‘State of the market 2019-20: Review of the third year of the business retail water
market’. Ofwat (2020); ‘Annual Market Performance Report 2019/20’. MOSL (2020); and ‘Non-household
water customer complaints 1 April 2019 – 31 March 2020’. CCWater (2020).
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Given these concerns, a number of water retailers (via the UK Water Retailer Council –
UKWRC) commissioned Economic Insight to develop this market study. 2 The purpose
of this report is to identify the reasons why the market may not be working as well as
it could, and to propose reforms to improve outcomes for customers. The process by
which we have undertaken our review is intended to be in line with how the CMA
would undertake a market investigation.
Current customer outcomes
We first outline the current customer outcomes that are giving rise to concerns about
whether the market is working as well as it could. Notably, we observe the following.

•

Overall, there are low levels of awareness, engagement and switching. These
features are even more pronounced among lower usage customers. Whilst this
does not necessarily mean that customer harm is occurring, it is typically not
consistent with a market that is working well.

•

Whilst the majority of customers report being satisfied with their current
retailer, there is still a significant proportion that are not satisfied.
Furthermore, the number of complaints has increased since market opening, and
we understand that a significant proportion of complaints are connected to
‘market frictions’.3

•

The level of innovation in the market is considered to be low. For example,
water savings resulting from the uptake of water efficiency services has been low,
despite water efficiency being one of the key expected benefits from opening the
market.

•

There are concerns that there is a risk of systemic retailer failure that is not
in the interests of customers.4 Four retailers have exited since market opening
and COVID-19 is expected to place retailers under significant financial strain. If
systemic retailer failure occurs, customers may face harm through: interruptions
to their retail services; time incurred dealing with a new supplier; and / or
market-wide costs associated with transfers of customers to alternative suppliers
/ arrangements.
Why sub-optimal customer outcomes may be arising

To assess why customers may be experiencing sub-optimal outcomes, we have
developed a set of theories of harm (TOHs). Each TOH specifies a hypothesis that
explains why a particular sub-optimal outcome may be arising. We have subsequently
assessed each TOH against the available evidence, including: publicly available
sources; a detailed Request for Information (RFI) to retailers; and a structured series

2

3

4

Nine retailers commissioned this work: Business Stream; Castle Water; Clear Business Water; Everflow;
First Business Water; Pennon Water Services; SES Business Water; Water Plus; and Wave Utilities.
Ofwat has identified a range of market frictions that occur because of the necessary interactions between
wholesalers and retailers.
We define systemic retailer failure as the failure of firms resulting from issues with the market system. It
relates to firms in general (i.e. multiple or all firms), rather than the failure of any one individual firm due
to that firm’s specific circumstances or characteristics.
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of stakeholder engagements. We have focused on the TOHs that we consider may be
most material in terms of customer detriment.
Having assessed the evidence, we ‘rated’ the TOHs in terms of whether each raises
‘significant’ concerns; ‘some’ concerns; or ‘limited / no’ concerns. In the subsections
below, we outline our findings in relation to the TOHs for which we have significant or
some concerns, before providing an overview of our high level assessment of all the
TOHs.
1.3.1

WE ARE CONCERNED
THAT THE REGULATED
DEFAULT TARIFFS FOR
THE LOWEST USAGE
CUSTOMERS MAY BE
BELOW THE EFFICIENT
LEVEL OF COST TO SERVE

Significant concerns

The root of our significant concerns is that, on the supply-side, the regulated default
tariffs for the lowest usage customers (those consuming less than 0.5Ml per
annum) may be below the efficient level of cost to serve.
This is the basis for our significant concerns in relation to four TOHs:

» Prices and costs are misaligned for the lowest usage customers (TOH 1c).
» Dominance of price competition at the expense of quality and innovation
arises because of a path dependency in the market (TOH 2b).

» Margins are not sufficient to compensate for undiversifiable bad debt risk
(TOH 4a).

» There is a risk of stranded customers if a firm fails (TOH 4b).
Before outlining our findings in relation to each of these TOHs, we first note a
definition of a ‘customer’ that we have used throughout our work – as set out in the
box below.
Box 1: Definition of customers
Some businesses operate multiple premises, but engage with retailers as a single
entity, e.g. a chain of shops. However, regulated default tariffs are effectively set on
the basis of premises, i.e. usage is defined per premises and cost allowances are set
(as part of default tariffs) for the lower usage premises. In this report, we define
unique customers as the organisation that has, or would, engage in the market
(and therefore can be responsible for multiple premises). Where we refer to
unique customer usage bands, these represent a unique customer’s usage across all
of its premises.

1.3.1.1

Prices and costs are misaligned for the lowest usage customers (TOH 1c)

Our analysis suggests that the default tariffs for customers in the 0-0.5Ml usage band
are below the efficient level. More specifically, the average cost to serve (ACTS)
component of the default tariffs is below the cost that an efficient company could
achieve. This finding is based on the following.

•

As shown in Figure 1 overleaf, we estimate that under the current Retail Exit Code
(REC) the average allowed ACTS for a unique customer with 0-0.5Ml usage is £78
per annum; whereas the industry-average actually incurred ACTS over the first
three years of the market being open was £121 per annum (excluding the effects
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of COVID-19).5 That is, for these customers, retailers have incurred greater
costs than the default tariffs allow.

•

The finding that actual costs exceed allowed costs does not appear sensitive to
accounting assumptions (e.g. how overhead costs have been allocated to different
customer segments).

•

We do not find evidence that the difference between actual and allowed
costs is due to inefficiency in the market. In particular:

» Although we find evidence of significant market friction costs that have
arisen since market opening, we do not consider that they are sufficient to
explain the gap between actual and allowed costs.6 At the total industry
level (including all usage bands), we estimate that friction costs could
account for 4% to 15% of the ACTS. This equates to between £4 and £18 of
the ACTS for 0-0.5Ml unique customers. Furthermore, these friction costs
are partly outside of the control of retailers – and therefore do not wholly
represent retailer inefficiency.

» There is some variation in actual ACTS between retailers, but we do not
find evidence that the industry ACTS is inflated because of some relatively
inefficient companies.

» The actual industry ACTS is within the range of other sectors.7

5

6
7

We have removed the effect of COVID-19 from certain analyses to avoid the pandemic unduly distorting
the results. Nevertheless, COVID-19 is expected to give rise to significant costs for the industry and the risk
that is borne by retailers should be reflected in regulated tariffs.
We consider market friction costs specifically in our assessment of TOH 3.
We note there is significant variation across industries. For example, the household water retail ACTS in
England and Wales is significantly below that for the NHH water retail sector in England; whereas the
ACTS for the NHH water retail market is Scotland is significantly higher than in England. We note the
NHH water retail market is likely closer to the equivalent market in Scotland on the basis that the retailers
are exposed to the same risk.
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Figure 1: Actual vs allowed ACTS per unique customer with 0-0.5Ml usage per annum,
excluding COVID-19 effects

Source: Economic Insight analysis of RFI, REC, and PR16 final determinations data. Note that: (i)
PR16 data on premises was used for weighting the allowed ACTS by the number of premises before
converting these to the allowed ACTS per customer; (ii) the actual ACTS figures include 5 NHH
water retailers, a mix of incumbents and new entrants; (iii) the data presented is the industryaverage across the first three years of market operation; (iv) adjustments have been made to bad
debt costs in 2019/20 to strip out the effects of COVID-19; and (v) operating ACTS include billing,
contacts, meter reading and depreciation costs.

Although the default tariffs are intended as a backstop protection for customers by
capping prices, we are concerned that the significant mismatch between regulated
default tariffs and the efficient cost level is giving rise to customer harm, as follows.

•

Retailers may not have sufficient incentives to engage with lower usage
customers, since they are not able to earn a sufficient return for their efforts. This
may reduce levels of engagement and prevent customers experiencing the
benefits of switching / renegotiating their contract.

•

In the long run, retailers may not be able to provide the efficient level of service.
Without cross-subsidisation, retailers will be unable to provide the efficient level
of service for a price that is below the efficient level. Retailers may also lack the
incentive to invest in innovation.

We discuss related concerns about systemic firm failure subsequently.
1.3.1.2

THE INDUSTRY HAS BEEN
LOSS MAKING OVER THE
FIRST THREE YEARS OF
THE MARKET BEING OPEN

Dominance of price competition at the expense of quality and innovation
arises because of path dependency in the market (TOH 2b)

At the aggregate level, the industry has been loss making over the first three
years of the market being open, even when the effects of COVID-19 are removed.
This appears to be a direct result of the mismatch between prices and costs for lower
usage customers. Figure 2 shows the estimated EBIT margin for the industry as a
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whole, along with the split by unique customer usage bands. 8 As can be seen,
customers with 0-0.5Ml usage have had negative EBIT margins, and this is even more
pronounced at the lowest level of consumption (i.e. for customers with 0-0.05Ml
usage).
Figure 2: Actual gross margin and net margin per unique customer segment, excluding
COVID-19 effects

Source: Economic Insight analysis of RFI data. Note that: (i) the figures include 5 NHH water
retailers, a mix of incumbents and new entrants; (ii) the data presented is the industry-average
across the three first years of market operation; and (iii) adjustments have been made to bad debt
costs in 2019/20 to strip out the effects of COVID-19.

As with the analysis of ACTS for 0-0.5Ml customers, we have not found evidence to
suggest that the industry is loss making because of inefficiency. Net margins have
been very low or negative for all retailers. Furthermore, as noted above, industry
ACTS appears to be broadly in line with comparator industries.
We have not identified strong evidence to suggest whether the net margin component
of regulated default tariffs has been set at the efficient level or not. However, we have
not assessed the net margins in detail, not least because retailers have been making
negative net margins. We do note that the allowed net margin was set based on
analysis from PR14 with cross-checks applied that are more relevant for incumbent
monopoly retailers than market entrants. In addition, since market opening, further
complexities have been revealed, such as the significant working capital requirements
for retailers and bad debt risk exposure. This may warrant further analysis in relation
to the efficient level of allowed net margins in the industry in the long-term.
Similarly, we have not identified strong evidence to suggest whether the gross
margins for 0.5-50Ml usage premises are set at the efficient level or not. This is
because: (i) certain premises with lower usage (i.e. premises with 0.5-5Ml usage)
were moved into this usage band for which the gross margin is set; and (ii) the
allowed gross margin was increased by Ofwat in the REC. Together, this results in an
8

Notably, unique customers with 0-0.5Ml usage have been split into two bands (0-0.05Ml and 0.05-0.5Ml).
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increase in the allowed gross margins for the 5-50Ml usage group, but may effectively
have reduced gross margins for some customers in the 0.5-5Ml usage group whose
allowed gross margins based on an allowed ACTS and net margin may have been
higher. Therefore, we cannot exclude the possibility that these broad customer usage
bands mask variations in terms of customers with varying levels of usage and,
therefore, varying levels of profitability.
Overall, the evidence suggests that, from the retailers’ perspective, there is not enough
value in the market to compete on quality. This means that the market may be stuck
in a ‘low quality’ equilibrium, where there is a focus on price rather than quality. As
such, customers may be being harmed through sub-optimal quality, both in the shortrun and the long run.
1.3.1.3

Margins are not sufficient to compensate for undiversifiable bad debt risk
(TOH 4a)

We are concerned that there is a risk of systemic retailer failure, because margins are
not sufficient to compensate retailers for undiversifiable bad debt risk. This is a
particularly pertinent concern, given the significant increase in bad debt costs that are
expected due to COVID-19. This is not to say that the underlying risk has increased.
Rather, the pandemic has revealed the level of risk retailers are exposed to, and the
industry margins are not sufficient to compensate for this risk.
Two factors contribute to our concern about systemic failure:

•

Firstly, industry EBIT margins have been negative over the first three years of the
market being open. As shown in Figure 2 above, we estimate that industry EBIT
margins have averaged -0.5% over the first three years (even after the effects of
COVID-19 have been removed). Furthermore, the retailers as a whole, including
their Scottish operations and extra services, were loss making on average prior to
COVID-19.9 This is not a sustainable level of profitability, and therefore, this alone
raises concerns about retailer failures. That is, we would likely have had concerns
about retailer failure even if it were not for COVID-19.

•

Secondly, bad debt costs are expected to increase significantly as a result of
COVID-19. In the first two years of the market being opened, bad debt costs were
equal to about 1.1% of revenue. Following the start of the pandemic, industry bad
debt costs increased to about 3.4% in 2019/20 and we understand that retailers
generally expect bad debt costs to be between 3% and 5% in 2020/21. There is
also significant uncertainty around how long increased levels of bad debt will
persist. Each percentage point increase in bad debt will reduce EBIT margins by
one percentage point, without any mitigating actions.

Recognising that COVID-19 presents a risk of systemic retailer failure, Ofwat is
intending to implement a bad debt cost sharing mechanism that will allow retailers to
recoup some of the additional bad debt costs from 1st April 2022.10 However, firms
will still be exposed to significant losses. Assuming bad debt of those on default tariffs
9

10

We note that there appear to be concerns that Scottish customers are potentially subsidising English
customers. See, for example: ‘Measures in support of the retail market in light of the current pandemic.’
WICS (April 2021), section 4.6.
Ofwat’s ‘preferred’ approach is to implement the mechanism from 1st April 2022, but it is also consulting
on the option to implement it from 1st October 2021.
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increased from 1% to 3.5%, an average retailer could be expected to face a reduction
in EBIT margins on default tariff customers of 1.4 percentage points.11
Notably, Ofwat’s approach exposes NHH water retailers to significantly more COVID19 bad debt costs than Ofgem’s current approach to reflecting additional bad debt
costs in the domestic energy retail price cap. In particular, Ofgem is allowing an
estimate of all additional bad debt costs to be recovered through a price cap
adjustment – although we note it will be consulting on applying a sharing factor
subsequently. Furthermore, Ofgem has implemented the adjustment such that
retailers can start recovering the additional bad debt costs from 1 st April 2021 – a year
earlier than Ofwat’s currently proposed mechanism.
We consider there is a material risk of systemic retailer failure, given the combination
of the status quo negative margins and the fact that retailers will be exposed to
significant additional bad debt costs (even with Ofwat’s proposed cost recovery
mechanism). Increased bad debt will put pressure on cashflows, and firms may not be
able to access finance due to an insufficient risk-return balance in the long run.
This risk of systemic retailer failure can result in customer harm through
interruptions to retail services, confusion caused by the interim supply process, and
the time incurred by the customer through engaging with a new supplier.
1.3.1.4

There is a risk of stranded customers if a firm fails (TOH 4b)

We also have significant concerns that if a firm (or multiple firms) were to fail, no
other retailer would be willing and / or able to act as an interim supplier, under the
current conditions. Although a solution would ultimately have to be found, there is a
risk that customers would be ‘stranded’ without a retailer for a period of time.
Our finding is based on the following.

•

There does not appear to be an appropriate risk-return balance at the industry
level at the moment, e.g. we observe negative EBIT margins. Therefore, retailers
may be reluctant to expand their operations – especially with a customer base
that led a retailer to failure.

•

Furthermore, acting as an interim supplier will involve incurring costs associated
with customer transfer along with working capital requirements. Our financial
modelling finds that the cashflow and profitability impacts of these can be
significant, depending on the number of new customers taken on. As such,
retailers may be unwilling or unable (e.g. they may not be able to access the
necessary working capital finance) to act as an interim supplier.

•

If a large retailer were to fail, there would likely not be a legally obliged backstop
retailer for a large proportion of its customers. The retailers who acquired the
licence and customer base of a wholesaler are legally obliged to be the backstop

11

Under Ofwat’s proposals, if industry bad debt is above 3%, retailers will bear 25% of industry bad debt
costs over 2%. Therefore, an average retailer with 1% historical bad debt on default tariff customers
would experience a 1.375 percentage point reduction in its EBIT margin for default tariff customers if it
experienced the industry bad debt shock of 3.5% for default tariff customers (1% + (3.5%-2%)*25% =
1.375%). We understand that bad debt varies across the industry, and those that experience a higher bad
debt shock will face even greater losses.
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supplier to customers in the wholesaler’s area. However, given low levels of
switching, large retailers are largely the backstop supplier to their own
customers. Given the above, there is a risk that there would be no retailer willing
or legally obliged to act as the interim supplier in the event of a large retailer
failing.
Our concerns are exacerbated by the recent financial performance of retailers and the
potential effects of COVID-19 (as addressed in the previous section). That is, we
perceive that there is a heightened risk of systemic retailer failure, and this increases
the risk of stranded customers crystallising.
Whilst ultimately a firm would have to be found to provide retail services to the
customers, we are concerned that there would be a non-negligible amount of time that
customers would be without a retailer – and that this would result in significant
customer harm, along with undermining the integrity of the market. Furthermore,
there may be a risk that the supply points of multi-site customers would not all be
allocated to the same firm (e.g. if sites were allocated to wholesalers), which would
contradict one of the benefits of the open market.
1.3.2

Some concerns

In addition to the ‘significant’ concerns set out above, we also have ‘some’ concerns
regarding other TOHs that we have assessed. These are as follows.

•

The costs of switching outweigh the benefits for smaller customers (TOH 1a).
On the demand-side, we have some concerns that customers may not be fully
engaging in the market, partly because the costs (largely in terms of time)
outweigh the benefits. Lower usage customers can benefit in terms of price and
non-price factors from switching or renegotiating their contract; although we
recognise that these benefits can be limited. For example, given an average
annual bill for microbusinesses of around £350, a 5% price reduction would only
equate to £17.50. However, the costs of engaging with the market appear to
outweigh the benefits for a large proportion of lower usage customers, preventing
them from engaging in the market. This may result in customer harm both
‘directly’ (customers not being able to take advantage of contracts currently on
offer) and ‘indirectly’ (through blunting the incentives for suppliers to offer
competitive services). Set against this, we recognise that price and non-price
protections are currently in place to protect customers because there is low
engagement among lower usage customers.

•

Customers are willing to pay for higher quality and more innovative
services, but cannot identify this before choosing a supplier (TOH 2a).
Related to the above, we have some concerns that customers are not able to
identify the quality of the service provided by different retailers before choosing a
supplier. This can reduce the levels of engagement in the market. We do not,
however, find evidence that ‘in general’ customers would be willing to pay
significantly more for higher quality or more innovative services (i.e. this is likely
to be an issue for certain specific groups of customers, rather than being a
broader problem per se, though could in part point towards ‘path dependency’ in
terms of the expected levels of prices and service quality on the demand-side).
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•

Market frictions reduce service quality and drive-up prices (TOH 3). We have
some concerns regarding the quality of market data and, in some specific cases,
inadequate retailer-wholesaler interactions. The evidence suggests that these
frictions may be increasing operating costs and decreasing service quality for
customers. For example, we find that issues with market data may have led to
annual friction costs of between about £6 and £24m for retailers as a whole.
These costs can cause customer harm, by reducing the quality of service and / or
putting upward pressure on prices. Nevertheless, we understand that the market
operator and all market participants are already taking active steps to address
these issues, which suggests that these costs should reduce going forward.

1.3.3

Overview of all TOHs

The table overleaf sets out our overall assessment of each of the TOHs that we have
assessed within this study. This includes those we have ‘significant’ or ‘some’
concerns about, which have been discussed above, along with those that we have
‘limited / no’ concerns about.

12

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

Table 1: Summary of assessment of TOHs
TOH

TOH 1: The market
is not working for
lower usage
customers due to
low customer
engagement and
weak supply-side
incentives

Sub-theory

Level of
concern

TOH 1a: The costs of switching outweigh the
benefits for smaller customers

Some
concerns

TOH 1b: Smaller customers are subject to
misconceptions and behavioural factors

TOH 1c: Prices and costs are misaligned

TOH 2: Customer
access to quality
and innovation is
constrained

TOH 3: Market
frictions reduce
service quality and
drive-up prices

TOH 4: There is a
risk of systemic
retailer failure

Limited /
no concerns

Significant
concerns

TOH 2a: Customers are willing to pay for
higher quality and more innovative services,
but cannot identify this before choosing a
supplier

Some
concerns

TOH 2b: Dominance of price competition at
the expense of quality and innovation arises
because of path dependency in the market

Significant
concerns

TOH 3: Market frictions reduce service
quality and drive-up prices

Some
concerns

TOH 4a: Margins are not sufficient to
compensate for undiversifiable bad debt risk

Significant
concerns

TOH 4b: There is a risk of stranded
customers if a firm fails

Significant
concerns

TOH 4c: Self-supply has negative impacts on
overall financial sustainability and customer
welfare

Limited /
no concerns

Source: Economic Insight.
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Remedies
Given our concerns, we have identified a package of potential remedies for
consideration by stakeholders. We discussed ideas for remedies with stakeholders,
but our recommendations are based on our own views.
We believe that it is important to address the concerns as a matter of priority, to
ensure both the survival and the development of the NHH water retail market.
Furthermore, some of our remedies will help provide the best chance of the NHH
retail market delivering significant improvements in water efficiency – which was a
key expected outcome at market opening and an increasingly important wider policy
objective.12
We suggest that the key remedies to address our ‘significant’ concerns (R.1 and R.2)
are implemented to come into effect in April 2022. This reflects the severity and
urgency of the issues we have identified. However, we also recognise that one should
balance this urgency with ensuring that the remedies are properly considered, to
achieve the objective that the market works effectively for customers in the long run.
As such, we suggest that other remedies are considered carefully over a longer
timeframe, and therefore certain changes may only be applied at the earliest in April
2023.
In the sections below we set out: recommended remedies to address our specific
concerns; further remedies to consider; and our general recommendations.
1.4.1

Recommended remedies to address specific concerns

We make the following recommendations to address our specific concerns. These are
remedies that we strongly recommend are considered.
R.1 The allowed ACTS for the 0-0.5Ml band should be increased
We recommend that the ACTS for the lowest usage customers (0-0.5Ml) is increased.
The efficient level of cost to serve the customers with the lowest usage appears to be
above that allowed in the default tariffs. As such, to remedy the potential harm, the
allowed costs should be increased.
We recognise that Ofwat could, at least in principle, achieve this by either increasing
the ACTS for 0-0.5Ml premises alone or seeking to ‘rebalance’ allowances between
different customers and services. The former would increase the total revenue that
can be recovered from water customers (i.e. an increase in bills), whilst the latter
would mitigate any changes in total revenue. More specifically, Ofwat could:
-

12

(a) increase the ACTS for 0-0.5Ml premises alone;
(b) rebalance regulated tariffs in NHH water retail between 0-0.5Ml premises
and 0.5-50Ml premises;
(c) rebalance between NHH water retail and household retail; and / or
(d) rebalance between NHH water retail and wholesale.

We do not consider a loss-making industry could fully address the issue of water efficiency. However, we
have not considered in detail: the issue, including the incentive properties; or potential specific remedies.
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We recommend option (a).
We have not identified an issue with the default tariffs for 0.5-50Ml premises to
warrant option (b). We recognise that the default tariffs for some of the premises that
now fall into the 0.5-50Ml band were increased in the REC, but due to the timing of the
increase we do not have suitable evidence to assess the effects. We also note that
these customers are likely to be much more engaged, and therefore arguably do not
require as much protection as lower usage customers. Given the extent of changes in
the default tariffs, and a current absence of evidence as to what the effects have been,
we expect Ofwat to review the new caps.
There is also no evidence or reasonable justification for options (c) or (d). Household
retail and wholesale are subject to entirely separate price controls that are set on the
basis of rigorous efficiency benchmarking assessments.
We recognise that there is a degree of uncertainty as to what the efficient cost level is
for 0-0.5Ml premises, and that the cost allowances have also recently been increased.
However, the available evidence suggests that the current allowed costs are below the
efficient level, and we consider the risks of harm caused by default tariffs that are ‘too
low’ is greater than the harm caused by default tariffs that are marginally ‘too high’. If
the actual costs in the industry were at the efficient level, the industry-average
allowed ACTS for the 0-0.5Ml band would need to increase by 55% per unique
customer.
Increasing the ACTS for the 0-0.5Ml band will address our specific concerns in relation
to lower usage customers (TOH 1c) and a lack of value in the market more broadly
(TOH 2b). It will also help alleviate our concerns about the risks related to systemic
retailer failure (TOH 4a and b).
We recommend that this remedy is considered to take effect from April 2022.
However, default tariffs should also be more carefully considered over a longer
timeframe.
R.2 The bad debt cost recovery mechanism should be strengthened
We recommend that the bad debt cost recovery mechanism should be strengthened to
protect the long-term interests of customers. The increase in bad debt resulting from
COVID-19 has revealed to a greater extent the risks that retailers bear. The current
risk-return balance is not sufficient to compensate retailers for the risk, and there is a
very current risk of systemic retailer failure that would not be in customers’ interests.
To address this issue, Ofwat could either:
-

(a) reduce the risk that retailers face by strengthening the bad debt cost
recovery mechanism; or
(b) increase the margins within default tariffs to correspond to the actual
level of risk that retailers face.

We recommend option (a). This is because we see it as a more practical solution that
can alleviate the very current issue. It could be achieved by modifying Ofwat’s
proposed approach in various ways, such as: decreasing the trigger points for sharing
bad debt costs; reducing the proportion of excess bad debt costs that retailers are
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exposed to; and / or aligning the parameters with bad debt costs of those on default
tariffs, rather than industry levels of bad debt.
For clarity, we do not believe that the immediate issue of the increase in bad debt
resulting from COVID-19 is a short-term issue. On the contrary, we believe that
COVID-19 has revealed the risks that retailers bear, which in turn creates an urgent
and immediate issue which needs to be addressed.
Our proposed remedy will help alleviate our concerns in relation to systemic retailer
failure (TOH 4a and b). It will help ensure an appropriate balance of risk between
retailers and customers, and protect customers against the costs of retailer failure.
We recommend that this remedy is implemented as a matter of urgency. April 2022
appears to be the most suitable time.
R.3 Price caps should be applied on a unique customer basis to reflect customer
behaviour in the long-term
We recommend that price caps be based on the entity that engages in the market, i.e.
the ‘unique customer’, rather than effectively on a premises basis as they are now.
The current basis of price caps means that engaged customers with relatively high
overall usage but with multiple premises which each individually have relatively low
usage will be subject to the price caps. This means that certain customers will be
‘overprotected’, and this may be contrary to proportionate regulation.
We recognise that there may be some practical challenges in implementing this
remedy, but we consider that these are outweighed by the long-term benefits. We
consider that this remedy will need to be developed and implemented over a period of
time and could not be implemented before April 2023.
R.4 Companies should synchronise efforts to reduce the market friction costs
We recommend that the costs of addressing market frictions (and particularly those
related to data issues) could be reduced if the individual companies undertaking these
activities pooled their efforts. For instance, to address the data issues, instead of
companies individually employing additional resource and / or using third party
datasets to assist with data cleansing, they could combine their resources to together
address the issues related to the market database in a consistent manner.
The vision and steps required for addressing the market frictions are, ultimately, best
agreed between the market participants. Nevertheless, we consider that addressing
the data issues, for instance, would require the companies to:
-

-

Step (i). Develop a vision for what a well-functioning central market
operating system (CMOS) dataset at market opening would have looked like;
Step (ii). Combine resources to improve the CMOS database to this level (this
could include, for instance, employing a third party funded through
contributions to data cleanse across all regions); and
Step (iii). Identify processes to ensure that updates to the CMOS dataset align
with the above vision.

There are various ways of facilitating this, such as through leadership by some of the
retailers, or by Market Operator Services Ltd (MOSL).
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This would not only reduce the costs of addressing the market friction caused by the
data issues, in particular by ensuring that companies do not continue to bear them
long-term, but also make switching of customers between retailers more streamlined
going forward.
We suggest that this remedy is initiated in the short-term. We recognise that it will
take time to fully implement.
1.4.2

Further remedies to consider

We also identify an additional set of potential remedies that we suggest are further
considered by stakeholders. These remedies are less fundamental to addressing our
significant concerns, but nevertheless may lead to better customer outcomes. These
remedies for further consideration are:

•

A reliable and accessible comparison tool should be developed to address
information asymmetry. This would help address issues faced by customers in
terms of access to information.

•

Participation of TPIs likely used by small businesses should be facilitated.
Specifically, smaller customers may benefit from easily accessible tools that allow
for the comparison of price and quality factors.

•

The interim supply arrangements should be reviewed to limit the risk that
customers are ‘stranded’. Our recommended remedies will partly address the
issue of potentially stranded customers, but we consider there may be further
helpful reforms to the interim supply arrangements.

•

Allowing changes to payment terms for customers on deemed contracts should be
considered. The payment terms of deemed contracts give rise to significant
working capital requirements, and changing the payment terms could reduce
these costs. We understand payment in arrears can also contribute to bad debt
costs.

1.4.3

General recommendations

In addition to the above remedies, we also make the following general
recommendations.

•

13

Ofwat should set out a vision for how the regulation of the NHH water retail
market should develop, and under what conditions price caps will be
removed or loosened. This will provide a degree of regulatory certainty for
retailers, and ensure that a clear plan is in place to best protect customers in the
long run. As an example, Ofgem has set out a framework for assessing whether
conditions are in place for effective competition in the domestic retail energy
market, such that the default tariff cap can be removed. 13

‘Decision – Framework for assessing whether conditions are in place for effective competition in domestic
supply contracts’, Ofgem, October 2019.
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•

Ofwat should develop its evidence and understanding of how both
engagement and costs vary between customer segments. To ensure price
caps are proportionate and targeted, and set at appropriate levels, Ofwat requires
an understanding of the extent of engagement (the driver of whether to apply
price protections) and the cost to serve (the basis of the level of price protections)
different customer groups.
Structure of this report

The rest of this report is structured as follows.

•

Chapter 2 provides a brief overview of how the market operates and how prices
are regulated.

•

Chapter 3 presents a summary of key outcomes that customers are currently
experiencing, and the TOHs that we have developed to explain the outcomes.

•

Chapters 4 to 7, in turn, present our analysis of each TOH.

•

Chapter 8 sets out the remedies that we are recommending to address our
concerns.

•

Annexes A to I provide further evidence to support the findings in the main
report.

18

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

2. The non-household water retail
market
This chapter provides background information on the non-household
water retail market. We first provide a brief overview of the market’s
history and opening, before detailing its operational structure and how
the market prices are regulated.
History
The non-household water retail market opened on 1st April 2017 (with the change
bought about by The Water Act 2014). As a result, over 1.2 million businesses in
England and Wales can now choose their supplier of water and wastewater retail
services. The opening represented a major change to the UK water sector and has
created the largest competitive water retail market in the world. 14
The motivation for opening the market was primarily to improve outcomes for
customers, saving them: money, water, and time. It was also expected that market
opening would lead to wider environmental benefits, and spill-over effects from the
potential efficiency gains. For example, the UK government estimated that opening
the market would deliver net benefits of around £7 million per year over 30 years and
bring further environmental benefits. 15
In particular it was considered that:

•

Competition should lower customer bills, as the rivalry between retailers can
lead to increased efficiency.

•

The market should encourage retailers to offer (and customers to take up) water
efficiency and leakage reduction services, leading to lower consumption levels,
which in turn should have associated environmental benefits.

14
15

‘Open for business: Reviewing the first year of the business retail water market’. Ofwat (July 2018).
‘Open for business: Reviewing the first year of the business retail water market’. Ofwat (July 2018).
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•

As companies compete for business by offering improved services (for example
consolidated billing, better metering services or more streamlined complaints
handling) customers should receive a higher quality of service and save time on
administrative tasks.16

The market operates with a similar structure to that of the electricity and gas retail
sector in the UK. That is, the retailers purchase wholesale water services from the
wholesalers; and combine this with retail services (e.g. billing and metering), and
extra services (e.g. water efficiency and leakage control services) to provide a
complete ‘package’ to customers. Customers can then choose the package that best
suits their price and service needs. The overall market structure is further detailed in
section 2.2.
Although the market has been opened for competition, it is still regulated by Ofwat.
Ofwat sets controls on the charges that can be levied on those customers who have
not actively agreed a contract with their retailer (referred to as default tariffs) 17.
Ofwat first set default tariffs for two years at PR14 (i.e. for the two years preceding
market opening). These controls were then reviewed and updated at PR16 (i.e. to
coincide with market opening). Most recently, as part of the REC Ofwat has placed
limits on the charges retailers can levy on small and medium customers deemed
contracts (but has removed any explicit price control for the largest of customers).
Further details of these controls is provided in section 2.3.
Market overview and structure
The structure of the non-household retail market is summarised in Figure 3 overleaf.
The figure also provides an illustration of the key roles held by the market
participants – and how they interact, which is further detailed in the following
subsections.18

16
17
18

‘Open for business: Reviewing the first year of the business retail water market’. Ofwat (July 2018).
Note: these controls do not apply to the largest customers, as of April 2020.
For more information, please see the Ofwat website: https://www.ofwat.gov.uk/regulatedcompanies/markets/business-retail-market/
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Figure 3: Overview of the non-household retail water market

Source: Economic Insight.

2.2.1

Retailers

The role of the licensed retailers (retailers) is to buy wholesale water services (the
physical supply of water and wastewater services) from regional wholesale water
companies (wholesalers); provide the necessary retail services (such as metering and
billing); and to package these services with extra services such as water efficiency
advice or leakage control services.
The retailers compete for customers based on both their price and service offering.

•

The retailers in the market can be divided into the following categories,
depending on how they were formed.
-

-

-

•

Incumbent associated retailers. These retailers were operating at the time
of market opening in 2017 and are owned by a ‘parent’ wholesale company,
so are considered to be “associated”.
Incumbent non-associated retailers. These retailers were operating at the
time of market opening in 2017 but are not owned by a ‘parent’ wholesale
company, so are considered to be “non-associated”.
New entrants. These retailers have joined the market since 2017.

The retailers have gained customers via two key mechanisms.
-

Transfers. Many of the retailers obtained customers by purchasing the nonhousehold water retail arms from the incumbent wholesalers.
Switching. Retailers have also gained customers via the switching process.

In Figure 4 overleaf, we present the market shares, by number of Supply Point
Identifiers (SPIDs), for the retailers in the first three years of market operation.
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Figure 4: Share of SPIDs by retailer (years 1 to 3)

Source: Ofwat.19

As shown in the chart, the four largest retailers (Water Plus, Castle Water, Wave and
Business Stream) held over 80% of the market share in the third year of market
operation. Furthermore, the largest change to market shares occurred in 2019. This
was as a result of Business Stream acquiring the customer base of Yorkshire Water
Business Services and Three-Sixty.20
2.2.2

Wholesalers

The wholesalers are the companies that own and operate the network of pipes, mains
and treatment works. Their primary role in the market lies in providing a range of
services and functions necessary for the retailers to serve customers.
Whilst the customer’s main interaction in the market will be with its retailer,
customers may need to interact with the wholesaler where there is an issue with the
infrastructure (e.g. relating to routine maintenance and unplanned events).
2.2.3

Customers

The non-household customers are premises that are: (i) used mainly by businesses,
charities or public sector organisations; and (ii) supplied by a wholly or mainly
English-based water company. There are approximately 1.2 million customers in the
market with approximately 2.6 million SPIDs.

19

20

State of the market 2019-20: Review of the third year of the business retail water market’. Ofwat (August
2020), page 14.
Please see the Business Stream website for more information: https://www.business-stream.co.uk/newsmedia/press-releases/business-stream-buys-non-domestic-customer-base-of-yorkshire-water-business/
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These customers can switch suppliers and can choose the retailer that is best able to
meet their needs. As of February 2021, roughly 14% of customers have switched
services.21 It is likely that a further share of customers have also actively renegotiated
the contract with their current retailer.
Alternatively, customers can opt to obtain a self-supply license and deal directly with
the wholesaler(s). At the end of the third year of market operation there were 12 selfsupply license holders.
In the following sub-section we provide further detail on the usage across the
customer segments.
2.2.3.1

Customer usage

The customers in the NHH water retail market use around 1.7 million Ml of water each
year. According to MOSL, this is approximately a third of the total water consumption
in England (i.e. around half of the total water consumed by domestic customers). 22
Within the market, the usage by customer varies considerably by customer type.
In the table overleaf, we present MOSL’s customer segments. These segments are
based on two factors: whether the customer is trade effluent, and how much water its
site uses. For each, MOSL also provides examples of the type of customer which is
likely to fall into the customer segment.

21

22

Calculated as 376,131/2,632,232, sourced from MOSL website (15/03/2021), number of SPIDS https://www.mosl.co.uk/market-performance/details/60/number-of-supply-points-within-segment; and
number that have switched - https://www.mosl.co.uk/market-performance/details/53/cumulativeswitching-of-service
‘Annual Market Performance Report 2019/20’. MOSL (2020)
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Table 2: MOSL customer segments
Customer
segment

Annual
consumption

Trade effluent

MOSL customer
example

M1

0 to 0.04 Ml

No

church, bank

No

pub, hairdresser

M3

Yes

residential building
site, local garage

M4

No

hotel, warehouse

M5

Yes

farm, mine

M6

No

supermarket,
university

M7

Yes

chemical factory,
brewery

M8

No

airport, power
plant

Yes

oil refinery, port

M2
0.04 to 0.37 Ml

0.37 to 1.28 Ml

1.28 to 5 Ml

More than 5Ml
M9

Source: MOSL.23
Notes: (i) Trade effluent is any liquid waste (effluent) discharged into the public foul sewer from a
business or industrial process (e.g. from washing or cooling activities); and (ii) MOSL customer
segments are based on daily litre consumption, in the table above these values have been
converted to yearly megalitre consumption.

The share of the total SPIDs which falls into each of the usage segments is shown in
Figure 5 below.

23

MOSL website, please see: https://www.mosl.co.uk/market-performance/details/60/number-of-supplypoints-within-segment
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Figure 5: Share of SPIDs by customer segment (March 2021)
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Note: MOSL customer segments are based on daily litre consumption, in the figure above these
values have been converted to yearly megalitre consumption.

As demonstrated by the figure, the majority of SPIDs (85%) are using less than 0.37Ml
a year, whilst only 1% use more than 5Ml.
To provide context for this usage, we can compare it to domestic households. 25 The
average domestic customer consumes around 0.13Ml a year, thus from the graph
above we can infer that in the NHH water retail market approximately:
-

51% of SPIDs use less than the average household;
34% of SPIDs use around the same amount of water as the average
household; and
15% of SPIDs use more than the average household.

Finally, turning to consider overall consumption. According to MOSL, just 20% of
water supply points account for approximately 90% of total consumption. 26
That is, the above shows us market is characterised by a large number of small usage
customers, and a small number of customers who consume the majority of the water
in the market.

24

25

26

MOSL website, please see: https://www.mosl.co.uk/market-performance/details/60/number-of-supplypoints-within-segment
Note: domestic consumption data is sourced from ‘Annual Market Performance Report 2019/20’. MOSL
(2020) in which the market operator conducts an equivalent comparison.
‘Annual Market Performance Report 2019/20’. MOSL (2020)
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2.2.4

Third party intermediaries (TPIs)

TPIs can give advice and information to aid customers in buying services for their
business (where customers require this). They act as an intermediary between
customers and retailers, and may have contractual relationships with retailers.
TPIs can include: switching and comparison websites; utility brokers; and companies
offering to support customers to switch.27 In the non-household water retail market,
TPIs may also offer water management and efficiency services to customers.
2.2.5

The Market Operator Services Ltd (MOSL)

To facilitate the switching process, MOSL was set up to enable smooth transactions
between wholesalers and retailers. Additionally, MOSL administers the Market
Performance Framework (MPF), which ensures that the market is operating
effectively and that trading parties are complying with their obligations.
2.2.6

Ofwat

Ofwat is the economic regulator of the market and issues the licenses to retailers
which enable them to operate. Furthermore, Ofwat regulates the prices that the
majority of customers who have not actively negotiated a contract with their retailers
face (for more details see section 2.3 below).
2.2.7

The Department for Environment, Food and Rural Affairs (Defra)

Defra is the government department that sponsors Ofwat and is responsible for
setting the wider policy and regulatory framework for the water and sewerage sectors
in England to ensure that they deliver the government’s objectives. 28
Overview of regulation
2.3.1

PR14

The PR14 final determinations set allowed average retail costs and a net margin for
retailers. To establish these charges, each wholesaler proposed its own customer
types, each with its own costs. These charges are referred to as default tariffs. 29
As shown in Figure 6 overleaf, default tariffs were calculated by reference to the
following.

•

27

28
29

An allowance for business retail costs (the costs associated with billing, meter
reading and other customer services). For each customer type, an allowed
average cost was determined. These were set on the basis of forecasts provided
by the wholesalers.

‘A new business retail water market from April 2017 – third party intermediaries (TPIs)’. Ofwat (May
2016)
‘Ofwat framework document’ Defra (March 2020)
For more information on the PR14 determination please see: ‘Business retail price review 2016: final
determinations’. Ofwat (December 2016)
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•

An allowed overall retail net margin to provide for the efficient financing and to
reasonably remunerate risk. The net margin was applied as a percentage of
wholesale charges. The overall net margin allowance was set at 2.5%. 30

•

The charges for wholesale services, which were used to calculate the retail
margin.

Figure 6: Overview of default tariffs at PR14

Source: Economic Insight.

Thus, the price control fixed the overall gross margin each retailer could earn from a
customer – rather than the total revenue. As such, each retailer’s revenue varied with
changes to both customer numbers, and wholesale charges.
The PR14 business retail price controls resulted in more than 250 average revenue
controls (and associated default tariffs) across the companies.
2.3.2

PR16

At PR16, Ofwat simplified the price controls that applied to medium and large usage
customers (i.e. those consuming at least 5MI in England and at least 50MI of water in
Wales) by introducing a sector-wide control across all companies. The updated price
control was based on a uniform cap on the allowed gross retail margin (instead of the
default tariff caps set using allowed costs and net margins at PR14). For the lower
usage customers (those consuming less than 5Ml of water per year in England), Ofwat
retained the company specific default tariff caps.31,32
The PR16 approach thus allowed companies to set tariffs for individual (medium and
large usage) customers as long as, on average, it met the uniform gross margin caps.
However, the regulator also introduced a supplementary limit (or restraint) on price
30

31

32

We note that for customers of companies operating wholly or mainly in Wales using less than 50Ml of
water per year (who will not be able to switch their retailer), the overall net margin allowance was set at
1%.
In Wales, due to the different levels of competition present, company specific tariff caps were retained for
all customers using less than 50MI per year of water.
For more information on the PR16 determination please see: ‘Business retail price review 2016: final
determinations’. Ofwat (December 2016)
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increases of 1% for any customer type in any year. The basis for this simplification
was that larger customers are the most likely to take advantage of competition in the
market and prices will ultimately be set as a result of this competition. Additionally, it
was considered that the 250 tariffs created at PR14 led to unnecessary complexity.
The intended role of the caps was to act as a ‘backstop’ protection for customers
whilst limiting the constraints on a retailer’s allocation of costs and margins. 33
Ofwat based the gross margins on assessments provided by each company. Table 3
below shows the uniform gross margin controls set by the regulator at PR16.
Table 3: Uniform gross margin controls for PR16 (FD)
Volume (Ml per year)

Water

Wastewater

5 to 50

5.0%

5.3%

>50

3.3%

2.8%

Source: Ofwat.34
Note: In Wales the gross margin cap only applies to customers using at least 50MI of water per
year.

At PR16, in setting its gross margins, Ofwat did not reassess costs on the basis that (i)
the costs submitted at PR14 were reasonably robust and comparable; and (ii) there
had been no new evidence in relation to these matters. However, the regulator did
acknowledge that its controls were based on incumbents’ costs and these may not
have reflected the costs faced by new entrants, particularly because incumbents may
benefit from economies of scale.35
2.3.3

REC (2020)

In July 2019, Ofwat published its decision on the REC which regulates the price and
non-price terms for those on deemed contracts (i.e. those who have not actively
negotiated a contract with their retailer). The intention of the REC is to protect those
on deemed contracts beyond the expiration of the controls set at PR16 (which expired
in March 2020).36
For ‘micro’ usage customers (0 to 0.5ML a year), Ofwat has retained the default tariffs
set under PR14/PR16, with an adjustment to account for inflation. In making this
decision, Ofwat did consider new information provided by the retailers on the level of
costs they face. On this basis, the regulator acknowledged that retailers were facing
costs not included in the PR14/PR16 allowances. However, Ofwat considered that it
was not appropriate for smaller usage customers (who generally are not benefiting
from the market) to pay for the additional costs of the market.
For small (but not micro) usage customers (0.5 to 5ML a year) and medium usage
customers (5 to 50Ml a year), Ofwat has implemented a gross margin cap and set
these at 8% and 10% for water and wastewater respectively. For small usage
customers, the gross margin cap is a change from the default tariffs set under PR16,
33
34
35
36

‘Business retail price review 2016: final determinations’. Ofwat (December 2016)
Table 1.1, ‘Business retail price review 2016: final determinations’. Ofwat (December 2016)
‘Business retail price review 2016: Statement of method and data table requirements’. (May 2016)
‘Future protections for business retail customers: Decision on Retail Exit Code ‒ price protections’. (July
2019)
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and for medium customers the use of a gross margin cap has been retained from PR16
(albeit with an increase in the level).
For large usage customers (>50ML) Ofwat has removed explicit price controls, instead
asserting that the charges should be set such that they are reasonable and nondiscriminatory. The basis for loosening the controls for these customers was that they
are more likely to be able to engage in the competitive market and secure themselves
the best deals.
2.3.4

Summary

In Figure 7 below we provide an overview of the controls which have been in place for
the non-household water retail market since PR14.
Figure 7: Overview of controls for default tariffs in the non-household retail water
market (2015 to 2021)

Source: Economic Insight.

As shown in the figure:

•

At PR14, default tariffs applied across the entire market. These were based on a
combination of wholesale costs, a net margin applied to wholesale costs (of 2.5%),
and allowed cost to serve.

•

At PR16, Ofwat simplified the price controls that applied to medium and large
usage customers (those using at least 5MI each year) by introducing a sector-wide
gross margin cap, and a limit on the price increases any one customer could face
each year.

•

In its decision on the REC, Ofwat further reduced the controls. In particular:
-

for the lowest usage customers (0-0.5Ml) the REC retains the protections set
at PR16, with an adjustment for inflation;
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-

for small and medium usage customers (0.5-50Ml) the REC sets a gross
margin cap; and
for the largest customers (>50Ml) the REC implements ‘reasonable and nondiscriminatory obligation’, but no explicit price protection.
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3. Current customer outcomes
This chapter provides an overview of the outcomes that customers are
currently experiencing. Some customers are benefiting from lower
prices, improved quality, and / or a greater variety in service offerings,
but there are concerns that not all customers are experiencing positive
outcomes. We consider outcomes in terms of four key categories: (i)
customer awareness, engagement and switching behaviour; (ii) customer
satisfaction with their current retailer; (iii) the level of innovation in the
market; and (iv) the risk of systematic retailer failure. We explore each of
these outcomes in turn, and then outline the theories of harm that we
examine in the rest of this report.
Customer awareness, engagement and switching behaviour
As set out below, on the demand-side, we observe that in general there is: low
awareness that switching is possible; low engagement with the market; and low levels
of switching. These factors are even more pronounced among customers with lower
levels of usage. Whilst these factors are not necessarily outcomes that show customer
harm, they are typically not consistent with a market that is working well.
Low customer awareness
If customers are unaware that the possibility of switching exists, this would prevent
them from being able to take an active role in the market and achieve the best deal for
themselves by shopping around.
In Figure 8 overleaf, we present the consumer awareness of the possibility of
switching across various customers sizes. As shown, there is relatively low awareness
of the possibility of switching among smaller customers, with only a little more than
half of customers surveyed being aware of the possibility of switching. Larger
companies fared better with a significant majority aware of the possibility of
switching, reaching as high as 96% in 2019-20, however also reaching as low as 65%
in 2018-19. This volatility is attributed to sampling issues by Ofwat.
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Figure 8: Consumer awareness of the possibility of switching, by customer size

Source: Ofwat State of the Market Reports.

This is indicative that a substantial proportion of the business customer base is
unaware that the option to switch exists, which has the potential to undermine
effective market operation. This lack of consumer awareness of their options could
lead to them being unable to acquire the best deal on their water bill.
There is also relatively little evidence of progress in this metric over the time period
assessed with awareness among SMEs only fluctuating slightly without a clear trend
in either direction. Whilst there is slightly more evidence of improvement in large
businesses, it is difficult to discern how much of the most recent high result is down to
the aforementioned sampling issues.
Low switching behaviour
An important part of a functioning retail water market is switching and renegotiating
behaviour from businesses. If businesses are not switching or renegotiating, it is
possible that they will be attaining a worse outcome than if they did. This will impede
the competitive forces that have been introduced to the market from working
effectively. In Figure 9 overleaf, we present the proportion of customers switching
and renegotiating.
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Figure 9: Consumer switching and renegotiating, by customer size

Source: Ofwat State of the Market Reports.

As can be seen from the chart, the switching / renegotiating rates, particularly among
SMEs, have remained at consistently low levels since the opening of the market. Only
3% of businesses were reported to have switched or renegotiated in 2019-20, though
Ofwat states that this is due to switches in progress not being captured in the
statistics. Across the years measured, the highest rate of switching / renegotiating
among large consumers stands at 17%, and 7% among SMEs, which is not indicative
of significant customer engagement.37
There also does not seem to be clear evidence of improvement in this metric since the
opening of the market in 2017. Whilst the 2018-19 figures show some improvement
from the previous year, there is significant regression again in 2019-20. As before, it
may be the case that this volatility is attributable to sampling issues.
Customer satisfaction with their current retailer
Customer satisfaction is another indicator of how effectively the new market is
operating. Strong satisfaction scores, low levels of complaint, and improvements in
these metrics over time since the opening would be suggestive that the market is
working well for consumers.
In Figure 10 overleaf, we present customer satisfaction with their retailers. As shown,
overall customer satisfaction appears to be reasonably high, with 78% of SME
customers responding that they were satisfied, as well as 92% among large
businesses. There appears to be a disparity in the trend between large businesses and
SMEs. There also appears to be evidence of an improvement in customer satisfaction
for large businesses over the period, but this is not the case for small businesses,
whose satisfaction score fluctuates back to around its starting level. However, we are
37

We note that switching rates in some other retail markets are significantly higher. See, for example,
‘Consumer engagement and switching.’ UKRN (2014).
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wary of drawing strong conclusions from this data as the volatility over time makes it
difficult to be confident that this is not just down to noise in the data.
Figure 10: Customers indicating they were satisfied with current retailer, by customer
size

Source: Ofwat State of the Market Reports.

Another proxy for customer satisfaction is the level of customer complaints. We
present these in Figure 33. As can be seen from the figure, the number of complaints
has risen quite dramatically since the opening of the market in 2017, peaking in 201819 before subsiding slightly in 2019-20. The most common reason cited for
complaints was ‘billing and charging’, and this was reinforced by the Customer Insight
Survey 2020 where it was found that the main reason customers interacted with TPIs
was to correct billing issues.
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Figure 11: Customer complaints, by type of complaint

Source: Ofwat State of the Market Reports.
Note: The data for Ofwat complaints is not available in 2016-17. This comprises the smallest
component in all subsequent years, so we do not consider this to be detrimental to the
interpretation of the results.

Innovation in the market
Markets functioning well have the potential to deliver improvements in services and
outcomes for consumers as well as wider society. However, there have been concerns
that the level of innovation in the NHH retail market has been low since liberalisation,
whereas it was hoped that the introduction of competition would foster these kinds of
improvements.
In Table 4 we present the services offered by the retailers. The table shows that a high
proportion of the 18 retailers in the market offer additional water efficiency services.
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Table 4: Water efficiency services provided by retailers in 2019-20
Service

Number of retailers

Leak detection

14

Water auditing

14

Water efficiency hardware

14

Automated / enhanced metering

13

Benchmarking water consumption

13

General advice / information packs / tip sheets

13

Helping customers develop water strategy

12

Rain water harvesting

10

Alternative water sources

9

Greywater reuse

9

Retrofit servicing

9

Other

3

Note: Business customers currently have the choice of 18 retailers. 38
Source: Ofwat State of the Market Reports.

The most commonly offered water efficiency services were leak detection, water
auditing, and water efficiency hardware, with 78% of companies offering these. The
least commonly offered services were still offered by 50% of the retailers. For this
reason, at least for water efficiency services, we think it unlikely that this could be the
cause of issues in the market.
However, we understand that the take up of additional services is low. For example,
the proportion of switched consumers who received water efficiency or leak detection
devices has increased from just 4% in 2019 to 6% in 2020. Furthermore, water
savings resulting from the uptake of water efficiency services has been estimated to
be around 0.3% of consumption.39
Risk of systemic retailer failure
There are also concerns over a risk of systemic retailer failure. If systemic retailer
failure were to occur, customers may face harm through: interruptions to their retail
services; time incurred dealing with a new supplier; and / or market-wide costs

38
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In 2019/20, consumers had the choice of 20 retailers and 2 retailers have exited the market since then.
‘State of the market report 2019-20.’ Ofwat; p.13.
‘State of the market 2019-20: review of the third year of the business retail water market’, Ofwat
(August2020); p.16.
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associated with transfers of customers from retailers who have exited the market to
alternative suppliers / arrangements.
Four retailers have exited the market since its opening. Aquaflow was the first to exit
in 2019, followed by Tor in early 2020, with two others following in late 2020.
Although each of these retailers had a relatively small number of customers, it
nonetheless suggests that there might be an issue of financial sustainability.
COVID-19 is also expected to place retailers under significant financial strain. As such,
specifically because it has concerns about systemic retailer failure, Ofwat is planning
to introduce a bad debt cost recovery mechanism that will share some of the bad debt
costs arising because of COVID-19 between customers and retailers.
Theories of harm (TOHs)
Based on the outcomes that are occurring in the market, and the concerns that have
been raised, we have developed four TOHs to examine why the market may not be
working as well as it could. We have focused on the TOHs that we consider could give
rise to the most material customer detriment. 40 Our approach is consistent with how
a competition authority would approach a market study.
These TOHs are further detailed and evaluated in the following chapters. In
particular, we test the hypothesis that explains why a particular sub-optimal outcome
may be arising, using the available evidence.
As detailed subsequently, our four TOHs are:

•

1: The market is not working for lower usage customers due to low customer
engagement and weak supply-side incentives.

•

2: Customer access to quality and innovation is constrained because of limited
options and lack of transparency in the market.

•

3: Market frictions reduce service quality and drive-up prices.

•

4: There is a risk of systemic retailer failure.

40

The exclusion of any particular issue from our TOHs does not mean that we do not consider it could give
rise to customer detriment. Furthermore, we have focused on issues directly related to retailers and the
NHH retail market that may give rise to customer harm – we have not considered in detail issues that are
more closely connected with wholesalers or any other market participant.
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4. TOH 1: The market is not
working for lower usage
customers
This chapter sets out our assessment of TOH 1, which is that the market
is not working for lower usage customers due to low customer
engagement and weak supply-side incentives. Firstly, we find that the
benefits of switching for lower usage customers are generally minimal,
and there appear to be prohibitive costs of switching, particularly when
initially engaging with the market. Therefore, this indicates that the
costs of switching for lower usage customers outweigh the benefits,
primarily due to the low benefits from switching. Secondly, evidence
shows that customers have little awareness of backstop regulatory
protections. Therefore, combining this with the fact that benefits from
switching are limited, the low engagement of lower usage customers is
unlikely to be driven by misconceptions about benefits or behavioural
factors. Finally, we find that regulated prices are below the efficient
level for lower usage customers. Therefore, there are weak supply-side
incentives for retailers to compete for these customers, which may be
causing low engagement within the customer segment.
Overview of TOH
This TOH is that the market is not working well for lower usage customers because
there is low customer engagement and weak supply-side incentives for retailers to
compete for customers.
We first recognise that low levels of engagement may be a ‘rational’ response from
customers to low benefits from switching and high switching costs. A rational
customer is one that makes choices to maximise its own utility, or net benefit.
However, low engagement could also be a result of misconceptions and behavioural
factors, if customers are not acting as ‘rational’ agents. For example, customers may
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falsely rely on regulatory protections as a reason for not engaging. In this case, low
engagement would result in customer harm, because they would be able to switch or
renegotiate to a contract that provides a better combination of price and quality if
they engaged in the market.
Low engagement can also indirectly result in customer harm due to weak supply-side
incentives for retailers. If a large proportion of customers are disengaged, this
dampens the incentives for retailers to provide competitive offerings. The incentives
for retailers to compete for customers can also be affected by how the prevailing
market prices compare to the costs of serving customers.
Based on the above, we consider three sub-theories. These are discussed in turn in
the next sections and are as follows:

» TOH 1a: The costs of switching outweigh the benefits for lower usage
customers.

» TOH 1b: Lower usage customers are subject to misconceptions and
behavioural factors.

» TOH 1c: Prices and costs are misaligned.
We also note that this TOH focuses on ‘lower usage customers’ i.e. those that use
relatively less water. We expect that this is the primary feature that affects how
engaged customers are in the market, as it will closely correlate to both bill size and
business size. Indeed, much of the third party evidence is based on business size (e.g.
number of employees). We therefore use evidence in relation to ‘smaller customers’
(e.g. microbusiness and SMEs) to inform our TOH for lower usage customers. We also
expect usage to be closely correlated to the cost to serve customers. In our own
analysis of costs and margins, we focus on customers with usage below 0.5Ml per
annum.
TOH 1a: The costs of switching outweigh the benefits for lower usage customers
We first consider whether low engagement may be a result of the costs of switching /
renegotiating outweighing the benefits in terms of price and quality for smaller
customers. If this is true, it could be because of inefficient switching costs.
Alternatively, it may reflect limited price and service variation between retailers,
which in itself does not indicate customer harm.
We consider switching costs and benefits in a static sense – that is, given the status
quo market offerings, rather than accounting for how retailers would respond to a
different level of engagement.
In the sections below, we consider:
-

-

the price benefits, which are the reductions in the costs of water bills faced by
customers, when choosing to switch their retailer;
the quality benefits, which can include a reduction in costs faced by the
customer in dealing with their water contract on an ongoing basis, along with
reduced consumption leading to lower bills;
the costs of switching / renegotiating, which largely comprise of the time and
effort that the customer has to expend to engage; and
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-

whether customers that do not switch consider the costs to outweigh the
benefits.

There are several sources of evidence from which we draw conclusions in this
chapter, below we summarise the main sources, and the Annex in which further
information can be found for each.

•

Economic Insight small customer survey. Please see Annex A for a detailed
overview of our survey and the results.

•

Economic Insight stakeholder engagements. Please see Annex B for a
description of the various stakeholder engagements that we undertook. Note that
in this sub-theory, we refer primarily to conclusions from two of these
engagements.

•

BMG quantitative surveys. Please see Annex C for a description of these
surveys. Please note that in the questions detailed below, the responses are
separated by customer size, defined by the number of employees:41

»
»
»
»
•

Zero / Micro: 0-9 employees;
Small: 10-49 employees;
Medium: 50-249 employees;
Large: 250+ employees.

BMG qualitative surveys. As part of the 2020 Customer Insight Survey, BMG
Research conducted interviews with both (i) TPIs; and (ii) SMEs. For the former,
28 interviews were conducted,42 with 56 for the latter. 43 We draw on conclusions
from both of these surveys in the following analysis.

4.2.1

Price benefits

We firstly consider the potential benefits that can be accrued to customers resulting
from lower prices paid for their water bills, i.e. cost savings. We use several pieces of
evidence to assess this:
-

Ofwat State of the Market reports;
BMG quantitative survey results;
BMG qualitative survey results with TPIs;
Economic Insight TPI stakeholder engagement interviews;
Economic Insight calculations of potential savings to customers; and
Comparison with the energy market.

Overall, we find that the potential cost savings in the NHH water retail market to
lower usage customers who choose to switch / renegotiate their retailer are
minimal, with estimated savings between 0.5% and 5%.

41
42

43

‘Non-household Customer Insight Survey 2020.’ BMG Research (July 2020); p.3.
‘The role of Third Party Intermediaries in the Business Retail Market for Water.’ BMG Research (June
2020); p.6.
‘Non-Household SME Customer Insight Report 2020.’ BMG Research (June 2020); p.7.
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Ofwat State of the Market reports
In each of the State of the Market reports, Ofwat calculated average savings for
customers that had switched or renegotiated their contracts compared to default
tariffs. We present each of the results in Table 5 below. Ofwat based these on RFI
responses from retailers, and are 2-3% in each year since the market opened.
Table 5: Annual average savings in Ofwat State of the Market reports

Average savings

2017-1844

2018-1945

2019-2046

3%

2%

3%

Source: ‘Open for business: Reviewing the first year of the business retail water market.’ Ofwat
(July 2018); ‘State of the market 2018‒19: reviewing the second year of the business retail water
market.’ Ofwat (July 2019); and ‘State of the market 2019-20: review of the third year of the
business retail water market.’ Ofwat (August 2020).

BMG quantitative results
Figure 12 shows that the results of a question asking customers that switched their
retailer, “In percentage terms, roughly how much have your water bills reduced by, or do
you expect them to reduce by, as a result of switching retailer, if at all?”. Out of
microbusiness customers, 32% stated savings were at most 10%, with this 43% for
small customers and approximately 50% for both medium and large customers. At
most 16% of any customer size indicated that savings accrued were at least 21%,
meaning that some customers do receive more than minimal savings. However, the
majority that did report a saving, indicated a low proportional saving. Interestingly,
10-12% of customers in each group said that their bill had increased as a result of
switching their retailer.

44
45

46

‘Open for business: Reviewing the first year of the business retail water market.’ Ofwat (July 2018); p.13.
‘State of the market 2018‒19: reviewing the second year of the business retail water market.’ Ofwat (July
2019); p.20.
‘State of the market 2019-20: review of the third year of the business retail water market.’ Ofwat (August
2020); p.12.
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Figure 12: “ n percentage terms, roughly how much have your water bills reduced by, or
do you expect them to reduce by, as a result of switching retailer, if at all?” (Survey of
switchers and renegotiators, question E29)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

The results when customers that had renegotiated were asked are very similar, and
even indicate smaller savings for customers, particularly large ones, with 47% of
customers indicating that savings from renegotiating with their retailer were between
1% and 5%.47 For smaller and medium customers the results are consistent with the
above, i.e. that savings from engaging in the market and renegotiating with the retailer
are minimal, and similar to those from switching retailer.
BMG qualitative results
In addition, in the BMG interviews with TPIs, the key conclusion for this analysis was
that potential cost savings are very low. A large number of TPIs stated that the
potential savings to be made from switching in the non-household water market were
“relatively marginal when compared to other utilities”. The savings reported were
generally between 2% and 5%.48
Economic Insight stakeholder engagement
In our own stakeholder engagement interviews with TPIs, we were told that potential
cost savings from switching are very low. They also indicated that the low level of
customer engagement is therefore unsurprising. Further details of what TPIs said
specifically can be found overleaf.

47

48

Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’ BMG Research
(July 2020); question FE29.
‘The role of Third Party Intermediaries in the Business Retail Market for Water.’ BMG Research (June
2020); p.11.
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-

-

-

TPI A: This TPI indicated that cost savings are often only 0.5% so are not
large enough to justify anything more than the costs of switching, e.g.
tendering.
TPI C: This TPI indicted that, particularly compared to the energy market,
savings are very low, and that SMEs are often discouraged from entering the
NHH water retail market as a result of this.
TPI D: This TPI agreed that savings were very low compared the energy
market.

Economic Insight calculations of monetary cost savings
In order to understand what these reductions mean in practice, we calculated a
theoretical bill reduction, based on the approximate price reductions indicated in the
BMG engagement with TPIs. We include four different scenarios for the percentage
that is saved by customers:
-

Scenario 1: 0.5%, which comes from the Economic Insight stakeholder
engagement with TPIs;
Scenario 2: 2%, which is the lower bound of the savings indicated by TPIs in
the 2020 BMG qualitative research;
Scenario 3: 3%, which is the estimated average annual monetary saving in
the Ofwat 2020 State of the Market report; and
Scenario 4: 5%, which is the upper bound of the savings indicated by TPIs in
the 2020 BMG qualitative research.

We use the average bill spend from the 2020 Ofwat State of the Market report. The
revenue portion of the average annual bill spend comes from an Ofwat RFI to
retailers.49

49

‘State of the market 2019-20: review of the third year of the business retail water market.’ Ofwat (August
2020); p.4.
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Table 6: Approximate annual cost savings to customers from switching
Scenario

Scenario 1

Scenario 2

Scenario 3

Scenario 4

Saving (%)

0.5%

2%

3%

5%

Microbusiness
average bill

£350

£350

£350

£350

Saving (£)

£1.75

£7

£10.50

£17.50

Small businesses
average bill

£2,500

£2,500

£2,500

£2,500

Saving (£)

£12.50

£50

£75

£125

Large customer
average bill

£35,000

£35,000

£35,000

£35,000

Saving (£)

£175

£700

£1,050

£1,750

Source: Economic Insight analysis of data from ‘State of the market 2019-20: review of the third
year of the business retail water market.’ Ofwat (August 2020); ‘Non-Household Customer Insight:
Third Party Intermediaries Interviews BMG Final Report 2020.’ BMG Research (July 2020); and
Economic Insight stakeholder engagement with TPIs.

As can be seen in the above, these savings are minimal for smaller customers. Even in
Scenario 4, which assumes the largest savings from switching, we find that savings to
microbusiness customers annually from switching are £17.50, and £125 for small
business customers. Whilst these figures represent monetary savings, it is
questionable – especially at the lower end – whether they would be sufficient for a
rational NHH customer to expend time and effort engaging with the market to achieve
these levels of savings.
Comparison with the energy market
We now compare these results to potential cost savings available to customers from
switching in the energy market. In the Competition and Markets Authority (CMA)
Energy Market Investigation in 2016, potential savings to customers from switching
were calculated.
The results from the different switching scenarios designed by the CMA are presented
in Table 7 overleaf.
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Table 7: CMA average annual gains from switching
Internal

Internal

Like-forlike

Like-forlike

Flexible

Flexible

Saving
(£)

£51-73

£51-64

£40-65

£42-72

£164

£143

Saving
(%)

4-6%

4-5%

4-6%

3-5%

14%

11%

Supplier
size

Six large

Mid-tier

Six large

Mid-tier

Six large

Mid-tier

Source: ‘Appendix 9.2: Analysis of the potential gains from switching.’ CMA (2016).

More recently, Ofgem published a press release in February 2020 with regards to a
reduction in the default price cap in which it said that “switching away from a default
tariff to a cheaper deal could save a typical household up to £305. Households are
encouraged to shop around to access these savings”.50 This figure was based on the
average of the ten cheapest tariffs offered by suppliers in the market.
Therefore, the available savings in the energy market from switching appear to be
much greater than in the NHH water retail market. It is interesting that switching in
2019 was only 24% despite these relatively greater savings.51
4.2.2

Quality benefits

Quality benefits include the quality and range of service that a company may value.
Quality benefits can also be observed in reduced time that is spent dealing with water
bills and reduced usage (e.g. as a result of better data provision). We use two key
pieces of evidence to assess this.
-

BMG quantitative survey results; and
Economic Insight stakeholder engagement interview with a confidential
stakeholder.

We find that benefits from switching for smaller customers beyond price savings
also appear to be limited. There is some evidence that the quality of retail services
does improve, although this is not a consistent theme. Furthermore, there appear to
be some time benefits to customers from switching but these are not consistently
found across customer groups.
BMG quantitative results
In this section we present evidence from the survey of switchers and renegotiators as
part of the 2020 BMG survey. We present the results of three separate questions,
intending to determine the extent of benefits to customers from switching beyond just
price savings. These three questions were all asked of customers in the survey that
had switched in that year.

50

51

Ofgem website, please see: https://www.ofgem.gov.uk/publications-and-updates/savings-energy-billsmillions-price-caps-fall
‘State of the energy market.’ Ofgem (October 2010); p.35.
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We note that the results presented below are consistent with the results for
customers that renegotiated their contract with their retailer. In the table overleaf,
we present the results of a question asking customers that switched, “What benefits, if
any, did you actually get from switching?”. The results indicate that the primary
benefits to customers are found in cost savings, i.e. “Lower price / bill”. These do not
specify a particular figure so this is consistent with our finding above that the cost
savings available to customers are limited. There is some evidence that a higher
quality of service and bill consolidation are benefits to large customers, and bill
consolidation can also be a benefit to medium customers. However, benefits for
smaller customers appear to be primarily limited to cost savings.
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Table 8: “What be efits, if a y, did yo a t ally et from swit hi
switchers and renegotiators, question E23, multiple choice)

?”

rvey of

Zero /
Micro (0-9)

Small (1049)

Medium
(50-249)

Large
(250+)

Nothing

11%

11%

7%

8%

Lower price/bill

68%

70%

63%

67%

Higher quality
service (e.g. more
detailed billing)

7%

9%

11%

18%

Better customer
service (e.g. when I
contact them)

9%

12%

11%

11%

Bill consolidation
for water and waste
water

11%

9%

20%

23%

Bill consolidation
across multiple
premises

0%

2%

2%

15%

Bill consolidation
across multiple
utilities

2%

1%

4%

3%

Incentives /
cashback

4%

8%

5%

0%

Other

3%

2%

2%

5%

Sample size

317

204

83

61

Notes: (i) This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers stated the option. We also note that we did not
include responses in the table with fewer than 4% of respondents across every customer group.
The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may differ
between questions asked of the same sample of customers. (ii) no formatting has been applied to
the response of microbusinesses with regards to billing consolidation across sites, as we assume its
unlikely such businesses would have multiple sites.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators survey.’
BMG Research (July 2020).
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We now present the results from a question that asked customers that switched, “Is
the quality of retail services like billing and meter reading from your new retailer better,
worse, or about the same as your previous retailer?”. This is shown in Figure 13. For
large customers, there is some evidence that the quality of retail services increased,
with 43% of customers indicating this. However, across other customer groups,
between 57% and 60% stated that quality remained the same. For smaller and
medium customers, 30-33% of customers that had switched indicated that the quality
had increased. Therefore, this indicates that there may be some quality benefits to
smaller customers from switching but that these are limited.
Figure 13: “ s the quality of retail services like billing and meter reading from your new
retailer better, worse, or about the same as your previous retailer?” (Survey of switchers
and renegotiators, question E32)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

Thirdly, we present the results of a question that asked customers that switched, “Has
the amount of time your organisation spends dealing with your water bills each billing
cycle increased, reduced or stayed the same since switching?” The results of this are
shown in Figure 14. Overall, this indicate that there is evidence that for large
customers the time spent dealing with water bills reduced, with 39% of customers
indicating this. However, 42% of these customers also indicated that the quality of
their retail services had remained the same. For smaller and medium customers, 6164% of customers indicated that the quality of their retail services had remained the
same after switching. For smaller and medium customers, only 23-30% indicated that
the quality had risen. This therefore points towards the benefits of an increase in the
quality of retail services being limited after switching, particularly for smaller
customers.
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Figure 14: “Has the amount of time your organisation spends dealing with your water
bills each billing cycle increased, reduced or stayed the same since switching?” (Survey
of switchers and renegotiators, question E36)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

Customers that switched were also asked “Do you think your savings have come mostly
from a lower tariff or from water efficiency and leak detection services?”. The results
are shown in the table overleaf. These indicated that benefits accrued to customers
from reduced consumption as a result of increased efficiency are very minimal, with
some large customers indicating this. However, for smaller and medium customers,
the vast majority of customers indicated that their savings came “Entirely from a
lower tariff”.
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Table 9: “ o you think your savings have come mostly from a lower tariff or from water
efficiency and leak detection services?” (Survey of switchers and renegotiators,
question E31, multiple choice)
Zero /
Micro (0-9)

Small (1049)

Medium
(50-249)

Large
(250+)

Entirely from a lower
tariff

99%

98%

97%

91%

Mostly from a lower
tariff

1%

2%

1%

4%

Equally from a lower
tariff and water
efficiency / leak
detection services

0%

0%

0%

2%

Mostly from water
efficiency / leak
detection services

0%

0%

1%

4%

Sample size

308

191

77

57

Notes: This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers stated the option. The responses “Don’t know”
and “Refused” are not included, meaning that sample sizes may differ between questions asked of
the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators survey.’
BMG Research (July 2020).

Amongst renegotiators, these results were consistent, with even fewer small and
medium customers indicating that they received savings as a result of improved
efficiency or leak detection services.52
Economic Insight stakeholder engagement
In our stakeholder engagement interview with a confidential stakeholder, we were
told that the stakeholder believes that there is a gap in the SME market. It indicated
that it believes there to be a gap in the SME market for a retailer that is able to provide
both (i) accurate billing; and (ii) value-added services. Currently, it believes that this
is not provided. This would point towards these quality benefits for customers not

52

Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’ BMG Research
(July 2020); question FE31
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being available to small and medium customers, meaning the quality benefits to
switching may be limited.
4.2.3

Switching costs

Switching costs primarily consist of the time and effort that a customer has to devote
to engaging with retailers and other organisations such as TPIs.
Here, we consider costs directly related to switching, whereas in section 4.4 we assess
the incentives of firms to increase awareness and actively engage with customers.
We first assess switching costs in the status quo market, and then consider whether
they are likely to be efficient or not. We use several pieces of evidence to assess this:
-

BMG quantitative survey results;
BMG qualitative survey results with TPIs;
Economic Insight survey results; and
Comparison with the energy market.

In this section, we separately assess:

•

Information on the different ‘routes’ to market (e.g. via a price comparison
website / broker).

•

Information about the switching process.

•

Comparison with the energy market.

Our overall conclusions are that: (i) there are two key routes to market, with smaller
customers that switched generally researching and contacting retailers themselves,
with less ability to influence the price of the new bill; (ii) customers appear to find the
process of actually switching easy and not time consuming; but (iii) it is unclear
whether the process of comparing retailers is challenging and time consuming.
4.2.3.1

Routes taken to market

BMG qualitative evidence
We firstly present results from the BMG survey of SMEs that indicates the two main
routes to market, and the main motivations for switching amongst each group:

•

‘Self-actuated’ route. These are customers who chose to switch themselves,
generally due to “push” factors that encouraged them to explore alternatives, e.g.
issues with billing.53

•

‘Externally actuated’ route. These are customers that were contacted by a
retailer or TPI, encouraging them to switch or renegotiate. These customers
mostly switched due to “jump” factors, e.g. a desire for a lower price. 54

53
54

‘Non-Household SME Customer Insight Report 2020.’ BMG Research (June 2020); p.12.
‘Non-Household SME Customer Insight Report 2020.’ BMG Research (June 2020); p.12.
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BMG quantitative evidence
We now present information on the different routes that customers can take to
market. These questions were all asked of customers that did indeed switch retailers,
in the survey of switchers and renegotiators. The questions were “How did you
arrange the switch?” (shown in Figure 15), “How many, if any, different retailers did you
receive price quotations from prior to switching?” (shown in Figure 16) and “Which of
the following best describes your experience of agreeing a price with your new retailer?”
(shown in Figure 17).
Figure 15: “How did you arrange the switch?” (Survey of switchers and renegotiators,
question E2)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

This figure indicates that large customers are most likely to switch through a broker
or consultant, with microbusiness customers most likely to switch by directly
contacting the retailer. This would appear that TPIs are more often a route to market
for large customers, especially compared to microbusiness customers, despite being
an important route for smaller customers.
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Figure 16: “How many, if any, different retailers did you receive price quotations from
prior to switching?” (Survey of switchers and renegotiators, question E4)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

These results indicate that large customers are likely to receive more quotes from
retailers than smaller and medium customers, with large customers generally
receiving at least three quotes. Other customer sizes mostly received fewer than two.
This may make it more challenging for smaller and medium customers to engage with
the market, as the onus is on them to source information on retailers.
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Figure 17: “Which of the following best describes your experience of agreeing a price
with your new retailer?” (Survey of switchers and renegotiators, question E5)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

These results indicate that smaller customers are more likely to be offered a price by
their new retailer on a ‘take it or leave it’ basis than either medium or, particularly
large, customers. We consider this consistent with how markets typically work when
the product / service is homogenous. Notably, more medium and large customers
were offered a price that was specified by the broker / consultant.
These results are broadly consistent with those for customers that renegotiated their
contract, but the sample sizes for this group are much smaller, making conclusions
harder to draw definitively.
Overall, the results of these three tables indicate that smaller customers are (i) more
likely to arrange the switch directly with a retailer; (ii) likely to receive fewer quotes
from different retailers than large customers; and (iii) more likely to be given a price
on a ‘take it or leave it’ basis.
4.2.3.2

Finding information and comparing retailers

BMG quantitative evidence
We now present results indicating how customers find the switching process overall.
We firstly present the results of the BMG survey of switchers and renegotiators of
questions that asked customers that had switched or renegotiated their retailer, and
searched for information (i) “How easy or difficult was it for you to find the information
you felt like you needed to make an informed choice?” (shown in Figure 18); and (ii)
“How easy or difficult was it to compare different retailers?” (shown in Figure 19).
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Figure 18: “How easy or diffi

lt was it for yo to fi d the i formatio yo felt like yo
eeded to make a i formed hoi e?” (Survey of switchers and renegotiators, question

H3)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

Figure 19: “How easy or diffi lt was it to ompare differe t retailers?” (Survey of
switchers and renegotiators, question H5)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).
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These results would indicate that customers do generally find it easy, or at least not
difficult, to both (i) source the information they need to make an informed choice; and
(ii) compare retailers. However, the evidence from the survey of representative
businesses, indicates that medium customers find it much more difficult, and large
customers easier, to do both these things than is shown in Figure 18 and 19.
Economic Insight survey results
We now present results from the survey that we undertook. The two questions are:
-

“To what extent do you agree or disagree with the following statement: “It is
easy to compare prices charged by water retailers”?” (shown in Figure 20); and
”To what extent do you agree or disagree with the following statement: “It is
easy to compare the services offered by water retailers”?” (shown in Figure 21).

Figure 20: “To what exte t do yo a ree or disa ree with the followi
easy to ompare pri es har ed by water retailers”?”, question 12

stateme t: “ t is

Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.
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Figure 21: ”To what exte t do yo a ree or disa ree with the followi stateme t: “ t is
easy to ompare the servi es offered by water retailers”?” , question 13

Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.

We note that the two surveys presented in this question are inherently different, with
the BMG survey of switchers and renegotiators only containing customers that had
actively engaged in the market, and the Economic Insight survey also containing
customers that had not engaged. Therefore, diverging results between the two may
be driven by this difference between the customers surveyed. In order to assess
whether this is the case, we analyse the results to the questions presented in Figure
20 and Figure 21, but split by whether customers have switched or renegotiated their
retailer, rather than customer size. These results are shown in Figure 22 and Figure
23.

57

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

stateme t: “ t is

roportio of

stomers

Figure 22: “To what exte t do yo a ree or disa ree with the followi
easy to ompare pri es har ed by water retailers”?”, question 12

wit hed or re e otiated
tro

ly a ree

ree

either a ree or disa ree

ot swit hed or re e otiated
isa ree

tro

ly disa ree

Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.

58

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

roportio of

stomers

Figure 23: “To what exte t do yo a ree or disa ree with the followi stateme t: “ t is
easy to compare the services offered by water retailers”?” , question 13

wit hed or re e otiated
tro

ly a ree

ree

either a ree or disa ree

ot swit hed or re e otiated
isa ree

tro

ly disa ree

Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.

For customers that have not switched or renegotiated in the Economic Insight survey,
questions asking about comparing retailers may be more representative of how easy
they perceive it to find information on retailers. Therefore, for these customers, the
results in the Economic Insight survey may be less comparable to those in the BMG
survey. However, for customers that did switch or renegotiate in the Economic
Insight survey, the results are aligned to those of the BMG survey.
The distribution of responses across these two sets of customers appears to be
broadly similar, meaning that the overall results in Figure 20 and Figure 21 are likely
to be consistent across the two groups. We note that the sets of questions asked in
each survey are slightly different, with the BMG survey asking whether it is easy to
compare retailers, and the Economic Insight survey asking specifically about
comparing prices and services. However, the results do appear to be contradictory,
with the BMG results indicating that it is easy to compare retailers and the Economic
Insight survey results indicating that it is difficult to compare the prices and services
offered by retailers. Therefore, these pieces of evidence point towards it being
inconclusive on how easy / difficult customers find it to compare retailers.
BMG qualitative evidence
In the BMG survey with TPIs, it was indicated that many businesses feel that that there
are time pressures and delays, with many feeling that they required encouragement
to switch retailers as they did not have the time or resources to do so themselves.
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4.2.3.3

Switching retailers

BMG quantitative evidence
We now present results indicating the ease with which customers found the process
of switching and their satisfaction with the time taken to switch. These questions
were asked of customers that did switch their retailer. In Figure 24, we present the
results of a question that asked customers that had switched their retailer, “Once you
had chosen the retailer you wanted to switch to, how easy or difficult did you find the
process of switching retailer?”, and in Figure 25, “How satisfied or dissatisfied were you
with the time it took for the switch to take place?”.
Figure 24: “ nce you had chosen the retailer you wanted to switch to, how easy or
difficult did you find the process of switching retailer?” (Survey of switchers and
renegotiators, question E9)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).
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Figure 25: “How satisfied or dissatisfied were you with the time it took for the switch to
take place?” (Survey of switchers and renegotiators, question E11)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

These results generally indicate that customers find the process of switching easy, and
also that they were satisfied with the time it took to switch. This is particularly the
case for smaller and medium customers, with large customers indicating that it was
“Very easy” to switch retailer and that they were “Very satisfied” with the time taken,
far less than smaller customers. Therefore, this indicates that smaller customers
generally find the actual process of switching easy and not time consuming..
4.2.3.4

Comparison with the energy market

The amount of time taken to switch water provider for business customers in the NHH
water retail market is up to one month, once a customer has decided to switch. 55 In
the non-household energy market, the average is between four and six weeks, despite
the time for domestic customers only being 17 days.56 Therefore, it is indeed faster
for non-household water customers to switch water providers, on average, than
to switch energy providers.
4.2.4

Customer reasons for not switching

We next consider whether, in the view of customers that do not switch, the costs of
switching / renegotiating outweigh the benefits. Here, we evaluate the evidence at
‘face value’, and subsequently consider whether customers are subject to behavioural
biases in section 0. We use three pieces of evidence to assess this:

55
56

Open water website, please see: https://www.open-water.org.uk/for-customers/how-to-switch/
UK Power website, please see: https://www.ukpower.co.uk/business_energy/faqs
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-

BMG quantitative survey results;
Economic Insight survey results; and
BMG qualitative survey results with SMEs.

Overall, our conclusions from this section are that: (i) some smaller customers do not
think that the benefits of switching outweigh the costs of switching, but some indicate
that they will switch in the future; (ii) the proportional bill reductions cited by smaller
customers to encourage them to switch are greater than for large customers; (iii)
many smaller customers would not consider switching for any reason; and (iv)
disengaged customers are unlikely to consider switching for any factor, although some
smaller customers do indicate price.
4.2.4.1

Reasons for c stomers’ hoosi

ot to swit h

BMG quantitative evidence
The first piece of evidence comes from a question asked of the relevant customers,
“Why have you not yet considered switching retailer or renegotiating with you existing
retailer in the last 12 months?”. These results are shown in the table overleaf.
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Table 10: “Why have yo

existi

ot yet o sidered swit hi retailer or re e otiati with yo
retailer i the last mo ths?” (Survey of representative businesses, question

H7, multiple choice)

Zero /
Micro (09)

Small (1049)

Medium
(50-249)

Large
(250+)

Service is good / happy
with current retailer /
provision

25%

22%

38%

4%

Too much effort to switch

8%

21%

7%

1%

No point in switching

37%

15%

6%

3%

Bad experiences
switching other utilities

1%

0%

9%

0%

Intend to in the future, but
haven't got round to it

9%

34%

28%

49%

Didn't know that you
could switch / renegotiate

5%

2%

2%

0%

Not part of my job (Inc.
this decision made
centrally / by others)

0%

1%

0%

40%

Not thought about it /
considered it

8%

6%

4%

1%

Other

2%

0%

13%

1%

Sample size

122

135

75

65

Notes: This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers stated the option. We also note that we did not
include responses in the table with fewer than 5% of respondents across every customer group.
The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may differ
between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Representative survey.’ BMG
Research (July 2020).
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As can be seen large customers mostly indicated different options to smaller
customers, with “Not part of my decision” and “Intend to in the future, but haven’t got
round to it” the most frequently selected options. The second of these was also
selected frequently by small and medium customers. For microbusiness, small and
medium customers, satisfaction with the existing retailer was often cited, with “No
point in switching” for microbusiness and small customers. Furthermore, “Too much
effort to switch” was often selected by small customers.
Comparing these results to the 2019 survey, the main difference is for microbusiness
customers, with more stating previously that they “Intend to switch, but haven’t got
round to it yet”, and fewer saying that there was “No point in switching”. Otherwise,
the results are broadly consistent across the two years.
Therefore, these results indicate that some smaller customers feel that the benefits
of switching do not outweigh the costs, but several also indicate that they do
plan to switch in the future.
Economic Insight survey results
We now present the results of a question from our survey that asked customers that
said that they would be willing to accept a lower level of service for a lower price,
“Given that your business would be willing to accept a lower level of service in exchange
for a lower price, what’s the reason you haven’t switched retailer or renegotiated your
contract?”. The results are shown in the figure below.
Figure 26: “Give that your business would be willing to accept a lower level of service

roportio of

stomers

i ex ha e for a lower pri e, what’s the reaso yo have ’t swit hed retailer or
re e otiated yo r o tra t?”, question 17B

employees

employees

We have t tho

ht abo t it o sidered it

We did t k ow that yo
We ve had bad experie
t is too m

employees

or more
employees

ll

o ld swit h re e otiate
es swit hi

other tilities

h effort to swit h or re e otiate my o tra t

The pri e de rease is too small for the de rease i servi e
lower

ality offeri

does t exist, or we o ld t fi d o e

Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.
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From this chart, it is hard to draw definitive conclusions about customers with more
than four employees, due to low sample sizes. For customers with 0-4 employees, the
results indicate that a lack of awareness / willingness is the main reason for
customers not switching. There are various other reasons indicated too, with 15% of
customers indicating that they did not think that a lower quality offering existed, or
they could not find it. These results indicate that smaller customers do not engage
for a variety of reasons, including a lack of awareness / interest, and the belief
that they cannot find a more appropriate offering for their needs.
BMG qualitative evidence
In the qualitative survey of SMEs, it was found that there were three key barriers to
SMEs engaging in the market, thus factors that prevented them from switching.

•

Marginal savings. Amongst customers that had either considered switching /
renegotiating, or had actually switched / renegotiated, their experience suggested
that savings were minimal overall. 57 The report indicated that amongst
customers that were disengaged, the belief that there would be marginal savings
was based more on a ‘gut instinct’, however the results in section 4.2.1. show that
this is likely to be correct.58

•

Lack of knowledge and / or interest. This was also stated often, particularly by
customers that had not yet engaged in the market, as a reason for their lack of
engagement.59 By indicating this, these SMEs are saying that they do not consider
the benefits from engaging in the market are large enough to justify an interest in
the market, or devoting their resources to developing a knowledge of the market.

•

Lack of time. The report stated that this was possibly the most cited reason for
not engaging in the market. This was most frequently indicated by customers that
were ‘not considering’ switching / renegotiating or were ‘unaware’ of the
market.60 As SMEs have indicated that they do not have the time required to
research switching options, they are effectively stating that there are tasks that
would be more beneficial to which they could devote their resources. Therefore,
the value of engaging in the NHH water retail market is positive but relatively low.

4.2.4.2

Factors that may encourage customers to switch

BMG quantitative evidence
We now present the results of our next question from the BMG survey of
representative businesses. This question asked customers, “In percentage terms, what
level of annual water bill reduction would encourage you to switch or consider switching
retailer?”, with the results shown in Figure 27 and Table 11. In the former we show
the proportions of customers that indicated they would consider switching. The latter
shows the results of the overall question from those who stated that they would not
consider switching.

57
58
59
60

‘Non-Household SME Customer Insight Report 2020.’
‘Non-Household SME Customer Insight Report 2020.’
‘Non-Household SME Customer Insight Report 2020.’
‘Non-Household SME Customer Insight Report 2020.’

BMG Research (June 2020); p.29.
BMG Research (June 2020); p.29.
BMG Research (June 2020); p.31.
BMG Research (June 2020); p.31f.

65

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

These results therefore indicate that fewer smaller and medium customers would
consider switching for bill reductions that are 10% or less, compared to large
customers. Furthermore, more smaller and medium customers indicated that they
would not consider switching, either at all or due to a bill reduction, with almost no
large customers indicating this. However, we note that in 2019, the proportions of
smaller customers indicating reductions greater than 10% was much smaller than in
the 2020 survey, meaning that the results may not be consistent over time. Overall,
this indicates that smaller customers, on average, would only consider switching for
larger bill reductions than large customers, and smaller customers are more likely to
indicate that they would not consider switching, either at all, or due to a bill reduction,
compared to large customers.
Figure 27: “

percentage terms, what level of annual water bill reduction would
encourage you to switch or consider switching retailer?” (Survey of representative
businesses, question H14)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Representative survey.’ BMG
Research (July 2020).
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Table 11: “ per e ta e terms, what level of a

encourage you to swit h or o sider swit hi
businesses, question H14)

al water bill red tio wo ld
retailer?” (Survey of representative

Zero / Micro
(0-9)

Small (1049)

Medium (50249)

Large (250+)

Would not
switch retailer
due to water
bill reduction

7%

4%

2%

0%

Would not
switch at all

19%

10%

12%

1%

Sample size

229

223

166

134

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Representative survey.’ BMG
Research (July 2020).

The next question that we present the results of in this sub-section asked the relevant
customers, “Is there anything else which would encourage you to switch or consider
switching retailer or renegotiate or consider renegotiating with you existing retailer? If
so, what?” These results are shown in Table 12. As can be seen, the majority of
customers stated that they would not switch for any reason, with this applying to
approximately two thirds of small and medium customers, with 81% of large
customers indicating this, and 58% of micro customers. Therefore, it appears that
large customers that are disengaged are less likely to engage than smaller customers,
but smaller customers, indicate price and a good overall service as reasons. However,
the majority of disengaged smaller customers would not be encouraged to engage for
any reason.
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Table 12: “ s there anything else which would encourage you to switch or consider

switching retailer or renegotiate or consider renegotiating with you existing retailer? If
so, what?” (Survey of representative businesses, question H15, multiple choice)
Zero /
Micro
(0-9)

Small
(10-49)

Medium
(50249)

Large
(250+)

27%

16%

13%

11%

1%

2%

4%

1%

1%

5%

3%

1%

8%

10%

12%

4%

3%

2%

3%

2%

No, none, nothing

58%

67%

66%

81%

Sample size

235

227

138

91

Providing a lower price / billing /
deals (Inc. cost)

Good customer service

Improved billing system (Inc. more
accurate billing costs / invoicing)

Providing a good overall service
(Inc. if the standards of the current
retailers dropped)
Other

Notes: This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers stated the option. We also note that we did not
include responses in the table with fewer than 2% of respondents across every customer group.
The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may differ
between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Representative survey.’ BMG
Research (July 2020).

4.2.5

Conclusions

The evidence presented above firstly indicates that the benefits to lower usage
customers from switching or renegotiating are limited, albeit there are some
benefits. The results from the different sources of evidence we have used indicate that
both the price and quality benefits to switching or renegotiating are limited. The
estimates for annual price savings for lower usage customers generally range from
0.5-5%, whilst our most liberal estimate of annual monetary saving for a small
business customer is £125.
In terms of switching costs, the evidence is overall inconclusive on the difficulty and
time required to compare retailers, but the evidence does also indicate that the
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onus is on lower usage customers to engage with the market as they are less
frequently contacted by external parties. The actual switching process appears
to be easy and not time consuming. Therefore, the main switching costs appear to
arise when initially engaging with the market, and choosing a retailer.
There is also evidence to suggest that lower usage customers do not consider the
benefits of switching to outweigh the costs. This is due to the reasons provided by
customers for not having switched or renegotiated retailer, in addition to the evidence
that customers do find it time consuming to compare retailers.
Therefore, the overall conclusion of this section is that the costs of switching often
outweigh the benefits, but this is primarily due to how small the benefits are.
We also recognise that numerous markets suffer from low engagement, and that
Ofwat’s price protections are in place precisely because there is low engagement
among lower usage customers.
TOH 1b: Lower usage customers are subject to misconceptions and behavioural
factors
Our second sub-theory is that low customer engagement by lower usage customers
may be driven by: (i) misconceptions about the relative benefits of engaging; and / or
(ii) behavioural factors (that is, customers not acting ‘rationally’61). On the latter,
customers falsely relying on regulatory protections is one such behavioural factor. If
customers know they are safeguarded from being exploited by retailers, they will have
less incentive to engage in the market to seek a better deal.
In the sections below, we set out:
4.3.1

evidence on the benefits of engaging;
the backstop protections in the market; and
evidence on customer awareness of protections.
Benefits of engaging

Below, we set out evidence on the benefits of engaging in the NHH water retail market.
We then compare this with evidence from the retail energy market.

•

As discussed in section 4.2, there are modest price and quality benefits obtainable
for lower usage customers from switching. For example, the 2020 Ofwat State of
the Market report indicated that the cost savings to customers that switched or
renegotiated their contract were approximately 3%.62 Furthermore, quality
benefits are shown to be minimal, with few customers, particularly smaller ones,
indicating that they experienced a benefit beyond cost savings in the BMG survey
of switchers and renegotiators, as shown in Table 8.

In the retail energy market, evidence shows that benefits from switching are more
considerable. For example, in its energy market investigation, the CMA found that
average gains from switching were more than 20% for some groups of customers. 63
61
62

63

A rational consumer makes choices to maximise their own utility.
‘State of the market 2019-20: review of the third year of the business retail water market.’ Ofwat (August
2020); p.12.
‘Energy market investigation.’ CMA (2016); 23; p.6.
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This gave the CMA concerns that consumers were affected by behavioural biases, and
that energy suppliers were exploiting these biases. In particular, it concluded that an
“overarching feature of weak customer response gives suppliers a position of unilateral
market power concerning their inactive customer base and that suppliers have the
ability to exploit such a position through their pricing policies”.64
4.3.2

Backstop protections in the market

Before considering whether customers are affected by behavioural factors, it is first
necessary to understand the backstop protections that are in place in the market. In
this section, we discuss how these protections have changed since market opening.
The Retail Exit Code sets out ‘backstop protections’, which aim to protect customers
that have not yet engaged in the market whilst competition develops. Protections
were first set at PR16 and these are summarised in the table below. As can be seen,
tighter protections were set for lower usage customers to recognise the fact that they
may take longer to engage with the market.
Table 13: PR16 protections by usage band

PR16
protections

0 – 5Ml

5Ml – 50Ml

>50Ml

Regional allowed
retail cost
allowances and net
margin allowances.

Uniform gross
margin allowances
of 5.0% for water
and 5.3% for
wastewater

Uniform gross
margin allowances
of 3.3% for water
and 2.8% for
wastewater

Source: ‘Retail Exit Code: Proposals for price protections beyond March 2020.’ December 2018; p.4.

In April 2020, Ofwat updated its price protections and customer usage bands, as
presented in the table below. In doing so, it also introduced a ‘no worse off’ non-price
protection, which stipulated that customers could not be worse off than they were
prior to market opening.65
Table 14: April 2020 protections by usage band

April 2020
protections

0 – 0.5Ml

0.5Ml – 50Ml

>50Ml

Regional allowed
retail cost to serve
and net margin
allowances.

Uniform gross margin
allowances of 8% for
water and 10% for
wastewater

Reasonable and
non-discriminatory
default tariffs

Source: ‘Future protections for business retail customers: Decision on Retail Exit Code – price
protections.’ July 2019; p.39.

For the price protections, the changes in April 2020 compared to PR16 were as
follows.
-

64
65

The regulator relaxed protections for medium- and high-usage customers –
that is, customers with usage above 0.5Ml. This was based on the fact that

‘Energy market investigation.’ CMA (2016); 160; p.39.
‘Future protections for business retail customers: Decision on Retail Exit Code – non-price protections.’ July
2019; p.22.
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-

they have “high awareness of market opening, relatively high engagement and
have been benefiting from the market through price savings, bill consolidation
and bespoke customer service”66.
Ofwat then maintained tighter protections for low usage customers, since
they have “relatively low awareness of market opening, relatively low bills and
relatively high discounts needed to motivate a switch”67.

In the next section, we present evidence on customer awareness of these protections.
4.3.3

Awareness of protections

The impact of protections on customer engagement will depend on whether
customers are aware of these protections. Indeed, if customers are unaware of their
existence, it is unlikely that they will affect engagement levels. In this section, we set
out evidence on customer awareness of protections.
Evidence suggests that lower usage customers have limited awareness about
regulatory protections in the market. Our findings are as follows.

•

66
67
68

Around half of smaller customers are unaware of the new NHH water retail
market opening and so, by default, are unaware of the existence of
protections. The figure overleaf presents customer awareness of the market by
business size and by year. As can be seen, awareness is much lower among
microbusinesses and SMEs compared to large businesses. In particular, only 58%
of microbusinesses and 52% of small businesses68 were aware of the market
being open in April 2020.

‘Retail Exit Code: Proposals for price protections beyond March 2020.’ December 2018; p.4.
‘Retail Exit Code: Proposals for price protections beyond March 2020.’ December 2018; p.3.
‘Non-household Customer Insight Survey 2020.’ BMG Research (July 2020). ; p.12.

71

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

Figure 28: Customer awareness by business size and year

Source: ‘‘Non-Household Customer Insight Surveys 2017/18.’ Opinion Research Services (July
2018); ‘Business Customer Insight Surveys 2019.’ Opinion Research Services (July 2019); ‘Nonhousehold Customer Insight Survey 2020.’ BMG Research (July 2020).

•

Smaller customers who are aware of the market do not cite the existence of
protections as a reason for not engaging. In the 2020 Customer Insight Survey,
Ofwat found that barriers to SMEs engaging with the NHH water retail market
were: (i) a view that available savings were marginal; (ii) low levels of interest in
the market; and (iii) a lack of time.69

•

Before the market opened, only one third of all customers that were aware
of the market were also aware of protections. In the 2016/17 Customer
Insight Survey, Ofwat found that, of customers that were previously aware of
upcoming changes to the water market, only one third were aware that customers
would be protected.70 This suggests that awareness of protections among
customers is generally low.

We understand from retailers that awareness and engagement is higher among multisite customers.
4.3.4

Conclusions

In this section, we discuss the implications of the above evidence for this sub-theory.
The benefits from switching in this market are more limited than those found by the
CMA in the retail energy market, which led it to behavioural concerns. This suggests

69

70

CC Water website, please see: https://www.ccwater.org.uk/research/business-customer-insight-research2020/
‘Customer Insight Survey 2016/17.’ Ofwat (2017), p.12.
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that low engagement among lower usage customers is unlikely to be driven by
misconceptions about the relative benefits of engaging.
As discussed in section 4.3.2, smaller customers are subject to tighter regulatory
protections in the market. However, evidence shows that these customers have little
awareness of these backstop protections. There is therefore limited scope for low
usage customers to falsely rely on regulatory protections as a reason for not engaging
in the market.
Therefore, we do not consider that the low engagement of lower usage customers
is likely to be driven by misconceptions about benefits or behavioural factors.
TOH 1c: Prices and costs are misaligned
Low customer engagement may also be being caused by weak supply-side incentives
for retailers to compete for smaller customers. This could occur if prevailing market
prices are lower than they would be if they reflected the efficient cost of providing
retail services to lower usage customers. Although customers may initially benefit
from lower prices, customer harm could arise through the following.

•

Retailers (and TPIs) not proactively engaging with lower usage customers due to
not being able to earn a sufficient return for their efforts. This may reduce levels
of engagement and prevent customers experiencing the benefits of switching /
renegotiating their contract.

•

Without cross-subsidisation, retailers may not be able to provide the efficient
level of service in the long run. Furthermore, as addressed in TOH2, retailers may
not have the incentive to innovate.

We consider whether prices are misaligned with cost due to price protections being
set ‘too low’ for lower usage customers. As detailed in chapter 2, prior to market
opening every customer was on a regulated tariff, and since market opening price
protections have remained for lower usage premises that have not actively switched
or renegotiated. This means that the ‘do nothing’ option for some customers has been
to remain on regulated tariffs and, given engagement levels, a large proportion of
lower usage customers are still on regulated tariffs. In particular, evidence from our
RFI shows that approximately 92% of premises with usage of 0-5Ml are on deemed
tariffs.
We recognise that if regulated tariffs have been set inefficiently low, it does not
necessarily mean that customer harm will arise. For example, retailers could offer
higher levels of service for prices above the regulated tariffs, which customers could
switch to. We address this potential under TOH 2, whereas here we consider whether
regulated prices are below the efficient level for small customers.
In this chapter, we have assessed regulated tariffs for lower usage customers on both
a top-down and bottom-up basis. We provide a summary of our findings in the
sections below and further details in Annex D. Further analysis, covering all customer
segments, is set out in chapter 5.
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4.4.1

Top-down assessment

In this section, we present our top-down assessment of actual against allowed costs
and margins. This will help us understand whether the allowances set by Ofwat are
potentially ‘too low’ to cover the actual costs incurred and margins earned for lower
usage customers (which typically correspond to smaller customers). Note that we
define a lower usage customer as one with usage of less than 0.5Ml. 71 We first
compare actual and allowed average cost to serve (ACTS), before comparing actual
and allowed net margins.
We have removed the effect of COVID-19 from this analysis to avoid the pandemic
unduly distorting the results. Nevertheless, COVID-19 is expected to give rise to
significant costs for the industry and the risk that is borne by retailers should be
reflected in regulated tariffs. Further details regarding the analysis presented in this
section are given in the discussion related to TOH 2b and in Annex D.
Comparison of actual vs allowed ACTS
To assess whether actual costs in the market are higher than those used to set
regulated tariffs, we undertook a comparison of actual and allowed ACTS per unique
customer. We have defined a ‘unique customer’ as the organisation that would engage
in the market, rather than a premises or supply point (e.g. a large company may have
multiple premises, but act as a single ‘entity’). The data used for this comparison is as
follows.

•

Actual ACTS. The actual ACTS data is from our RFI. It splits lower usage unique
customers into the following consumption bands: (i) 0 to 0.05Ml; and (ii) 0.05Ml
to 0.5Ml.72 As discussed in Annex E, costs were attributed to unique customer
bands based on assumed cost allocations, and so the actual ACTS presented in this
section are estimates.

•

Allowed ACTS. The allowed ACTS is available in the latest REC for premises with
0 to 0.5Ml usage in each wholesale region. The industry-average allowed ACTS
per premises was derived by weighting the allowed ACTS for each wholesale area
by the number of premises these are applicable to. To allow comparison with our
RFI data, we estimated the allowed ACTS per unique customer by multiplying the
allowed ACTS per premises by the average number of premises in the unique
customer usage segment.

Note that we are comparing the 2020/21 regulated allowances with actual cost data
for the last three financial years (2017/18, 2018/19 and 2019/20).
The figure overleaf presents our comparison of actual and allowed ACTS per unique
customer. The data presented is the industry-average across the first three years of
market operation. As shown, the actual ACTS is significantly higher than the allowed
ACTS. The allowed ACTS per unique customer was £78 for lower usage customers,
71

72

This cut off point has been chosen for consistency with the latest REC wherein Customer Group 1, i.e. the
customers for whom the default tariffs are based on allowances regarding ACTS and net margins, includes
customers with premises with usage less than 0.5Ml. We note that our definition of ‘small customers’
differs in that it is based on usage per unique customer. This is because, as we discuss further in our
recommended remedies in Chapter 8, we believe that price caps should be applied based on the entity that
engages in the market,
The customer segments that we have defined have been selected to provide a degree of granularity.
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compared to actual ACTS per unique customer of £119 and £124 for customers with
0-0.05Ml usage and 0.05-0.5Ml usage respectively.73
Figure 29: Actual vs allowed ACTS per unique customer

Source: Economic Insight RFI, REC, and PR16 final determinations data. Note that: (i) PR16 data
was used for weighting the allowed ACTS by the number of premises before converting these to the
allowed ACTS per customer; (ii) the actual ACTS figures include 5 NHH water retailers, a mix of
incumbents and new entrants; and (iii) adjustments have been made to bad debt costs in 2019/20
to strip out the effects of COVID-19.

The figure overleaf explores which categories of costs are driving the differences
between allowed and actual ACTS. The figure splits the actual ACTS of unique
customers with 0-0.05Ml usage and 0.05-0.5Ml usage into the subcomponent cost
categories, in each year since market opening. The subcomponent cost categories are:
(i) operating ACTS, which includes billing, contact, meter reading and customer
retention costs; (ii) MOSL fees; (iii) doubtful debt and debt management costs; (iv)
overheads; (v) customer acquisition costs; (vi) amortisation costs; and (vii) other
costs, which includes depreciation, exceptions and pension deficit repair costs. We
have stacked the costs based on the scope of costs included and not included in the
PR14 determinations to understand whether the allowed costs are enough to at least
cover the scope of costs considered in the PR14 determination.

73

For these bands combined (i.e. 0-0.5Ml), the actual ACTS per customer is £121.
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Figure 30: Actual vs allowed ACTS per unique customer, by cost types
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Source: Economic Insight RFI, REC, and PR16 final determinations data. Note that: (i) PR16 data
was used for weighting the allowed ACTS by the number of premises before converting these to the
allowed ACTS per customer; (ii) the actual ACTS figures include 5 NHH water retailers, a mix of
incumbents and new entrants; and (iii) adjustments have been made to bad debt costs in 2019/20
to strip out the effects of COVID-19.

The results show that the allowed costs are not enough to cover the scope of costs
included in the PR14 determinations (i.e. operating ACTS, bad debt-related costs
(doubtful debt and debt management costs), and overheads).
Amongst these, the first two categories of costs are direct marginal costs, and would
be incurred irrespective of whether the NHH water retail market was opened or not.
Similarly, overheads have to be incurred and allocated – although there is greater
uncertainty over how they should be allocated.
In addition, since retailers also incur other costs, the evidence therefore suggests that
allowed costs were set ‘too low’. In relation to the other cost categories:

» Regulatory costs such as MOSL fees have to be incurred as a necessary part
of the market.

» Customer acquisition costs are also a necessary part of a competitive
market.

» Amortisation costs reflect the purchase of customers, and are highly
dependent on ‘when’ the customers were purchased and the accounting
policy for them. Nevertheless, they can also be considered an acquisition
costs and reflective of what happens in a competitive market.
Therefore, although there is a degree of uncertainty / judgement needed to calculate
allocations / segments, the evidence suggests that cost allowances for lower usage
customers are too low.
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Comparison of actual against allowed margins
To assess whether actual margins are lower than those used to set regulated tariffs,
we undertook a comparison of actual against allowed net margins (EBIT margins).
The data used for this comparison is as follows.

•

Allowed margins. The actual net margin data is from our RFI. It splits lower
usage unique customers into the following consumption bands: (i) 0 to 0.05Ml;
and (ii) 0.05Ml to 0.5Ml. Costs were attributed to unique customer bands based
on assumed cost allocations, and so the actual net margins presented in this
section are estimates.

•

Allowed margins. The allowed net margins are available in the latest REC for
each wholesale area. It splits customers with 0 to 0.5Ml usage into: (i) metered
water customers; (ii) metered wastewater customers; and (iii) trade effluent
customers. The industry-average allowed margin was estimated by weighting the
allowed margin for each wholesale area by the number of premises these are
applicable to.

Note that we are comparing the 2020/21 regulated allowances with actual margin
data for the last three financial years (2017/18, 2018/19 and 2019/20).
The figure overleaf presents our comparison of actual and allowed net margins. The
data presented is the industry-average across the first three years of market
operation. As shown, actual net margins are much lower than the allowed net
margins, and are negative for both lower usage customer segments. Actual margins
are even lower for 0-0.05Ml usage customers, with retailers making a loss of 30%
compared to a loss of 5% for 0.05-0.5Ml usage customers. This is due to the much
lower revenue per unique customer for the 0-0.05Ml usage band. Overall, we estimate
that NHH retailers are not making Ofwat’s efficient level of net margin on customers
with usage below 0.5Ml.
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Figure 31: Actual vs allowed net margin

Source: Economic Insight RFI, REC, and PR16 final determinations data. Note that adjustments
have been made to bad debt costs in 2019/20 to strip out the effects of COVID-19.

Actual net margins are a function of both the actual and allowed ACTS, with the latter
determining the ‘revenue’ component of the margin. Therefore, if the actual ACTS is
much higher than the allowed ACTS, there cannot be anything left in terms of profit.
Given that most customers are on the default tariffs, negative actual net margins are
not surprising.
Overall, this evidence suggests that actual costs are much higher and actual
margins much lower than those used to set regulated tariffs for lower usage
customers. The comparison of actual against allowed costs and margins is explored
across all unique customer usage bands in the next chapter for TOH 2. We also
examine what market frictions might be driving these differences in chapter 6 for TOH
3.
4.4.2

Bottom-up assessment

In this section, we set out our ‘bottom-up assessment’ of the methodology by which
default tariffs for smaller customers were set. We first set out a brief recap of the
price regulation applying to smaller customers since PR14. We then set out our
assessment of the calculation of the main components of default tariffs in additional to
the wholesale charge, namely: (i) cost to serve; and (ii) net margin.
Recap on price regulation applying to smaller customers since PR14
As we set out below, whilst default tariffs were introduced as, effectively, more than
250 average revenue controls applying to incumbent operators, these regulations
have only been retained for smaller customers.

•

At PR14, in advance of the anticipated opening of the non-household retail market
to competition, Ofwat introduced a separate non-household retail control. This
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was an average revenue control per customer type, applying to incumbent retail
operators, with average revenue set equal to cost to serve, plus a net margin.

•

The non-household water retail market opened to competition in April 2017.
Ofwat reviewed tariffs applicable from this date at PR16. Ofwat maintained PR14
default tariffs for customers under 5Ml. For customers larger than 5Ml, looser
national caps to gross margins over wholesale cost were introduced (3.3% to
5.0% for water and 2.8% to 5.3% for wastewater, depending on customer size).

•

Ofwat introduced further revisions to price protections from 2020/21 onwards.
Controls were relaxed for all customers above 0.5Ml. For customers between
0.5Ml and 50Ml, gross margin caps of 8% for water and 10% for wastewater were
introduced. For customers above 50Ml, price caps were replaced with the
requirement that default tariffs be reasonable and non-discriminatory. Ofwat
maintained the PR14 default tariffs for customers under 0.5Ml, but allowed for a
one-off upward adjustment reflecting CPIH inflation since 2013.

The table below summarises the main tariff regulations in place over this period, with
price regulation applying to smaller customers highlighted in bold.
Table 15: Summary of tariff regulation applicable to non-household retail market since
2015/16
Customer
type

PR14

PR16

REC 2019

2015/16-2016/17

2016/17-2019/20

2020/21+

Default tariffs
based on PR14
approach retained

Default tariffs
based on PR14
approach retained,
with one-off CPIH
adjustment

Default tariffs based
on average revenue
control reflecting
2013/14 cost to
serve and 2.5% net
margin

Default tariffs based
on national gross
margin on
wholesale cost of
8% for water and
10% for wastewater

Default tariffs based
on national gross
margin on
wholesale cost of
5% for water and
5.3% for
wastewater

Default tariffs based
on national gross
margin on
wholesale cost of
8% for water and
10% for wastewater

Default tariffs based
on national gross
margin on cost of
3.3% for water and
2.8% for
wastewater

Default tariffs to be
reasonable and nondiscriminatory

0Ml-0.5Ml

0.5Ml-5Ml

5Ml-50Ml

50Ml+

Default tariffs
based on average
revenue control
reflecting 2013/14
cost to serve and
2.5% net margin

Source: Economic Insight analysis of PR14 and PR16 methodologies and Retail Exit Code.
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Cost to serve
Allowed cost to serve for smaller customers has been set with reference to what is
effectively an ‘evolutionary’ approach, with roll-overs and ad hoc adjustments applied
to values originally calculated in 2013/14.

•

At PR14, cost to serve was assessed based on companies’ own costs in 2013/14
for the customer types proposed by incumbent companies. This approach was
adopted because Ofwat considered this more proportionate than a full assessment
of the appropriate level of these costs. Instead, Ofwat undertook detailed checks
of companies’ proposed costs.74

•

At PR16, Ofwat made no changes to the cost to serve set at PR14, on the basis that:
there was no new evidence; and reopening the price controls would bring
unnecessary costs.75 Here, the regulator did acknowledge that new entrants may
face costs higher than the incumbents had previously – with particular reference
to the limited economies of scale.76

•

Under the REC, Ofwat established that the business retail costs were higher than
regulatory price controls for lower usage customers, thus applied a one-off
increase in cost to serve equal to CPIH inflation since 2013 (approximately
10%).77 Ofwat also maintained its view that lower usage customers should not
pay the costs associated with the functioning of a market they do not generally
benefit from.78

Overall, it is difficult to see a basis for expecting allowed cost to serve for smaller
customers to be an accurate reflection of the efficient costs currently incurred in
dealing with these customers. This is because allowed cost to serve for smaller
customers is based on the actual costs of incumbent companies in 2013/14, for
customer types allocated by these incumbents, uprated for CPIH inflation since that
time. This means that differences between allowed and actual cost to serve could
arise for the following reasons.

•

74

75

76

77

78

The incumbent company cost to serve for these customers in 2013/14 may have
been atypical and/or unrepresentative of those for an efficient retailer in the open
market. For example, incumbent company costs could be lower than those
operating in the open market because: incumbents could have benefited from
economies of scale across household and NHH; and incumbent companies would
not have faced market related costs, such as interacting with multiple
wholesalers. It is also possible there could have been a degree of inefficiency in
incumbents’ costs.

‘Setting price controls for 2015-20 – final methodology and expectations for companies’ business plans.’
Ofwat (July 2013); p.109.
‘Business retail price review 2016: Statement of method and data table requirements’ Ofwat (May 2016);
P9 & 10.
‘Business retail price review 2016: Statement of method and data table requirements’ Ofwat (May 2016);
P10.
‘Future protections for business retail customers: Decision on Retail Exit Code – price protections.’ Ofwat
(July 2019); p.16, 21.
‘Future protections for business retail customers: Decision on Retail Exit Code – price protections.’ Ofwat
(July 2019); p.20.
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•

In spite of the checks applied, some errors in the allocation of cost to serve
particular customer groups could have occurred. This could have included errors
in relation to identifying bad debt costs.

•

The incumbent company customer categorisation underlying the default tariff
structure may combine different customers with materially different cost to serve.
This means that the average allowed cost to serve for the customer type in
question may have been materially different to the cost to serve for particular
customers within this grouping (albeit this would have been the case under any
grouping). This could affect how competition works for particular sub-categories
of small customer.

•

There would have been changes in productivity growth and underlying input
price pressure since 2013/14, and there could potentially have been wider
structural or market changes affecting cost to serve for smaller customers. Whilst
Ofwat gave companies an allowance of an additional c.10% based on CPIH since
2013, this reflects its overall findings that cost to serve was too low, rather than a
detailed consideration of these factors.

We note that Ofwat’s application of an upward adjustment to cost to serve in line with
CPIH under the REC constitutes an attempt to align allowed cost to serve more closely
with efficient costs. As no allowance for inflation had previously been made for the
impact of cost inflation, it is plausible that this uplift succeeded in bringing allowed
costs on average closer to efficient costs than they previously had been. However, for
the reasons set out above, there remain several reasons why allowed costs overall and
for specific customers could be materially different to their efficient levels.
Net margin
The allowed margin for smaller customers remains at the 2.5% level Ofwat set for
incumbent operators at PR14. This was set based on information available at the time
of the PR14 price control, including a review of: (i) the margins included in business
plan submissions; (ii) margins in comparator industries; and (iii) ‘bottom-up’ analysis
provided by PwC. In particular, the margin was set at the mid-point of Ofwat’s
comparator analysis range, and cross checked using analysis provided by PwC. 79
Below we provide our assessment of Ofwat’s methodology for setting the margin at
PR14.
Ofwat stated that the margin needed to provide efficient headroom for competitive
entry.80 It also noted that the 2005 Water Industry Commission for Scotland (WICS)
determination for Business Stream activities set an average margin of 3.2%. Ofwat
asserted that working capital requirements for water companies in England were
likely to be lower – thus the margin for England should be lower. 81 Ofwat stated that
analysis of the margins in the non-household water retail market in Scotland; the UK
energy retail sector; and Mobile Virtual Network Operators (MVNOs) indicated a
range of 1% to 4%.82

79
80
81
82

Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.33.
Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.30.
Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.30.
Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.31.
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Based on the comparator range of 1% to 4%, Ofwat set the allowed net margin of
2.5% (at the mid-point of the range).83 In the figure below, we present the margins
referred to by the companies, their advisors and Ofwat’s advisor PwC at PR14. We
have also indicated Ofwat’s range of 1% to 4% with the blue shading. Ofwat noted
that some retailer comparators achieved margins above the upper limit of this range
(for example BT Retail and Centrica).84
Figure 32: Overview of the proposed net retail margin benchmarks at PR14

Source: Ofwat.85

Ofwat has reviewed new evidence on margins since PR14 and found that it does not
suggest that the 2.5% net margin at PR14 was inappropriate. We note that the overall
range for margins of 1% to 4% was fairly wide. Ofwat does not appear to have given
detailed consideration as to whether it remains appropriate to opt for the mid-point of
this range, given subsequent developments since market opening.
In addition, to provide a cross check on its comparator analysis Ofwat also considered
a return on capital analysis conducted by PwC. This analysis was based on retail asset
and working capital information in companies’ PR14 business plans, with a cost of
capital multiplied by average capital employed and divided by industry-average sales
to generate an average industry-wide EBIT margin. The bottom of the range used a
3.2% short-term borrowing rate, whilst the top of the range uses the PR14 WACC
converted into nominal pre-tax terms (7.6%).86 The results of this analysis indicated a
range for non-household retail margins of 0.55% to 1.1%. Ofwat acknowledged the
limitations of the analysis, including that:

83
84
85
86

Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.33.
Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.30.
‘Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.29.
‘Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.32.
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•

“A return on capital approach is less suited to retail activities which are ‘asset light’
and may not fully compensate the retail business for all sources of capital and
risks.”87

•

“It [the cross check analysis] does not take account of other factors such as
differences in risk between household and non-household markets.”88

•

“The appropriate cost of capital for a water retail business is likely to be different to
a water wholesale business, and we would expect the cost of capital to be different
for the non-household and household business.”89

In addition, we note that, whilst the use of the allowed wholesale WACC may have
been appropriate at the time that this cross check was applied at PR14, it is unlikely
that new entrants, for example, would be able to access short-term finance on the
same terms as incumbents with large wholesale businesses.
4.4.3

Conclusions

In this section, we discuss the implications of the above evidence for this sub-theory.
Evidence suggests that actual costs are much higher than those used to set regulated
tariffs for lower usage customers. As a result, we also estimate that actual net margins
are significantly lower than allowed net margins for these customers. In particular,
we find that NHH retailers were making negative net margins for customers with
usage below 0.5Ml. This suggests that regulated prices are below the efficient level for
smaller customers.
This finding is unsurprising, given the process by which default tariffs for smaller
customers were set. The allowed cost to serve for these customers is based on PR14
determinations of incumbents’ actual costs in 2013/14, plus a one-off CPIH uplift.
There do not appear to be good reasons to expect these allowed costs to be accurate
reflect the efficient costs of a new entrant in 2021. In addition, the allowed margin for
smaller customers is also based on analysis from PR14, with cross-checks applied that
are more relevant for incumbent monopoly retailers than market entrants.
Overall, the evidence suggests that prices and costs are misaligned for lower usage
customers. Therefore, there are weak supply-side incentives for retailers to
compete for these customers, which may be causing low engagement among
lower usage customers.
Conclusions
In this section, we set out our conclusions for TOH 1. Overall, we found that the
market is not working for lower usage customers. Our conclusions for each subtheory are set out in the table overleaf.

87
88
89

Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.31.
Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.31.
Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.31.
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Table 16: Summary of assessment
TOH

TOH 1: The
market is not
working for
lower usage
customers due
to low
customer
engagement
and weak
supply-side
incentives

Sub-theory

Level of concern

TOH 1a: The costs of
switching outweigh
the benefits for
smaller customers

Some concerns – The costs of switching
outweigh the benefits for lower usage
customers. The evidence presented
indicates that the benefits of switching for
lower usage customers are minimal, and
that there is some evidence to suggest
that switching costs arise for these
customers most when initially engaging
with the market. The evidence also
suggests that lower usage customers may
not engage because they do not consider
the benefits to justify the costs

TOH 1b: Smaller
customers are
subject to
misconceptions and
behavioural factors

Limited / no concerns – Lower usage
customers are subject to misconceptions
and behavioural factors. Evidence shows
that benefits from switching are limited
and that lower usage customers have
little awareness of backstop regulatory
protections. Therefore, the low
engagement of lower usage customers is
unlikely to be driven by misconceptions
about benefits or behavioural factors

TOH 1c: Prices and
costs are misaligned

Significant concerns – Evidence suggests
that regulated prices are below the
efficient level for lower usage customers.
As such, there are weak supply-side
incentives for retailers to compete for
lower usage customers, which may be
causing low engagement among these
customers

Source: Economic Insight.
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5. TOH 2: Customer access to
quality and innovation is
constrained
This chapter sets out our assessment of TOH 2, which tests whether
customer access to quality and innovation is constrained because of
limited options and a lack of transparency. There are two aspects to this
TOH: (a) on the demand-side, whether customers are willing to pay for
higher quality, but cannot identify this prior to choosing (or switching)
suppliers; and (b) on the supply-side, whether retailers have the incentive
to improve quality in the market, and break the path dependency of price
competition. Our overall conclusion is that, whilst customers value
quality of service and more innovative practices, they are not (in general)
willing to pay more for them (although some customers / segments may
prefer higher quality services at a premium). On the supply-side, whilst
retailers can drive quality for larger customers, the allowances are not
enough to drive quality for smaller customers. Furthermore, there is also
limited targeted and comparable information available to customers to
allow them to identify high quality before choosing suppliers, and limited
incentive for retailers to address this for smaller customers.
Overview of TOH
This TOH considers the possibility that customers’ access to quality and innovation is
constrained, because of limited options and lack of transparency in the market. This
TOH reflects concerns that, since opening, price competition has dominated in the
market, potentially at the expense of competition on quality and innovation.
If this is the case, market outcomes will be sub-optimal, because although some
consumers are willing to pay for enhanced levels of service and/or new innovations,
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the market is not currently offering it to them. This will harm both consumers, who
cannot access the higher service levels that they value, and the retailers that are
prevented from supplying these higher quality services.
The analysis in this chapter will test whether customer harm arises because of a lack
of access to quality and innovation; and / or whether price-focused competition fairly
reflects customers’ preferences over the trade-off between cost and quality.
We consider two sub-theories within this:

•

TOH 2a: Customers are willing to pay for higher quality and more innovative
services, but cannot identify this before choosing a supplier.

•

TOH 2b: Dominance of price competition at the expense of quality and innovation
arises because of path dependency in the market.

In the following sections (5.2 and 5.3), we consider both of these in turn.
TOH 2a: Customers are willing to pay for higher quality and more innovative
services, but cannot identify this before choosing a supplier
5.2.1

Overview

In the context of the NHH water retail market, adverse selection occurs when
‘matches’ that would have been made between retailers and customers if the market
were operating in a fully efficient manner do not occur as a result of asymmetric
information. This asymmetric information means that customers are unable to source
all the information that they need to choose a retailer. It is a market failure, which
leads to an outcome where both customers and retailers are made worse off.
There are two parts to testing this TOH: (i) whether customers are interested in
features of their water provision beyond just the price, and whether they are willing
to pay for this higher quality and more innovative ‘extra’ services; and (ii) how easily
they are able to identify this higher quality and/or more innovative ‘extra’ services in
order to efficiently choose their water retailer.
On (i), our evidence suggests the following:

•

Evidence from BMG survey results. These results indicate that, whilst
customers do care about quality of service and extra services, price is the most
important factor. There is evidence to suggest that customers desire a higher
quality of service over extra services. Within quality of service, the reliability of
the supply, i.e. uninterrupted water supply, emerges as the prominent factor for
customers.

•

Evidence from Economic Insight survey of smaller customers. These results
indicate that smaller customers want a water retailer with a good level of service
quality, but prioritise 'extra services’ over this. However, it does not appear that
customers are willing to pay for these services, but instead desire them for the
existing price that they pay. We note that these willingness to pay results are
based on stated preference, where the questions are framed in such a way that
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customers answer based on hypothetical changes to their quality, without actually
experiencing these changes. It is unclear what the answers would have been
under revealed preference, where customers’ preferences are derived based on
their actual choices in the data.

•

Evidence from Economic Insight stakeholder engagement. These interviews
indicate that whilst there is a desire amongst customers for a higher quality of
service and extra services, the priority is for a reliable water supply (i.e.
uninterrupted water supply). This is also more important than price as the
evidence suggests this is not currently being provided. These results mostly apply
to large customers but are also applicable to SMEs.

On (ii), our evidence suggests the following:

•

Evidence from BMG survey results. This indicates that customers find it easy to
both (i) find the information they need to make an informed choice; and (ii)
compare retailers. However, there is some evidence that this may not be
consistent for medium customers.

•

Evidence from Economic Insight survey of smaller customers. This indicates
that customers find it challenging to compare the service quality and extra
services offered by retailers. However, this information also points towards it
being hard for customers to compare prices, meaning the issue is not solely
related to service quality and extra services.

•

Evidence from Economic Insight stakeholder engagement. These results
point towards there being an asymmetric information issue in the market, i.e. that
customers are unable to easily access information on the service quality and extra
services provided by the retailers online.

•

Evidence from desk-based research. This indicates that the only relatively
consistent form of information regarding service quality is Trustpilot scores.
However, this is not recorded on all retailers’ websites and is not always easy to
find. MOSL and CCWater also provide some information, but this is not
necessarily accessible nor particularly informative for customers.

Overall, these points towards (a) a desire amongst customers for a higher quality
of service and extra services, particularly for a ‘minimum’ level of service (within
quality of service); but (b) customers are (in general) unwilling to pay more for
these features; and (c) it is hard for customers to find the necessary information
on quality of service and extra services online, in order to make an efficient
decision about their retailer.
In this section, we (i) discuss whether customers do indeed want a higher quality of
service and extra services from their retailer, and whether they are willing to pay for
these; and (ii) whether customers are able to access the required information online
about retailers to make an efficient choice. Please see Annex F for an overview of the
economic theory of how information asymmetry of the kind that may exist in this
market which may result in adverse selection.
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5.2.2
5.2.2.1

Do customers care about quality and is it available?
Evidence from the BMG survey

In this section, we present an overview of our analysis of the 2020 BMG survey. 90 We
present the results from the customer survey across four business sizes: (i) zero /
micro (0-9 employees); (ii) small (10-49 employees); (iii) medium (50-249
employees); and (iv) large (250+ employees). We note that, in the below, we define
‘smaller’ customers as either (i) zero / micro customers (0-9 employees); or small
customers (10-49 employees). This will enable us to draw conclusions about how
customer preferences may differ across these customer groups.
Most important factor in the decision to switch
Firstly, Figure 33 shows, for customers that had switched their water retailer, the
answer to the question “Taking into account all the reasons for switching that you’ve
mentioned, which was the most significant in your decision to switch?” Amongst the
long list, the responses can be broadly grouped into the five options: (i) price; (ii)
quality of service; (iii) extra services; (iv) contacted by someone; and (v) other.91
Figure 33: “Taki

i to a o t all the reaso s for swit hi that yo ve me tio ed,
whi h was the most si ifi a t i yo r de isio to swit h?” (Survey of switchers and
renegotiators, question E22)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

We can draw the following conclusions from the results of this question:

90
91

Please see Annex C for a detailed description of the survey and a full analysis of relevant questions.
A full description of the groupings can be found in Annex C.
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•

Price was the single most commonly chosen reason for customers to switch,
particularly for smaller and medium customers. Out of large customers, 41%
said that price was the main factor in their decision to switch, compared to 5560% of smaller and medium customers.

•

Quality of service and extra services were also commonly chosen, but more
so for medium and large customers. Quality of service was chosen by 11-14%
of smaller customers as the main factor in the decision to switch retailer, with
16% of medium customers indicating this, and 19% of large customers. For extra
services, 9-13% of smaller customers indicated this as the main factor in the
decision to switch, with 18% of medium customers and 27% of large customers.

•

Smaller and medium customers occasionally cited being contacted by
someone as the main reason to switch. No large customers stated that this was
the most important factor in their decision to switch, compared to 4% of smaller
and medium customers. This highlights that third parties may be an important
route to market for smaller customers, but are less important for large customers.

Looking further, when considering the features of the “quality of service” that are
important to customers, they often indicated the reliability of the supply as being one
of the most important factors. There is also evidence to suggest that customers desire
a higher quality of service over extra services. Please see Annex CAnnex C: BMG
survey results for more details.
Specific features of service quality and extra services
Table 17 shows, for customers that switched, at least partly, for a better service, the
answer to the question “What was it specifically about the service that you wanted to
improve?”
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Table 17: “What was it spe ifi ally abo t the servi e that yo wa ted to improve?”
(Survey of switchers and renegotiators, question E14, multiple choice)
Zero /
Micro (0-9)

Small (1049)

Medium
(50-249)

Large
(250+)

57%

70%

46%

61%

Better service when
contact the provider

53%

59%

79%

52%

Different / better
billing frequency

28%

36%

32%

39%

25%

38%

25%

29%

New / different /
better meter reading
arrangements

20%

25%

14%

23%

New / different /
better metering
arrangements

19%

21%

7%

10%

12%

16%

14%

23%

15%

18%

7%

19%

81

56

28

31

More accurate billing

More detailed billing

Different / better
payment method

Other

Sample size

Notes: This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers stated the option. The responses “Don’t know”
and “Refused” are not included, meaning that sample sizes may differ between questions asked of
the same sample of customers.
Source: Economic Insight analysis of data from ‘BMG data tables 2020 - Switchers and
renegotiators Survey.’ BMG Research (July 2020).

These results indicate that:

•

Issues related to billing are very important to customers, particularly the
accuracy of billing, and especially for small customers. At least 46% of
customers in each customer size said that they wanted more accurate billing, with
70% of small customers indicating this. Between 28-39% of customers indicated
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a different or better billing frequency, with 25-38% stating that they wanted more
detailed billing.

•

Better customer service when contacting the retailer is also important to
customers, particularly medium customers. Over half of each customer group
indicated they wanted better service when contacting the provider, with 53-59%
of smaller customers and 79% of medium customers stating this.

These are two features of a retailers’ service provision that customers should
therefore be able to derive information about when researching them.
5.2.2.2

Evidence from the Economic Insight survey of smaller customers

In this section, we present the key results from the independent survey of smaller
customers conducted by Economic Insight. 92 This survey was specifically aimed at
understanding whether customer responses differed between the range of micro and
small businesses included within BMG’s customer size bands. The results below are
presented for the following smaller customer sizes: (i) 0-4 employees; (ii) 5-9
employees; (iii) 10-99 employees; and (iv) 100+ employees.
Important features to customers
The first question we asked respondents was "Which of these features are important to
your business in relation to your water and waste water service?”, with the available
options corresponding to different elements of the retailer’s service provision. The
results are shown in the figure overleaf. Here, for ease of drawing conclusions, we
have grouped the responses into the following buckets: (i) price; (ii) quality of
services; (iii) extra services; and (iv) none of the above.93

92
93

The full details of this survey presented in Annex C: BMG survey results.
Please see Annex C: BMG survey results for a full list of responses and a description of the grouping.
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Figure 34: "Which of these features are important to your business in relation to your
water and waste water service?", question 10
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Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.

The following main conclusions can be drawn from this question:

•

Price is the most important feature across customer sizes. Across each of the
customer sizes, price was selected most often as an important feature of the
customer’s water retailer, particularly by customers with 100 or more employees
where 100% of customers selected this as an option, although we note the very
small sample size for this customer band. For the other customer sizes, at least
82% of customers indicated that price was important.

•

Extra services are the second most important feature to customers. Services
beyond just the provision of water are the second most important feature across
customer groups, with 71-73% of customers with fewer than 100 employees
indicating this.

•

Quality of service was the third most important feature to customers. With
the exception of customers with more than 100 employees, although we again
note the small sample size for these customers, this was selected much less
frequently than measures relating to extra services. Despite this, at least 36% of
customers with fewer than 100 employees did indicate this was an important
feature to them.

We now compare these results with those from the BMG survey above:
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•

Comparison with BMG results. Price appears to still be the most important
feature to customers (beyond a reliable supply as indicated in the BMG survey
results). However, extra services appear to be much more important to smaller
customers, than indicated in the BMG survey. Additionally, quality of service is
also more important to customers, though it seems to be relatively less important
than extra services (which is opposite to that indicated by the BMG survey).

These results, coupled with those from the BMG survey, suggest that: (a) price is the
most important feature to customers (beyond the reliable supply of water); and (b)
quality of service and extra services are also important to customers; and (c) these
features seem to be more important for large than smaller customers (although the
sample of large customers in the Economic Insight survey is too small to draw
conclusive results).
Willingness to pay amongst customers
One method to determine the extent to which customers care about features beyond
price is through assessing their willingness to pay for these features. Customers were
asked “If you had to choose from one of the following combinations of service level and
price, which would your business prefer?” We note that this question asks for
willingness to pay with respect to (i) quality of service; and (ii) extra services. The
results from this question are shown in Figure 35.

roportio of

stomers

Figure 35: “ f yo had to hoose from o e of the followi
ombi atio s of servi e level
and price, which would your business prefer?”, question 16

employees

employees

employees

or more
employees

ll

lower level of servi e at a lower pri e

hi her level of servi e at a hi her pri e
The level of servi e we

rre tly re eive at the pri e we pay

Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.
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As we noted in section 5.2.1, these willingness to pay results are based on stated
preference, which may yield different results compared to if they had been based on
revealed preference. Therefore, the results below may not be definitive of all
willingness to pay studies, but can provide an indication. These results point towards
the following:

•

Potentially low willingness to pay for a higher level of service. At most 23%
of any customer size indicated that they would be willing to pay more for a higher
service level. This figure was 11% for customers with ten or more employees, or
8% for those with four or fewer employees.

•

Many customers may be willing to pay less for a lower level of service. At
least 30% of customers with fewer than 100 employees indicated this, including
41% of customers with 5-9 employees. Fewer customers with 100 or more
employees stated this option but we note the very small sample size, meaning that
it is hard to draw conclusions from this customer size.

•

Most customers appear to be happy with the current price and service level.
At least 36% of customers in each customer size indicated this, with 56% of
customers with 0-4 employees and 59% with 10-99 employees. The figure is
even greater for customers with 100 or more employees but the low sample size
means that conclusions cannot be drawn accurately.

5.2.2.3

Evidence from stakeholder engagement

In this section, we summarise the evidence from the stakeholder engagement
interviews, for the issues of relevance here. We note that, for the most part, these
stakeholder insights related to large customers, though some stakeholders were able
to provide indications regarding SMEs too.94

•

Evidence of demand for extra services. We were told by stakeholders that
customers are interested in extra services beyond just the simple provision of
water.
-

-

-

-

94

MOSL: MOSL indicated to us that there was at least some potential for more
innovative retailers to enter the market, for instance using innovative billing
systems. Furthermore, MOSL indicated that they considered there were
already innovative retailers present in the market.
Major Energy Users Council: The Council told us that large corporate
customers have a desire to reduce their water usage, but that their ability to
do this is inhibited by poor data.
Large customers: We interviewed two very large customers, with one telling
us that it is interested in water efficiency measures, and the other in bill
consolidation. In addition, they indicated that there is a desire for retailers
that can provide savings in the long run. Therefore, this indicates that there is
a demand for extra services amongst large customers.
Third Party Intermediaries (TPIs): We interviewed four TPIs, three of
whom primarily work with large customers. One indicated that large
customers were initially interested in value-added services at the time of

Please see Annex B for a more detailed description of these different interviews.
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-

•

market opening, which indicates that there may be a demand amongst large
customers for extra services.
Confidential stakeholder95: We were also told by a confidential stakeholder
that there is a demand amongst customers for a retailer that is able to provide
both accurate billing and value-added services, such as water efficiency. It
also indicated that for large customers, there is a desire for switching or
improving water efficiency, primarily due to corporate sustainability goals.

Availability of minimum service levels. The stakeholders indicated that there
are various issues preventing customers from accessing these extra services. A
major problem is that the minimum service levels required in the market are not
being met, meaning that customers are now primarily motivated by ensuring they
can access these.
-

-

-

-

Major Energy Users Council: We were told by the Council that ‘baseline
expectations’ need to be fulfilled in order for measures beyond this to be
effective, indicating that the minimum service levels are not currently being
provided.
Large customers: The large customers indicated to us that they have
experienced issues with their retailers and that the motivation for customers
to switch is often due to the poor service being provided, i.e. “push” factors,
rather than in order to access a high level of service quality or extra services.
TPIs: In this stakeholder engagement, one TPI indicated to us that large
customers now prioritise a reliable supply over value-added services, e.g. bill
consolidation. The motivations are now for (i) accurate billing; and (ii)
minimum customer service levels due to poor retailer performance. Another
TPI also told us that customers often switch due to “push” factors, in
particular because they want billing to be accurate. It also indicated that it no
longer approached for value-added services. We were also told by another
TPI that SMEs now often prioritise a reliable service over cost savings, and
would not engage with retailers that they had previously had bad experiences
with, even for cost savings. One TPI did also tell us that customers would be
willing to pay more for a reliable supply as this would give them a time
benefit.
Confidential stakeholder: This stakeholder told us that, despite a demand
for value-added services and accurate billing, there is no one retailer that it
considers able to provide these services, meaning that there is a gap in the
SME market for a retailer that is able to do this. It provided Octopus Energy
as a comparator from the energy market. Therefore, this suggests that these
services may not be available.

This stakeholder engagement therefore suggests that: (a) there may be a demand
amongst large customers for extra services; but (b) both SMEs and large customers
prioritise minimum service levels over both price and extra services, as these are not
currently being met.

95

The stakeholder’s identity has been redacted to protect their confidentiality.
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5.2.2.4

Conclusion

Overall, the results from this sub-section indicate that customers do care about the
service quality offerings provided by retailers and the extra services that they can
provide. However, they are not, in general, willing to pay more for these services.
Nevertheless, it appears that the market is there for the taking for retailers who are
able to provide a minimum level of service quality, i.e. a reliable supply. Therefore, in
order to ensure that customers can choose their water suppliers efficiently, they
should be able to find information from retailers about: (i) their service quality (and,
especially, the minimum level of service they offer); and (ii) the extra services that can
be provided. Importantly, they should be able to compare retailers based on this
information. This is what we now look to assess.
5.2.3

Are customers able to access information on quality?

We note that some of the analysis in this section overlaps with analysis presented in
chapter 4, where we test TOH 1a: The costs of switching outweigh the benefits for
lower usage customers. The analysis assesses the ease with which customers are able
to (i) find information on retailers; and (ii) compare retailers. However, this analysis
is highly relevant for testing both TOHs, so we present it in each chapter.
5.2.3.1

Evidence from the BMG survey

In this section, we present the results of responses from customers who have
switched and renegotiated their water supplier, and searched for information, for two
questions in the BMG survey: (i) “How easy or difficult was it for you to find the
information you felt like you needed to make an informed choice?” (in Figure 36); and
(ii) “How easy or difficult was it to compare different retailers?” (in Figure 37).96

96

Please see Annex C: BMG survey results for the results from the survey of representative businesses.
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Figure 36:“How easy or diffi

lt was it for yo to fi d the i formatio yo felt like yo
eeded to make a i formed hoi e?” (Survey of switchers and renegotiators, question

H3)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

Figure 37:“How easy or diffi lt was it to ompare differe t retailers?” (Survey of
switchers and renegotiators, question H5)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).
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The results of these questions indicate that:

•

Customers generally find it easy to access the information they need to
make an informed choice. At least 79% of customers indicated that it was
either “Very easy” or “Fairly easy” to find this information, with at most 8% of
customers in any customer size stating that it was “Very difficult” or “Fairly
difficult” to find this information.

•

Customers generally find it easy to compare retailers. For smaller customers,
65-69% of customers stated that it was “Very easy” or “Fairly easy” to compare
retailers. For these customer sizes, 9% of customers stated that it was “Very
difficult” or “Fairly difficult” to compare retailers. For medium customers these
figures were 81% and 8% respectively, compared to 71% and 14% for large
customers.

It is worth noting that there are some differences in this respect between different
years and groups of customers. Specifically, when a representative sample of all
businesses in the country were asked the same question in 2020, it indicated medium
customers find it much more difficult to both (i) find the information they need to
make an informed choice; and (ii) compare retailers. However, in 2019 the results of
the survey of (i) switchers and renegotiators; and (ii) representative businesses, were
much more aligned with the results in Figure 36 and Figure 37.
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5.2.3.2

Evidence from Economic Insight survey of smaller customers

We now present results from the survey undertaken by Economic Insight of smaller
customers that are related to how accessible information on quality is for customers.
We firstly provide responses to two questions that asked customers: (i) “To what
extent do you agree or disagree with the following statement: “It is easy to compare the
services offered by water retailers”?” (incorporates both service quality and extra
services) (shown in Figure 38); and (ii) To what extent do you agree or disagree with
the following statement: “It is easy to compare prices charged by water retailers”?”
(shown in Figure 39). This will enable us to compare whether information on
retailers is not comparable in itself, or whether this is particularly pronounced for
information on services.
Figure 38:”To what exte t do yo a ree or disa ree with the followi stateme t: “ t is
easy to ompare the servi es offered by water retailers”?”, question 13

Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.
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Figure 39:“To what exte t do yo a ree or disa ree with the followi
easy to ompare pri es har ed by water retailers”?”, question 12

stateme t: “ t is

Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.

We note that the two surveys presented in these questions are inherently different,
with the BMG survey of switchers and renegotiators only containing customers that
had actively engaged in the market, and the Economic Insight survey also containing
customers that had not engaged. Therefore, diverging results between the two
surveys may be driven by this difference between the customers surveyed. In order to
assess whether this is the case, we present the results to the questions posed in Figure
38 and Figure 39, but split by whether customers have switched or renegotiated their
retailer, rather than customer size. These results are shown in Figure 40 and Figure
41.
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Figure 40: “To what exte t do yo a ree or disa ree with the followi stateme t: “ t is
easy to ompare the servi es offered by water retailers”?”, question 13
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Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.
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Figure 41: “To what exte t do yo a ree or disa ree with the followi
easy to ompare pri es har ed by water retailers”?”, question 12
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Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.

For customers that have not switched or renegotiated in the Economic Insight survey,
questions asking about comparing retailers may be more representative of how easy
they perceive it to find information on retailers. Therefore, for these customers, the
results in the Economic Insight survey may be less comparable to those in the BMG
survey. However, for customers that did switch or renegotiate in the Economic
Insight survey, the results in Figure 38 and Figure 39 are comparable to Figure 37.
From Figure 40 and Figure 41, we can see that the distribution of responses across
these two sets of customers appears to be broadly similar, meaning that the overall
results in Figure 36 and Figure 37 are likely to be consistent across the two groups.
Therefore, the results of these two questions in the Economic Insight survey indicate
the following:

•

Smaller customers do not find it easy to compare service quality and extra
services offered by retailers. Over 50% of the customer segments, aside from
those with 100 or more employees, disagreed with the statement that it is easy to
compare the different services offered. Furthermore, at least 25% of each of these
three customer sizes indicated that they strongly disagreed with this statement.

•

It is not easier to compare prices than quality of service and extra services.
Similar proportions across each customer size indicated the same response in this
question compared to the question regarding services, particularly for customers
with fewer than 100 employees.
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We compare these results with those from the BMG survey discussed above.

•

Comparison with the BMG results. The results shown in Figure 38 and Figure
39 directly contradict those of the BMG survey, which indicated that customers
did find it easy to locate the information necessary to make an informed choice,
and to compare water retailers. We note that there are some differences in the
questions asked of respondents between these surveys. Particularly, the
Economic Insight survey asked customers whether they were able to compare
services and prices, whilst the BMG survey asked whether they were able to
compare retailers. It is therefore unclear whether customers are easily able to
compare the quality of service and extra services offered by retailers.

We now present the results of a question, that asked customers ”Please indicate for
which of these features, you feel there is sufficient information readily available to you to
be able to compare the relative offerings of retailers”, with the features corresponding
to elements of the retailer’s service provision. Therefore, we are able to split up the
above into specifically how easy it is for customers to compare (i) price; (ii) quality of
service; and (iii) extra services. As above, these responses are grouped based on
different retailer features. These results are shown in Figure 42.
Figure 42: ” lease indicate for which of these features, you feel there is sufficient

roportio of

stomers

information readily available to you to be able to compare the relative offerings of
retailers”, question 14

employees

ri e

ality of servi e
xtra servi es
o e of the above
employees
employees
or more employees
ll

Notes: Customers that did not provide a response are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from Economic Insight survey of customers in the NHH
water retail market.

These results indicate the following conclusions:
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•

Customers often do not find that information is readily available to compare
retailers on price, quality of service or extra services. At least 46% of each
customer size indicated that there was not sufficient information on any of these
factors, with 62% of customers with 10-99 employees and 60% of customers with
100 or more employees, although we note the small sample size for this group.

•

Customers generally find that there is as much information readily available
to compare prices as there is on the extra services offered by retailers.
Customers have indicated that they find the information on prices and extra
services offered by retailers equally readily available to compare them. However,
for customers with 5-9 employees, they find it easier to compare the prices, with
41% indicating price, and 33% indicating extra services. For all other customer
sizes, the results were either 28% or 30% for prices and extra services.

•

Customers find there is least readily available information to compare
quality of service offerings. At most 14% of any customer size indicated that
there was sufficient information to compare retailers’ quality of service offerings,
with 4% of customers with 10-99 employees indicating this.

The results of this section suggest that: (a) most customers do not find it easy to
compare retailers in terms of price, service quality or extra services; (b) customers
find it hardest to compare retailers’ service quality; (c) customers find it equally easy
/ difficult to compare price and extra services across retailers; (d) but these results
contradict those of the BMG survey, which point towards customers’ finding it easy to
compare retailers.
5.2.3.3

Evidence from stakeholder engagement

In this section, we summarise the evidence from the stakeholder engagement
interviews, for the issues of relevance here. We note that, for the most part, these
stakeholder insights related to larger customers, though some stakeholders were able
to provide indications regarding SMEs too.97

•

Asymmetric information exists in the market. Several stakeholders indicated
to us that customers are unable to access the information that they need to make
choices about their water retailer.
-

-

97

Large customers: We were told by the two large customers whom we
interviewed that the level of transparency in the market for service quality is
low, before customers choose a retailer. They also indicated that they thought
this was similar to the energy market, based on their previous experiences.
Third Party Intermediaries: The TPIs indicated to us that there is an
information asymmetry issue in the market and that it is worse than in
energy. They agreed that customers would be unable to source the required
information alone and that they are able to help customers by (i) reducing
costs involved in searching; and (ii) drawing on prior experiences with other
customers.

Please see Annex B for a more detailed description of these different interviews.
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This evidence therefore suggests: (a) there is an information asymmetry issue in the
market with customers unable to find the information that they need on retailers’
service quality; but (b) different stakeholders consider this issue to be at different
levels relative to the retail energy market.
5.2.3.4

Evidence from desk-based research

In order to further test this TOH, we undertook desk-based research with the aim of
obtaining information that compared retailers’ service quality offerings and extra
services. We looked into various sources including (i) retailers’ own websites; (ii) the
websites of TPIs; (iii) the MOSL website; and (iv) the CCWater website.
Retailers’ websites
We firstly present the results of our findings of the availability of information on
retailers’ websites. In order to compare retailers’ service quality offerings, customers
need information that would allow them to do this. This information would likely
constitute: (i) comparable metrics across different retailers (e.g. Trustpilot scores);
(ii) information on previous customers’ experience; and (iii) information relating to
retailers’ relative performance.
We first assessed the information on service quality on each of the ten largest
retailers’ websites, based on the number of supply points served by the retailers, 98
against a set of four criteria. These are each on a three-colour scale, from “Red” as a
low score, to “Amber” as an average score, and “Green” as a high score.

•

Availability. This measures whether information relating to service quality
exists on the retailer’s website at all, irrespective of where it can be found. The
measure is also used to assess the type of information displayed on the websites.
The scores are based on the following:
-

•

Accessibility. This measures how easy it would be for a customer to source the
information on service quality from the retailers’ websites, i.e. how prominent the
information is / how ‘close’ to the homepage it is. The scores are based on the
following:
-

-

98

Green: Information on Trustpilot scores is available and further specific
information relating to service quality is available.
Amber: Information on Trustpilot scores is available or further specific
information relating to service quality is available.
Red: No information on service quality is available / all information is vague
or non-specific.

Green: Information is (i) on the homepage / another major page, e.g. “About
us”; and (ii) is easy to find, e.g. is not hard to find in a page with a lot of
information.
Amber: Information is on the homepage / another major page, e.g. “About us”,
irrespective of how easy it is to find on this page.

MOSL website, please see: https://www.mosl.co.uk/market-performance/details/56/number-of-supplypoints-by-national-retailer
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-

•

Comparability. This measures the usefulness of the information provided in
terms of comparing to other retailers. This recognises that information specific to
one retailer may not be particularly useful in reality as the customer would be
unable to benchmark this against other retailers. The scores are based on the
following:
-

-

•

Red: Information on service quality either does not exist or is hard to find, i.e.
neither on the homepage / another major page, e.g. “About us”.

Green: (i) Trustpilot information with review scores or qualitative
information, e.g. case studies, is contained on the retailer’s website; and (ii)
specific quantitative information that is comparable to other retailers can also
be found.
Amber: The website contains Trustpilot information with review scores or
qualitative information, e.g. case studies.
Red: Information is either unavailable or not comparable to other retailers.

Informativeness: This measures how helpful the information is in allowing a
retailer to determine the service quality of the retailer, beyond just the basic
figure / score. This may include some external source, e.g. a link to CCWater
reports. The scoring of this metric is more subjective so is hard to specifically
quantify, as was done with the other metrics.

In Table 18, we present the analysis of our scoring of each of the (anonymised)
retailers’ websites.
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Table 18: Scores of information on quality of service on retailers' websites
Quality of
service

Availability

Accessibility

Comparability

Informativeness

Retailer A

Retailer B

Retailer C

Retailer D

Retailer E

Retailer F

Retailer G

Retailer H

Retailer I

Retailer J
Source: Economic Insight analysis of information on retailers’ websites.

We now present the results for extra services that may be provided by retailers, as on
their websites. This is scored against the following metrics:

•

Accessibility. As above, this measures how easy it would be for a customer to
source the information on extra services on the retailers’ websites, i.e. how
prominent the information is / how ‘close’ to the homepage it is. The scores are
based on the following:
-

-

Green: Information is (i) on the homepage / another major page, e.g. “About
us”; and (ii) is easy to find, e.g. is not hard to find in a page with a lot of
information.
Amber: Information is on the homepage / another major page, e.g. “About us”,
irrespective of how easy it is to find on this page.
Red: Information on service quality either does not exist or is hard to find, i.e.
neither on the homepage / another major page, e.g. “About us”.
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•

Informativeness. This measures how useful the information is in indicating the
benefit that a customer may accrue from the service, i.e. not just indicating the
service itself and high level benefits.

In Table 19, we present the analysis of our scoring of each of the (anonymised)
retailers’ websites.
Table 19: Scores of information on extra services on retailers' websites
Extra services

Accessibility

Informativeness

Retailer A
Retailer B
Retailer C
Retailer D
Retailer E
Retailer F
Retailer G
Retailer H
Retailer I
Retailer J
Source: Economic Insight analysis of information on retailers’ websites.

Several retailers’ websites therefore contain information on extra services that is
accessible, i.e. on the homepage or another major page, and easy to find.
For instance, Pennon Water Services (Source for Business) contains this information
on the homepage, with links to further details on these services. Furthermore, this
information contains a “But why is this useful?” section detailing why it is helpful for
the specific customers, meaning that it is informative. Additionally, the Castle Water
website contains details on the services it provides on the “Our Services” page, with
further links for some of the services. Therefore, some services include further
information on how it can benefit customers. For Automatic Meter Reads this goes
into more detail but for other services it does not, meaning the rating is “Green” for
“Accessibility” but “Amber” for “Informativeness”.
TPI websites
We attempted to source information on price comparison websites in order to
determine whether customers could compare retailers based on information available
on these sites. However, in order to access this information, a customer would need to
input their details and receive a quote. Therefore, it may be possible for customers to
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compare the different service offerings provided by retailers, using TPI websites.
However, at this stage it is unclear the extent to which these websites can be used.
On the Aquaswitch website, there is an encouragement to customers to switch in
order to improve their service and efficiency. Therefore, this indicates that TPIs can
be used to improve these features for customers upon switching, indicating that this
information may be available via these comparison sites. However, the full
information on this is unclear.
Figure 43: Benefits of switching (Aquaswitch website)

Source: Aquaswitch website, please see:
https://www.aquaswitch.co.uk/?gclid=Cj0KCQjwi7yCBhDJARIsAMWFScN7BIzLH7X58BFcU4bBAZ
TjrxOJlpfV9oe8RrsDtcI8hU_hObcUbJ8aAh18EALw_wcB.

It is also worth noting that businesses cannot compare water suppliers on important
TPIs such as Uswitch and MoneySuperMarket which may be the key sources for
smaller businesses, who may be expected to interact like households, would typically
use. However, we understand that the complexity and number of tariffs in the NHH
water retail market may make it harder to build up the necessary database of such
tariffs.
MOSL website
There is also information on the MOSL website with respect to retailers’ performance,
with various ‘market performance’ charts available.99 An example of this is shown in
Figure 44.

99

MOSL website, please see: https://www.mosl.co.uk/market-performance/details/42/market-performanceby-national-retailer
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Figure 44: Example of retailer market performance information on the MOSL website

Source: MOSL website, please see: https://www.mosl.co.uk/marketperformance/details/42/market-performance-by-national-retailer

However, firstly, this information is hard to source on the MOSL website, meaning this
may reduce the likelihood that a customer would be able, let alone willing, to compare
retailers based on this market performance information. Secondly, the information is
not particularly helpful to a customer that lacks knowledge of the market and is not
presented in an especially helpful form. It may also not provide the key information
that customers want. Therefore, its usefulness is limited. Therefore, to the extent that
this information is intended to support customers in choosing and switching retailers,
we believe this information could be made more accessible and comparable.
CCWater
The final source of information that we found to compare retailers were the reports
on the CCWater website. Reports are published detailing information about
complaints received by retailers and some of the causes of these complaints. This
therefore provides a helpful resource for customers to compare retailers based on
complaints information. An example of a table in the most recent report on
complaints can be seen in Figure 45.
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Figure 45: Example of information on complaints from CCWater

Source: ‘Non-household water customer complaints 1 April 2019 – 31 March 2020.’ CCWater (July
2020).

However, this only contains the results where customers have actually complained.
There may be many customers who are dissatisfied who have not thus far complained.
This means that information on complaints is a helpful proxy but does not provide the
full information needed for customers on service quality.
5.2.3.5

Conclusion

Overall, this sub-section suggests that customers are unable to easily access
informative information on the service quality offerings by retailers, and that the
information that is available is not easily comparable between retailers. Furthermore,
this appears to apply, although to a lesser extent, to the extra services provided by
retailers. This points towards information asymmetry being a particular problem in
this market.
5.2.4

Conclusions

As discussed, we can draw three conclusions from the above:

•

Customers care most about the minimum level of service. The evidence
presented from the (i) BMG surveys; and (ii) Economic Insight stakeholder
interviews, indicates that customers mostly want a minimum service level, i.e.
reliable and uninterrupted water supply. This fits within the service quality that
retailers provide customers, but is also somewhat distinct as it specifically focuses
on the minimum level of service, which can often be outside the control of
retailers (please see more detailed discussion on our assessment of the retailerwholesaler interaction in relation to TOH 3 below).
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•

Customers are interested in service quality beyond the minimum level of
service, and extra services, but price is the most important of these factors.
The evidence from the (i) BMG survey; (ii) Economic Insight survey; and (iii)
Economic Insight stakeholder engagement interviews, indicates that customers
do care about the quality of service and extra services that they are provided with,
alongside the minimum level of service. Despite this, based on stated preference
analysis in the Economic Insight survey, they appear to be generally unwilling to
pay more for these. On the other hand, there is evidence that some customers /
segments would be willing to pay more for a better for a quality of service and /
or extra services. Furthermore, the TPI evidence indicated that some customers
may be willing to pay more for a reliable supply. Therefore, these customers may
still potentially suffer harm if they are unable to access information on these
different retailer offerings.

•

Informative information on service quality and extra services is not readily
available online. Informative information particularly on the service quality
provided by retailers is not readily available online, and the information that is
available is often not comparable. This also applies to extra services, but to a
lesser extent. This is from the (i) Economic Insight survey results; (ii) Economic
Insight stakeholder engagement interviews; and (iii) desk-based research.
However, TPIs can help to bridge this information gap, and the BMG survey
results may indicate that retailers are easier to compare than the other sources.

Together, the above evidence could point towards either: (a) customers’ genuine
preference for price and reliability of services over quality and innovative extra
services; and/or (b) ‘path dependency’ on the demand-side (i.e. customers in the
market may be focused on price and reliability of service instead of quality and
innovative extra services, because of ‘path dependency’ based on expectations from
before the market was open to competition). It is difficult to conclusively ascertain (a)
or (b) since it requires one to judge the reasons behind customers’ stated preferences.
Nevertheless, given the above, our assessment below indicates that customer focus on
prices, which could at least in part be due to ‘path dependency’ in terms of their
expectations, results in supply-side constraints in terms of the value available in the
market which means that retailers are not able to drive quality in the market.
TOH 2b: Dominance of price competition at the expense of quality and innovation
arises because of path dependency in the market
5.3.1

Introduction

This sub-theory considers the possibility that the dominance of price competition in
the market arises because of ‘path dependency’ since market opening. This relates to
the possibility that regulated tariffs implicitly ‘assumed’ a lower quality model, with
the result that price-based competition arose as the default position in the market.
There are two aspects to this TOH: (i) on the demand-side, where customers in the
market may be focused on price instead of quality and innovative extra services,
because of ‘path dependency’ based on expectations from before the market was open
to competition; and (ii) on the supply-side, where retailers may not be able to drive
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quality in the market because there is not enough ‘value’ in the market to break the
‘path dependency’.
The discussion on TOH 2a in section 5.2 above includes our assessment from the
demand-side perspective. Specifically, we find that whilst customers value quality of
service and more innovation, they are not (in general) willing to pay more for them
(although some customers may prefer higher quality services at a premium). This
indicates that there is at least some evidence of path dependency on the demand-side.
Therefore, in this section, we present our analysis of the costs and margins in the NHH
water retail sector in England, to help us understand whether it is possible, from the
retailers’ perspective, to drive quality in the market (i.e. whether there is enough
‘value’ in the market for the retailers to compete on quality in order to break the ‘path
dependency’ which results in dominance of price competition).
In practice, it is hard to conclusively determine whether there is ‘enough’ value in the
market to deliver quality (i.e. to ascertain ‘what is enough’). Nevertheless, in the
following, we consider a range of evidence using:
-

-

(i) comparison of actual costs and margins against other sectors, to
determine whether: (a) the margins are “enough” relative to the margins in
other sectors; and (b) (if not) whether some of this is driven by “costs being
too high”; and
(ii) comparison of actual against allowed costs and margins, to determine
whether, in cases where the allowed costs and margins are set by the
regulator, they are enough to cover the actual costs in a competitive market.

Below, we consider each of these issues, in turn.
5.3.2

Comparison of actual costs and margins against other sectors

In this section, we present our comparison of: (i) the actual margins in the NHH water
retail sector against other sectors – to help us understand whether, on this basis, there
seems to be enough value in the market to allow retailers to drive quality for
customers; and (ii) the actual costs in the NHH water retail sector against other
sectors – to help us understand whether, if margins do not appear to be “enough”, this
is driven by “inefficiencies” in the market.
We note, from the outset, that there are limitations in terms of the conclusions that
can be drawn from the comparison with other sectors because there are genuine
differences between the scope of retail activities and the level of complexity across
these sectors which affects the risk-reward balance that needs to be maintained. 100
Therefore, although we have carefully chosen relevant comparators and made
adjustments to ensure more comparability, as detailed in Annex D, we believe these
comparisons are indicative. Specifically, we consider the following industries
comparable to the NHH water retail market:
100

NHH water retail market in Scotland;
Energy suppliers;

In the NHH water retail market, these complexities include, for example, the many and differing tariff
structures within and across wholesale areas. In the energy market, such complexities arise, for example,
when retailers purchase energy in the respective gas and electricity markets.
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-

Mobile Virtual Network Operators (MVNOs);
Internet Service Providers (ISPs); and
Household (HH) water retailers in England and Wales.

Comparison of actual margins against other sectors
As noted above, it is hard to determine “what is enough” in order to allow retailers to
drive quality in the market, but in theory they would at least need to be sufficiently
profitable at the current level of quality. However, this is further complicated by the
fact that there is no “ideal” measure of profitability in this context. Therefore, we
consider the following three measures:

•

EBIT or net margin. The EBIT or net margin is often used to compare
profitability in asset light industries such as water retail. However, it is expressed
as percentage of end-to-end revenues and, thus, includes variation in revenues to
recover different types of costs across industries. That is, it might also pick up
revenues needed to recover non-retail activities (i.e. wholesale charges).

•

Retail EBIT margin. The retail EBIT margin addresses the limitation of the EBIT
margin by excluding any revenues that are not related to retail activities.
Therefore, it captures the profitability of retailers better than the EBIT margin.
However, this still cannot adjust for differences in the scope of retail activities
between sectors. For example, a higher margin in the energy sector might
indicate activities and risks that are not present in water retail rather than ‘too
low’ a margin in water retail.

•

Return on capital employed. The Return on Capital Employed (ROCE) measures
economic profitability and, thus, provides a good basis of comparison across
industries. However, ROCE might overestimate profitability in asset light
industries such as NHH water retail as most of its employed capital is in intangible
assets that are not captured in the balance sheet.

In Figure 46, we present our comparison of the overall actual net margins in the NHH
water retail sector against the same in other sectors. The details of the calculations
are provided in Annex D but, for clarity, this presents the industry-average101 net
margins in the NHH water retail sector in the first three years of market opening
(including for 2019/20 where we have stripped out the significantly higher bad debt
costs in order to reflect a typical year) based on responses to our RFI (based on
responses from 6 retailers).102 We note that these industry-averages may mask
differences between retailers, for instance for national retailers, who face complexities
in terms of varying tariff structures between wholesale areas, and therefore may have
lower than industry-average margins. Further, even for a single retailer, there may be
variations in ACTS between customers on default tariffs, and those on negotiated
contracts. The industry-average net margins for the comparator sectors are generally
based on the three years before 2019/20 to exclude the effects of COVID-19 and, thus,
represent a “typical” year in the market.103

101
102

103

The industry-average is a customer weighted average of the net margins for each retailer.
We note that this retailer has indicated that its actual profitability for England and Wales may be lower
than indicated in its statutory accounts and thus the results of the actual costs and margins might change.
For the Scottish market, the figures are based on the years 2015/16 and 2016/17 as the more recent years
do not seem to be “typical” in the market (i.e. due to exceptional expenses in relation to bad debt and
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Figure 46: Actual net margin comparison against other sectors
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Notes: (i) This figure presents different data to that of figure 2 (in the executive summary) as it
includes data from the statutory accounts for six retailers ; and (ii) for some ISP companies, the
financial year ends in March, whilst for other water, energy, MVNO and ISP companies, it ends in
December.
Source: Economic Insight calculations of RFI data, and data from the statutory accounts and
regulatory accounts (Consolidated Segmental Statements for energy and Annual Performance
Reports for HH water).

The figure shows that:

•

Net margins in the NHH water retail market have been negative in the latest
years since market opening which are low compared to those in other
sectors. Since market opening, net margins in the NHH water retail sector have
been under 1% (and negative in 2018/19 and 2019/20 even after netting out the
effect of COVID-19). These net margins are low compared to other sectors where,
on the one end, the HH water retail sector had an industry-average net margin of
0.3% over the last three years, whilst on the other end, the ISP sector had an
industry-average net margin of 15% over the last three years.

•

Net margins are decreasing over time suggesting that profitability is
decreasing in the NHH water retail market since market opening. That is, in
the first year of the market, net margins were around 0.6% and these have
decreased to -1.4% in 2019/20 (even after excluding the effect of COVID-19).

This appears inconsistent with healthy functioning of a market where, in the least,
market participants would expect not to make losses. Further, this is inconsistent
with the allowed net margins, which was set by Ofwat at market opening to be 2.5%
overall allowed net margin for customers on default tariffs. 104 Although we do not

104

doubtful debt from vacant properties and other customer book acquisition costs related to the English
market). For the HH water retail sector in England, data is from the financial years 2017/18 and
2018/19, since their 2019/20 financial year may include some effects of the pandemic.
‘Business retail price review 2016: final determinations’. Ofwat (December 2016); p. 11.
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address this issue in detail, not least because retailers are currently making negative
net margins, we note that these allowed margins were set based on analysis from
PR14 with cross-checks applied that are more relevant for incumbent monopoly
retailers than market entrants.105 In addition, since market opening, further
complexities have been revealed, such as the significant working capital requirements
for retailers and bad debt risk exposure. Therefore, we think this warrants further
analysis in relation to the efficient level of net margins in the industry.
Notwithstanding the above, there appears to be some variation in terms of
profitability amongst the individual customer usage segments. Therefore, in Figure
47, we present the comparison of actual net margins in the NHH water retail sector for
each customer usage segment,106 averaged across three years.107
In drawing conclusions, however, we note three things: (i) actual costs were
attributed to unique customer bands based on assumed cost allocations, as detailed in
Annex E, and so the actual net margins presented here are estimates; (ii) there may be
large variations in the margins within each customer usage bands, and especially the
broader customer usage bands,108 which include customers with varying levels of
usage; and (iii) the limitations around the conclusions that can be drawn from the
comparison with other sectors, as noted above, may become particularly acute for
specific customer segments, since the results for the comparator sectors are only
available at an overall level (i.e. across varying customer segments).
Figure 47: Actual net margins by customer segment comparison against other sectors

.
.
er y o domesti

.
er y omesti
.

HH water retail

otla d Water

waste
.

HH water retail Water

waste

HH water retail

la d

.
.

.

.

.

.
.

et mar i

l

l

.

l

.

.

l

.

l

metered

x l.

Notes: For some ISP companies, the financial year ends in March, whilst for other water, energy,
MVNO and ISP companies, it ends in December.

105
106

107

108

Please see detailed discussion in bottom-up assessment for TOH 1c.
We note that these may be different from the premises usage bands used to set allowances for businesses
who have multiple premises.
We note that this is based on data from between three and five retailers who have provided this
information. Therefore, all figures are presented as ranges to maintain confidentiality of information.
These include the following customer usage bands: 0.5-5Ml, 5-50Ml and 50+Ml.
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Source: Economic Insight calculations of RFI data, and data from the statutory accounts and
regulatory accounts (Consolidated Segmental Statements for energy and Annual Performance
Reports for HH water).

The figure shows the following:

•

Net margins are negative for customers in the lowest metered consumption
bands which cover micro- and small businesses. The net margin for these
customer bands is -29.9% for the 0-0.05Ml customer usage band and -4.9% for
the 0.05-0.5Ml customer usage band. This indicates that the situation is
particularly acute for these customer segments. This is consistent with our
comparison of the actual against allowed margins in the top-down assessment for
ToH 1c.

•

Net margins for the consumption bands covering medium-sized businesses
are positive and within range of those in other sectors. The net margin for
these customer usage bands is 1.4% for the 0.5-5Ml customer usage band and
3.1% for the 5-50Ml customer usage band. These net margins are within the
range in comparator sectors which is between 0.3% (for HH water retail) and
14.9% (for ISP) and is similar to those in the energy and MVNO markets.
Similarly, net margins for the segment of unmetered customers is positive over
the three year period, at around 2.2%, which is within the range of those in the
energy and MVNO market. However, since these broad customer usage bands
may include customers with varying levels of usage, we cannot exclude the
possibility that there may be large variations in margins within this segment, as
noted above.109 Similarly, within a customer usage band, we cannot exclude the
possibility that there may be differences in margins between customers on default
tariffs, and those on negotiated contracts.

•

Net margins are positive but small for the largest customers. The net margin
for the 50+Ml customer usage band is 0.3%. This is similar to the net margin in
the HH water retail sector. This indicates higher levels of competition and/or
negotiation power of this customer segment.

Annex D presents the same comparison for retail EBIT margins and ROCE 110 but
largely shows a similar picture. Overall, this suggests that margins in the NHH water
retail market are on the lower end of the range compared to other sectors.
Specifically, there are concerns regarding value in the segment for customers in
the small usage bands (which, importantly, include microbusinesses and small
businesses who have typically been less engaged in the market).
Comparison of actual costs against other sectors
In Figure 48, we present our comparison of the overall actual ACTS per premises in
the NHH water retail sector against more comparable ACTS in other sectors. We note
that the numbers presented here are different from the section below because, for
larger customers with multiple premises, the actual ACTS per unique customer is
109

110

That is, some customers on the lower end of the usage band may incur losses consistently, and therefore
may be similar to customers in the 0.05-0.5Ml customer usage band. However, we have not assessed this
usage band at a more granular level.
Note that ROCE is not available at the segmented level for NHH water retail as data is not available at this
level of detail.
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materially higher than the ACTS per premises. Although we consider that
consideration of actual costs and margins in the NHH water retail sector should be
considered on the basis of the unique customer, we have considered actual ACTS per
premises in this section for more comparability with other sectors, which are often
reported per premises.
As noted above – although all comparators are retail companies – there are
differences in (i) the scope of activities; (ii) the sectors’ bad debt exposures; and (iii)
the risk exposure between each sector. These differences influence both the level of
costs and margins. In order to be able to compare the level of ACTS in the NHH water
retail market with those in other sectors on a more comparable basis, we have made
the following adjustments to the ACTS in other sectors:

•

Bad debt cost adjustments in all sectors. Bad debt is an issue in all comparator
sectors that companies have to estimate. We understand that the main drivers of
bad debt costs in the water sector are also relevant for the comparator sectors.
These drivers are the number of customers, the average bill size and the
propensity to default on the bill payment.111 In this analysis, we make an
adjustment to reported bad debt costs in the comparator sectors by the relative
size of the average NHH water retail bill to other sectors’ average bill size. 112

•

Smart metering cost adjustment in the energy market. Energy retailers have
to purchase, install, maintain and replace faulty meters whereas NHH water
retailers do not own the smart meters.113 Therefore, the costs associated with
smart metering are much higher in the energy market. We have adjusted the
smart metering costs for non-domestic and domestic energy customers by the
estimated difference in metering costs of water retail customers.114

•

Inventory cost adjustment in the ISP market. ISPs provide routers and other
equipment to customers necessary to install broadband and other services. As
such, they keep a log for inventories. We have made an adjustment for inventory
costs as NHH water retailers do not incur this type of cost. The adjustment is
based on the proportion of reported inventory costs to total retail cost to serve. 115

For an overview of the £-value of the adjustments made to each of the comparator
sectors, please see Annex D.

111
112

113

114

115

‘Cost assessment for PR19: a consultation on econometric cost modelling.’ Ofwat (March 2018); p. 24.
By way of example, assume that the bad debt cost per customer in the comparator sector amounts to £40
with an average bill size in that sector of £1,140. In addition, the average bill size in the NHH water retail
market is around £1,400. The adjusted bad debt cost in the comparator sector is £40 x (£1,400/£1,140); or
£49.20. That is, the average bad debt costs in the comparator sector would be £9.20 higher if the average
bill size in the comparator sector were the same as in the NHH water retail sector. Thus, to make the ACTS
in the comparator sector more comparable to the ACTS in the NHH water retail market, we have added
£9.20 to the simple ACTS in the comparator sector.
‘Draft statement of method and data table requirements - Review of non-household retail price controls.’
Ofwat (March 2016); p. 14.
Ofgem estimates that metering costs account for 2.4% of the average non-domestic gas bill which equates
to around £84 per metering point compared to an average meter reading cost of £5 per customer for
WaSCs. We therefore have adjusted the smart metering for non-domestic energy customers by the
difference in smart metering costs between water and energy, that is by £79. Please see Draft statement of
method and data table requirements - Review of non-household retail price controls.’ Ofwat (March 2016);
p. 14.
By way of example, if inventory costs make up around 18% of total cost to serve and the simple ACTS in the
ISP market is £50, we have subtracted 18% x £50; or £9; from the simple ACTS.
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The figure overleaf shows industry-average actual ACTS in the NHH water retail
market on the left for each year since market opening. On the right, the figure shows
industry-average ACTS in the comparator sectors after having applied the
adjustments as outlined above. We note that these industry-averages may mask
differences between retailers, for instance for national retailers, who face complexities
in terms of varying tariff structures between wholesale areas, and therefore may have
higher than industry-average ACTS. Further, even for a single retailer, there may be
variations in ACTS between customers on default tariffs, and those on negotiated
contracts.
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Figure 48: Actual ACTS per premises comparison against other sectors
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Notes: For some ISP companies, the financial year ends in March, whilst for other water, energy,
MVNO and ISP companies, it ends in December. The shaded block to the comparable ACTS
indicates that these are additional bad debt costs added to the industry ACTS to make the sector
comparable to the NHH water retail market.
Source: Economic Insight calculations of RFI data, and data from the statutory accounts and
regulatory accounts (Consolidated Segmental Statements for energy and Annual Performance
Reports for HH water).

Overall, actual ACTS in the NHH water retail market are within range of that in
the comparator sectors. Since market opening, actual ACTS in the NHH water retail
sector are between £110 and £130. These ACTS are higher than comparable ACTS in
the HH water retail sector and the telecoms market, which have comparable ACTS of
£55 and £63 - £77, respectively. However, ACTS in the NHH water retail sector are
lower than the NHH water retail market in Scotland and the energy market, with
comparable ACTS in these sectors of £202 and £207 - £530, respectively.
Similarly, in Figure 49, we present the same for the actual ACTS per premises in the
NHH water retail market in each customer segment, averaged across three years.
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Figure 49: Actual ACTS per premises by customer segment comparison against other
sectors
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Notes: For some ISP companies, the financial year ends in March, whilst for other water, energy,
MVNO and ISP companies, it ends in December. The shaded block to the comparable ACTS
indicates that these are additional bad debt costs added to the industry ACTS to make the sector
comparable to the NHH water retail market.
Source: Economic Insight calculations of RFI data, and data from the statutory accounts and
regulatory accounts (Consolidated Segmental Statements for energy and Annual Performance
Reports for HH water).

This shows that there is some variation between segments with the highest ACTS
incurred by customers in the 5-50Ml consumption band. The ACTS in each segment
vary between around £89-£150. However, the ACTS for each customer usage band
are all within range of the ACTS in other sectors.
Overall, this indicates that, the low margins in the NHH water retail market do not
appear to be a result of inefficiencies in the market wherein costs are too high,
but instead, suggests concerns regarding value in the market. This appears
specifically acute for smaller customer segments where the net margins are low
and negative.
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5.3.3

Comparison of actual against allowed costs and margins

In this section, we present our comparison of actual against allowed costs and
margins, to help us understand whether the allowances set by Ofwat are enough to
cover the actual costs and margins in the market. This is broadly consistent with our
assessment of the actual against allowed costs and margins in the top-down
assessment for ToH 1c for low usage customers. In addition, it includes a broader
discussion for the other customer segments in order to assess the value in the market
in the round for this theory of harm.
Comparison of actual against allowed costs
In Figure 50, we present our comparison of the actual vs allowed ACTS per unique
customer. We define a unique customer as the organisation that has, or would, engage
in the market (and therefore can be responsible for multiple premises). We note that
the numbers presented here are different from the section above because, for larger
customers with multiple premises, the actual ACTS per unique customer is materially
higher than the ACTS per premises. In practice, the allowed ACTS is set per premises
(which is an issue we discuss in the proposed remedies) but, to allow comparison, we
calculate the allowed ACTS per customer (equal to allowed ACTS per premises
multiplied by the average number of premises in the customer usage segment). 116
The latest REC sets the allowed ACTS and net margins for the following usage
categories: unmeasured and 0 to 0.5Ml (including, microbusinesses who typically
consume 0 to 0.05 Ml, and small businesses who typically consume 0.05 to 0.5ML).
Therefore, this figure presents:
- on the left, in blue, the industry-average allowed ACTS per customer; and
- on the right, in purple, the industry-average actual ACTS per customer for
each of the customer usage bands with premises within the allowed usage
bands (where, the dark purple indicates that, for these customer usage bands,
the majority of their premises fall within the allowed usage bands of the REC).

116

The industry-average allowed ACTS per premises is derived by weighting the allowed ACTS for each
wholesale area by the number of premises these are applicable to. This is then converted to the allowed
ACTS per customer. The number of premises that the REC default tariffs are applicable to are not
available and, thus, the weighting across the wholesale areas is based on the PR16 final determination
data tables. We have allocated each of the REC default tariffs to those in the PR16 default tariffs where
applicable. The PR16 default tariffs were based on premises consuming up to 5Ml (whereas the REC
default tariffs apply to those consuming up to 0.5Ml). This means that if the variation in the number of
premises between the usage bands that are less than 0.05Ml and those that are less than 5Ml is very
different across wholesale areas, the weighting based on the PR16 numbers might skew the industry ACTS.
For the PR16 data, please see ‘Business retail price review 2016 – data tables’ here:
https://www.ofwat.gov.uk/regulated-companies/price-review/2016-non-household-retail-pricereview/pr16-final-determinations/.
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Figure 50: Allowed against actual ACTS per unique customer
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Notes: (i) PR16 data was used for calculating and weighting the allowed ACTS by the number of
premises before converting these to the allowed ACTS per customer. (ii) The actual ACTS figures
are based on five NHH retailers, a mix of incumbents and new entrants. Adjustments have been
made to bad debt costs in 2019/20 to strip out the effects of COVID-19. (iii) Some default tariffs
apply to both unmetered and metered customers and thus could not clearly be allocated to the
unmetered or metered industry ACTS. Therefore, the light blue confidence bands indicate the
range of allowed unmetered ACTS for small customers where the minimum excludes these tariffs
and the maximum is the ACTS in the measured segment.
Source: Economic Insight calculations of RFI data, REC and PR16 final determinations data.

This shows that the actual ACTS (averaged across the first three years of market
operation) is significantly higher than the allowed ACTS across all customer
usage bands. Specifically, for the customer usage bands where all their premises fall
within the allowed usage bands, the actual ACTS are higher than the allowed ACTS:

•

Comparing the range of allowed ACTS for unmeasured customers to the actual
ACTS for the unmeasured usage band, the actual ACTS is £44 -£76 higher than the
allowed ACTS.117

•

Looking at the actual ACTS of the measured usage band consuming 0-0.05Ml,
actual ACTS is £41 (=£119-£78) higher than allowed measured ACTS.

•

This is similar to the actual ACTS of customers in the measured segment
consuming 0.05-0.5Ml where actual ACTS is £46 (=£124-£78) higher than allowed
measured ACTS.

In Annex D, we present the same comparison based on net margins which shows that,
for the customer usage bands where the latest REC sets the ACTS and net margins for
all their premises, the net margins are significantly negative (with the exception of the

117

Please see note (iii) under the figure to understand the calculation of the range.
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unmeasured segment118). We note that: . Compared to the respective allowed figures,
the actual net margins are as follows:

•

For customer usage bands whose premises all fall into the measured 0-0.05Ml
consumption segment, actual net margins are -29.9%, compared to allowed net
margins are 3.4% and 3.0% for metered water and wastewater respectively,119
since the actual ACTS per unique customer is significantly higher than the allowed
ACTS.

•

Similarly, actual net margins for customer usage bands with all their premises in
the 0.05-0.5Ml consumption segment are also negative, at -4.9%, compared to
allowed net margins are 3.4% and 3.0% for metered water and wastewater
respectively, since the actual ACTS per unique customer is significantly higher
than the allowed ACTS.

•

For usage bands in the unmetered consumption segment, where allowed net
margins are 4.0% and 3.2% for water and wastewater respectively, actual net
margins are lower than the allowed net margins by up to 2.4 percentage points.

Although the ACTS in each usage segment are very similar, the net margins vary
substantially between the unmetered and 0.05-0.5Ml segment; and the 0-0.05Ml
consumption segment. This is because the other components of the net margin –
wholesale charges and revenues – vary between the mentioned consumption
segments as is shown in Figure 51.

118

119

We note that the net margins for the unmeasured segment is positive even though their actual ACTS per
unique customer is higher than the allowed ACTS (as shown in Figure 50) because particularly large
retailers are driving actual ACTS for which a much higher allowance has been set than the industry
average allowance shown in the figure.
The figures represent the industry average allowed net margins for specific usage bands. This does not
contradict the overall allowed net margin of 2.5%. This is because the overall 2.5% net margin relates to
the overall net margin for customers in the 0-0.5Ml usage band per company.
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Figure 51: Costs and revenues per unique customer over the last three years
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Notes: The actual ACTS figures are based on five NHH retailers, a mix of incumbents and new
entrants. Adjustments have been made to bad debt costs in 2019/20 to strip out the effects of
COVID-19.
Source: Economic Insight calculations of RFI data.

The figure shows that customers in the 0-0.05Ml segment earn substantially less
revenue than its total operating costs compared to the other two consumption
segments which leads to more negative net margins.
To understand what is driving the differences between the allowed and actual costs, in
Figure 52, we present the comparison between allowed and actual costs for the low
usage customer bands with the actual costs broken down by the type of cost. We have
stacked the costs based on the scope of costs included and not included in the PR14
determinations to understand whether the allowed costs are enough to at least cover
the scope of costs considered in the PR14 determination.120 This is consistent with
the discussion on specific cost categories in the top-down assessment for ToH 1c but
is repeated here for continuity.

120

For an indication of cost categories that are included in the scope of costs in the PR14 determinations,
please see ‘Setting price controls for 2015-20 – guidance for companies on producing default tariffs.’ Ofwat
(April 2014); Table 2 on p. 22. Please also see ‘2014 price review cost allocation for retail and wholesale
price controls.’ Ofwat (March 2014); Table 2 on p. 10ff.
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Figure 52: Actual ACTS per unique customer for metered customers by cost types over
the last three years
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Notes: PR16 data was used for calculating and weighting the allowed ACTS by the number of
premises before converting these to the allowed ACTS per customer. The actual ACTS figures are
based on five NHH water retailers, a mix of incumbents and new entrants. Adjustments have been
made to bad debt costs in 2019/20 to strip out the effects of COVID-19.
Source: Economic Insight calculations of RFI data, REC and PR16 final determinations data.

This indicates that, even taking a conservative approach, the allowed costs for the
low usage customer bands are not enough to cover the scope of costs included in
the PR14 determinations. Specifically, the main drivers of actual ACTS beyond
operating ACTS within the scope of the PR14 determinations are the following:

•

Doubtful debt and debt management accounts for 11% for customers in the 00.05Ml segment and 19% for customers in the 0.05-0.5Ml segment.

•

Overhead costs such as building rental salaries121 and insurance account for 16%
in the 0-0.05Ml and 11% in the 0.05-0.5Ml segment.

Amongst these, the operating and doubtful debt and debt management costs are direct
marginal costs, and would be incurred irrespective of whether the NHH water retail
market was opened or not. Similarly, overheads have to be incurred and allocated –
although there is greater uncertainty over how they should be allocated.
In addition, cost categories that make up a moderate proportion of the actual ACTS,
but were not within scope in the PR14 determinations, include the following:
-

121

Regulatory costs such as MOSL fees are a necessary part of market opening.
Customer acquisition costs are a part of the competitive process in a market.
Amortisation costs reflect the purchase of customers, and are highly
dependent on ‘when’ the customers were purchased and the accounting

Note that for some companies, salaries only refer to corporate functions such as HR or finance.
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-

policy for them. Nevertheless, they can also be considered an acquisition
costs and reflective of what happens in a competitive market.122
We acknowledge that some of these additional costs may be driven by market
frictions related to data issues (which is discussed further in ToH 3) but this
alone does not explain the significant differences between the allowed and
actual costs.

We note that the energy regulator, Ofgem, also considers industry fees and sales and
marketing costs to be included in setting allowed operating costs for a competitive
market that is already in operation since 1999. 123 Therefore, allowed costs in the
NHH water retail market might not be enough to cover even efficiently incurred
costs.
The figure below shows actual ACTS for the unmeasured usage band split by different
cost types. It also suggests that allowed ACTS do not cover actual ACTS. Actual
industry net margins for this segment are nevertheless positive as this is driven by a
few companies for which allowed ACTS are relatively high compared to the industryaverage.

stomer

Figure 53: Actual ACTS per unique customer for unmetered customers by cost types
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Notes: PR16 data was used for calculating and weighting the allowed ACTS by the number of
premises before converting these to the allowed ACTS per customer. The actual ACTS figures are
based on 5 NHH water retailers, a mix of incumbents and new entrants. Adjustments have been
made to bad debt costs in 2019/20 to strip out the effects of COVID-19. Some default tariffs apply
to both unmetered and metered customers and thus could not clearly be allocated to the
unmetered or metered industry ACTS. Therefore, the light blue confidence bands indicate the
range of allowed unmetered ACTS for small customers where the minimum excludes these tariffs
and the maximum is the ACTS in the measured segment. .
Source: Economic Insight calculations of RFI data, REC and PR16 final determinations data.

122

123

We understand that the purchase of customer books is – compared to customer acquisition costs – a oneoff cost that needs to be recouped in the long-term whereas customer acquisition costs are ongoing costs
that need to be recouped in the short-term. Therefore, we treat these costs separately.
‘Appendix 6 – Operating costs.’ Ofgem (November 2018); Table A6.1 on p. 5.
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Comparison of actual against allowed gross margins
In Figure 54, we present our comparison of the actual vs allowed gross margins. The
figure shows the actual gross margins for those customer usage bands where the
majority of premises fall within the usage segment where the latest REC only sets the
gross margins (i.e. premises consuming 0.5-50Ml).124
Figure 54: Allowed against actual gross margins
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Notes: The actual gross margins are based on 5 NHH water retailers, a mix of incumbents and new
entrants.
Source: Economic Insight calculations of RFI and REC data.

The figure shows that actual gross margins for customers in the usage bands of
0.5-5Ml and 5-50Ml are well below that of allowed gross margins. Actual margins
in the 0.5-5Ml usage band are around 2-4 percentage points lower than allowed
margins. Similarly, actual gross margins in the 5-50Ml usage bands are around 3.5-5.5
percentage points lower than allowed gross margins. For customers in the 50+Ml
usage band, whose premises may still fall within the allowed gross margin regulation,
actual gross margins are around 6.7-8.7 percentage points lower than allowed
margins.
We note, however, that it difficult to draw strong conclusions on the basis of the
above. This is because, in the first three years of market opening for which the above
figure relates: (i) the allowances for the 0.5-5Ml usage bands were very high (since
they were set on based on an allowed ACTS and allowed net margins consistent with
the 0-0.5Ml usage band in the latest REC); and (ii) the allowed gross margins for the 550Ml usage bands were 5.0% for water and 5.3% for wastewater.125 Therefore, it is

124

125

Some customers in this usage segment may have different gross margin allowances if the previous actual
gross margin in 2019/20 for the equivalent usage band was higher than the 8% and 10% for water and
wastewater, respectively. See ‘Retail Exit Code.’ Ofwat (December 2019); p.21.
‘Business retail price review 2016: final determinations.‘ Ofwat (December 2016); p. 19.
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possible that the above simply reflects the fact that retailers were limiting their costs
and/or providing the service quality possible, at the level of allowed gross margins.
We note that the industry was, nonetheless, making positive net margins in this
period (as shown in Figure 47) at the previously allowed gross margins. However, as
noted before, we cannot exclude the possibility that these broad customer usage
bands mask variations in terms of customers with varying levels of usage and,
therefore, varying levels of profitability. Further, as noted above, since market
opening – when Ofwat set the 2.5% overall allowed net margin for customers on
default tariffs – further complexities have been revealed in the market, which
warrants further analysis in relation to the efficient level of net margins in the
industry.
5.3.4

Conclusions

Overall, our analysis of the costs and margins in the NHH water retail segment
suggests that, from the retailers’ perspective, there does not seem to be enough value
in the market to compete on quality. This is specifically the case for small customers
in the low usage bands where, the allowed costs and margins, and therefore the prices
customers pay, seem to be ‘too low’. This appears to be driving the overall low levels
of value in the market which means that the market is stuck in a ‘low quality’
equilibrium where there is a dominance of price competition.
Conclusions
In the table overleaf, we summarise our assessment on each sub-theory, as outlined
above.
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Table 20: Summary of assessment
TOH

TOH 2:
Customer
access to
quality and
innovation is
constrained

Sub-theory

Level of concern

TOH 2a: Customers
are willing to pay
for higher quality
and more innovative
services, but cannot
identify this before
choosing a supplier

Some concerns – Whilst customers value
quality of service and more innovative
services, they are not (in general) willing
to pay more for them (although some
customers / segments may prefer higher
quality services at a premium). However,
there seems to be information asymmetry
in the market because there is limited
targeted and comparable information
available to customers to allow them to
identify high quality before choosing
suppliers.

TOH 2b: Dominance
of price competition
at the expense of
quality and
innovation arises
because of path
dependency in the
market

Significant concerns – There does not
seem to be enough ‘value’ in the market
for retailers, particularly for small
customers in the low usage bands, which
implies that retailers are not able to
compete on quality to break the ‘path
dependency’.

Source: Economic Insight.
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6. TOH 3: Market frictions reduce
service quality and drive-up prices
This chapter assesses TOH 3, which tests whether market frictions
reduce service quality and drive-up prices. These market frictions relate
to: (i) wholesaler performance against industry standards; (ii) market
data quality; and (iii) inadequate retailer-wholesaler interactions. Our
overall conclusion is that, amongst the three market frictions, we have
some concerns regarding the quality of market data and, in some specific
cases, inadequate retailer-wholesaler interactions. The evidence
suggests that these frictions may be increasing operating costs and
decreasing service quality for customers. Nevertheless, we understand
that the market operator and market participants are taking active steps
to address these issues, and any remedial action should aim to reduce
these costs going forward.
Overview of TOH
This TOH is that service quality in the market is reduced (and prices increased) as a
consequence of various ‘market frictions’. We understand that the market is
characterised by a range of different frictions however for simplicity we have
addressed these in Ofwat’s categories. In each of its annual market reviews Ofwat has
identified three key issues that may impede effective market operation – and can lead
to detrimental impacts on customer experiences.126
These frictions fall into three broad categories:

126

For more information, please see: (i) ’Open for business: Reviewing the first year of the business retail
water market’. Ofwat (July 2018) ; (ii); ‘State of the market 2018‒19: reviewing the second year of the
business retail water market’. Ofwat (July 2019); and (iii) ‘State of the market 2019-20: Review of the third
year of the business retail water market’. Ofwat (August 2020)
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•

Wholesaler performance against Market Performance Standards (MPS) and
Operational Performance Standards (OPS) in the Market Performance Framework
(MPF).

•

Data problems, including issues with customer and consumption data, as well as
a lack of information on underlying assets.

•

Inadequate retailer-wholesaler interactions. These frictions relate to
inefficiencies that arise in interactions between retailers and wholesalers.

Market frictions may directly give rise to harm to customers, for example if inefficient
retailer-wholesale interactions lead to inconvenience for customers. They may
further harm customers because they give rise to increased costs, which puts upwards
pressure on unregulated prices in the market. However, we also note that where
customers are ‘protected’ by default tariffs they will not see an increase in price –
instead here the harm is more likely to be an overall decrease in service quality.
In the following, we discuss each of the above market frictions, in turn. For each
friction we provide: an overview of the issue; the nature of the issue; the scale of the
issue; the impacts on consumers; and our overall conclusion. In providing our
conclusions, where necessary, we provide an assessment on the degree to which the
specific issues may have been ‘expected’ by Ofwat at market opening. The purpose of
this assessment is to evaluate where companies are facing costs as a result of the
issue, whether the costs are additional to those considered in Ofwat’s overall
allowances at market opening.
Wholesaler performance against industry standards
6.2.1

Overview of the issue

Wholesalers have a key role in facilitating the NHH water retail market and, as such,
the OPS and MPS were introduced to incentivise performance across a variety of key
standards. In particular, the MPS incentivise orderly operation of the market, and the
OPS incentivise efficient market functioning.
On the whole, evidence suggests that wholesalers generally perform well against these
metrics and there has been a marked improvement in performance against both since
market opening. However, specific performance against individual standards, or by
individual wholesalers can be substantially below the aggregate level of performance.
Poor performance against any OPS or MPS standards leads directly to delays for
customers, and likely decreased overall service quality in the market by increasing the
costs faced by retailers.
Given the overall trend of improved performance, and high performance on the
majority of individual standards, our assessment does not point to an ongoing
structural issue relating to wholesaler performance against industry standards.
Rather, the improving performance can be expected to continue – addressing any
remaining ‘issues’. However, it is not clear, based on discussions with stakeholders,
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whether the performance measures truly reflect the standards expected by
customers.127
6.2.2

Nature of the issue

Wholesalers have a key role in facilitating the NHH water retail market, underpinning
its effective operation. Their primary role lies in providing a range of services and
functions necessary for the retailers to serve customers.
In relation to the NHH water retail market, wholesalers are subject to two sets of
performance standards, which are monitored by MOSL under the MPF. These are set
out below.

•

Market performance standards (MPS) relate to processes where
underperformance is likely to have an adverse impact on the orderly operation of
the market;128 and

•

Operational performance standards (OPS) relate to bilateral processes
between wholesalers and retailers which facilitate efficient market functioning,
such as timescales for completing physical connections or meter replacements.129

Across both, performance is measured in terms of a set of standards which set out the
time within which the specific task should be completed.
6.2.3

Scale of the issue

In this sub-section, we consider the scale of the issue by examining performance
against the OPS and MPS. We show that there is an overall trend of high performance
which is likely to continue improving. However, this performance: (i) may be patchy
over the short-term, with periods of consecutive improvement, and periods of
consecutive deterioration; (ii) may be considerably lower against particular OPS and
MPS standards; and (iii) can be substantially lower for specific wholesalers.
6.2.3.1

Industry level performance

Performance across both the MPS and OPS aggregated for all tasks is shown in the
figure overleaf for the three years of market operation. Performance is measured in
terms of the percentage of all tasks which were completed on time.

127

128
129

We also note that the issues relating to wholesaler performance with regards to data issues and retailerwholesaler interactions is detailed further in sections 6.3 and 6.4.
Within the MPS some standards (MPS1, MPS2, MPS15, MPS16, MPS 17, MPS18, MPS19) relate to retailers.
For more information, please see the ‘Code Subsidiary Document No. 0002: Market Performance
Framework’. available here: https://www.mosl.co.uk/downloaddocument/682ba4cfd1d7f587cf95bdb392be629a
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Tasks ompleted o time

Figure 55: Aggregate wholesaler performance against MPF (2018 to 2020)

Wholesalers

Wholesalers

Source: Ofwat.130

As shown, industry performance has improved in each year of market operation. In
total, there has been an increase of 12 and 23 percentage points on the MPS and OPS
respectively. The improvements made against the OPS were greater between years
two and three – whereas the improvements made against the MPS were greater
between years one and two.
To further examine the overall trend in performance over time, in the chart overleaf,
we present the aggregate monthly performance against the OPS standards (for the
period April 2019 to February 2021).

130

State of the market 2019-20: Review of the third year of the business retail water market’. Ofwat (August
2020), page 19.
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Figure 56: Aggregate wholesaler performance against OPS standards (April 2019 to
January 2021)

er e ta e ompleted o time

Source: MOSL.131
Note: data pre-April 2019 is not published on MOSL website.

As shown, and consistent with the aggregate annual performance, there is a trend of
improvement over time (as demonstrated by the linear trend line). However, there is
some variation in the direction of performance each month. For example,
performance against the OPS fell for three consecutive months from July 2020 to
September 2020, and then increased for the following four months (from October
2020 to January 2021).
Given the variation in these trends of improvement and the limited time frame for
which we have performance data, our ability to assess how these trends may change
in the future is somewhat limited. Nevertheless, on the face of it, it would seem that
recent performance is improving and this trend can be expected to continue.
6.2.3.2

Performance across individual metrics

In the table overleaf, we present OPS performance by standard for January 2021 (the
most recent month available at the time of writing). This shows the percentage of
tasks which were completed for each standard. In the table we have applied a ‘RAG’
rating, which highlights the standards where performance was below 85% (indicated
in red), above 85% but below 100% (indicated in orange), and 100% (indicated in
green).

131

MOSL website, please see: https://www.mosl.co.uk/market-performance/details/94/ops-wholesalerperformance-by-period-ytd
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Table 21: Aggregate wholesaler performance against OPS standards (January 2021)
OPS
standard

Area standard relates to

% of tasks
completed
on time

B3b

Meter accuracy testing

100%

C2a

Gap sites identified

100%

C4b

Identifying missing service components

100%

C5a

Deregistration of supply points

100%

F5b

Wholesaler response to retailer complaints

100%

G4b

Trade Effluent Monitoring

100%

I1a

Temporary disconnection request

100%

I1b

Temporary disconnection request

100%

I8b

Reconnection request

100%

C6a

Deregistration supply points

99%

C1b

Verification of meter details

98%

F5a

Wholesaler response to retailer complaints

98%

G2a

Application for a Trade Effluent Consent

98%

H1a

Applications for allowances

96%

C3a

Gap sites identified by retailer

95%

B1a

Meter installation

94%

C4a

Identifying missing service components

94%

B5a

Repair and replacement of faulty meters

93%

C1a

Verification of meter details

93%

I8a

Reconnection request

73%

B3a

Meter accuracy testing

39%

Source: MOSL.132
Note: multiple standards relate to the same ‘areas’ of performance.133

As shown, performance is high across most of the standards with over 90% of tasks
completed on time for the vast majority of standards. Performance is only
considerably lower than average for the following two standards.

•

132

133

OPS I8a Reconnection requested by the retailer and performed by the
wholesaler (before 3pm). Which sets out that “If the wholesaler receives the
MOSL website, please see: https://www.mosl.co.uk/market-performance/details/93/ops-wholesalerperformance-by-standard-ytd.
For more information, please see the ‘Code Subsidiary Document No. 0002: Market Performance
Framework’. available here: https://www.mosl.co.uk/downloaddocument/682ba4cfd1d7f587cf95bdb392be629a

135

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

Form R before 3pm on a Business Day, it must use reasonable endeavours to
reconnect Water Services and / or Sewerage Services on that Business Day.” 134

•

OPS B3a Meter Accuracy Test - Site Visit. Which sets out that “the wholesaler
will visit the Eligible Premises and will either remove the meter to allow the meter
accuracy test to be carried out at an approved test centre and install a replacement
meter or perform the meter accuracy test in situ or review of the wider pipework
where required. Such a site visit will take place within twenty two (22) Business
Days of the notification under Step 1”.135

In the table below, we present the performance against the wholesaler MPS standards.
Again we have used the RAG rating to indicate the performance against each.
Table 22: Aggregate wholesaler performance by MPS standard (January 2021)
MPS
standard

Area standard relates to

% of tasks
completed
on time

MPS 5

Connection notifications

99%

MPS 12

Late meter read submission

99%

MPS 6

Disconnection / reconnection

96%

MPS 3

Connection notifications

95%

MPS 7

Late meter read submission

89%

MPS 10

Late meter read submission

87%

MPS 13

Missed meter reads

86%

MPS 14

Missed meter reads

84%

MPS 8

Late meter read submission

69%

MPS 9

Late meter read submission

28%

MOSL.136

Source:
Notes: (i) MPS 11 and MPS 4 are not shown, as there were <10 tasks for each in the period; and (ii)
multiple standards relate to the same ‘areas’ of performance.137

As shown in the table, we see higher performance against the standards relating to
connections, than those relating to meter reading. For example, performance is
lowest against MPS 8 and MPS 9 which both relate to late meter reads, followed by
MPS 14 and MPS 13 which both relate to missed meter reads.

134

135

136
137

For more information, please see the ‘Code Subsidiary Document No. 0002: Market Performance
Framework’. available here: https://www.mosl.co.uk/downloaddocument/682ba4cfd1d7f587cf95bdb392be629a
For more information, please see the ‘Code Subsidiary Document No. 0002: Market Performance
Framework’. available here: https://www.mosl.co.uk/downloaddocument/682ba4cfd1d7f587cf95bdb392be629a
MOSL website, please see: https://www.mosl.co.uk/market-performance/details/70/market-performance
For more information, please see the ‘Code Subsidiary Document No. 0002: Market Performance
Framework’. available here: https://www.mosl.co.uk/downloaddocument/682ba4cfd1d7f587cf95bdb392be629a
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Thus, whilst we see relatively high performance overall, it remains the case that
performance against a few individual standards may be poor.
6.2.3.3

Wholesaler level performance

In the following two charts, we present the performance of individual wholesalers
against both the OPS and MPS standards. Again, this is shown by indicating the
percentage of tasks completed on time by each.

mber of tasks ompleted

,

Figure 57: OPS performance by wholesaler (January 2021)

Source: MOSL.138

138

MOSL website, please see: https://www.mosl.co.uk/market-performance/details/92/ops-wholesalerperformance-by-trading-party-ytd
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mber of tasks ompleted
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Figure 58: MPS performance by wholesaler (January 2021)

Source: MOSL.139

As shown in the figures above, the majority of wholesalers completed over 90% of
their OPS and MPS tasks on time in January 2021. However there is some variation in
this, for example:
-

in relation to OPS the four best performing companies completed 100% of
tasks on time, whilst the worst performer completed only 87%; and
there is greater variation in the performance against MPS standards, where
the best performing two companies again completed 100% of tasks on time,
and the worst performer completed just 41%.

The poor performance of specific individual companies is also highlighted in the
number of wholesalers which have been subject to Initial Performance Rectification
Plan (IPRPs) measures since September 2018. These are used to indicate
performance against one or more standards persistently lags behind that of its peers
and to put into place a plan for addressing it. To date, seven companies have been
subject to a total of 35 IPRPS.140 MOSL has also raised concerns regarding wholesaler
performance, and their responses to these measures setting out that: “[wholesaler]
performance remains patchy, and where wholesaler performance has been subject to
IPRP, it is not clear that wholesalers recognise the need to prioritise improvements”.141
Thus, whilst we see improving performance overall, it remains the case that
performance from individual wholesalers may be poor.

139

140

141

MOSL website, please see: https://www.mosl.co.uk/market-performance/details/41/market-performanceby-wholesaler
Initial Performance Rectification Plans (IPRPs) were first introduced in September 2018. These plans are
used to address individual trading party performance issues against specific standards, either MPS or OPS,
with a view to improving performance through a sustained manner and period of time. For more
information please see: ‘Annual Market Performance Report 2019/20’. MOSL (2020).
‘MOSL’s response to Ofwat Review of Incumbent Support for Effective Markets (RISE) report and State of
the Market (SoM) report’. MOSL (August 2020).
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6.2.4

Impact on consumers

The aims of the MPS and OPS are to facilitate the orderly operation and efficient
functioning of the market. Thus, poor performance on these is likely to feed directly
into customer outcomes. For example, and with reference to basis across which
performance is measured (i.e. time to complete tasks), the most direct and immediate
impact on the customers is a delay in the required outcome.
In addition to these, there may be increased costs for retailers leading to reduced
service quality or indeed higher market prices. For example, the poor performance
(of only 73%) on OPS I8a (which relates to reconnection requests) will lead to delays
in customers getting reconnected, and may increase costs for retailers as they handle
more calls and complaints in relation to this; and the poor performance (of 39%) on
OPS B3a (which relates to meter accuracy tests) will directly impact the meter reads a
retailer can take and lead to delayed outcomes for customers.
6.2.5

Conclusions

Our assessment of wholesaler performance on both the OPS and MPS does not point
to an ongoing structural issue relating to wholesaler performance against industry
standards. Rather, our assessment has illustrated that wholesaler performance is high
across both standards and that there is a trend of improvement that can be expected
to continue.
However, we note that, in the meantime, poor performance against particular
standards, or by specific wholesalers, may lead to at least some sub-optimal outcomes
for customers, and possible increased operating costs for retailers (albeit with these
impacts lessening over time).
Further, where the industry standards are not capturing the wider role that
wholesalers play in facilitating market operation, it is possible that muted wholesaler
performance may increase retailer costs in the market, despite improving
performance against the industry standards.
Given the evidence available to us in our review, it remains unclear whether the
standards, as defined, are genuinely capturing customers’ expectations of
performance. However, we recognise the work being undertaken by MOSL under its
Roadmap for the Evolution of the Market Performance Framework which sets out steps
it will take between now and April 2024 to achieve a seamless, frictionless market.
Furthermore, in the following sections we examine the impacts of data issues and suboptimal retailer-wholesaler interactions – and the role of wholesalers in relation to
these.
Data problems
6.3.1

Overview of issue

It is our understanding that the data at market opening was inadequate, and the
efforts of wholesalers and retailers to improve the data quality have not yet been
effective in remedying this. These data issues result in three key information gaps
in the market: (i) where meters are located and / or how to access them; (ii) how
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much water is being consumed by customers (i.e. unread meters); and (iii) whether
sites are occupied and / or should be included in the market (i.e. vacant and / or gap
sites). Together, these lead directly to negative impacts for customers in terms of
service quality (e.g. through inaccurate charges, or delays in switching), or through
increased costs for retailers (which likely lead to reduced service quality).
In assessing the scale of the issue, we note that: (i) the number of complaints relating
to billing and charges has fallen in the most recent year of market operation –
indicating the issues may be ‘falling away’; however (ii) the costs faced by the retailers
in addressing the data issues have increased in each year of market operation – siting
between 0.3% and 20% of the total cost to serve for individual retailers in 2019/20.
On the basis of the available evidence on the nature and scale of the issues, it remains
unclear the extent to which these issues result in unexpected costs – or, whether: (i)
these could have been expected at market opening; or (ii) the wholesalers were facing
similar (if not the same) costs in conducting similar retail activities.
Nevertheless, in Ofwat’s own assessment of the market, it has identified the data
issues as being key in impeding market operation. Furthermore, we understand
there are a range of ongoing market initiatives intended to tackle the poor quality data
– which may mitigate at least some of the issues going forward.
6.3.2

Nature of issue

Poor quality data is frequently cited as a major friction in the market preventing
efficient operation. For example, data issues relating to consumption, customers and
metering are highlighted as a fundamental friction across Ofwat’s State of the Market
reports, MOSL’s Annual Market Performance reports, and Ofwat’s ‘Review of
incumbent company support for effective markets’. 142 Furthermore, issues around
data and billing were cited across many of our various stakeholder engagements. 143
Given the significance of the issues, numerous reports and consultations have
examined the causes and effects of the data issues in varying depth, focusing on
various aspects (for example, MOSL recently reviewed the causes of long unread
meters).144 Based on our review of the available information, we understand that the
data issues currently apparent in the market are driven by the combination of poor
quality data at market opening, and ineffective action to remedy this (i.e. by both
retailers and wholesalers), as set out below.

•

142

143

144
145

The data available at market opening was not adequate. We understand that
the data transferred to the retailers and to the CMOS at market opening contained
errors and omissions. These issues prevented the market operating efficiently
from opening.145 We understand from our stakeholder engagements that these

For more information, please see: (i) ’Open for business: Reviewing the first year of the business retail
water market’. Ofwat (July 2018) ; (ii); ‘State of the market 2018‒19: reviewing the second year of the
business retail water market’. Ofwat (July 2019); (iii) ‘State of the market 2019-20: Review of the third
year of the business retail water market’. Ofwat (August 2020); and (iv) ‘Review of incumbent company
support for effective markets’. Ofwat (August 2020).
For example issues around data were highlighted by Ofwat, Defra, TPIs, large customers and in the open
text box responses to our survey. Please see annexes A and B for more information.
‘Long Unread Meters Insight’. MOSL (March 2020)
Please see, for example, page 19 of Ofwat’s ‘Review of incumbent company support for effective markets’.
(August 2020).
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issues may have occurred as a result of the requirements set at market opening.
For example, wholesalers were mandated to transfer GIS coordinates and
property reference numbers – which the wholesalers may not have known.146

•

The updates and corrections to market data have not been satisfactory in
fixing these issues. The current arrangement from the market operator is such
that retailers and wholesalers both hold responsibility for maintaining and
updating the market data. However, we understand that the efforts made by both
have not been effective in fixing the issues completely. In particular, we note the
following.
-

Ofwat has indicated that the efforts of wholesalers to address the data issues
have been patchy, both in terms of the form and extent of their initiatives. For
example, Ofwat asserts that wholesalers have targeted their data
improvements at meeting specific targets rather than taking holistic action to
solve the fundamental issues. In addition, Ofwat considers that only a limited
number of wholesalers have taken significant unilateral and proactive action
to assure and improve the quality of market data.147

-

Since market opening, retailers have also held some responsibility for
improving the data, and their performance in this has been mixed. Under the
current arrangements, retailers have a responsibility to improve the market
data through accurate and timely meter reads. However, performance on
meter reads has been relatively low. For example, at the end of the third year
of market operation, 13% of meter had been unread for at least 12 months
and 2% had never been read.148 However, we understand that this may be
driven by the fact that, since market opening, the retailers’ role has been
somewhat hampered by issues relating to inaccurate or incomplete
information on meter locations and access (as detailed below). Furthermore,
we also note that retailers have faced higher than expected operating costs as
a result of undertaking data cleansing activities (also detailed below).

-

Compounding the above, MOSL has indicated that there has also been a lack of
effective collaboration between wholesalers and retailers to fix the issues.149

The poor quality market data makes it difficult for wholesalers and retailers to
manage customer and asset data. This leads to three key ‘information gaps’, as set out
below.

•

146
147
148
149
150

(i) Where meters are located and/or how to access them. There are gaps in
the data over where customer meters are located, and further still how these
should be accessed. For example, MOSL notes: “The master data that provides the
coordinates and free-text descriptors is often inaccurate due to a lack of
standardisation in the process to capture this at point of creation, which is often
compounded by failures to appropriately update data during the lifecycle of the
meter (e.g. some trading parties do not always update CMOS in response to updates
received from meter readers).”150 Furthermore, where accurate location data is
Please see annexes A and B for more information.
As set out in Ofwat’s ‘Review of incumbent company support for effective markets’. (August 2020).
Annual Market Performance Report 2019/20’. MOSL (2020)
‘Annual Market Performance Report 2019/20’. MOSL (2020)
‘Long Unread Meters Insight’. MOSL (March 2020)
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provided, it is not always complete in terms of how the meter can be accessed.
For example, it may be that meters are accessed with the use of specialist
equipment or access may be reduced by overgrown vegetation which, if not
recorded and known in advance, leads to the meter read being skipped. 151

•

(ii) How much water is being consumed by customers. Since market opening,
long unread meters have been cited as an area of particular concern. As of the end
of January 2020, 13.1% of the total meters in the market had not been read in the
last 12 months, which represents only a 1.3pp reduction since April 2019. 152
According to MOSL, the key drivers of the long unread meters are: (i) inaccuracies
in the locations of meters; (ii) insufficient action to correct and reattempt meter
reads; and (iii) the use of multiple disparate systems to record the relevant data
which often requires manual cross-checking (specifically that a minimum of three
disparate systems are used to capture, process and submit meter reading data
into the market).153 This suggests that, in part, the lack of meter reads (and
consequent lack of consumption data) is a result of the poor quality data on where
meters are and how to access them.

•

(iii) Whether sites are occupied and / or should be included in the market.
The inaccurate and incomplete data in the central system has led to a wide variety
of issues over which properties should be included in the market, according to its
definition. Below we set out the two most frequently cited issues which relate to
vacant and gap sites. However, we understand the issues over which properties
are included in the market are not limited to these two issues, and can relate to a
wide variety of specific and nuanced issues. For example there are also issues
with properties being incorrectly allocated to the market which need to be
deregistered.154
-

151
152
153
154

155

156

The level of flagged vacant premises has increased consistently since market
opening, and has resulted in around one in six premises in the market being
flagged as vacant. There is considerable evidence that many of these
properties may be either occupied or candidates for deregistration. For
example, 17% of vacant properties show high levels of consumption, and 11%
have been recorded as vacant for over ten years and recorded no
consumption over the last two meter reads. 155 The poor quality data limits
the retailers’ ability to assess which sites are vacant and, furthermore, the use
of external data sources to supplement the market data can be expensive for
retailers. For example, nearly 42% of vacant sites have long unread meters
which makes it harder still to establish the true occupancy status. This is
acknowledged by MOSL in its latest performance report, which sets out that:
“Whilst trading parties may use other data sources to facilitate vacancy
management, ongoing challenges with customer and asset data have hampered
vacancy management.”156

‘Long Unread Meters Insight’. MOSL (March 2020)
‘Annual Market Performance Report 2019/20’. MOSL (2020)
‘Long Unread Meters Insight’. MOSL (March 2020)
See multiple cases on Ofwat website, for example: https://www.ofwat.gov.uk/investigation-into-whetherpremises-are-household-premises-and-therefore-eligible-to-be-supplied-by-water-plus-limited/
Annual Market Performance Report 2019/20’. MOSL (2020). Please note that, for some properties, the
high consumption may indicate a leak.
‘Annual Market Performance Report 2019/20’. MOSL (2020)
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-

6.3.3

Incomplete and inaccurate data also exacerbates the issues relating to gap
sites. Gap sites are premises connected to water or wastewater networks
that are eligible to be supplied as part of the market, but are not registered
with a billing account.157 According to Ofwat: “Under the market codes, once
identified 80% of such sites should be made ‘tradable’ – becoming an active part
of the market. However trading parties have had difficulties meeting this target.
Both wholesalers and retailers have said this is in large part because trading
parties have not always completed the relevant data fields within CMOS. Both
wholesalers and retailers hold responsibility for this issue” [emphasis added].158
Scale of the issue

The data issues are complex and overlapping, as such it is difficult to fully assess the
scale of the issues. However, below we consider the implications for customer
complaints and the operating costs of market participants to get an indication of the
scale.
6.3.3.1

Customer complaints

In the table overleaf, we compare the number of complaints received by the retailers
in the first three years of market operation, with those received by the wholesalers in
the year preceding market opening. We have split the number of complaints which
relate specifically to billing and charges, and those that relate to ‘other’ issues (for
example administrative complaints) which may nonetheless be caused by poor quality
data.

157

158

‘State of the market 2019-20: review of the third year of the business retail water market’. Ofwat (August
2020).
’Open for business: Reviewing the first year of the business retail water market’. Ofwat (July 2018)
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Table 23: Number of customer complaints received
2016/17
(before
market
opening)

2017/18
(year 1)

2018/19
(year 2)

2019/20
(year 3)

Number of complaints relating
to billing and charges

6,239

9,526

12,543

10,772

Other complaints

5,533

5,359

5,375

3,591

Total

11,772

14,885

17,918

14,363

Source: CCWater.159
Notes: We understand, from the retailers, that Consumer Council for Water’s (CCW) “billing and
charges” category includes Leakage Allowances. These are managed for the customer by retailers
but directly relate to wholesaler leakage allowance policies.

As shown, the number of complaints relating to billing and charges increased between
years 1 and 2, and between 2 and 3; however fell between years 2 to 3. That is, whilst
the data issues may have resulted in a higher number of complaints at market
opening, in the most recent year – there is evidence that the scale of the issue is
beginning to fall (although it is uncertain whether some of this might be as a result of
low occupancy of business premises as a result of the nationwide lockdown in the last
15 days of that financial year).
6.3.3.2

Wholesaler and retailer operating costs

Both wholesaler and retailers face costs as a direct result of the poor quality market
data. These costs, broadly, relate to additional costs in carrying out ‘business as usual’
activities as a result of data issues (for example, meters having to be re-read where
the access information was incorrect); as well as in taking action to remedy the errors
and omissions in the market data.
MOSL estimates that, as a minimum, the annual additional resource costs faced by
retailers and wholesalers in managing the poor quality data is £5.6m and £4.4m
respectively. This covers the costs of deploying additional resource to: obtain and
verify missing or inaccurate data items; administer bilateral requests; manage
consistency and mis-matches between central and internal systems; resolve
inaccurate or incomplete supply point data; address high volumes of failed meter
reads; and manage meter verification requests. Furthermore, MOSL notes that the
majority of both wholesalers and retailers “are using third party services to manage
data or data quality issues, particularly for credit searches, verifying occupancy,
verifying supply point eligibility, and obtaining or verifying customer and premises
159

(i) For years 2016/17 and 2017/18 please see ‘Non-household complaints to water retailers, companies in
Wales, and Consumer Council for Water 1 April 2017 – 31 March 2018’. CCWater (2018); (ii) ‘Nonhousehold customer complaints to water retailers, water companies in Wales, and Consumer Council for
Water 1 April 2018 – 31 March 2019’. CCWater (2019); and (iii) ‘Non-household water customer
complaints 1 April 2019 – 31 March 2020’. CCWater (2020).
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details. The types of services used include desk-based research, site visits, investigations,
and data enrichment”. However, these costs are not included in MOSL’s estimates of
the additional resource costs above.
We engaged with two wholesalers (both Water and Sewerage Companies - WaSCs) as
part of our review, these discussions confirmed the information presented in MOSL’s
RFI analysis. That is, both wholesalers indicated to us that they are dedicating
significant resource to addressing the data issues.
For the purpose of this report, we asked each retailer to provide details on the
operating costs they have to bear as a direct result of the market opening, which had
not been expected in setting the default tariffs. Using each retailers’ response, we
have been able to estimate the unexpected operating costs which have occurred as a
result of data issues (relating to both ‘business as usual’ operations and data cleansing
activities). These are presented in the table overleaf, as a share of the cost to serve,
for the six who were able to provide these details. We note that retailers have
indicated that there is great deal of difficulty in identifying and apportioning these
costs. Moreover, there is considerable variation in the scale and types of costs
reported by retailers relating to data issues. Therefore, these are purely intended to
be illustrative.
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Table 24: Additional operating costs as a result of data cleanse activities as a share of
total cost to serve, % by retailer (anonymised)
2017/18

2018/19

2019/20

Retailer A

4%

8%

3%

Retailer B

0.5%

0.5%

0.3%

Retailer C

12%

17%

8%

Retailer D

13%

15%

20%

Retailer E

5%

5%

5%

Retailer F

11%

7%

12%

Source: Retailer responses to the Economic Insight RFI.
Note: The costs reported by each retailer in relation to data cleanse activities varied considerably
and it was not always possible to disaggregate them. In particular, the costs reported here relate
to the following: (i) for retailer A, these additional costs relate to: billing functions, IT and
infrastructure costs which occur as a result of poor quality data; (ii) for retailer B, the additional
costs relate to the staff costs of two additional Full-Time Equivalents (FTEs) to manage the CMOS
data; (iii) for retailer C, the additional costs relate to IT, billing, meter reading, employees, and
other as a result of data cleansing and bilateral activities; (iv) for retailer D, the additional costs
are incurred as a result of: (a) inconsistencies in wholesaler policies and practices; (b) additional
quality controls and the correction of data items (due to poor data quality); and (c) large
increases in inbound customer contact and queries as a result of inaccurate data; (v) for retailer E,
the costs are incurred as a result of: (a) repeat meter reading costs due to bad data; and (b)
wholesaler bilateral dispute costs; and (vi) for retailer F the costs relate to all unexpected
operating costs which have occurred as a result of market opening.

As shown in the table above, the unexpected operating costs that relate to issues with
the poor quality market data make up a substantial share of the cost to serve for some
retailers – although there is great variation in this. For example, these costs were
between 0.3% and 20% of the total cost to serve in the third year of the market.
We have also used these costs to estimate the total costs of the data issues faced by
retailers across the market, as presented in the table below.
Table 25: Estimated total annual cost of data cleansing activities in the NHH water
retail market (£m)
2017/18

2018/19

2019/20

Total cost
(across retailers covered in RFIs)

£12.91

£17.36

£21.55

Total cost
(scaled to market size)

£15.81

£21.45

£23.58

Source: Retailer responses to the Economic Insight RFI.
Note: (i) The total presented represents 91% of the market by share of SPIDS in 2019/20, 81% in
2018/19, and 82% in 2017/18; and (ii) the total cost (scaled to market size), has been estimated
by dividing the total cost (across retailers covered in RFIs) by the total share of SPIDS held by the
retailers included in each year of market operation.

As shown in the table, the total costs are considerable and increase between each year
of market operation – indicating these may not be expected to immediately ‘fall away’.
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However, when considering these costs ‘scaled’ to the total market (on the basis of
SPID shares) we see only a limited increase between years 2 and 3.
Finally, we also note the financial burden of the data issues for retailers may be
further illustrated in Castle Water’s legal claim against Thames Water. Castle Water
purchased Thames Water’s non-household water and sewerage retail business in
2016. The company has since began proceedings to sue Thames Water for
approximately £40m in damages on the basis that the information provided by
Thames Water about its customers, debts and performance was inaccurate and
incomplete.160
Using Castle Water’s market share to scale these damages, we estimate the total costs
for the overall market could be as high as £180m.161 However, the calculations of
damages is a detailed and complex process, and no judgement has been made on this
claim – thus, this figure is only included to illustrate the potential scale of the impacts.
Whilst it is clear that the retailers and wholesalers do face costs in dealing with and
addressing the data issues in the market, it is difficult to establish the extent to which
the specific costs weren’t to be expected at market opening. That is, the allowed costs
at market opening were set on the basis of forecast billing and metering and it is not
clear whether Ofwat’s allowances included consideration of these issues – or the
extent to which these activities are additional to those which were previously carried
out by the wholesalers (and, as such, would have been included in their forecasts of
costs).162
6.3.3.3

Expected impacts of existing initiatives

Finally we consider how the scale of the data issues is expected to change going
forward. We understand there are a range of ongoing market initiatives intended to
tackle these issues – which are likely to mitigate some of the issues identified above
and reduce the overall scale of the issue. For example:

•

160

161

162

In its Market Performance Operating Plan (MPOP), MOSL sets out two key
initiatives to tackle the issues of data quality. Specifically: (i) Programme A has
been established to enhance the overall quality of customer, premises and asset
data in CMOS, with a specific focus on matching market vacancy to its true level;
and (ii) Programme B has been established to improve the availability and quality
of consumption data, by reducing the level of meters not read in 12 months to
below five per cent and the number of meters unread since market opening to
zero.

For more information, please see: https://www.pcblitigation.com/wp-content/uploads/2020/06/CADisclosure-Pilot-Scheme%E2%80%94a-journey-into-the-known-adverse-documents-Castle-Water-Ltd-vThames-Water-Utilities.pdf
Calculated by dividing £40m by Castle Water’s market share of 22%, as per Ofwat’s third state of the
market report. ‘State of the market 2019-20: review of the third year of the business retail water market’.
Ofwat (August 2020).
At least one retail has told us that the wholesalers with which it is ‘associated’ did not make such
allowances.
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•

In April 2020, Ofwat codified the ‘Gap Site Incentive Scheme Good Practice Guide’
developed by the RWG into the Wholesale Retail Code (WRC) with the aim of
driving better performance specifically regarding gap sites.163

Thus, given the workstreams being undertaken at both the individual retailer and
wholesaler level as well as the industry-wide initiatives, the scale of the issues (to the
extent that it was not expected at marketing opening in any case) will likely fall in the
coming years.
6.3.4

Impacts on consumers

As set out above, these distinct information gaps are complex, and often compound
one another. Given the overlap in the causes and effects of these key data gaps, the
impacts on the market are also overlapping and complex. In particular, we note that
data issues lead to direct impacts for customers as well as indirect through their effect
on retailers and wholesalers (in that retailers and wholesalers face costs as a result of
the data issues which likely lead to a decreased level of service quality). Below, we
summarise these impacts by highlighting the implications for customers; retailers and
wholesalers; and the wider society (some of which have already been discussed
above).

•

Direct customer impacts:
-

-

-

•

Wholesaler and retailer impacts:
-

163
164
165
166

Inaccurate charges. The longer a meter goes unread, the more inaccurate a
customer bill is likely to be. Furthermore, the incorrect allocation of
customers to the market (i.e. vacant sites) can lead to increased customer
charges across all market segments.164
Higher ‘costs’ associated with switching. The data issues hamper the
ability of customers and TPIs to assess the competitiveness of offers (for
example, where the customer is currently not paying the ‘correct’ price, they
will not be able to fully understand the price offering of an alternative
supplier). Furthermore, the data issues can slow down the process of the
switch itself (for example, where bills are inaccurate or the location of the
customer’s meter is not known).165
Low satisfaction. Together, the issues with billing and switching frustrate
customers and drive down satisfaction. As demonstrated above, this is
illustrated in the increased number of billing and charges complaints since
market opening.166

Increased operating costs. As detailed in the preceding section, retailers
and wholesalers have to invest time and resource into ‘closing’ the
information gaps (for example, establishing whether a site is occupied or
eligible for deregistration or where a customer’s meter is located and how it is
accessed). In particular, we estimate the total impacts on retailer operating
costs was £5.6 (see MOSL estimates) to £24m (see Table 25) in 2019/20. It

‘Wholesale Retail Code Change Proposal – CPW082’. Ofwat (March 2020).
‘Annual Market Performance Report 2019/20’. MOSL (2020)
’Open for business: Reviewing the first year of the business retail water market’. Ofwat (July 2018)
‘Annual Market Performance Report 2019/20’. MOSL (2020)
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-

•

may also result in increased operating costs for wholesalers which MOSL
estimates to be £4.4m. This may have translated directly into increased costs
or reduced service quality for customers. However, we cannot assess for
certain based on the information available, the degree to which these costs
are additional and / or unexpected.
Inaccurate settlements. Both inaccuracies in customer usage, and
occupancy status can lead to errors in retailer-wholesaler settlements, and
may further increase retailer operating costs if they cannot recoup the
wholesaler charges paid.

Wider society impacts:
-

-

6.3.5

Limited response to and mitigation of unplanned events. For example,
where information is incorrect, this impacts the wholesaler’s ability to
proactively take steps to minimise the impact of an unplanned event for
customers and the area immediately around a site. 167
Slow progress on leakage reduction and water efficiency. For example,
due to water use and savings not being effectively tracked.168
Conclusions

The poor quality market data has direct implications for the operation of the market
and leads to wide ranging issues for customers, retailers, wholesalers, and wider
society. Whilst we understand the market is characterised with multiple issues
relating to data, having assessed the available evidence on the nature and scale of the
issues, it remains unclear the extent to which these issues result in unexpected costs –
or, whether: (i) these could have been expected at market opening; or (ii) the
wholesalers were facing similar (if not the same) costs in conducting similar retail
activities.
Nevertheless, we understand that in Ofwat’s own assessment of the market, it has
identified the data issues as being key in impeding market operation. Furthermore,
we understand there are a range of ongoing market initiatives intended to tackle the
poor quality data – which are likely to mitigate some of the issues.
Retailer-wholesaler interactions
6.4.1

Overview of issue

It is our understanding that poor retailer-wholesaler interactions occur across a range
of the market’s functions. In particular, Ofwat has identified sub-optimal interactions

167

168

For example, please see the responses to MOSL’s CFI on data cleanse activities, available here:
https://www.mosl.co.uk/download-document/9062ae50f62fb66a5b64311a56a7ac73
‘Annual Market Performance Report 2019/20’. MOSL (2020)
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in resolving issues for customers, across wholesaler policies and charging structures,
and in setting payment terms for retailers.
However, in terms of outcomes for customers, we note that these problems seem
secondary in scale to those relating to data issues. In addition, there are several
industry-wide initiatives in place to address these.
With reference to the lack of standardisation in wholesaler policies and charging
structures, we do not consider that these could not have been anticipated. On the
basis that market opening did not set an expectation that these would be
standardised.
Finally, with regards to the wholesaler payment terms our assessment has not been
able to establish whether and to what extent wholesaler payment terms are impacting
on operating and entry costs. However, we note it is possible. As such, we encourage
the continued assessment and monitoring of the issue from Ofwat.
6.4.2

Nature of issues

Ofwat has highlighted the issue of sub-optimal retailer-wholesaler interactions across
each of its NHH market reviews, and in its recent ‘Review of incumbent company
support for effective markets’. For example, in its most recent State of the Market
report, Ofwat highlighted the negative consequences for customer experiences and
retailer costs, stating that “Where an end customer needs to rely on a retailer to
coordinate or resolve requests or queries with a wholesaler on their behalf, difficulties or
frictions in these interactions can create a poor experience for end customers”;169 and
“Cumbersome and inefficient wholesaler-retailer interactions can increase operational
and entry costs for retailers.”170
Retailer-wholesaler interactions form a key basis of the market, and as such the
nature of these interactions can be extremely varied. Furthermore, in some cases,
retailers have told us that they can face legal action by customers for issues which
retailers they cannot address themselves. In these cases, since the customers’
contract is with the retailer and the wholesale charges have to be paid nonetheless,
retailers can face additional costs.
Thus, here we consider the interactions, which according to Ofwat, are currently
considered to be sub-optimal in their operation. These interactions fall broadly into
the following categories.
-

169

170

Wholesalers and retailers are not always coordinating well to address
customer issues and complaints.
There is a lack of standardisation across wholesaler policies.
There is a lack of standardisation across wholesaler charging structures.
The access to and costs of credit may vary between retailers as a result of
company and group structures.

‘State of the market 2019-20: review of the third year of the business retail water market’. Ofwat (August
2020).
‘State of the market 2019-20: review of the third year of the business retail water market’. Ofwat (August
2020).
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6.4.3

Scale of the issues

As with the other market frictions, it is difficult to establish the scale of the issues
relating to retailer-wholesaler interactions – and harder still to establish the degree to
which the issues were expected at market opening. Thus, in this section, we first set
out the results of the first R-Mex to give an indication of the overall performance of
wholesalers in their interactions with the retailer, before setting out the available
evidence on the scale across each category of sub-optimal interaction.
6.4.3.1

Performance on the R-Mex

The RWG has developed the ‘Retailer Measure of Experience’ (R-MeX) survey. The
survey is completed by retailers with regards to wholesaler performance on key
issues. The purpose of this is to provide retailers with an opportunity to review the
services received by their wholesalers, in order to improve communications, and
begin to measure wholesaler performance in a qualitative format. The results from
the first survey are presented in the table below.
Figure 59: Wholesaler performance against R-Mex (2020)

Source: MOSL website.171
Notes: (i) with the available data it is not possible to weight the retailer reviews by the number of SPIDs; and (ii) scores below seven
are highlighted in orange, in line with MOSL’s consideration that scores between 5 and 7 are ‘mid-range’.

As shown, performance is generally good, with the majority of wholesalers achieving
scores above 7; and the market average sitting close to or above seven across all of the
areas. Thus, the R-Mex indicates that, at a high level, retailers and wholesalers are
interacting well.
We also note that across particular dimensions (‘Effectiveness of systems and
notifications’) or wholesalers (Severn Trent, South Staffordshire Water, and Thames
171

MOSL website, please see: mosl.co.uk/news/details/retailer-measure-of-experience-r-mex-survey-2020outputs

151

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

Water) performance is slightly lower – and this may be reflected in the costs of
retailers when interacting with these wholesalers or across these dimensions.
However, the lowest score is only 5.1 which, whilst low, does not point to a serious
cause for concern.
To examine retailer-wholesaler interactions at a more granular level, in the following
subsections we consider the scale of the particular issues identified by Ofwat as being
sub-optimal.
6.4.3.2

Wholesalers and retailers coordination

According to CCWater, in 2019-20 only 22% of written complaints received by
retailers were partly or wholly attributable to a wholesaler.172 This would imply that
although the lack of coordination in addressing customer issues may exert a negative
impact on customer outcomes, it is not the largest driver of negative outcomes for
customers. Specifically, this issue appears to be secondary to the data issues outlined
in the section above (6.3).
Furthermore, to the extent the issue may be creating negative consumer outcomes
there are efforts being made to address these. For example, MOSL’s bilateral
transactions programme is aimed at enabling retailers and wholesalers to manage
bi-lateral transactions between them and thus improve the speed and quality of
service that companies provide to end customers. 173
6.4.3.3

Wholesaler policies

The lack of standardisation across wholesaler policies has been explicitly recognised
by Ofwat in its ‘Review of incumbent company support for effective markets’ where it
sets out that:

•

“Retailers have consistently noted that a lack of standardisation of wholesaler policy
and complexity of wholesale tariff structures are two key issues that undermine
market efficiency and the customer experience”; and

•

“Most wholesalers take a patchy and inconsistent approach towards engaging with
retailers when considering updates to their policies and charges.”174

However, beyond Ofwat’s assessment of the issue, it is difficult to establish the scale of
the increased costs faced by retailers as a result of these sub-optimal interactions.
Furthermore, it is not our understanding that market opening was accompanied by an
expectation that policies would be standardised across wholesalers. Thus, it is not
clear that these costs could not have been expected at market opening.
Finally, RWG has developed good practice guidelines which sets out minimum
standards on important aspects of wholesaler policy which should help to achieve
greater consistency between wholesaler policies.

172
173

174

‘Non-household water customer complaints 1 April 2019 – 31 March 2020’. CCWater (2020)
‘State of the market 2019-20: Review of the third year of the business retail water market’. Ofwat (August
2020)
‘Review of incumbent company support for effective markets’. Ofwat (August 2020).
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6.4.3.4

Wholesaler charging structures

Ofwat’s ‘Review of incumbent company support for effective markets’ also identified
the lack of standardisation in wholesaler charging structures as a potential friction in
the market. There is great variation in the tariff structures across the wholesalers and
this increases the administrative burden for retailers.175
As with the impacts of wholesaler policies, it is difficult to establish the scale of the
issue, and the degree to which the issue was unexpected at market opening. For
example, it was acknowledged at market opening that there were over 250 allowed
default tariffs.
To the extent that a problem may exist, Ofwat notes there has been no concerted effort
to explore the scope for greater harmonisation of wholesaler tariff structures.
However, the regulator also acknowledges that a greater harmonisation of wholesaler
tariff structures is a complex issue and that the costs and benefits associated with
taking this forward are not yet fully understood. Thus, Ofwat encourages wholesalers
and retailers to work collaboratively to explore the trade-offs in greater detail. We
understand from the retailers that, since Ofwat’s review, a RWG sub-group has been
set up to consider tariff structure simplification.
6.4.3.5

Wholesaler credit and payment terms

Ofwat has identified two key issues relating to credit agreements which are likely to
increase costs for some retailers.

•

Wholesaler uptake of alternative payment terms (which may be used to better
reflect the different business models and risk profiles of retailers) has been
limited. As such, Ofwat notes there may be higher than necessary costs for some
retailers (e.g. small retailers and self-supply license holders) and this may be
acting as a barrier to entry or expansion.176

•

Parent Company Guarantees (PCGs) (which represent one of the cheapest
forms of credit) are largely being used by existing associated retailers (i.e. former
incumbents) who are more able to access them than smaller new entrants by
utilising their group structures and relationships.
-

-

175
176
177

KPMG, on behalf of Ofwat, has examined the possible implications of the
trends in PCG use and concludes that there is a potential opportunity for the
retail prices offered by associated former incumbent retailers to be non-cost
reflective. This is because retailers who are associated with wholesalers in
the same group may be able to internalise the costs associated with different
credit options, including PCGs.
However, KMPG also notes there is no information as to whether such
opportunities have been leveraged and there has been no thorough
examination of the arrangements to establish whether this is the case.177
Furthermore, we also note that on the basis of the KMPG report, Ofwat

‘Review of incumbent company support for effective markets’. Ofwat (August 2020).
‘Review of incumbent company support for effective markets’. Ofwat (August 2020).
‘Review of credit arrangements for the non-household retail market’. KPMG (June 2018).
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concluded that broadly, the credit framework does not require significant
change at this time.178
According to Ofwat, credit and working capital are among the main costs facing
retailers when entering and operating in the business retail market. 179 Thus, the lack
of flexibility which occurs as a result of the limited uptake of alternative payment
terms and the possible ‘level playing field’ implications of the PCG use could possibly
have substantial implications for retailer operating and entry costs.
6.4.4
6.4.4.1

Impacts for customers
Wholesalers and retailers coordination

Wholesalers and retailers may not always coordinate well to address customer issues
and complaints. As such, customers may have to interact with both their retailer and
wholesaler when trying to resolve problems such as locating a meter.
Overall, the lack of coordination between wholesalers and retailers can reduce the
quality of experience for the customers, and lead to delays in issues being resolved. As
noted above, based on the evidence available, the scale of these impacts appear
limited, and secondary to issues relating to the poor quality data. However, we do
acknowledge there remain specific cases where performance may be below
customers’ expectation, and this may not be captured in the industry standards.
6.4.4.2

Wholesaler policies

The lack of standardisation across wholesaler policies can place an administrative
burden on retailers. For example, according to Ofwat a national retailer’s operating
costs will be pushed higher by wholesalers adopting different approaches or
processes (e.g. leakage allowances and tariff structures). Ofwat sets out that this is
because the retailer will have to (i) access and gather this information; (ii) understand
it and process it internally; and (iii) convey the relevant information to customers. 180
These costs will be pushed higher still, where the process of accessing the information
from the wholesaler is cumbersome.181
To the extent that these activities do increase costs for retailers, this will likely result
in a reduction in service quality for customers, or indeed increased prices. However,
as noted above, it is not clear that market opening was accompanied by an expectation
that policies would be standardised across wholesalers and, therefore, it is not clear
that efficient operating costs for retailers have increased over and above those
expected at market opening.
6.4.4.3

Wholesaler charging structures

In a similar vein to the lack of standardisation of wholesaler policies, the lack of
standardisation across tariffs structures may create an administrative burden for
retailers. Furthermore, it may lead to increased switching costs for customers as it is
178
179
180
181

‘Ofwat review of credit arrangements in the business retail market’. Ofwat (June 2018).
‘Review of incumbent company support for effective markets’. Ofwat (August 2020).
‘Review of incumbent company support for effective markets’. Ofwat (August 2020).
‘Review of incumbent company support for effective markets’. Ofwat (August 2020).
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harder to compare price offerings (for example, say when considering multiple sites in
multiple wholesaler regions).
Nevertheless, the benefits of standardised tariff structures across all wholesalers is
not clear since, there might be genuine benefits from customers having the choice to
access a range of different tariffs. Furthermore, as seen in the energy market,
nationwide standardisation of tariff structures is not necessarily effective or desirable
in terms of customer outcomes.
6.4.4.4

Wholesaler credit and payment terms

As set out above, wholesaler credit and payment terms may be driving up operating
and entry costs for some retailers. Thus such terms may be acting to impede effective
competition in the existing market and / or may be acting as an impediment to entry
for a potentially ‘more innovative’ retailers. Thus the friction may be leading
indirectly to decreased service quality and increased prices for customers.
6.4.5

Conclusions

As set out above poor retailer-wholesaler interactions occur across a range of the
market’s functions. In particular Ofwat has identified sub-optimal interactions in
resolving issues for customers, across wholesaler policies and charging structures,
and in setting payment terms for retailers. Below we set out our conclusions with
regards to each.

•

Resolving issues for customers. Whilst we acknowledge that a lack of
coordination in addressing issues for consumers leads directly to poor outcomes
for customers, we note that the issues are somewhat limited in scale (for example
the number of complaints regarding billing and charging issues is around five
times higher than those relating directly to retailer-wholesaler interactions) – and
there are industry-wide initiatives in place to address these.

•

Wholesalers policies. The lack of standardisation across wholesaler policies
increases the administrative burden for retailers. To the extent to which these
activities do increase costs for retailers, this will likely result in a reduced service
quality for customers, or indeed increased prices. However, it is not clear from
the available evidence that market opening was accompanied by an expectation
that policies would be standardised across wholesalers and, therefore, it is not
clear that efficient operating costs for retailers have increased over and above
those expected at market opening. To the extent that a problem does exist, we
note there are industry initiatives in place aimed at reducing these impacts.

•

Wholesalers charging structures. In a similar vein to the lack of
standardisation of wholesaler policies, the lack of standardisation across tariffs
structures creates an administrative burden for retailers. However, it is not clear
that a standardisation of tariffs across all wholesalers would lead to decreased
harm overall for customers. As such any move towards increased standardisation
with regards to tariffs should be carefully evaluated, and any potentially adverse
impacts considered.
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•

Wholesaler payment terms. Our assessment has not been able to establish
whether and to what extent wholesaler payment terms are impacting on
operating and entry costs. However we note it is possible, and were it to be the
case the implications could be significant. As such, we encourage the continued
assessment and monitoring of the issue from Ofwat.
Conclusions

In the table below, we summarise our assessment of each theory, as outlined above.
Table 26: Summary of assessment

TOH 3: Market
frictions
reduce service
quality and
drive-up prices

Market friction

Our assessment

Wholesaler
performance against
industry standards

Limited/no concerns – wholesaler
performance against both the MPS and
OPS is generally good. Furthermore,
there has been a general trend of
improvement since market opening
which can be expected to continue

Data issues

Some concerns – Ofwat consider the
issue of poor quality data to be key in
driving market inefficiency. Wholesalers
and retailers appear to be facing
substantial costs in addressing these, and
customers are being directly impacted.
However, we have been unable to truly
establish whether these concerns are
additional to what was expected at
market opening.

Retailer-wholesaler
interactions: (i)
coordination in
addressing
customer issues

Some concerns – A lack of coordination
in addressing issues for consumers may
lead directly to poor outcomes for
customers. However we note that the
issues is somewhat limited in scale (for
example the number of complaints
regarding billing and charging issues is
considerably higher than those relating
directly to retailer-wholesaler
interactions) – and there are industrywide initiatives in place to address these.

Retailer-wholesaler
interactions: (ii)
wholesaler policies

Limited/no concerns – The lack of
standardisation across wholesaler
policies results in an administrative
burden for retailers. To the extent to
which these activities do increase costs
for retailers, this will likely result in a
reduce service quality for customers, or
indeed increased prices. However, it is
not clear from the available evidence that
market opening was accompanied by an
expectation that policies would be
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standardised across wholesalers. Thus, it
is not clear that efficient operating costs
for retailers have increased over and
above those expected at market opening.
To the extent that a problem does exist,
we note there are industry initiatives in
place aimed at reducing these impacts.

Retailer-wholesaler
interactions: (iii)
wholesaler charges

Limited/no concerns – In a similar vein
to the lack of standardisation of
wholesaler policies, the lack of
standardisation across tariff structures
results in an administrative burden for
retailers. However, it is not clear that a
standardisation of tariffs across all
wholesalers would necessarily lead to
decreased harm overall for customers.

Retailer-wholesaler
interactions: (iv)
wholesaler payment
terms

Some concerns – Our assessment has not
been able to establish whether and to
what extent wholesaler payment terms
are impacting on operating and entry
costs. However we note it is possible, and
were it to be the case the implications
may be significant.

Source: Economic Insight.
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7. TOH 4: There is a risk of systemic
retailer failure
This chapter sets out our assessment of TOH 4, which is that there is a
risk of systemic retailer failure. Our overall conclusion is that there is a
risk of market collapse arising from the increased levels of bad debt that
are expected as a result of the COVID-19 pandemic. This is because
current margins are not sufficient to compensate for bad debt risk (which
is now crystalising) and the bad debt measures put forward by Ofwat are
insufficient to mitigate these effects. In addition, we consider that there
is a risk of stranded customers if a firm fails under the current interim
supply arrangements. Concerns arise if one of the backstop retailers
were to fail, because it is likely that no retailer would be willing and / or
able to act as interim supplier for their customers. Therefore, there is a
risk that stomers wo ld be ‘stra ded’, whi h wo ld a se them harm.
Finally, we find that self-supply is unlikely to materially affect the risk of
systemic failure, given its low prevalence in the market.
Overview of TOH
This TOH is that there is a risk of systemic retailer failure that is not in the best
interests of customers. We define systemic retailer failure as the failure of firms
resulting from issues with the market system. Furthermore, it relates to firms in
general (i.e. multiple or all firms), rather than the failure of any one individual firm
due to that firm’s specific circumstances or characteristics. As such, if there is a risk of
systemic retailer failure, there is a risk of partial or complete market collapse. Levels
of such retailer failure are unlikely to be in the interests of customers (e.g. due to a
break in the provision of retail services and / or time incurred engaging with a new
retailer and / or the costs associated with customers being ‘transferred’ to alternative
suppliers or alternative arrangements being put in place).
The risk of systemic retailer failure is a product of the risk-return balance. Ultimately,
if there is not an appropriate balance of risk and return, there will be a risk of market-
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wide retailer failures – rather than just the risk of isolated market failures that would
occur in a market that delivers good outcomes for customers overall. For example, a
firm may fail because it is inefficient, and as a result its customers may move to more
efficient firms that offer lower prices and / or a better quality of service. As such,
some retailer failure can be a positive outcome for customers (notwithstanding the
costs that the customers would face from their retailer failing). However, here, we are
concerned with the risk of systemic retailer failure which affects multiple or all firms
and which would not be in the interests of customers.
As set out in the rest of this chapter, we consider three sub-theories. Specifically:

» TOH 4a: Margins are not sufficient to compensate for undiversifiable bad
debt risk.

» TOH 4b: There is a risk of stranded customers if a firm fails.
» TOH 4c: Self-supply has negative impacts on overall financial sustainability
and customer welfare.
TOH 4a: Margins are not sufficient to compensate for undiversifiable bad debt
risk
We first consider the hypothesis that margins are insufficient to compensate for
undiversifiable bad debt risk, and that this gives rise to a risk of systemic retailer
failure that is not in the interest of customers. This is particularly pertinent given the
increased levels of bad debt that are expected as a result of the COVID-19 pandemic.
The activities that NHH retailers undertake are risky, and therefore their investors
require a certain level of return to compensate for the risks faced. In particular,
investors require compensation for risks that cannot be avoided by owning a
diversified portfolio (i.e. undiversifiable risks). Due to the drivers of bad debt, bad
debt risk is likely to be, at least in part, an undiversifiable risk that investors in NHH
retailers face.182 As such, the level of return that NHH retailers are able to make
should be consistent with the bad debt risk that is faced.
We consider that COVID-19 has not changed the risk that NHH retailers face. Rather,
it has revealed more about what level of risk retailers do face. Given that the NHH
retail market is partly subject to price caps, and that the regulator therefore has a
degree of control over both the level of return and the level of risk that retailers
experience, it is relevant to consider whether the regulated tariffs provide the
appropriate risk-return balance in light of revealed information. More specifically,
whether margins are sufficient to compensate for the level of undiversifiable bad debt
risk that retailers truly face; or alternatively, whether the level of risk that retailers
truly face is consistent with the level of returns implicit in regulated tariffs.
In this section, we assess whether a bad debt cost shock may result in systemic
retailer failure. More specifically, we test the hypothesis that:
-

182

a plausible bad debt cost shock will significantly harm the profitability and
cash position of NHH retailers;

Bad debt is driven, at least in part, by macroeconomic factors that will affect all businesses. As such, bad
debt risk will not be diversifiable.
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-

such a deterioration in the financial position of the retailers will risk retailer
failure; and
the risk-reward balance will not be sufficient for failing firms to be saved (e.g.
investors will not provide cash injections because the expected return is not
sufficient).

The information and evidence that we rely on to test this hypothesis is set out in the
following sections. In particular, we present:
-

7.2.1

the historical levels of bad debt in the industry;
how COVID-19 is expected to affect bad debt;
the industry margins;
the measures available to address increased bad debt;
the actions taken by Ofgem to address increased bad debt; and
our analysis of the effect of a bad debt shock on the financial sustainability of
retailers.
Historical levels of bad debt

In this section, we set out evidence on the historical levels of bad debt in the market.
This provides a baseline for understanding the relative magnitude of the expected
COVID-19 bad debt shock.
Ofwat has indicated that the industry level of bad debt has historically been around
1% of annual turnover.183 This is marginally lower than the average annual bad debt
provisions reported by retailers in our Request for Information (RFI). In particular,
we found that the average annual industry bad debt provision was 1.1% of revenue –
1.3% in 2017/18 and 0.9% in 2018/19.184 This also suggests there is a fair degree of
variability from year to year; and therefore snapshots in time may not be an accurate
reflection of long run values.
In addition to the total level of bad debt, it is helpful to understand how this varies
across unique customer segments. The figure overleaf presents data from our RFI,
and sets out the average bad debt provision made by retailers in 2017/18 and
2018/19 across six unique customer usage segments. As can be seen, bad debt
provisions have historically been higher for lower usage customers.

183

184

‘Call for inputs: Covid-19 and the business retail market – customer bad debt costs.’ Ofwat (November
2020); p.11.
This was done by summing together the data provided by each retailer and, therefore, presents the
weighted average results for the industry by revenue.
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Figure 60: Bad debt provision by unique customer group, average 2017/18 and
2018/19185

Source: Economic Insight analysis of RFI data.

7.2.2

Expected effects of COVID-19 on bad debt

In this section, we discuss the expected effects of the COVID-19 pandemic on bad debt.
The COVID-19 pandemic is expected to cause an increase in bad debt costs for
retailers. This is because business customers are likely to run into payment
difficulties due to the COVID-19 restrictions limiting their ability to operate. We
expect this to lead to the increased non-payment of bills raised both prior to and
during the pandemic, as well as bills raised after restrictions are lifted if the economy
slows down and businesses continue to struggle.
Evidence from Ofwat suggests that COVID-19 will cause bad debt costs to increase to
around 2% in both 2019/20 and 2020/21. Based on its July 2020 RFI, Ofwat
indicated that bad debt levels had increased from 0.9% of turnover in 2018/19 to
2.2% in 2019/20.186 Following this, the regulator indicated that industry-wide bad
debt costs were forecast to be 2.5% in 2020/21, based on its November 2020 RFI. 187
The regulator noted that the range of bad debt costs varied across retailers, and was
between 0% and 10% of revenue.
The responses to our RFI suggest that COVID-19 will result in even greater levels of
bad debt than those estimated by Ofwat. We find that the industry bad debt provision
increased to 3.4% in 2019/20188, which is greater than the 2.2% found by Ofwat.

185

186

187
188

These results are based on five of the six retailers who responded to our RFI, as one of the retailers was not
able to provide data at this customer segment level.
‘Call for inputs: Covid-19 and the business retail market – customer bad debt costs.’ Ofwat (November
2020); p.18.
‘Business retail market Customer bad debt – Consultation.’ Ofwat (March 2021); p.14.
This was done by summing together the data provided by each retailer and, therefore, presents the
weighted average results for the industry by revenue.
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Retailers have also told us that they expect this provision to increase even further in
2020/21 to a range of 3% to 5%, which is again greater than Ofwat’s estimate.
The figure below sets out the bad debt provision made by retailers across unique
customer usage segments in 2019/20, using data from our RFI. As can be seen by
comparing Figure 60 and Figure 61, the bad debt provision increased across all six
unique customer groups. The largest increase was in the 0.5-5Ml usage band, where
the provision increased by 4.8 percentage points compared to the previous two years.
Figure 61: Bad debt provision by unique customer group, 2019/20189

Source: Economic Insight analysis of RFI data.

The above figure is line with our understanding from retailers that SME customers
pose the largest risk to bad debt levels as a result of COVID-19. This is because these
customers were hit hardest by business closures due to lockdown restrictions and are
less financially resilient than larger customers. One retailer told us that around four
out of ten SME customers had not paid them since the pandemic began.
If Ofwat places the increased risk associated with the COVID-19 pandemic on retailers,
rather than sharing this risk with customers, the ex-ante expectation of investors
would be very different to the risk that materialised ex post. As such, investors would
likely update their risk perception of retailers’ business upwards, and the expected
value of their investment downwards. This would affect retailers’ financing costs and,
at an extreme, retailers’ ability to finance investments in the future to the detriment of
customers, increasing the risk of systemic failure.

189

These results are based on five of the six retailers who responded to our RFI, as one of the retailers was not
able to provide data at this customer segment level.
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7.2.3

Industry margins

In this section, we set out the historically achieved industry margins. This will help us
to assess whether margins are likely to be sufficient to compensate for the anticipated
increase in bad debt. We present data from our analysis of retailer company accounts
and from the responses to our RFI.
The table below presents the industry profit margins for three measures: (i) gross
profit; (ii) earnings before tax and interest (EBIT); and (iii) profit before tax (PBT).
The margins were calculated using retailer company accounts, with more details set
out in Annex G. Note that the 2019/20 figures were only available for seven retailers,
whereas the other years are based on nine retailers.
Table 27: Industry profit margins
2017/18

2018/19

2019/20*

Gross profit margin

7.34%

7.30%

5.61%

EBIT margin

0.78%

0.60%

-5.47%

PBT margin

-0.06%

-0.35%

-6.24%

Source: Economic Insight analysis of retailers’ data from Companies House.
* Based on seven retailers.

As shown, in the first two years of market opening, the EBIT margin was around 0.7%
and the PBT margin around -0.2%. In 2019/20, EBIT and PBT margins dropped to 5% and –6% respectively. We note that these margins are not necessarily directly
comparable to those in previous years, as they incorporate fewer retailers. However,
it provides a sense of the scale of additional provisions and relative losses.
The figure overleaf presents the EBIT margin for the NHH retail market in England for
each financial year.190 The data presented is from our RFI, with more details set out in
Annex E. As shown, industry EBIT margins have decreased considerably over time. In
2019/20, EBIT margins were 6% at the industry level.

190

EBIT margin is calculated by subtracting total operating costs from revenue, and dividing by revenue.
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Figure 62: EBIT margin, industry level

Source: Economic Insight analysis of RFI data.

We note that these industry margin results are different to those presented in the
previous table. This is because the data from our RFI is for the supply of standard
retail services to customers located in England (i.e. excluding Scotland and Wales),
whereas the company accounts reflect the performance of retailers as a whole. Ofwat
set allowed margins in the NHH water retail market at a lower level than those set by
the Water Industry Commission for Scotland (WICS) in the Scottish market.191 This
explains why industry margin results are lower when looking exclusively at the
supply of standard retail services to customers located in England. We also note that
there appear to have been concerns raised about Scottish customers subsidising
English customers.192
The above evidence suggests that historical industry margins are low relative to the
anticipated increased in bad debt cost due to the COVID-19 pandemic. Indeed, returns
have been negative on average over the first three years of the market being open.
7.2.4

Measures available to address increased bad debt

To assess the likelihood of these increased levels of bad debt affecting the financial
sustainability of retailers, we first consider the measures in place to address bad debt.
In this section, we describe the measures taken by Ofwat in response to COVID-19,
before discussing retailer-level responses.
Ofwat code / regulatory changes
In response to COVID-19, Ofwat implemented a number of measures to mitigate the
impact of the pandemic. We describe these measures in turn overleaf.
191
192

‘Setting price controls for 2015-20 – risk and reward guidance.’ Ofwat (January 2014); p.30.
See, for example: ‘Measures in support of the retail market in light of the current pandemic.’ WICS (April
2021), section 4.6.
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•

Vacancy flags. Ofwat allowed retailers to assign premises as ‘vacant’ if either: (i)
they were completely closed to workers, the public or visitors; or (ii) business
activity had reduced by at least 95%.193 Under this measure, wholesalers were
unable to recover fixed charges from retailers and so customers did not have to
pay these charges.194 Where volumetric charges were applied, wholesalers were
able to recover these from retailers and customers were charged if there had been
consumption at the premises. Vacancy flags could only be used between March
and July 2020.

•

Liquidity support. Retailers were allowed to defer wholesaler primary charges
for a period of time. Between March and April, retailers could defer up to 50% of
wholesaler charges, and 60% of these had to be repaid by the end of May 2020.195
Between April and October, retailers could defer up to 40% of wholesaler
charges,196 and these had to be repaid by March 2021.197 Retailers were required
to pay interest on the deferred charges at a rate of 5.98%.

•

Customer protection. Ofwat stipulated that customers who were affected by
COVID-19 could be placed onto COVID-19 repayment plans until March 2021.198
In addition, customers that were defined as ‘COVID-19 Affected Customers’199 (i.e.
those for whom a vacancy flag could be applied) were protected against: (i)
disconnection; (ii) late payment fees; and (iii) debt enforcement.

•

Credit support. Under this measure, retailers were required to maintain their
credit provision to wholesalers at the March 2020 value until all vacancy flags
were turned off, to ensure that this provision did not fall due to the liquidity
support measure and vacancy flags.200

•

Market Performance Charges. Under this measure, Ofwat suspended the
requirement for retailers to pay Market Performance Charges, with this lasting
until the end of March 2021.201

In addition to these measures, Ofwat also put forward a bad debt cost recovery
mechanism.202 It said that its preferred start for implementing this would be April
2022, but it would be feasible for the commencement date to be October 2021. Ofwat
stated that the downside of the latter would be “significantly less time for the
submission of data and subsequent analysis and may result in a less robust calculation of
the interim adjustment”.203
The mechanism will take one of three forms:

193
194
195
196
197
198
199

200
201
202

203

‘Covid-19 and the business retail market: next steps – decision document.’ Ofwat (July 2020); p.2.
‘Guidance on the use of Temporary Vacancy (Covid-19 Mitigation).’ Ofwat (2020); p.12.
‘Wholesale Retail Code Change Proposal – Ref CPW093.’ Ofwat (2020); p.1.
Assuming that this was less than 6% of bills collected from customers.
‘Covid-19 and the business retail market: next steps – decision document.’ Ofwat (July 2020); p.14.
‘Customer Protection Code of Practice Change Proposal – Ref CP0007.’ Ofwat (2020); p.11.
‘Customer Protection Code of Practice Change Proposal – CP0007 – amendment to customer protection
measures during Covid-19 pandemic.’ Ofwat (2020); p.4.
‘Wholesale Retail Code Change Proposal – Ref CPW101 part b.’ Ofwat (2020); p.6.
‘Covid-19 and the impact on the business retail market.’ Ofwat (2021); p.2.
‘Call for inputs: Covid-19 and the business retail market – customer bad debt costs.’ Ofwat (November
2020).
‘Business retail market Customer bad debt – Consultation.’ Ofwat (March 2020); p.24.
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» amending the REC to allow retailers to increase prices for customers on
regulated tariffs;

» increasing wholesale charges, which would then either be disbursed to
retailers via: (a) a central fund, into which wholesalers would pay monies
to be paid to retailers; or (b) a rebate to wholesaler charges from retailers,
i.e. excess bad debt costs would be “netted off future wholesale charges to
provide a rebate to retailer”;204 or

» a retail price levy, which would allow retailers to increase prices for all
customers (irrespective of whether they are on regulated tariffs), paying
surplus amounts into a central fund from which retailers who collected
insufficient amounts are disbursed. Note that this option was suggested by
retailers in response to Ofwat’s November Call for Inputs (CFI).205
Ofwat has indicated that its preferred approach would be amending the REC, meaning
that retailers could increase prices for customers on default tariffs.206
Ofwat’s current proposed approach would be for retailers to bear a portion of the
excess bad debt costs, though a uniform, market-wide adjustment to price caps. The
exact amount would be based on the level of industry bad debt costs that arise.207 It
has put forward the following scenarios.

•

Scenario 1: Market-wide bad debt costs ≤ 3% of turnover. Under this
scenario, retailers would bear 50% of the bad debt costs above 2%. Therefore,
retailers would bear bad debt costs of 1% plus half of the bad debt costs above
2%.

•

Scenario 2: Market-wide bad debt costs > 3% of turnover. Under this
scenario, retailers would bear 25% of the bad debt costs above 2%. Therefore,
retailers would bear bad debt costs of 1% plus a quarter of the bad debt costs
above 2%.

Retailers raised concerns that this may penalise those with historically low levels of
bad debt. In response, Ofwat stated that “those retailers best able to manage their bad
debt, including those with historically low levels compared to other retailers, will retain
a competitive advantage. This is because we would make a uniform, market-wide
adjustment to the price caps based on market-wide excess bad debt costs rather than
calculate excess bad debt costs for each individual retailer”.208
Retailer-level responses
In addition to the measures put in place by Ofwat, retailers themselves can also
implement retailer-level responses to COVID-19. For example, they could either: (i)
take out a loan or other financing agreement to access additional cash; or (ii) increase
prices for some of their customers. We discuss these in more detail below.

•

204
205
206
207
208

Retailers have been able to access additional financing for COVID-19. In the
responses to our RFI, retailers have told us that they have been able to access
‘Business retail market Customer bad debt – Consultation.’ Ofwat (March 2020); p.26.
‘Business retail market Customer bad debt – Consultation.’ Ofwat (March 2020); p.27.
‘Business retail market Customer bad debt – Consultation.’ Ofwat (March 2020); p.31.
‘Business retail market Customer bad debt – Consultation.’ Ofwat (March 2020); p.39.
‘Business retail market Customer bad debt – Consultation.’ Ofwat (March 2020); p.39.
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additional financing in response to COVID-19, but that this has been at a higher
cost than previous borrowing. The cost of this additional financing has been
higher for new entrant retailers, compared to associated / non-associated
retailers.

•

Retailers have little ability to increase prices. Retailers have told us that their
ability to increase prices is limited in practice. For example, in the RFI responses:

» one retailer told us that: “if wholesale costs go up, so would our prices, but if
other costs in the market increase we have very limited opportunity to
increase our prices”; and

» another retailer noted that: “whilst in principle we could increase our retail
fee and have a clause which would enable this, in practice this would be likely
to lead to customer attrition, aged debt from customer non-payment due to
contractual disputes over the legitimacy of price increases and increased
customer contact”.
7.2.5

Actions taken by Ofgem to address increased bad debt

In the energy retail market, the main measures taken by Ofgem in response to the
COVID-19 pandemic were as follows.

•

Deferral of charges. From June 2020 to September 2020, suppliers that were
cash constrained were allowed to defer up to three months of charges relating to
gas transportation, electricity distribution and electricity transmission. Only
eligible suppliers could take up the scheme, with these “companies where neither
they themselves, nor any member of their corporate group have an investment
grade credit rating and therefore have fewer options for securing
financing.”209 Charges are to be fully repaid by March 2021.210 This is similar to
the liquidity support offered by Ofwat to NHH water market retailers.

•

Customer support. Ofgem stated “that non-domestic suppliers should be
reasonable in considering what support they can offer their customers”.211 Ofgem
later stated that suppliers “could not extend unlimited credit to customers” so
would need to use some debt measures, but that these should be “fair and give
careful consideration to the customer’s circumstances and ability to pay”.212 Here,
Ofgem has been less restrictive than Ofwat. In the NHH water retail market,
affected business customers can be put on COVID-19 repayment plans and so can
defer payments to retailers.

•

Postponed standard payments. Ofgem temporarily postponed the required
payments by suppliers to customers for not meeting guaranteed standards in

209

210

211

212

Ofgem website, please see page 3:
https://www.ofgem.gov.uk/system/files/docs/2020/06/open_letter_on_relaxing_network_charge_paymen
t_terms_1.pdf
Ofgem website, please see: https://www.ofgem.gov.uk/publications-and-updates/network-chargedeferral-update-0
Ofgem website, please see page 4-5:
https://www.ofgem.gov.uk/system/files/docs/2020/04/supplier_letter.pdf
Ofgem website, please see page 5:
https://www.ofgem.gov.uk/system/files/docs/2020/06/update_on_regulatory_flexibility_framework_for_s
uppliers_0.pdf
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April 2020213. This measure is, to a certain extent, similar to Ofwat’s suspension
of Market Performance Charges.
In addition to the measures above, Ofgem has recently decided to increase the cap for
domestic customers on default tariffs. Details of Ofgem’s approach are set out in the
box below. We subsequently compare Ofgem’s approach to Ofwat’s bad debt cost
recovery mechanism.
Box 2: f em’s approa h to i

reasi

the defa lt tariff ap to address

bad debt

Ofgem has recently decided to increase the default tariff cap by £23.69 per
customer between April 2021 and September 2021.214 It noted that “it is
appropriate to adjust for debt-related costs, because we have a reasonable
expectation that COVID-19 will increase them”.215 Note that where we refer to
different cap periods, the dates for these are as follows:

»
»
»
»

Cap period four: April 2020 – September 2020;
Cap period five: October 2020 – March 2021;
Cap period six: April 2021 – September 2021;
Cap period seven: October 2021 – March 2022.

Ofgem has decided to only adjust debt-related costs for credit meter default tariff
customers. The reason is that this is the area that has seen the biggest increase in
efficient costs required to service default tariff customers, that is neither already
addressed in the existing cap methodology nor in another process. 216 Ofgem stated
that the increase is important to allow suppliers to begin to recover additional bad
debt costs, starting on April 1st 2021 with this “necessary to ensure that consumers
continue to benefit from a properly functioning energy market – which is in all of our
interests”.217 It also stated that delaying retailers from being able to recover
additional costs would just mean customers facing a bigger cap next winter, as this
would mean suppliers do not have the finances to continue to supply customers
and fulfil licence obligations.218
The way that Ofgem has decided to implement this is using the existing cap
adjustment allowance in order to set a COVID-19 adjustment. Ofgem decided to “set
an initial float based on an estimate of the COVID-19 additional costs, and to true this
up later once more information is available”.219 It has stated that the first true-up for
cap period four will likely take effect in 1st April 2022, and would be dependent on
when bad debt data becomes available.220 Ofgem also stated that it wishes to take a
conservative approach that favours default tariff customers, as suppliers are better
placed to access capital at a lower cost. 221 The approach chosen (detailed below) is
able to “more closely align the cap level in a specific time period to the costs incurred

213

214
215

216
217
218
219
220
221

Ofgem website, please see page 6-7:
https://www.ofgem.gov.uk/system/files/docs/2020/04/supplier_letter.pdf
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (2021); page 5-6.
‘Reviewing the potential impact of COVID-19 on the default tariff cap: November 2020 consultation.’
Ofgem (November 2021); p.45.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p.15.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p.4.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p.4.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p.19.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p.11.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p.20.
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in that period (if a reasonable approximation can be made), than waiting for an ex
post adjustment”.222
Ofgem is allowing retailers to recover the excess costs in cap period four, five and
six, during periods six and seven.223 Furthermore, the adjustment only includes the
cost of writing off bad debt, as opposed to including an adjustment for the cost of
working capital or an increase in bad debt administrative costs. This is due to the
poorer quality of data regarding these last two items. However, Ofgem says that it
will look into this again when it undertakes the true-up.224
Ofgem estimated the approximate increase in bad debt was £90 million between
2019 and cap period four, £74 million in cap period five, and £40 million in cap
period six.225 The bad debt increment figures per customer are shown below. This
translated into a per customer figure of £2.02 (period four), £2.41 (period five) and
£2.46 (period six).226
The methodology for calculating the float was: 227
- Calculate a bad debt cost per customer for each cap period (for each
supplier data is available for);
- Calculate the change in bad debt cost in the cap period relative to the
baseline period; and
- Choose the lower quartile of the increments for each of the cap periods:
four, five and six.
Then, the benchmark incremental bad debt cost per customer account is
incorporated into the adjustment allowance, then the three benchmarks are
totalled and subsequently weighted (to account for the fact that the amount will
need to be recovered in the summer where there is low demand).228
The baseline period for each of the cap periods is detailed below: 229

» Cap period four: April 2019 – September 2019;
» Cap period five: October 2019 – February 2020;230
» Cap period six: April 2019 – September 2019.
Ofgem has recently published a CFI and a further consultation, in which it asks for
input on whether it should include a sharing factor into both the float stage and the
recovery of further bad debt costs.231 It is also considering whether a float is
required for cap period seven at all and subsequently whether to use the same

222
223
224
225

226

227
228
229
230

231

‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p.21.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p,22.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p,50.
‘Reviewing the potential impact of COVID-19 on the default tariff cap: November 2020 consultation.’
Ofgem (November 2021); p.53.
‘Reviewing the potential impact of COVID-19 on the default tariff cap: November 2020 consultation.’
Ofgem (November 2021); p.51.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p,55f.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p,56.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p,57.
Note that the March data is excluded due to the potential impact of COVID-19 so the data is scaled up to
account for the six-month period.
‘Reviewing the potential impact of COVID-19 on the default tariff cap: cap period seven working paper.’
Ofgem (March 2021); p.28.
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methodology as cap period six or to adjust it (for instance including a sharing
factor).232

Below, we compare the Ofgem default tariff cap increase to the cost recovery
mechanism put forward by Ofwat. Although these are not fully comparable (as the
Ofgem default tariff cap applies to household customers only and the Ofwat cost
recovery mechanism only covers non-household customers), we think that helpful
observations can be made.

•

Proportion of bad debt costs recovered. The Ofgem default tariff float in cap
period six covers all bad debt costs incurred by the retailers between cap period
four and cap period six inclusive. Compared to this, Ofwat only allows retailers to
recover a portion of bad debt costs (with the full details set out above). Therefore,
on this basis, the Ofgem float is more generous than the Ofwat cost recovery
mechanism. However, as discussed earlier, Ofgem is now consulting on whether
to implement sharing factors to its float in period seven, and also going forward,
meaning that this pattern may not be consistent going forward.

•

Duration of cost recovery. The Ofgem float only allows retailers to recover bad
debt costs incurred since April 2020, whereas the threshold for Ofwat is January
2020, making the Ofwat mechanism marginally more generous on this basis.

•

Motivation for cost recovery. As stated earlier, Ofgem’s motivation for the float
is: “We have concluded that it’s in customers’ interests to allow suppliers to start to
recover some additional costs related to COVID-19 from April 2021. This will help to
ensure that suppliers have the finances to continue to supply energy to their
customers and fulfil their licence obligations”233. Ofwat has said it wants to
implement a cost recovery mechanism for the following reason: “Our policy aim is
to protect the interests of NHH customers in the short and longer term, including
from the risk of systemic retailer failure. But in doing so we want to minimise any
additional costs for customers in the shorter term by promoting efficiency and
supporting competition. We also want to provide additional clarity to retailers and
their investors”234. As such, Ofgem appears more focused on ensuring that
retailers are financially sustainable, whereas Ofwat is more focused on
minimising customer costs in the short-term.

7.2.6

Analysis of a bad debt shock

In this section, we present our analysis of the effect of a bad debt shock on the
financial sustainability of retailers. In doing so, we first describe how our financial
resilience model works. We then set out the model results under the bad debt shock
itself, before discussing the results when including the measures available to address
the increase in bad debt – that is, Ofwat’s code / regulatory changes and the retailer-

232

233
234

‘Reviewing the potential impact of COVID-19 on the default tariff cap: cap period seven working paper.’
Ofgem (March 2021); p.5.
‘Decision on the potential impact of COVID-19 on the default tariff cap.’ Ofgem (February 2021); p.5.
‘Business retail market Customer bad debt – Consultation.’ Ofwat (March 2021); p.2.

170

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

level responses described in section 7.2.4. Annex H presents our financial resilience
model and our results in more detail.
Methodology
Our model assesses the accounting profits and cashflows of the NHH water market
retailers over a two to three year period. The modelling starts from a baseline, which
represents the financial position of firms before COVID-19. We then analyse the effect
of an increase in bad debt levels. We assume these increase from 1% of turnover in
the baseline to 3.5% of turnover. The model assesses the impact of this shock on two
types of firm: (i) a ‘medium’ firm, which broadly represents new entrant retailers; and
(ii) a ‘large’ firm, which broadly represents associated / non-associated retailers who
purchased the customers of wholesalers.
We model the bad debt shock itself, and then overlay the impacts of Ofwat’s code /
regulatory changes and firm-level responses. We discuss the model results under
each of these in turn below.
Bad debt shock
We find that there is a risk of retailer failure if bad debt costs increase, and no
mitigating actions are taken. This is because firms will run out of cash, and we
consider that there is a reasonable likelihood that they would not be able to obtain
finance given the ongoing levels of profitability (i.e. there is an insufficient risk-return
balance).
Our model shows that both medium and large retailers would experience negative
margins and cashflow shortfalls for two years due to the bad debt shock. In particular,
we find the following.

•

Negative margins. A one percentage point increase in bad debt causes an
equivalent decrease in the PBT margin. With bad debt levels of 3.5%, the industry
as a whole would encounter a -2.39% PBT margin, compared to the industry
margin of 0.11% assumed in our baseline.235 This is broadly in line with the data
from our RFI, which showed that industry EBIT margins fell to -6% in 2019/20.236

•

Cashflow shortfall. Due to the increased bad debt costs, firms run out of
available cash reserves. By the end of the second year, the size of this shortfall is
51 times the size of the cash reserves prior to the shock, or £5m (1 times monthly
turnover), for the medium firm. For the large firm, the shortfall is equal to 119
times the size of the baseline cash reserves, or £125m (3 times monthly turnover).

Measures available to address increased bad debt
Overall, we find that the measures available to address bad debt are not sufficient to
fully mitigate the effects of the bad debt shock, and so there is still a risk of retailer
failure. These are described below and are split into: (i) Ofwat code / regulatory

235

236

These are based on a weighted average of the medium and large firm margins. We assume there are seven
large firms and 13 medium firms.
Note that the baseline in our modelling was informed using retailer company accounts. These reflect the
performance of retailers as a whole, whereas the data from our RFI is for the supply of standard retail
services to customers located in England (i.e. excluding Scotland and Wales).
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changes; (ii) retailer-level responses; and (iii) the impact of (i) and (ii) being applied
together in practice.

•

Ofwat code / regulatory changes. Our results show that the cost recovery
mechanism somewhat mitigates the impact of the bad debt shock when it kicks in.
However, we find that the other measures do not solve the problems created by
the bad debt shock. The code / regulatory changes either: (i) defer the problem,
such as under the vacancy flags where the effects of the bad debt shock are
delayed; and / or (ii) create additional issues for the retailer, for instance with the
repayment of deferred wholesaler charges under the liquidity support measure.

•

Retailer-level responses. We find that a ‘loan’237 solves the cashflow issues
created by the bad debt shock, whereas increasing prices for some customers
does not (because the firm only has limited ability to increase prices outside of the
default tariffs). However, taking out a loan results in lower PBT margins for the
retailer, due to the interest payments.

•

Combined bad debt measures. In practice, these bad debt measures are likely
to apply simultaneously. Our results show that they are not sufficient to fully
mitigate the effects of the bad debt shock. Due to the cash influx from the loan, the
cashflow impacts of Ofwat’s code changes and the bad debt shock itself are
mitigated. However, the retailer’s PBT margins are negatively affected by the
interest payments on this loan in the long run, after the bad debt shock ends and
the cost recovery mechanism begins.

On the latter point, with a loan equal to 20% of turnover, PBT margins would be 0.96% for medium retailers and 0.77% large retailers in the third year when the cost
recovery mechanism kicks in. The industry as a whole would encounter a -0.35% PBT
margin, compared to the industry margin of 0.11% assumed in our baseline.238 With
these low margins, we do not consider that investors would perceive the market as
offering an appropriate risk-return balance, and so retailers would not be able to
access financing to solve their financial difficulties, resulting in a risk of systemic
retailer failure.
7.2.7

Conclusions

We are concerned that there is a risk of systemic retailer failure, because
margins are not sufficient to compensate retailers for undiversifiable bad debt
risk. This is a particularly pertinent concern, given the significant increase in bad
debt costs that are expected due to COVID-19. The underlying risk that retailers face
has not necessarily changed, but the pandemic has revealed what level of risk retailers
are exposed to.
Two factors contribute to our concern about systemic failure:

•

237

238

Firstly, retailers in the industry experienced pre-COVID EBIT and PBT margins
around 0.7% and -0.2% respectively. Furthermore, returns in the English NHH
Note that we use the term ‘loan’ in our modelling to refer to an influx in cash for retailers, on which they
pay interest. In practice, a range of finance options are available to retailers.
These are based on a weighted average of the medium and large firm margins. We assume there are seven
large firms and 13 medium firms.
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retail market have been negative over the first three years of the market being
open. This is not a sustainable level of profitability, and therefore this alone raises
concerns about retailer failures.

•

Secondly, bad debt costs are expected to increase significantly as a result of
COVID-19. In the first two years of the market being opened, bad debt costs were
equal to about 1.1% of revenue. Following the start of the pandemic, industry bad
debt costs increased to about 3.4% in 2019/20 (or approximately £76m) and we
understand that retailers generally expect bad debt costs to be between 3% and
5% in 2020/21. Furthermore, those customers on default tariffs had higher levels
of bad debt before the pandemic, and are expected to experience a more
pronounced increase in bad debt due to the pandemic. There is also significant
uncertainty around how long increased levels of bad debt will persist. Each
percentage point increase in bad debt will reduce EBIT margins by one
percentage point, without any mitigating actions.

Ofwat recognises that COVID-19 presents a risk of systemic retailer failure and as such
is intending to implement a bad debt cost sharing mechanism that will allow retailers
to recoup some of the additional bad debt costs from 1 st April 2022. However, firms
will still be exposed to significant losses. Assuming the bad debt of those on default
tariffs increased from 1% to 3.5%, an average retailer could be expected to face a
reduction in EBIT margins on default tariff customers of 1.4 percentage points. 239 We
understand that bad debt varies across the industry, and those that experience a
higher bad debt shock will face even greater losses.
Notably, Ofwat’s approach exposes NHH water retailers to significantly more COVID19 bad debt costs than Ofgem’s current approach to reflecting additional bad debt
costs in the domestic energy retail price cap.
The combination of the status quo margins and the fact that retailers will be exposed
to significant additional bad debt costs (even with Ofwat’s proposed cost recovery
mechanism) leads us to consider there is a material risk of systemic retailer failure.
Increased bad debt will put pressure on cashflows, and firms may not be able to
access finance due to an insufficient risk-return balance in the long run.
Systemic retailer failure would result in customer harm through interruptions to retail
services, confusion caused by the interim supply process, and the time cost incurred
by the customer through engaging with a new supplier.
We note that these findings also hold for other shocks of similar magnitudes. Retailers
are therefore vulnerable to any type of cost shock or revenue reduction (e.g. through
reduced consumption or wholesale price reductions etc), not only an increase in bad
debt levels.

239

Under Ofwat’s proposals, if industry bad debt is above 3%, retailers will bear 25% of industry bad debt
costs over 2%. Therefore, an average retailer with 1% historical bad debt on default tariff customers
would experience a 1.375 percentage point reduction in its EBIT margin for default tariff customers if it
experienced the industry bad debt shock of 3.5% for default tariff customers (1% + (3.5%-2%)*25% =
1.375%).
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TOH 4b: There is a risk of stranded customers if a firm fails
Next, we consider whether there is a risk of stranded customers if a firm fails. That is,
we examine whether a firm failing has the potential to cause customers to be
temporarily ‘stranded’ without a retailer, which would cause them harm.
When a retailer exits the market, its customers are transferred to the interim supply
retailer(s), which can impose costs on this retailer(s). However, if the level of risk
from taking on these new customers is greater than the level of return, no retailer
would be willing to act as interim supplier and customers would be ‘stranded’.
In the sections below, we set out:
7.3.1

the mechanisms related to retailer failure and the costs imposed;
the supplier of last resort arrangements in the retail energy market;
occurrences of previous retailer failure;
our assessment of the likelihood of retailer failure in the market; and
our analysis of the effect of retailer failure on other firms and the market.
Mechanisms related to retailer failure and the costs imposed

Before examining the likelihood of retailer failure, we first consider the regulatory
mechanisms related to retailer failure in the NHH water retail market and the costs
associated with these. In this section, we discuss: (i) the interim supply arrangements
in the market; and (ii) the costs associated with retailer failure for the interim
supplier and other market participants.
Interim supply arrangements
When a retailer fails and exits the market, the firm’s customers are allocated to a new
retailer through the ‘interim supply process’.240 The interim supply retailer is
responsible for any costs from the date that the exiting retailer halts supply, and the
exiting retailer will be responsible for costs prior to this. There are two methods of
allocation for interim supply.241

•

Opted-in retailers. Ofwat can instruct MOSL to allocate supply points between:
(i) retailers who have chosen to ‘opt-in’ to be the interim supplier; and / or (ii)
retailers who are required to be the backstop supplier.
-

240

241

242

On point (ii), acquiring licensees are legally obliged to be the backstop
supplier in certain areas.242 We note that, because there has been little
switching, the acquiring licensees already supply most of the customers in the
areas they are the backstop supplier for. Therefore, they are only required to
act as backstop supplier for a relatively small number of customers – put

Ofwat website, please see: https://www.ofwat.gov.uk/regulated-companies/markets/business-retailmarket/interim-supply
Ofwat website, please see: https://www.mosl.co.uk/market-entry-change-exit/market-change/interimsupplier-allocation
Acquiring licensees are retailers who have taken on the customers of incumbent wholesalers who pursued
Retail Exit. As an acquiring licensee, the retailer is required to opt-in to interim supply in the relevant
wholesale area in line with the Interim Supply Code.
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another way, they would not be the backstop supplier for a large number of
customers.

•

Tender process. Alternatively, Ofwat can use the tender process, where retailers
must make an application to Ofwat to be the interim supplier. Under this method,
the regulator selects the most appropriate firm and all customers are allocated to
a single retailer.

We note that we are not aware of any provisions in the market if an acquiring licensee
fails and there are no ‘opted-in’ retailers or tenderers. For this reason, we are not
concerned about a ‘domino effect’ of retailer failure (that is, multiple firms failing in
succession).
Costs associated with retailer failure
In the event of retailer failure, the interim supply retailer bears two main categories of
costs. The greater the number of customers the retailer takes on, the greater these
costs will be. The two cost categories are as follows.

•

Customer transfer costs. The incoming retailer incurs costs associated with
customer transfer. This includes costs such as: initial billing and meter read costs;
costs of obtaining customer details; costs of contacting the affected customers;
etc.

•

Working capital requirements. The interim supplier also experiences increased
working capital requirements due to the influx of new customers. For example, it
may be required to pay wholesaler charges to wholesalers in advance for the new
customers. This may create cashflow issues for the retailer, as working capital
requirements increase straightaway, whereas bills cannot be collected from these
new customers for a certain period of time. From our conversations with
retailers, we understand that this period ranges between one and six months.

In addition to the costs incurred by the interim supplier, retailer failure imposes costs
on other market participants. In particular, the exiting retailer will likely have a
number of outstanding debts to be paid, which may result in costs for those who are
owed money. For example, it may owe:

» outstanding invoices to wholesalers;
» outstanding credits to customers; and / or
» payments relating to market operator charges to MOSL.
If the exiting retailer is able, it must repay its outstanding debts. On the other hand, if
the retailer enters into administration, the liquidator will share its assets out among
those who are owed money based on how much they are owed, after deducting the
costs of liquidation. However, if the retailers’ assets are less than the amount that is
unpaid, those owed money will not receive the full amount they are owed.
Finally, retailer failure also causes customer harm. For example, customers are
subject to the following when their retailer fails and exits the market: (i) interruption
to their retail services; (ii) a period of time without a retailer; and (iii) confusion about
having a new interim supply retailer.
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Supplier of last resort arrangements in the retail energy market
In this section, we set out the supplier of last resort arrangements in the retail energy
market. This will serve as a comparison to the arrangements in the NHH water retail
market.
The supplier of last resort arrangements for business customers in the retail energy
market are similar to those in the NHH water retail market, with some differences.
The main similarities and differences are as follows.

•

Appointment of new supplier. If no retailer volunteers to become the supplier
of last resort in the energy market, Ofgem can appoint a supplier without the
retailer’s consent.243 Similarly, in the NHH water retail market, the acquiring
licensee is required to be the backstop supplier and has no choice over acting as
interim supplier.

•

Customer credit balances. Under Ofgem’s ‘safety net’, the credit balance of
household customers must be reimbursed by the supplier of last resort, whereas
the credit balance of business customers is not protected. 244 This is in line with
the NHH water retail market, where the interim supply retailer is not responsible
for any outstanding customer credits.

•

Claims for supplier of last resort costs. In some circumstances, retail energy
firms can make a claim for the “otherwise unrecoverable costs” that they incur in
being the supplier of last resort. 245 There are no similar arrangements in the
NHH water retail market. As discussed, the interim supplier bears the costs
associated with customer transfer.

7.3.2

Occurrences of previous retailer exit

In this section, we discuss previous occurrences of retailer exit and failure in the NHH
water retail market, to help us understand the frequency of retailer failure. We
examine the entry and exit that has taken place since market opening, and then
explore two case studies of retailer exit, which will allow us to explore the reasons for
exit in more detail. These case studies are: (i) Aquaflow; and (ii) Tor Water.
Business customers currently have the choice of 18 retailers.246 The table overleaf
summarises the number of new entrants and retailer exits that have occurred in the
first three years since market opening in April 2017. Note that the exits relate to firms
who have exited the market, and do not include incumbent water companies who
have pursued retail exit.247 The entries relate only to new entrants, and do not include
associated or non-associated retailers.

243

244
245

246

247

‘Guidance on supplier of last resort and energy supply company administration orders.’ Ofgem (2016) ;
page 13.
Ofgem website, please see: https://www.ofgem.gov.uk/ofgem-safety-net-business
‘Guidance on supplier of last resort and energy supply company administration orders.’ Ofgem (2016) ;
page 15.
In 2019/20, retailers had the choice of 20 retailers and two retailers have exited the market since then.
‘State of the market report 2019-20.’ Ofwat; p.13.
Under the 2013 Water Act, incumbent water companies are able to decide the extent of their participation
in the NHH water retail market. They can either act as a retailer within their wholesale area, but be
unable to act as a NHH retailer in other areas. Or, under ‘retail exit’, they can transfer their existing
business customers to a standalone retail business, and be able to acquire new customers elsewhere.
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Table 28: Market entry and exit over time
2017/18

2018/19

2019/20

Entry

12

3

2

Exit

0

1

1

Source: ‘State of the market report 2017-18.’ p.11; ‘State of the market report 2018-19.’ p.45;
‘State of the market report 2019-20.’ p.13.

As can be seen, the majority of entry to date occurred in the first year of the market.
Two firms have exited the market in the first three years since opening: (i) Aquaflow
in 2018/19; and (ii) Tor Water in 2019/20.
In the tables below, we present case studies for these two occurrences of retailer exit.
As can be seen, one of the main reasons that both retailers exited the market was that
they could no longer pay their debts.
Table 29: Case study: Aquaflow
In 2019, Aquaflow became the first retailer to exit the market, after being granted
a licence in 2018. Ofwat revoked Aquaflow’s licence in March 2019, before it
went into liquidation in April 2019. The retailer’s 74 business customers were
then transferred to Clear Business Water, after a tender process.
According to the notice of revocation, reasons for Aquaflow’s exit were:

» its shareholders were unable to provide it with funding for the
upcoming 2019/20 financial year;

» it had been late in paying invoices from wholesalers; and
» it could no longer pay its debts.
Source: ‘Notice of revocation of the water supply and sewerage licences of Aquaflow Utilities
Limited.’ Ofwat (2019).
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Table 30: Case study: Tor Water
In 2020, Tor Water became the second retailer to exit the market, having entered
in market in 2018.
In May 2019, Ofwat blocked Tor Water from taking on new customers, after it
became a Defaulting Trading Party (that is, it failed to pay an undisputed amount
of more than £5,000 over a period of time) for South West Water. Tor Water
continued to be a Defaulting Trading Party until South West Water terminated its
wholesale contract with the retailer in January 2020. In February, Wessex Water
also terminated its wholesale contract with Tor Water due to it becoming a
Defaulting Trading Party, resulting in Ofwat revoking the retailer’s licence shortly
after. In February, Tor Water told Ofwat it would be appointing an administrator
for its liquidation.
Customers supplied by Tor Water in South West Water’s area were transferred to
Pennon Water through the tender process. Customers in Wessex Water and
Bristol Water areas were allocated equally between Smarta Water, Sutton and
East Surrey Water, Water two Business and Yu Water, as these retailers were
‘opted-in’ to the interim supply process.
According to the notice of revocation, reasons for Tor Water’s exit were:

» it repeatedly defaulted on its payments to three wholesalers (in
particular, it owed in excess of £5,000 to both South West Water and
Wessex Water);

» it was late in paying its market operator charges to MOSL; and
» it f to provide requested information by Ofwat.
Source: ‘Notice of revocation of the water supply and sewerage licences of Tor Water Limited.’
Ofwat (2020).

Since the end of 2019/20, two additional new entrant retailers have exited the
market. In October 2020, Ofwat revoked the licences of two new entrants, Water
71248 and Utility Bidder249. Therefore, the number of exits in 2020/21 is as yet greater
than the number of exits in previous years.
Despite this, the number of firms exiting the NHH water retail market is relatively low
compared to the retail energy market. The table below presents the number of energy
suppliers that have failed since 2013. As shown, 24 suppliers failed in 2019,
compared to 19 in the previous year.
Table 31: Energy supplier failure, 2013 to 2019

Number of
retailer
failures

2013

2014

2015

2016

2017

2018

2019

7

7

8

11

5

19

24

Source: Price Bailey website, please see: https://www.pricebailey.co.uk/press-releases/record-28companies-supplying-electricity-went-bust-past-18-months/.

248
249

‘Notice of revocation of the water supply licence and sewerage licence of Water 71 Ltd.’ Ofwat (2020).
‘Notice of revocation of the water supply licence and sewerage licence of Utility Bidder Ltd.’ Ofwat (2020).
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7.3.3

Likelihood of retailer failure in the market

To assess the impact of retailer failure on customers, it is first necessary to consider
the likelihood of retailer failure in the market. As noted in the previous section, the
occurrences of retailer exit are so far greater in 2020/21 than in previous years. In
this section, we consider the financial position of retailers in 2019/20 to understand
the extent to which they appear susceptible to failure.
As discussed in section 7.2.3,when looking at the performance of retailers as a whole,
industry EBIT and PBT margins dropped to -5% and -6% respectively in 2019/20.
When considering only the supply of standard retail services to customers located in
England, the data from our RFI shows the industry EBIT margin dropped to -6% in
2019/20. The scale of this loss is concerning, and raises questions about the potential
failure of firms and sustainability of the market as a whole.
In addition to the low margins, three retailers in the market reported negative net
assets (NNA) in their 2019/20 accounts, compared to one retailer in 2018/19 and no
retailers in 2017/18. Note that the 2019/20 figures were only available for seven
retailers. NNA imply that the value of the companies’ liabilities are greater than its
assets. If a company reports NNA, this can be a sign that it is in financial difficulties
and could result in the firm entering into liquidation. We recognise that NNA is
considered to be an ‘insolvency event’ in the WRC (which means that the retailer may
be unable to repay its debts).250 However, it is being proposed that this condition is
removed on the basis that it is not appropriate.
Whilst we recognise that reported assets and liabilities can vary from year to year, and
are not drawing conclusions about any firm in particular, the fact that three retailers
reported NNA in 2019/20 nevertheless suggests that there is currently a heightened
risk of retailer failure in the market.
7.3.4

Analysis of a retailer failure shock

In this section, we present our analysis of the effect of retailer failure on the financial
resilience of the market. We first briefly describe how the model works, before setting
out the results. Annex H presents our financial resilience model and our results in
more detail.
Methodology
In addition to the bad debt shock described in section 7.2.6, we also model the impact
of the failure of a retailer in the market. Our model assumes that all customers of the
failed firm are taken on by a single retailer as interim supplier. We then examine
whether it would, in fact, be feasible for the interim supplier to take these new
customers on, by assessing its profitability, cashflows and working capital
requirements. We model the implications of both a ‘medium’ and ‘large’ firm being
the interim supplier, which are broadly representative of new entrant retailers and
associated / non-associated retailers respectively.
Our model considers three types of firms that fail: (i) a ‘small’ firm, which is broadly
representative of a new entrant retailer with a small number of customers; (ii) a
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‘medium’ firm, equivalent to the medium firm interim supplier; and (iii) a ‘large’ firm,
equivalent to the large firm interim supplier. We discuss the model results under
each of these below.
Results
Our results show no single firm would be willing act as interim supplier for all the
customers of a medium-sized retailer or a large-sized retailer, which would result in
their customers being ‘stranded’. This is due to the significant cashflow and
profitability effects of taking on these customers. The model results for each type of
retailer failure are described below.

•

Small retailer failure. We find that there is little risk to the interim retailer if a
small firm fails. The results show that both a medium and a large retailer are able
to act as backstop supplier for these customers and take on the additional costs
without financial strain.

•

Medium retailer failure. Our model finds that, if a medium firm fails, this would
impact the financial sustainability of both a medium and a large interim retailer.
The interim supply retailer would experience a significant cashflow shortfall, as
well as an increase in working capital requirements and lower PBT margins. After
two years, our model shows that the medium retailer would have a cash shortfall
of £15.1m and the large retailer would have a cash shortfall of £12.8m. Due to this
increased risk and the current level of return available in the market, we consider
that there is a significant chance that retailers would not be able to access
financing to solve their financial difficulties. Therefore, we consider it likely that
it would not be feasible for one firm act as interim supplier for all the customers
of a medium-sized firm.

•

Large retailer failure. We find that it is even less likely for an interim retailer to
take on the customers of a failed large firm. Consistent with above, if an interim
supplier were to take on the customers of a large firm it would experience
significant cashflow and profitability effects, and there would be a significant
change that it would not be able to access the necessary finance. In particular, our
model shows that the medium retailer would have a cash shortfall of £232.4m
after two years and the large retailer would have a cash shortfall of £228.1m.

We note that the customers of a failed firm might be split between a number of
retailers in practice, rather than being taken on by a single interim supplier.
Therefore, the effects may be less severe than those found in our modelling.
7.3.5

Conclusions

In this section, we present the implications of the evidence for this sub-theory.
As discussed, under the interim supply arrangements in the market, the interim
supplier incurs costs associated with customer transfer and working capital
requirements. Our financial modelling finds that the cashflow and profitability
impacts of these can be significant, depending on the number of new customers taken
on.
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Given this, it can be expected that retailers will only voluntarily opt-in / apply to be
the interim supplier if they are able to take on these additional costs without financial
strain. On the other hand, if customers are ‘forced’ upon a retailer, the cashflow and
profitability impacts could affect its financial sustainability and result in the firm
failing, as shown in our financial modelling.
Since the backstop suppliers tend to supply a large proportion of the customers for
which they are the backstop supplier, other retailers are only obliged to be the interim
supplier for a small number of customers, and so are unlikely to fail as a result of
taking on these customers. However, if one of the backstop suppliers were
themselves to fail, we are not aware of regulations to dictate who is responsible for
providing interim supply. Since the backstop suppliers are the largest firms in the
market with the most customers, we see a real risk that no individual retailer would
be willing to act as interim supplier for these customers, as the level of risk and
additional cost would be too great relative to the expected return. Therefore, we have
significant concerns that customers could get temporarily ‘stranded’ if one of
the medium or large retailers were to fail. Whilst ultimately a firm would have to
be found to provide retail services to the customers, we are concerned that there
would be a non-negligible amount of time that customers would be without a retailer
– and that this would result in significant customer harm. Furthermore, there may be
a risk that the supply points of multi-site customers would not all be allocated to the
same firm (e.g. if sites were allocated to wholesalers), which would contradict one of
the benefits of the open market.
The evidence presented in section 7.3.2 suggests that the financial viability of the
market is deteriorating. For example, three retailers reported NNA in 2019/20. In
addition, due to the increased bad debt risk resulting from the COVID-19 pandemic,
EBIT and PBT margins dropped to -5% and -6% respectively in 2019/20. This raises
significant concerns about the market as a whole, and it suggests that there is
currently a heightened risk of retailer failure. As such, our concerns about potential
customer stranding are increased.
TOH 4c: Self-supply has negative impacts on overall financial sustainability
Finally, we consider whether self-supply has a negative impact on financial
sustainability. Given that customers can opt to leave the market for retail services,
and that these customers may be some of the more profitable ones at the moment,
there is a concern that self-supply has a negative impact on the viability of the retail
market.
In the sections below we set out: (i) the current prevalence of self-supply; (ii) the
costs and benefits that market participants face from self-supply; and (iii) regulatory
precedent from Scotland.
7.4.1

Prevalence of self-supply

Since April 2017, eligible business customers have been able to obtain self-supply
licences.251 Under these licences, customers purchase water and wastewater supply
for their premises directly from wholesalers, and provide their own retail services.
251

Ofwat website, please see: https://www.ofwat.gov.uk/regulated-companies/markets/business-retailmarket/becoming-self-supply-licensee/
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The diagram below compares the supply chain under traditional supply and selfsupply. As can be seen, under self-supply, customers deal only with wholesalers and
retailers are taken out of the supply chain.
Figure 63: Comparison of traditional supply and self-supply

Source: Economic Insight.

Since retailers are removed, self-supplying customers do not receive retail services
and must take on additional responsibilities.252 These include the following:

»
»
»
»

Reading their own meter(s) and submitting these to the wholesaler;
Engaging with the wholesaler and managing wholesale billing;
Maintaining emergency plans for water outages on its premises; and
Complying with the market codes, including the Market Arrangements
Code (MAC); Wholesale Retail Code (WRC); and REC.

As well as taking on additional responsibilities, customers enjoy certain benefits when
becoming a self-supplier. These include: (i) obtaining additional rights in the NHH
water retail market arrangements, such as membership and voting rights for the
MOSL; (ii) being able to manage their own usage and data; and (iii) potential cost
savings.
The table overleaf summarises how the prevalence of self-supply has evolved since
market opening. As can be seen, self-supply has been growing, with the number of
self-supply licences more than doubling between the first and third year of the
market. However, self-supply remains a very small part of the NHH water retail
market, accounting for only 1.4% of consumption and 0.5% of SPIDs in 2019/20.

252

Ofwat website, please see: https://www.ofwat.gov.uk/regulated-companies/markets/business-retailmarket/becoming-self-supply-licensee/benefits-responsibilities-self-supplier/
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Table 32: Prevalence of self-supply
2017/18

2018/19

2019/20

Number of self-supply licences

5

9

12

Consumption market share

2%*

1.0%

1.4%

SPIDs market share

1%*

0.3%

0.5%

*Figure includes new entrants.
Source: ‘State of the market 2017/18’; ‘State of the market 2018/19’; ‘State of the market
2019/20’.

In the next section, we explore the costs and benefits of self-supply for market
participants.
7.4.2

Costs and benefits from self-supply

Market participants face different costs and benefits under self-supply compared to
traditional supply arrangements. We discuss these differences for each participant in
turn below.

•

Retailers face higher risks. Under self-supply arrangements, retailers do not
provide services to customers and are removed from the supply chain. If these
customers are low risk, the overall level of bad debt risk in the market would
increase and this would represent ‘cherry picking’. As such, retailers face
increased risk under self-supply, because: (i) the remaining customer base is
riskier; and (ii) they do not have the opportunity to adjust retail prices in the
short-run.

•

Self-supply customers do not pay the retailer gross margin, but incur
additional costs. Under self-supply arrangements, customers pay wholesalers
directly, and so do not pay the retailer gross margin. However, they must provide
their own retail services and so incur additional costs. Some customers may
choose to self-supply if these costs are less than the gross retailer margin they pay
in the traditional supply market. Other customers may switch to self-supply for
control and other non-price factors.

•

Wholesalers face higher risks. Under traditional supply agreements,
wholesalers receive payment from customers indirectly via retailers and retailers
bear the risk of customer non-payment. Under self-supply agreements, customers
pay wholesalers directly and so wholesalers now bear the risk of customer nonrepayment or late payment, which increases the risks they face. Self-supply
customers pay the same wholesaler tariffs as retailers, and so there are no
revenue changes for wholesalers under self-supply.
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7.4.3

Regulatory precedent from Scotland

The Scottish NHH water retail market was deregulated in 2008, at which time selfsupply licences were also introduced. Since then, WICS has granted one self-supply
licence, to Earls Gate Water. However, in 2018, WICS decided to suspend self-supply
licences in Scotland. In doing so, it cited three main reasons. 253

•

Increased risk for retailers. As discussed in the previous section, retailers face
increased risk under self-supply, because certain lower risk customers are
removed from the market and so the remaining customer base is riskier.

•

Increased risks for Scottish Water. Scottish Water also faces higher risk under
self-supply because customer bad debt risk is transferred from retailers to the
wholesaler.

•

Impact on the reputation of the market. Finally, WICS noted that there is a risk
that self-supply customers fail to comply with their licenses, which potentially
damages the reputation of the retail market. This could also impact the overall
reputation of the Scottish market, undermining consumer confidence.

7.4.4

Conclusions

In this section, we discuss the implications of the above evidence for this sub-theory.
As discussed in 7.4.2, our analysis suggests that both retailers and wholesalers face
higher risk under self-supply compared to traditional supply. This conclusion also
formed part of WICS’s rationale for suspending self-supply in Scotland.
However, evidence shows that self-supply remains a very small part of the NHH water
retail market, and so it is unlikely to impact on retailers’ financial sustainability. As
such, we consider that self-supply does not materially affect the risk of systemic
retailer failure in the short to medium term. We also note that customers who
switch to self-supply can benefit from better price and / or non-price terms, and so
may be worse off if self-supply was suspended.
Conclusions
In this section, we set out our conclusions for TOH 4. Overall, we found that there is
considerable risk of systemic retailer failure. The table overleaf summarises our
level of concern for each sub-theory.

253

‘Market Review: Consultation on the Self-Supply Licence Arrangements.’ WICS (October 2019).
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Table 33: Summary of assessment

TOH 4: There
is a risk of
systemic
retailer
failure

Sub-theory

Level of concern

TOH 4a: Margins are
not sufficient to
compensate for
undiversifiable bad
debt risk

Significant concerns - Our findings show
that there is a risk of market collapse
arising from the increased levels of bad
debt that are expected as a result of the
COVID-19 pandemic. This is because
current margins are not sufficient to
compensate for bad debt risk and the
measures available to address bad debt
are not enough to mitigate these effects.

TOH 4b: There is a
risk of stranded
customers if a firm
fails

Significant concerns - We find that there
is a risk of stranded customers if a firm
fails under the current interim supply
arrangements. Concerns arise if one of
the backstop retailers were to fail,
because it is likely that no retailer would
be willing to act as interim supplier for
their customers. Therefore, there is a risk
that customers would be ‘stranded’,
which would cause them harm.

TOH 4c: Self-supply
has negative
impacts on overall
financial
sustainability and
customer welfare

Limited / no concerns - We find that
self-supply is unlikely to affect the risk of
systemic failure, given its low prevalence
in the market.

Source: Economic Insight.
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8. Remedies
This chapter sets out our assessment of the proposed remedies to
address the key areas of concern which may be resulting in sub-optimal
customer outcomes in the NHH water retail market.
This chapter is structured as follows:

•

First, we briefly recap the key theories of concern outlined in the previous
chapters.

•

Second, we detail our recommended remedies, based on the objective framework
we developed to guide our assessment.

•

Then, in turn, we detail:
-

•

further remedies worth consideration by stakeholders; and
our general recommendations for Ofwat.

Finally, we bring the above together to summarise our package of remedies, as
well as the priorities in terms of implementation of these remedies, as we see
them.
The key concerns

Overall, our assessment outlined in previous chapters suggests that the key area of
concern that is likely driving the sub-optimal outcomes for customers is that, on the
supply-side, the regulated default tariffs for the lowest usage premises (those
consuming less than 0.5Ml per annum) may be below the efficient level.
As a result, we have ‘significant’ concerns in relation to the following TOHs:
-

TOH 1c: Prices and costs are misaligned for the lowest usage customers.
TOH 2b: Dominance of price competition at the expense of quality and
innovation arises because of a path dependency in the market.
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-

TOH 4a: Margins are not sufficient to compensate for undiversifiable bad debt
risk.
TOH 4b: There is a risk of stranded customers if a firm fails.

In addition, and at least in part also a direct result of the key area of concern, we have
‘some’ concerns regarding the following TOHs:
-

TOH 1a: The costs of switching outweigh the benefits for smaller customers.
TOH 2a: Customers are willing to pay for higher quality and more innovative
services, but cannot identify this before choosing a supplier.
TOH 3: Market frictions reduce service quality and drive-up prices.
Our recommended remedies

8.2.1

Our approach to consideration of remedies

In order to identify appropriate remedies to address the above TOHs, as the first step,
we first developed an objective framework to guide our consideration of
remedies. This is to help ensure that our recommended remedies are objectively
sound and are the best way to address the concerns we have identified. Specifically,
consistent with the CMA’s approach to assessment of remedies,254 we identified the
following key criteria to test our proposed remedies:

•

The remedy is effective in mitigating the identified problems.

•

The direct costs of the remedy do not outweigh the benefits.

•

The indirect / spill-over costs of the remedy do not outweigh the benefits.

•

There are no alternatives which could achieve the same benefits at a lower cost.

•

The remedy is practically implementable.

As the next step, we considered a range of possible remedies which could be used to
address the TOHs, and tested these: (a) against the above framework; and (b) with
stakeholders (and, in particular, the retailers who were part of the Steering Group for
the project). We note that these discussions were intended to gather their views on
our proposals (particularly on the practicality of the remedy for the NHH water retail
sector). Therefore, our assessment of the remedies and our recommendations are
based on our own views.
Finally, on the basis of the above, we arrived at our package of recommended
remedies. As designed, each of our recommended remedies simultaneously address a
number of our TOHs, to together address our significant concerns. In the following,
we will discuss each of our recommended remedies and our assessment of each
remedy against our framework above.

254

The CMA assesses merger remedies against the following key criteria: (i) effectiveness; (ii) cost and
proportionality; and (iii) relevant customer benefits. Please see: ‘Merger remedies.’ CMA (13 December
2018).
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8.2.2

R.1: The allowances for the 0-0.5Ml band should be increased

Recommendation
We recommend that the allowances for the lowest usage premises are increased.
Specifically, our analysis suggests the efficient level of cost to serve the customers
with the lowest usage appears to be above that allowed in the default tariffs.
Implementation
We recognise that there is some uncertainty regarding the efficient level of costs.
Therefore, we would recommend that Ofwat should undertake work to identify the
actual efficient level of costs in the market, since the market has been open to
competition.
Nevertheless, our assessment indicates that: (i) actual costs are within the range of
other sectors; and (ii) it does not appear that industry level costs are inflated because
of a few inefficient firms. Therefore, if the actual costs in the industry were at the
efficient level, the industry-average allowed ACTS for the 0-0.5Ml band would need to
increase by 55% per unique customer.
At least in principle, Ofwat could achieve this through either increasing the ACTS for
0-0.5Ml premises alone or seeking to ‘rebalance’ allowances between different
customers and / or services. The former would increase the total revenue that can be
recovered from water customers, whilst the latter would mitigate any changes in total
revenue. More specifically, Ofwat could:
-

(a) increase the ACTS for 0-0.5Ml premises alone;
(b) rebalance regulated tariffs in NHH water retail between 0-0.5Ml premises
and 0.5-50Ml premises;
(c) rebalance between NHH water retail and household retail; and / or
(d) rebalance between NHH water retail and wholesale.

We recommend option (a). This is because:

•

In order to warrant (b), one would need to believe that the regulated tariffs for
0.5-50Ml premises is ‘too high’. However, we have not identified an issue with the
default tariffs for 0.5-50Ml premises. We do recognise that the default tariffs for
some customers in this segment were increased in the latest REC. However, since
the latest REC has only become effective in April 2020, we do not have suitable
evidence to assess the effects of any increase in allowances for this segment.
However, we do note that these customers are likely to be much more engaged,
and therefore, arguably do not require as much protection as lower usage
customers.

•

In order to warrant (c) or (d), one would need to believe that the allowances for
household retail and / or wholesale are ‘too high’. However, there is also no
evidence or reasonable justification for this. Household retail and wholesale are
subject to entirely separate price controls that are set on the basis of rigorous
efficiency benchmarking assessments by Ofwat which have only recently been
concluded.
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Assessment against framework
In the following, we discuss our assessment of the remedy against each of the key
criteria in our framework:

•

The remedy is effective in mitigating the identified problems. This remedy
will directly address our key concern in the market, which is that: the regulated
default tariffs for the lowest usage premises (those consuming less than 0.5Ml per
annum) may be below the efficient level. In doing so, it will therefore address the
following TOHs where we have significant concerns:
-

-

TOH 1c: it will address our specific concerns for lower usage customers;
TOH 2b: it will address our concern regarding lack of value in the market
more broadly which results in muted incentives for retailers to break the
‘path dependency’ in the market; and
TOH 4a and b: it will also help alleviate our concerns about the risks related to
systemic retailer failure.

•

The direct costs of the remedy do not outweigh the benefits. The ‘costs’ of
this remedy would be higher prices for customers in this usage segment.
However, these would reflect the efficient level of prices and service quality. We
consider the risk of consumer harm caused by default tariffs that are ‘too low’ is
greater than the harm caused by default tariffs that are marginally ‘too high’.

•

The indirect / spill-over costs of the remedy do not outweigh the benefits.
We do not believe that there would be any spill-over costs of this remedy and
there may even be spill-over benefits through more intense competition for
customers in the high-usage segment. This is because, if the prices for all
customer segments reflected the efficient level of costs and service quality,
retailers would not need to cross-subsidise the low usage customers through the
high-usage customers. This would potentially translate to more competitive
prices for customers in the high-usage segment.

•

There are no alternatives which could achieve the same benefits at a lower
cost. As detailed above, we have considered other alternatives to our
recommended remedy, in terms of ‘rebalancing’ allowances between different
customers and / or services. However, for the reasons set out above, we think
this is the most appropriate remedy.

•

The remedy is practically implementable. In order to implement this remedy,
Ofwat would need to: (a) identify the efficient level of costs; and (b) revise the
allowances in the REC. The practicalities of the implementation are, ultimately,
for the stakeholders to consider. Nevertheless, it seems that this could be
achieved through leadership by Ofwat alongside engagement with the retailers.
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8.2.3

R.2: The bad debt cost recovery mechanism should be strengthened

Recommendation
We recommend that the bad debt cost recovery mechanism should be strengthened to
protect the long-term interests of customers. The current risk-return balance does
not seem sufficient to compensate retailers for the risks associated with participating
in the market. In addition, the increase in bad debt resulting from COVID-19 has
revealed to a greater extent the risks that retailers bear. This is likely to increase
investors’ perceptions of the risks in the market going forward which is not coupled
with an expected increase in the level of reward. Therefore, there is a very current
risk of systemic retailer failure that would not be in customers’ interests.
Implementation
To address this issue, Ofwat could either:
-

(a) reduce the risk that retailers face by strengthening the bad debt cost
recovery mechanism; or
(b) increase the margins within default tariffs to correspond to the actual
level of risk that retailers face.

We recommend option (a) since we see it as a more practical solution that can
alleviate the very immediate issue. For clarity, we do not believe that the immediate
issue of the increase in bad debt resulting from COVID-19 is a short-term issue. On the
contrary, we believe that COVID-19 has revealed the risks that retailers bear, which in
turn creates an urgent and immediate issue which needs to be addressed.
In addition, alongside R.1 where we recommend that the allowed ACTS for the lowest
usage bands is increased, one would expect retailers to earn the allowed level of net
margins. Our analysis suggests that the industry-average allowed net margins are
within the range of other sectors. However, there are limitations in terms of the
conclusions one can draw from this since there are differences in terms of the scope of
activities between different sectors, and therefore, there may be differences in the
appropriate level of risk-return balance between sectors.
Option (a) could be achieved by modifying Ofwat’s proposed approach in various
ways, such as: decreasing the trigger points for sharing bad debt costs (i.e. changing
the 2% used to define excess bad debt and / or the 3% used for determining the
sharing rate); reducing the proportion of excess bad debt costs that retailers are
exposed to (for instance, Ofwat could change its proposals to allow retailers to recover
90% of bad debt costs over 2%); and / or aligning the mechanism parameters with
bad debt costs of those on default tariffs, rather than industry levels of bad debt. The
specific mechanism that would address the concerns raised in the report would need
to be developed by Ofwat in consultation with the market participants and other
stakeholders.
Assessment against framework
In the following, we discuss our assessment of the remedy against each of the key
criteria in our framework:
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•

The remedy is effective in mitigating the identified problems. This remedy
will help alleviate our concerns in relation to systemic retailer failure (TOH 4a and
b). It will help ensure an appropriate balance of risk between retailers and
customers, and protect customers against the potential costs of retailer failure.

•

The direct costs of the remedy do not outweigh the benefits. The ‘costs’ of
this remedy would be higher prices for customers on default tariffs. The precise
costs would depend on the approach chosen by Ofwat. However, given the
significant concern regarding risk of systemic retailer failure, these costs would
seem to be lower than the benefits in terms of the avoided costs of systemic
retailer failure.

•

The indirect / spill-over costs of the remedy do not outweigh the benefits.
We do not believe that there would be any spill-over costs of this remedy and
there may even be spill-over benefits through more intense competition for other
customers (i.e. those who are not on default tariffs). This is because retailers
would not need to fund the bad debt risk of customers on default tariffs through
prices for other customers. This would potentially translate to more competitive
prices for these other customers.

•

There are no alternatives which could achieve the same benefits at a lower
cost. As detailed above, we have considered other alternatives to our
recommended remedy, in terms of increasing the margins within default tariffs in
line with the associated risks. However, for the reasons set out above, we think
this is the most appropriate remedy to solve the significant and immediate issue
of the risk of systemic retailer failure.

•

The remedy is practically implementable. We note that Ofwat is currently
consulting on its bad debt cost recovery mechanism.255 Therefore, it could
consider our recommendations as part of this review.

8.2.4

R.3: Price caps should be applied on a unique customer basis to reflect
customer behaviour in the long-term

Recommendation
We recommend that price caps be based on the entity that engages in the market, i.e.
the ‘unique customer’. Instead, price caps are currently defined for usage bands on a
premises basis. This means that engaged customers with relatively high overall usage
but with multiple premises which each individually have relatively low usage may still
be subject to default tariffs. This implies that these customers are ‘overprotected’ and
this runs contrary to proportionate regulation.
Specifically, in its decision on the latest REC, Ofwat highlighted that “For medium and
higher usage customers, where engagement and awareness levels are higher and bill
values greater, we consider that there is greater scope to protect the interests of
customers through promoting effective competition. Here we have decided to retain
but relax protections. For 0.5-50Ml customers, we are implementing protections on the

255

‘Call for inputs: Covid-19 and the business retail market – customer bad debt costs.’ Ofwat (November
2020).
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basis of a gross margin cap of 8% for water customers and 10% for wastewater
customers. This should support greater competition between existing retailers and
potential new entrants, which in turn should drive improvements in service quality, offer
and price in a context where customers are currently better able to engage with and
benefit from the market. For >50Ml customers we have decided to implement a
reasonable and non-discriminatory obligation, but no explicit price cap. This is because
we are confident that for these customers, competition can provide an
appropriate mechanism to protect customer interests. (emphasis added)”256
Therefore, the table below illustrates the group of customers who are ‘overprotected’,
under the approach set out by Ofwat in the latest REC. It shows that:
-

-

some medium usage customers with total consumption in the ‘0.5 to 5 Ml’ and
‘5 to 50 Ml’ band, who have individual premises which are unmetered or
usage in the ‘0 to 0.5 Ml’ band, are ‘overprotected’ since they are subject to
default tariffs set on the basis of allowed ACTS and net margins, instead of the
more relaxed protections based on gross margins; and
some high-usage customers with total consumption >50 Ml, who have
individual premises which are unmetered or usage <50 Ml, are
‘overprotected’ since they are subject to price caps.

Table 34: ll stratio of ‘overprote ted’
Customer →
Premises ↓

Unmetered

stomers

0 to 0.5 Ml

0.5 to 5 Ml

5 to 50 Ml

50+ Ml

Unmetered
0 to 0.5 Ml
0.5 to 50 Ml
50+ Ml
RED indicates that these customers require no price protections under the approach in the latest
REC. AMBER indicates that these customers require more relaxed protections under the approach
in the latest REC.

In order to indicate the scale of the issue, Table 35 shows that, as a whole, 16% of
premises served by retailers may be ‘overprotected’. However, we note that is an
illustration since we do not have data on the proportion of customers in the customer
usage bands who are on deemed tariffs. Nevertheless, we believe this worth
considering by stakeholders.

256

‘Future protections for business retail customers: Decision on Retail Exit Code ‒ price protections’. (July
2019)
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Table 35: Share of premises which are overprotected within each customer usage band
(2019/20)
Customer
Usage Band

0.5 to 5 Ml

5 to 50 Ml

50+ Ml

Total

Amber

89%

57%

0%

14%

Red

0%

0%

29%

2%

Total

89%

57%

29%

16%

Notes: We assume that: (i) In the 0.5 to 5Ml customer usage band category, all premises which are
on deemed contracts, are overprotected. This assumption is based on Ofwat’s consultation
document in the latest REC which indicated that, for customers in the 0.5 to 5 Ml premises
category, engagement is high and retailers are able to offer them lower than default tariffs. This
would imply that customers in the 0.5 to 5 Ml premises category would not need to be on deemed
tariffs. (ii) In the 5 to 50Ml customer usage band category, all premises in the unmetered and 0 to
5 Ml categories are overprotected. (iii) In the 50+Ml customer usage band category, all premises
which are on deemed contracts, are overprotected.

These changes, applied in their intended spirit, could help facilitate improvements and
simplification of the billing for multi-site customers. This is because, as it currently
stands, retail tariffs for multi-site customers have to take into account the different
default tariffs across regions.
Implementation
We understand from discussions with some of the retailers that there may be practical
challenges around the implementation of this recommendation since the market has
historically been assessed on the basis of SPIDs. These practical challenges imply that
the appropriate timeline for the implementation of this remedy should be carefully
considered by stakeholders in the market. Specifically, considering the practical
challenges in implementing changes in the short-term, it may be more feasible to
move towards applying price caps on a unique customer basis in the long-term, to
allow market participants the time to change current systems and practices whilst
ensuring minimal impact on customers.
Assessment against framework
In the following, we discuss our assessment of the remedy against each of the key
criteria in our framework:

•

The remedy is effective in mitigating the identified problems. This remedy
directly addresses the issue of proportionate regulation by ensuring protections
are applied based on the entity that engages in the market (i.e. the unique
customer as opposed to each individual premise).

•

The direct costs of the remedy do not outweigh the benefits. There do not
appear to be significant long-term costs of this remedy and, if anything, there are
expected to be benefits for serving customers with multiple premises who can be
offered more competitive contracts. We recognise that there may be some shortterm implementation costs.
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•

The indirect / spill-over costs of the remedy do not outweigh the benefits.
There do not seem to be any obvious spill-over costs of this remedy and there
may even be benefits since protections can be targeted for customers who need it
most.

•

There are no alternatives which could achieve the same benefits at a lower
cost. This seems to be the most direct method to address the issue of
proportionate regulation.

•

The remedy is practically implementable. The implementation of this remedy
would, ultimately, need to be considered by stakeholders in the market. We
recognise that regulation has developed in this way, at least in part, because of the
way the market functioned previously. Nevertheless, we believe that it would be
worthwhilst accommodating any short-term implementation costs since it will
ensure that, in the long-term, regulation is targeted towards customers who most
need protections.

8.2.5

R.4: Companies should synchronise efforts to reduce the market friction costs

Overview
We recommend that the costs of addressing market frictions (and particularly those
related to data issues) could be reduced if the individual companies undertaking these
activities pooled their efforts. These costs currently account for 4% to 15% of the
actual ACTS, 257 and are not efficient in the long-term.
Implementation
This could be achieved through engagement between companies (retailers and
wholesalers). For instance, to address the data issues, instead of companies
individually employing additional resource and / or using third party datasets to
assist with data cleansing, they could combine their resources to together address the
issues related to the market database in a consistent manner.
The vision and steps required for addressing the market frictions are, ultimately, best
agreed between the market participants. Nevertheless, we consider that addressing
the data issues, for instance, would require the companies to:
-

-

Step (i). Develop a vision for what a well-functioning CMOS dataset at market
opening would have looked like.
Step (ii). Combine resources to improve the CMOS database to this level (this
could include, for instance, employing a third party funded through
contributions to cleanse data across all regions); and
Step (iii). Identify processes to ensure that updates to the CMOS dataset align
with the above vision.

There are various ways of facilitating this, such as through leadership by some of the
retailers, or by MOSL.

257

These are calculated as a share of the actual ACTS (excluding any effects of COVID-19) in 2019/20.
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Assessment against framework
In the following, we discuss our assessment of the remedy against each of the key
criteria in our framework:

•

The remedy is effective in mitigating the identified problems. This remedy
would serve to reduce the costs of addressing market frictions, not only in the
short-term, but also ensure that these do not continue in the long-term.

•

The direct costs of the remedy do not outweigh the benefits. The remedy is,
by design, a reduction in costs. Therefore, it is expected to benefit customers by
reducing the operating costs for retailers, which can be passed-on to consumers
through more competitive prices.

•

The indirect / spill-over costs of the remedy do not outweigh the benefits.
There are not expected to be any spill-over costs of this remedy, and rather it may
generate additional benefits. For instance, a uniform approach to addressing data
issues would result is a uniform market dataset, which would likely make
switching of customers between retailers more streamlined going forward.

•

There are no alternatives which could achieve the same benefits at a lower
cost. The remedy is, by design, a reduction in costs. We expect the stakeholders
to work together to identify the most cost effective way to ensure efficient market
functioning in the long-term.

•

The remedy is practically implementable. The implementation of this remedy
would, ultimately, need to be considered by stakeholders in the market.
Nevertheless, there are several industry groups where this can be effectively
considered, including the UKWRC and RWG.
Further remedies

Together, our recommended remedies should address our areas of significant
concern. Nevertheless, there are additional remedies which, though they are less
fundamental to addressing our significant concerns, are worth considering for better
functioning of the market overall. In the following, we discuss each of these in turn.
8.3.1

A reliable and accessible comparison tool should be developed to address the
information asymmetry

We recommend that, to address the information asymmetry in the market, a reliable
and accessible tool should be developed for customers to compare retailers.
The practical implementation of this suggested remedy should be considered by the
stakeholders in the market. Nevertheless, we note that it is important for this tool to
be developed and managed by an independent organisation that: (i) can be trusted by
customers; and (ii) is easily accessible to customers. In principle, this could also be
led by Ofwat or MOSL but we think that, as the regulator, Ofwat should not be directly
involved in the functioning market in the long-term. Similarly, this would seem out of
the scope of MOSL’s remit as a market operator. Nevertheless, there are several
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existing organisations that could be encouraged to lead this including, but not limited,
to Which?.
In practice, there are several ways for the independent organisation to implement
this:

•

(a) It could publish a ranking of retailers based on the complaints data.

•

(b) It could regularly publish a comparison of retailers against the key criteria
which are relevant for customers in choosing retailers. For instance, as detailed in
Annex I Ofcom publishes an annual report comparing mobile providers’ service
quality.

•

(c) It could develop a ‘Who is the best supplier for you?’ tool which, after
assessing customers’ specific needs and circumstances based on a series of
questions, would allow customers to identify the best supplier for them.

We believe that option (c) would be the best way to provide customers reliable,
accessible and comparable information. This would be particularly important for
small customers for whom it may otherwise be hard to engage with the complexities
to work out what it means for them.
In practice, implementing option (c) may require extensive and regular engagement
between the independent organisation and the retailers. Therefore, the stakeholders
should consider the costs and practicalities of implementing this option, and
importantly, whether any short-term costs may be worthwhilst given the long-term
benefits for customers.
8.3.2

Participation of TPIs likely used by small businesses should be facilitated

Following from the above, we recommend that further participation of TPIs which are
typically used by microbusinesses should be facilitated. For instance, microbusinesses
may actually behave similarly to household consumers and, therefore, want to choose
and compare utilities on domestic price comparison websites such as Uswitch and
MonseySuperMarket. However, we also recognise that the complexity of tariff
structures in the NHH water retail market implies that building a database of
comparable tariffs may not be straightforward. Therefore, we would recommend that
retailers further engage with these TPIs to consider ways in which their engagement
can be facilitated, for the benefit of small businesses.
We note, however, that both this and the previous remedy can only be employed if our
recommended remedy R.1, which suggests that the allowances for the 0-0.5Ml band
should be increased, is also implemented. This is because, as it currently stands, there
is limited incentive for retailers to compete for these customers since, the costs of
serving these customers far outweighs the prices.
8.3.3

The interim supply arrangements should be reviewed

We recommend that the current interim supply arrangements are reviewed to limit
the risk that the failure of a single retailer leaves its customers ‘stranded’.
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In practice, our recommended remedies will partly address the issue of potentially
stranded customers. This is because, if there is enough ‘value’ from serving these
customers, there would not only be a lower risk of retailer failure in the first place, but
also other retailers would more likely step-up to serve the failed firm’s customers.
Nevertheless, we consider that it would be best practice to ensure that, even in the
short-term, customers can be served by a backstop retailer. This could include, for
instance, (a) identifying multiple retailers as backstop retailers for each retailer; or (b)
having a ‘chain’ of backstop retailers for each retailer.
This change may imply that, in certain circumstances, retailers would face additional
risks associated with taking on ‘stranded’ customers. Therefore, any such changes
would need to be coupled with an assessment of the overall risks faced by retailers,
and the commensurate reward and/or the necessary protections required to ensure
retailers have the incentives to serve these customers.
8.3.4

Allowing change to payment terms for customers on deemed contracts should
be considered

We recommend allowing, to a certain extent, for the payment terms for customers on
deemed contracts to be changed. Specifically, as it currently stands, the regulations
require that “an acquiring licensee’s scheme under this regulation must provide for each
transferred customer to be billed by the same method, and pay by the same method, as
immediately before the exit date”.258 However, the payment terms of deemed contracts
may give rise to significant working capital requirements, and changing the payment
terms could reduce these costs. There may also be inefficiencies related to retailers
having different payment terms for different customers which is unrelated to the risk
they actually pose.
General recommendations
Finally, as the market matures and competition develops, there are some fundamental
things that Ofwat should be considering.

•

Ofwat should set out a vision for how the regulation of the NHH retail
market should develop, and under what conditions price caps will be
removed or loosened. This will provide a degree of regulatory certainty for
retailers, and ensure that a clear plan is in place to best protect customers in the
long run. As an example, Ofgem has set out a framework for assessing whether
conditions are in place for effective competition in the domestic retail energy
market, such that the default tariff cap can be removed. 259

•

Ofwat should develop its evidence and understanding of how both
engagement and costs vary between customer segments. To ensure price
caps are proportionate and targeted, and set at appropriate levels, Ofwat requires
an understanding of the extent of engagement (the driver of whether to apply

258
259

‘Retail Exit Code – Non-price protections.’ Ofwat (December 2018) section 2.2.
‘Decision – Framework for assessing whether conditions are in place for effective competition in domestic
supply contracts’, Ofgem, October 2019.
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price protections) and the cost to serve (the basis of the level of price protections)
differs by customer groups.
Our suggested next steps
8.5.1

Our suggested package of remedies

As a summary, the following outlines our package of remedies.

•

Our recommended remedies:
-

•

Our suggested further remedies:
-

•

R.1: The allowances for the 0-0.5Ml band should be increased.
R.2: The bad debt cost recovery mechanism should be strengthened.
R.3: Price caps should be applied on a unique customer basis to reflect
customer behaviour in the long-term.
R.4: Companies should synchronise efforts to reduce the market friction costs.

A reliable and accessible comparison tool should be developed to address the
information asymmetry.
Participation of TPIs likely used by small businesses should be facilitated.
The interim supply arrangements should be reviewed.
Allowing change to payment terms for customers on deemed contracts should
be considered.

Our general recommendations for Ofwat:
-

-

8.5.2

It should set out a vision for how the regulation of the NHH retail market
should develop, and under what conditions price caps will be removed or
loosened.
It should develop its evidence and understanding of how both engagement
and costs vary between customer segments.
Our suggested priorities for implementation of remedies

At the outset, we believe that the practical implementation of remedies is ultimately
an issue for consideration by the stakeholders in the market, together.
However, we have concerns that the significant TOHs we have identified may be
resulting in considerable consumer harm in the market, at present. Therefore, we
believe that it is important to address these concerns as a matter of priority, to ensure
the survival and development of the NHH water retail market. Nonetheless, we
recognise that one should balance this urgency with ensuring that the remedies are
properly considered, to achieve the objective that the market works effectively for
customers in the long run.
Therefore, on balance, we believe that:
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•

The material concerns around the significant TOHs necessitate that the
recommended remedies R.1 and/or R.2 are implemented urgently. The next best
opportunity to do so appears to be through changes to the REC in April 2022.

•

The other remedies, which include our recommended remedies R.3 and R.4, as
well as our further remedies and general recommendations, should be considered
carefully in the round and, therefore, may only be applied at the earliest in April
2023.
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9. Annex A: Results of the
Economic Insight survey of
smaller customers
This Annex sets out the results of our survey of smaller customers. This
was aimed at understanding customers preference and willingness to
pay for service quality. The purpose of this survey was to supplement the
insights from the BMG survey (used i fwat’s tate of the arket
reports) to attain insights into the perspectives of smaller customers
specifically. In particular, consistent with the relevant themes in the
BMG survey, this covers four key areas: background on the customer;
customer engagement in the market; ability to compare the offerings of
different suppliers; and customer willingness to pay for service quality.
This survey was developed and hosted by Economic Insight on SurveyMonkey Pro. It
was sent out to customers by six retailers (covering c.85% of the SPIDs in 2019/20).
The survey went live on 2nd February 2021 and ran until the 3rd March 2021. During
this period, we collected 515 responses which the following analysis is based on.
In these results, we present two main cuts of the data, relevant to identifying the
customer segments which likely affect the extent of engagement in the market: (i) by
the customer’s water usage in Megalitres (Ml) (which are consistent with the usage
bands by premises used by Ofwat to set the default tariffs); and (ii) by the number of
employees at the customer’s company (which, since (i) may be difficult for
respondents to easily complete, is a proxy for (i)).
The overall sample consists of 515 ‘small use’ customers, with all but three of the
customers’ annual usage falling below 50Ml (50,000m3). We note that whilst this
sample size allows us to disaggregate the results across the dimensions described
above, for certain categories in these breakdowns the sample size remains quite low
and, accordingly, inference from these results should be treated with caution. In each
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chart, we have outlined the sample sizes for each cut of the data, so this information is
readily available.
Background on the consumer
This section outlines background information on the respondents, including the type
of business, size of business (by number of employees), the sector in which the
business operates, the business’ water consumption, and the number of sites the
business operates from. Each figure relates to a question (or questions) in the survey,
so we go through them in turn.
Figure 64: Q1 - Which of these best describes your business?

Source: Economic Insight analysis of survey data.

This chart shows that:

•

Of the 515 respondents, the majority are private businesses (62%). A significant
portion (23%) are voluntary/non-profits, 4% are public sector organisations, and
11% identified as ‘other’.

•

Responses that feature prominently in the ‘other’ category are places of worship
and social/sports clubs.
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Figure 65: Q2 - How many people does your business employ?

Source: Economic Insight analysis of survey data.

This chart shows that:

•

The majority of businesses are very small and fall into the ‘0-4 employees’
category (70%). A relatively significant percentage of respondents fall into the 59 and 10-99 brackets as well, with 13% and 14% respectively. Only ten
companies have more than 100 employees, which amounts to 2% of the total
sample. Therefore, in the remainder of the Annex and in the report, we interpret
the results of the survey to relate primarily to smaller customers (i.e. micro and
small businesses).

•

In contrast, in the BMG survey, businesses with 0-9 employees make up 29% of
the sample, businesses with 10-249 employees comprise a further 52%, and large
companies with 250% employees make up the remaining 18%. Clearly the BMG
survey is targeting larger companies on average than our survey, and we might
expect the results to vary accordingly in some of the responses.
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Figure 66: Q3 - What sector is your business in?

Source: Economic Insight analysis of survey data.

This chart shows that:

•

There is a relatively wide distribution of sectors among the sample and, therefore,
the results can be understood to relate to a wide variety of sectors of the
economy.

•

Amongst these, the most prominent sectors for respondents are Arts,
Entertainment and Recreation (17%); Agriculture, Forestry and Fishing (15%);
and Wholesale/retail/motor trades (12%). The six smallest categories are
condensed into ‘Other’ for readability of the chart.

•

There are differences between the composition of our sample and the BMG survey
sample. In the BMG sample the largest sectors are: G – Wholesale/Retail/motor
trades (18%); C - Manufacturing (15%); P - Education (13%); and Q – Health
(10%). Whilst there are differences in the relative split between the sectors, there
also appears to be good coverage of the sectors in the BMG survey with each
sector represented in the sample.
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Figure 67: Q4 - How many sites does your business have?

Source: Economic Insight analysis of survey data.

This chart shows that:

•

The majority of businesses that responded to this survey operate from a single
site (78.8%). This chimes with the result that a similar percentage of businesses
have only 0-4 employees.

•

15.3% of businesses have 2-4 sites, and only a small minority (0.8%) have a
number of sites in excess of 4. Only four companies operate at more than 100
sites.
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Figure 68: Q5 - Approximately how much water does your business use each year?

Notes: Usage measured in Megalitres (Ml).
Source: Economic Insight analysis of survey data.

This chart shows that:

•

There is a relatively large amount of variation in water usage among the brackets
laid out in the survey. 32.8% of respondents used less than 0.05Ml per year and
22.5% used 0.05-0.5Ml. Only 0.6% of respondents used in excess of 50Ml per
year.

•

However, there is also a significant proportion of respondents (33.8%) who did
not know their water usage. Therefore, in the remainder of the Annex and in the
report, we rely more on the analysis of responses by number of employees.
Nevertheless, as shown in the figure overleaf, there is significant alignment
between this and the usage categories.
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Figure 69: Q2 & Q5 - Breakdown of number of employees against water usage.

Source: Economic Insight analysis of survey data.

This chart shows that:

•

There is a correlation between the size of the business, measured by the number
of employees, and the water usage of the business. This is not perfect but is
indicative that larger businesses have greater water usage, as we might expect.
This indicates that there might be similarities in analysing responses split by
these two metrics.

•

As can be seen the lowest water usage category has the highest percentage of
businesses with 0-4 employees, and this trends downwards as the water usage
increases. Conversely the percentage of businesses with 10-99 employees is
smallest in the <0.05Ml category but increases as the water usage increases.

•

Whilst some of these trends reverse for the >50Ml bracket, it should be noted that
there is a sample size of only three in this category, which is too small to draw any
reliable inference from.
Customer engagement

This section outlines the results from the survey questions relating to customer
engagement which aims to elicit information on whether customers try to take an
active role in getting the best deal available on their water bill, whether customers
know which features they receive from their retailer, and which features they place
most value on.
In the following, we go through the responses to each question, split for the customer
segments based on the number of employees and the water usage, in turn.
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Customer engagement
Figure 70: Q7 - Has your business ever changed water retailer? (By number of
employees)

Note: Sample sizes are smaller in this chart as 53 responses of ‘I don’t know’ have been omitted.
Source: Economic Insight analysis of survey data.

Figure 71: Q7 - Has your business ever changed water retailer? (By water usage)

Note: Sample sizes are smaller in this chart as 53 responses of ‘I don’t know’ have been omitted.
Source: Economic Insight analysis of survey data.
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These charts show that:

•

The majority of companies (65%) have not changed water retailers. Only 4% had
done so in the past 12 months, and additional 31% had done so at some point
more than 12 months ago. This indicates that consumers are relatively
disengaged in the market.

•

The above is consistent for the different customer segments based on number of
employees or water usage.

Figure 72: Q8 - Has your business negotiated a new deal/contract with your existing
water retailer? (By number of employees)

Note: Sample sizes are smaller in this chart as 53 responses of ‘I don’t know’ have been omitted.
Source: Economic Insight analysis of survey data.
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Figure 73: Q8 - Has your business negotiated a new deal/contract with your existing
water retailer? (By water usage)

Note: Sample sizes are smaller in this chart as 53 responses of ‘I don’t know’ have been omitted.
Source: Economic Insight analysis of survey data.

These charts show that:

•

Very few companies renegotiated their contract with their water supplier, with
only 4% doing so in the previous 12 months and an additional 6% having done it
at any point.

•

The results appear to be quite consistent across number of employees or water
usage brackets, indicating that there is not a great deal of variation across these
categories. There is a slight upward trend in the number of business having
renegotiated a deal for larger companies by number of employees. However, this
trend is only slight and sample sizes make it difficult to say definitively.

We also combine the results of Q7 and Q8 to show the overlap between respondents
choosing certain answers. The chart overleaf outlines the frequency of customers
having switched retailer or renegotiated their contract, or both, at any point in time.
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Figure 74: Q7 & Q8 - Has your business ever changed water retailer, and has your
business negotiated a new deal/contract with your existing water retailer?

Note: Sample sizes are smaller in this chart as 64 responses of ‘I don’t know’ have been omitted.
Source: Economic Insight analysis of survey data.

This chart shows that:

•

There is significant overlap of those who have changed retailer and renegotiated
their contract, with 7% of respondents having done both.

•

There appears to be a tendency for those who have renegotiated to also have
changed retailer with just 4% of respondents having only renegotiated their
contract. However, the reverse is less true as 29% of respondents have changed
retailer without renegotiating their contract.
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Specific features of water retail
In the survey, we asked respondents about the specific features they received from
their water retailer, and in a later question we asked which of these they valued. In
particular, we asked about the following ‘extra’ services.
-

Detailed billing
Simple tariffs
Innovative tariffs
Unified tariffs (i.e. across wholesaler areas)
Enhanced metering services (e.g. more frequent readings)
Online account management
Billing consolidation across sites
Billing consolidation across water and wastewater
Billing consolidation across utilities
Water efficiency advice and solutions
Leakage control advice and solutions

For the purposes of some charts, we have created a binary value called ‘extra services’
which indicates whether the customer chose at least one of the services identified
above.
In the chart below, we present the share of respondents that indicated they received a
high quality service or at least one ‘extra’ service from their retailer (split by number
of employees, and water usage).
Figure 75: Q9 - Which of these features do you currently receive from your retailer? (By
number of employees)

Source: Economic Insight analysis of survey data.
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Figure 76: Q9 - Which of these features do you currently receive from your retailer? (By
water usage)

Source: Economic Insight analysis of survey data.

These charts show that:

•

Very few customers considered that they received ‘High quality customer service’
from their current provider, with only 5% of respondents choosing this option.
The majority, however, did receive at least one extra service, with 78% of
respondents falling into this category.

•

A significant minority of 21% of respondents did not receive any of the listed
features.

•

The above is consistent for the different customer segments based on number of
employees or water usage.

In the figure overleaf, we detail the services the respondents considered they
currently received.
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Figure 77: Q9 - Which of these features do you currently receive from your retailer?

Source: Economic Insight analysis of survey data.

This chart shows that:

•

The most commonly received ‘extra services’ customers received from their
retailers were: detailed billing, with 60% of respondents choosing this option;
online account management (27%); simple tariffs (20%), and billing
consolidation across water and wastewater (9%).

•

There is significant variation in the features received, with many of the features
outlined only being received by less than 5% of respondents.
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Figure 78: Q10 - Which of these features are important to your business in relation to
your waste and wastewater services? (By number of employees)

Source: Economic Insight analysis of survey data.

Figure 79: Q10 - Which of these features are important to your business in relation to
your waste and wastewater services? (By water usage)

Source: Economic Insight analysis of survey data.

These charts show that:

•

Customers value quality of service, but many do not consider that they currently
receive it. 39% of respondents said that this feature was important to their
business, but only 5% claimed to receive it in the above figures.
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•

Price appears to be the most important feature having been chosen by the most
respondents (84%). Extra services were also valued by a majority of respondents,
with 73% choosing at least one of these options.

•

Again, it is hard to pick out definitive patterns depending on firm size/water
usage. There does appear to be a tendency for firms with higher numbers of
employees to consider price and quality as important more frequently.

•

There also appears to be a tendency for firms that use more water to place a
higher emphasis on quality of service, with percentages of respondents choosing
this option increasing uniformly across the water usage bands.

•

Overall, it seems the vast majority of customers value at least some of these
features, with only 5% selecting that they value ‘none of the above’.

Below, we set out a table outlining the distribution of the features considered
important by the customers, as set out in the question asked:
Figure 80: Q10 - Which of these features are important to your business in relation to
your waste and wastewater services?

Source: Economic Insight analysis of survey data.

This chart shows that:

•

The most important ‘extra services’ to consumers were detailed billing, with 44%
of respondents choosing this option, simple tariffs (40%), online account
management (27%), and enhanced metering services (17%).

•

Once again, there is quite a variation in the desirability of different features even
within the ‘extra services’ categorisation. Some, such as billing consolidation
across utilities are only important to 1% of respondents.
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Ability to compare the retailers
This section outlines the results from the section focusing on the business’s ability to
compare the offerings of different retailers. Questions in this section cover ease of
comparison between retailers for both price and services, as well as whether they
believe there is sufficient information to facilitate such comparisons.
In the following, we go through the responses to each question, at an aggregate level
and then split for the customer segments based on the number of employees and the
water usage, in turn.
Figure 81: Q12 - To what extent do you agree or disagree with the following statement:
“ t is easy to ompare pri es har ed by water retailers?”

Note: Sample sizes are smaller in this chart as 41 non-responses have been omitted.
Source: Economic Insight analysis of survey data.

This chart shows that:

•

Respondents broadly did not agree that comparing prices charged by retailers
was easy to do. Only 1% ‘strongly agreed’ with the statement and 5% selected
‘agree’. Meanwhile, 27% ‘strongly disagreed’ and 30% ‘disagreed’. This is
indicative that customers are facing barriers to being able make the comparison
that they would need to in order to be able to get themselves the best deal.

In the following chart, we consider whether this varies based on customer segments.
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Figure 82: Q12 - To what extent do you agree or disagree with the following statement:
“ t is easy to ompare pri es har ed by water retailers?” y mber of employees

Source: Economic Insight analysis of survey data.

Figure 83: Q12 - To what extent do you agree or disagree with the following statement:
“ t is easy to ompare pri es har ed by water retailers?” y water sa e

Source: Economic Insight analysis of survey data.

These charts show that:

•

The main observation to note is that for the 10-99 and 100+ employees group no
respondents agreed with the statement. This might be indicative that larger
companies find it more difficult to compare prices or could potentially be a
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peculiarity of the sample as very few respondents ‘agreed’ or ‘strongly agreed’
with the statement. This pattern does not, however, hold for water usage
brackets.
We also combine the results from Q12 with those from Q7 and Q8 in order to
determine how customers views on the ease of comparing prices vary depending on
whether they have ever switched retailer or renegotiated their contract. To do this we
combined the results from Q7 and Q8 to compute an indicator for whether customers
have ever switched retailer or renegotiated their contract.
Figure 84: Q12 - To what extent do you agree or disagree with the following statement:
“ t is easy to ompare pri es har ed by water retailers?” by respo ses to
Q8)

Source: Economic Insight analysis of survey data.

This chart shows that:

•

Those who had switched were more likely to respond that they ‘agreed’ or
‘strongly agreed’ with 8% of respondents choosing these responses, compared to
just 4% of those who had not switched or renegotiated. This indicates that those
who have been through the process of switching/renegotiating have a more
positive view of the ease of comparing prices than those who have not. This could
be because comparing prices may actually be easier than it is perceived to be.

•

However, those that had not switched or renegotiated recorded slightly fewer
‘strongly disagrees’ compared to those who had, with 25% of respondents
choosing this option compared with 31% among those who had switched or
renegotiated. This indicates that perceptions of the ease of comparing prices may
also be worse for some having completed the process of switching or
renegotiating.
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Figure 85: Q13 - To what extent do you agree or disagree with the following statement:
“ t is easy to ompare the servi es offered by water retailers?”

Note: Sample sizes are smaller in this chart as 41 non-responses have been omitted.
Source: Economic Insight analysis of survey data.

This chart shows that:

•

Again, for services, respondents did not agree that it is easy to compare these
features across different retailers. Only 0.4% of respondents ‘strongly agreed’
with this statement and a further 4% responded ‘agree’. However, 31%
‘answered ‘disagree’ and a further 28% ‘strongly disagreed’. This further
reinforces the impression that customers feel that it is difficult to make a
comparison between retailers.
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Figure 86: Q13 - To what extent do you agree or disagree with the following statement:
“ t is easy to ompare the servi es offered by water retailers?” y number of employees)

Source: Economic Insight analysis of survey data.

Figure 87: Q13 - To what extent do you agree or disagree with the following statement:
“ t is easy to ompare the servi es offered by water retailers?” By water usage)

Source: Economic Insight analysis of survey data.

These charts show that:

•

Again, for the 10-99 and 100+ employees group no respondents agreed with the
statement. This might be indicative that larger companies find it more difficult to
compare prices. However, this appears to be the case for multiple categories by
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both number of employees and water usage, indicating that this pattern could be
more attributable to sampling and a low percentage of responses agreeing with
the statement.
Similarly to Q12, we also combine the results from Q13 with those from Q7 and Q8 in
order to determine how customers views on the ease of comparing services vary
depending on whether they have ever switched retailer or renegotiated their contract.
Figure 88: Q13 - To what extent do you agree or disagree with the following statement:
“ t is easy to ompare the servi es offered by water retailers?” y respo ses to
a d
Q8)

Source: Economic Insight analysis of survey data.

This chart shows that:

•

As in Q12, those who had switched were more likely to respond that they ‘agreed’
or ‘strongly agreed’ with 6% of respondents choosing these responses, compared
to just 3% of those who had not switched or renegotiated. Indicating that for some
comparing services may be easier in reality than expected.

•

Again though, there was also a tendency for those who had previously
switched/renegotiated to choose ‘strongly disagree’, with 31% choosing this
response compared to 26% among those who had not switched or renegotiated
their contract. Again, indicating that perceptions of the ease of comparing prices
may also be worse for some having completed the process of switching or
renegotiating.
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Figure 89: Q14 - Please indicate for which of these features you feel there is sufficient
information readily available to you to be able to compare the relative offerings of
retailers (select all that apply). (By number of employees)

Source: Economic Insight analysis of survey data.

Figure 90: Q14 - Please indicate for which of these features you feel there is sufficient
information readily available to you to be able to compare the relative offerings of
retailers (select all that apply). (By water usage)

Source: Economic Insight analysis of survey data.

These charts show that:
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•

A majority of the respondents (53%) did not think that they had sufficient
information to be able to compare the offerings of retailers in any of the three
areas listed. Only 30% considered that they had sufficient information to
compare prices, only 28% for extra services, and just 10% for quality of service.
Furthermore, 53% stated that they did not have enough information to compare
any of the features listed.

•

There does not appear to be any clear discernible patterns in the different cuts of
the data indicating that this does not differ significantly for bigger companies or
companies that consume more water.

•

While it looks as though companies that use more water may have an advantage
in accessing this information, it should be noted that n=3 so these results are very
sensitive.
Willingness to pay

This section outlines the results from the willingness to pay section of the survey,
which covers customers’ preferences for different combinations of service levels and
prices, and their motivations for not having switched suppliers (screened question). It
also covers which services customers who would be prepared to pay more like to
receive, as well as the extent to which they would be willing to pay for them.
In the following, we go through the responses to each question, split for the customer
segments based on the number of employees and the water usage where appropriate.
We order the questions based on the order in which the respondent would have
viewed the questions depending on their responses.
Figure 91: Q16 - If you had to choose from one of the following combinations of service
level and price, which would your business prefer? (By number of employees)

Note: Sample sizes are smaller in this chart as 65 non-responses have been omitted.
Source: Economic Insight analysis of survey data.
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Figure 92: Q16 - If you had to choose from one of the following combinations of service
level and price, which would your business prefer? (By water usage)

Note: Sample sizes are smaller in this chart as 65 non-responses have been omitted.
Source: Economic Insight analysis of survey data.

These charts show that:

•

A slight majority of customers would prefer to stick to the level of service they
currently receive at the price they pay rather than paying a higher/lower price to
receive higher/lower levels of service, with 54% of customers choosing this
response.

•

Of those that did choose a different level of price/service, 35% opted for lower
level of service at a lower price, whereas only 11% opted for a higher level of
service at a higher price.

•

The above is consistent for the different customer segments based on number of
employees or water usage.

224

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

9.4.1

A higher level of service at a higher price

The respondents who responded to the questions in Figure 25 and Figure 26 that they
would be willing to a pay higher price for higher levels of service were asked the
following questions. We note that in most cases we have opted not to split these
responses by customer segments because the number of responses would be too low
to rely on.
Figure 93: Q17A - Given that your business would be willing to pay more for a higher
level of servi e, what’s the reaso yo have ’t swit hed retailer or re e otiated yo r
contract?

Source: Economic Insight analysis of survey data.

This chart shows that:

•

The commonly reported reason that people did not switch or renegotiate their
tariff was that they did not realise that they could, with 44% of respondents
choosing this option. This suggests that there are informational barriers to
switching are high.

•

The second most commonly chosen option was that customers had bad
experiences previously with 22% choosing this option. 13% of customers hadn’t
considered the option.

•

Only 7% did not pursue this course of action because it was too difficult and only
9% of customers didn’t switch because they couldn’t find a better offering.
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Figure 94: Q18 - Which of the following features would your business be willing to pay
more to receive, or to receive a higher quality of?

Source: Economic Insight analysis of survey data.

This chart shows that:

•

This shows that customers clearly desire and would be prepared to pay more for
improvements in certain aspects of their retailer’s services. There was a slight
preference for extra services over and above additional quality of service, with
56% choosing quality of service improvements and 67% choosing an extra
service. However, it should be noted that extra services comprise a number of
options that are amalgamated into a single variable, so this is representative of a
range of different services, so the value is likely inflated as a result of this
treatment.

•

Only 10% of customers did not value any of the features listed in the question.

Among the customers who were prepared to pay for extra services, the specific
services that customers identified being willing to pay a higher price for are set out
overleaf.
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Figure 95: Q18 - Which of the following features would your business be willing to pay
more to receive, or to receive a higher quality of?

Source: Economic Insight analysis of survey data.

This chart shows that:

•

The most common ‘additional service’ that customers were prepared to pay more
for was enhanced metering services with 40% of respondents choosing this
option. Other common responses were: detailed billing (29%); simple tariffs
(23%); leakage control advice and solutions (19%); and water efficient advice and
solutions (17%).

•

Again, there is a wide disparity in the willingness to pay for certain features, with
a number of options receiving very low proportions of respondents willing to pay
for them.

•

We have also investigated the relationship between Q18 and Q9, looking at
whether customers are more or less willing to pay for things that they already
receive. To do this, we looked at the results for who would be prepared to pay
more for each service among consumers that did not already receive that service.
The results remained broadly unchanged for those who do not currently receive
the service, as for most of the features listed there is no change or only a minor
change in the number of observations.

•

While most who receive services are not willing to pay more to improve them, it is
clear that there are some consumers who are. For example, for detailed billing
5/22 respondents who reported they did receive the service also reported being
willing to pay more for it. Similarly, 1/11 respondents who received online
account management reported being prepared to pay more for a higher quality
service.
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Figure 96: Q19 - For the features your business would be willing to pay more to receive
or to receive a higher quality of, please indicate your business's willingness to pay to
receive the level of service you would prefer.

Note: The sample size is larger in this question than the previous one as some respondents chose
more than one feature that they would be willing to pay a higher price for. We have treated each
choice of service and corresponding willingness to pay as a separate observation.
Source: Economic Insight analysis of survey data.

This chart shows that:

•

Of all of the responses for outlining customers willingness to pay for certain
services, the most common response was medium (1-4%), with 37% of
respondents choosing this option.

•

Similar proportions chose low (<1%) and high (>5%) with 17% and 21%
respectively. A significant portion selected that they were not sure about their
willingness to pay.

•

Clearly customers are willing to pay more for a higher level of service, and to a
reasonable extent with a significant portion of responses falling into the medium
and high categories.
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Figure 97: Q19 - For the features your business would be willing to pay more to receive
or to receive a higher quality of, please indicate your business's willingness to pay to
receive the level of service you would prefer.

Note: This question was also caveated as a result of COVID-19 with the following statement: “NB
we understand that due to COVID-19 many businesses may be struggling right now, as such we ask
that in answering this question you consider your answer with reference to your likely preferences
over the next two years.”
Source: Economic Insight analysis of survey data.

•

This chart shows the breakdown of customers willingness to pay choices by the
types of services they expressed interest in. It is difficult to draw strong
conclusions from this data due to the small sample sizes.

•

However, customer service stands out as being a feature that many respondents
prioritised with 26% choosing the high (>5%) level of price increase. With a
sample size of 27, this is also the most robust relationship as it has the highest
sample size of all of the additional services.

•

Other features where respondents selected that they would pay a ‘high’ amount
(>5%) to receive this service included: Detailed billing (14%), enhanced metering
services (17%), water efficiency advice and solutions (8%), leakage control advice
and solutions (22%), and simple tariffs (18%). This indicates that consumers may
place higher value on these services, though sample sizes are too small to draw
truly robust conclusions.
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9.4.2

A lower level of services at a lower price

The respondents who indicated that they would be willing to receive a lower level of
service for a lower price were asked the following questions.
Figure 98: Q17B - Given that your business would be willing to accept a lower level of
servi e i ex ha e for a lower pri e, what’s the reaso yo have ’t swit hed retailer or
renegotiated your contract?

Source: Economic Insight analysis of survey data.

This chart shows that:

•

Again, for those who would prefer a lower level of service for a lower price, the
most common reason that for customers having not switched retailer was
because they didn’t know it was possible to do so, with 37% of respondents
choosing this option. Similarly, 20% of respondents also hadn’t considered it as
an option.

•

In this group 10% did not switch due to previous bad experiences with switching.
A further 15% did not switch as they thought it would be too much effort.

•

In this sub-sample, 14% of respondents reported not switching because a lower
quality offering doesn’t exist, or they couldn’t find one.
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10. Annex B: Summary of
stakeholder engagement
In this Annex, we draw out the key lessons from each of our stakeholder
engagements, in turn. The purpose of each of these engagements was
different, depending on the individual stakeholder, but the overall
intention of our stakeholder engagement strategy was to ensure that our
analysis of the TOHs and consideration of remedies were informed
through the views of the key players in the market and how they felt
about the market in its current form.
As part of review, we engaged with a variety of stakeholders. The overarching
purpose of these engagements was to collect additional evidence in relation to our
analysis and to engage with key market parties to gather views on our ongoing
analysis. Thus, the evidence we sought to gain from each was specific to the
organisation’s role in the market. Below we provide a summary of the stakeholders
we engaged with (and the date we met with them), these are further detailed in the
following sections. In addition to these, we also ran an online survey to engage with
small usage customers (please see Annex A for more details).
Stakeholder engagement participants and dates:
-

Ofwat and Defra (December 2nd 2020).
MOSL (March 10th 2021).
CCWater (January 7th and March 10th 2021).
Major Energy Users Council (January 22nd 2021).
Large customers (January 15th 2021).
TPIs (January 22nd 2021).
Unnamed market stakeholder (January 13th 2021).

Wholesalers (April 20th 2020).
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Ofwat and Defra
10.1.1 Details of the stakeholder
Ofwat is the economic regulator of the NHH water retail market and is responsible for
issuing licenses to retailers (which enable them to operate). Furthermore, Ofwat
regulates the prices that the majority of customers who have not actively negotiated a
contract with their retailers face (please see chapter 2 for more details).
Defra is the government department that sponsors Ofwat and is responsible for
setting the wider policy and regulatory framework for the water and sewerage sectors
in England to ensure that they deliver the government’s objectives. 260
10.1.2 Key purpose of the engagement
The purpose of this engagement was to provide both Ofwat and Defra with an
overview of our work and engage with both organisations to gather their views on our
overarching analysis.
The agenda for the meeting covered:
-

an overview of our work;
discussion around the TOHs and analysis; and
an overview of our next steps.

10.1.3 Key lessons and implications
Both Defra and Ofwat welcomed our review and its overarching aims. Furthermore,
both organisations were of the view that it should be carried out independent from
their own views of the market. These engagements helped us further develop our
TOHs and refine our thinking.
MOSL
10.2.1 Details of the stakeholder
MOSL is the market operator. It was set up to enable smooth transactions between
wholesalers and retailers to facilitate the switching process. Additionally, MOSL
administers the Market Performance Framework (MPF), which ensures that the
market is operating effectively and that trading parties are complying with their
obligations.
10.2.2 Key purpose of the engagement
The purpose of this engagement was to provide MOSL with an overview of our work,
share our emerging findings, and gather their views on these.

260

‘Ofwat framework document’ Defra (March 2020)
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The agenda for the meeting covered:
-

an overview of our work;
discussion around the TOHs and our emerging findings;
our framework for evaluating potential remedies; and
an overview of our next steps.

10.2.3 Key lessons and implications
The majority of the discussion was centred around the TOHs, and the emerging
findings of our analysis on each. Thus, below we provide a summary of MOSL’s
comments on each theory.

•

TOH 1. The market is not working for lower usage customers, because of low
customer engagement and weak supply-side incentives. In relation to this TOH,
MOSL:
-

-

•

TOH 2. Customer access to higher quality and innovative services is constrained
because of limited options and a lack of transparency. In relation to this TOH,
MOSL:
-

•

considered there is space for innovative retailers in the market, for example
using innovate billing systems; and
noted there is already some innovation and differentiation apparent in the
market.

TOH 3. Market frictions reduce the service quality customers receive and driveup the prices they pay. In relation to this TOH, MOSL noted the following.
-

•

welcomed the specific consideration of a harm focused on small usage
customers whilst noting that the market design may not incentivise retailers
to focus on them; and
noted the importance of undertaking margins analysis.

MOSL highlighted its recent RFI to wholesalers and retailers, and MOSL
analysis conducted using this to estimate the costs of the data issues.

TOH 4. There is a risk of systemic retailer failure in the market that would
impose large costs on customers. In relation to this TOH, MOSL noted the
following.
-

-

The consequences of a large retailer failing would be material. MOSL
commented that it was highly likely the customers would be allocated a
retailer but this may take some negotiation, and the customers may see a
reduced service for a short period of time.
One way to gauge the appetite of retailers to take customers (in the event of
failure) would be to look at those which put themselves forward to take on
gap sites. MOSL further noted that retailers were increasingly opting out of
this.
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CCWater
10.3.1 Details of the stakeholder
CCWater is an independent body which represents all water consumers in England
and Wales. The organisation’s primary aim is to provide customers with advice and
aid them in resolving complaints. In addition, the organisation conducts its own
research in order to champion the interests of consumers and influence water
companies, governments and regulators.261
10.3.2 Key purpose of the engagement
We held two discussions with CCWater during our review, the aims and agenda of
each are detailed below. In addition, CCWater shared a helpful note with us
summarising their views.

•

The aim of the first was to inform CCWater of our work, and present our early
TOHs. The agenda covered:
-

•

an overview of our work;
discussion around the TOHs and analysis; and
an overview of our next steps.

The aim of the second was to share our emerging findings with CCWater, and to
illustrate how the feedback provided as part of the first discussion had been
reflected in our analysis. The agenda covered:
-

a brief recap on our work and an overview of our progress;
discussion around the TOHs and our emerging findings;
our framework for evaluating potential remedies; and
an overview of our next steps.

10.3.3 Key lessons and implications
CCWater’s feedback was used firstly, in the further development and refinement of
our early TOHs; and secondly in ensuring that our analysis had covered the relevant
evidence in a robust and complete manner.
The key learnings from our engagements with CCWater are summarised below.

•

261
262

The number of complaints from business customers has increased since the
retail market opened. There has also been a fall in customer satisfaction. In
particular CCWater highlighted that: “CCW’s 2019-20 NHH complaints report shows
that complaints to us were 317% above those reported before the market fully
opened in 2016-17. And our ‘Testing the Waters’ 2018 research shows satisfaction
with water services was 93% among business customers in 2016 and fell to 87% in
2018. Satisfaction with retail services also fell from 73% in 2016 to 70% in 2018,
with the gap widening between business customers in England (69%) and Wales
(90%) in 2018.”262 The complaints data provided by CCWater has been used in our
For more information, please see the CCWater website: https://www.ccwater.org.uk/aboutus/
Written feedback received by Economic Insight from CCWater, February 4th 2021.
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assessment of the scale of the data issues when assessing TOH 3 (please see
chapter 6 for more details).

•

CCWater wants to see the ‘basics’ being delivered well in the market and the
customer journey improved first and foremost. For example, CCWater
highlighted that: “Given the market problems with billing accuracy and poor
customer service currently being experienced by many, the priority for those
customers would be for significant improvements to be made in these areas, before
consideration can be given to other services that could be delivered.”263 CCWater’s
input here was used in assessing the customer impacts of the various market
frictions identified by Ofwat (please see chapter 6 for more details).

•

Low engagement from small customers may not always represent a harm.
For example, CCWater highlighted that: “If a low percentage of customers are
actively engaged, then it could be argued that this is harming the effectiveness of the
market. However, it could also be argued that a certain level of disengagement is not
necessarily demonstrative of customer detriment. The ‘harm’ in this case could be
more effectively measured by whether or not those customers are receiving poor
service, either through inaccurate charges, supply problems, or other administrative
failures. If satisfaction with existing service can be increased, and the customer
journey in the retail market improved, then greater engagement in the market may
then naturally happen for particular group of customers.”264

•

Larger customers are more likely to want a higher quality of service. For
example, CCWater highlighted that: “Our customer research shows that overall,
only a small percentage of customers seek to pursue a higher quality service.
However, this does rise when only focusing on larger customers. Therefore, it could
be the case that larger customers are willing to pay for higher quality, as they may
be in a greater position to.”265
Major Energy Users Council

10.4.1 Details of the stakeholder
The Major Energy Users Council (MEUC) “is a dedicated corporate membership
organisation supporting major energy and water using companies in industry,
commerce and the public sector; buying, managing, understanding and reducing energy,
carbon and water costs and consumption”.266 Thus, it represents major large
customers.
10.4.2 Key purpose of the engagement
The primary aim of our discussion with the MEUC was to understand the experiences
of large customers in the market (in addition to the evidence collected in our direct

263
264
265
266

Written feedback received by Economic Insight from CCWater, February 4th 2021.
Written feedback received by Economic Insight from CCWater, February 4th 2021.
Written feedback received by Economic Insight from CCWater, February 4th 2021.
MEUC website, please see: https://meucnetwork.co.uk/about/
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engagement with large customers). In particular, we sought to collect evidence in
relation to TOH 2.
As such the agenda for our discussion was as follows:
-

discussion on existing MEUC research and publications;
the motivations and experiences of customers in switching retailers;
whether customers are able to effectively compare retailers; and
the value-added / broader service quality customers are looking for in the
market and whether this is provided.

10.4.3 Key lessons
The key lessons that we can learn from the Council are detailed below. We note that
these apply only to large customers.

•

Issues in the market. The main issues in the market are related to (i) billing; (ii)
meter reading; and (iii) aged debt.

The Council had also recently undertaken a focus group relating specifically to water
and the update of water efficiency measures, and shared with us the broad findings of
this. These are as follows (and, again, are only applicable for large customers).

•

Desire for reducing water usage. The focus group indicated that large water
users agree that they ought to contribute to national efforts that ensure that there
is sufficient water provision. However, they also indicated that the cheap cost of
water and the poor data quality related to current usage prevent them from being
able to do this.

•

Focus on service provision. The focus group also stated that ‘baseline
expectations’ need to be fulfilled in order for other measures to be effective.

10.4.4 Implications
This stakeholder engagement provided us with evidence particularly surrounding
TOH 2 and TOH 3. We note that these are only applicable to large customers.

•

TOH 2a. This theory relates to whether customers are willing to pay for service
quality and innovative services, and then whether they are able to access
information on these features in order to compare retailers. Amongst large
customers, there appears to be a desire for ‘extra services’ beyond just the
provision of the service, as indicated by the desire for reducing water usage.
However, the Council indicated that the focus group had said that there are
barriers preventing this, namely cheap water and poor data quality. Furthermore,
it pointed out that ‘baseline expectations’ need to be met before ‘elaborate
measures’ can be introduced. Therefore, the evidence is not conclusive on
whether large customers are able to access information on service quality and
innovative services.

•

TOH 2b. This relates to whether there is path dependency in the market, with
price competition dominating competition on both service quality and innovation.
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The evidence points towards there being a low level of quality in the market,
which may point towards path dependency, with price the dominant form of
competition.

•

TOH 3. The stakeholder evidence indicates that data quality on usage is a major
issue in the market. This is a key market friction, and is also stated to prevent
large customers from reducing their water usage, i.e. innovation in the market is
being constrained. Therefore, this evidence points towards this TOH potentially
being an issue.
Large customers

10.5.1 Details of the stakeholder
We conducted a stakeholder engagement with two large customers, who provided
their thoughts on the NHH water retail market. One customer’s business was
characterised by many (>100) relatively small sites distributed nationally, and the
other had fewer (<10) relatively big sites.
10.5.2 Key purpose of the engagement
The intention of this stakeholder engagement was to understand the extent to which
large customers felt that TOH 2 is in an issue in the NHH water retail market, i.e. (i)
whether adverse selection is present in the NHH water retail market; and (ii) if path
dependency is a major issue.
10.5.3 Key lessons
There were three key lessons learned from this stakeholder engagement, which we
present below. We note that these are applicable only for large customers.

•

Asymmetric information is a problem. These customers stated that there was
an issue in the market with a low level of transparency with regards to service
quality before customers choose a retailer. However, they also indicated that the
information asymmetries were similar to what they had experienced in the
energy retail market.

•

Choice comes down to price once customers’ requirements are met. The
customers stated that price was very important to them, but that they would not
engage with retailers who could not meet their needs, irrespective of the price
offered. For instance, they said that “It does come down to price but we have
complex needs so any retailer has to first meet our requirements”. One customer
indicated that they particularly wanted water efficiency measures, with the
other indicating bill consolidation. Furthermore, savings in the long run are also
desired, with these large customers stating that retailers who can provide
customers with long-term savings are also preferred.

•

“Push” factors are often significant in switching. The customers stated that
customers often choose to switch due to poor service, as opposed to due to
price or a desire for more value-added. These customers also stated that they
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have had plenty of issues with service quality from their retailers, stating that “We
experienced four years of pain with our previous retailer”.

•

Trade-off between administrative procedures and ‘control’ over water
supply. The two large customers indicated that this trade-off is present for three
different types of contract. These are contracts that are primarily utilised by large
customers.
-

-

-

Self-supply contract. These are contracts where “a customer buys water
supply and wastewater services from the water company and provides their own
retail services”.267 The concern here is the high level of administrative
burden, due to the need to work with multiple retailers.
Group contract. These are contracts where a customer is able to consolidate
bills across sites, meaning water bills are for aggregated consumption across
all sites. These can be beneficial but it is a challenge to agree one of these
contracts, due to high costs of doing this, e.g. getting accurate and up-to-date
bills.
Site contract. These are contracts where the customer is defined by site,
meaning that water bills are based on sites as opposed to the overall
customer. There is a high level of administrative burden associated with
these types of contracts, due to (i) it being hard to obtain an overall idea of the
water usage of the business; (ii) issues associated with inaccurate billing; and
(iii) dealing with multiple retailers.

10.5.4 Implications
This engagement was particularly informative from understanding large customers’
perspective on TOH 2, i.e. customer access to quality and innovation in the market is
constrained. The above indicates the following about the two sub-theories within this
overall TOH:

•

TOH 2a. There are information issues for customers trying to obtain an idea of
service quality as well as ‘extra services’. This evidence indicates that large
customers try to obtain these ‘extra services’. However, there is also evidence
that points towards issues with obtaining this information potentially leading to
adverse selection (i.e. where, since the customer cannot ascertain the service
quality before choosing the supplier, they cannot efficiently choose the retailer
that would best suit their specific needs).

•

TOH 2b. Price appears to be the most dominant form of competition, once the
minimum service levels have been met. Furthermore, levels of service quality
appear to be very low from the large customers’ perspective. Therefore, there is
some indication that retailers are not providing the services large customers are
seeking, indicating that there may be issues around “path dependency” (i.e.
dominance of price competition over quality competition).
Third Party Intermediaries

267

Ofwat website, please see: https://www.ofwat.gov.uk/nonhouseholds/becoming-self-supply-licensee/
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10.6.1 Details of the stakeholder
We conducted stakeholder engagement interviews with four TPIs. Three of these
(TPIs A, B and D) primarily worked with large firms, whilst TPI C worked also with
SMEs. For confidentiality reasons, we do not provide their names or further
information on their business models.
10.6.2 Key purpose of the engagement
The purpose of our engagement with TPIs was to collect evidence primarily in relation
to TOH 1 and TOH 2. As such the agenda for our discussion was as follows:
-

customer awareness of the market;
customer preferences;
barriers for small customers in engaging with the market; and
possible remedies to address these barriers.

10.6.3 Key lessons
In this section, we present the key lessons learned from this stakeholder engagement.

•

Changing motivations of customers (primarily for large customers). Some
TPIs indicated that, at market opening, there was a large degree of excitement,
particularly for value-added services. However, the motivations for engagement
with TPIs amongst customers has now shifted towards measures related to
minimum service levels: (i) accurate billing; and (ii) minimum levels of customer
service. This is generally more prevalent for large customers but also applies to
SMEs.
-

-

-

-

•

TPI A. This TPI indicated that, in the last two years, more customers have
approached it with the aim of achieving a better service, with customers
interested in bill consolidation initially, but disappointed with savings
obtained from this. It also indicated that in 2017 large customers were
interested in value-added services, but now primarily want a minimum
service level, stating “all they want is timely and accurate billing”, and also the
ability to discuss an issue with someone.
TPI B. TPI B, although not working with small customers, indicated that there
is a “growing trend” amongst SMEs to now prioritise a reliable service over
cost savings.
TPI C. TPI C stated that, for large customers, price is the most important
factor. It indicated that SMEs can be swayed by the price, but that they would
not engage with retailers with whom they had previously had bad
experiences.
TPI D. TPI D stated that switching is often due to “push” factors, particularly
that customers want billing to be done correctly. It further indicated that it no
longer often gets approached for value-added services. It also indicated that
“reliability trumps price” and “reputable supplier over bottom line”.

Role of TPIs. The TPIs indicated that there is asymmetric information present in
the market, and that it is also worse than in energy, because it is harder to
compare the price and service offerings available in the market. The TPIs all
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agreed that customers would be unable to find the required information on
retailers alone. TPIs implied that they are able to assist with this by (i) reducing
the costs incurred in searching and the time taken; and (ii) utilising experiences
with previous customers. However, they also indicated that their effectiveness in
helping to reduce asymmetric information is often inhibited as no one retailer
performs well all of the time.
-

-

-

-

•

Low potential cost savings. The TPIs indicated that the potential cost savings
from switching supplier are low. They also indicated that the low levels of
customer engagement were unsurprising due to these low savings on offer to
them.
-

-

-

•

TPI A. This TPI indicated that the customers often outsource to it as they
don’t have the resources available to engage in the switching process,
pointing out that the process is resource intensive but not complicated. It also
stated that customers often did not want to engage in the process without
help, due to issues they had had previously.
TPI B. TPI B indicated that TPIs are able to provide information on the
reliability of different retailers. It also indicated that it is able to add value
due to existing relationships with retailers. However, it also indicated that the
effectiveness in helping to reduce asymmetric information is often inhibited
due to a lack of knowledge and experience.
TPI C. This TPI stated that the process was not necessarily easier with TPIs,
but that they were able to add value by explaining the process and making the
customers aware of timelines. Furthermore, it also pointed out they do not
think there is a retailer that consistently performs well.
TPI D. TPI D added that TPIs can help with their understanding of the
market.

TPI A. TPI A stated that it thinks the cost savings from switching are often
only important in justifying the cost of tenders / using TPIs. This is because
the savings are often only 0.5% so price is not particularly important beyond
justifying these costs.
TPI C. This TPI indicated that these savings are minimal especially compared
to the energy market, and that SMEs are often not interested in entering the
market as a result.
TPI D. This TPI indicated that the potential cost savings when compared to
the energy market are very small, and that it finds it challenging to make
customers understand that the markets are different, particularly with
respect to this.

Bill consolidation. The TPIs also provided some information on billing
consolidation.
-

-

TPI A: This TPI indicated that the procurement process works well, but that
there can be issues when changing accounts, with billing often incorrect after
this.
TPI D: TPI D indicated that group contracts can be challenging, due to the
data that customers often have and aged debt.
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•

Further issues. The TPIs also provided information on further issues in the NHH
water retail market.
-

-

TPI B. TPI B indicated that there is an issue with service delivery in the
market, due a potential lack of expertise amongst retailers. TPI B also
indicated that the quality of the systems in place is often poor, which
exacerbates issues with timelines. It also pointed out there is no value
currently to retailers in replacing these.
TPI C. TPI C indicated that complexity is an issue in the market.
TPI D. TPI D also pointed towards complexity being an issue, and agreed with
TPI B that service delivery due a potential lack of expertise on the part of
retailers may be a problem.

10.6.4 Implications
This engagement provided some helpful evidence to assess TOHs 1, 2 and 3. We
discuss the conclusions for each of the sub-theories in turn below:

•

TOH 1a. This sub-theory relates to whether the costs of switching outweigh the
benefits for smaller customers. Due to the very low levels of service in the market
coupled with the minimal cost savings available, there appear to be very low
benefits to customers from switching retailers. This is the case for both large and
smaller customers. Therefore, the benefits of switching do not appear to
outweigh the costs for smaller customers, meaning that this TOH does appear to
be an issue.

•

TOH 2a. Overall, TPIs suggested that (a) customers do appear to care about the
quality of service and innovative services that retailers can offer; and (b) are
prepared to pay more for a better service. This is particularly the case for large
customers, but has now also become the case for smaller customers. However,
there does not seem to be easily available information to ascertain the quality of
service of retailers, although TPIs are able to help alleviate some of the
asymmetric information. Furthermore, customers have previously wanted ‘extra
services’ but are now primarily focused on the minimum service level, or service
reliability, since this is often not provided in the market.

•

TOH 2b. There appear to be low levels of service available in the market for
customers. TPIs have indicated that this is the case for some retailers, and that
many customers are now just interested in minimum service provisions.
Furthermore, the low levels of savings available indicate strong price competition,
pointing towards path dependency being a possibility.

•

TOH 3. There are market frictions arising from the “Further issues” section at the
end, related to complexity and issues surrounding the delivery of the service.
Therefore, these may constitute market frictions which are preventing quality
from being enhanced. However, the low level of cost savings would indicate that
prices are not being driven up as a result of these potential frictions.
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Unnamed market stakeholder
10.7.1 Details of the stakeholder
Confidential.
10.7.2 Key purpose of the engagement
Confidential.
10.7.3 Key lessons
In this section, we present the key lessons for our analysis, that were indicated by this
stakeholder.

•

Customer preferences. This stakeholder indicated to us that customers have a
demand for a retailer that is able to deliver both accurate billing and value-added
services, for instance water efficiency. It indicated that this is currently not being
provided in the market.

•

Gap in the SME market. This stakeholder indicated that it believes there is
currently a gap in the market amongst SMEs for a retailer that can provide this
service, providing Octopus Energy as a comparator from the energy market.

•

Motivations of large customers. This stakeholder stated that often for “very
large corporate customers”, it thinks that the motivation to switch or to improve
water efficiency (i.e. use less water) stems from corporate sustainability goals as
opposed to cost savings.

•

Motivation for self-supply. The stakeholder pointed out that it thinks that the
demand for self-supply is related to “control and not really price”.

10.7.4 Implications
The engagement was particularly useful in assessing both TOH 1 and TOH 2. We
present the conclusions for each of our sub-theories below:

•

TOH 1a. This is related to whether the costs of switching currently outweigh the
benefits for smaller customers. The stakeholder indicated to us that the services
that smaller customers demand are not currently being provided in the market.
Therefore, this would indicate that benefits from switching are minimal.

•

TOH 2a. This theory relates to whether customers are first interested in quality
of service and innovative services, and then whether they are able to access this
information to make the decision to switch retailer. There is evidence that
customers do care about quality of service and innovative services in the market,
which go beyond just price. This is because they indicated that there is a demand
for accurate billing and also value-added services, e.g. water efficiency. This may
be more prevalent for SMEs than very large customers, with the latter choosing to
switch or use less water for corporate sustainability goals as opposed to cost
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savings. However, TOH 2a may be less of an issue because the stakeholder also
indicated that there is currently a gap in the market, since these services are not
being provided.

•

TOH 2b. This tests the theory that there is path dependency in the NHH water
retail market, which means that price competition dominates at the expense of
quality and innovation. The evidence suggests that TOH 2b may be more of an
issue than TOH 2a since there is a gap in the market for accurate billing and valueadded services. This indicates that these are not being provided. This potentially
points towards ‘path dependency’ being more of a concern since the quality of
services and innovative services do not appear to be available.
Wholesalers

10.8.1 Details of the stakeholder
The wholesalers own and operate the network of pipes, mains and treatment works.
Their primary role in the market lies in providing a range of services and functions
necessary for the retailers to serve customers. As part of our review we held
discussions with two WaSCs (on a confidential basis).
10.8.2 Key purpose of the engagement
The purpose of this engagement was to provide both wholesalers with an overview of
our work and engage with both organisations to gather their views on our
overarching analysis.
10.8.3 Key lessons and implications
Both wholesalers welcomed our review and its overarching aims.
In terms of our theories of harms, both wholesalers discussed the use of resources
within their company to aid in the operation of the NHH water retail market. For
example, both noted the use of resources for settlement activities, and for data cleanse
activities. Finally, both wholesalers also noted the increased vacancy rates since
market opening and the possible implications this has for increased bills. We note the
information discussed is consistent with the analysis presented in relation to theory of
harm 3.
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11. Annex C: BMG survey results
In this Annex, we provide a full description of the results of the 2020
BMG survey from which we draw when testing TOH 2a, i.e. whether
customers are willing to pay for higher service quality and innovative
services, and whether they are able to access this information. We crossrefer to the following results in the main section of the report when we
test this specific TOH, in chapter 5.
Overview of the survey
The BMG survey is an annual survey of customer research commissioned by Ofwat
and the Consumer Council for Water (CCW). In 2020, it was undertaken by BMG
Research. The intention of the research is to “gain further insight from business (i.e.
non-household) customers about their experiences and views concerning the business
retail water market, including the extent to which they have engaged with the market,
how far their needs and expectations have been met, and the reasons for these
outcomes.”268 The quantitative section of the survey in the ‘Customer Insight Survey’
comprises a wide range of questions relating to customers’ experience in the market
and is split into two surveys:

•

268
269

Eligible non-household business customers.269 Over the period 9th January
2020 to 2nd March 2020, the survey was undertaken by telephone of customers
from a representative sample of businesses in England, in addition to eligible
customers in Wales with high consumption. The sample was based on eligible
customers, therefore meaning that it does not necessarily account for a
representative sample across the population. Overall, 1,006 businesses were
interviewed: (i) 295 zero / micro customers (0-9 employees); (ii) 310 small
customers (10-49 employees); (iii) 215 medium customers (50-249 employees);
and (iv) 186 large customers (250+ employees). These are the categorisations we
use to present results in this section.

‘Non-household Customer Insight Survey 2020 BMG report.’ BMG Research (July 2020); p.1.
‘Non-household Customer Insight Survey 2020 BMG report.’ BMG Research (July 2020); p.2-5.
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•

Switchers and renegotiators.270 This sample was taken from MOSL’s SPID data,
that includes information on whether the supply point had switched retailer.
However, these results were also combined with the switchers / renegotiators
from the survey of eligible businesses described above in order to boost sample
size. The survey was undertaken by telephone between 9th January and 6th May
2020. It includes customers who have either switched retailers or renegotiated
with their retailer. For this group, there were 841 customers interviewed, split in
the following way: (i) 380 zero / micro customers (0-9 employees); (ii) 263 small
employees (10-49); (iii) 104 medium customers (50-249 employees); and (iv) 84
large customers (250+ employees).271

This survey provides a helpful basis to understand customer preferences and is relied
upon by Ofwat for its assessment in the State of the Market reports. Nevertheless,
there are two key potential limitations of this survey:

•

Low sample sizes. A potential limitation arises from low sample size for
particular subgroups in the survey, in response to certain questions. This may
occur where customers have indicated “I don’t know” or “Refused” in response to
a question. However, it may also occur where customers are only asked a
question based on prior responses. If only a few customers fit this category, then
the sample size for this question may be low. We indicate any instances of this
below.

•

Multiple choice responses. Several of the questions below were asked as
multiple choice questions, meaning that customers were able to select more than
one response. Therefore, we have chosen the most selected option as the
proportion of customers who chose that type of response, when grouping
responses. For instance, where “water efficiency” is the most selected option of
“extra services”, customers that chose “leak detection” but not “water efficiency”
would not be included as having chosen “extra services”, as there is no way to
determine customers that did choose both. Therefore, the ‘true’ proportion may
be understated. We indicate these questions below.

In our analysis, we focus on the 2020 survey but indicate where the results are
significantly different compared to previous years. We also note that in the below we
define smaller customers as (i) microbusiness customers (0-9 employees); and (ii)
small customers (10-49 employees).
We firstly present the results of the following questions that relate to customers
preferences for (i) price; (ii) quality of service; and (iii) extra services:

•

Most important factor in the decision of customers to switch. We present the
results of a question asking customers that switched their retailer, “Taking into
account all the reasons for switching that you've mentioned, which was the most
significant in your decision to switch?”. We present the results of this question in
the survey of switchers and renegotiators.

•

Features that are important to customers. The results of a question that asked
customers, “Overall, and taking everything into account, what is important to you

270
271

‘Non-household Customer Insight Survey 2020 BMG report.’ BMG Research (July 2020); p.6f.
There is no explanation regarding which category the remaining ten business related to.
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as a water customer?”. This is presented for both the survey of representative
businesses and switchers and renegotiators.

•

Reasons for satisfaction amongst customers. We also present the results of a
question that asked customers, “Are there any particular reasons why you are
satisfied? What are they?”. The results of this question are shown for both the
survey of representative businesses and the survey of switchers and
renegotiators.

Next we present the results of questions relating to specific features of service quality
and extra services that customers are interested in:

•

Features of the service that customers wanted to improve when switching.
The results of a question asked of customers, “What was it specifically about the
service that you wanted to improve?”, is presented for the survey of switchers and
renegotiators. This was specifically asked of customers that switched in order to
improve service quality.

•

Reasons for dissatisfaction with contact with previous retailer. Next, we
present the results of a question asked of customers that switched, who had
contacted their previous service provider and were dissatisfied with this contact.
The question asked was, “Why were you dissatisfied?”. The results of this are
shown for the survey of switchers and renegotiators.

Next, we present the results showing the results of questions relating to how easily
customers are able to find information on and compare retailers:

•

Ease of finding information to make an informed choice. We present the
results of a question that asked customers, “How easy or difficult was it for you to
find the information you felt like you needed to make an informed choice?”. We
present the results for both the survey of representative businesses and the
survey of switchers and renegotiators.

•

Ease of comparing retailers. We also present the results of a question that
asked customers, “How easy or difficult was it to compare different retailers?”. The
results of this question are presented for both the survey of representative
businesses and the survey of switchers and renegotiators.
Customer preferences for service quality and innovative services

We firstly present the results of questions that enable us to understand which features
of the retailers’ service offering customers value.
11.2.1 Most importa t fa tor i

stomers’ swit hi

de isio

We firstly present results regarding what customers that switched their retailer in the
survey of switchers and renegotiators, “Overall, and taking everything into account,
what is important to you as a water customer?”. Answers to this question provide us
with information on what customers prioritise when choosing a water retailer.
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The BMG survey included a broad number of answer options that we have grouped
into the following five categories:
-

Price;272
Quality of service;273
Extra services;274
Contacted by someone;275 and
Other.276

Results are summarised in Figure 99 below.
Figure 99: “Taki

i to a o t all the reaso s for swit hi that yo ve me tio ed,
whi h was the most si ifi a t i yo r de isio to swit h?” (Survey of switchers and
renegotiators, question E22)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of ‘BMG data tables 2020 - Switchers and renegotiators Survey.’
BMG Research (July 2020).

We present information on the most commonly cited reasons below:

•

272
273

274

275
276

Price. Obtaining cost savings was the most commonly cited answer when asked
for the main reason for switching across all customer groups. Specifically, more
than half of smaller and medium customers selected price as the most important
Includes answer option: (i) “Lower price/bill”.
Includes answer options: “To get higher quality service”; (ii) “To get better customer service (e.g. when I
contact them)”; and (iii) “Dissatisfied with previous service provider. It should be noted that the response
“Dissatisfied with previous service provider” is a subjective response which unlike, specific responses such
as “price” or other additional services, is inferred to relate to “quality of service”.
Includes answer options: (i) “Bill consolidation for water and waste water”; (ii) “Bill consolidation across
multiple premises”; (iii) “Bill consolidation across multiple utilities (e.g. gas, telecoms or electricity billed
with water)”; (iv) “Incentives/cashback”; (v) “Online account management services”; (vi) “Water efficiency
services”; (vii) “Leakage control services”; and (viii) “Enhanced metering services”.
Includes answer option: (i) “Someone/a broker/a consultant got in touch”.
Includes answer options: (i) “To offer you deals on other utilities such as gas and electricity as well as
water”; and (ii) “Other”.
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factor. However, relatively fewer large customers (41%) indicated that price was
the most important factor.

•

Extra services. For large and medium-sized customers, extra services was the
second most commonly cited answer when asked for the main reason for
switching (with 27% large customers and 18% of medium customers selecting
this option). For large customers in particular, the proportion of customers
selecting extra services as the most common driver for switching far exceeded the
proportion that selected quality of service (19%). For smaller customers, extra
services was the third most commonly cited answer when asked for the main
reason for switching, with similar proportions of these customers also selecting
service quality as the main reason for switching. The implication of this is that it
appears that large customers care most about ‘extra services’, more so than they
care about service quality, with smaller and medium customers caring about
these features relatively equally.

•

Quality of service. 19% of large customers selected service quality as the most
important factor, compared to 16% of medium and 11-14% of smaller customers.

•

Contacted by someone. This was not cited as a reason for any large customers,
compared to 4% of both smaller and medium customers selecting this as the main
reason in the decision to switch.

•

Other. Several customers selected this answer option, indicating that there are
reasons for customers switching beyond those provided in the survey.

11.2.2 Features that are important to customers
Next, we present results that asked customers, “Overall, and taking everything into
account, what is important to you as a water customer?” . It should be noted that, this
is distinct from the reason provided for switching providers, and looks more broadly
to understand all the features of importance to NHH water customers.
We present the responses for the two sets of respondents (business customers and
switchers/renegotiators) separately, and highlight any differences. This is because
the two sets of respondents are inherently different, as switchers / renegotiators have
actively engaged in the market, whereas the representative businesses could include
customers that have not chosen to engage.
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As before, respondents were presented with numerous answer options, which we
have grouped into the following categories:
-

Price;277
Quality of service;278
Extra services ;279 and
Reliable supply.280

For categories with more than one answer option, the most commonly selected is
answer option is shown in Table 36 and Table 37. These are consistent across
customer sizes in both surveys, with these options shown below.
-

Quality of service: “Quality of customer service”; and
Extra services: “Water efficiency”.

11.2.2.1 Results for representative businesses
In Table 36, we present the results for the survey of representative businesses.
Table 36: “ verall, a d taki everythi i to a o t, what is importa t to yo as a
water stomer?” (Survey of representative businesses, question J1, multiple choice)
Zero/ Micro
(0-9)

Small (10-49)

Medium (50249)

Large (250+)

Price

29%

32%

26%

67%

Quality of
service

21%

18%

28%

88%

Extra
services

24%

32%

20%

4%

Reliable
supply

57%

55%

51%

53%

Sample size

289

309

211

182

Notes: This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers across the two surveys stated the option. The
responses “Don’t know” and “Refused” are not included, meaning that sample sizes may differ
between questions asked of the same sample of customers.
Source: ‘Non-household Customer Insight Survey 2020 BMG report.’ BMG Research (July 2020).

277
278

279

280

Includes answer option: (i) “Price”.
Includes answer options: (i) “Quality of customer service”; (ii) “Quality of billing services”; and (iii) “Quality
or accuracy of meter reading / enhanced metering services”; (iv) “Good service generally”; (v) “Good
quality water”; (vi) “Good sewerage service”; (vii) “Fast response”; and (viii) “They resolve queries/fix
issues”.
Includes answer options: (i) “Online account management services”; (ii) “Consolidating water and
sewerage services to the same retailer”; (iii) “Consolidating multiple premises to the same retailer”; (iv)
“Consolidating different utilities (including water) to the same supplier”; (v) “Water efficiency”; and (vi)
“Leakage control”.
Includes answer option: (i) “Reliable water supply/no interruptions in supply”.
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We present our analysis of each reason separately below, in their order of importance
to customers.

•

Reliable supply. More than 50% of customers (of all sizes) stated this as an
important feature to them regarding their water supplier, and reliable supply was
the most frequently selected answer for smaller and medium customers. This
indicates that, overall this is the most important feature of a water retailer for
business customers.

•

Price. This was chosen by 67% of large business customers, with 26-32% of
smaller and medium business customers also choosing price as an important
factor to them. Therefore this seems to be the second most important factor
overall for customers, with this most prevalent for large customers.

•

Quality of service. 88% of large business customers cited quality of service as an
important factor, far more the proportion of smaller and medium customers.

•

Extra services. This was the fourth most commonly chosen option, and was
selected by only 4% of large customers. However, it was chosen more often by
smaller and medium customers.

11.2.2.2 Results for switchers and renegotiators
In Table 37, we present the results for switchers and renegotiators.
Table 37: “ verall, a d taki everythi i to a o t, what is importa t to yo as a
water stomer?” (Survey of switchers and renegotiators, question J1, multiple choice)
Zero/ Micro
(0-9)

Small (10-49)

Medium (50249)

Large (250+)

Price

49%

58%

51%

49%

Quality of
service

28%

27%

31%

44%

Extra
services

12%

6%

11%

8%

Reliable
supply

40%

40%

38%

32%

Sample size

377

261

104

84

Notes: This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers across the two surveys stated the option. The
responses “Don’t know” and “Refused” are not included, meaning that sample sizes may differ
between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from ‘BMG data tables 2020 - Switchers and
renegotiators Survey.’ BMG Research (July 2020).
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We present what appear to be the most important choices amongst customers below,
in order.

•

Price. Price is the most important factor in each customer size, with this
particularly the case for smaller and medium customers. This was chosen by at
least 49% of each customer size, with 58% of small customers indicating that this
was important to them.

•

Reliable supply. This appears to be the second most important factor, selected
by more than 30% of business customers of all sizes. Smaller and medium
customers chose this option more frequently than large customers.

•

Quality of service. In contrast with the above, large customers selected this
option more frequently than smaller and medium-sized customers.

•

Extra services. These were not chosen often by any customer size, meaning that
this is the least important factor for customers. The results are fairly consistent
across all sizes.

11.2.2.3 Differences in views regarding important features
We now highlight the differences found between both surveys (i.e. the survey of
switchers and renegotiators and the survey of representative businesses) and across
years, to assess whether there are inherent differences between the samples or
whether differences across customer groups are consistent over time.

•

Differences between the surveys. The main difference when compared to the
survey of switchers and renegotiators is the importance of price compared to
reliability of supply, with price more important than reliability of supply in
the survey of switchers and renegotiators, possibly because of the different
inherent nature of customers that had chosen to switch or renegotiate their
retailer. Furthermore, extra services were chosen as important less frequently in
the survey of switchers and renegotiators, but is still the least important factor
amongst both survey respondents.

•

Differences across years. The results for the survey of representative
businesses is slightly different compared to the 2019 survey for large customers.
It appears that fewer large customers chose price and quality of service
options in the 2019 survey, with these the two key ‘anomalous’ results in the
2020 survey. This may indicate that these high proportions amongst large
customers are not consistent over time.

11.2.3 Reasons for satisfaction amongst customers
Next, we present results of a question that was asked of customers in both surveys,
“Are there any particular reasons why you are satisfied? What are they?”. As with the
question looking into the features of importance to NHH water customers, this
question is distinct from the reason provided for switcher suppliers. It looks at what
features cause customers to be satisfied, more broadly. This was asked of customers
who stated that they were satisfied with their retailer (which covers 96% of
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respondents in the survey of representative businesses and 78% of respondents in the
survey of switchers and renegotiators).
As above, we present the responses for the two sets of respondents (business
customers and switchers/renegotiators) separately, and highlight any differences.
As before, respondents were presented with numerous answer options, which we
have grouped into the following categories:
-

Price;281
Quality of service;282
Extra services;283
Reliable supply;284 and
No reason.285

For categories with more than one answer option, the most commonly selected
answer option is shown in Table 38 and Table 39. These are consistent across
customer sizes but not necessarily across the two surveys. These options are shown
below.
-

Quality of service: “Good customer service” (in both surveys); and
Extra services: “Like the online access/portal” (survey of representative
businesses); and “Consolidated billing” (survey of switchers and
renegotiators).

11.2.3.1 Results for representative businesses
In Table 38, we present the results for representative businesses.

281
282

283
284
285

Includes answer option: (i) “Price (cheap/not expensive)”.
Includes answer options: (i) “Good customer service”; (ii) “Good billing service”; (iii) “Good service
generally (Inc. they provide water/remove sewerage)”; (iv) “Good quality water”; (v) “Deal with issues”;
(vi) “Complaints about metering services/meter reading/estimates”; and (vii) “Complaints about billing
service (e.g. irregular/inaccurate)”.
Includes answer options: (i) “Like the online access/portal”; and (ii) “Consolidated billing”.
Includes answer option: (i) “Experienced no/few problems”.
Includes answer option: (i) “No/no real reason”.
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Table 38: “ re there a y parti lar reaso s why yo are satisfied? What are they?”
(Survey of representative businesses, question C3, multiple choice)

Price

Quality of
service
Extra services

Reliable
supply
No reason

Sample size

Zero/ Micro
(0-9)

Small (1049)

Medium (50249)

Large (250+)

9%

5%

4%

2%

10%

7%

11%

44%

0%

3%

1%

0%

48%

62%

58%

8%

36%

27%

32%

27%

227

241

156

118

Notes: This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers across the two surveys stated the option. The
responses “Don’t know” and “Refused” are not included, meaning that sample sizes may differ
between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from ‘BMG data tables 2020 - Representative survey.’
BMG Research (July 2020).

We present the most important factors chosen by customers below, in order.

•

Reliable supply. For smaller and medium customers, at least 48% of customers
chose this as something that provides them with satisfaction, with this the most
selected option across each of these customer sizes. For large customers, this was
only selected by 8% of customers. Therefore, this indicates that a reliable supply
is more likely to lead to satisfaction for smaller and medium customers than large.

•

No reason. This was chosen by 27-36% across each customer size, with it being
the second most selected across each customer group.

•

Quality of service. For smaller and medium customers, this was the third most
selected, being chosen by 7-11% of customers across each of these customer
sizes. For large customers, this was the most selected option, being chosen by
44% of customers. This indicates that satisfaction is more likely to be derived
from the quality of service for large than smaller and medium customers.

•

Price. For smaller and medium customers, this was chosen less than 10% of the
time, with it also being chosen only 2% of the time for large customers.

•

Extra services. This is the least chosen factor, with at most 3% (small
customers) of any customer size indicating that extra services were a reason for
their satisfaction. For microbusiness and large customers, this was not chosen by
any customers, and was only selected by 1% of medium customers.
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11.2.3.2 Results for switchers and renegotiators
In Table 39, we present the results for the survey of switchers and renegotiators.
Table 39: “ re there a y parti lar reaso s why yo are satisfied? What are they?”
(Survey of switchers and renegotiators, question C3, multiple choice)
Why satisfied

Zero/ Micro
(0-9)

Small (1049)

Medium (50249)

Large (250+)

Price

18%

9%

18%

27%

Quality of
service

12%

16%

20%

32%

Extra services

1%

0%

1%

3%

Reliable
supply

43%

47%

50%

40%

No reason

32%

31%

28%

14%

Sample size

288

203

80

63

Notes: This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers across the two surveys stated the option. The
responses “Don’t know” and “Refused” are not included, meaning that sample sizes may differ
between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from ‘BMG data tables 2020 - Switchers and
renegotiators Survey.’ BMG Research (July 2020).

We now present the most important reasons for customers’ satisfaction below, in
order.

•

Reliable supply. This was chosen at least by 40% of customers for each
customer size, with 47% of small customers and 50% of medium customers
choosing this. This is therefore the main reason for satisfaction amongst
switchers and renegotiators.

•

No reason. For smaller and medium customers, this was the second most
commonly chosen option, with 28-31% of customers selecting this as a reason for
their satisfaction, However, for large customers, this was chosen by only 14% of
customers. Therefore, smaller and medium customers are more likely to be
satisfied for “No reason” than large customers.

•

Quality of service. For small, medium and large customers, this was most third
most commonly chosen option, with 16%, 20% and 32% choosing this
respectively. For microbusinesses, this was only chosen by 12% of customers as a
reason for their satisfaction. These results indicate that quality of service results
in satisfaction most for large customers.

•

Price. This is marginally less important than the quality of service, with 18% of
microbusinesses choosing this, making it the third most commonly chosen option
for this group. Only 9% of small customers chose this, with 18% of medium
customers and 27% of large customers, respectively. This indicates that the price
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paid is more likely to result in satisfaction for large customers than for smaller
and medium customers.

•

Extra services. Across customer sizes, this was chosen by at most 3%, with no
small customers indicating this and only 1% of microbusiness and medium
customers.

11.2.3.3 Differences in views regarding reasons for satisfaction
We now compare the results of this question across the two surveys and across years
in order to draw out key differences.

•

Differences between the surveys. It appears that, in the survey of switchers and
renegotiators, more smaller and medium customers chose quality of service
than in the survey of representative businesses. Furthermore, more medium
customers chose price. In addition, in the survey of representative businesses,
more microbusiness customers chose price. This may be because of the
inherent nature of the two sets of survey respondents.

•

Differences across years. The results for large customers are slightly different
across the 2019 and 2020 survey of representative businesses. In the 2019
survey of representative businesses, more large customers indicated the
reliability of the supply as a reason for their satisfaction than in 2020. This may
indicate that the 2020 result may not be consistent over time, especially as the
2020 survey of switchers and renegotiators indicates that many large customers
derive satisfaction from a reliable supply. In addition the results for small and
medium customers are slightly different between the 2019 and 2020 survey of
switchers and renegotiators. In the 2019 survey, fewer small and medium
customers chose price than in 2020. Therefore, this may not be a consistently
chosen option over time for these categories.
Features of service quality and extra services that customers desire

We now present the results of two questions in the survey of switchers and
renegotiators, asking customers for specific features of the service quality and extra
services that they want, and thus, should be able to access when researching retailers
online.
11.3.1 Features that customers switched to improve
We firstly present the results of a question that asked customers that switched, at
least partly, to improve the service, “What was it specifically about the service that you
wanted to improve?”, with the results shown in Table 40.
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Table 40: “What was it spe ifi ally abo t the servi e that yo wa ted to improve?”
(Survey of switchers and renegotiators, question E14, multiple choice)
Zero/
Micro (0-9)

Small (1049)

Medium
(50-249)

Large
(250+)

More accurate billing

57%

70%

46%

61%

Better service when
contact the provider

53%

59%

79%

52%

Different/better
billing frequency

28%

36%

32%

39%

More detailed billing

25%

38%

25%

29%

New/different/better
meter reading
arrangements

20%

25%

14%

23%

New/different/better
metering
arrangements

19%

21%

7%

10%

Different/better
payment method

12%

16%

14%

23%

Other

15%

18%

7%

19%

Sample size

81

56

28

31

Notes: This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers stated the option. The responses “Don’t know”
and “Refused” are not included, meaning that sample sizes may differ between questions asked of
the same sample of customers.
Source: Economic Insight analysis of data from ‘BMG data tables 2020 - Switchers and
renegotiators Survey.’ BMG Research (July 2020).
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We note that some of the sample sizes may be too small to draw clear conclusions
from. Nevertheless, the most important features appear to be:

•

More accurate billing. This was chosen by at least 46% of customers in each
customer size, with 70% of small customers indicating this, meaning this is an
important feature across all customer groups.

•

Better customer service. Over 50% of each customer group indicated that they
wanted a better service when contacting the provider, with 79% of medium
customers choosing this. Therefore, this is also an important feature to.

•

Different / better billing frequency. Over 28% of each customer size wanted a
different or better billing frequency, with large customers choosing this most,
with 39% selecting this.

•

More detailed billing. Out of microbusiness and medium customers, more
detailed billing was selected by 25% of customers, and was most chosen by small
customers with 38% selecting this.

11.3.2 Reasons for dissatisfaction with contact with previous retailer
We now present the results of a question asked of customers that had contact with
their previous service provider in the 12 months prior to switching, and were
dissatisfied with this contact. Of these, 23% of customers indicated that they were
satisfied and 68% were dissatisfied. These results are shown in Table 41.
.
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Table 41: “Why were yo dissatisfied?” (Survey of switchers and renegotiators, question
E21, multiple choice)
Zero/
Micro (09)

Small
(10-49)

Medium
(50-249)

Large
(250+)

Issues with the billing
services (unspecified)

37%

28%

33%

52%

Poor customer service (inc.
impolite)

17%

23%

17%

43%

Issue/query is still
outstanding/unresolved

22%

12%

17%

33%

Issue/query took too long to
become resolved

9%

9%

17%

19%

There was a lack of
communication (Inc. lack of
updates)

8%

16%

6%

10%

High service charge (inc. high
price/cost)

14%

12%

0%

0%

Difficult to get through on the
phone (Inc. didn't answer the
phone quick enough)

11%

5%

17%

0%

Not dealing with the issue/
following up on the request

12%

5%

0%

0%

The speed of response

5%

2%

17%

0%

Other

9%

14%

11%

5%

Sample size

65

43

18

21

Notes: This table shows the results with conditional formatting applied, with green (red)
indicating that relatively more (fewer) customers stated the option. We also note that we did not
include responses in the table with fewer than 10% of respondents across every customer group.
The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may differ
between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from ‘BMG data tables 2020 - Switchers and
renegotiators Survey.’ BMG Research (July 2020).

258

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

In this question, we note that some of the sample sizes may be too small to draw clear
conclusions from. Nevertheless, the most commonly chosen reasons, in order, were:

•

Issues with the billing services. This was the most commonly chosen reason
across each customer group, with 28-37% of smaller customers indicating this,
with 33% of medium and 52% of large customers.

•

Poor customer service. This was chosen most by large customers with 43%
indicating this, with 17% of microbusiness and medium customers, and 23% of
small customers.

•

Issue / query is still unresolved / outstanding. This was again chosen most by
large customers, with 33% indicating this. 17% of medium customers indicated
this, with 22% of microbusiness and 12% of small customers.
Accessing information on retailers to make choices

11.4.1 Ease of finding information on retailers
Next, we present results of questions asking customers that searched for information,
“How easy or difficult was it for you to find the information you felt like you needed to
make an informed choice?”. This question will help us understand whether customers
are able to easily engage in the market and find information on retailers.
As above, we present the responses for the two sets of survey respondents
(representative businesses and switchers/renegotiators) separately, and highlight
any differences.
11.4.1.1 Results for switchers and renegotiators
We firstly present the results for the survey of switchers and renegotiators, with these
shown in Figure 100.
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Figure 100: “How easy or diffi lt was it for yo to fi d the i formatio yo felt like yo
eeded to make a i formed hoi e?” (Survey of switchers and renegotiators, question
H3)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from ‘BMG data tables 2020 - Switchers and
renegotiators Survey.’ BMG Research (July 2020).

We present the results separately for each choice below, highlighting the differences
across customers groups:

•

Very easy. More medium customers (42%) said that it was very easy to find the
information needed than across other customer sizes. However, 33-36% of other
groups also indicated this.

•

Fairly easy. Between 43% and 51% of customers indicated that it was fairly
easy to find the information needed to make an informed decision, with this the
most selected option across all customer groups. This was most selected by large
customers and least by microbusiness customers.

•

Neither easy nor difficult. Between 7% and 15% of each customer size
indicated that it was neither easy nor difficult to find the information they needed
to make an informed choice, with this chosen most by microbusiness customers
and least by medium customers.

•

Fairly difficult. This was not chosen often by any customer size, with large
medium and large customers choosing this least, but with all proportions between
3% and 7%.

•

Very difficult. This was chosen very infrequently by all customer sizes with 13% of each customer group choosing this.
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11.4.1.2 Results for representative businesses
We now present the results from the survey of representative, with these results
shown in Figure 101.
Figure 101:“How easy or diffi

lt was it for you to find the information you felt like you
eeded to make a i formed hoi e?” (Survey of representative businesses, question

H3)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from ‘BMG data tables 2020 - Representative survey.’
BMG Research (July 2020).

These results indicate the following for each selected option:

•

Very easy. This was indicated most by large customers, with 76% of customers
of this size providing this as the option. For medium customers, 24% indicated
that it was very easy to find the information to make an informed choice. For
smaller customers, 32-36% of customers indicated this.

•

Fairly easy. Far fewer medium (17%) and large (10%) customers indicated this
than smaller customers (although many large customers had indicated that it was
very easy). For microbusiness customers, 45% selected this, with 49% of small
customers.

•

Neither easy nor difficult. This was selected infrequently across all customer
sizes, with 2-7% of customers indicating that this. This was chosen most often by
microbusiness customers and most by small customers.

•

Fairly difficult. This was chosen far more frequently by medium customers than
any of the other customer sizes, with 52% of medium customers choosing this,
compared to at most 16% of any other customer size.

261

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

•

Very difficult. This was not chosen frequently by any customer group, with 5%
of medium customers choosing this and at most 1% of any other customer size
choosing this.

11.4.1.3 Differences in views of ease of finding information
We now present differences across both surveys (i.e. the survey of switchers and
renegotiators and the survey of representative businesses), and also between the
2019 and 2020 surveys, in order to determine whether there are differences between
the samples, and whether results are consistent over time.

•

Differences between the surveys. The results are significantly different for
medium and large customers between the two surveys. In the survey of
representative businesses, more large customers indicated that it was very
easy to find information than in the survey of switchers and renegotiators.
Furthermore, more medium customers indicated that it was difficult to find
the information. This could be due to inherent differences between the two
surveys, with the latter including customers that did not actually switch or
renegotiate, or this could be due to the sample sizes and the nature of the specific
customers surveyed.

•

Differences across years. Comparing 2019 and 2020, the results for the
switchers and renegotiators were very similar. Furthermore, the results in the
2019 survey of representative businesses is more consistent with the two surveys
of switchers and renegotiators. This may point towards the divergence in the
2020 representative businesses survey for medium and large customers being
due to the specific nature of the customers that were interviewed in the 2020
survey.

11.4.2 Ease of comparing retailers
Next, we present results of questions asking customers that searched for information,
“How easy or difficult was it to compare different retailers?”. This question will help us
understand whether customers are able to choose between retailers, based on the
information provided on their different service offerings.
As above, we present the responses for the two sets of survey respondents
(representative businesses and switchers / renegotiators) separately, and highlight
any differences.
11.4.2.1 Results for switchers and renegotiators
We firstly present the results for the survey of switchers and renegotiators, shown in
Figure 102 overleaf.
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Figure 102: “How easy or difficult was it to compare different retailers?” (Survey of
switchers and renegotiators, question H5)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from ‘BMG data tables 2020 - Switchers and
renegotiators Survey.’ BMG Research (July 2020).

We present the results across each of the options above:

•

Very easy. Large customers indicated this least, with 19% of customers of this
size stating that it was very easy to compare retailers. For microbusiness and
medium customers, 25% of customers stated this, and 31% of small customers
stating that it was very easy to compare retailers.

•

Fairly easy. Medium customers indicated this 56% of the time, with 52% of large
customers stating this. However, 38-40% of smaller customers indicated this.
Overall, the proportions of smaller and large customers who indicated that it was
easy to compare retailers (i.e. either “Very easy” or “Fairly easy”) was similar,
with more medium customers indicating one of these options.

•

Neither easy nor difficult. This was chosen most often by microbusiness
customers, with 26% of these customers stating this. 21% of small customers
indicated this, with 11% of medium and 16% of large customers, although more
medium customers had indicated that it was easy to compare retailers.

•

Fairly difficult. This was chosen most by large customers, with 14% of these
customers indicating this, but with 5-8% of smaller and medium customers
indicating that it was fairly difficult to compare retailers.

•

Very difficult. No large customers indicated this as an option, with very few
smaller and medium customers also indicating this. Between 1% and 3% of
smaller and medium customers indicated this, pointing towards it not being very
difficult for customers to compare retailers.
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11.4.2.2 Results for representative businesses
In Figure 103, we present the results from the survey of representative businesses.
Figure 103: “How easy or diffi lt was it to ompare differe t retailers?” (Survey of
representative businesses, question H5)

Notes: The responses “Don’t know” and “Refused” are not included, meaning that sample sizes may
differ between questions asked of the same sample of customers.
Source: Economic Insight analysis of data from ‘BMG data tables 2020 - Representative survey.’
BMG Research (July 2020).

We present the results of each of the separate responses below, comparing the results
across the different customer sizes.

•

Very easy. This was selected most often by large customers, with 78% of these
customers stating that it was very easy to find the information needed to make an
informed choice. This option was not selected often by microbusiness or medium
customers, with 9% and 18% selecting this respectively. Amongst small
customers, 37% stated they found it very easy to compare retailers.

•

Fairly easy. This result was most selected by many microbusiness customers,
with 61% indicating this. A further 37% of small customers stated this, with only
22% of medium customers. 15% of large customers stated this but this is
expected given the high proportion that stated it was very easy to compare
retailers.

•

Neither easy nor difficult. This result was most often selected by smaller
customers (10-16%), with fewer medium (8%) and large (5%) customers
indicating this.

•

Fairly difficult. This was chosen most often by medium customers with 53% of
customers surveyed of this size stating this. Very few microbusiness or large
customer stated this, with 16% of small customers indicating this.
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•

Very difficult. Only some medium customers (7%) indicated that it was very
difficult to compare retailers, with this not selected by any other customer size.

11.4.2.3 Differences in views of ease of comparing retailers
We now compare the results of the two surveys, i.e. switchers and renegotiators and
representative businesses, and also between the 2019 and 2020 surveys to highlight
key differences.

•

Differences between the surveys. Overall, the two surveys are most different
for medium customers. In the survey of representative businesses, more
medium customers indicated that it is hard to compare retailers than in the
survey of switchers and renegotiators. This may be a result of the different
nature of customers in the two surveys, with the survey of representative
businesses also including customers that did not actually switch. It may also be
due to the smaller sample size in the survey of representative businesses.
Furthermore, in the survey of representative business, more large customers
found it very easy to switch than in the survey of switchers and
renegotiators, but a significant proportion still did find it easy in the survey of
switchers and renegotiators.

•

Differences across years. As with the question on whether customers find it
easy to source the information needed to make an informed choice, comparing the
results of the 2019 and 2020 surveys, the results of the surveys of switchers
and renegotiators are similar. In addition, the results for the 2019 survey of
representative businesses were far more aligned with the 2020 survey of
switchers and renegotiators than the 2020 survey of representative businesses.
Therefore, this indicates that the divergent results in the 2020 survey for medium
and large customers, particularly medium, may not be a consistent theme over
time and could be due to the nature of the customers that were surveyed in this
year.
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12. Annex D: Methodology for
comparison of costs and margins
The following Annex describes the data sources and methodology for the
analysis of costs and margins in the NHH water retail sector and other
sectors. This analysis is used for our assessment of ToH 1c (Prices and
costs are misaligned for the lowest usage customers) and ToH 2b
(Dominance of price competition at the expense of quality and innovation
arises because of path dependency in the market).
In our assessment, detailed in Chapter 4 and Chapter 5, we consider the following:

•

(i) comparison of actual costs and margins against other sectors, to
determine whether: (a) the margins are “enough” relative to the margins in other
sectors; and (b) (if not) whether some of this is driven by “costs being too high”;
and

•

(ii) comparison of actual against allowed costs and margins, to determine
whether, in cases where the allowed costs and margins are set by the regulator,
they are enough to cover the actual costs in a competitive market.

The analysis of the actual costs and margins in the NHH water retail is based on
responses to our RFI by six retailers. The data and methodology for this is detailed in
Annex E: Actual costs and margins.
The following Annex is structured as follows:

•

First, in section 12.1, we present our analysis of the costs and margins in the other
sectors. Specifically, we detail the following, in turn: (i) methodology for the
selection of comparator sectors; (ii) an overview of each of the comparators; (iii)
the data and methodology for calculation of costs and margins in other sectors;
and (iv) the figures with the comparison of costs and margins in the NHH water
retail sector against other sectors.
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•

Second, in section 0, we present our analysis of the actual against allowed costs
and margins in the NHH water retail sector. Specifically, we detail the following,
in turn: (i) the data and methodology for the calculation of the allowed costs and
margins; and (ii) the figures with the comparison of the actual against allowed
costs and margins.
Comparison of actual costs and margins against other sectors

The comparator analysis gives an indication of whether costs and margins in the nonhousehold (NHH) water retail market are set ‘too low’ compared to those in other
sectors. We have chosen five sectors that are most comparable to the NHH water
retail market across. These are: the household (HH) water retail sector in England
and Wales, the NHH water retail market in Scotland, the domestic and non-domestic
energy market, the market for Mobile Virtual Network Operators (MVNOs) and the
market for Internet Service Providers (ISPs). Data from statutory accounts and/or
regulatory accounts is used to calculate the industry-average ACTS and margins in
each sector.
We note, from the outset, that there are limitations in terms of the conclusions that
can be drawn from the comparison with other sectors because there are genuine
differences between the scope of retail activities across these sectors which affects the
risk-reward balance that needs to be maintained. Therefore, although we have
carefully chosen relevant comparators and made adjustments to ensure more
comparability, we believe these comparisons are indicative.
The following sections describe the following in turn: (i) the methodology for the
selection of comparator sectors; (ii) an overview of each of the comparators; (iii) the
data and methodology for calculation of costs and margins; and (iv) the figures with
the comparison of the actual against allowed costs and margins.
12.1.1 Methodology for selection of comparator sectors
We have selected sectors that would provide a suitable reference point for the NHH
water retail market when comparing costs and margins. That is, we have assessed
each sector against the following criteria to understand how “comparable” these are
to the NHH water retail sector:
-

similarity of activities;
competitiveness of the sector;
asset intensity;
scope of revenues and costs; and
bad debt exposure.

In the following sections, we discuss each criterion for each sector in turn.
12.1.1.1 Similarity of activities
NHH water retailers in England provide water and sewerage services to business
customers including the following activities: customer billing; meter reading;
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complaint handling; connections, debt management; disconnections and
reconnections; and performing water efficiency initiatives.286
With this in mind, the table overleaf describes the activities undertaken in other
sectors and an assessment of their similarity to that in the NHH water retail market
through a RAG rating. Green indicates that the industry is very similar, amber
indicates that the industry is moderately similar and red indicates that the industry is
not very similar to the NHH water retail market.

286

‘Setting price controls for 2015-20 – guidance for companies on producing default tariffs.’ Ofwat (April
2014); p. 22 and 24.

268

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

Table 42: Assessment of the similarity of activities
Comparator

HH water
retail
England and
Wales

NHH water
retail in
Scotland
Energy –
Domestic
and nondomestic

MVNO

ISP

Description of activities

Similarity to
NHH retail
water sector

This includes retailers of water and sewage
services to households across the UK. Their
activities include customer services (billing,
payment handling, enquires and complaints etc.);
debt management; meter reading; decisions and
administration of disconnections and
reconnections; demand-side water efficiency
initiatives; customer-side leaks; general support;
and providing developing information.287
Retail activities for water and sewerage services
for business customers in Scotland include
customer billing; meter reading; complaint
handling; connections; debt management and
water efficiency initiatives.288
This includes retailers of electricity and gas
services in the UK. Their activities include
customer billing; payment handling; managing
bad debt; retail pricing and sales and
marketing.289
MVNOs purchase wholesale access to national
networks and retail their own services. Different
MVNOs have different commercial models. Some,
for example, are “pure resellers” such that they
focus on developing their branding and pricing
offer. In this case, the Mobile Network Operators
(MNOs) supply the underlying service package in
its entirety (including customer service and
billing). Some MVNOs manage their own
customer relationship management systems,
including all billing operations; and have their
own number ranges, network codes; core network
infrastructure (e.g. switches) and SIM cards. 290
This includes retailers of internet (broadband)
services, which are primarily provided through
BT’s infrastructure. Firms, therefore, contract
with BT on a wholesale basis to provide services
to end customers. Some ISPs must often still
invest in their own assets and equipment (under
local loop unbundling) which is installed within
BT’s exchanges.291

Source: Economic Insight analysis.

287
288

289
290
291

‘2014 price review cost allocation for retail and wholesale price controls.’ Ofwat (March 2014); p. 7.
‘Water and sewerage services in Scotland: An overview of the competitive market.’ WICS (November
2013); p. 1 and 6.
‘Default Tariff Cap: Policy Consultation Appendix 8 - Operating costs.’ Ofgem (May 2015); p. 5.
‘Strategic Review of Digital Communications.’ Ofgem (July 2015); p. 11.
‘Uswitch website.’ Please see here: https://www.uswitch.com/broadband/guides/what-is-llu/

269

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

12.1.1.2 Competitiveness of the sector
The competitiveness of the sector, or lack thereof, can drive the costs and margins
earned in the sector. Specifically, in a competitive industry, one would expect costs to
be efficient and margins consistent with no excessive profits being earned. On the
other hand, if there is a lack of competition in an industry, one would expect that costs
are higher than they should be if they were efficient, and margins indicate that
excessive profits are earned.
Therefore, we assess the relative competitiveness of the comparator sectors. The RAG
rating again indicates a high level of competitiveness in green, a moderate level of
competitiveness in amber and limited competitiveness in red.
Table 43: Assessment of competition
Comparator

HH water
retail
England and
Wales

NHH water
retail in
Scotland

Energy –
Domestic
and nondomestic

292

293

294

295

296
297

Status of competition

Similarity to
NHH retail
water sector

Retail services in the HH water sector are not
open to competition and customers are, thus,
served by the regional wholesale provider.
Currently, there are 11 water and sewerage
companies and six water only companies.292
Compared to the last price review in 2016, Dee
Valley water was bought by Severn Trent
Water.293 In the same year Bournemouth water
was acquired by South West Water.294 Thus, the
sector has further consolidated in the last couple
of years. Nevertheless, this sector is regulated by
Ofwat and, therefore, one would expect the costs
and margins in the sector to be somewhat close to
the competitive benchmark.
Since market opening in 2008, Business Stream
has maintained its position as the largest retailer
in the sector. In 2012, Business Stream’s market
share stood at 95% and there is evidence that
these have not decreased significantly since
then.295,296 Therefore, competition seems to be
limited.
The market was opened to competition in 1999. 297
Both domestic and non-domestic customers (the
equivalent to HH and NHH in the water market)
are able to shop around for their energy supplier.
There are around 64 active licensed suppliers of
domestic retail and 86 active licensed suppliers in

‘Ofwat website.’ Please see: https://www.ofwat.gov.uk/regulated-companies/ofwat-industryoverview/licences/
‘BBC website.’ Please see: https://www.bbc.com/news/uk-wales-north-east-wales37999226#:~:text=A%20water%20company%20which%20supplies,for%20about%20%C2%A378.5m.
‘South West Water website.’ Please see: https://www.southwestwater.co.uk/about-us/latest-news/news2016/bournemouth-water-merges-with-south-west-water/
‘The Herald Scotland website.’ please see: https://www.heraldscotland.com/business_hq/13053617.watercompany-hopes-to-flow-across-border/
Please see section 2.21. for an assessment of the market share in more recent years.
‘Ofgem website.’ Please see: https://www.ofgem.gov.uk/electricity/retail-market/gb-electricity-retailmarket
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non-domestic retail as of June 2018.298,299 Since
2018, 12 firms have exited the domestic and nondomestic market.300
The six largest firms in the GB retail market are
Centrica, EDF, E.ON, npower, Scottish Power and
SSE. These are the incumbents and together
account for around 70% of the retail energy
market (by volume).301 In the domestic market,
they still hold above 70% of domestic
customers.302 However, within the non-domestic
market, whilst the majority of the market (by
volume) is made up of incumbent suppliers, nonincumbent suppliers hold a larger share than in
the domestic market.303

MVNO

ISP

298
299
300
301
302
303
304
305
306
307

In terms of the competitive pressures, customer
switching rates have been increasing since 2014,
reaching around 20% between 2018-19 in both
electricity and gas supply across both the
household and business sector.304 These switches
have mostly been away from the six largest
suppliers indicating a decrease in market
concentration.305 However, microbusinesses still
have the lowest proportion on negotiated
contracts (between 62-65%) compared to other
business categories.306 Overall, the market
appears to be relatively competitive.
There are 21 full MVNOs and numerous other light
MVNOs. Full MVNOs have their own SIM cards
and mobile network codes. In contrast to the
other comparator sectors, the regulator does not
directly regulate any tariffs (save of access prices
to the network). The sector is further subject to
continual change in technologies and service
capabilities and driven by customer
needs/demand and their willingness to pay for
different features. Thus, prices have generally
been falling for mobile tariffs between 2013 2017.307 Overall, the market appears competitive.
Most customers buy services from 4 ISP providers,
which cover over 80% of the number of
broadband connections in the UK. Similar to the
MVNO market, Ofcom monitors the market but
does not directly set any tariffs. In its 2019
International Broadband Scorecard, Ofcom found
that the UK market was generally less
concentrated than European comparators. That

‘State of the market report 2019.’ Ofgem (October 2019); p. 9.
State of the market report 2019.’ Ofgem (October 2019); p. 57.
State of the market report 2019.’ Ofgem (October 2019); p. 26.
State of the market report 2019.’ Ofgem (October 2019); p. 14.
State of the market report 2019.’ Ofgem (October 2019); p. 31.
State of the market report 2019.’ Ofgem (October 2019); p. 58, 59.
State of the market report 2019.’ Ofgem (October 2019); p. 32.
State of the market report 2019.’ Ofgem (October 2019); p. 34.
State of the market report 2019.’ Ofgem (October 2019); p. 60.
‘An econometric analysis of pricing trends in the UK.‘ Ofcom (October 2018); p. 4.
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is, only 35% of fixed broadband lines are operated
by incumbents whereas in many other European
countries the market share ranges between 40%
and 60%.308 In addition, broadband and landline
bundle prices are generally on the lower end
compared to other European countries for low
broadband speeds but not for higher broadband
speeds.309
Source: Economic Insight analysis.

12.1.1.3 Asset intensity
As the activities of NHH water retailers do not need large investments in assets
compared to other industries such as wholesaling water, the comparator sectors
equally should be “asset light”. This is because it is expected that industries with
larger investments than in the NHH water retail sector may incur higher costs and
margins as the industry faces more risk and therefore also requires a higher return, all
else equal. Thus, costs and margins in “asset heavy” sectors may not be comparable to
those in the NHH water retail sector.
The table overleaf illustrates the assessment of similarity where the RAG rating is
applied in the same way as for Table 42.

308

309

‘International Broadband Scorecard 2019’ Ofcom website, please see:
https://www.ofcom.org.uk/research-and-data/telecoms-research/broadband-research/eu-bbroadandscorecard/2019-interactive-data
‘International Broadband Scorecard 2019’ Ofcom website, please see:
https://www.ofcom.org.uk/research-and-data/telecoms-research/broadband-research/eu-bbroadandscorecard/2019-interactive-data

272

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

Table 44: Assessment of asset intensity
Comparator
HH water
retail
England and
Wales

NHH water
retail in
Scotland

Energy –
Domestic
and nondomestic

MVNO

ISP

Description of activities

Similarity to
NHH retail
water sector

Similar to the Scottish market, HH water retailing
activities use similar types of assets and
investments for their retailing activities. Thus, it
is highly comparable to the NHH water retail
market.
The retailing activities in the NHH water retail
market in Scotland are consistent with those in
the NHH water retail market in England and
Wales. As stated by Ofwat, the “definition of retail
services is consistent with the Scottish water
retail market, allowing for a more effective joint
market for non-household retail services with
Scotland.”310 Therefore, similar types of assets
and investments are used.
The type of activities in the energy market are
very similar to the activities involved in the NHH
retail water market. Retail energy suppliers also
do not own or operate any physical assets for the
delivery of energy to their customers.311
Nevertheless, energy retailers are more capital
intensive as they own smart meters whereas NHH
water retailers do not.312
In the telecoms market, MVNOs also are also asset
light as these do not own or operate network
infrastructures.
However, ISPs are more capital intensive than
MVNOs as, under local loop unbundling, retailers
often still invest in their own assets and
equipment, which are installed within BT’s
exchanges.313

Source: Economic Insight analysis.

12.1.1.4 Scope of revenues and costs
We also have examined the regulatory regime for each of the comparator sectors.
This is because differences in the regulatory structure between the comparator
sectors and the NHH water retail market may have a different impact on revenues and
costs (and, therefore, margins). We discuss each sector in the table overleaf.

310

311
312

313

‘Setting price controls for 2015-20 – final methodology and expectations for companies’ business plans.’
Ofwat (July 2013); p. 10.
‘Energy market investigation: Summary of final report.’ CMA (June 2018); p.21.
Draft statement of method and data table requirements - Review of non-household retail price controls.’
Ofwat (March 2016); p. 14.
Uswitch website.’ Please see here: https://www.uswitch.com/broadband/guides/what-is-llu/
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Table 45: Assessment of scope of revenues and costs

Comparator

HH water
retail
England and
Wales

NHH water
retail in
Scotland

Energy –
Domestic and
non-domestic

MVNO

ISP

314
315

316
317

318
319
320

Description of activities

Similarity
to NHH
retail
water
sector

In the HH water sector, the timeline of the analysis falls
into the PR14 price control. In PR14, Ofwat set the
allowed revenues based on allowed retail costs derived
from ACTS which include an efficiency challenge; and on
an allowed net retail margin.314 Overall, the PR14
approach is similar to that in the NHH water retail
market in that it sets an allowance for similar types of
costs in the relevant time period of comparison. 315
Compared to the NHH market in England, the Scottish
regulator sets the maximum increase of allowed revenue
in nominal terms for different customer groups on an
annual basis and/or over the entire price review
period.316 Similar to the NHH water retail market, it sets
the tariffs that retailers can charge. The regulator in
Scotland, WICS, then publishes directions annually of the
maximum tariff that a licensed provider is allowed to
charge its NHH retail customers for providing a default
level of service.317 Although one would expect that the
allowances for the type of costs are similar to the NHH
water retail market in England, some difference may
remain.
In the energy market, tariffs are capped if (i) the
customer uses a prepayment meter; or (ii) the customer
is on a standard variable tariff / a default tariff. 318 These
apply to both domestic and non-domestic customers.
The regulator sets a cap which is revised every 6
months.319 Cost allowances include similar types of costs
as in the NHH water retail market, however, it also
includes allowances for sales and marketing activities as
well as network and policy costs.320 Overall, main
differences to setting default tariffs in the NHH water
retail market remain in relation to the type of costs
included in the allowance.
In the telecoms market, the regulator, Ofcom, does not
set any tariffs that MVNOs or ISPs may charge their
customers. Thus, their revenues and costs are mainly
influenced by market forces.
In the telecoms market, the regulator, Ofcom, does not
set any tariffs that MVNOs or ISPs may charge their
customers. Thus, their revenues and costs are mainly
influenced by market forces.

‘Appendix 11 – Securing cost efficiency.’ Ofwat (December 2017); p. 17.
‘2014 price review cost allocation for retail and wholesale price controls.’ Ofwat (March 2014); Table 2 on
p. 10ff.
‘The Strategic Review of Charges 2006-10: The draft determination volume 7.’ WICS; p. 85.
‘Default services, standards and maximum tariffs for water and sewerage service providers.’ WICS
(January 2020); p. 3.
‘Ofgem website.’ Please see: https://www.ofgem.gov.uk/energy-price-caps/about-energy-price-caps
Default Tariff Cap – Overview.’ Ofgem (November 2018); p. 6.
‘Appendix 6 — Operating costs.’ Ofgem (November 2018); p. 5.
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Source: Economic Insight analysis.

12.1.1.5 Bad debt exposure
Bad debt costs are an important issue in all comparator sectors as these often make up
a significant proportion of their cost to serve. Therefore, we have assessed the
relative size of bad debt costs to those in the NHH water retail market.
The figure below shows the reported bad debt costs in the NHH water retail market
(in blue) and the comparator sectors (in purple) as a proportion of their total cost to
serve. Metrics are averaged over three years.

HH water
retail
la d

HH water
retail

o domesti

omesti

waste
Water

waste
Water

Water

waste

ad debt

ost to serve

Figure 104: Bad debt costs as proportion of total cost to serve

HH water
retail
otla d
et ovid

er y

x l.

Notes: For some ISP companies, the financial year ends in March, whilst for other water, energy,
MVNO and ISP companies, it ends in December. The figure for the NHH water retail market is
based on six retailers, a mix of incumbents and new entrants. Adjustments have been made to bad
debt costs in 2019/20 to strip out the effects of COVID-19. That is, the average of bad debt-related
costs in the years 2017/18 and 2018/19 are used to estimate “typical” bad debt costs for 2019/20.
Source: Economic Insight calculations of RFI data, and data from the statutory accounts and
regulatory accounts (Annual Performance Reports for HH water). For the energy market, data on
bad debt costs is from various sources (see Table 51).

The bad debt costs in the NHH water retail market make up around 21% of total cost
to serve. Compared to the other sectors, the NHH water retail market in Scotland is
most closely aligned with the NHH water retail market in England and Wales, followed
by the domestic energy market. Both the MVNO and ISP market have significantly
lower proportions of bad debt costs and the HH water retail and non-domestic energy
market have significantly higher bad debt proportions. Thus, these sectors may not be
as comparable to the NHH water retail sector in relation to bad debt exposure.
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12.1.1.6 Overall assessment of similarity
In this section, we summarise the assessment of similarity of the comparator sectors
to the NHH water retail market through a RAG rating. Green indicates that the
industry is very similar, amber indicates that the industry is moderately similar and
red indicates that the industry is not very similar to the NHH water retail market.
Overall, the NHH water retail market in Scotland and the HH water retail sector in
England and Wales are most similar to that in the NHH water retail market in England
and Wales. Nevertheless, the MVNO and energy market provide a good benchmark to
compare costs and margins once the difference in the bad debt risk is taken into
account. That is, we have applied an adjustment to bad debt costs in each comparator
sector to make the ACTS more comparable to those in the NHH water retail market
which is detailed in section 12.1.3.2.321 The ISP market shows to be least comparable
to the NHH water retail market and, thus, does not provide as good as a benchmark.
Table 46: Summary of assessment
HH water
retail
England
& Wales

NHH water
retail
Scotland

Energy
Dom.

Energy
Non-dom.

MVNO

ISP

Similarity of
activities

Competitiveness

Asset
intensity

Scope of
revenues
and costs

Bad debt
exposure

Source: Economic Insight analysis.

321

Note that this adjustment is not applied when comparing margins.
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12.1.2 Comparator overview
In our analysis, we compare the industry-average costs and margins in the NHH water
retail sector with the industry-average costs and margins in the other sectors. It was
important that the individual companies included in the analysis for each sector to
illustrate the industry costs and margins ideally cover the majority of the market as
measured by customer numbers. The following table outlines the individual
companies included in the analysis for each sector and their combined market share.
Table 47: Comparator companies and market shares
Sector

Companies
All 17 water only companies
(WoCs) and water and wastewater
companies (WaSCs)

Market share

NHH water retail
Scotland323

Business Stream

>90%

Energy
Domestic324

Centrica; E.ON; EDF; Npower; SSE

~70%

Energy
Non-domestic325

Centrica; E.ON; EDF; Npower; SSE

68% electricity
51% gas

MVNO326

Virgin Mobile; Giffgaff; Tesco
Mobile; Lebara Mobile; Lyca Mobile

~80%

ISP327

EE; Plusnet; Virgin Media: TalkTalk

65%

HH water retail
England and Wales322

100%

Note: We do not include Sky in the ISP market which covers around 23% of customers of the
market as it does not provide enough information in its financial statements to separate cost to
serve from other operating costs. We do not include Giffgaff (covering around 16% of customers)
in some margin metrics and the ROCE as it appears to be an outlier.

322

323

324
325

326

327

For HH water retail data, please see a list of companies here: https://www.ofwat.gov.uk/regulatedcompanies/price-review/2019-price-review/final-determinations/.
For Business Stream data, we estimate that there are between 130,000 to 170,000 businesses in Scotland
(please see https://www.scotlandontap.gov.uk/ and https://www.castlewater.co.uk/services/businesswater/scotland). Taking the difference between the 340,000 estimated total customers Business Stream
serves and the number of customers that Business Stream serves in the English market from the RFI allows
us to estimate a market share of above 90% (see the number of Business Stream customers here:
https://www.business-stream.co.uk/news-media/press-releases/business-stream-goes-from-strength-tostrength/ ).
For domestic energy data, please see ‘State of the market report 2019.’ Ofgem (October 2019); p. 31.
For energy market share data of small business customers, please see Figure 3.18 and 3.19 on p. 58 here:
https://www.ofgem.gov.uk/system/files/docs/2019/11/20191030_state_of_energy_market_revised.pdf.
Note that we have not included more companies as these do not provide the necessary level of detail such
as the number of customers/meter points for gas and electricity. Thus, the subsequent comparisons
overrepresent industry incumbents.
For MVNO data, please see the companies’ financial accounts and p. 4 here:
https://www.grantthornton.co.uk/globalassets/1.-member-firms/united-kingdom/pdf/publication/stateof-the-uk-mvno-market.pdf.
For ISP data, please see ‘Summary of UK telecoms metrics’ here: https://www.ofcom.org.uk/research-anddata/multi-sector-research/cmr/cmr-2020.
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We have used the most recent three years of data available for each of the comparator
sectors. Specifically:

•

For the energy, MVNO, and ISP market, we have used data from the financial
years covering 2017 – 2019.

•

For the HH water retail sector, we have used the years 2018 – 2019. We note
that, although data for the year ending 2020 was also available, we did not include
it since we understand that the year 2020 does not show a ‘typical’ year in this
sector due to the effects of COVID-19.

•

For the NHH water retail market in Scotland, we have used the years 2015/16
and 2016/17, as we understand that these show the costs and expenses in a
‘typical’ year. We have not used more recent years as (i) Business Stream had not
yet entered the English market by 2016/17 and, thus, these years show costs and
margins mostly related to the Scottish operations; and (ii) in the financial years
2017/18 and 2018/19, Business Stream incurred high exceptional expenses in
relation to bad and doubtful debts from vacant properties and amortisation
expenses of customer book acquisitions.328

12.1.3 Methodology to calculate costs and margins
In order to understand whether cost and margins have been set too low in the NHH
water retail market in England, we have specifically compared the Average Cost to
Serve (ACTS) each customer and three different profitability measures. These
profitability measures are the Return on Capital Employed (ROCE), Earnings Before
Interest and Taxes (EBIT) margins and retail EBIT margins.
However, comparing ACTS of the NHH water retail market with ACTS in the
comparator sectors does not take account of the fact that the sectors are different in
terms of the scope of activities and risks. Therefore, we have also adjusted the ACTS
in the comparator sector to account for some of the differences and thus make the
ACTS more comparable to the NHH water retail market.
The calculation of industry ACTS, adjusted industry ACTS and industry margins is set
out in the following sections.
12.1.3.1 ACTS
ACTS indicates the average cost to serve a customer excluding any costs related to
non-retail activities such as wholesale charges in the water sector or environmental
charges in the energy market.
The general formula to calculate ACTS is: Retail costs / Customer numbers.

328

‘Financial Statements 2017/18.’ Business Stream (December 2018); p. 4; and ‘Financial Statements
2018/19.’ Business Stream (August 2019); p. 5.

278

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

Retail costs
As can be seen in the table below, we have used ‘Administrative expenses’ line in the
statutory accounts to identify the retail costs in each sector.
Table 48: Line-item descriptions in the data sources
HH water
retail
England and
Wales

NHH water
retail Scotland

Energy329

MVNO

ISP

Income statement data
Retail
cost to
serve

Operating
expenditure

Administrative
expenses

Indirect cost

Administrative
expenses

Estimated

Source

Annual
Performance
Report: Table
2.A and 2.F

Statutory
accounts

Consolidated
Segmental
Statements

Statutory
accounts

Statutory
accounts

Note: The approach to estimate the costs for the ISP companies is detailed in the next paragraph.

However, for ISPs, we could not use the same approach because the figures in the
administrative expenses do not seem to correspond to retail costs only (as evidenced
by the fact that the proportion of administrative expenses to total operating costs is
highly variable across companies as it ranges from around 30% to around 100%).
Therefore, we have estimated the retail costs for ISPs by the average proportion of
administrative costs / total operating costs in the MVNO sector. Simply, the retail
costs for each company in the ISP sector is (i) x (ii) where: (i) is the average
proportion of administrative costs / total operating costs in the MVNO sector; and (ii)
is the total operating costs for the company. The approach is illustrated in the figure
overleaf.

329

Note that domestic and non-domestic energy data is provided separately in the Consolidated Segmental
Statements.
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Figure 105: Calculation of administrative costs in the ISP market

Note: To calculate administrative cost to serve, the 𝒆̅ indicates the average of the proportion of all
MVNO providers.
Source: Economic Insight analysis of statutory account data.

Customer numbers
The second component of ACTS is the number of customers that a retailer serves. The
table below shows the proxy for customer numbers used for each sector and its
sources.
Table 49: Customer metrics and data sources
Sector
NHH water retail
England & Wales (actual
figures)

Customer metric

Source

Number of premises; number
of unique customers

RFI
Ofwat PR19 data “Cost
assessment FM RR1”
(from APR)
RFI; Statutory
accounts
Consolidated
Segmental Statements

HH water retail England
and Wales

Number of connected
households

NHH water retail
Scotland

Number of premises

Energy

Number of supply points

MVNO

Number of subscribers

Statutory accounts

ISP

Number of subscribers

Statutory accounts/
annual reports

Notes: For customer numbers in the Scottish market, we have subtracted the number of premises
as shown in the statutory accounts for 2019/20 from the number of premises in the English
market in the RFI. We deem these as best estimation of customer metrics as no information in
customer numbers is available in earlier years. For data for HH water retail, please see:
https://www.ofwat.gov.uk/regulated-companies/price-review/2019-price-review/data-tablesmodels/. Note that for some companies in the ISP market, we have estimated subscriber numbers
based on the industry growth in the specific year when no customer data was available.
Source: Economic Insight analysis.
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As can be seen, most of the comparator sectors do not record the number of unique
customers but rather the number of premises. Therefore, we have presented the
comparator ACTS based on the number of premises.
Industry-average ACTS
After having collected the data, the following steps are needed to calculate the
industry-average ACTS.
Step 1: Calculation of the ACTS for each company
To calculate each company’s ACTS, we have divided the retail costs by the customer
metric as shown in Table 49.
Step 2: Aggregation to the industry level
Next, we calculated the industry-average ACTS in each year by weighting the
individual ACTS for each company by the number of premises. This takes account of
the importance of each company in the market. The approach shown in the table
below is followed for each year of the data.
Table 50: Illustrative calculation of weighted ACTS
Retail costs

Customer
numbers

% of
overall
customers

ACTS

Weighted
simple ACTS

a

b

c = b/Total

d = a/b

cxd

Thames
Water
(TMS)

£173,700,000

5,455,787

65%

£32

£21

United
Utilities
(UU)

£104,453,000

2,997,662

35%

£35

£12

Total
(TMS + UU)

8,453,449

£33

Source: Economic Insight analysis of Ofwat PR19 and Annual Performance Report data from
2018/19.

For the energy sector, the industry-average ACTS in each year is calculated by
summing the ACTS for electricity and gas per premises in each year (individually
calculated as above). Specifically:

•

Since most domestic customers are on a dual-fuel tariff, it is assumed that the
ACTS per premises consists of retail costs for electricity and gas. 330 Thus, the
ACTS for domestic customers is calculated by summing the ACTS for electricity
and gas.

•

The same approach is used for business premises (i.e. non-domestic energy). This
is based on the assumption that, since the majority of businesses in the UK are
micro- or small businesses, they likely have similar consumption patterns as

330

‘Choose website.’ Please see: https://www.choose.co.uk/news/2019/half-energy-customers-expensivetariffs/.
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domestic consumers.331 However, we understand that the ACTS might be skewed
upward if not all businesses use both electricity and gas. For example, business
customers that only use gas would incur ACTS of around £930 whereas business
customers that only use electricity would incur ACTS of around £2,280 instead of
the combined ACTS of around £3,210.332
Step 3: Averaging over all years
Lastly, we have averaged the industry ACTS over the three years of available data.
12.1.3.2 Adjustments
A simple comparison between the ACTS of the comparator sectors and the ACTS of the
NHH water retail market would not be enough information to conclude whether costs
are ‘too low’, appropriate, or ‘too high’ compared to other sectors. This is because –
although all comparators are retail companies - there are differences in (i) the scope
of activities; (ii) the sectors’ bad debt exposures; and (iii) the risk exposure between
each sector. These differences influence both the level of costs and margins. In order
to be able to compare the level of ACTS in the NHH water retail market with those in
other sectors on a more comparable basis, we have adjusted the simple industryaverage ACTS in the comparator sectors. Specifically, we have mainly adjusted for
differences in the scope of activities and bad debt costs which we describe in detail in
the following paragraphs.
Bad debt costs
Each sector has a different bad debt exposure as can be seen in Figure 104 which are
material in some sectors. Not accounting for these differences in bad debt costs and
their effect on cost to serve would not allow a robust comparison to cost to serve in
the NHH water retail market. Thus, we have made an adjustment to bad debt costs in
each sector.
We understand that the main drivers of bad debt costs in the water sector are the
number of customers, the average bill size and the propensity to default on the bill
payment.333 This is because: (i) the more customers a retailer serves the higher the
bad debt costs, however, average costs per customer are not expected to be affected
much; (ii) the higher the average bill size, the higher the bad debt costs as more
revenue is at risk if a customer defaults; and (iii) the estimated propensity of default
for different customer types influences the level of bad debt costs.
These three factors are also likely relevant in other comparator industries since these
are all utility services with largely the same customer groups. It is possible, of course,
that there are other important drivers of bad debt in some sectors. Nevertheless, we
make an adjustment to reported bad debt costs in the comparator sectors by the
relative size of NHH water retail to other sectors’ bill size. This implies that if the bill
size between the NHH water retail sector and a comparator sector is different, the bad

331

332

333

‘Gov.uk website.’, please see Figure 2: https://www.gov.uk/government/statistics/business-populationestimates-2019/business-population-estimates-for-the-uk-and-regions-2019-statistical-release-html
We have used the average rates between the minimum rate of microbusinesses and the maximum rate of
small businesses. ‘U Switch for business website.’, please see average electricity and gas rates:
https://www.uswitchforbusiness.com/business-energy/average-business-electricity-gas-consumption
‘Cost assessment for PR19: a consultation on econometric cost modelling.’ Ofwat (March 2018); p. 24.
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debt costs in the comparator sector need to be adjusted to enable a “like-for-like”
comparison.
There are several steps involved to calculate the bad debt adjustment.
Step 1: Calculation of bad debt costs
The bad debt costs are mostly reported in the companies’ statutory accounts under
“Impairment losses of trade receivables” or “Expected credit losses recognised on
trade receivables” in the operating expenses.334 However, where this was not stated
we have estimated the proportion of bad debt costs to retail costs using the following
approach.

•

For HH water retail, companies have reported their bad debt costs and other
retail operating costs as part of Ofwat’s cost assessment in PR19 for retail services
(which is based on their Annual Performance Reports). 335 The industry-average
proportion of bad debt costs of total retail operating costs is used as the basis for
the bad debt adjustment.

•

For the NHH retailer in Scotland, we have assumed that the proportion of bad
debt costs to retail operating costs is similar to that of the English operations. The
latter is available for the years 2017/18 and 2018/19 in the RFI. The 2019/20
data were not used as these are not “typical” for the market (due to the effect of
COVID-19 on bad debt costs).

•

For the energy market, bad debt costs differ between payment types. During the
investigation of the energy market by the CMA, it analysed the bad debt costs and
stated that costs of bad debt for standard credit customers based on the six
largest energy firms made up 36%, on average, of the total cost to serve each
standard credit customer.336 It also noted that only 7% of electricity prepayment
meter (PPM) customers and 10% of gas PPM customers are in debt.337 However,
the CMA did not consider that PPM customers would incur any bad debt as these
customers pay – by definition – in advance for their energy usage.338 Specifically,
the following table shows the proportion of customers on each payment type for
both gas and electricity and the proportion of bad debt costs of overall retail
operating costs.

334

335

336
337
338

See, for example: Note 3 in Tesco Mobile’s statutory accounts 2019 or Note 2 in TalkTalk’s statutory
accounts 2019.
Ofwat website, please see ‘Cost assessment FM RR1’ file: https://www.ofwat.gov.uk/regulatedcompanies/price-review/2019-price-review/data-tables-models/
‘Appendix 9.8: Analysis of indirect costs by payment method.’ CMA (June 2016); p. 44..
Appendix 9.8: Analysis of indirect costs by payment method.’ CMA (June 2016); p. 8.
Appendix 9.8: Analysis of indirect costs by payment method.’ CMA (June 2016); p. 29.
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Table 51: Proportion of customers on different payment types and their share in bad
debt costs
Payment
method

Direct Debit
Standard
Credit
Prepayment
Meter

% of customers on
this payment type electricity
NonDomestic
domestic
[43 – 65]
76

% of customers on
this payment type gas
NonDomestic
domestic
[43 – 65]
85

[23 – 40]

24

[23 – 40]

[12 – 16]

0

[12 – 16]

Proportion of bad
debt costs of total
cost to serve (%)
Electricity

Gas

29.4

30.2

15

36

36

0

0

0

Source: For domestic proportions of the payment type, see
https://www.ofgem.gov.uk/sites/default/files/docs/2008/10/energy-supply-probe---initialfindings-report.pdf; p. 40 and 42. We assume that the proportions do not differ between electricity
and gas as no further breakdown is provided. For non-domestic proportions of the payment type,
see https://www.ofgem.gov.uk/ofgem-publications/39449/quantitative-research-non-domesticcustomer-engagement-and-experience-energy-market-pdf; p. 35. Note that to simplify, we assume
that none of the business customers pay by prepayment meter (as the proportion overall appears
to be less than 1%) and those respondents that are unsure of their payment type are included in
the standard credit proportion. Thus, the proportion of customers paying by standard credit
might be lower whereas the customers paying by direct debit might be higher. The proportion of
bad debt costs for standard credit can be found here:
https://assets.publishing.service.gov.uk/media/576bcc08ed915d3cfd0000b9/appendix-9-8analysis-of-costs-by-payment-method-fr.pdf; p. 44. Note that we assume that the bad debt
proportions are the same for electricity and gas customers paying by standard credit as no further
breakdown is provided. The proportion of bad debt costs for direct debit can be found here
https://www.ofgem.gov.uk/system/files/docs/2018/05/appendix_12__payment_method_uplift.pdf; p. 16.

The proportion of bad debt costs for domestic and non-domestic gas and electricity
customers is calculated by a weighted average by payment types as shown in the table
below.
Table 52: Calculation of proportion of bad debt cost

Payment
method

Direct debit
Standard
credit
Prepayment
meter
Weighted
proportion
of bad debt
(sum)

% of customers
on this
payment type electricity

% of customers
on this payment
type - gas

Proportion of
bad debt costs
of total cost to
serve

Proportion of bad debt cost of total
cost to serve

Dom.

Nondom.

Dom.

Nondom.

Electr.

Gas

Dom.
electr.

Dom.
gas

Nondom.
electr.

Nondom.
gas

a

b

c

d

e

f

axe

cxf

bxe

dxf

54%

76%

54%

85%

29.4%

30.2
%

15.9%

16.3%

22.3%

25.7%

31.5%

24%

31.5%

15%

36%

36%

11.3%

11.3%

8.6%

5.4%

14%

0%

14%

0%

0%

0%

0%

0%

0%

0%

27.2%

27.6%

31.0%

31.1%

Source: Economic Insight calculations of data as outlined in Table 51.
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Step 2: Calculation of bill sizes for each company
Next, we adjust the bad debt costs for each comparator sector based on the bill size of
the comparator and the NHH water retail market. Bill sizes for each company are
calculated by dividing end-to-end revenues by the customer metric in the latest
available year of the comparator companies. 339
For the energy market, the approach differs as the customer metric does not reflect
the number of premises. For the domestic energy market, the average bill size is
based on the dual-fuel bill in 2019.340 For the non-domestic energy market, the
average bill size is based on the average bill size of micro- and small businesses.341
These types of businesses make up around 99% of the UK market and, thus, represent
a “typical” business customer.342
Step 3: Aggregation of bill sizes to the industry level
The industry-average bill size is then derived by weighting each company’s bill size by
the number of customers. The approach is the same as described in Step 2 of
calculating the ACTS.
Step 4: Application of bad debt adjustment to comparator ACTS
To calculate the adjusted bad debt costs, the bad debt cost per customer is multiplied
by the relative bill size of the NHH water retail market to the comparator sectors. If
actual bad debt costs in the sector are higher than the adjusted bad debt costs, this
means that bad debt costs would be lower in the comparator sector if it had the same
bill size of the NHH water retail market. Thus, to make the ACTS in the comparator
sector more comparable to that of the NHH water retail market, the difference
between the adjusted and non-adjusted bad debt cost is taken out of the comparator
ACTS. This approach is shown in the table overleaf.

339
340

341

342

This is the year 2019; and for the Scottish NHH water retail market the year 2016/17.
‘Ofgem website.’ See chart "Large legacy suppliers: Domestic dual fuel bill breakdown over time" here:
https://www.ofgem.gov.uk/data-portal/retail-market-indicators
We have used the average rates between the minimum rate of microbusinesses and the maximum rate of
small businesses. ‘U Switch for business website.’, please see average electricity and gas rates:
https://www.uswitchforbusiness.com/business-energy/average-business-electricity-gas-consumption
‘Gov.uk website.’, please see Figure 2: https://www.gov.uk/government/statistics/business-populationestimates-2019/business-population-estimates-for-the-uk-and-regions-2019-statistical-release-html
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Table 53: Illustrative calculation of bad debt adjustment
Bad debt
prop.

Simple
ACTS

Bad debt
cost

Avg. bill
size

a

b

c=axb

d

33%

£27

£8.7

£328.0

HH
water
retail
Average
bill size
NHH
water
retail

Adjusted
bad debt
cost
f=cx
(e/d)

Adjustment
to simple
ACTS

£37.1

+£28.4

f-c

£1,400
(=e)

Notes: The ACTS are not the same as presented in Table 50 as it is an illustrative example only.
Source: Economic Insight calculations of HH water retail data from Ofwat PR19 and Annual
Performance Report data.

Smart metering
Energy retailers have to purchase, install, maintain and replace faulty meters whereas
NHH water retailers do not own the smart meters. 343 Therefore, the costs associated
with smart metering is much higher in the energy market.
For non-domestic energy customers, Ofgem estimates that metering costs account for
2.4% of the average non-domestic gas bill which equates to around £84 per metering
point compared to an average meter reading cost of £5 per customer for WaSCs. 344
We have, therefore, adjusted the smart metering for non-domestic energy customers
by the difference in smart metering costs between water and energy, that is by £79.
For domestic energy customers, Ofgem estimates that the smart metering net costs
(net of operating benefits) are between £9.00 to £9.75 for gas and between £9.60 to
£10.40 for electricity for 2019/20.345 Thus, we have adjusted the ACTS by the average
gas and electricity net metering costs for domestic customers.
Cost of holding inventories
ISPs provide routers and other equipment to customers necessary to install
broadband and other services. As such, they keep a log for inventories. We have
made an adjustment for inventory costs as NHH water retailers do not incur this type
of cost. The adjustment is based on the proportion of inventory costs to total retail
cost to serve.

343

344

345

‘Draft statement of method and data table requirements - Review of non-household retail price controls.’
Ofwat (March 2016); p. 14.
Draft statement of method and data table requirements - Review of non-household retail price controls.’
Ofwat (March 2016); p. 14
‘Appendix 10 – Smart metering costs.’ Ofgem (May 2018); p. 15.
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Overall adjustments
Applying the bad debt, smart metering and inventory cost adjustment to the ACTS in
the comparator sectors yields the following actual ACTS that are more comparable to
the NHH water retail market.
Table 54: Adjustments to simple actual ACTS
Sector
HH water
retail
England
and
Wales

Simple
ACTS

Bad debt
adjustment

Smart
metering
adjustment

Inventories
adjustment

Comparable
ACTS

+£28
£27

£55

(based on bill
size of £328)

NHH
water
retail
Scotland

£194

(based on bill
size of £1,138)

Energy Domestic

£206

(based on bill
size of £1,171)

Energy –
Nondomestic

£738

(based on bill
size of £3,209)

MVNO

£34

(based on bill
size of £153)

ISP

£53

(based on bill
size of £233)

+£9

+£11

-£129

£202

-£10

£207

-£79

£530

+£29

+£33

£63

-£10

£77

Notes: Figures do not necessarily add up due to rounding.
Source: Economic Insight calculations.

12.1.3.3 Margins
To understand whether the level of profitability is too low in the NHH water retail
market, we look at three different measures of profitability. This is because each of
the three measures has its limitations and thus the conclusions are more robust when
looking at a range of profitability measures. These are as follows:

•

EBIT margin. The EBIT or net margin is often used to compare profitability in
asset light industries such as water retail. However, it is expressed as percentage
of end-to-end revenues and thus includes variation in revenues to recover
different types of costs across industries. That is, it might also pick up revenues
needed to recover non-retail activities (i.e. wholesale charges).

•

Retail EBIT margin. The retail EBIT margin addresses the limitation of the EBIT
margin by excluding any revenues that are not related to retail activities.
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Therefore, it captures the profitability of retailers better than the EBIT margin.
However, this still cannot adjust for differences in the scope of retail activities.
For example, a higher margin in the energy sector might indicate activities and
risks that are not present in water retail rather than a ‘too low’ margin in water
retail.

•

ROCE. The ROCE measures economic profitability and, thus, provides a good
basis of comparison across industries. However, ROCE might overestimate
profitability in asset light industries such as NHH water retail has most of its
employed capital is in intangible assets that are not captured in the balance sheet.

In addition, in order to assess the level of allowed gross margins in the NHH water
retail market for customers with small and medium consumption, we have calculated
the gross margin in each of the comparator sectors.
In the following paragraphs, we outline the approach and data sources to calculate
each measure in turn.
Step 1: Calculation of margins and ROCE for each company
For each company and year, the margins and ROCE are calculated by using the data
sources as outlined in the table overleaf.
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Table 55: Data sources for margins and ROCE
HH water
retail
England and
Wales

NHH water
retail Scotland

Energy

MVNO

ISP

Operating
profit
before
exceptional
items

Income statement data

EBIT

Operating
profit after
recharges

Operating
profit

EBIT

Operating
profit before
exceptional
items

End-toend
revenue

“Revenue –
price control”
and
“Revenuenon-price
control” +
Wholesale
charges

Revenue

Revenue

Revenue

Revenue

Nonretail
costs

Wholesale
charges
revenue

Wholesale
charge + Other
balances (paid
to Scottish
Water) +
Service Level
Agreement
services
provided by
Scottish Water

Cost of sales –
indirect costs

Cost of sales

Estimated

Source
for all of
the above

Annual
Performance
Report: Table
2.A and 2.F

Statutory
accounts

Consolidated
Segmental
Statements

Statutory
accounts

Statutory
accounts

Balance sheet data
Total
assets –
current
liabilities
Fixed
wholesal
e assets

Total assets –
current
liabilities of
appointed
activities
Total fixed
assets – HH
retail fixed
assets

Total assets –
current
liabilities

Total assets –
current
liabilities

Total assets –
current
liabilities

Total assets
– current
liabilities

NA

NA

NA

NA

Fixed
retail
assets

HH retail
fixed assets

NA

NA

NA

NA

Source
for all of
the above

Annual
Performance
Report: Table
1.C and 2.D

Statutory
accounts

Statutory
accounts of
supply units

Statutory
accounts

Statutory
accounts

Note: The approach to estimate the costs for the ISP companies is detailed in section 12.1.3.1.
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EBIT margin
The EBIT margin is calculated as: EBIT/ End-to-end revenues.
The EBIT is the operating profit after subtracting cost of sales, other operating costs,
depreciation and amortisation from the end-to-end revenues.
The end-to-end revenues are the revenues earned to cover a company’s retail
activities, wholesale charges and other industry fees such as environmental charges.
In the HH water retail market, the end-to-end revenues are obtained by summing
the retail revenues (after recharges) and the wholesale charges.346
All figures are reported in the comparator companies’ statutory and/or regulatory.
Retail EBIT margin
The retail EBIT margin is calculated as: EBIT/ Retail revenues.
The EBIT is as described above.
The retail revenues are those revenues earned to cover a company’s retail activities
only. To obtain retail revenues, ideally, the costs related to non-retail activities should
be subtracted from the end-to-end revenues.347 However, it is not always clear from
companies’ statutory accounts which cost lines relate to retail-only activities and
which cost lines relate to non-retail activities. In practice, recorded cost items most
likely include both types of activities. Nevertheless, the comparator sectors’ ‘cost of
sales’ line generally records non-retail activities such as wholesale and other industry
charges. As shown in Table 55, the non-retail costs for each sector are sourced from
the following data:

•

In the water sectors, the ‘cost of sales line’ is always attributed to wholesale
charges and thus it covers all non-retail costs.

•

In the energy market, the regulatory accounts do provide a clear description so
that these can be broadly divided between costs attributed to non-retail and retail
activities.

•

For the MVNO companies, we have used the ‘cost of sales’ line to approximate the
non-retail costs.

•

For the ISP companies, we have approximated the ‘cost of sales’ line. Using a
similar approach to approximate retail costs, the non-retail costs are obtained by
multiplying the average proportion of cost of sales/ total operating costs in the
MVNO market with total operating costs for each ISP comparator company.

Return on capital employed
The ROCE is calculated as: EBIT/ Capital employed.

346

347

Retail revenues are recorded in Table 2A.1 and wholesale charges are recorded in Table 2F.7 in the Annual
Performance Report.
Note that Giffgaff is not included in the MVNO retail EBIT margin as it is an outlier compared to the
margins of the other companies.
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The EBIT is as described above.
The capital employed for each company is calculated as total assets – current
liabilities. Balance sheet data is obtained from companies’ statutory accounts if these
are only retailers. This is the case for the comparator companies in the ISP, MVNO,
and NHH water retail market in England 348 and in Scotland (since these companies
only undertake retail activities).349
For the HH water retail sector and the energy market, retail balance sheet data is
estimated by the following approach.

•

For HH water retail, the comparator companies are also involved in wholesale
activities and, thus, the balance sheet data also includes assets for wholesale
activities. To estimate the proportion of capital employed related to retail
activities, we have calculated the share of fixed retail assets to total fixed assets.
Then, this share is multiplied with the capital employed for each company, to
estimate the capital employed related to retail activities.

•

Similarly, some companies in the energy market are also wholesalers. To
estimate capital employed related to the supply of energy only, we have used the
balance sheet data in the statutory accounts of their supply business units’.350

Gross margin
The gross margin is calculated as: Gross profit/ End-to-end revenues.
The gross profit is the profit earned after subtracting cost of sales from end-to-end
revenues. The same data is used to calculate gross profit as outlined in the EBIT
margin and retail EBIT margin calculation.
The end-to-end revenues are as described above.
Step 2: Aggregation to industry level
Next, we aggregate the margins and ROCE figures for each company to create an
industry-average figure for each year. We have weighted the individual margins and
ROCE figures by the number of premises. The approach is shown in the Table 50.
Step 3: Averaging over all years
Lastly, we have averaged the industry margins and ROCE over the three years of
available data.
12.1.4 Comparison of actual costs and margins against other sectors
The following figures show the actual ACTS and margins of the NHH water retail
market compared to those in other sectors. The figures for the NHH water retail
348

349

350

We have relied on the statutory accounts since this information was not available for the English market
from the RFI.
Note that Giffgaff is not included in the in the MVNO ROCE as it is an outlier compared to the ROCE of the
other companies.
Note that we have only included the supply business units of SSE, Centrica and E.ON as both the EBIT and
capital employed for npower and EDF’s supply units are negative in some years thus making the ROCE
meaningless.
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market are presented on the industry level as well as on a more disaggregated level
showing ACTS and margins for each customer usage band.

o domesti

omesti

HH retail

otla d

HH retail

et ovid

T per premises

Figure 106: Actual ACTS per premises comparison against other sectors

HH water retail

omparable

T

la d

mbers i red

Water

ad debt

er y

mart meter

ve tories

Notes: For some ISP companies, the financial year ends in March, whilst for other water, energy,
MVNO and ISP companies, it ends in December. The shaded block to the comparable ACTS
indicates that these are additional bad debt costs added to the industry ACTS to make the sector
comparable to the NHH water retail market. The NHH water retail figures include 6 NHH water
retailers, a mix of incumbents and new entrants
Source: Economic Insight calculations of RFI data, and data from the statutory accounts and
regulatory accounts (Consolidated Segmental Statements for energy and Annual Performance
Reports for HH water).
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Figure 107: Actual ACTS per premises by customer segment comparison against other
sectors

er y

mart meter

ve tories

Notes: Please see notes under Figure 106. Source: Please see Figure 106.

Figure 108: Actual net margin comparison against other sectors

.
.
er y o domesti

.

er y omesti
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HH water retail Water

waste

HH water retail
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et mar i
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Notes: For some ISP companies, the financial year ends in March, whilst for other water, energy,
MVNO and ISP companies, it ends in December.
Source: Economic Insight calculations of RFI data, and data from the statutory accounts and
regulatory accounts (Consolidated Segmental Statements for energy and Annual Performance
Reports for HH water).
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Figure 109: Actual net margins by customer segment comparison against other sectors
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Notes: Please see notes under Figure 108 Source: Please see Figure 108.

Figure 110: Actual retail net margin comparison against other sectors
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Notes: Please see notes under Figure 108. Source: Please see Figure 108
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Figure 111: Actual retail net margins by customer segment comparison against other
sectors
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Notes: Please see notes under Figure 108. The year 2019/20 is excluded to calculate the average
margin for the 50+Ml usage segment as numerator and denominator are both negative yielding a
non-meaningful margin.
Source: Please see Figure 108.

Figure 112: Actual ROCE comparison against other sectors
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Notes: Please see notes under Figure 108. The 2019/20 figures for the NHH water retail market do
not strip out the effect of COVID-19 as no data is available to exclude it.
Source: Economic Insight calculations of data from the statutory accounts and regulatory
accounts (Consolidated Segmental Statements for energy and Annual Performance Reports for HH
water).
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Comparison of actual against allowed costs and margins within the NHH water
retail market
In this section, we describe: (i) the data sources we relied on; (ii) the methodology;
and (iii) the figures with the comparison of the actual against allowed costs and
margins in the NHH water retail market.
12.2.1 Methodology to calculate costs and margins
Ofwat has set allowances for two customer groups as detailed in the REC. 351 The
customer groups and allowances are the following:

•

Unmetered and metered premises consuming less than 0.5Ml per year.
Ofwat set an allowed net margin and allowed average retail costs for water and
wastewater customers that fall into this group. These are determined on an
individual basis for each wholesale area.

•

Metered premises consuming between 0.5Ml and 50 Ml per year. Ofwat set
an allowed gross margin for water and wastewater customers that fall into this
group. The allowed gross margins are set at 8.0% for water and 10.0% for
wastewater premises.

The next section describes the calculation of the industry level allowed ACTS and net
margins.
12.2.1.1 Allowed ACTS
To understand whether the allowances set by Ofwat are enough to cover the actual
costs and margins in the market, we have calculated the allowed ACTS per customer.
The data sources to calculate allowed ACTS are shown in the table below.
Table 56: Data sources for allowed ACTS
Data type

Line-item description

Source

Customer metric 1

Number of premises

PR16 data tables

Customer metric 2

Number of unique customers

RFI

Retail cost

Allowed average retail cost
(rc)

REC

Source: For the PR16 data, please see ‘Business retail price review 2016 – data tables’, tab ‘R4a
PR16’ here: https://www.ofwat.gov.uk/regulated-companies/price-review/2016-non-householdretail-price-review/pr16-final-determinations/. For the REC data, please see Table 1 here:
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/Retail-Exit-Code-v5.0-clean-t2.pdf.

As can be seen, we have used the number of premises that wholesale companies
provided in the PR16 determinations as the number of premises that the REC default
tariffs are applicable to are not available. We have allocated each of the REC default
tariffs to those in the PR16 default tariffs where applicable. The PR16 default tariffs
were based on premises consuming up to 5Ml (whereas the REC default tariffs apply
to those consuming up to 0.5Ml). This is not expected to skew the results if the
351

‘Retail Exit Code.’ Ofwat (December 2019).
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distribution of the number of premises across wholesale areas between the usage
bands that are less than 0.05Ml and those that are less than 5Ml is similar.
After having collected the data, the following steps are needed to calculate the
industry-average allowed ACTS per customer.
Step 1: Allocation of default tariffs into relevant groups
Before calculating the allowed ACTS at the industry level, we have allocated each
default tariff to a different group. That is, we have allocated default tariffs into five
groups: (i) metered water; (ii) metered wastewater; (iii) unmeasured water; (iv)
unmeasured wastewater; and (v) trade effluent. 352
Step 2: Aggregation to the industry level
Next, we have aggregated the allowed retail costs for each group by weighting the
individual default tariff retail costs by the number of premises. The approach is the
same as shown in Table 50. This results in industry-average retail costs per premises
for each of the five groups.
Step 3: Aggregation to metered and unmetered allowed ACTS
However, a typical bill for a business premises likely consists of water and wastewater
consumption. Thus, the industry-average ACTS is calculated by summing the allowed
ACTS per premises for water and wastewater. The approach to calculate industryaverage allowed ACTS for metered and unmetered premises is as follows:

•

For metered premises, the industry-average allowed ACTS is the sum of the
industry-average retail costs per premises for water and wastewater. That is, it is
the sum of £36 for water and £41 for wastewater, yielding an allowed ACTS per
premises of £77.353

•

For unmetered premises, we also have summed the industry-average retail
costs per premises for water and wastewater. However, the approach is different
from the metered allowed ACTS as Ofwat set tariffs that apply to both metered
and unmetered premises. Since we have allocated these tariffs to the metered
group, the industry-average allowed ACTS per unmetered premises indicates the
minimum allowed ACTS for this group. The maximum allowed ACTS for
unmetered premises is the allowed ACTS for metered premises. This indicates
the range of allowed ACTS for unmetered premises as it is not clear how the
average retail costs in these specific default tariffs are allocated between metered
and unmetered premises. That is, the minimum allowed ACTS per unmetered
premises is the sum of £20 for water and £23 for wastewater, yielding minimum

352

353

Ofwat set specific tariffs that apply to both unmetered and metered customers. We have allocated these
tariffs to the metered segment. However, this means that the unmetered tariffs might be slightly
underestimated as the unmetered customers in these tariffs have higher allowed costs allocated than those
in the average unmetered tariff. This applies to 5 tariffs: 4 water tariffs for AFW, SVT, SSC and UUW; and 1
wastewater tariff for UUW.
For metered premises that also pay for trade effluent, the industry-average retail cost for metered trade
effluent is added to the allowed ACTS for metered premises.
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allowed ACTS of £43. The maximum allowed ACTS per unmetered premises is
£77.354
Step 4: Calculation of allowed ACTS per customer
To calculate the allowed industry ACTS per customer, we have used data from the RFI
to calculate the average number of premises per customer. That is, we have divided
the number of premises by the number of customers in the unmetered and metered
(consuming up to 0.5 Ml per year) group, respectively.

•

For the metered customer usage band, we have then multiplied the allowed
ACTS per premises by the number of premises per customer.

•

For the unmetered customer usage band, we have applied the same calculation
as outlined for the metered customer usage band to the minimum and maximum
allowed ACTS per premise. In the figures, we have then presented the mid-point
between the minimum and maximum allowed ACTS as best estimate of allowed
ACTS per unmetered customer.

12.2.1.2 Allowed net margins
A similar approach is used to calculate the allowed industry net margins. 355 The data
sources to calculate allowed net margins are shown in the table overleaf.

354

355

For unmetered premises that also pay for trade effluent, the industry-average retail cost for unmetered
trade effluent is added to the minimum and maximum allowed ACTS for unmetered premises.
Note that there is no distinction between allowed net margins per customer or net margins per premise.
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Table 57: Data sources for allowed net margins
Data type

Line-item description

Source

Customer metric 1

Number of premises

PR16 data tables

Retail net margin

Allowed net margin (m)

REC

Source: For the PR16 data, please see ‘Business retail price review 2016 – data tables’, tab ‘R4a
PR16’ here: https://www.ofwat.gov.uk/regulated-companies/price-review/2016-non-householdretail-price-review/pr16-final-determinations/. For the REC data, please see Table 1 here:
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/Retail-Exit-Code-v5.0-clean-t2.pdf.

The following steps are needed to calculate allowed net margins for each of the five
groups.356
Step 1: Allocation of default tariffs into different groups
The allocation is the same as outlined for the allowed ACTS.
Step 2: Aggregation to the industry level
The calculation is the same as outlined for the allowed ACTS. However, as with the
allowed ACTS per unmetered premise, the allowed industry-average net margins for
unmetered water and wastewater premises indicate the minimum allowed net
margins. As outlined in Step 3 in section 12.2.1.1, the maximum allowed net margins
are those for metered water and wastewater customers. In the figures, the mid-point
of the minimum and maximum allowed net margin is presented.
12.2.2 Comparison of actual against allowed costs and margins
The following figures show the actual ACTS and margins of the NHH water retail
market compared to allowed ACTS and margins in the NHH water retail market. In
addition, the actual ACTS are also broken down by different cost types in order to
understand the drivers of actual ACTS for different customer usage bands.

356

Aggregated margins for metered and unmetered premises are not available as no data on allowed
wholesale costs per tariff type is available.
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Figure 113: Allowed against actual net margins
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Notes: The dark purple indicates that, for these customer usage bands, the majority of their
premises fall within the allowed usage bands of the REC. PR16 data was used for calculating and
weighting the allowed net margins. The actual net margin figures include 5 NHH water retailers,
a mix of incumbents and new entrants. Some default tariffs apply to both unmetered and metered
customers and thus could not clearly be allocated to the unmetered or metered industry net
margins. Therefore, the light blue confidence bands indicate the range of allowed unmetered net
margins for small customers where the minimum excludes these tariffs and the maximum is the
net margins in the measured segment.
Source: Economic Insight calculations of RFI, REC and PR16 final determinations data.
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Figure 114: Allowed against actual gross margins
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Notes: The dark purple indicates that, for these customer usage bands, the majority of their
premises fall within the allowed usage bands of the REC. The actual gross margin figures include 5
NHH water retailers, a mix of incumbents and new entrants. Source: Economic Insight calculations
of RFI, and REC data.
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Figure 115: Allowed against actual ACTS per unique customer
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Notes: The dark purple indicates that, for these customer usage bands, the majority of their
premises fall within the allowed usage bands of the REC. PR16 data was used for calculating and
weighting the allowed ACTS. The actual ACTS figures include 5 NHH water retailers, a mix of
incumbents and new entrants. Adjustments have been made to bad debt costs in 2019/20 to strip
out the effects of COVID-19. Some default tariffs apply to both unmetered and metered customers
and thus could not clearly be allocated to the unmetered or metered industry net margins.
Therefore, the light blue confidence bands indicate the range of allowed unmetered net margins
for small customers where the minimum excludes these tariffs and the maximum is the net
margins in the measured segment.
Source:
Economic Insight calculations of RFI, REC and PR16 final determinations data.
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stomer

Figure 116: Actual ACTS per unique customer for unmetered customers by cost types
over the last three years
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Notes: Please see notes under Figure 115.
Source: Please see Figure 115.
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Figure 117: Actual ACTS per unique customer for unmetered customers by cost types
for each year
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Source: Please see Figure 115.

Figure 118: Actual ACTS per unique customer for metered customers by cost types over
the last three years
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Notes: PR16 data was used for calculating and weighting the allowed ACTS by the number of
premises before converting these to the allowed ACTS per customer. The actual ACTS figures
include 5 NHH water retailers, a mix of incumbents and new entrants. Adjustments have been
made to bad debt costs in 2019/20 to strip out the effects of COVID-19. Source: Economic Insight
calculations of RFI data, REC and PR16 final determinations data.
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Figure 119: Actual ACTS per unique customer for metered customers by cost types for
each year
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Notes: Please see notes under Figure 118.
Source: Please see Figure 118.
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13. Annex E: Actual costs and
margins
In this Annex, we present our analysis of actual costs and margins, based
on the data we gathered from the retailers through a formal Request for
Information (RFI). This is used to inform our assessment of ToH 1(c) (i.e.
whether prices and costs are misaligned for small customers) and ToH
2(b) (i.e. whether path dependency results in dominance of price
competition at the expense of quality and innovation). We begin by
setting out the data used for this analysis, before presenting results at
the industry level and the customer segment level.
Data
The data used in this analysis was collected as part of our Request for Information
(RFI) to retailers operating in the market. Six retailers responded to our RFI, and
together, represent 91% of total SPIDs in the market in 2019/20. 357
13.1.1 Data requested
We requested each retailer to provide the data for: (i) the last three financial years –
2017/18, 2018/19 and 2019/20; and (ii) for the supply of standard retail services to
customers located in England (i.e. excluding Scotland and Wales).
Within each year, we asked retailers to provide data at both the total level and
customer group level, in order to allow us to identify differences between the costs
and margins for specific customer groups. However, different from the approach that
Ofwat has used in the REC, we selected customer groups that we believe reflect
customer behaviour. Specifically, we have defined a ‘unique customer’ as the
organisation that would engage in the market, rather than a premises or supply point
(e.g. a large company may have multiple premises, but act as a single ‘entity’). Unique
customers were segmented based on the following usage bands: (i) unmetered; (ii) 0357

‘State of the market report 2019/20.’ Ofwat (2020); p.14.
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0.05Ml; (iii) 0.05-5Ml; (iv) 5-50Ml; and (v) 50Ml+.358 These bands are broadly based
on Ofwat’s segmentation but we have specifically separated the band 0-0.05Ml to
reflect the usage of microbusinesses.359.
Retailers were asked to provide information about their customer numbers, costs and
revenues. The items requested are presented in the table below. These items were
requested across customer groups and across the three financial years. We note that
the number of premises is equal to the number of premises that each band of unique
customers has. For example, a unique customer with 0.05-0.5Ml usage might have
two premises with 0-5Ml usage.
Table 58: RFI data requests
Category

Item requested
Number of unique customers360
Number of bills raised
Number of meter reads

Customer numbers and
cost drivers

Number of unmetered premises
Number of 0-5Ml premises
Number of 5-50Ml premises
Number of 50+Ml premises
Wholesale charges
Billing
Contacts
Meter reading

Operating costs
MOSL fees
Customer acquisition
Customer retention
Debt management

358

359

360

The usage of a unique customer was defined based on the annual usage of the unique customer in that
year. If a multi-site unique customer had both unmetered and metered premises, the usage of the
unmetered premises was estimated at the retailer’s discretion.
Please see: https://www.mosl.co.uk/market-performance/details/58/proportion-of-supply-pointsswitched-within-segment
The total number of unique customers for the year was defined as the average monthly number of unique
customers. We also requested information on number of premises served in each unique customer band.
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Doubtful debt
Other operating costs
Overheads
Depreciation
Amortisation
Exceptionals
Pension deficit repair
Revenue

Revenue

Source: Economic Insight.

Where direct attribution of an operating cost to a customer group was not possible,
we allocated costs on the basis of a reasonable cost driver. This was done to ensure
that costs at the customer segment level were sufficiently comparable across retailers.
We selected cost drivers based on those previously used by Ofwat. 361 The cost
allocations are set out in the table overleaf.

361

‘Setting price controls for 2015-20 – guidance for companies on producing default tariffs.’ Ofwat (2014);
Table 4; p.22.
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Table 59: Cost allocation method
Cost

Allocation method

1

Wholesale charges

Directly attributable

2

Billing

Number of bills cost driver

3

Contacts

Unique customer numbers driver

4

Meter reading

Number of meter reads cost driver

5

MOSL fees

Number of premises

6

Customer acquisition

Unique customer numbers driver

7

Customer retention

Unique customer numbers driver

8

Debt management

Unique customer numbers driver

9

Doubtful debt

Directly attributable

10

Other operating costs

Unique customer numbers driver

11

Overheads

Unique customer numbers driver

12

Depreciation

Unique customer numbers driver

13

Amortisation

Unique customer numbers driver

14

Exceptionals

Unique customer numbers driver

15

Pension deficit repair

Unique customer numbers driver

Source: Economic Insight.

Retailers were asked to directly attribute revenue to each customer group. For one
retailer, this was not possible and so revenue was allocated to customer groups based
on estimated gross margins.
13.1.2 Analysis
Using the costs set out in Table 59, we were able to calculate the following:

» Operating cost to serve (CTS), which was calculated as the sum of items 2 to
10;

» Total CTS, which was calculated as the sum of items 2 to 15; and
» Total operating costs, which was calculated as the sum of items 1 to 15.
In the rest of this Annex, we set out our actual costs and margins analysis. Our
analysis is based on three metrics, with data presented for the industry as a whole. 362
The metrics are as follows.

•

362

Average cost to serve (ACTS). This metric is equal to the total CTS and presents
the retail part of the total operating costs. We present both the ACTS per unique
This was done by summing together the data provided by each retailer and, therefore, presents the
weighted average results for the industry (weighted by number of customers or number of premises
depending on the metric chosen).
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customer and the ACTS per premises. These are calculated by dividing the total
CTS by the number of unique customers and by the number of premises
respectively. In the latest REC, Ofwat has set the allowed ACTS (and allowed net
margin) for each wholesale area for unmetered customers and customers in the 00.5Ml usage band per premises.

•

Gross margin. The gross margin is the proportion of revenue remaining after
deducting wholesale charges. It is calculated by subtracting wholesale charges
from revenue, and dividing by revenue. In the latest REC, Ofwat has set the
allowed gross margin of 8% for water supplies and 10% for wastewater services
to customers in the 0.5 to 50Ml usage band per premises.

•

Net margin. The net margin is the percentage of revenue remaining after
subtracting total operating costs. It is calculated by subtracting total operating
costs from revenue, and dividing by revenue. In the latest REC, Ofwat has set the
allowed net margin (and allowed ACTS) for each wholesale area for unmetered
customers and customers in the 0-0.5Ml usage band per premises.
Results

In this section, we present the results of our analysis at: (i) the industry level; and (ii)
customer segment level.
13.2.1 Industry level
Below, we present our three metrics at the industry level in each financial year. The
results include all the retailers who responded to our RFI, and so cover 91% of total
SPIDs in the market in 2019/20.363
The figures overleaf present the ACTS per unique customer and the ACTS per
premises in each financial year. We also present 2019/20 excluding the effects of
COVID-19 and a single company’s amortisation costs.364 As shown, the ACTS per
unique customer is higher than the ACTS per premises, due to the higher number of
premises than unique customers. These metrics also experienced a large increase in
2019/20, relative to previous years. This was, in part, driven by COVID-19 related
costs and a single company’s amortisation costs.

363
364

‘State of the market report 2019/20.’ Ofwat (2020); p.14.
To strip out the effects of COVID-19 on bad debt, certain costs are assumed to equate to the average cost in
2017/18 and 2018/19. These costs are: exceptionals; doubtful debt; and debt management. For one
retailer, we also assume that amortisation costs equate the average in previous years.
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Figure 120: Average cost to serve per unique customer, industry level

Source: Economic Insight analysis of RFI data.

Figure 121: Average cost to serve per premises, industry level

Source: Economic Insight analysis of RFI data.

In the figure overleaf, we present the gross margins in each financial year. As can be
seen, gross margins have decreased over time.
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Figure 122: Gross margin, industry level

Source: Economic Insight analysis of RFI data.

The figure below sets out the net margins in each financial year. As shown, net
margins have decreased considerably over time. The decline in 2019/20 was partly
driven by COVID-19 related costs and a single company’s amortisation costs.
Figure 123: Net margin, industry level

Source: Economic Insight analysis of RFI data.

We note that the margin results presented in this section are different to those
reported in Annex G, which are based on company accounts, because this data
excludes Scotland and Wales.
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13.2.2 Customer segment level
In this section, we explore how costs and margins differ across unique customer
segments. The metrics presented here are equal to the average across the three
financial years. For 2019/20, we have excluded the effects of COVID-19 and a single
company’s amortisation costs.365
We set out the results for: (i) the six customer usage segments described in section
1.1.1; and (ii) three more aggregate customer usage segments, to include one retailer
that was not able to provide data across six segments.
Six customer usage segments
The figures below present the ACTS per unique customer and the ACTS per premises
across six customer segments, as well as for the total industry level. As shown, these
metrics vary by usage band. Note that these results are based on five of the six
retailers who responded to our RFI, as one of the retailers was not able to provide cost
data at this customer segment level.
Figure 124: Average cost to serve per unique customer, customer level

Source: Economic Insight analysis of RFI data.

365

To strip out the effects of COVID-19 on bad debt, certain costs are assumed to equate to the average cost in
2017/18 and 2018/19. These costs are: exceptionals; doubtful debt; and debt management. For one
retailer, we also assume that amortisation costs equate the average in previous years.
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Figure 125: Average cost to serve per premises, customer level

Source: Economic Insight analysis of RFI data.

In the figure below, we present the gross margins for each unique customer band and
for the total industry level. As can be seen, gross margins range between 1% and 20%
across the customer segments. Note that these results are based on five of the six
retailers who responded to our RFI, as one of the retailers was not able to provide
revenue at this customer segment level.
Figure 126: Gross margin, customer level

Source: Economic Insight analysis of RFI data.
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The figure below sets out the net margins for each unique customer band and for the
total industry level. As shown, net margins are lowest for the 0-0.05Ml usage band.
Note that these results are based on five of the six retailers who responded to our RFI,
as one of the retailers was not able to provide revenue at this customer segment level.
Figure 127: Net margin, customer level

Source: Economic Insight analysis of RFI data.
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Three customer usage segments
The figures below present the ACTS per unique customer for three customer
segments, as well as for the total industry level. The customer usage segments are: (i)
0-0.5Ml366; (ii) 0.5Ml-50Ml; and (iii) 50Ml+. As shown, the ACTS per unique customer
varies across these usage bands. These results are based on all the retailers who
responded to our RFI.
Figure 128: Average cost to serve per unique customer, customer level

Source: Economic Insight analysis of RFI data.

In the figure overleaf, we present the gross margins for three unique customer bands
and for the total industry level. As can be seen, gross margins range between 1% and
15%. These results are based on all of the retailers who responded to our RFI.

366

Note that this includes unmetered customers.
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Figure 129: Gross margin, customer level

Source: Economic Insight analysis of RFI data.

The figure below sets out the net margins for three unique customer bands and for the
total industry level. As shown, net margins are lowest for the 0-0.5Ml usage band.
These results are based on all of the retailers who responded to our RFI.
Figure 130: Net margin, customer level

Source: Economic Insight analysis of RFI data.
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14. Annex F: Economic theory of
adverse selection
In this Annex, we provide an overview of the economic theory of adverse
selection, including how information asymmetry, or the kind that may
exist in the NHH water retail market, may result in this adverse selection.
We present a simplified ill stratio of the market, with the ‘mat hes’ that
occur between two customers with different preferences for price and
quality of service, and two retailers with differing price and quality of
service offerings under (i) perfect information; and (ii) asymmetric
information. The illustration assumes that customers are not interested
i i ovative ‘extra’ servi es, b t the res lts are e ally appli able if
these are included.
14.1.1 What is adverse selection?
In the context of the NHH water retail market, adverse selection occurs when
‘matches’ that would have been made between retailers and customers if the market
were operating in a fully efficient manner do not occur as a result of asymmetric
information. This asymmetric information means that customers are unable to source
all the information that they need to choose a retailer and is a market failure, which
leads to an outcome where both customers and retailers are made worse off.
In order to illustrate the concept of adverse selection, we present an illustrative
analysis of how the market operates under perfect information compared to under
adverse selection. For the purposes of this, we assume that there are two customers
and two retailers. Customer A is particularly interested in quality of service they are
offered, in addition to the price they pay, whilst Customer B is only interested in the
price. Retailer A offers a more expensive service than Retailer B, but focusses on a
high quality of service, which justifies the higher price. Retailer B offers the ‘bare
minimum’ service, i.e. just the water provided for a lower price, but with a low quality
of service. For this illustration, we assume that customers are not interested in
innovative ‘extra’ services, and that these are not provided by the two retailers.
However, the analysis is equally applicable if these are incorporated.
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Figure 131 shows how the market operates under perfect information, when
customers are able to acquire all the necessary information about both retailers’
prices and service quality offerings. Therefore, Customer A chooses Retailer A; and
Customer B chooses Retailer B. This means that customers choose the ‘right’ retailers
for them, and the retailers also serve the ‘right’ customers for them. In this case, there
is no market failure and the market is operating efficiently.
Figure 131: Matches under perfect information

Source: Economic Insight analysis.

However, under adverse selection, the market is not operating efficiently as customers
are unable to determine the service quality provided by different retailers. This is
shown in Figure 132. The red dashed line represents the asymmetric information
barrier, i.e. retailers know their own service quality but customers cannot acquire this
information. Therefore, both customers choose the cheaper of the two retailers, as
they assume the quality provided by each is identical. In this case, both Customer A
and Retailer A are ‘worse off’ than in the scenario under perfect information. This is
because Customer A will not be receiving the service level it is willing to pay for and
Retailer A is not serving Customer A. Although Retailer B is ‘better-off’ under this
scenario, the fact that Customer A is ‘worse off’ means that the market, as a whole,
suffers.
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Figure 132: Matches under adverse selection

Source: Economic Insight analysis.

The result of this would be that Retailer A would be forced to compete with Retailer B
on price alone, as customers are unable to visualise the differing quality offerings.
Therefore, it may reduce the level of service quality it provides, and lower its prices in
order not to lose its customer base. This results in a sub-optimal outcome, with higher
service quality offerings not being provided and customers therefore unable to access
the service quality they desire.
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15. Annex G: Company profitability
analysis
In this Annex, we present our profitability analysis of retailers that
currently operate in the non-household water market in the UK. We first
provide information on the source of the data and an indication of the
proportion of the market that we have covered. We then show key
metrics in this data, both at the retailer and industry levels.
Data
We collected data from Companies House on retailers that are currently operating in
the NHH water retail market in the UK. 367 Data was collected for nine retailers for the
first two years of the market being open (2017-18 and 2018-19).368 These are the
nine largest retailers by number of SPIDs. For seven of the nine retailers, we were
also able to collect data for the third year of the market being open (2019-20).
The nine retailers we collected data for cover the vast majority of the market:

•

Proportion of total SPIDs. The nine retailers cover 99.6% of SPIDs, as of the first
day of business in January 2021.369

•

Proportion of estimated wholesale revenue. During 2018-19, the total annual
wholesale revenue for the NHH water retail market in England and Wales was
£2.5 billion.370 The total wholesale costs incurred by the nine retailers we
collected data on in 2018-19 was £2.54 billion. However, this includes part of the
Scottish market, meaning the wholesale costs from England and Wales would be
slightly smaller than this. As such, on a wholesale revenue basis, we also consider
that we have captured the vast majority of the market.

367
368
369

370

UK Government Website, please see: https://www.gov.uk/government/organisations/companies-house
For most retailers, the year end is 31st March.
MOSL website, please see: https://www.mosl.co.uk/market-performance/details/56/number-of-supplypoints-by-national-retailer
‘State of the market report 2018-19.’ Ofwat (2019); p. 49.
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In the rest of this Annex, we present data on six metrics:
-

(i) turnover;
(ii) cost of sales;
(iii) gross profit margin;
(iv) earnings before interest and tax (EBIT) margin;
(v) profit before tax (PBT) margin; and
(vi) working capital turnover ratio.

Data is presented at both the (anonymised) retailer and industry levels. In this Annex,
where we refer to ‘industry’, we are referring to the data that we have collected, which
as stated, approximately accounts for the entire market. Furthermore, we note that
our data contains information from Scotland (in instances where retailers have
Scottish operations), in addition to England and Wales.
Results
15.2.1 Turnover and cost of sales
The figure below shows the turnover and cost of sales for each retailer in each year
that data is available, i.e. three years for seven retailers, and two years for three
retailers.371
Figure 133: Retailer turnover and cost of sales

Source: Economic Insight analysis of retailers’ data from Companies House.

Table 60 shows the industry turnover and cost of sales in 2017-18 and 2018-19.

371

The cost of sales is effectively equal to wholesale costs.
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Table 60: Industry turnover and cost of sales
2017-18

2018-19

2019-20*

Turnover (£m)

£2,459475

£2,741

£2,676

Cost of sales (£m)

£2,28478

£2,540

£2,526

Source: Economic Insight analysis of retailers’ data from Companies House.
*Based on seven retailers

15.2.2 Profit margins
We now present the data on three profit margins: (i) gross profit; (ii) EBIT; and (iii)
PBT. Figure 134 shows the three profit margins in the years that the data is available
for each retailer. We note that the EBIT and PBT margins for 2019-20 incorporate
provisions by the retailers for increased bad debt resulting from the COVID-19
pandemic. Note that an arrow indicates that each of the three profit margins of a
retailer in a given year extend beyond the axis.
Figure 134: Retailer profit margins372

Source: Economic Insight analysis of retailers’ data from Companies House.

In the table overleaf, we show the industry levels for each margin. These are based on
summing the relevant profit figures and turnover for each retailer from whom we
could collect data in that year. As previously discussed, the 2019-20 margins are not
necessarily comparable to the 2017-18 and 2018-19 margins.

372

Note that the Retailer A EBIT and PBT margins were -12.4% and -13.0% respectively in 2019-20,, and
each of the three Retailer G margins in both 2017-18 and 2018-19 were between 16.4% and 22.6%.
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Table 61: Industry profit margins
2017-18

2018-19

2019-20*

Gross profit margin

7.34%

7.30%

5.61%

EBIT margin

0.78%

0.60%

-5.47%

PBT margin

-0.06%

-0.35%

-6.24%

Source: Economic Insight analysis of retailers’ data from Companies House.
* Based on seven retailers.

15.2.3 Working capital turnover ratio
In Figure 135, we show the working capital turnover ratio for each retailer for whom
we could collect data in each year. The working capital turnover ratio is calculated by
dividing the retailer’s turnover by its working capital (which is equal to current assets
minus current liabilities).373 A figure of 5, for example, means that the retailer’s
revenue is five times its working capital. As with Figure 134, note that an arrow
indicates that the ratio for a retailer in a given year extends beyond the axis.
Figure 135: Retailer working capital turnover ratio374

Source: Economic Insight analysis of retailers’ data from Companies House.

In Table 62, we show the industry working capital to turnover ratio in each year,
based on summing the working capital and turnover across retailers for whom we
could collect data in a given year.

373
374

This is a simplistic view but is used in order to provide comparability across retailers.
Note that in 2017-18, 2018-19 and 2019-20, the figures for Retailer C are 70.0, -24.5 and -11.9, and the
figures for Retailer I are 66.4, -83.3 and -45.5, respectively.
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Table 62: Industry working capital turnover ratio

Working capital
turnover ratio

2017-18

2018-19

2019-20*

4.61

5.12

6.59

Source: Economic Insight analysis of retailers’ data from Companies House.
* Based on seven retailers.

15.2.4 Net negative assets
Net negative assets (“NNA”) occurs when total liabilities are greater than total assets.
We collected information on the number of retailers that reported NNA in each of the
last three years. Table 63 presents these results. As shown, no retailers reported
NNA in 2017-18, one retailer in 2018-19, and two retailers reporting it in 2019-20.
Table 63: Number of retailers with net negative assets
2017-18

2018-19

2019-20*

0

1

3

Retailers with
NNA

Source: Economic Insight analysis of retailers’ data from Companies House.
* Based on seven retailers.

The magnitude of NNA for these retailers is displayed in the tables below. The table
also presents the relative size of NNA compared to total assets.
Table 64: Magnitude of net negative assets in 2018-19
Retailer C
NNA = Total Assets – Total Liabilities

£10,021

NNA / Total Assets

2.84%

Source: Economic Insight analysis of retailers’ data from Companies House.

Table 65: Magnitude of net negative assets in 2019-20
Retailer A

Retailer C

Retailer F

NNA = Total Assets
– Total Liabilities

£30,760

£4,745

£2,275

NNA / Total Assets

8.88%

1.36%

3.85%

Source: Economic Insight analysis of retailers’ data from Companies House.
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16. Annex H: Financial resilience
model
Our financial resilience model assesses the financial resilience of the
market to ertai ‘sho ks’. Specifically, we analyse the effects of two
shocks: (i) an increase in bad debt levels; and (ii) the failure of a retailer
in the market. This Annex first sets out how the model works, before
describing the assumptions that underpin the baseline of the model. We
then present the assumptions and mechanisms behind each of the
shocks. Finally, we outline the model results.
Methodology
Our financial resilience model allows us to assess the accounting profits and cashflows
of the NHH retail firms over a two to three year period, on a monthly basis. When
modelling a firm’s accounting profits, we examine profit margins, based on turnover,
costs and interest payments. In terms of cashflows, we model the ‘cash in’ and ‘cash
out’ in each month, and the impact of this on the available cash reserves.
The modelling starts from a baseline, which represents the financial position of firms
before COVID-19. We then model the effects of two shocks in isolation: (i) an increase
in bad debt levels; and (ii) the failure of a retailer in the market. For the bad debt
shock, we first model the shock itself, and then overlay the impacts of Ofwat’s code /
regulatory changes and firm-level responses. The model is intended to capture the
most significant effects of the shocks, rather than modelling all aspects of how
retailers operate.
In the next section, we describe the baseline of our model.
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Baseline
The model assesses the impact of shocks on two types of firm: (i) a ‘medium’ firm,
which broadly represents new entrant retailers; and (ii) a ‘large’ firm, which broadly
represents associated / non-associated retailers who purchased the customers of
wholesalers.375 The table below presents some of the key financial measures under
the baseline for each type of firm.
Table 66: Baseline of the model
Medium

Large

Annual turnover (£m)

£48.0

£480.0

Annual cost of sales (£m)

£44.4

£444.0

Gross margin

7.5%

7.5%

EBIT margin

0.8%

0.8%

PBT margin

0.10%

0.13%

Interest rate on additional
working capital requirements

4%

2%

Cash reserves (£m)

£0.1

£1.0

Source: Economic Insight analysis.

In addition, the baselines for the firms can be aggregated to give results for the
industry as a whole. In particular, we assume seven large firms and 13 medium firms
– which results in an industry PBT margin of 0.11%.
Below, we explain how the baseline has been derived for the firms.
Turnover, margins and cash reserves
The turnover, margins and cash reserves assumed in the baseline have been informed
by our profitability analysis of NHH retailers, which is detailed in Annex G. Note that
our profitability analysis of the industry reflects the actual performance of companies
as a whole. It reflects the range of services provided by retailers and the range of
geographies that they serve (e.g. including Scotland). Our financial resilience analysis
is therefore an analysis of the NHH retailers as they stand, rather than any
hypothetical structures.

375

As part of the retailer failure shock, we also model the effect of a ‘small’ firm failing. We have not included
this type of firm in the baseline of our model, due to the lack of information available on the performance
of these retailers.
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Figure 136: Retailer turnover, 2018-19

T r over
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G
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Source: Economic Insight analysis of retailers’ data from Companies House.

presents the turnover of the nine largest retailers by number of SPIDs, in 2018-19.
Retailer names have been anonymised. As shown, the ‘large’ firm in our model is
broadly representative of Retailers A to D, which are associated / non-associated
retailers who purchased the customers of wholesalers. The ‘medium’ firm in our
model is broadly representative of Retailers G and H, which are new entrant retailers
who have grown organically.
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Figure 136: Retailer turnover, 2018-19
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Source: Economic Insight analysis of retailers’ data from Companies House.

The table below shows the margins achieved at the industry level for 2018-19. As
shown, the industry gross margin was 7.3%, the industry earnings before interest and
tax (EBIT) margin was 0.6%, and the industry profit before tax (PBT) margin was
0.4%. These are in line with those assumed in our baseline. Note that the baseline
margin assumptions are more optimistic than what is shown in the companies’ actual
margins in 2018-19. This is to ensure that the retailers do not require financing in the
‘steady-state’, so that we have assumed a marginally positive PBT margin.
Table 67: Industry profit margins
2018-19
Gross margin

7.30%

EBIT margin

0.60%

PBT margin

-0.35%

Source: Economic Insight analysis of retailers’ data from Companies House.

Working capital requirements
Our model assumes that retailers pay interest on their working capital
requirements376 in each month. This allows us to capture the cost of capital, which
will be implicit even if some retailers do not explicitly pay interest.

376

Working capital requirements represent financing requirements that relate to the advance payment of
wholesaler charges or customer payment in arrears, for example.
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Our baseline interest expense is based on our profitability analysis of the market,
rather than equal to an assumed finance amount multiplied by the assumed cost of
credit. This is to ensure the baseline PBT margins are in line with those achieved at
the industry level, and to reflect that retailers use a mixture of debt and equity
financing in practice. We assume that this interest expense includes the financing
costs associated with bad debt.
Our model separately assumes that there are two key components to working capital
requirements:

•

Advance payment of wholesaler charges. We assume that retailers must pay
one month of wholesaler charges in advance. This is equal to one month of cost of
sales.

•

Days Sales Outstanding (DSO) for customer bills. We assume that customers
pay retailers in arrears. We estimated the DSO for retailers based on the retailer
company accounts by dividing trade receivables by turnover and multiplying by
365. The resulting weighted average DSO by turnover is: (i) 107 days for the
associated / non-associated retailers; and (ii) 16 days for the new entrants.
Therefore, the working capital requirement includes 107 days of turnover for the
large firm and 16 days of turnover for the medium firm.

We understand that working capital requirements can be more complex and vary
between retailers. However, we consider this is a reasonable representation of typical
requirements.
The table below sets out the monthly working capital requirements in our baseline for
the medium firm and the large firm.
Table 68: Working capital requirements
Medium

Large

1 month of wholesaler charges (£m)

£3.7

£37.0

DSO for customer bills (£m)

£2.1

£140.7

Monthly financing requirements (£m)

£5.8

£177.7

Source: Economic Insight.

These are used to calculate the change in working capital requirements relative to the
baseline when modelling the shocks. In doing so, we also add associated interest
payments to the baseline. We assume that new entrant retailers incur a higher cost of
credit, based on a previous review of credit arrangements.377
Bad debt
We incorporate bad debt into our model in two ways:

377

The cost of credit is assumed to be 4% for new entrants, and 2% for associated / non-associated retailers.
‘Review of credit arrangements for the non-household retail market.’ KPMG (2018).
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•

Bad debt provision. Our model assumes that firms make a provision for bad
debt in their income statement. This is modelled as a cost, and represents the
estimated amount of debt that will not be repaid. We assume that expectations
are correct and so the provision equates to the realised bad debt.

•

Debt repayment profile. On the cashflow side, our model adjusts the ‘cash in’ by
the debt repayment profile. This captures the proportion of customers that have
not paid their bill in a given month.

In our baseline, these are both equal to 1% of turnover. This is consistent with
Ofwat’s view of historical bad debt levels in the industry and the evidence from our
Request for Information (RFI).
Bad debt shock
In this section, we explain the assumptions and the mechanisms behind our bad debt
shock.
16.3.1 Assumptions
For the bad debt shock, month 0 (our baseline) is assumed to be February 2020. We
assume that the bad debt shock only affects bills due after month 0 and lasts for a
duration of 24 months.
We assume that retailers increase their bad debt provision to 3.5% of turnover to
account for COVID-19, compared to 1% in the baseline. Evidence from our RFI shows
that retailers made bad debt provisions ranging from 2% to 5%. This assumption is
based on the mid-point of this range.
The figures overleaf present the assumed repayment profile of a single cohort of debt
– that is, debt that is due in the same month. We assume different repayment profiles
for the medium and large retailers to reflect the different DSO requirements across
the two different retailer sizes. The first figure presents the profile for the medium
retailer, and the second figure presents the profile for the large retailer. The y-axis
represents the proportion of bill amounts due in month 1 yet to be repaid, and the xaxis represents the months since the bill was due. As shown, for the medium retailer,
we assume that 20% of bill amounts are not repaid in the first month that the bill is
due under the bad debt shock, with this 71% for the large retailer. In the second
month after the bill is due, for the medium retailer, we assume that 3% of bill amounts
are repaid, and so 17% of bill amounts are still outstanding. For the large retailer,
these figures are 16% and 55% respectively. This proportion decreases in a convex
manner in each month, meaning that the proportion of the outstanding bills that are
repaid each month falls over time. It reaches 4% by the end of the first year for both
the medium and large retailers. It then continues to decrease until reaching the 3.5%
bad debt provision by the end of the second year. This assumption was based on the
responses to our RFI. Note that we implicitly assume that all customers have the same
bill size.

331

Non-Household Water Retail Market Study | April 2021

ECONOMIC INSIGHT

of bill amo

ts d e i mo th yet to be repaid

Figure 137: Cohort debt repayment profile for medium retailer – bad debt shock

o th

Source: Economic Insight analysis.

of bill amo

ts d e i mo th yet to be repaid

Figure 138: Cohort debt repayment profile for large retailer – bad debt shock

o th

Source: Economic Insight analysis.
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We assume that this debt repayment profile applies to each cohort of debt due after
February 2020. Figure 139 presents the implications of this for the repayment profile
of the total amount of debt for the medium retailer, with Figure 140 presenting this
for the large retailer. The y-axis represents the proportion of bill amounts
outstanding, and the x-axis represents the months in our model. In month 1, for the
medium (large) retailer 20% (71%) of bill amounts due in this month are not repaid,
and so 20% (71%) of bills are outstanding. In month 2, 20% (71%) of bill amounts
due in this month are not repaid, but 3% (16%) of bill amounts due in month 1 are
repaid, resulting in 17% (55%) of bills outstanding. The monthly repayments
continue to increase in a convex manner, until the percentage of bills outstanding is
equal to the 3.5% bad debt provision by the end of the second year.

of o tsta di

bill amo

ts

Figure 139: Total debt repayment profile for medium retailer – bad debt shock

o th
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Source: Economic Insight analysis.
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Figure 140: Total debt repayment profile for large retailer – bad debt shock
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Source: Economic Insight analysis.

16.3.2 Mechanisms
The mechanisms of the bad debt shock are described below for the profitability and
cashflow sides of the model.
On the profitability side:

•

Bad debt provision. Due to the bad debt shock, the firm increases its bad debt
provision. As such, the firm has lower margins.

On the cashflow side:

•

‘Cash in’ decreases. The change in debt repayment profile, as outlined above,
reduces the ‘cash in’ from bills paid.

We model the financing cost implications of a bad debt shock in the ‘loan’ scenario
outlined in section 2.3.4.
16.3.3 Ofwat measures
In response to COVID-19, Ofwat put forward a number of measures to address the
increase in bad debt, which we have included in our modelling. In this section, we
explain how our model incorporates Ofwat’s COVID-19 measures.378 Note that the

378

Note that we have not modelled the credit support provision changes, as they are implicitly included in our
baseline. We have also not modelled the OPS/MPS charge deferrals, as these are relatively small costs.
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results under these measures are compared with those under the bad debt shock,
rather than the baseline.

•

Vacancy flags. We assume that the proportion of premises that were listed as
vacant was: (i) 25% for medium retailers; and (ii) 20% for large customers. This
was based on the responses to our RFI and information from Ofwat’s July 2020
consultation.379 We also assume that the vacancy flags were applied until the end
of July (month 5), although we recognise that some were switched off sooner. The
effects on the model are as follows:

» Turnover and cost of sales decrease proportionately whilst the vacancy
flags are in place.

» The vacancy flags also reduce the ‘cash in’ from bills paid and ‘cash out’ for
wholesaler charges proportionately.

» The increase in bad debt is delayed until the vacancy flags are removed.
» The working capital requirement falls as wholesale charges are reduced
and less revenue is received from customers.

•

Liquidity support. For medium retailers, we assume that charges were deferred
for six months and that 35% of wholesale charges were deferred. For large
customers, we assume they were deferred for five months, with 40% of charges
deferred. For medium customers, we assume that the deferred charges are repaid
by the end of month 13, and that they are repaid by the end of month 9 for large
customers. These assumptions are all based on the responses to our RFI. We
model this measure as follows:

» ‘Cash out’ decreases in the months that wholesaler charges are deferred. It
then increases following this, as the deferred charges are repaid.

» Interest payments increase, as retailers pay interest on the deferred
charges.

•

Customer support. The assumed proportion of customers on COVID-19
repayment plans is assumed to be 15%, based on the responses to our RFI. We
assume that repayment plans begin in month 13, which is the last month that
customers could be signed up for the plans.380 Our model includes this code
change as follows:

» The increase in bad debt is delayed for 15% of customers, until they begin
to repay debts as part of the repayment plans.

» ‘Cash in’ decreases in the months that customer support is available. It then
increases, as customers repay the deferred bills.

•

379
380

381

Cost recovery mechanism. We assume that the cost recovery mechanism starts
in month 26, corresponding to April 2022, which is Ofwat’s preferred date.381
Prices go up to recover bad debt costs above the 2% threshold, which increases
turnover and ‘cash in’ for the retailer. We assume that 75% of these extra costs
can be recovered, as indicated by Ofwat if the cost of bad debt increases above
‘Covid-19 and the business retail market – consultation on next steps.’ Ofwat (July 2020); p.23.
‘Customer Protection Code of Practice Change Proposal – CP0007 – amendment to customer protection
measures during Covid-19 pandemic,’ Ofwat (May 2020); p.11.
Business retail market Customer bad debt – Consultation.’ Ofwat (March 2021); p.3.
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3%.382 Ofwat also indicated that its preferred method for implementing the cost
recovery mechanism would be for retailers to increase their own prices, so this is
what we have assumed in our model.383 The cost recovery mechanism only
applies to deemed contracts, which we assume represents 75% of revenue, based
on the responses to our RFI.
16.3.4 Firm-level responses
Our model also allows for firm-level responses. That is, firms are able to either: (i)
take out a ‘loan’384 to cover the increase in bad debt costs; or (ii) increase prices for
some of their customers. We model this as follows:

•

Taking out a ‘loan’. If firms are able to take out a loan to finance the increase in
bad debt, we assume that ‘cash in’ increases based on the loan amount. Retailers
must then pay interest on this amount.

» Our model assumes that retailers take out a loan sufficient to cover the
cashflow requirements arising from the bad debt shock.

» We assume that the interest on the loan is equal to: (i) 3% for large firms;
and (ii) 10% for medium firms. This assumption was based on the
responses to our RFI.

•

Increase in prices. We assume that turnover increases if retailers are able to
increase prices for some customers. This also increases ‘cash in’ from bills paid.

» We assume that 15% of revenue comes from customers that are not on
deemed contracts, based on the responses to our RFI. We also assume that
all customers have the same spend.

» Our model assumes that retailers can increase tariffs by 5% for these
customers.
Retailer failure shock
In this section, we first set out the assumptions underpinning our retailer failure
shock, before describing the mechanisms behind it.
16.4.1 Assumptions
When a firm fails, we assume that all customers are taken on by a single firm. We then
examine whether it would be feasible for the interim supplier to take these new
customers on, by assessing its profitability and cashflows. We model the implications
of both a ‘medium’ and ‘large’ firm being the interim supplier.
Our model considers three types of firms that fail: (i) a ‘small’ firm, which is broadly
representative of a new entrant retailer with a small number of customers 385; (ii) a
‘medium’ firm, equivalent to the medium firm described in the baseline; and (iii) a
382
383
384

385

‘Business retail market Customer bad debt – Consultation.’ Ofwat (March 2021); p.4.
Business retail market Customer bad debt – Consultation.’ Ofwat (March 2021); p.3.
Note that we use the term ‘loan’ in our modelling to refer to an influx in cash for retailers, on which they
pay interest. In practice, a range of finance options are available to retailers.
This type of firm was not included in our baseline, due to a lack of available data on their profitability.
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‘large’ firm, equivalent to the large firm described in the baseline. The table below
sets out the assumptions for each type of failure.
Table 69: Retailer failure assumptions
Small

Medium

Large

Number of customers transferred

500

24,000

240,000

Time taken to bill customers (months)

1

4

6

Transfer cost per customer (£ per
customer)

£15

£15

£15

Duration of bad debt for new
customers (months)

2

2

2

Change in bad debt for new customers

1.5%

1.5%

1.5%

DSO (days)

16

16

16

Source: Economic Insight analysis.

The reasons for these assumptions are as follows:

•

Number of customers transferred. The assumption for the small firm is based
on the number of SPIDs of the retailers for which we did not collect data. The
assumptions for the medium and large firm are based on an average annual
turnover of £2,000 per customer per year, according to the responses to our RFI.

•

Time taken to bill customers. This represents the time before which the interim
retailer can collect bills from the new customers. For example, this includes the
time taken for the customer to be transferred on to the billing system and for a bill
to be issued. We understand from retailers that the time taken to bill customers
ranges between one and six months.

•

Transfer cost per customer. We have assumed it costs £15 to transfer each
customer, and that this cost is spread over the time taken to bill the customer.
This includes costs such as: initial billing and meter read costs; costs of obtaining
customer details; etc. This assumption is based on Ofwat’s assumed customer
acquisition costs in its review of the costs and benefits before market opening.386
Note that we have used Ofwat’s middle assumption.

•

Debt repayment. We understand from retailers that new customers have higher
doubtful debt, once they are billed, due to concerns about having a new retailer.

386

‘Costs and benefits of introducing competition to residential customers in England.’ Ofwat (2016); p.30.
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We assume that this lasts for a duration of 2 months and only affects the debt
repayment profile.

•

DSO. According to the Interim Supply Code, the interim retailer can offer
different billing terms to the new customers that it takes on. 387 Our model
therefore assumes that the interim supplier offers a low DSO to the new
customers. We assume their DSO is equal to 16 days – that is, the baseline DSO
assumption for the medium firm.

16.4.2 Mechanisms
The mechanisms of the retailer failure shock are described below on the profitability
and cashflow side, as well as for the working capital requirements.
On the profitability side:

•

Turnover and costs of sales increase. Due to having more customers, the
interim retailer experiences a proportionate increase in turnover and cost of
sales. As such, the gross margin is equivalent to that in the baseline.

•

Administrative costs increase. The interim retailer has higher administrative
costs due the costs of transferring the new customers, as outlined in the previous
section. This results in lower margins for the months before customers are billed.
The margins then return to the baseline level, as we assume administrative costs
increase proportionately to turnover and cost of sales due to the increase in
customers.

On the cashflows side:

•

‘Cash out’ increases. From month 1, the interim retailer must pay wholesaler
charges for their new customers.

•

‘Cash in’ does not increase immediately. The retailer does not receive any ‘cash
in’ from their new customers until they are billed. This implies that their ‘cash in’
does not increase straight away, whereas their ‘cash out’ increases from month 1.
We also assume that the new customers have higher bad debt once they are billed,
and so ‘cash in’ from these customers is lower.

In terms of working capital:

•

387

Increased working capital requirements. The interim retailer’s working
capital requirements increase due to the influx of new customers. The increase
relative to the baseline can be large, depending on the size of the firm that fails.
We assume that retailers finance this additional requirement through debt, and so
retailers incur higher interest payments.

‘Interim Supply Code.’ Ofwat (2020); p.31-32.
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Bad debt shock results
This section sets out the model results for: (i) the bad debt shock; and (ii) the
measures that can be taken to counter to the bad debt shock.
16.5.1 Bad debt shock
We find that there is a risk of retailer failure if bad debt costs increase, and no
mitigating actions are taken. This is because firms will run out of cash, and we
consider that there is a reasonable likelihood that they would not be able to obtain
finance given the low levels of profitability (i.e. an inappropriate risk-return balance).
Our model shows that both medium and large retailers would experience negative
margins and cashflow shortfalls for two years due to this shock. In particular, the
industry as a whole would encounter a -2.39% PBT margin, compared to the industry
margin of 0.11% assumed in our baseline.388 We discuss the results in more detail
below.
The increase in bad debt provision from 1% to 3.5% causes both the medium and
large firm to experience negative PBT margins. This is presented in the table below.
In our modelling, a one percentage point increase in bad debt causes an equivalent
decrease in the PBT margin. As such, given retailers’ current margins, it would only
take a small bad debt shock to lead to negative profits in the industry.
Table 70: PBT margin, bad debt shock
Baseline

Bad debt

Medium firm

0.10%

-2.40%

Large firm

0.13%

-2.38%

Source: Economic Insight analysis.

Due to the change in the debt repayment profile, there is a reduction in bills paid
(‘cash in’) in each month. This causes the firms to experience a decrease in ‘net
change in cash’ (that is, the difference between ‘cash in’ and ‘cash out’ in each month)
relative to the baseline. These effects are presented for the medium firm and large
firm in turn in the figures overleaf. As shown, the decrease in ‘net change in cash’
becomes smaller over time due to the assumed debt repayment profile.
Due to the increased bad debt costs, firms run out of available cash reserves, or ‘total
cash’. As shown, the impact is bigger for the large retailer, due to the different
repayment profile assumptions. By the end of the 24 months, the size of this shortfall
is 51 times the size of the cash reserves prior to the shock, or £5m (1.3 times monthly
turnover), for the medium firm. For the large firm, the shortfall is equal to 119 times
the size of the baseline cash reserves, or £125m (3.1 times monthly turnover).

388

These are based on a weighted average of the medium and large firm margins. We assume there are 7
large firms and 13 medium firms.
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Figure 141: Impact of bad debt shock on medium firm cashflows, relative to the basline
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Source: Economic Insight analysis.
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Figure 142: Impact of bad debt shock on large firm cashflows, relative to the basline
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Source: Economic Insight analysis.
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16.5.2 Bad debt measures
In addition to the bad debt increase, our model also presents a number of measures
that can be taken to counter the shock. Overall, we find that these measures are not
sufficient to fully mitigate the effects of the bad debt shock, and so there is still a risk
of retailer failure. These are described below and are split into: (i) Ofwat code /
regulatory changes; and (ii) retailer-level responses. We then discuss the
implications of these bad debt measures being applied together in practice, which
drive our overarching conclusions.
Ofwat code / regulatory changes
In response to COVID-19, Ofwat put forward a number of code / regulatory changes to
address the increase in bad debt, which we have included in our modelling.389 Our
results show that the cost recovery mechanism somewhat mitigates the impact of the
bad debt shock when it kicks in. However, we find that the other measures do not
solve the problems created by the bad debt shock. The code / regulatory changes
either: (i) defer the problem, such as under the vacancy flags where the effects of the
bad debt shock are delayed; and/or (ii) create additional issues for retailer, for
instance with the repayment of deferred wholesaler charges under the liquidity
support measure. Deferring the problem may give retailers time to access financing
or other solutions, however, there is a risk of firms failing before this.
The model results under each change are explained in more detail below. Note that
the results under these measures are compared with those under the bad debt shock,
rather than the baseline.

•

Vacancy flags. Under this code change, the effects of the bad debt shock are
delayed until the vacancy flags are turned off. In the short-run, the retailer
experiences a proportional reduction in revenue and costs of sales due to the
vacancy flags, but their fixed costs remain unchanged, resulting in a lower PBT
margin. For medium retailers, the PBT margin changes from 0.10% in the
baseline compared to -2.09% in the first six months, and it changes from 0.13% to
-1.62% for large retailers. After the vacancy flags are turned off, margins fall to 2.40% and -2.38% for the medium and large firm respectively, which is consistent
with the bad debt shock.

•

Liquidity support. This code change addresses the firm’s cashflow issues in the
short-run, as it allows the retailer to defer a portion of wholesaler charges but still
collect customer payment. However, the firm then experiences greater cashflow
issues as they must repay deferred charges to wholesalers and also pay interest
on these. That is, ‘total cash’ becomes much more negative compared to the bad
debt shock without any code changes once the repayment of the support begins.

•

Customer support. This code change results in greater cashflow issues for the
retailer compared to the bad debt shock itself. This is because there is a reduction
in bills paid for 15% of customers, with retailers still having to pay wholesaler
charges, coupled with the effects of the bad debt shock for 85% of customers.
However, this improves in the longer run as the customers on repayment plans

389

Note that we have not modelled the credit support provision, as it is implicitly included in our baseline. We
have also not modelled the OPS/MPS charge deferrals, as these are relatively small costs.
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repay their debts to retailers. The PBT margin is less negative than under the bad
debt shock initially, as the bad debt shock is delayed for 15% of customers, but is
then equal to that under the bad debt shock once the repayment plans commence
and the bad debt shock hits for all customers.

•

Cost recovery mechanism. For the first two years, the firm’s PBT margin and
cashflow position are the same as those under the bad debt shock. Once the cost
recovery mechanism begins in the third year, these improve as firms are able to
increase their prices. As shown in the table below, the PBT margin increases from
-2.40% to 0.66% for medium retailers, and from -2.38% to 0.68% for large
retailers.

Table 71: PBT margin, cost recovery mechanism
Year 1

Year 2

Year 3

Medium firm

-2.40%

-2.40%

0.66%

Large firm

-2.38%

-2.38%

0.68%

Source: Economic Insight analysis.

Retailer-level responses
Our model also allows for firms to either: (i) take out a ‘loan’ 390 to cover the increase
in bad debt costs; or (ii) increase prices for some of their customers. We find that the
‘loan’ solves the cashflow issues created by the bad debt shock, whereas the increase
in prices does not. However, taking out a loan results in lower PBT margins for the
retailer, due to the interest payments. The results under these measures are as
follows:

•

Taking out a ‘loan’. The additional ‘cash in’ from the loan means that firms no
longer experience a cashflow shortfall. However, their PBT margins are now even
lower, due to the interest payments they incur on the loan.

•

Increase in prices. This increases the firms’ turnover, which leads to a higher
PBT margin. It also results in more ‘cash in’ for the firms, which dampens the
cashflow shortfall but not enough to stop the total cash deficit.

In the responses to our RFI, retailers have told us that they have been able to access
additional borrowing for COVID-19 and that this has been at a higher cost than
previous borrowing. However, retailers have told us that their ability to increase
prices is limited in practice. For example, in the RFI responses:

» one retailer told us that: “if Wholesale costs go up, so would our prices, but if
other costs in the market increase we have very limited opportunity to
increase our prices”; and

» another retailer noted that: “whilst in principle we could increase our retail
fee and have a clause which would enable this, in practice this would be likely
to lead to customer attrition, aged debt from customer non-payment due to

390

Note that we use the term ‘loan’ in our modelling to refer to an influx in cash for retailers, on which they
pay interest. In practice, a range of finance options are available to retailers.
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contractual disputes over the legitimacy of price increases and increased
customer contact”.
Combined bad debt measures
In practice, the Ofwat code changes and firm-level responses described above will
apply simultaneously. Given what retailers have told us in the responses to our RFI,
we assume they are not able increase their prices as a ‘retailer-level’ response. Due to
the ‘cash in’ from the loan, the cashflow impacts of the bad debt measures and the bad
debt shock itself are mitigated. However, PBT margins are negatively affected by the
interest payments on this loan in the long run, after the bad debt shock ends and the
cost recovery mechanism begins. Based on our results, we do not consider that there
is a sufficient risk-return balance to avoid the risk of systemic retailer failure even
under the bad debt measures. We discuss this in more detail below.
The three Ofwat code changes that apply from the first year (vacancy flags, liquidity
support, and customer support) affect the retailer’s cashflows, but do not impact the
retailer’s margins in the long run.391 The cashflow impacts of these are mitigated in
practice due to the ‘cash in’ from the loan, and so the retailer does not experience a
cashflow shortfall.
However, due to the cost of this additional borrowing, the retailer experiences even
lower margins than under the bad debt shock during the first two years. For example,
if firms drawn on a loan equal to 20% of annual turnover, retailers would have a PBT
margin of -4.3% for medium retailers and -3.0% for large retailers by the end of the
second year. Note that the margins are lower for the medium retailers, as they incur a
much higher cost of borrowing.
From the third year, the bad debt provision stops and turnover increases as the cost
recovery mechanism begins, which increases the firm’s margins. However, the
retailer still incurs interest payments on the loan, and so PBT margins are negatively
impacted. With a loan equal to 20% of turnover, PBT margins would be -0.96% for
medium retailers and 0.77% large retailers in the third year. The industry as a whole
would encounter a -0.35% PBT margin, compared to the industry margin of 0.11%
assumed in our baseline.392
With these low margins, we do not consider that investors would perceive the market
as offering an appropriate risk-return balance, and so firms would not be able to
access financing to solve their financial difficulties, resulting in a risk of systemic
retailer failure.

391

392

Note that the liquidity support measure affects margins in the first year, as retailers pay interest on the
deferred charges.
These are based on a weighted average of the medium and large firm margins. We assume there are 7
large firms and 13 medium firms.
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Retailer failure shock results
In this section, we present the retailer failure shock. We set out the model results
when: (i) a small firm fails; (ii) a medium firm fails; and (iii) a large firm fails. The
table below summarises the main results under each of these scenarios. We discuss
the results in more detail below.
Table 72: Summary of results, retailer failure shock
Interim supplier
Medium
firm

Large firm

1.02

1.00

-0.08%

0.11%

21

1

2.00

1.03

-0.94%

-0.04%

‘Net change in cash’ shortfall relative
to the baseline (month 4)

1,009

80

Working capital requirements
relative to baseline

11.00

1.33

PBT margin (month 6)

-1.10%

-0.43%

‘Net change in cash’ shortfall relative
to the baseline (month 6)

10,022

799

Working capital requirements
relative to baseline
Small
retailer
failure

PBT margin (month 1)
‘Net change in cash’ shortfall relative
to the baseline (month 1)
Working capital requirements
relative to baseline

Medium
retailer
failure

Large
retailer
failure

PBT margin (month 4)

Source: Economic Insight analysis.

16.6.1 Small retailer failure
We find that there is little risk to the interim retailer if a small firm fails. The
results show that both a medium and a large retailer are able to act as backstop
supplier for these customers and take on the additional costs without financial strain.
Since the small firm has a relatively low number of customers, the increase in working
capital requirements for the interim retailer is small. These increase by 2.1% relative
to the baseline for a medium interim supplier and by 0.1% for a large interim supplier.
As such, the additional interest paid on these working capital requirements is also
small and has little impact on the firm’s PBT margins.
The cashflow impacts for the interim supplier are also modest when a small firm fails.
The interim retailer has a small cashflow shortfall in month 1, when ‘cash out’
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increases due to the advance payment of wholesaler charges but the retailer does not
receive any ‘cash in’ from their new customers. However, since customers are billed
in the second month, the shortfall is quickly recovered.
16.6.2 Medium retailer failure
We find that there is a real risk of the interim supplier failing if a medium firm
fails. Our model finds that, if a medium firm fails, this would impact the financial
sustainability of both a medium and a large interim retailer. Therefore, it would not
be feasible for one firm act as interim supplier for all the customers of a medium-sized
firm.
The components of working capital requirements increase as a result of the influx of
new customers. Our model assumes that retailers finance this additional requirement
through debt, and so retailers also incur higher interest payments. The table below
presents the change in working capital requirements relative to the baseline for a
medium and a large interim retailer when a medium firm fails. As shown, the working
capital requirements are 2.00 times greater for a medium retailer, or £11.6m. For a
large retailer, these are 1.03 times greater relative to the baseline, or £183.5m.
Table 73: Working capital requirements relative to baseline, medium retailer failure
shock

Working capital requirements
relative to baseline

Medium firm

Large firm

2.00

1.03

Source: Economic Insight analysis.

Administrative costs also increase for the first 4 months under this shock, due the
costs of transferring the new customers. These costs increase to 6.9% and 6.0% of
turnover for the medium and large firm respectively, compared to 5.8% of turnover in
the baseline. Along with the higher interest payments due to the additional working
capital requirements, this impacts the firms’ PBT margins. It causes the medium firm
to experience a PBT margin of -0.94% for 4 months, and the large firm to experience a
PBT margin of -0.04% for 4 months.
In addition to the lower PBT margins, both the medium and large interim retailer
experience cashflow issues when a medium firm fails. Their ‘cash out’ increases due
to the advance payment of wholesaler charges for their new customers. However, the
retailer does not receive any ‘cash in’ from their new customers during the first 4
months, until they are billed. This results in a decrease in ‘net change in cash’
compared to the baseline, as shown in the figures overleaf for the medium interim
retailer and the large interim retailer. The figures show that the cashflow shortfall is
larger for a medium firm, and equal to 1,009 times the ‘net change in cash’ prior to the
shock, for 4 months.
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Figure 143: Impact of medium retailer failure on medium firm cashflows, relative to the
basline
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Source: Economic Insight analysis.
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Figure 144: Impact of medium retailer failure on large firm cashflows, relative to the
basline

o th
et ha

ei

ash

Total ash

Source: Economic Insight analysis.
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From month 5, the interim retailers can collect bills from their new customers, and so
‘net change in cash’ is positive relative to the baseline. However, the interim suppliers
do not bring in enough cash to dampen their shortfall in ‘total cash’ and experience a
cashflow shortfall for two years. At the end of the 24 months, our model shows that
the medium retailer would have a cash shortfall of £15.1m and the large retailer
would have a cash shortfall of £12.3m.
Due to the increased risk, we do not consider that investors would view the market as
providing an appropriate risk-return balance and be unwilling to lend, and so retailers
would not be able to access financing to plug this shortfall in cash. This suggests that
both sized retailers may be susceptible to failure.
16.6.3 Large retailer failure
We find that there is an even greater risk of the interim retailer failing if a large
firm fails. Our model finds that both a medium and large interim supplier would fail
if a large firm fails, due to the significant cashflow and profitability impacts of taking
on these additional customers. Therefore, no sized firm would be willing to act as
interim supplier and take on this additional risk.
Working capital requirements and interest payments for these firms increase due to
the influx of new customers. The change in working capital requirements compared
to the baseline is even greater than under a medium retailer failure, as the interim
retailer must take on a larger number of new customers. In particular, the working
capital requirements are 11.0 times those in the baseline for a medium retailer, or
£63.8m, and 1.3 times those in the baseline for a large retailer, or £235.8m.
Administrative costs also increase for the first 6 months under this shock, due the
costs of transferring the new customers. These costs increase to 7.1% and 6.5% of
turnover for the medium and large firm respectively, compared to 5.8% of turnover in
the baseline. Along with the higher interest payments due to the additional working
capital requirements, this impacts the firms’ PBT margins. It causes the medium firm
to experience a PBT margin of -1.10% for 6 months, and the large firm to experience a
PBT margin of -0.43% for 6 months.
In addition to the low PBT margins, both the medium and large interim retailer
experience significant cashflow issues when a large firm fails. Their ‘cash out’
increases from month 1, but the retailer does not receive any ‘cash in’ from their new
customers during the first 6 months, until they are billed. This results in a decrease in
‘net change in cash’ compared to the baseline, as shown in the figures overleaf for the
large interim retailer. The effects for the medium interim retailer are even greater.
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Figure 145: Impact of large retailer failure on large firm cashflows, relative to the
basline
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Source: Economic Insight analysis.

From month 7, the interim suppliers can collect bills from their new customers, but
they do not bring in enough cash to dampen their shortfall in ‘total cash’ and so
experience a cashflow shortfall for two years. Our model shows that, at the end of the
two years, the medium retailer would have a cash shortfall of £232.4m and the large
retailer would have a cash shortfall of £228.1m.
Due to the inappropriate risk-return balance, investors would be unwilling to provide
financing. This suggests that both sized retailers would be susceptible to systemic
failure, and no retailer would be willing to take on this additional risk.
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17. Annex I: Adverse Selection in a
comparator market - Ofcom
Comparison
In this Annex, we provide a description of an information asymmetry
issue that occurred in the telecommunications market. Ofcom, the
economic regulator of this market, attributed the poor levels of service
quality in the market at the time to an information gap between providers
and customers, i.e. asymmetric information. In response to this, one
remedy that it introduced was to publish annual reports on service
quality in the market. This is a helpful comparator for the NHH water
retail market, potentially providing a remedy for TOH 2: Customer access
to quality and innovation is constrained.
Overview of the reports
From 2017, Ofcom has produced annual reports assessing the quality of service
experienced by customers in the previous year for each provider of the following
services: (i) mobile; (ii) home broadband; and (iii) landline. These reports include a
range of information that is easily comparable across providers. Examples of this
information are: (i) satisfaction with the provider; (ii) proportion of customers with a
reason to complain; and (iii) waiting time with the provider. In this Annex, we firstly
discuss the motivation for introducing these reports, before then describing their
content in more detail.
17.1.1.1 Motivation for the reports
In 2015, Ofcom undertook a “Strategic Review of Digital Communications”. 393 It set
out its strategy for improving service quality levels as a result of this review. Ofcom
indicated the usefulness of competition for delivering the service quality that
393

‘Strategic Review of Digital Communications Discussion document.’ Ofcom (July 2015)
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customers desire, but pointed out that this requires them to have the necessary
information to be effective.394 It found that there was very little information to
enable customers to compare the retail communications quality provided by different
providers.395 It also stated that “even when choices are available, people need practical
information and tools to take advantage of what the market can offer”.396 Based on
this, Ofcom then found that there was an asymmetric information in the market
relating to both (i) service quality; and (ii) compensation schemes. It found that there
was limited information for residential customers on the quality of service provided,
and that compensation policies were not often used to ‘win or retain customers’.397
Where service quality was available, it was not on the front / early pages, and was
generic.398 Therefore, it concluded that customers did not have the necessary
information to make informed choices, meaning that (i) the product did not meet their
needs fully; and/or (ii) the service quality experienced was worse than expected. 399
Therefore, this information asymmetry led to sub-optimal choices by consumers
the market.400
Ofcom also assessed whether a lack of information was causing poor outcomes on
service quality for SMEs. It stated that “In order to choose effectively between a range
of offers and find the product that is right for them, SMEs need to be able to access the
appropriate information in order to properly assess the services on offer. If they are
unable to do this, providers may in turn have weakened incentives to offer products in
line with the needs of SMEs”.401 It found that the available information on service
quality at the point of sales was either sparse or hard to find, compared to information
on other characteristics such as price and speed.402 Ofcom’s view was therefore that
SMEs did not have the comparable information needed to make decisions on
service quality commitments, or for when things went wrong, preventing them from
making informed decisions.403
17.1.1.2 Ofcom reports
One of the remedies implemented by Ofcom to address this information asymmetry
issue was to publish an annual report detailing providers’ service quality. In the most
recent report, Ofcom stated that “by shining a light on the performance of the UK’s main
mobile, broadband and home phone providers, this report allows people to look beyond
the price and see what level of service they can expect from different providers. It also
acts as an incentive for providers to improve their customer service”.404 Therefore, the
intention of these reports is to provide customers with comparable, reliable
information on service quality, using which they can decide upon a provider.
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‘Strategic Review of Digital Communications Discussion document.’ Ofcom (July 2015); p.55.
‘Strategic Review of Digital Communications Discussion document.’ Ofcom (July 2015); p.55..
‘Strategic Review of Digital Communications Discussion document.’ Ofcom (July 2015); p.77..
‘Automatic Compensation Protecting consumers from quality of service problems.’ Ofcom (March 2017);
4.17.
‘Automatic Compensation: Annexes.’ Ofcom (March 2017); A5.9.
‘Automatic Compensation Protecting consumers from quality of service problems.’ Ofcom (March 2017);
4.18.
‘Automatic Compensation: Annexes.’ Ofcom (March 2017); A5.10..
‘Automatic Compensation Protecting consumers from quality of service problems.’ Ofcom (March 2017);
11.30.
‘Automatic Compensation Protecting consumers from quality of service problems.’ Ofcom (March 2017);
11.34.
‘Automatic Compensation Protecting consumers from quality of service problems.’ Ofcom (March 2017);
11.37.
‘Comparing customer service: mobile, home broadband and landline.’ Ofcom (September 2020); p.1.
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In the 2020 report, Ofcom presented information on different service quality features
for each of the providers of the following services: (i) mobile service; (ii) home
broadband; and (iii) home landline.
A summary is provided for different providers in that year. An example of this is
shown in Figure 146 for mobile providers.
Figure 146: Summary of quality of service metrics for mobile providers

Source: ‘Comparing customer service: mobile, home broadband and landline.’ Ofcom (September
2020); p.2.

There is a significant amount of extra information provided in the report that allows
customers to compare across providers. An example of this is in Figure 147, which
shows the average call time and abandonment rates for landline and broadband
providers.
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Figure 147: Call waiting times and abandonment rates amongst landline and fixed
broadband providers

Source: ‘Comparing customer service: mobile, home broadband and landline.’ Ofcom (September
2020); p.16.

For each mobile, broadband and landline provider, information was given on:
-

Customer satisfaction with the overall service;
The relative proportion of customers who would compare the service to a
friend;
How retailers contacted customers, e.g. via telephone / webchat;
The waiting time of calls with the provider and the abandonment rates;
Customers that had a reason to complain, irrespective of whether they did
indeed complain;
Number of complaints to Ofcom; and
Customer satisfaction with the handling of complaints, including whether they
were resolved on first contact.

For mobile providers, information was also given on:
-

Satisfaction with (i) the reception / signal strength; and (ii) value for money.

For broadband and landline providers, information was also given on:
-

Satisfaction with (i) the reliability of service; and (ii) speed of service (just for
broadband).

Therefore, there is a wealth of information on the quality of service that customers
can assess in order to choose their service provider. Importantly, this information is
also comparable across providers, enabling customers to decipher differences
in quality between different providers. Furthermore, as the regulator, Ofcom is a
reliable and trusted source, meaning that customers may rely more heavily on the
information it provides. Therefore, these reports help to eliminate some of the
asymmetric information in the telecommunications market.
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