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1. Executive Summary

Since the nonrhousehold (NHH) water retail market opened in April

2017, some customers have beneéit from lower prices, improved

quality, and / or a greater variety in service offerings. However, there are
concerns that the market is ot working as well as it could for all
customers. This report identifies why subptimal 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 longun; and there maybe a risk of systemic

retailer failure. We are also concerned that the crystallisation of bad
debt risk, due to COVIELY9, is increasing the likelihood of systemic

retailer failure in the short-term. In relation to the demaneside, we have
further concerns that some customers do not have access to the
information needed to engage effectively in the market. ®\believe that

it is important to address these concerns as a matter of priority, to ensure
the survival and development of the NHH water retaiharket.

1.1 Context

The NHH water retail market has been open for competition since April 2017. This
means that businessescharities and public sector organisationgan choose which
retail supplier to purchase water and wastewater services from. However, viaus
stakeholders have concerns that the market is not working as well as it could for
customers?

1 See for exampleState of the market 20120: Review of the third year of the business retail water )
marketé 8 I /Ex Aual Mankep Pefidimadte Report 2019/88/ 3, | ¢ T Monfplsehbld A O
water customer complaints 1 April 2019x v - A O A ECC\atep (2020).
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Given these concerns, a number of water retailers (via tHéK Water Retailer Councik
UKWRC) commissioned Economic Insight to develop this market stuéyThe 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 howhe CMA
would undertake a market investigation.

1.2 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.

i 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 isworking well.

i 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
Oi AOEAO 3£OEAQEI T 088

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

1 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 COVIDB19 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 associatd with transfers of customers to alternative suppliers
[ arrangements.

1.3 Whysub-optimal customer outcomesmnay be arising

To assess why customers may be experiencing swiptimal outcomes, we have
developed a set of theories of harm (TOHs). Each TOH spesifiehypothesis that
explains why a particular suboptimal outcome may be arising. We have subsequently
assessed each TOH against the available evidence, including: publicly available
sources; a detailedrequest forInformation (RFI) to retailers; and a structured series

2 Nine retailers commissioned this work: Business Stream; Castle Water; Clear Business Water; Everflow;
First Business Water; Pennon Water Services; SES Business;W&taT Plus; and Wave Utilities.

3 Ofwat has identified a range of market frictions that occur because of the necessary interactions between
wholesalers and retailers.

4 We definesystemic retailer failure as the failure of firms resulting froresues with the market systenit
relates to firms in general (i.e. multiple or all firms), rather than the failure of any one individual firm due

Ol OEAO AZAEOI 380 ODPAAEEEA AEOAOI OOAT AAO 10 AEAOAAOAC
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WE ARE CONCERNED
THATTHE REGULATED
DEFAULT TARIFFS FOR
THE LOWEST USAGE
CUSTOMERBIAY BE
BELOW THE EFFICIENT
LEVEL OF COST TO SER'

of stakeholder engagements. We have focused on the TOHSs that we consider may be
most material in terms of customer detriment.

(AOET ¢ AOOAOOAA OEA AOEAAT AAh xA r@®AOAAG

Gignificantd AT 1T AAk®1 @M 1T A& A 61 G Adér@err3.1n the subsections
below, we outline our findings in relation to the TOHs for which we haveignificant or

concerns, before providing an overview of our higlevel assessmenof all the
TOHs.

1.3.1 Significant concerns

The root of our significantconcernsis that, on the supplyside,the regulated default
tariffs for the lowest usage customers (those consuming less than 0.5MI per
annum) may be below the efficient level of cost to serve.

This is the basis for our significant concerns in relation to four OHs:

» Prices and costs are misaligned for the lowest usage custom&isOH 1c).

» Dominance of price competition at the expense of quality and innovation
arises because oé path dependency in the marke{TOH 2b).

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

» There is a risk of stranded customers if a firm fail§TOH 4b).

Before outlining our findings in relation to each of these TOHSs, we first note a
AAEET EQGETT 1T &£ A OAOGOOI | Acudwo E as et outhin tie A O A
box below.

Box1: 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 effectivest on
the basis of premises, i.e. usage is defined per premises and cost allowances are
(as part of default tariffs) for the lower usage premises. In this report, we define
unigue customers as the organisation that has, or would, engage in the marke
(and therefore can be responsible for multiple premises). Where we refer to

Ol ENOA AOOOI I AO OOACA AAT AOh OEAOA 0!/
of its premises.

1.3.1.1 Prices and costs are misaligned fahe lowest usage customers (TOH 1c)

Our analysis suggests that the default tariffs for customers in the@5MI 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.

1 As shown inFigure 1 overleaf, we estimate that under the current Retail Exit Code
(REC) the average allowed ACTS for a unique customer wittD®BMI usage i£78
per annum; whereas the imlustry-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 COVID19).5 That is, for these customers, retailers have incurred greater
costs than the default tariffs allow

i Thefinding 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).

I 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 costsAt the total industry
level (including all usage bands), we estimate thdtiction costs could
account for4% to 15% of the ACTS. This equates to betweéd and £180of
the ACTS for €0.5MI unique customers. Furthermore, these friction costs
are partly outside of the control of retailersz and therefore do not wholly
represent retailer inefficiency.

» There is some variation in actual ACTS between retailers, but wie 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 sectofs.

5  We have removed the effect of COMI®from cetain analyses to avoid the pandemic unduly distorting
the results. Nevertheless, COMIDis expected to give rise to significant costs for the industry and the risk
that is borne by retailers should be reflected in regulated tariffs.

6 We consider markt friction costs specifically in our assessment of TOH 3.

7 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 Endlamhereas 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

o
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Figure 1: Actual vs allowed ACTger unigue customemwith 0-0.5MI usage per annum,
excluding COVIBL9 effects
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£121
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ACTS per unique customer

£0
Allowed <0.5Ml Actual 0-0.5Ml

m Allowed ACTS m Operating ACTS
m Doubtful debt and debt mgmt m Overheads
m MOSL fees m Customer acquisition & retention

m Amortisation m Other

Source:Economic Insightinalysis ofRFI, REC, and PR16 final determinations daltéote that: ()
PR16 data on premises was usfed weighting the allowed ACTS by the number of premises before
converting these to the allowed ACTS per custontey the actual ACT figures includé NHH

water retailers, a mixof incumbents and new entrants; (iii) the data presented is the industry
averageacross the first three years of market operation; (iv) adjustments have been made to bad
debt costs in 2019/20 to strip out theffects of COVHR9; 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 mismatdsetween regulated
default tariffs and the efficient cost level is giving rise to customer harm, as follows.

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

1 Inthe longrun, 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 Dominanceof price competition at the expense of quality and innovation
arises because of path dependency in the mark@OH 2b)

( At the aggregate levelthe industry has been loss making over the first three

years of the market being open , even when the effects of COVIIDO 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

THE INDUSTRY HAS BEEI
LOSS MAKING OVER THE

FIRST THREE YEARS OF
THE MARKET BEING OPE

J
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whole, along with the split by unique customer usage bandsAs can be seen,

customers with 0-0.5MI usage have had negative EBIT margins, and this is even more

pronounced at the lowest level of consumption (i.e. for customers with-0.05MI

usage).

Figure 2: Actual gross margin and net maiig per unique customer segmentexcluding

COVID19 effects

|
30%

19.9%
20%

15.7%
12.5%
10% 0,
6.6% . 6.0% 6.5%3 104
l 2.2% .1,4% ’ 1.3%p 39
0% - - — [ [ -
-0.5% .

-4.9%

Margin

-10%
-20%

-30%
-29.9%
-40%
Total Unmetered 0-0.05Ml 0.05-0.5Ml  0.5-5Ml 5-50Ml 50+Ml

m Gross margin ~ ® Net margin

Source:Economic Insightinalysis ofRFI data. Note that: (i) the figures includé NHH water

retailers, a mixof incumbents and new entrants; (ii) the data presented is the indusaserage

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 COVIB.

As with the analysis of ACTS for-0.5MI customers, we have not found evidence to
suggest that the indstry 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 suggst 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 detaihot least because retailerdhiave beenmaking
negative net margins We do note that the allowed net margin was set based on
analysis from PR14 with crosschecks 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 sigo#int working capital requirements
for retailers and bad debt risk exposure.This maywarrant further analysis in relation

to the efficient level ofallowed net margins in the industryin the long-term.

Similarly, we have not identified strong evidence tsuggest whether the gross

margins for 0.5-50MI usage premises are set at the efficient level or not. This is
because: (i) certain premises with lower usage (i.e. premises with G5BVl usage)

were moved into this usage band for which the gross margin is send (ii) the

allowed gross margin was increased by Ofwat in the REC. Together, this results in an

8 Notably, unique customers with-0.5MI usage have been split into two bandsq@5MI and 0.080.5MlI).

o
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increase in the allowed gross margins for the 50MI usage group, but may effectively
have reduced gross margins for some customers in the @3MI usage goup whose
allowed gross margins based on an allowed ACTS and net margin may have been
higher. Therefore, we cannot exclude the possibilitthat these broad customer usage
bands mask variations in terms of customers with varying levels of usage and,
therefore, varying levels of profitability.

Overall, the evidencd OCCAOOO OEAOh AOT I OEi&noeAddghEl AO
value in the market to compete on quality.This means thatthe market may bestuck

ET A O11 x N OAWh&ESthete is Aficdsoh iride@ethérithan quality. As

such, customers may be being harmed through sedptimal quality, both in the short-

run and the longrun.

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

We are concerned thathere 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 6 COVIDB19. This is not to say that the underlying risk has increased.
Rather, the pandemic has revealed #level of risk retailers are exposed to, and the
industry margins are not sufficient to compensate for this risk.

Two factors contribute to our mncern about systemic failure:

1 Firstly, industry EBIT margins have beemegative over the first three years of the
market being open. As shown ifrigure 2 above, we eimate that industry EBIT
margins have averaged0.5% over the first three years (even after the effects of
COVID19 have been removed). Furthermore, the retailers as a whole, including
their Scottish operations and extra services, were loss making on aege prior to
COVID19.2 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 COVIBL19.

i Secondly, bad debt costs are expected to increase significantly as a result of
COVID19. 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 ncreased 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 poinnhcrease in bad debt will reduce EBIT margins by
one percentage point, without any mitigating actions.

Recognising that COVIEL9 presents a risk of systemic retailer failure, Ofwat is
intending to implement a bad debt cost sharing mechanism that will allowetailers to
recoup some of the additional bad debt costs froms1April 2022.1© However, firms

will still be exposed to significant losses. Assuming bad debt of those on default tariffs

We note that there appear to be concerns that Scottish customers are potentially subsidising English
AOOOT 1 ADOOS8 MAakites impobrt &f e retall imdrket irdight of the current pandemic
WICS (April 2021), section 4.6.
0 | ExAOB0 OPOAEAOOAAS ADDOI AAEsAp®2089 buthit isBl$okdnsiiting OEA i
on the option to implement it from £ October 2021

o
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increased from 1% to 3.5%, an averageetailer could be expected b face a reduction
in EBIT margins on default tariff customers of 1.4 percentage points.

. 1T OAAT Uh |/ AxAOB80 APDPOI AAE A@bPi OAO . ({ xAO,
pw AAA AAAO AT OO0 OEAT / £CAI 860 AOOOAT O ADH
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 z 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 fromsLtApril 2021 z a year

AAOI EAO OEAT | AxAO8O0 AOOOAT O1 U DPOI BT OAA i,

We consider there is a material risk of systemic retéér failure, given the combination

of the status quonegative margins and the fact that retailers will be exposed to

OECT EEXZEAAT O AAAEOET T Al AAA AAAO Al 600 j A0,
mechanism). Increased bad debt will put pressure on cashfis, and firms may not be

able to access finance due to an insufficient risketurn balance in the longrun.

This risk of systemic retailer failure can result in customer harm through
interruptions to retail services, confusion caused by the interim supplyprocess, 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 fai([§OH 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

OEOE OEAO AOOOI T AOO xi1 O1 A AR OOOOAT AAAG x|
Our finding is basedon the following.

1 There does not appear to be an appropriate risketurn balance at the industry
level at the moment, e.g. we observeegative EBIT margins. Therefore, retailers
may be reluctant to expand their operationg especially with a customer base
that led a retailer to failure.

1 Furthermore, acting as an interim supplier will involve incurringcosts associated
with customer transfer along with working capital requirements. Our financial
modelling finds that the cashflow and profitability impacts d 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.

1 If alarge 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

1 571 AAO | AExAO80 POl bl OAI Oh EZA£ ET AOOOOU AAA AAAO EO /
costs over 2%. Therefore, an average retailer with 1% historical bad debt on default tariff customers
would experience a 1.375 percentage pointdrection in its EBIT margin for default tariff customeris it
experienced the industripad debt shock of 3.5%r default tariff customers(1% + (3.5%2%)*25% =
1.375%). We understand that bad debt varies across the industry, and those that experiengghartbad
debt shock will face even greater losses

o
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suppliAR O O1T AOOOI i AOO ET OEA xEI 1 AOAI A0SO A
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 actas 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 COVIEL9 (as addressed in the previous section). That is, we
perceive that thereis 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 nemegligible amount of time that
customers would be without a retailerz 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 multisite customerswould not all be
allocated to the same firm (e.qg. if sites were allocated to wholesalers), which would
contradict one of the benefits of the open market.

1.3.2 Some concerns

) T AAAE Ofghilican®@l AGE R ADT O OAO | COnckdntedAh x A
regarding other TOHs that we have assessed. These are as follows.

i The costs of switching outweigh the benefits for smaller customers (TOH 1a).
On the demandside, we have some concerns that customers may not be fully
engaging in the market, pary 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. Fexample, 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 reventing
them from engaging in the market. This may result in customer harm both
OAEOAAOQI UG j AOOOI T AOO 116 AAET ¢ AAIT A
I £FEAOQ AT A OET AEOAAOI US j OEOI OCE Al Oi
competitive services). Set against this, we recognise that price and nprice
protections are currently in place to protect customers because there is low
engagement among lower usage customers.

i 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 redwee the levels of engagement in the market. We do not,
El xAOAOh ZET A AOGEAAT AR OEAO OET CAT AOAI @
significantly more for higher quality or more innovative services (i.e. this is likely
to be an issue for certain specific gneps of customers, rather than being a
AOiT AAAO poOi A1 Al PAO OAh OET OCE AT O1 A EI
terms of the expected levels of prices and service quality on the demassile).

@
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1 Market frictions reduce service quality and drive  -up prices (TOH 3). We have
some concerns regarding the quality bmarket data and, in some specific cases,
inadequate retailer-wholesaler interactions. The evidence suggests that these
frictions may be increasing operating costs and decreasing service qualityr
customers. For example, we find that issues with market data may have led to
annual friction costs of between about £6 anéi24m 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, wenderstand that the market
operator and all market participants are already taking active steps to address
these issues, which suggests that these costsould reduce going forward.

1.3.3 Overview of all TOHs

The tableoverleaf sets out our overall assessment of each of the TOHs that we have
AOOAOOAA xEOEET OEEO OOOAighgicant® EIE@S ET A1 OAA
concerns about, which have been discussed above, along with those that we have

) 8 Al $§abdAO1
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Tablel: Summary of assessment of TOHs

Level of

TOH Sub-theory concern

TOH 1a: The costs afwitching outweigh the Some
benefits for smaller customers concerns
TOH 1: The market
is not working for
lower usage
IS EIERIERS TOH 1b: Smaller customers are subject to
low customer misconceptions and behavioural factors
engagement and
weak supply-side
incentives

TOH 1c: Prices and costs are misaligned

TOH 2a: Customers are willing to pay for

higher quality and more innovative services, Some
Ol S e gzégﬁlgrnot identify this before choosing a concerns

access to quality
and innovation is

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

TOH 3: Market

frictions reduce TOH 3: Market frictions reduce service Some
SR ENIWAE N quality and drive-up prices concerns

drive-up prices

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

TOH 4: There is a
risk of systemic
retailer failure

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

TOH 4c: Sefsupply has negative impacts on
overall financial sustainability and customer
welfare

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 theconcerns 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 efiiciency z which was a
key expected outcome at market opening and an increasingly important wider policy
objective 12

are implemented to come into effect in April 2022. is 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 focustomersin 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 taddress our specific
concerns; further remedies to consider; an@ur 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 ecommend are considered.

R.1 Theallowed ACTS for the 00.5MI band should be increased

We recommend that the ACTS for the lowest usage customers@®MI) 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 00.5MI premises alone or seekic O1 OOAAAI AT AA8 Al 11T x
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. Morspecifically, Ofwat could:

- (a) increase the ACTS for-0.5MI premises alone;

- (b) rebalance regulated tariffs in NHH water retail between @.5MI premises
and 0.550MI premises;

- (c) rebalance between NHH water retail and household retail; and / or

- (d) rebalance between NHH water retail and wholesale.

12 We do not consider a lossaking industry could fully address the issue of water efficiency. However, we
have not considered in detail: the issue, including the incentive propertiepotential specific remedies.

@r
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We recommend option (a).

We have not identified an issue with the default tariffs for 0.50MI premises to

warrant option (b). We recognise that the default tariffs for some of the premises that
now fall into the 0.5-50MI 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 asmuch 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 justificatiofor 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 efficiezst level is

for 0-0.5MI 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 defadA OE ££0 OEAO
1Tx8 EO COAAOAO OEAT OEA EAOI AAOOAA AU A,
the actual costs in the industry were at the efficient level, the industraverage

allowed ACTSor the 0-0.5MI bandwould need to increase ly 55% per unique

customer.

Increasing the ACTS for the-@.5MI 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 abouhe 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.2The bad debt cost remvery 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
COVID19 has revealed to a greater extent the ris that retailers bear. The current

risk-return balance is not sufficient to compensate retailers for the risk, and there is a
OAOU AOOOAT O OEOE 1T &£ OUOOAI EA OAOAEI AO £FEAI

To address this issue, Ofwat could dier:

- (@) 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
AAT A1 1 AGEAOA OEA OAOU AOOOAT O EOOOAS ) O
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 thdmmediate issue ofthe increase in bad debt
resulting from COVID19 is a shortterm issue. On the contrary, we believe that
COVID19 has revealed the risks that retailers bear, which in turn creates an urgent
and immediate issue which needs to be addresde

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 faikir

We recommend that this remedy is implemented as a matter of urgency. April 2D2
appears to be the most suitable time.

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

We recommend that price cap be based on the entity that engages in the market, i.e.

OEA OO1T ENOA AOOOI I AOGh OAOGEAO OEAT AZEEAAOI
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

Ol OAODOT OAAOAAS8R AT A OEEO 1 AU AA Ai1TO0AOU
We recognise that there may be sompractical challenges in implementing this

remedy, but we consider that these are outweighed by the lorgrm 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 B23.

R.4Companies should synchronise efforts to reduce the market friction costs

We recommend that the costs of addressing market friction@nd 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 thirdparty
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 welfunctioning central market
operating system (CMOS) dataset at market opening would have looked like;

- Step (ii). Combine resources to improve the CMOS databasehis level (this
could include, for instance, employing a thirgarty 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 vaious 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 ensuringhat 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 shorterm. 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 bette&eustomer outcomes. These
remedies for further consideration are:

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

i 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.

i Theinterim supply arrangementsshould be reviewed to limit the risk that
issue of potentially stranded customers, but we consider there may be further
helpful reforms to the interim supply arrangements.

i Allowing changesto 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 cets. 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.

i 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
longrun. As anexample, 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 remove®.

13 Decisionz Framework for assessing whether conditions are in place for effective competition in domestic
supply contract§ h  / £ACAT h / AOT AAO ¢tuv08
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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.

The rest of this report is structured as follows.

1

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 TOHSs 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 | provide further evidence to support the findings in the main
report.

Sinceoriginal publication, the following changes have been made tiis
report:

- Figure 590n the wholesaler performance againsR-Mexhas been
updatedto reflect a restatement from MOSIlon page 151

- The market sharegand, the resultant assessment othe status of
competition) in the NHH water retail sector in Scotlandhave been
updated on pages 270, 276, and 27.7




2. The norhousehold water retall
market

This chapter provides background information on the nelmousehold
water retail market. We first provide a briep wf s wj f x! pg! ui f !
history and opening, before detailing its operational structure and how

the market prices are regulated.

2.1

History

The non-household water retail market opened on $ April 2017 (with the change
bought about byThe Water Act 2014).As a result, overl.2 million businesses in
England and Wales @n now choose their supplier of water and wastewater retail
services The opening represented a major change to thdK water sector andhas
created the largest competitive water retail marketin the world.14

The motivation for opening the market was primarily to improve outcomedor
customers, saving them: money, water, and time. It was also expected that market
opening would lead to widerenvironmental benefits, and spill-over effects from the
potential efficiency gains. For example, he 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:

1

Compdition 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 upjater
efficiency and leak age reduction services , leading to lower consumption levels,
which in turn should have associateeénvironmental benefits .

14
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1 As companies compete for business by offering improved services (for example
consolidated billing, better metering services or more streamlined complaints
handling) customers should receive digher quality of service and save time on
administrative tasks16

The market operates with a similar structure to that of the electricity and gas retail

sector in the UK. That ighe 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

Al i pi AOA OPAAEACAS O ADOOOI I AdOs8 #0001 1 A
suits their price and service needs. The overall market structure is further detailed in

sedion 2.2.

Although the market has been opened for competition, it is still requlated 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).7.
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 pamnof 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 sectior2.3.

Market overview and structure

The structure of the norrhousehold retail market is summarised inFigure 3 overleaf.
The figure also provides an illustration of the key roles held by the market
participants z and how they interact, which is further detailed in the following
subsections1s

s O/ PAT  AI O AOOEI AOOd 2A0EAxET ¢ OEA ot QuyQo18)AAO 1 £ OFE

17 Note: these combls do not apply to the largest customers, as of April 2020.

18 For more information, please see the Ofwat webslkt#ps://www.ofwat.gov.uk/regulated-
companies/markets/businessetail -market/
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Figure 3: Overview of the norhousehold retail water market

Wholesalers Retailers

Buys wholesale water services

rovide ™ Self-supply  Buys package /,/

of priceand /|

service / o
Y,

Business defra

customers

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 servies) from regional wholesale water
companies (wholesalers) provide the necessary retail services (such as metering and
billing) ; and to package these servicewith extra services such as water efficiency
advice or leakage control services.

The retailers compete for customers based on both their price and service offering.

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

- Incumbent associated retailers. These retailers were operating at the time
i £ | AOEAOG I PATETC ET c¢mpx AT A AOA 1 x1A
O AOA A1 1 OEAAOAA O1 AA OAOOI AEAOAAGS8

- Incumbent non -associated retailers. These rdailers were operating at the
OEI A 1T &£ | AGEAO TPATEITC ET ¢mpx AOO AOA
AT 1 PATUR O AOA AADOEABRDBAAA®DE AA O111

- New entrants. These retailers have joined the market since 2017.

i The retailers have gained customersia two key mechanisms.

- Transfers. Many of the retailers obtained customers by purchasing the nen
household 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)
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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 sharexcurred in 2019. This
was as a result oBusiness Stream acquiring th customer base of Yorkshire Water
Business Services and Thre8ixty.20

2.2.2 Wholesalers

The wholesalersare thecompanies 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.

7EEI OO OEA AOOOI i1 AOBO 1 AET ET OAOAAOEIT EI
customers may need to interact with he 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 State of the market 20120: Review of the third yearofth AOOET AOO OA.GOM&tI(Augud OA O |1 /
2020), page 14.

20 Please see the Business Stream website for more informalittps://www.businessstream.co.uk/news
media/pressreleases/businesstream-buysnon-domesticcustomerbaseof-yorkshire-water-business/
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These customers can switch suppliers and can choose the retailer that is best alde t
meet their needs. As of February 2021, roughly 14% of customers have switched
services?! It is likely that a further share of customers have also actively renegotiated
the contract with their current retailer.

Alternatively, customers can opt to obtan a seltsupply license and deal directly with
the wholesaler(s). At the end of the third year of market operation there were 12 self
supply license holders.

In the following sub-sectionwe provide further detail on the usage across the
customer segments

2.2.3.1 Customer usage

The customers in the NHH water retail marketise around 1.7 million Ml of water each
year. According to MDSL this is approximately a third of the total water consumption
in England (i.e. around half of the total water consumed byomestic customers)?z2
Within the market, the usage by customer varies considerablyy customer type

YT OEA OAAT A 1T OAOI AAER xA DedeBdgméntsaré 3, 6 O
based on two factors: whether the customer is trade effluent, and howuh 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 Calculated as 376,132,632,232, sourced from MOSL website (15/03/2021), number of SPIDS
https://www.mosl.co.uk/market-performance/details/60/number-of-supply-points-within -segmenf and
number that have switched https://www.mosl.co.uk/market-performance/details/53/cumulative-
switching-of-service

2 011 O6A1 - AOEADO 0AOAI Modl (%) 2APT OO tuvi0OTe1d8
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Table2: MOSL customer segments

Customer Annuat Trade effluent MK EEEr
segment consumption example
0 to 0.04 MI No church, bank
No pub, hairdresser
0.04 to 0.37 MI
Yes residential building
M3 site, local garage
No hotel, warehouse
0.37 to 1.28 Ml
Yes farm, mine
university
1.28'to 5 MI
chemical factory,
airport, power
More than 5MI
M9 Yes oil refinery, port

Source: MOS#

Notes: (i) Trade effluent is any liquid waste (effluent) discharged into the public foul sewer from a
business or industrial proceqg.g. from washing or cooling activities); and (i) 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 thsage segments is shown in
Figure 5 below.

23 MOSL websiteglease seéhttps://www.mosl.co.uk/market-performance/details/60/number-of-supply-
points-within -segment

@'
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Figure5: Share of SPIDs by customer segment (March 2021)
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Source: MOS#.
Note: MOSL customer segments are based on daily litre consumption, in the fiporee these
values have been converted to yearly megalitre consumption.

As demonstrated by the figure, the majority of SPIDs (85%) are using less than 0.37MI
a year, whikt only 1% use more than 5MI.

To provide context for this usage, we can comparetid domestic households> 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 theame 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 consumptior#s

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 MOSL websiteglease seéttps://www.mosl.co.uk/market-performance/details/60/number-of-supply-
points-within -segment

s 7T OAd AT T AOOEA AT 1T OO0 DPOEDAI AARBEED OAOEAMBBIEDA | 2 BE
(2020) in which the market operator conducts an equivalent comparison.
%6 011 O0A1 - AOEAO 0AOAI Modli(@%) 2ADT OO @tuvoToet1 b8
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2.2.4  Third party intermediaries (TPIs)

TPIs can give advice and informatin 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 welies; utility brokers; and companies
offering to support customers to switch?? 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 processMOSLwas 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 arecomplying with their obligations.

2.2.6  Ofwat

Ofwat is the economic regulator of the market and issues the licenses to retailers
which enablethem to operate. Furthermore, Ofwat regulatethe prices thatthe
majority of customers who have not actively negotiatd a contract with their retailers
face (for more details see sectiog.3 below).

2.2.7 The Department for Environment, Food and Rural Affai{®@efra)

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
ET %l ¢l ATA O A1 OOOA OEAO OEARY AAI EOAO

2.3 Overview of regulation

231 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 tarffs.

As shown inFigure 6 overleaf, default tariffs were calculated by reference to the
following.

i An allowance forbusiness 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.

OE.

27 @ new business retail water market from April 20570 EEOA DPAOOU E1 OAdiMap EAOEAO

2016)
8 Ofwat£OAT Ax 1 OE Défia AMaichi2D20)6
29 &1 O 11T O0A ET A& OF AGETT 11 OBhsindsa retdil pricdrévievd 20561 fihad E T 1

determinationsd Gfwat (December 2016)

&
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1 An allowedoverall 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%.

I Thecharges for wholesale services , which were used to calculte the retail
margin.

Figure 6: Overview of default tariffs at PR14
|

Allowed

revenue Net margin

(% of wholesale costs) Gross

margin

given customer type (£)

Wholesale costs

Source: Economic Insight.

Thus, the price control fixed the overall gross margin each retailer could earn from a
customerz rather than the total revenue. AssAEh AAAE OAOQOAEI A0O8O O
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 tariff$ across the companies.

23.2 PRI16

At PRL6, Ofwat simplified the price controls that appliel 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 sectorwide 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 setusing allowed costs and net marginat PR14). For the lower

usage customers (those consuming less than 5MI of water per year in England), Ofwat
retained the company specific default tariff capg!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 introduceda supplementary limit (or restraint) on price

30 We note that for customers of companies operating wholly or mainly ialé¢ using less than 50MI of
water per year (who will not be able to switch their retailer), the overall net margin allowance was set at
1%.
31 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.
2 &7 O I 1TOA ET A& Of AGETT 11 OBhsines? retail pricdré/AW20E61 filaDET T D1 A
determinationsd Gfwat (December 2016)
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increases of 1% for any customer type in any year. The basis for this simplification
was thatlarger 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.
4EA ET OAT AAA OTI1T A T £ GBpA BRADOAADLET DT AABDOA,
whilst limiting thecT T OOOAET OO0 11 A OAOAEI AO&O Al 11 AA
Ofwat based the gross margins on assessments provided by each compangble 3

below shows the uniform gross margin controls set by the regulator at PR16.

Table3: Uniform gross margin controls for PR1GFD)

510 50 5.0% 5.3%

>50 3.3% 2.8%

Source: Ofwag4
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 PR14vere reasonably robust and comparale; and (i) there

had been no new evidence in relation to these matterddowever, the regulatordid

AAET T x1 AACA OEAO EOO AT 100110 xAOA AAOGAA |
have reflected the costs faced by new entrants, particularly because incbents may

benefit from economies of scalé>

2.3.3 REC (2020)

In July 2019, Ofwat published its decision othe REC whichregulates the price and
non-price terms for those on deemed contract$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) 3¢

&1 O OI EAOT 6 ({AMOGHL alyénf), @iwht Add €etained 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 thisdsis, 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 theadditional costs of the market.

For small (but not micro) usage customers (0.5 to 5ML a year) and medium usage
customers (5 to 50MI a year), Ofwat has implemented a gross margin cap and set
these at 8% and 10% for water and wastewater respectively. Femall usage
customers, the gross margin cap is a change from the default tariffs set under PR16,

33 @Business retail price review 2016: findeterminationsd @wat (December 2016)

3 4 AAT ABusingss retailGrice review 2016: final determinatiob€¥wat (December 2016)
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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) @fat has removed explicit price controls, instead
asserting that the charges should be set such that they are reasonable and nhon
discriminatory. The basis for loosening the controls for these customers was that they
are more likely to be able to engage ithe 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 norhousehold retail water
market (2015 to 2021)

ANNUAL
USAGE
( Ntel'tl Marglns | . _ Reasonable and
>50MI G ) (I ross margin caps non-discriminatory
cost to serve) e
obligation
5MI
to
50MmI
Gross margin cap
0.5MmI Net Margins
to (with a regional
SML cost to serve)
<0.5MI

PR14 PR16 REC

Source: Economic Insight.

As shown in the figure:

1 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.

1 At PR16,0fwat simplified the price controls that applied to medium and large
usage customersthose using at leasbMI each year) byintroducing a sectorwide
gross margin cap, and a limit on the price increases any one customer could face
each year.

i Inits decision on the REC, Ofwat further reduced the controls. In particular:

- for the lowest usage customers (@.5Ml) the REC retainghe protections set
at PR16 with an adjustment forinflation;
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for small andmedium usage customers (0.50MI) the REC sets gross
margin cap and

for the largest customers (>50Ml)the REC implementO OAAOT T AA1 A AT .
AEOAOEI ET AOT OU T AT ECAOEITT18h AOO 11 A@b



3. Current customer outcomes

This chapter provides an overview of the outcomes that customers are
currently experiencing. Some customers are bendfig from lower

prices, improved quality, and / or a greater variety in service offerings

but there are corcerns 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.

3.1  Customer awareness, engagement and switching behaviour

As set out below, on the demandide, 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 ofusage. Whilst thesefactors are not necessarilyoutcomes that showcustomer
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 ®mnsumer awarenessf the possibility of
switching across various customers sizes. As showthgere is relatively low awareness
of the possibility of switching among smaller customers, with only a little more than
half of customers surveyed bein@ware 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 20120, however also reaching as low as 65%
in 2018-19. This volatility is attributed to sampling issues by Ofwat.

&



ECONOMIC INSIGHT Non-Household Water Retail Market Study April 2021

Figure 8: Consumer awarenessf the possibility of switching, by customer size
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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 amongMEsonly fluctuating slightly without a clear trend

in either direction. Whilstthere 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 beenntroduced to the market from working
effectively. InFigure 9 overleaf, we present the proportion of customers switching
and renegotiating.
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Figure 9: Consumer switchingand renegotiating, by customer size
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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 tdhave switched or renegotiated in 201920, 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%, arto among SMEs, which is not indicative
of significant customer engagement?

There also does not seem to be clear evidence of improvement in this metric since the
opening of the market in 2017. Wh#t the 2018-19 figures show some improvement
from the previous year, there is significant regression again in 20£20. As before, it
may be the case that this volatility is attributable to sampling issues.

3.2 Customer satisfaction with their current retailer

Customer satisfaction is another indicator of how effetively 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 toe 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 flutuates 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,
Qonsumer engagement and switchi8gd 5+2. f otowds
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