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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: ȬState of the market 2019-20: Review of the third year of the business retail water 

marketȭȢ  /Æ×ÁÔ ɉφτφτɊȠ ȬAnnual Market Performance Report 2019/20ȭȢ  -/3, ɉφτφτɊȠ ÁÎÄ ȬNon-household 
water customer complaints 1 April 2019 ɀ χυ -ÁÒÃÈ φτφτȭ.  CCWater (2020). 
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Given these concerns, a number of water retailers (via the UK Water Retailer Council ɀ 

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 

ȬÍÁÒËÅÔ ÆÒÉÃÔÉÏÎÓȭȢ3 

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

wholesalers and retailers. 
4  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 
ÔÏ ÔÈÁÔ ÆÉÒÍȭÓ ÓÐÅÃÉÆÉÃ ÃÉÒÃÕÍÓÔÁÎÃÅÓ ÏÒ ÃÈÁÒÁÃÔÅÒÉÓÔÉÃÓȢ 
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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. 

(ÁÖÉÎÇ ÁÓÓÅÓÓÅÄ ÔÈÅ ÅÖÉÄÅÎÃÅȟ ×Å ȬÒÁÔÅÄȭ ÔÈÅ 4/(Ó ÉÎ ÔÅÒÍÓ ÏÆ ×ÈÅÔÈÅÒ ÅÁÃÈ raises 

Ȭsignificantȭ ÃÏÎÃÅÒÎÓȠ Ȭsomeȭ ÃÏÎÃÅÒÎÓȠ ÏÒ ȬÌÉÍÉÔÅÄ Ⱦ ÎÏȭ 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 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 

ÄÅÆÉÎÉÔÉÏÎ ÏÆ Á ȬÃÕÓÔÏÍÅÒȭ ÔÈÁÔ ×Å ÈÁÖÅ ÕÓÅÄ ÔÈÒÏÕÇÈÏÕÔ our work ɀ 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 
ÕÎÉÑÕÅ ÃÕÓÔÏÍÅÒ ÕÓÁÇÅ ÂÁÎÄÓȟ ÔÈÅÓÅ ÒÅÐÒÅÓÅÎÔ Á ÕÎÉÑÕÅ ÃÕÓÔÏÍÅÒȭÓ ÕÓÁÇÅ ÁÃÒÏÓÓ ÁÌÌ 
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 

WE ARE CONCERNED 
THAT THE REGULATED 
DEFAULT TARIFFS FOR 
THE LOWEST USAGE 
CUSTOMERS MAY BE 

BELOW THE EFFICIENT 
LEVEL OF COST TO SERVE  
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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 ɀ 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  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.  

6  We consider market 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 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 industry-
average 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 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 

THE INDUSTRY HAS BEEN 
LOSS MAKING OVER THE 
FIRST THREE YEARS OF 

THE MARKET BEING OPEN  
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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 ÓÕÇÇÅÓÔÓ ÔÈÁÔȟ ÆÒÏÍ ÔÈÅ ÒÅÔÁÉÌÅÒÓȭ ÐÅÒÓÐÅÃÔÉÖÅȟ ÔÈÅÒÅ is not enough 

value in the market to compete on quality.  This means that the market may be stuck 

ÉÎ Á ȬÌÏ× ÑÕÁÌÉÔÙȭ ÅÑÕÉÌÉÂÒÉÕÍ, where there is a focus on price rather than quality.  As 

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

run 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  We note that there appear to be concerns that Scottish customers are potentially subsidising English 
ÃÕÓÔÏÍÅÒÓȢ  3ÅÅȟ ÆÏÒ ÅØÁÍÐÌÅȡ ȬMeasures in support of the retail market in light of the current pandemic.ȭ  
WICS (April 2021), section 4.6. 

10  /Æ×ÁÔȭÓ ȬÐÒÅÆÅÒÒÅÄȭ ÁÐÐÒÏÁÃÈ ÉÓ ÔÏ ÉÍÐÌÅÍÅÎÔ ÔÈÅ ÍÅÃÈÁÎÉÓÍ ÆÒÏÍ υst 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 

.ÏÔÁÂÌÙȟ /Æ×ÁÔȭÓ ÁÐÐÒÏÁÃÈ ÅØÐÏÓÅÓ .(( ×ÁÔÅÒ ÒÅÔÁÉÌÅÒÓ ÔÏ ÓÉÇÎÉÆÉÃÁÎÔÌÙ ÍÏÒÅ #/6)$-

ρω ÂÁÄ ÄÅÂÔ ÃÏÓÔÓ ÔÈÁÎ /ÆÇÅÍȭÓ ÃÕÒÒÅÎÔ ÁÐÐÒÏÁÃÈ ÔÏ ÒÅÆÌÅÃÔÉÎÇ ÁÄÄÉÔÉÏÎÁÌ ÂÁÄ ÄÅÂÔ 

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 ɀ 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 1st April 2021 ɀ a year 

ÅÁÒÌÉÅÒ ÔÈÁÎ /Æ×ÁÔȭÓ ÃÕÒÒÅÎÔÌÙ ÐÒÏÐÏÓÅÄ ÍÅÃÈÁÎÉÓÍȢ 

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 

ÓÉÇÎÉÆÉÃÁÎÔ ÁÄÄÉÔÉÏÎÁÌ ÂÁÄ ÄÅÂÔ ÃÏÓÔÓ ɉÅÖÅÎ ×ÉÔÈ /Æ×ÁÔȭÓ ÐÒÏÐÏÓÅÄ ÃÏÓÔ ÒÅÃÏÖÅÒÙ 

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 

ÒÉÓË ÔÈÁÔ ÃÕÓÔÏÍÅÒÓ ×ÏÕÌÄ ÂÅ ȬÓÔÒÁÎÄÅÄȭ ×ÉÔÈÏÕÔ Á ÒÅÔÁÉÌÅÒ ÆÏÒ Á ÐÅÒÉÏÄ ÏÆ ÔÉÍÅȢ 

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 ɀ 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  5ÎÄÅÒ /Æ×ÁÔȭÓ ÐÒÏÐÏÓÁÌÓȟ ÉÆ ÉÎÄÕÓÔÒÙ ÂÁÄ ÄÅÂÔ ÉÓ ÁÂÏÖÅ χϻȟ ÒÅÔÁÉÌÅÒÓ ×ÉÌÌ ÂÅÁÒ φωϻ ÏÆ ÉÎÄÕÓÔÒÙ ÂÁÄ ÄÅÂÔ 

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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suppliÅÒ ÔÏ ÃÕÓÔÏÍÅÒÓ ÉÎ ÔÈÅ ×ÈÏÌÅÓÁÌÅÒȭÓ ÁÒÅÁȢ  (Ï×ÅÖÅÒȟ ÇÉÖÅÎ ÌÏ× ÌÅÖÅÌÓ ÏÆ 

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 ɀ 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 

)Î ÁÄÄÉÔÉÏÎ ÔÏ ÔÈÅ Ȭsignificantȭ ÃÏÎÃÅÒÎÓ ÓÅÔ ÏÕÔ ÁÂÏÖÅȟ ×Å ÁÌÓÏ ÈÁÖÅ Ȭsomeȭ 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 

ȬÄÉÒÅÃÔÌÙȭ ɉÃÕÓÔÏÍÅÒÓ ÎÏÔ ÂÅÉÎÇ ÁÂÌÅ ÔÏ ÔÁËÅ ÁÄÖÁÎÔÁÇÅ ÏÆ ÃÏÎÔÒÁÃÔÓ ÃÕÒÒÅÎÔÌÙ ÏÎ 

ÏÆÆÅÒɊ ÁÎÄ ȬÉÎÄÉÒÅÃÔÌÙȭ ɉÔÈÒÏÕÇÈ ÂÌÕÎÔÉÎÇ ÔÈÅ ÉÎÃÅÎÔÉÖÅÓ ÆÏÒ ÓÕÐÐÌÉÅÒÓ ÔÏ ÏÆÆÅÒ 

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, 

ÈÏ×ÅÖÅÒȟ ÆÉÎÄ ÅÖÉÄÅÎÃÅ ÔÈÁÔ ȬÉÎ ÇÅÎÅÒÁÌȭ ÃÕÓÔÏÍÅÒÓ ×ÏÕÌÄ ÂÅ ×ÉÌÌÉÎÇ ÔÏ ÐÁÙ 

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 

ÂÒÏÁÄÅÒ ÐÒÏÂÌÅÍ ÐÅÒ ÓÅȟ ÔÈÏÕÇÈ ÃÏÕÌÄ ÉÎ ÐÁÒÔ ÐÏÉÎÔ ÔÏ×ÁÒÄÓ ȬÐÁÔÈ ÄÅÐÅÎÄÅÎÃÙȭ ÉÎ 

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 pr ices (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 

ÁÓÓÅÓÓÅÄ ×ÉÔÈÉÎ ÔÈÉÓ ÓÔÕÄÙȢ  4ÈÉÓ ÉÎÃÌÕÄÅÓ ÔÈÏÓÅ ×Å ÈÁÖÅ Ȭsignificantȭ ÏÒ Ȭsomeȭ 

concerns about, which have been discussed above, along with those that we have 

Ȭlimited / noȭ ÃÏÎÃÅÒÎs about. 
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Table 1: Summary of assessment of TOHs 

TOH Sub-theory  
Level of 
concern  

TOH 1: The market 
is not working for 

lower usage 
customers due to 

low customer 
engagement and 
weak supply-side 

incentives 

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 

Limited / 
no concerns 

TOH 1c: Prices and costs are misaligned 
Significant 
concerns 

TOH 2: Customer 
access to quality 
and innovation is 

constrained 

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 

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

Some 
concerns 

TOH 4: There is a 
risk of systemic 
retailer failure  

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 ɀ which was a 

key expected outcome at market opening and an increasingly important wider policy 

objective.12 

7Å ÓÕÇÇÅÓÔ ÔÈÁÔ ÔÈÅ ËÅÙ ÒÅÍÅÄÉÅÓ ÔÏ ÁÄÄÒÅÓÓ ÏÕÒ Ȭsignificantȭ ÃÏÎÃÅÒÎÓ ɉ2Ȣρ ÁÎÄ 2ȢςɊ 

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 seekinÇ ÔÏ ȬÒÅÂÁÌÁÎÃÅȭ ÁÌÌÏ×ÁÎÃÅÓ ÂÅÔ×ÅÅÎ 

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: 

-  (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. 

 
12  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 ÔÁÒÉÆÆÓ ÔÈÁÔ ÁÒÅ ȬÔÏÏ 

ÌÏ×ȭ ÉÓ ÇÒÅÁÔÅÒ ÔÈÁÎ ÔÈÅ ÈÁÒÍ ÃÁÕÓÅÄ ÂÙ ÄÅÆÁÕÌÔ ÔÁÒÉÆÆÓ ÔÈÁÔ ÁÒÅ ÍÁÒÇÉÎÁÌÌÙ ȬÔÏÏ ÈÉÇÈȭȢ  )Æ 

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 

ÖÅÒÙ ÃÕÒÒÅÎÔ ÒÉÓË ÏÆ ÓÙÓÔÅÍÉÃ ÒÅÔÁÉÌÅÒ ÆÁÉÌÕÒÅ ÔÈÁÔ ×ÏÕÌÄ ÎÏÔ ÂÅ ÉÎ ÃÕÓÔÏÍÅÒÓȭ ÉÎÔÅÒÅÓÔÓȢ 

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 

ÃÁÎ ÁÌÌÅÖÉÁÔÅ ÔÈÅ ÖÅÒÙ ÃÕÒÒÅÎÔ ÉÓÓÕÅȢ  )Ô ÃÏÕÌÄ ÂÅ ÁÃÈÉÅÖÅÄ ÂÙ ÍÏÄÉÆÙÉÎÇ /Æ×ÁÔȭÓ 

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. 

ÔÈÅ ȬÕÎÉÑÕÅ ÃÕÓÔÏÍÅÒȭȟ ÒÁÔÈÅÒ ÔÈÁÎ ÅÆÆÅÃÔÉÖÅÌÙ ÏÎ Á ÐÒÅÍÉÓÅÓ ÂÁÓÉÓ ÁÓ ÔÈÅÙ ÁÒÅ ÎÏ×Ȣ  

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 

ȬÏÖÅÒÐÒÏÔÅÃÔÅÄȭȟ ÁÎÄ ÔÈÉÓ ÍÁÙ ÂÅ ÃÏÎÔÒÁÒÙ ÔÏ ÐÒÏÐÏÒÔÉÏÎÁÔÅ ÒÅÇÕÌÁÔÉÏÎȢ 

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 

ÃÕÓÔÏÍÅÒÓ ÁÒÅ ȬÓÔÒÁÎÄÅÄȭ.  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. 

¶ Ofwat should set out a vision for how the regulation of the NHH wat er 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 

 
13  ȬDecision ɀ Framework for assessing whether conditions are in place for effective competition in domestic 

supply contractsȭȟ /ÆÇÅÍȟ /ÃÔÏÂÅÒ φτυύȢ 
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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. 

 

 

 

Since original publication, the following changes have been made to this 

report:  

- Figure 59 on the wholesaler performance against R-Mex has been 

updated to reflect a restatement from MOSL on page 151. 

- The market shares (and, the resultant assessment of the status of 

competition) in the NHH water retail sector in Scotland have been 

updated on pages 270, 276, and 277. 
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2. The non-household water retail 
market 

This chapter provides background information on the non-household 
water retail market.  We first provide a brief pwfswjfx!pg!uif!nbslfuŁt!
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 leak age reduction services , leading to lower consumption levels, 

which in turn should have associated environmental benefits . 

 
14  Ȭ/ÐÅÎ ÆÏÒ ÂÕÓÉÎÅÓÓȡ 2ÅÖÉÅ×ÉÎÇ ÔÈÅ ÆÉÒÓÔ ÙÅÁÒ ÏÆ ÔÈÅ ÂÕÓÉÎÅÓÓ ÒÅÔÁÉÌ ×ÁÔÅÒ ÍÁÒËÅÔȭȢ Ofwat (July 2018). 
15  Ȭ/ÐÅÎ ÆÏÒ ÂÕÓÉÎÅÓÓȡ 2ÅÖÉÅ×ÉÎÇ ÔÈÅ ÆÉÒÓÔ ÙÅÁÒ ÏÆ ÔÈÅ ÂÕÓÉÎÅÓÓ ÒÅÔÁÉÌ ×ÁÔÅÒ ÍÁÒËÅÔȭȢ 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 

ÃÏÍÐÌÅÔÅ ȬÐÁÃËÁÇÅȭ ÔÏ ÃÕÓÔÏÍÅÒÓȢ  #ÕÓÔÏÍÅÒÓ ÃÁÎ ÔÈÅÎ ÃÈÏÏÓÅ ÔÈÅ ÐÁÃËÁÇÅ ÔÈÁÔ ÂÅÓÔ 

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 ɀ and how they interact, which is further detailed in the following 

subsections.18 

 
16  Ȭ/ÐÅÎ ÆÏÒ ÂÕÓÉÎÅÓÓȡ 2ÅÖÉÅ×ÉÎÇ ÔÈÅ ÆÉÒÓÔ ÙÅÁÒ ÏÆ ÔÈÅ ÂÕÓÉÎÅÓÓ ÒÅÔÁÉÌ ×ÁÔÅÒ ÍÁÒËÅÔȭȢ Ofwat (July 2018). 
17  Note: these controls do not apply to the largest customers, as of April 2020. 
18  For more information, please see the Ofwat website: https://www.ofwat.gov.uk/regulated-

companies/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 

ÏÆ ÍÁÒËÅÔ ÏÐÅÎÉÎÇ ÉÎ ςπρχ ÁÎÄ ÁÒÅ Ï×ÎÅÄ ÂÙ Á ȬÐÁÒÅÎÔȭ ×ÈÏÌÅÓÁÌÅ ÃÏÍÐÁÎÙȟ 

ÓÏ ÁÒÅ ÃÏÎÓÉÄÅÒÅÄ ÔÏ ÂÅ ȰÁÓÓÏÃÉÁÔÅÄȱȢ 

-  Incumbent non -associated retailers.   These retailers were operating at the 

ÔÉÍÅ ÏÆ ÍÁÒËÅÔ ÏÐÅÎÉÎÇ ÉÎ ςπρχ ÂÕÔ ÁÒÅ ÎÏÔ Ï×ÎÅÄ ÂÙ Á ȬÐÁÒÅÎÔȭ ×ÈÏÌÅÓÁÌÅ 

ÃÏÍÐÁÎÙȟ ÓÏ ÁÒÅ ÃÏÎÓÉÄÅÒÅÄ ÔÏ ÂÅ ȰÎÏÎ-ÁÓÓÏÃÉÁÔÅÄȱȢ  

-  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 non-

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) 

 
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.   

7ÈÉÌÓÔ ÔÈÅ ÃÕÓÔÏÍÅÒȭÓ ÍÁÉÎ ÉÎÔÅÒÁÃÔÉÏÎ ÉÎ ÔÈÅ ÍÁÒËÅÔ ×ÉÌÌ ÂÅ ×ÉÔÈ ÉÔÓ ÒÅÔÁÉÌÅÒȟ 

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  State of the market 2019-20: Review of the third year of thÅ ÂÕÓÉÎÅÓÓ ÒÅÔÁÉÌ ×ÁÔÅÒ ÍÁÒËÅÔȭ.  Ofwat (August 

2020), page 14. 
20  Please see the Business Stream website for more information: https://www.business-stream.co.uk/news-

media/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 self-

supply 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.   

)Î ÔÈÅ ÔÁÂÌÅ ÏÖÅÒÌÅÁÆȟ ×Å ÐÒÅÓÅÎÔ -/3,ȭÓ ÃÕÓÔÏÍÅÒ ÓÅÇÍÅÎÔÓȢ  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  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/cumulative-
switching-of-service 

22  Ȭ!ÎÎÕÁÌ -ÁÒËÅÔ 0ÅÒÆÏÒÍÁÎÃÅ 2ÅÐÏÒÔ φτυύȾφτȭȢ 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 

M2 

0.04 to 0.37 Ml 

No pub, hairdresser 

M3 Yes 
residential building 

site, local garage 

M4 

0.37 to 1.28 Ml 

No hotel, warehouse 

M5 Yes farm, mine 

M6 

1.28 to 5 Ml 

No 
supermarket, 

university  

M7 Yes 
chemical factory, 

brewery 

M8 

More than 5Ml 

No 
airport, power 

plant 

M9 Yes oil refinery, port  

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-supply-

points-within -segment 
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Figure 5: Share of SPIDs by customer segment (March 2021) 

 
Source: MOSL.24 
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  MOSL website, please see: https://www.mosl.co.uk/market-performance/details/60/number-of-supply-

points-within -segment 
25  .ÏÔÅȡ ÄÏÍÅÓÔÉÃ ÃÏÎÓÕÍÐÔÉÏÎ ÄÁÔÁ ÉÓ ÓÏÕÒÃÅÄ ÆÒÏÍ Ȭ!ÎÎÕÁÌ -ÁÒËÅÔ 0ÅÒÆÏÒÍÁÎÃÅ 2ÅÐÏÒÔ φτυύȾφτȭȢ MOSL 

(2020) in which the market operator conducts an equivalent comparison. 
26  Ȭ!ÎÎÕÁÌ -ÁÒËÅÔ 0ÅÒÆÏÒÍÁÎÃÅ 2ÅÐÏÒÔ φτυύȾφτȭȢ 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 

ÉÎ %ÎÇÌÁÎÄ ÔÏ ÅÎÓÕÒÅ ÔÈÁÔ ÔÈÅÙ ÄÅÌÉÖÅÒ ÔÈÅ ÇÏÖÅÒÎÍÅÎÔȭÓ ÏÂÊÅÃÔÉÖÅÓȢ28 

 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. 

¶ 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.   

 
27  ȬA new business retail water market from April 2017 ɀ ÔÈÉÒÄ ÐÁÒÔÙ ÉÎÔÅÒÍÅÄÉÁÒÉÅÓ ɉ40)ÓɊȭȢ Ofwat (May 

2016) 
28  ȬOfwat ÆÒÁÍÅ×ÏÒË ÄÏÃÕÍÅÎÔȭ Defra (March 2020) 
29  &ÏÒ ÍÏÒÅ ÉÎÆÏÒÍÁÔÉÏÎ ÏÎ ÔÈÅ 02υψ ÄÅÔÅÒÍÉÎÁÔÉÏÎ ÐÌÅÁÓÅ ÓÅÅȡ ȬBusiness retail price review 2016: final 

determinationsȭȢ 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 ɀ rather than the total revenue.  As suÃÈȟ ÅÁÃÈ ÒÅÔÁÉÌÅÒȭÓ ÒÅÖÅÎÕÅ ÖÁÒÉÅÄ ×ÉÔÈ 

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  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%. 

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. 

32  &ÏÒ ÍÏÒÅ ÉÎÆÏÒÍÁÔÉÏÎ ÏÎ ÔÈÅ 02υϊ ÄÅÔÅÒÍÉÎÁÔÉÏÎ ÐÌÅÁÓÅ ÓÅÅȡ ȬBusiness retail price review 2016: final 
determinationsȭȢ 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.  

4ÈÅ ÉÎÔÅÎÄÅÄ ÒÏÌÅ ÏÆ ÔÈÅ ÃÁÐÓ ×ÁÓ ÔÏ ÁÃÔ ÁÓ Á ȬÂÁÃËstopȭ ÐÒÏÔÅÃÔÉÏÎ ÆÏÒ ÃÕÓÔÏÍÅÒÓ 

whilst limiting the cÏÎÓÔÒÁÉÎÔÓ ÏÎ Á ÒÅÔÁÉÌÅÒȭÓ ÁÌÌÏÃÁÔÉÏÎ ÏÆ ÃÏÓÔÓ ÁÎÄ ÍÁÒÇÉÎÓȢ33  

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 

ÁÃËÎÏ×ÌÅÄÇÅ ÔÈÁÔ ÉÔÓ ÃÏÎÔÒÏÌÓ ×ÅÒÅ ÂÁÓÅÄ ÏÎ ÉÎÃÕÍÂÅÎÔÓȭ ÃÏÓÔÓ ÁÎÄ ÔÈÅÓÅ ÍÁÙ ÎÏÔ 

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 

&ÏÒ ȬÍÉÃÒÏȭ ÕÓÁÇÅ ÃÕÓÔÏÍÅÒÓ (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  ȬBusiness retail price review 2016: final determinationsȭȢ Ofwat (December 2016) 
34  4ÁÂÌÅ υȢυȟ ȬBusiness retail price review 2016: final determinationsȭȢ Ofwat (December 2016) 
35  Ȭ"ÕÓÉÎÅÓÓ ÒÅÔÁÉÌ ÐÒÉÃÅ ÒÅÖÉÅ× φτυϊȡ 3ÔÁÔÅÍÅÎÔ ÏÆ ÍÅÔÈÏÄ ÁÎÄ ÄÁÔÁ ÔÁÂÌÅ ÒÅÑÕÉÒÅÍÅÎÔÓȭȢ (May 2016) 
36  ȬFuture protections ÆÏÒ ÂÕÓÉÎÅÓÓ ÒÅÔÁÉÌ ÃÕÓÔÏÍÅÒÓȡ $ÅÃÉÓÉÏÎ ÏÎ 2ÅÔÁÉÌ %ØÉÔ #ÏÄÅ  ÐÒÉÃÅ ÐÒÏÔÅÃÔÉÏÎÓȭ.  (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 non-

discriminatory.  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;  



Non-Household Water Retail Market Study | April 2021 
 

 

 

30 

ECONOMIC INSIGHT 

-  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 ȬÒÅÁÓÏÎÁÂÌÅ ÁÎÄ ÎÏÎ-

ÄÉÓÃÒÉÍÉÎÁÔÏÒÙ ÏÂÌÉÇÁÔÉÏÎȭȟ ÂÕÔ ÎÏ ÅØÐÌÉÃÉÔ ÐÒÉÃÅ ÐÒÏÔÅÃÔÉÏÎ. 
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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, 
ȬConsumer engagement and switchingȢȭ  5+2. ɉφτυψɊȢ 

 




