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Summary: Intervention and Options 
What is the problem under consideration? Why is government intervention necessary? 
The water and sewerage industry in England and Wales consists of vertically integrated regional 
monopolies. Although the current form of price regulation has been successful for many years, the sector is 
facing new challenges which demand a new approach and a greater use of market mechanisms to drive 
efficiency. To meet these challenges the independent review of competition in the water and sewerage 
sectors led by Professor Martin Cave recommended a series of reform options to facilitate effective retail 
competition for non-households.  Amongst these reforms was the recommendation that the threshold for 
retail competition under the Water Supply Licensing regime be dropped from 50 Ml pa to 5 Ml pa-bringing a 
ten-fold increase in the number of businesses able to choose their water retailer.  

What are the policy objectives and the intended effects? 
The policy objectives are to put a framework in place which enables business customers who 
consume >5Ml a year in England to choose their water retailer. It is envisaged that this threshold will 
remain at >50Ml for customers in Wales. The intended effect is that businesses will have the 
opportunity to switch supplier, and that the actual or potential competition will incentivise companies to 
reduce costs and prices, improve water efficiency and increase service levels.  

What policy options have been considered, including any alternatives to regulation? Please justify preferred 
option (further details in Evidence Base) 
Baseline: No change – a baseline eligibility threshold for choosing supplier of 50 Ml consumption (no 
threshold reduction) 
Option 1: the preferred option – reducing the switching threshold to >5Ml in 2011 leaving other aspects of 
the arrangements in place. This may be followed up with a further package of measures to facilitate 
competition in 2012. Government policy on taking competition further will be announced in the 
Government’s water White Paper. Since the existing threshold is set out in the Water Industry Act 1991, 
legislative change is necessary to change the threshold in the WIA through secondary legislation powers.     

Will the policy be reviewed?   It will be reviewed.   If applicable, set review date:  1/2012
What is the basis for this review?   PIR.   If applicable, set sunset clause date:  Month/Year
Are there arrangements in place that will allow a systematic collection of monitoring 
information for future policy review? 

Yes

Ministerial Sign-off For final proposal stage Impact Assessments:

I have read the Impact Assessment and I am satisfied that (a) it represents a fair and reasonable 
view of the expected costs, benefits and impact of the policy, and (b) the benefits justify the costs. 

Signed by the responsible Minister:  Date:   
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Summary: Analysis and Evidence Policy Option 1
Description:   
Reducing the switching threshold to >5Ml, leaving other aspects of the arrangements in place. 

Net Benefit (Present Value (PV)) (£m) Price Base 
Year 2009

PV Base 
Year 2010

Time Period 
Years  20 Low: £0.009 High: £0.035 Best Estimate: £0.022 

COSTS (£m) Total Transition 
(Constant Price) Years

Average Annual 
(excl. Transition) (Constant Price)

Total Cost
(Present Value)

Low  0 0 0
High 0 0 0
Best Estimate 0 0 0
Description and scale of key monetised costs by ‘main affected groups’  
By reducing the threshold without introducing other facilitating measures the level of switching is likely to be very 
small (assuming no new entry, approximately 2-3 switches per year). Accordingly the costs incurred by Ofwat, in 
administering the arrangements relating to a lower threshold are likely to be immaterial based on the fact that 
Ofwat already has a small team of people employed to manage switches. Similarly incumbent water undertakers 
(ie, the appointed water company), EA and DWI are unlikely to incur any material costs. 

Other key non-monetised costs by ‘main affected groups’  

BENEFITS (£m) Total Transition 
(Constant Price) Years

Average Annual 
(excl. Transition) (Constant Price)

Total Benefit
(Present Value)

Low  0 0.004 £0.009
High 0 0.0017 £0.035
Best Estimate 0

0

0.0011 £0.022
Description and scale of key monetised benefits by ‘main affected groups’  
Despite the fact that there are unlikely to be many customers switching suppliers, lowering the threshold will 
generate some limited benefits. The customers that do switch (approx. 2-3 pa) will benefit from lower bills through 
either or both (i) reduced unit prices charged by the licensee compared with the incumbent water company and 
(ii) lower consumption due to increased water use efficiency. Similarly there will be benefits to water companies 
and the environment through reduced consumption (avoided long run marginal cost (LRMC). 

Other key non-monetised benefits by ‘main affected groups’  
There are likely to be other critical benefits from stress testing the market arrangements and phasing the 
introduction of this wider package of reforms.  Testing the regulated access regime and associated common 
contracts and common code (which will replace the existing negotiated access arrangements)1 on a small 
sample size will enable Ofwat to further refine its arrangements to ensure that they are effective when the 
wider proposed reforms relating to competition in the sector  are implemented. 

Key assumptions/sensitivities/risks Discount rate (%) 3.5
Our key assumptions are as follows: 

 Customers will switch retailers at the same rate that currently occurs under the existing market 
arrangements, specifically at a rate of 0.0092% pa (reflecting 7 existing entrant licences); 

 the water savings for each switched customer will reflect those derived in Scotland from all customers 
(2% savings); 

 LRMC is based on the midpoint of the range identified by the Independent Review of Charging and 
Metering for Water and Sewerage Services (Walker Report) - £400/Ml 

Direct impact on business (Equivalent Annual) £m):  In scope of OIOO?   Measure qualifies as 

                                           
1 This is discussed in further detail in the evidence base. 
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Costs: 0 Benefits: £0.001 Net: £0.001 Yes OUT

Enforcement, Implementation and Wider Impacts 
What is the geographic coverage of the policy/option? England        
From what date will the policy be implemented? 01/10/2011 
Which organisation(s) will enforce the policy? Ofwat 
What is the annual change in enforcement cost (£m)? £0 
Does enforcement comply with Hampton principles? Yes
Does implementation go beyond minimum EU requirements? N/A 
What is the CO2 equivalent change in greenhouse gas emissions?  
(Million tonnes CO2 equivalent)  

Traded:    
0.00001

Non-traded: 
N/A

Does the proposal have an impact on competition? Yes
What proportion (%) of Total PV costs/benefits is directly attributable to 
primary legislation, if applicable? 

Costs:
N/A

Benefits:
N/A

Distribution of annual cost (%) by organisation size 
(excl. Transition) (Constant Price)

Micro < 20 Small Medium Large 

Are any of these organisations exempt? No No No No No 

Specific Impact Tests: Checklist 
Set out in the table below where information on any SITs undertaken as part of the analysis of the policy 
options can be found in the evidence base. For guidance on how to complete each test, double-click on 
the link for the guidance provided by the relevant department.  

Please note this checklist is not intended to list each and every statutory consideration that departments 
should take into account when deciding which policy option to follow. It is the responsibility of 
departments to make sure that their duties are complied with. 

Does your policy option/proposal have an impact on…? Impact Page ref 
within IA 

Statutory equality duties2

Statutory Equality Duties Impact Test guidance
No 14 

       
Economic impacts  
Competition  Competition Assessment Impact Test guidance Yes 14 
Small firms Small Firms Impact Test guidance Yes 14 

Environmental impacts 
Greenhouse gas assessment  Greenhouse Gas Assessment Impact Test guidance Yes 14 
Wider environmental issues  Wider Environmental Issues Impact Test guidance Yes 14 

Social impacts 
Health and well-being  Health and Well-being Impact Test guidance No 14 
Human rights  Human Rights Impact Test guidance No 14 
Justice system  Justice Impact Test guidance No 14 
Rural proofing  Rural Proofing Impact Test guidance No 14 

Sustainable development 
Sustainable Development Impact Test guidance

Yes 14 

                                           
2 Public bodies including Whitehall departments are required to consider the impact of their policies and measures on race, disability and 
gender. It is intended to extend this consideration requirement under the Equality Act 2010 to cover age, sexual orientation, religion or belief and 
gender reassignment from April 2011 (to Great Britain only). The Toolkit provides advice on statutory equality duties for public authorities with a 
remit in Northern Ireland. 



4

Evidence Base (for summary sheets) – Notes 
Use this space to set out the relevant references, evidence, analysis and detailed narrative from which 
you have generated your policy options or proposal.  Please fill in References section. 

References 
Include the links to relevant legislation and publications, such as public impact assessments of earlier 
stages (e.g. Consultation, Final, Enactment) and those of the matching IN or OUTs measures.

Evidence Base 
Ensure that the information in this section provides clear evidence of the information provided in the 
summary pages of this form (recommended maximum of 30 pages). Complete the Annual profile of 
monetised costs and benefits (transition and recurring) below over the life of the preferred policy (use 
the spreadsheet attached if the period is longer than 10 years). 

The spreadsheet also contains an emission changes table that you will need to fill in if your measure has 
an impact on greenhouse gas emissions. 

Annual profile of monetised costs and benefits* - (£m) constant prices

Y0 Y1 Y2 Y3 Y4 Y5 Y6 Y7 Y8 Y9

Transition costs 0 0 0 0 0 0 0 0 0 0
Annual recurring cost 0 0 0 0 0 0 0 0 0 0

Total annual costs 0 0 0 0 0 0 0 0 0 0

Transition benefits N/A N/A N/A N/A N/A N/A N/A N/A N/A N/A
Annual recurring benefits                                                      

Total annual benefits                                                      

* For non-monetised benefits please see summary pages and main evidence base section 

No. Legislation or publication 

1 Independent Review of Competition and Innovation in Water Markets. Final Report. HMSO. April 2009. 
http://www.defra.gov.uk/environment/quality/water/industry/cavereview/index.htm

2 DECC Guidance on Carbon Valuation 
http://www.decc.gov.uk/en/content/cms/what_we_do/lc_uk/valuation/valuation.aspx

3 HM Treasury Green Book 
http://www.hm-treasury.gov.uk/data_greenbook_guidance.htm

4 Walker Review 
http://www.defra.gov.uk/environment/quality/water/industry/walkerreview/final-report.htm

+  Add another row  
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Evidence Base (for summary sheets) 
One of the Cave Review’s key recommendations was that there should be a competitive market for the 
provision of water retail services.  This impact assessment (IA) addresses Cave’s recommendation to reduce 
the non-domestic customer threshold from 50 megalitres to five megalitres a year as soon as practicable 

This IA is structured as follows: 

 Section 1 provides an overview of the relevant background and context for this IA 

 Section 2 outlines the two options associated with this IA 

 Section 3 examines the costs and benefits  

Section 1 - Background and Context

In February 2008, the Government commissioned Professor Martin Cave to lead the ‘Independent Review 
of Competition and Innovation in Water Markets’.  The objective of this review was to recommend changes 
to the frameworks of the industry to deliver benefits to consumers (through lower prices and improved 
service) and to the environment.   

The Review noted that in the last 20 years since privatisation, Ofwat’s framework for regulating regional 
monopolies has delivered a range of benefits, including service and quality improvements and reduced bills.  
However it was also recognised that the industry faces a series of new challenges, particularly from 
population growth and climate change which will place additional pressure on the industry to find new and 
more efficient ways of allocating, treating and using water.  The Review concluded that “introduced in the 
right way, competition and cooperation between companies, driven by market mechanisms, market-like 
instruments or regulation, can encourage innovation and the delivery of lower prices, a better service and 
improved environmental outcomes.”  

In the interim and final report published in April 2009 Professor Cave made a number of recommendations 
that were designed to facilitate the development of an effective water retail market.  The relevant 
recommendations regarding the threshold for competition were: 

 Allow any customer consuming more than 5 Ml3 per annum to choose their own retailer.  At 
present only customers consuming in excess of 50 Ml per annum are allowed to choose 
retailers.  This reform would be achieved by lowering the non-domestic threshold to 5 Ml (Cave 
Review, Interim report, 2008, p. 47)

 Upon the introduction of a suitable switching mechanism4 and accompanying reforms (see 
below) allow any non-domestic customer to switch retailers.  This reform would be achieved by 
abolishing the non-domestic threshold in its entirety (Cave, 2009, p.84 & Cave, 2008, p.47)

In September 2009 the UK and Welsh Assembly Government’s undertook a public consultation on the final 
report of the Cave Review.  This consultation posed a number of questions, including whether the proposed 
approach to reducing the threshold (ie, reducing the threshold to 5Ml before introducing other reforms) was 
appropriate.  Of those respondents that addressed this question a clear majority of respondents (17 to 7) 
supported the Government’s proposal.  Of those respondents that were in disagreement, the primary 
concern was whether the customer transfer protocol would be effective in managing the volume of 
anticipated switches. 

The Water Industry Act 1991 does not prescribe how customers are transferred between suppliers. 
However, a standardised transfer process is essential to ensure customers can easily switch supplier and 
that customer information is exchanged between relevant suppliers. Ofwat has therefore developed a 
customer transfer protocol in which customer data is transferred using a set of standard spreadsheets.  

                                           
3 An Olympic sized swimming pool contains 2.5 Ml, so the 50 Ml threshold is 25  Olympic sized swimming pools and the 5 Ml threshold is 2 
Olympic sized swimming pools.  
4Currently Ofwat manages switches between retailers using the customer transfer protocol which involves a simple spreadsheet based system 
of transferring customer information when switches occur. This system can be expected to be effective in the current small market of c. 2000 
customers (see table 1) but would not operate effectively in a much larger market of c. 50,000 or more customers. 
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Ofwat has subsequently tested the existing customer transfer protocol and is confident it will operate 
effectively at a 5Ml threshold. 

Following the general election in May 2010, the new UK Government committed to “examine the 
conclusions of the Cave and Walker Reviews and reform the water industry to ensure more efficient use of 
water and the protection of households”.5 In November 2010 the Prime Minister launched Defra’s Business 
Plan for the period 2011-2015.   This Business Plan defines the programme of work that will deliver on the 
Government’s commitment by reforming the water industry to enhance competition and improve 
conservation (action 3.2). 6  The key elements of Defra’s programme of work are to: 

 examine of the conclusions of the Cave7,  Walker8 and water regulator (Ofwat)9  Reviews 
 publish in  2011, a Water White Paper that addresses the reform of the water industry to ensure a 

more efficient use of water and to protect poor households;  

Professor Martin Cave did recommend eventually reducing the threshold to zero. However, this option has 
not been considered as part of this IA as it would be difficult to justify unless the other Water Supply Licence 
reforms as recommended by CAVE are put in place together with an appropriate customer transfer 
mechanism.   

This IA outlines the evidence for reducing the non-domestic threshold for retail competition to 5 Ml in 
England. 

Current Approach to Retail Competition 

Under the current Water Supply Licensing (WSL) regime, eligible non-household customers can switch 
away from their existing appointed supplier to a licensed water supplier.10   In order to be eligible for this 
regime, a customer must be likely to use at least 50 Ml of water in a given year.  All other customers are 
effectively restricted to buying their water and wastewater services from the local statutory undertaker (ie, 
the appointed water company).  Since the WSL regime was implemented on 1 December 2005 only one 
customer has switched suppliers and 8 companies have been granted licenses to supply eligible customers, 
although one license has since been revoked.  

It is apparent, given that only one customer has switched water suppliers in five years that the WSL regime 
has been unsuccessful in facilitating the development of a competitive market for the provision of retail 
services.  There are a number of reasons why the current regime has failed to provide an effective 
competitive retail water market. The Cave Review identified the key reasons as: 

 the current access pricing arrangements, the ‘costs principle’; 
 the restriction of the WSL regime to water retail services, as opposed to both water and sewerage 

retail services; 
 the absence of a set of common market codes, forcing new entrants to negotiate the terms of 

access with each of the relevant local statutory undertakers; and 
 the size of the contestable market  (the subject of this IA). 

To overcome each of the barriers, Cave recommended a number of reforms.  Of relevance to this IA was 
Cave’s recommendation that the non-domestic customer threshold should be reduced from 50 megalitres to 
five megalitres a year as soon as practicable.  This would increase the size of the contestable market from 

                                           
5 HM Government, The Coalition: our programme for government, 2010, p. 17. 
http://www.direct.gov.uk/prod_consum_dg/groups/dg_digitalassets/@dg/@en/documents/digitalasset/dg_187876.pdf
6 http://www.defra.gov.uk/corporate/about/what/documents/defra-businessplan-101108.pdf
7 http://www.defra.gov.uk/environment/quality/water/industry/cavereview/final-report.htm
8 http://www.defra.gov.uk/environment/quality/water/industry/walkerreview/final-report.htm
9 http://ww2.defra.gov.uk/news/2010/08/26/ofwat-review/
10 A licensed water supplier is any company that has been granted a retail license or combined license by Ofwat.  A retail license allows a 
company to purchase water from an appointed company and use it to supply eligible customers.  Similarly a combined license allows a 
company to deliver water to eligible customers through an appointed water company’s pipes.  Since the WSL regime was established licenses 
have been granted to existing water companies, to new water companies and to water companies from Scotland. 
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approximately 2,180 customers to 26,000 customers.  The other proposed policy measures recommended 
by Cave are being considered by Defra in its Water White Paper. 

Section 2 – Options

This IA addresses the Cave Review’s recommendation to reduce the eligibility threshold for retail 
competition from 50 Ml to 5 Ml a year in England as soon as practicable.  This measure would enable any 
non-household customer consuming in excess of 5 Ml on annual basis to choose their water supplier from 
amongst the existing 7 licensed water suppliers under the WSL regime and any other companies that are 
granted a retail license or combined supply license in the future. 

This IA will consider two options: 
 The Baseline case which assumes that there will be no changes to the existing regime. 
 Option 1: the preferred option which assumes that there have been no other changes to the existing 

regime, but that the eligibility threshold for any non-household customer to choose its supplier is 
reduced to 5 Ml annual consumption in the areas served by companies wholly or mainly in England. 
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Section 3 – Cost and Benefits of IA 

The reduction of the eligibility threshold is one of a number of reforms that are being developed to bring 
about the benefits associated with a competitive retail market.  Although on its own reducing the 
threshold will not deliver the full range of benefits associated with retail competition, a reduction in the 
threshold is likely to generate some benefits.   
These are discussed below. 

Baseline

Under the baseline scenario, namely maintaining the threshold at 50Ml per annum, costs and benefits 
are likely to remain constant. For example, there will be no change in costs from holding the threshold at 
50 Ml per annum. Similarly it is unlikely that the rate of switching would depart from its current level (1 in 
5 years) due to the limitations of the WSL regime identified above, therefore there are unlikely to be any 
material benefits associated with the baseline case. 

Option 1 – Costs and Benefits 

In the absence of any additional reforms, reducing the eligibility threshold is likely to result in some, albeit 
small financial benefits to contestable consumers, existing water companies and the environment.  
Additionally, there are likely to be substantial intangible benefits to Ofwat through stress testing the 
market arrangements ahead of the future reforms (see non-tangible benefits section).

In assessing the costs and benefits associated with reducing the threshold in isolation, it was necessary 
to deviate away from the Cave CBA and develop a new cost-benefit model.  Although the Cave Retail-
CBA11 assessed the costs and benefits of reducing the threshold, that model assumed no customers 
would switch retailers on account of the barriers to entry.  However given the fact that one customer has  
switched retailers under the current WSL regime since the Cave review was completed, for the purposes 
of this IA it is assumed that this switching rate will continue.  Accordingly the new CBA model is based 
on the assumption that the current rate of switching would continue into the future. 

Costs

When the previous Government consulted on the Cave Review in September 2009 they also consulted 
on the Impact Assessments associated with the recommendations.  Included within this process was a 
consultation on the Impact Assessment for reducing the threshold to 5Ml.  Although that Impact 
Assessment reflected Cave’s cost-benefit, there were some common assumptions with this Impact 
Assessment, namely that reducing the threshold would not impose any costs on companies and 
regulators.  Only one respondent commented on this IA and they expressed the view that the zero cost 
assumption was unrealistic, although no reason or explanation was provided.  The remaining 50 
respondents did not address the IA. However, comments were received on the policy option of reducing 
the threshold. Nevertheless this feedback has been taken on board and in this section below we 
examine in greater detail (ie, as opposed to the previous IA and Cave) the costs and risk associated with 
reducing the threshold to 5Ml. 

There are three potential cost drivers associated with reducing the eligibility threshold to 5 Ml: 
 issuing new licenses to companies that wish to provide retail services;  
 administering the switching process (ie, transferring customer data); and 
 marketing the new arrangements. 

1. Issuing new licences 

In relation to the first driver, it is assumed that no new licenses will be issued (over and above those 
which are already in place, or may be issued in the absence of this change) and therefore no costs will 
be incurred.  This assumption has been made on the basis that, in the absence of other reforms that 
reduce the barriers to switching retailers and increase the retail margin, there is only limited profitability 
                                           
11 The costs and benefits of reducing the threshold to >5Ml without any other supporting measures are discussed in the Cave 
Review’s interim report CBA on retail competition as Scenario 1. 
http://www.defra.gov.uk/environment/quality/water/industry/cavereview/interim-report.htm
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in providing retail services.12 Accordingly if no new licenses are issued, Ofwat, the Environment Agency 
(EA) and Drinking Water Inspectorate (DWI) will not incur any new license administration costs.   

If however this assumption does not hold and there are new applications for retail licenses, some costs 
would be incurred by Ofwat, the EA and the DWI.  However the costs incurred by Ofwat are likely to be 
very low on the basis that Ofwat currently has a small team of people employed in managing these 
arrangements.  Given the small number of licenses issued recently, this team is naturally multi-functional 
and engaged on other work.  Therefore if new license applications were received, the resources could be 
flexed and more time could be dedicated to reviewing applications.   

For new retail only water supply licences the Environment Agency (EA) will have little, if any 
involvement. EA have assumed that the status of the original abstraction licence will not change if the 
new entrant buys water directly from the undertaker and charges the customer directly. At most it may 
require a change in purpose code on the abstraction licence held by the undertaker. The EA has an 
established permitting system with dedicated teams and EA consider that there will be no impact on 
workload or costs. 

If the new water supply licence requires a new supply of water (combined licence) – where the new 
water supplier finds a source of water to put into the distribution network of the local water undertaker – 
the EA will need to determine an application for a new abstraction licence. EA would mainly treat this like 
any other abstraction licence application; with a small additional step to liaise with the local 
environmental planning teams. Again – given the predicted impact of the policy option – this will have 
negligible impact on EA workload and costs.  

The costs incurred by DWI if this assumption does not hold true are unlikely to differ significantly from 
those incurred by Ofwat, as existing personnel from within DWI would be similarly deployed. However, 
as a much smaller regulator with limited resources and little spare capacity, the impacts on DWI of an 
increase in water supply licence applications from the very low numbers currently envisaged would be 
felt much more acutely, and increased resources would be required for both licence application 
management, and the on-going regulatory oversight of statutory duties. 

Administering the switching process 

It is assumed that no costs will be incurred in administering customer switching.  This assumption has 
been made on the basis that the cost of administering 2-3 switches per year is likely to be immaterial to 
Ofwat and the water companies, therefore no additional dedicated resources would be required.  This 
assumption also reflects the fact that the majority of the costs for the current competitive regime were 
incurred when the WSL regime was set up. 

If the switching rate is significantly higher, it is unlikely that Ofwat would incur additional costs to manage 
the process.  As previously stated, this is because Ofwat currently has a small team of people employed 
in managing these arrangements.  Given the current low rates of switching, this team is naturally multi-
functional and engaged on other work.  Therefore even if the switching rate increased 100 fold, this 
would only represent 1 switch per day, in which case the resources could be flexed and the team would 
dedicate more time to the switching process and less time to other work.  This scenario may however 
impose a resourcing cost on the water companies who would probably need to dedicate some resources 
to manage customers switching retailers if the rate deviated substantially from the assumed 2-3 per year. 
If the switching rate did increase beyond the current assumed rate then benefits from switching would 
also correspondingly increase. 

Marketing the new arrangements 

In relation to the costs associated with marketing the new arrangements, it is assumed that no costs will 
be incurred.  This assumption has been made on the basis that Ofwat does not intend to undertake any 
mass marketing, nor will it mandate that the companies inform customers about the new arrangements.  
Instead Ofwat will utilise its existing resources to issue press releases and update customers via its 
website.  Ofwat’s rationale for this approach is that provided supplying contestable customers is 
profitable, the companies will have an incentive to market themselves to such customers – ie, to 

                                           
12 The primary benefit to licensees in entering the market is to gain a first mover advantage ahead of the expected future reforms that will 
increase the attractiveness of providing retail services. 
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increase market share.  If Ofwat undertook this task it’s likely that this would simply duplicate or crowd 
out some of the investment that companies would make.  Therefore no additional 
incentive/communication would be required.   

Benefits
It can be inferred from the current WSL regime and the experience of the Scottish water sector13 that there 
will be some benefits associated with reducing the threshold.  These benefits can be categorised as: 

 Customer benefits – whereby customers who switch  benefit from  a reduction in water bills due to 
lower unit rates (reflecting efficiencies that the WSL entrant makes over and above the incumbent 
retailer);14

 Water undertaker benefits – whereby the incumbent water companies benefit by avoiding long-run 
marginal costs in the wholesale business; and 

 Environmental benefits – whereby the environment and society benefit from reduced CO2
emissions and abstracting less water from river systems. 

 Non-financial benefits – whereby Ofwat will be able to observe and test its market arrangements 
with greater frequency.  

The magnitude of the benefits in this IA is primarily driven by the size of the contestable retail market.  As 
previously noted, in five years only one customer has switched suppliers under the existing WSL regime.  
This equates to an annual switching rate of 0.0092 per cent.  By reducing the eligibility threshold from 50 Ml 
to 5Ml for England, the size of the market increase to c.26,000 customers (see Table 1).  Based on the 
current switching rate under the WSL regime it has been assumed for the purposes of this IA  that reducing 
the threshold reform will result in approximately 2-3 customers switching suppliers on an annual basis.   

Table 1. Non-household water customers and revenue at different consumption levels

Water consumed 
(Megalitres per year) 

No. Of 
customers 
in England

No. of 
customers in 
Wales

Total No. Of 
customers 

Total
consumption 
(Megalitres per 
year)

Total
revenue
(£M)

Non-domestic>50 2,180 20 2,200 530,000 280 

Non-domestic>20 5,400 300 5,700 605,000 370 

Non-domestic>10 11,100 800 11,900 669,000 440 

Non-domestic>5 26,000 1600 27,600 749,000 540 

Non-domestic>1 151,100 11100 162,200 951,000 780 

All non-domestic 1,146,200 99300 1,245,500 1,105,000 1,000 

1. Customer Benefits 
Ultimately customers can benefit from switching retailers through lower bills and improved service. 

The benefit of lower bills (ie lower unit rates) is caused by the efficiencies that the WSL entrant makes over 
and above the incumbent retailer, which therefore enable the WSL entrant to charge a lower price than the 
incumbent.  For the purpose of this IA, this benefit has not been quantified due to insufficient data.  However 
it should be noted that the introduction of competition in the electricity market in 1998 led to price reductions 

                                           
13 In a report for the Water Industry Commission for Scotland, Grant Thornton assessed the impact of introducing non-household retail
competition in Scotland.  In this report Grant Thornton identified a number of benefits that are attributable to customers, shareholders
(companies) and the environment.  These benefits arise due to greater efficiencies in operations (lower unit prices), reduced volumes (through 
water efficiency measures and improved leakage identification) and reduced CO2 emissions.
http://www.watercommission.co.uk/UserFiles/Documents/Grant%20Thornton%20CBA%20report%20December%202010.pdf

14 Customers can also benefit from switching through a drop in consumption and therefore the water company would incur lower costs and this 
would be passed onto consumers.  Although this benefit could be attributed to customers, for the purpose of this IA this benefit is attributed to 
water undertakers.  
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for customers of 3 per cent per annum between 1998 and 200315 and the experience in Scotland, where 
retail competition for water services has existed for a few years, demonstrates that this benefit can be 
significant as the number of customers on the default (regulated) tariff has fallen significantly since the 
market opened.16

Customers can also benefit from improved service when switching retailers.  These benefits could be in the 
form of more responsive and prompt customer service, bill aggregation, improved billing or more innovative 
tariffs.  Although service improvements are important, no attempt to quantify these in monetary terms has 
been made. 

In addition to reduced unit rates, customers could also benefit from reduced consumption.  This benefit 
could arise if the WSL entrant assists the customer with water efficiency measures and improving leakage 
identification.  Although this benefit would result in lower bills, for the purpose of this exercise and to avoid 
the double counting of benefits this benefit is attributed to incumbent water companies (in the form of 
avoided long run marginal costs). 

Value of customer benefits = not quantified 

2. Water Undertaker Benefits  

When a customer switches suppliers and is able to reduce its total consumption (regardless of whether it’s 
through efficiency measures or improved leakage identification) water undertakers can derive some 
benefits.  The key feature of this benefit is that competition gives rise to water efficiency. We first discuss 
this point before explaining our approach to estimating the associated benefits.  

2a Link between competition and consumption 

One of the headline benefits of the reforms introduced in Scotland was the generation of water efficiencies. 
These efficiencies can arise because the development of a competitive retail sector increases the incentive 
for companies to offer water efficiency advice. 

To illustrate the potential gains it is useful to consider the current situation in England. Under the current 
legal and regulatory framework most customers cannot switch suppliers. Therefore incumbents have 
minimal incentive to offer additional services that would help customers reduce consumption. This is 
because there is no financial benefit from encouraging customers to reduce consumption.  

However, in a competitive retail market, the incentives change. When customers have choice between 
retailers, it forces incumbents and entrants to offer improved and/or additional services in order to attract 
and retain customers. For example, suppliers may offer extensive water efficiency advice in the form of 
audits and assessments against relevant competitors.  

Since the introduction of retail competition in Scotland, there has been a demonstrable change in the way 
services are offered to non-household customers. This change is best reflected by the performance of 
Business Stream17 which has evolved into the water services company model envisaged in the Cave 
Review18 and more recently it was named green business of the year19. In presenting evidence to the EFRA 
committee in August 2009, the regulator in Scotland commented that:20

                                           
15 Source: Ofgem 
16 Since the market opened c.40% of customers have gained a price better than the regulated default tariff, although the extent of the benefit is 
unknown.  Whilst only a small fraction of customers have switched away from Business Stream, the threat of losing customers has driven 
Business Stream to improve its performance, thereby enabling it to offer superior tariffs to its existing customer base.  Sources: Business 
Stream and WICS evidence to Efra Committee 2010. 
17 Business Stream was legally separated from Scottish Water and supplies non-household customers with retail services. 
18 Cave Review, Interim Report, p.123 
19 http://www.business-stream.co.uk/about-us/press-releases/business-stream-scoops-green-accolade-uk-cbi-awards

20 WICS (2009), ‘Competition in the Scottish water industry and the environment: submission to the EFRA Committee’, August.   
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“The introduction of competition ensures that even the separated arm of the previous incumbent 
monopolist provides water efficiency advice or risks losing a customer to a new entrant to the 
market.” 

2b.  Benefits 

The benefits associated with the process described above accrue because for every megalitre of water 
saved, undertakers can avoid operating expenditure21 and potentially avoid or defer capital expenditure – 
this is referred to as long-run marginal cost saving (LRMC). The LRMC adopted in this IA is based on the 
midpoint of the range identified by the Independent Review of Charging and metering for Water and 
Sewerage Services (Walker Report, p. 202).22

Given that the reforms only relate to extending retail competition, we are assuming that when a  customer 
switches retailers they will continue to be supplied by the same wholesaler (ie, the incumbent). This is 
consistent with the existing market arrangements whereby the only customer that has switched retailers 
under WSL has continued to be supplied by the same wholesaler. For this reason we have calculated the 
benefits by reference to the LRMC identified above (ie, which is reflective of the industry). 

Having identified the average LRMC, the benefit derived by water companies is equal to the cumulative 
change in volume due to switching multiplied by the LRMC.  The change in volume has been calculated by 
reference to the water savings that arose in Scotland following the introduction of retail competition for all 
non-domestic customers.23  As a result of this reform, Business Stream and other retailers were able to 
reduce consumption by an average of 2 per cent for all customers.24  Therefore, it is assumed for the 
purposes of this IA that any customer that switches suppliers would have a one-off saving of 2 per cent 25

and this saving would continue in perpetuity.  

By applying the percentage of water savings against the average consumption per contestable customer26,
the water saved per each customer switching can be derived.  Finally the value of the water saving is 
calculated by applying the LRMC against the cumulative water savings over a twenty year time horozon27.

  LRMC   =£400 per Ml 
  Water savings  =2% (one off) 
  Avg. consumption =8.62 Ml per year 
  Customer switching =2.19 per year 
  Annual water saving =0.38 Ml 

Value of benefit =NPV((Y1 water saving*LRMC) + (Y1+Y2 water saving* 
                                           
21 The types of operating expenditure that can be avoided include abstraction costs, pumping costs, water treatment costs, sewage treatment 
costs etc. 
22 http://archive.defra.gov.uk/environment/quality/water/industry/walkerreview/index.htm

23 On 1 April 2008 retail competition for business customers was introduced in the Scottish water sector. Under this arrangement all 130,000 
business customers are able to choose their own supplier. To facilitate this process Scottish Water established an independent company known 
as Business Stream to deliver the retail elements of water and sewerage services to business customers. Besides Business Stream, there are 3 
other licensed suppliers who provide retail services to business. Each licensed supplier purchases wholesale services (i.e. the delivery of water 
and removal of wastewater) from Scottish Water.  
24 In total the Scottish Water retail market at opening had a value of £350m and Business Stream have taken £7m out of that market through 
water efficiency or 2%. Source: WICS evidence to Efra Committee 2010. 
25 This assumption can be regarded as being very conservative on the grounds that in Scotland the 2% represents the average saving per 
customer, as opposed to the saving per customer that switched retailers.  In actual fact one would expect that the water saving per customer 
that switched retailers would be significantly higher than the average saving across all customers.  Unfortunately we do not possess the required 
detailed information to calculate the water saving per customer that switched retailers. 
26 The average consumption was calculated for both England and Wales. This approach implicitly assumes that the average consumption of a 
customer in a specific band (eg 5-10Ml) would be the same in England as it would in England and Wales combined. The reason we have made 
this assumption is because separate consumption data for England is not available (ie, for different sized customer groups)   
27 For the purpose of assessing these reforms it was necessary to calculate the costs and benefits over a long time horizon (as opposed to 
assessing  the benefits over the short term). This is because the benefits are associated with avoided LRMC, which is a measure that assesses 
the cost of supplying a good or service on the basis that capital stocks are not fixed. Given that water assets are characterised by long asset 
lives, it is appropriate that the benefits associated with avoided LRMC be calculated over a long time horizon. In practice the benefits of these 
reforms could have been calculated over a much longer time frame, in line with average asset lives. However, given the absence of costs and 
the potential that additional reforms will be introduced, a 20 year period was selected.   
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    LRMC) + ...+(Y1 to Y20 water saving* LRMC)) 
    =£20,063 

3. Environmental and Social Benefits 

Reduced water consumption can also result in a number of environmental and social benefits. By reducing 
water use, less water needs to be abstracted from rivers and bore holes and treated and transported to the 
customer and the following benefits can be derived for the environment. 

 reduced CO2 emissions (ie. Due to less pumping of water and less treatment of water and 
wastewater); and  

 reduced abstraction from river systems, leaving more water for the environment.  

The benefit associated with reduced CO2e  emissions is derived by first calculating the carbon intensity of 
the water sector. The intensity reflects the amount of carbon produced by the water sector28, (based on 
Defra’s carbon accounting guidance)29, divided by the amount of water delivered by all of the water 
undertakers30. The avoided CO2e emissions are then equal to CO2e intensity factor (0.68 TCO2e/ML) 
multiplied against the expected annual water savings (0.38Ml) as above). The total benefits associated with 
reduced CO2e emissions is then equal to the shadow price of traded carbon (source DECC) multiplied by 
the total avoided CO2e emissions. 

Table 2: Traded Carbon Shadow Price (central estimate)31

 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020  2031 
Carbon
shadow 
price

22 22.3 22.6 23 23.3 23.7 24 24.4 24.4 25.1  77 

  Water and sewerage intensity =0.69 TCO2Ml  
  Annual water savings  =0.38 Ml 
  Annual avoided CO2e  =0.69*0.38 
      =0.26CO2e
  Value of benefit  =NPV((Y1avoided CO2e*P1) + (Y1+Y2 avoided CO2e
      *P2) + ...+(Y1 to Y20 avoided CO2e * P20))
      =£1,584 

In addition to avoiding CO2 emissions, a reduction in consumption can help promote healthier river systems. 
The environmental and social benefit of reduced abstraction is likely to be significant where water resources 
for the environment are scarce. However, as noted in the Walker Review32, Ofwat and the EA are still at the 
very early stages of undertaking this form of valuation. Therefore for the purpose of this IA, no attempt to 
quantify these in monetary terms has been made.       

Value of customer benefits = not quantified 

                                           
28 Ofwat calculates the amount of carbon produced by the water sector by consolidating each company’s annual returns which detail the 
amount of carbon produced by each company over a given period, as per Defra’s guidance on greenhouse gas accounting. The amount of 
carbon produced by the sector is calculated by adding each company’s carbon footprint, as it is based on each company’s annual returns to 
Ofwat in which they are required.     
29 http://archive.defra.gov.uk/environment/business/reporting/pdf/ghg-guidance.pdf 
30 This information is sourced from table 10 of the companies June returns   http://www.ofwat.gov.uk/regulating/junereturn/jrlatestdata/

31 For complete time series data refer to Table 6 and Annex 4 of the DECC advice. 
32 Anna Walker, The Independent Review of Charging for Household Water and Sewerage Services: Final Report, 2009, p.202.    
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4. Non Financial Benefits 

In addition to the benefits described above, reducing the threshold is likely to generate a number of 
intangible benefits.    

The primary non-tangible benefit of this reform is that Ofwat will be able to observe and test its market 
arrangements.33  By increasing the size of the contestable market Ofwat will be able to observe its 
market arrangement in operation with much greater frequency (ie, 3 times a year as opposed to 1 in 5 
years).  Although this is still a low volume of switching, it will provide Ofwat with sufficient opportunity to 
observe the interactions between the retailer and wholesaler and also the customer’s experience when 
switching.

Some of the key features that Ofwat will be able to monitor and test include:  

 The switching process. This has only been used once in the WSL regime’s history and there is 
substantial scope for learning and improvement in both the current and any potential future 
switching arrangements. For example, interactions between the WSL retailer and the incumbent 
wholesaler in difficult circumstances such as customer disconnection have not been tested. If the 
threshold were to be reduced further in the future (in line with the Cave Review’s 
recommendations) then a switching system that was able to handle such an increase in the size 
of the market will need to be designed and greater stress testing of the current arrangements is 
likely to be an important factor in any such future work. Ofwat will seek feedback on these issues 
through the Customer Transfer Protocol (CTP) forum including feedback on both real switches 
and using the forum to run “dummy switches” to flush out particular issues. 

 The definition of eligibility. Ofwat has recently consulted on changes to the definition of an eligible 
customer. They propose to test this improved definition at the new 5Ml threshold and see how 
well it works and if the simpler approach is easier for customers to use and understand. Ofwat 
will test this using customer experience of the switching process. 

 Process issues associated with the new operational code and common contact. In conjunction 
with existing WSL licensees and water companies, Ofwat has recently established a common 
contract arrangement through its WSL guidance. This was to partially address the barrier of 
negotiated access highlighted by the Cave review. Ofwat has recently consulted on the CTP 
forum on expanding its terms of reference to include market monitoring and acting as the ongoing 
change management body for that contract. Ofwat will use this group to both make any 
necessary refinements or changes to that contract and also consider the design of any necessary 
market documents or other arrangements that may be necessary in the future if further reforms in 
line with the Cave review’s recommendations are taken forward. 

 Other WSL documents and processes. There are a range of other aspects and issues within the 
WSL regime, such as the security of supply arrangements which are as yet untested. Subject to 
customer switching and market entry Ofwat and other regulators may be able to test these 
processes as part of the ongoing monitoring of the regime.  

5. Total Quantified Benefits 

The total quantified benefits is equal to the following: 

 = NPV Benefits – NPV Costs 
 = £21,647 - £0 
 = £21,647 

                                           
33 The market arrangements include the customer transfer protocol (which is essentially the spreadsheet used to manage customers switching
suppliers), access codes and the recently developed common contract.  Under the current arrangements licensees are required to negotiate 
agreements with each water company in whose area they wish to compete.  This can mean that a licensee with a customer in each region many 
need a contract with each of the 21 regulated monopoly water companies.  In addition each agreement may contain different terms.  Therefore 
in an effort to simplify and standardise the process, Ofwat is currently consulting on replacing each water company’s individual access codes 
and associated access agreements with an operational code and common contract.  The operational code will set out the rules of the market 
that the water companies will need to follow, up until the point that the water company signs a supply contract with a licensee.  The common 
contract will set out the terms and conditions of the relationship between a water company and licensee for a wholesale supply of water. 



15



16

Specific Impact tests 
Statutory Equality duties 
The policy proposal does not have any impact. 

Competition Test 
The threshold change does not limit the number or range of suppliers, nor does it reduce ability or 
incentives to compete. Instead, the package encourages and provides greater potential for a competition 
for a larger number non-household. The key determinant of retailers’ ability to compete in Option 1 is the 
increase in the size of the market. 

Small Firms
Aside from the five inset appointees created since privatisation, Cholderton Water is the smallest 
incumbent water company in England and Wales. It is classed as a small firm as defined by section 382 
of the Companies Act 2006 as it employs fewer than fifty people and its annual turnover is under £6.5m. 

Albion Water currently has one customer that demands more than 5Ml of water a year. The reforms we 
propose will lead to its customer being able to choose to leave Albion Water. However, that option 
already exists as its customer could seek to change supplier under the large user inset criterion or under 
the WSL regime (See page 6 Baseline position). 

Independent Water Networks Limited and Scottish and Southern Energy Water, Peel and Veolia Water 
Projects do not have a non-domestic customer using over 5Ml of water a year so they are unlikely to be 
impacted by this measure, unless they choose to try and compete for another company’s customers.      

There are currently six companies that have been granted a licence under the WSL regime. These 
companies currently have no customers and each have an annual turnover of below £6.5m, they also 
employ fewer than fifty staff each. Therefore, these companies qualify as small companies as defined by 
section 382 of the Companies Act 2006. The changes we outline above will impact upon these 
companies in that the threshold reduction will increase the number of customers they can approach for 
those companies based in England. 

Wider Environmental Issues
The policy proposal provides wider environmental benefits as through reduced water use, less water 
needs to be abstracted from rivers increasing environmental amenity and less carbon intensive 
processes are needed in the treatment and transportation of that water resulting in carbon savings. 
These benefits are reflected in the analysis. 

Green house gas assessment 
The use of electricity in water pumping and treatment are a source of carbon emissions. Retail 
competition is not considered to be likely to increase carbon emissions because it is not expected to 
increase the consumption of water. Indeed, there is likely to be an increase in water efficiency advice 
which would decrease consumption. 

Health Impact and well being 
The policy proposal does not have any impact on health. 

Human rights 
The policy proposal does not have any impact. 

Justice system 
The policy proposal does not have any impacts. 

Rural Proofing 
Although all eligible customers will have equal access to switching their licensee, competition may 
develop at different paces in different regions. However, no region should be worse off than their current 
position.

Sustainable development 
Retail competition is unlikely to be detrimental to sustainable development. Environmental impacts are 
unlikely because retail competition is not expected to increase the consumption of water. Indeed, there is 
likely to be an increase in water efficiency advice which would decrease consumption with environmental 
benefits gained from decreased abstraction. 
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Annexes
Annex 1 should be used to set out the Post Implementation Review Plan as detailed below. Further 
annexes may be added where the Specific Impact Tests yield information relevant to an overall 
understanding of policy options. 

Annex 1: Post Implementation Review (PIR) Plan 
A PIR should be undertaken, usually three to five years after implementation of the policy, but 
exceptionally a longer period may be more appropriate. A PIR should examine the extent to which the 
implemented regulations have achieved their objectives, assess their costs and benefits and identify 
whether they are having any unintended consequences. Please set out the PIR Plan as detailed below. 
If there is no plan to do a PIR please provide reasons below. 

Basis of the review:
The review will evaluate the existing policy in time to consider whether the threshold requirement should be 
abolished in subsequent legislation.   

Review objective:
The Cave Review considered that Ofwat, in due course and as part of its statutory duty, should assess the 
state of the water markets and advise the UK and Welsh Assembly Governments on whether it would be 
appropriate to abolish the threshold requirement.     

Review approach and rationale:
Review will consider the number of non-household customers switching supplier and the effect of the 
threshold drop in terms of testing the market arrangements.  

Baseline:
As set out on Page 5 of this IA. 

Success criteria: Lowering the threshold to 5Ml on its own will not deliver the benefits to business and
other non-household users expected from the complete deregulation of the retail water and sewerage
market for non-households but it will allow some stress testing of the market arrangements and
represents a first step for retail companies wishing to enter the market and compete for customers.

Monitoring information arrangements:
Ofwat will report on the progress of the policy at appropriate intervals, including an assessment of how the 
market is working. 

Reasons for not planning a PIR:

Add annexes here. 


