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Water retail services competition in England and 
Wales 

Still Hobson’s choice? 
Dr Simon Less 

  

Executive Summary 

Water and sewerage retail services may include billing and payment services, tariff-setting, ensuring 

solution of operational supply problems, water saving measures and advice, trade effluent and metering 

services.  These services, costing around £1 billion, are currently supplied by the 21 regional monopoly 

water and sewerage suppliers across England and Wales. Water retail services are an essential input for 

virtually all business and public sector organisations. How they are delivered also has important 

implications for efficient use and supply of water itself. 

Through interviews with business and public sector customers of water companies, this report finds 

that, despite examples of good customer experiences, customers in England and Wales are often not 

receiving the quality and range of retail services which they should expect.  Issues include a lack of 

dedicated account managers, inaccurate billing, and inability to resolve issues rapidly and efficiently.  

Multisite customers are unhappy at having to deal with up to 21 monopoly water services suppliers, 

with separate billing, tariff and account management arrangements.  Most water companies still send 

paper bills for each customer site, meaning that, for example, one 1,400 site customer received 4,000 

paper bills a year.  Most water companies appeared uninterested in helping water customers to manage 

their water use better and save water, and a lack of timely and accessible usage information led to 

water wastage. Customers compared water companies unfavourably in relation to their competitive 

energy suppliers on most of these issues. The issues identified have significant costs for customers, as 

well as implications for the general efficiency with which water is used. 

The customers interviewed have had on average more positive experiences in Scotland, where the non-

household water and sewerage retail services market has recently been opened, enabling customer 

choice.  Since market opening in Scotland, there has been improvement in the quality and price of retail 

services.  One customer described how their Scotland water services supplier thought competitively, 

met the customer a number of times each year, provided a dedicated account manager, Automatic 

Meter Read (AMR) meter installation and group billing, proactively suggested water efficiency services 
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and acted on the customer’s behalf in relation to the Scottish Water wholesale business. Where 

customers were unsatisfied with the services they received from their supplier in Scotland they were 

able to switch supplier.  Overall, since market opening in Scotland, a third of customers have tendered 

their water contracts, almost 60% of customers have secured price discounts and many customers are 

receiving new and enhanced services, in particular helping them to save water. 

The customers interviewed for this report wanted choice in England and Wales too.  They wanted to be 

able to choose one or two (of the best-performing) suppliers to meet their needs across Britain. 

In 2009, Professor Martin Cave completed an independent review of competition and innovation in the 

England and Wales water and sewerage industry for the government.  This recommended removing 

regulatory restrictions to enable development of a competitive market in non-household water and 

sewerage retail services, with water retail businesses (both non-household and household) separated 

from the existing vertically integrated water companies.  The Cave review’s proposed legal separation of 

water retail and wholesale businesses is a critical part of market opening, including by ensuring fair and 

effective access to wholesale services. Under the Cave review proposals, retailers would be able to 

compete on the basis of their own efficiency, and have the scope to reduce customers’ costs through 

water saving measures and negotiation with the wholesaler. Moreover the quality and range of 

customer services would be an important basis for competition.  As in Scotland, the competitive retail 

services suppliers would not own nor operate water supply pipes, sewers, treatment works, abstraction 

points or reservoirs.  They would contract for these services from the existing appointed regional water 

and sewerage companies. Householders would not be able to switch water supplier, but they would 

nevertheless benefit from the reforms. The government is considering the Cave review in developing a 

Water White Paper, expected by the end of 2011. 

The Cave review’s proposals have the potential to achieve a wide range of benefits for water customers 

and the economy, financial benefits for water companies and environmental benefits, including the 

following: 

 Increased productive efficiency, for example, through renegotiating contracts, streamlining 

processes, and stopping unwanted activities. 

 Increased dynamic efficiency, developing new and better ways of working, for example, through 

developing new billing systems, introducing smarter meters and through more efficient companies 

replacing less efficient ones. 

 Improved customer services, and the development of new services. 

 Ability for multi-site customers to contract with one or two national retail services suppliers, 

reducing numbers of bills and administration costs, and improving comparability of consumption 
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information.  For example, reducing one customer’s 4,000 paper bills each year to a national 

electronic bill could save perhaps £80,000-£200,000 for that customer alone. 

 There would be environmental benefits, through competing water retail services companies having 

new incentives to give customers what they want, including helping customers make savings by 

using less water and identifying leaks rapidly.  Separated retailers have fewer incentives than 

integrated companies to maximise the supply of water, since they can, as Business Stream does in 

Scotland, effectively sell services for the reduction of water consumption instead. 

 Economies of scale, through consolidation within the water and sewerage sector, and potentially 

with other utility retailers. 

 Releasing finance for infrastructure investment, since the value of separated retail businesses 

(perhaps worth collectively over £4 billion) could be realised by appointed water companies, for 

example, if sold as part of consolidation. 

 Improved processes and efficiency would transfer across a retail business benefiting household 

customers as well, and a competitive non-household retail market would provide Ofwat with more 

information with which to better regulate the prices for households. 

 There could be improvements as well in wholesale water businesses’ efficiency, as separated 

retailers applied pressure on the wholesale monopoly businesses to deliver, and undertook 

measures that reduced wholesalers’ costs, such as reducing water demand thus delaying the need 

for new water supply infrastructure.  

 The Cave review proposals are strongly deregulatory, removing requirements to provide vertically 

integrated services, restrictions on mergers of retail businesses, restrictions on the way access to 

wholesale supplies is priced, restrictions on serving customers out of area and restrictions on 

customers’ eligibility to choose their supplier. They also reduce the need some of Ofwat’s 

regulatory requirements. 

At the same time, there are costs and risks associated with setting up and operating a market that need 

to be weighed against the expected benefits.  These include the following: 

 Set-up costs, including costs of legally separating retail and wholesale businesses, developing 

market codes and establishing a central market authority to manage the process of switching 

customers and settlement. 

 Ongoing costs, including operation of the switching and settlement arrangements and the 

regulator’s costs in overseeing the market. 
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 There is a potential risk that some customers could be worse off.  However this risk can be 

addressed by a combination of the continuation of a regulated, appointed water wholesaler in 

each region, and the requirement that each retailer must offer a regulated default tariff. 

 Another potential risk is loss of economies of scope. However, the evidence is that, in contrast 

to some other water sector activities, there are few such scope economies between wholesale 

and retail services. 

 A further risk often cited is that infrastructure financing costs could rise.  However, it is unlikely 

that retail services separation and competition would lead to an increased cost of 

infrastructure investment capital, because all of the Regulatory Capital Value (RCV) of water 

companies is likely to remain with the appointed wholesale company, the risks on which would 

be unchanged (or reduced).  

A number of analyses of the costs and benefits of the Cave review’s proposals have been undertaken by 

different organisations. Varying headline messages from these reports might suggest uncertainty about 

whether retail services separation and market opening would be net beneficial.  However, in fact, all of 

the cost-benefit analyses point in the same direction, indicating substantial net benefits, ranging from 

£600 million to £2.5 billion net present value (NPV).  Moreover, none of the cost-benefit analyses 

attempt to quantify benefits from improved customer services, including water efficiency services.  The 

findings from customers interviewed for this research lend additional weight to the case for reform.  

Given the long list of potential economic, financial and environmental benefits from retail services 

separation and market opening, the broad agreement between cost-benefit analyses, the evidence from 

interviews of substantial scope for improved customer services, and the evidence of benefits already 

secured in Scotland, we conclude that the case for reform is strong. In the Water White Paper later this 

year, the government needs to commit to the reforms proposed by the Cave review, amending 

legislation as necessary to facilitate them.   

In particular, legislating to require legal separation of the retail and wholesale businesses of water 

companies is an essential element of the Cave review package.  Weaker, functional, separation would be 

unlikely to deliver an effective market, and may not be any cheaper than legal separation to implement.   

For the government not to take forward measures in line with the Cave review’s approach, it would be 

supporting monopoly over choice; existing water companies over all businesses in England and Wales; 

restrictive regulation over deregulation; and inefficient water use over environmental sustainability. 
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Recommendations 

1. In the Water White Paper, the government should commit to implementing the Cave review’s 

recommendations for separation of water and sewerage companies’ retail services businesses, 

and enabling non-household customers to choose their retail services supplier. 

2. As soon as possible after the White Paper, the government should bring forward legislation to 

enable the reforms. 

3. As part of the reforms, separation should be mandatory and require water companies to set up 

legally distinct retail services businesses; and the ‘eligibility threshold’ should be abolished so that 

multisite, and all other, non-household customers can switch their water and sewerage supplier 

without bureaucratic restrictions.  

Introduction 

This report is largely about water and sewerage retail services.  These may include water and sewerage 

billing and payment services, tariff-setting, ensuring solution of operational supply problems, water 

saving measures and advice, trade effluent and metering services.  These services are currently supplied 

by the 21 regional monopoly water suppliers and ten monopoly sewerage suppliers across England and 

Wales.  Retail services are vertically-integrated with these companies’ other activities such as treatment 

and network operation (though some customers may buy supplementary services from third parties). 

Retail services may currently be worth around £1 billion p.a., including at least £170 million in the non-

household sector. 

Water retail services are an essential input for virtually all business and public sector organisations. 

Water volumes consumed may be large or small, concentrated at one site or distributed over hundreds 

or thousands of sites.  Regardless, a wide range of organisations are concerned variously by the price of 

water services, by the ease, range and quality of water customer services, and by how they can save 

water for cost-saving or environmental reasons.  

But business and public sector customers of water companies in England and Wales could reasonably 

expect much more from their water suppliers than they are currently getting. The evidence comes from 

customers’ expressed opinions, comparison with what is provided in other utility sectors, and from 

experience in Scotland, which reformed its water retail services market in 2008 (separating off Scottish 

Water’s retail services business to become Business Stream which now competes with new entrant 

water retail services suppliers).  The quality and cost of water retail services are of increasing concern, 

given the need for businesses across the economy to bear down on their costs and because of increasing 

water scarcity and its effect on the environment. 
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In 2009, Professor Martin Cave completed an independent review of competition in the England and 

Wales water and sewerage industry for the government.  He recommended the creation of a 

competitive market in non-household water and sewerage retail services, with water retail businesses 

(both non-household and household) separated from the existing vertically integrated water companies.  

The Coalition Programme for Government said that the government would consider how to take 

forward the Cave review’s recommendations.  The government is developing a Water White Paper, 

expected by the end of 2011. 

Since Martin Cave’s review there has been considerable debate about the scale of benefits and costs 

from his proposals, as well as the details of how they should be implemented.  The main voices in that 

debate have been the existing monopoly water companies and the water regulators in England, Wales 

and Scotland (and their advisers). The aims of this research are to amplify the voices of the business 

(and public sector) customers of water companies in this debate, and to make a high-level assessment of 

the case for retail market reform. 

Customers’ experiences of water companies 

The author held a number of discussions with customers of water companies in England, Wales and 

Scotland.  These included customers in both the business and public sector, ranging from 20 to 14,000 

sites, and with widely varying levels of water consumption from around £1 million to tens of millions of 

pounds.  The majority of interviewees were customers of most or all water companies in Great Britain. 

Summary findings from these interviews are set out below, with a number of comments reproduced 

verbatim.  Comments and views are not attributed to particular interviewees.  An effort has also been 

made not to identify particular water companies that interviewees commented on.  However this was 

not practical in the case of Business Stream, which, as the incumbent water retailer in Scotland, still 

holds over 90% of the Scotland market. 

What customers seek from their water services suppliers 

The customers interviewed varied in what was most important for them in the water services they 

received.  However, most mentioned the following issues as important: 

 Good customer service, including a dedicated account manager who was available to solve 

problems rapidly and was an advocate for the customer within the water company. 

 Billing processes that minimised the administrative burdens on the customer and accessibly 

gave them the information they needed to manage their usage.  

 Proactive help to reduce their costs and save water. 

The interviews identified widespread shortcomings in relation to each of these issues. 
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A theme for most of those interviewed was their desire to be treated as one customer, not a collection 

of separate sites as many water companies treated them.  This was less of an issue for those customers 

with the fewest sites.  For them the price of water was of relatively greater importance.  One customer 

operating in the retailing sector noted that, while they were not a large user of water (at around £1 

million spend per annum), they were a low margin business, and they needed to sell £20 million of 

goods to pay this £1 million.   

One customer cited his organisation’s challenging environmental targets, including on water 

conservation, highlighting that a key concern was having robust data for corporate social responsibility 

reporting. 

Experience of England and Wales water services suppliers 

“Our annual electricity and gas costs currently total over £40 million and we only need to deal 

with two suppliers.  Our annual water costs total just over £1 million and we have to deal with 

23 suppliers, each with their own procedures and processes.  The best way to describe this is 

frustrating.  Most of our time spent on dealing with queries stems from the water suppliers and 

they don’t seem willing (and possibly able) to assist with the issues we face them with.  The 

electricity and gas contracts run a lot smoother:  one supplier, electronic billing, assigned points 

of contact, willingness to resolve issues without the threat of disconnection, less time spent 

dealing with queries, to name but a few.” 

A water customer  

“Water companies generally just seem a bit behind the times.” 

A water customer 

One customer described their experience of England and Wales water companies as very mixed, 

consisting of overall bad experiences with perhaps seventeen companies, and better or good 

experiences with seven.  Only six companies provided a dedicated account manager; six gave group-

wide billing; and only four companies had approached this customer to ask what the customer wanted 

from them. 

Customer services and account management 

Customers reported that the provision of account managers varied across water companies in England 

and Wales.  Customers were more likely to have a dedicated account manager in the regions with large 

water companies, while they generally had little contact from small water companies, with perhaps just 

a junior member of staff on the end of the phone.  One national retailer reported having only two water 

company account managers across the entire country.  



8 
 

One customer noted that not all water companies had 24-hour call centres, so when there was a 

problem at night, such as major leaks, there were delays in resolving it.  That customer felt that their 

sites had to make do with the same service level as a domestic householder, yet the consequences for 

their business of not having water for a period could be very serious, such as having to close vital 

operations.   

A number of customers said that issues took a long time to resolve, with staff often not empowered to 

help customers.  One said that a letter to the water company CEO was often required to resolve issues, 

even to prevent being cut off.  A number of customers said that it felt like the main purpose of water 

companies’ customer-facing functions was to collect money, rather than focus on customers’ needs.   

One customer cited a lack of help and guidance from their water companies in getting meter sizes right, 

which was important as it affected their standing charges. Another complained about water companies’ 

lack of transparency in relation to tariff alterations. 

Some customers said that water companies were hard to engage in relation to disagreements.  One 

cited the large amount of regulation, which was time-consuming for the customer to understand, so 

they needed a retailer to champion the customers’ interests. Instead they found themselves up against 

water companies’ large regulatory departments.  

A number of customers unfavourably contrasted their experience of customer service in the water 

sector with that from their energy suppliers.   One customer said that their gas supplier provided better 

customer service, including several key contacts and someone always contactable on the phone. 

Another said that their energy suppliers were more responsive to customer requests.  This customer put 

effort into choosing their energy suppliers and felt they had more leverage to get the service they 

required. 

Box 1 highlights further examples of poor customer service cited by interviewees. 

Box 1. Interviewees’ examples of customer service which fell below the standards they would normally 

expect from a service provider 

1. A water company representative walked into the flagship store of a major national retailer on a 

Friday and told the store that they were cutting off their water the next day – the store’s major 

trading day.  At the time, the water company had not provided the customer with an account 

manager.  So the retailer had to chase round tracking down someone within the water 

company to help them.  Eventually the retailer was able to clarify that there had been a 

mistake, and that they would be able to trade normally the following day. 

2. A water company replaced a customer’s water meter, and discovered that the new meter read 

a higher consumption rate.  The water company therefore recalculated a long run of the 

customer’s previous bills, on the basis of an assumed rate of under-charging.  The customer 
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was thus unexpectedly faced with as large additional charge, through no fault of their own.  

This was not the sort of treatment they would have expected from other service providers.  The 

customer employed a third party consultant to review the issue.  The latter examined the 

regulations governing water, and discovered that the water company was acting in 

contravention of these (a water company could not rely on a desktop assumption about under-

charging, nor revise charges so far back). 

3. A water company made a billing error.  The customer queried the bill.  While the query was 

being investigated the water company launched the process for disconnection for an unpaid 

bill.  The customer paid the bill despite the outstanding query.  The water company continued 

to pursue disconnection, despite the fact the funds had reached their account, arguing that the 

water company needed 5 days to allocate funds to clear the outstanding debt and that it was 

the customer’s responsibility to take this into account.  The customer eventually got to speak to 

a manager, who halted the action before disconnection. 

 

Billing processes and administration costs 

Some customers said that dealing with water billing in England and Wales costs a disproportionate 

amount of their time.  One customer said, “Water companies are the most expensive [in terms of 

administrative costs] per £1 spent, of all the utilities”.  A quarter of this customer’s utility management 

team was devoted to water, even though water represented only 10% of their utility costs.   

The reasons for high administration costs associated with water included the following:  

 Most water companies sent many invoices, dealing with each site individually, rather than a 

consolidated bill for the customer as a whole. 

 The vast majority of water companies still sent paper bills, rather than electronic. 

 In the minority of companies where bills were provided electronically, they were in a variety of 

company-specific formats rather than necessarily in the customer’s preferred format. 

 Dealing with up to 21 water companies meant dealing with a very large number of different 

tariff structures. 

 Bills were often inaccurate. 

Some companies sent a summary paper spreadsheet alongside paper bills, but which the customer still 

needed to key in.  A few water companies had moved to electronic billing and provided higher service 

standards.  
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One company received 750 invoices each year from water and sewerage companies (for around 150 

sites).  Another customer, with 1,400 sites, said that it received electronic group bills from six 

companies, but then another 4,000 paper water bills a year from the rest.  To analyse their water usage 

across sites, they would need to key-in all this information, and they did not bother because of the 

administrative costs.  They therefore had limited information on water use in most areas and much less 

scope to make comparisons between sites. 

One customer noted that, in contrast to water, its entire electricity or gas bill for hundreds of sites 

across the country was sent in one electronic file, each month.  

A number of customers commented on the inaccuracy of billing. Considerable challenge was needed 

from customers to ensure accuracy, though such challenge was often hampered by lack of data. Many 

customers paid third party consultancies to do due diligence on their behalf, and to interpret between 

companies and customers.  Customers said they made more use of such consultancies in relation to 

water than other utilities.  One customer claimed that water companies had a bad reputation with such 

third party utility consultants, compared to electricity and gas suppliers. 

Proactive help in reducing costs and saving water 

“I wasn’t aware that water companies were interested in supporting customers through water 

efficiency measures.  If they are, they do a good job of not telling anyone about it. I find this 

really frustrating as, if companies worked with their customers and incentivised them to be 

more efficient, less water would be used.” 

A water customer 

One 400-site company asked all its water suppliers for support in reducing its costs.  About a third of 

companies responded positively, a third did little and a third actively blocked their initiatives. One 600-

site retailer had undertaken water conservation work with one of the large water companies.  Another 

found that six companies were willing to help with AMR (Automatic Meter Read) metering.  But a 

further customer, found some companies obstructive in relation to the fitting of pulse meters to help 

the customer meet its water conservation targets.  

One customer highlighted the low frequency and lack of regularity of meter reading, which they 

contrasted with the energy sector, where half-hourly electronic usage data was available to them in 

virtually real time. This customer lacked adequately robust data for the corporate social responsibility 

reporting they wished to do. Related to this was a customer complaint about insufficiently rapid 

identification of leaks – some were not identified for months (see example in Box 2). 

One customer compared water companies unfavourably with electricity supply companies.  They said 

that the latter provided the services they wanted, helping them to manage data and to reduce their 
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costs. One cited their energy supplier’s service commitment to them to look for opportunities and to 

guarantee savings. 

Box 2. Interviewees’ examples of difficulties in securing water savings under current arrangements 

1. One customer received a water bill for £30,000 at a site that normally consumed £6,000 of 

water.  The water company did not flag the anomaly nor offer any support or services.  The 

customer investigated, and discovered a failed tap.  It calculated that the tap had been leaking 

for months.  Since meter reading was so infrequent, the lack of data had cost the customer a 

considerable sum and wasted a large quantity of water. 

2. One customer wrote to all its water suppliers asking to trial daily ‘self-billing’ using sub-meters, 

in order to exercise greater management over water usage and to spot leaks immediately.  All 

but one company were reluctant to agree, arguing variously that it would not work, their 

computer system would not take self-reads, or that Ofwat would not allow them to do it. 

 

Change over recent years 

“Whenever deregulation is mentioned, we get lots of calls from water companies.” 

A water customer 

While one customer did not think there had been significant change in the last few years in relation to 

water services in England and Wales, another customer said that the seven best performing water 

companies had improved recently.  For example, these companies had only introduced dedicated 

account managers in recent years. 

Another agreed they had seen improvements from some water companies. They suspected this was 

because of the discussions about customer choice being around the corner. This customer said that 

when deregulation had been debated in the past water companies paid them more attention, but when 

the prospect of choice and competition went away this attention also diminished.   

Experience of water services in Scotland 

Two customers placed Business Stream, the incumbent retailer in Scotland’s competitive water retail 

services market, at the same level as the best performing water companies in England in Wales.  

Another said that there were only one or two companies in England and Wales as helpful as Business 

Stream.   Another thought Business Stream was better than companies south of the border. 

One customer had recently switched their supplier in Scotland to one of Business Stream’s competitors.  

They were pleased with the difference this had made, with savings, greater say over their billing and fee 



12 
 

structure and a more personal service.  The customer said the new supplier handled things so well that 

the customer was now “totally hands-off – it handles itself”. 

One customer said that they would like to become their own water retailer in Scotland, which was 

allowed in the new Scottish market arrangements under a ‘self supply’ licence.  In that way, the 

customer believed it could make even larger savings. 

A number of customers thought Business Stream had improved its performance since Scotland’s market 

opening in 2008, in particular becoming more proactive.  One large customer described himself as 

“surprised by the speed and pace of change” in Scotland. Business Stream had significantly upped their 

game in relation to this customer, as a result of a tendering process.  “Compared to where they were 

before, [Business Stream] have stepped up to the plate”.  One customer described their experience with 

Business Stream as good, but they noted that they had also had a good relationship with Scottish Water 

pre-2008.   

One customer said Business Stream thought competitively, met the customer a number of times each 

year, provided an account manager, AMR meter installation and group billing, proactively suggested 

water efficiency services and acted on the customer’s behalf in relation to Scottish Water wholesale. 

Another customer gave an example of how it was possible to meet Business Stream within a couple of 

days of asking, compared to one large England and Wales company where it took weeks to meet. 

One customer said that Business Stream and one large company south of the border were the most 

proactive in relation to helping customers with water conservation.  However another customer said 

they had yet to see a great deal of proactive water efficiency services in Scotland. A further customer, 

who asked all of its water suppliers to trial self-reads, got a positive response from Business Stream, but 

had an even more positive and proactive response from one company in England and Wales. 

In terms of prices, one customer noted that there was not a big margin for Scottish retailers to play 

with.  They had secured low single-digit percentage reductions since market opening.  Another customer 

had secured a modest price discount, but more importantly, Business Stream did a good job of engaging 

with them, including on water efficiency, and moving to electronic billing to help reduce the customer’s 

administration costs. One customer, with fewer sites but larger water use was disappointed that larger 

discounts could not be secured under the market arrangements in Scotland. 

One customer said that Business Stream had fought its corner against Scottish Water (in relation to 

effluent consent levels) and they would consequently be getting a bill reduction, saving £60,000.  

Another customer suggested that Business Stream still did not challenge Scottish Water enough on 

behalf of customers, compared to its competitors.  For example, when Scottish Water insisted on 

installing their own AMR meters, new retail services entrants appeared more proactive than Business 

Stream in challenging Scottish Water on this.  This customer was currently tendering its water contract.  
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One very large customer who had recently tendered their water services contract weighted their 

selection criteria 65% quality and 35% price.  They also asked bidders to offer a range of additional 

services including water saving investments; arrangements for managing and co-ordinating in an 

emergency; and ‘tariff optimisation’ (checking that water meters were the appropriate size).  As a result 

of the competitive process they said they were able to push the winning bidder very hard on quality and 

cost, because they perceived strong competition in the market. This customer made savings of £18.5-

£24 million over three years as a result.  Another customer was preparing to tender their water contract 

in Scotland, and was also planning to specify new services it wished to secure. 

Reforms customers would like to see 

“[Water companies] are currently reaping the rewards of having a monopoly in their particular 

area, knowing that they are going to receive a set figure from customers anyway.” 

A water customer 

 All of the customers with sites in England and Wales wished to have choice of water retail services 

supplier south of the border:  

 “Competition is vital in the water sector in order to make prices lower for the customer, but 

also to improve the quality of customer service, billing, and water efficiency for the network.”  

 “[It’s] crazy not to have competition.  There’s no incentive on water companies.”  

 “If there is no recourse to changing supplier, it dramatically decreases our ability to get 

resolution with them.”  

 “[We] need to wipe out the current attitudes of water companies.” 

A number of customers said that it would be “considerably easier to have a single supplier” across the 

whole country, with one bill.  Another said that they might prefer two or three suppliers, choosing those 

with the best customer services. None favoured the current situation with having to deal with over 20 

water and sewerage suppliers.  

One customer said that they were already tendering for a single ‘overlaid’ third party services provider 

across all the water companies, but would much prefer to be tendering for an actual national water 

supplier.  This was because a national supplier would have access to relevant information, there would 

be lower administration costs and easier co-ordination, the supplier’s objectives would be better aligned 

with the customer, and ‘gain share’ deals1 on improving leakage and water efficiency would be easier to 

arrange. 

                                                           
1 Where a retail services supplier installed a water saving measure and shared in the consequential 
savings to the customer. 
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Customers made a related point that the current large number of water retail services suppliers meant 

duplication in retail business overheads, including having around twenty separate billing systems. 

A number of customers said they would like to see more innovations in the sector, such as choices of 

tariffs by service level, and tariffs for night use. 

Design of a competitive market 

A number of customers commented on the design of a competitive market.   

One customer noted that reducing the eligibility threshold for choice to 5 megalitres consumption a year 

– as the Cave review recommended as a first step – would still mean that a majority of their sites could 

not switch supplier.  They said that, if any eligibility threshold was maintained, considerable 

management time would need to go into working out which of their 1,400 sites could switch.  There 

would also be potentially perverse incentives to increase water consumption in order to meet a 

threshold for switching a site.  Customers wanted the threshold completely removed. 

Another customer said that they wanted the competitive retailer to be responsible for all customer-

facing activities, rather than the electricity market model where the customer had to go to the 

electricity distribution network operator to resolve some issues, and could get passed from pillar to 

post. 

Another customer argued that customers needed a strong voice during work on the design of a market, 

citing experience in Scotland where, to take one example, involvement of customers in reviewing the 

market identified that many wanted more information about the results of their trade effluent testing, 

information which otherwise simply passed between wholesaler and retailer.   

Those customers who were particularly focused on water prices were keen for a competitive market to 

have larger margins – to include more of the water companies’ activities – than were available in 

Scotland. 

What is the case for deregulation and market opening? 

“While Ofwat’s framework for regulating these regional monopolies has delivered benefits 

including service and quality improvements and reduced bills, it can never truly reflect the 

complexity, dynamism or demand-driven nature of the market. Comparative competition 

regulation is partial, periodic and selective and, incentives are limited because companies 

cannot lose customers.” 

Professor Martin Cave2 

                                                           
2 M Cave (2009), Independent review of competition and innovation in water markets:  Final report. 
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The previous section summarised the findings from interviews with business and public sector 

customers of water companies. While the experiences and views varied between different customers, 

and the sample is not large, the following relevant messages appeared to come through: 

 Among the customers interviewed, most were concerned about the quality and range of customer 

services provided by water companies, including billing and account management arrangements, as 

well as support for reducing costs and saving water.   

 There are examples in England and Wales of water companies providing good customer service.  

But, according to a number of the customers interviewed, this appears to be from a minority of 

companies.  

 Customers had many criticisms of the service they received from England and Wales water 

companies, which had implications for their own administration costs and their ability to manage 

and conserve water. 

 Customers compared water companies unfavourably to their competitive energy suppliers.3 

 Since market opening in Scotland, there has been improvement in the quality and price of Scottish 

water retail services. 

 In Scotland, not all customer experiences with the competitive water retail service companies have 

been good, but customers generally find retail services in Scotland to be on a par with the best, or 

better than, suppliers in England and Wales. 

 Customers had experiences of Scottish retailers championing their interests in relation to Scottish 

Water (the monopoly water wholesaler), offering new services and responding effectively to 

customer’s needs. 

 Since the debate has gotten underway in England and Wales about deregulation, with the threat of 

competition, a number of the larger water companies appeared to have put greater effort into 

customer service and responsiveness.  

 Customers wanted not just better services from England and Wales water companies, but to be 

able to choose one or two (of the best-performing) water retail service suppliers to serve all their 

sites across the country, rather than having to deal with twenty-odd companies. 

                                                           
3 The Consumer Council for Water’s latest annual tracking survey found that customers had similar 
levels of satisfaction with their water and energy suppliers. However, this survey sampled only 
household customers, not business and public sector customers which are the focus of this report. 
Household customers would tend to have quite different needs. 
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Research for the Consumer Council for Water (CCWater) and Ofwat in 20074 supports a number of the 

findings from the interviews.  The 2007 research found that 84% of business customers surveyed (who 

tended to be large) were supportive of competition in principle with 61% likely to consider switching in 

the right circumstances.  93% of these customers would switch if offered lower bills; 49% would switch if 

better service was offered by a new supplier. The main reasons, other than price, for which customers 

may consider switching supplier included water efficiency audits and leakage detection. The customers 

interviewed by Policy Exchange tended to be large- or medium-sized, multisite customers.  CCWater has 

also conducted research into the views of small- and medium-sized business customers, finding that 

SMEs were generally positive about the principle of competition in the water and sewerage industry, 

with 69% thinking it was a good thing and 57% saying they were likely to switch.5 In Scotland SME 

customers are being targeted by new entrant retail services suppliers and are switching. 

These findings appear to lend strong support to the case for opening the non-household water retail 

services market in England and Wales to competition.  

The case for deregulation and market opening is further strengthened by: 

 The wider evidence of the benefits which market opening has delivered in Scotland, where a 

third of business and public sector water customers have tendered their water contracts so far, 

almost 60% of customers have secured price discounts and many customers are receiving new 

and enhanced services, in particular helping them to save water; 

 Evidence of the benefits from competition arising in other utility sectors which have already 

introduced competition (and indeed from competitive sectors across the economy); and 

 The increasing scarcity of water in many areas across England and Wales (as highlighted in 

Policy Exchange’s recent report Untapped Potential)6, so that inadequate metering information 

and lack of support for customers to save water is becoming a greater environmental concern. 

A fuller discussion of the benefits that could be expected from market opening is set out later in this 

research note. 

It is worth noting that the evidence cited supports the importance of competition, not the superiority of 

any particular ownership model.  Business Stream remains a public sector owned company; companies 

in England and Wales are generally privately owned, with Welsh Water having a unique model for 

water, being a company limited by guarantee with no shareholders. 

                                                           
4 MVA Consultancy (2007) Setting Strategic Direction: Competition Research with Business Customers, 
Report for Consumer Council for Water and Ofwat 
5 Accent (2010), Small and Medium Business Customer Views on Competition in the Water and Sewerage 
Industry, Report for CCWater. 
6 S Less (2011), Untapped potential: Better protecting rivers and lower cost, Policy Exchange. 
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What reforms are being proposed? 

Currently around 0.2% of all non-household water customers, those with sites consuming the very 

largest quantities of water, are already theoretically able to switch their retail services supplier under 

the Water Supply Licensing (WSL) regime.  However, since the WSL’s introduction in 2005, only one 

customer has been able to switch.  

Reasons the WSL has failed include the following:  

 New entrant retailers are unable to offer attractive terms, as a result of highly restrictive pricing 

principles set out in the 2003 legislation (the so-called ‘costs principle’). 

 The market of eligible customers able to switch is tiny. 

 The regime, oddly, excludes sewerage retail services, even though these are very closely 

associated with water retail services. 

 Access by new entrants to wholesale services must be negotiated on a burdensome case by 

case basis, rather than under standard, regulated terms. 

 Vertically integrated incumbent retail services businesses have considerable market power. 

The Cave review and Ofwat approach to reforms in England and Wales 

Ofwat published its review of competition in 2008,7 and, in 2009, Professor Martin Cave published his 

independent review of competition and innovation in water markets, commissioned by the Treasury, 

Defra and Welsh Assembly Government.8  These two reports set out a similar vision for deregulating and 

opening-up the water and sewerage retail services markets.  The specific reforms proposed by the Cave 

review are set out in Box 3. 

Box 3.  Cave review proposals for retail market opening 

The Cave review’s recommendations included: 

 reducing as soon as practicable the threshold for a non-household customer to be eligible to switch 

their supplier, from 50 megalitres to 5 megalitres per year, after which there may be practical 

benefits from abolishing the threshold for non-household customers;9 

 extending competition to sewerage retail services; 

                                                           
7 Ofwat (2008), Review of competition in the water and sewerage industries: Part II. 
8 Cave (2009). 
9 Ofwat was clear that the eligibility threshold should subsequently be abolished. 
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 removing the costs principle from legislation; 

 legal separation of the combined household and non-household retail services arm of water 

companies from the remainder of the companies’ business; 

 a mechanism to reward customers and retailers for measures they take to reduce an incumbent’s 

upstream costs; 

 protecting customers through ‘default tariffs’ and a statutory code on mis-selling; and 

 a new self-supply retail licence. 

The Cave review was clear that the case for extending choice to households remained weak.  

 

If these reforms were made, then the water and sewerage retail services market would look very 

different.  All non-household customers would be able to choose their retail services supplier, including 

being able to choose a single supplier across the whole of Great Britain.  Their chosen supplier, or 

suppliers, may (depending on the precise scope of the market) undertake water tariff-setting, billing and 

payment services, ensuring solution of operational supply problems, water saving measures and advice, 

trade effluent and metering services. The competitive suppliers would not own or operate water supply 

pipes, sewers, treatment works, abstraction points or reservoirs.  They would contract for these services 

from the relevant wholesale companies, which would (unless otherwise deregulated) continue to be 

virtually regional monopolies. Large customers would also be able to secure a licence to become their 

own retailer and deal directly with the wholesaler, under a self-supply licence.  Retailers would be able 

to negotiate discounts from the wholesaler, if they were able to implement measures which reduced 

the wholesaler’s costs, e.g. by developing interruptible contracts, new storage, etc. 

Retail services constitute around 15% of the sector’s costs. Retailers would be able to compete on the 

basis of efficiency and price to a degree.  But, in addition, they would have the scope to reduce 

customers’ costs through water saving measures and negotiation with the wholesaler. Moreover 

competition on the basis of the quality and range of services would be very important.  The interviews 

for this Research Note highlight the importance of these factors for customers. 

None of the monopoly wholesale water companies would be allowed to compete in the retail services 

market.  This means that the existing water companies, which vertically integrate retail and wholesale 

activities, would need to hive off their retail services businesses into strictly separate legal entities, or 

else sell their retail services businesses.  This is critical to ensuring that a fair and effective competitive 

retail market emerges, and that benefits from costs reductions and culture change can be realised (see 

later for further discussion of this point). 
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Householders would not be able to switch water supplier.  However they should benefit from reform, 

because the Cave review’s proposal is to legally separate the entire – non-household and household – 

retail services business from the existing vertically integrated companies.  This would help to ensure that 

household customers benefit from the cost savings, innovation, consolidation and culture change which 

competition would drive. At the same time, householders’ prices would continue to regulated by Ofwat, 

with the disaggregation and competition in the retail market providing Ofwat with important new 

information with which to protect the interests of household customers. 

In relation to non-households, Ofwat would set a ‘default tariff’ and associated service level that must 

be offered by all suppliers to all customers, in order to ensure that non-household customers are 

protected.  Competing suppliers would be expected to offer a range of service and price offerings that 

improved on the default tariff, as has happened in Scotland. 

Reform in Scotland 

Scotland has already taken forward reforms along the lines proposed by the Cave review and Ofwat.  

Scottish Water was required to hive off its retail service activities into a new company ‘Business Stream’.  

Both remain owned by the Scottish government.  Since 2008, Business Stream competes with a number 

of new entrant retail service suppliers.  At present there are four new entrants, including two owned by 

English water companies.   More details of Scotland’s reforms are outlined in Box 4. 

One key difference from the Cave review model arises from the position in Scotland that householders 

pay for their water alongside their Council Tax.  Scottish Water therefore had limited activities relating 

to household retail services.  Business Stream and its competitors solely serve non-household 

customers. 

The regulator in Scotland (the Water Industry Commission for Scotland) does not monitor numbers of 

switches and market shares, but it seems clear that the incumbent Business Stream still holds more than 

90% of the market. Nevertheless, a third of customers have tendered their water contract and many 

customers in Scotland have switched away from Business Stream since market opening.  Many more 

have negotiated price and service improvements from Business Stream, under the threat of switching 

(with examples described by interviewees earlier in this report).  Within a few months of market 

opening in 2008 a quarter of all customers had negotiated lower prices, with the figure now almost 60%.  

Box 4.  Water market opening in Scotland10 

In Scotland, 130,000 customers (businesses, public sector, charities) can choose from (currently five) 

licensed water retail services suppliers.   

                                                           
10 A Sutherland (2011), Water retail market savings:  the experience in Scotland, Agenda May 2011, 
Oxera. 
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The Water Services etc. (Scotland) Act 2005 required the separation of Scottish Water’s wholesale 

services from its retail function, and required the economic regulator (the Water Industry Commission 

for Scotland) to facilitate access to the Scottish Water and sewerage market for new retail suppliers 

(without causing detriment to core wholesale business of Scottish Water).   

Scottish Water retains control of Scotland’s publicly owned network of pipes, sewers and treatment 

works. Business Stream, the organisation established by Scottish Water to supply water to business and 

public sector customers has, since market opening in 2008, competed on an equal footing with a 

number of new entrant licensed retail suppliers. An independent Central Market Agency calculates 

wholesale bills and registers customers’ switches of supplier. 

Retailers handle all customer-facing activities. All of the licensed suppliers buy wholesale services (the 

physical supply of water and removal of sewage etc) from Scottish Water.   

The Scottish Water wholesale business has regulated tariffs that it must offer in a non-discriminatory 

way to all retailers. The regulator sets default tariffs and service levels for non-household customers, 

rather than capped prices, ensuring that no customer is worse off as a result of the market. 

In the process of legal separation, Scottish Water’s Regulatory Capital Value was not divided.  All of it 

went with wholesale business. The allowed cost of capital remained the same.  

 

Mandatory legal separation of wholesale and retail activities 

The Cave review’s proposal for mandatory legal separation of water companies’ retail services 

businesses from their wholesale businesses has been the most contested by the water companies, who 

have argued for weaker forms of separation. In particular, Oxera, commissioned by water industry body 

UK Water Industry Research, has recently made that case.11 

The Cave review considered weaker forms of business separation, and concluded: 

“The experience from other markets suggests that the real benefits of separation will only be gained 

with legal separation. An independent board, a stand-alone profit and loss account and a separate 

licence will remove any conflict of interest and create very powerful incentives. The competitive market 

will also benefit from the protection against potential price and non-price discrimination.”12 

Oxera agreed that the stronger the measure of separation, the more effective it would be in preventing 

price discrimination and thus securing effective competition.  However, based on consideration of the 

                                                           
11 Oxera (2011), Competition in the Water Sector: A Review of the Cost-Benefit Analysis Knowledge Base, 
Commissioned by UKWIR. 
12 Cave (2009). 
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functional separation13 of British Telecom, Oxera recommended that such an intermediate form of 

separation should be considered. 

An examination of the history of separation across UK and EU utility sectors suggests that 

telecommunications is perhaps the only case in which functional separation has been used, with some 

success, to facilitate effective competition. In other cases, legal or ownership separation has been 

(ultimately) required, including in UK gas, UK electricity and water in Scotland. In Europe, while the first 

electricity and gas Directives mandated only functional separation of electricity transmission networks 

from other activities (and only accounting separation in gas), this was not effective in enabling third 

party access due to discrimination against both wholesale and retail entrants. The Commission therefore 

brought forward new Directives that introduced stronger – mandatory legal or ownership – separation 

of the transmission and distribution networks for both electricity and gas across the EU.  

Moreover, it appears that Ofcom secured rather more than simply functional separation from BT to 

achieve a competitive market, including many burdensome undertakings. Following complaints from 

BT’s competitors that BT limited competition through its position as owner of key monopoly 

infrastructure by giving preferential treatment to its own businesses, Ofcom undertook a strategic 

review, subsequently agreeing with BT a functional separation of Openreach (key parts of BT’s 

monopoly infrastructure business) from BT’s retailing and other activities.  Importantly however Ofcom 

also agreed with BT some 236 undertakings about BT’s future behaviour, which – through a burdensome 

set of monitoring and compliance arrangements – may in fact have resulted in something akin to legal 

separation.  (It is also worth noting that Telecoms differs from both energy and water in that it is 

characterised by high technological change and proportionately smaller natural monopoly elements.) 

The evidence therefore appears strongly to support the need for legal or ownership separation of 

monopoly from competitive activities (in this case water retail services), if effective markets are to 

develop. 

Benefits, costs and risks of separation and market opening 

The Cave review’s proposals have the potential to achieve a wide range of benefits.  These benefits 

include economic benefits for water customers and the economy, financial benefits for water companies 

and environmental benefits. 

It is the combination of legally separating water companies’ retail businesses (including both households 

and non-households) and enabling non-household customers to choose their retail services supplier that 

would drive the benefits, through: 

                                                           
13 Functional separation is a weaker form of business separation, which requires that relevant 
operations are separated but they may continue to be undertaken within the same company. 
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 the process of competition, including the threat of losing customers and the process of high 

performing businesses taking market share from, and replacing, less well performing ones; 

 the impact of business separation per se, in terms of increased management focus on retail 

services than would occur in a vertically integrated business and increased specialisation in 

each separated business; and 

 deregulation of current restrictions including: requirements on the appointed water companies 

to provide vertically integrated services; restrictions on mergers of retail businesses; 

restrictions on serving customers out of area; and some of the regulation on retail businesses’ 

service levels and prices through the periodic price review process. 

At the same time, there are costs and risks associated with setting up and operating a market that need 

to be weighed against the expected benefits. This section discusses a range of individual benefits, costs 

and risks.  The next section assesses what the various cost-benefit analyses of the Cave review’s 

proposals tell us. 

Potential benefits 

 Increased productive efficiency 

Productive efficiencies would be expected to arise as companies worked harder in the face of 

competition, and the risk of losing customers, to deliver retail services at the lowest possible cost with 

existing technology. This could involve renegotiating contracts, streamlining processes, increased 

outsourcing and stopping unwanted activities.14 

The process of separation itself would be expected also to drive productive efficiency benefits in both 

retail and wholesale businesses. Separated businesses would generally be expected to give greater focus 

to areas of cost typically overlooked in a larger vertically integrated structure.15  

For example, in Scotland, the process of separation itself led to the identification of significant 

redundant processes that neither retailer nor wholesaler wanted after separation.  Another example is 

the establishment of Bristol Wessex Billing Services – a business set up jointly by Bristol Water and 

Wessex Water to undertake a range of customer facing services on behalf of the two parent companies.  

The companies found that the degree of separation, with the management focus and specialisation this 

afforded, delivered significant benefits for all (non-domestic and household) consumers, even in the 

absence of customer choice.  Benefits arose through efficiency gains, identifying unnecessary processes, 

and improving the way remaining processes were delivered.16 

                                                           
14 M Cave (2008), Independent review of competition and innovation in water markets:  Interim report. 
15 Sutherland (2011). 
16 Cave (2008). 
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Increased dynamic efficiency in retail services 

In the longer-term, competition could be expected to deliver dynamic efficiencies, as companies 

developed new and better ways of working to deliver services at a lower cost. This could involve, for 

example, companies developing new billing systems and introducing AMR meters, or occur through 

changes in market share as more efficient companies replaced less efficient ones.17 

Increased dynamic efficiency has been observed across a range of utilities following their opening to 

competition.18 More generally, research has shown that UK companies operating in more competitive 

environments (measured at the 20th percentile, ordered by the economic rents of the companies) have 

between 3.8 to 4.6 percentage points higher total factor productivity growth per annum than those in 

less competitive environments (measured at the 80th percentile).19 

Improved customer service and new service innovations  

Competition and the threat of losing customers would be expected to drive improved and more 

responsive customer service, tailored to customers’ needs.  The evidence from the interviews – where 

customers compared Scotland with the England and Wales market, and reported improvements in 

responsiveness to customers under threat of competition – supports this as a source of benefits. 

The interviews suggest that there is plenty of scope for competition to drive improvements in customer 

service for business and public sector organisations.   

In addition, competition could be expected to drive innovations and new service choices for customers.  

The interviews provided evidence of customer demand for these, including, for example, a choice of 

new tariffs, such as time of day tariffs, smart (AMR) meters, improved customer leakage detection and 

enhanced services in relation to emergency situations. 

Ability for multi-site customers to contract with a single national retail services supplier 

The proposed reforms would enable multi-site customers to choose one or two national water and 

sewerage suppliers, rather being forced to have more than 20.  This would have clear and direct benefits 

for such customers in terms of reduced numbers of bills, reduced internal administration costs, 

increased buyer power and improved comparability of water usage information.  Evidence from the 

energy sector and interviews conducted for this research support this as a key source of customer 

benefits. 

The benefits from simply being able to have one national bill should not be under-estimated.  Take the 

example of the interviewee, mentioned earlier, who reported receiving over 4,000 paper bills each year.  

                                                           
17 Cave (2008). 
18 Ofwat (2008). 
19 Nickell (1996), Competition and Corporate Performance. The Journal of Political Economy. 
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Processing bills is estimated to cost businesses between £20 and £50 per invoice,20 a single national 

supplier could save this customer alone £80,000-£200,000 a year. 

Environmental benefits 

Separated water retail service companies would have very different incentives from the existing 

vertically integrated water companies.  While the purpose of existing water companies is essentially to 

supply water (and that would remain the purpose of wholesalers), separated water retail service 

companies compete for customers by selling services. They are incentivised to give customers what they 

want, or lose them, and that includes helping customers to use less water.  They have fewer incentives 

to secure revenue from maximising the supply of water.   

Business Stream, for example, has introduced new services where it effectively sells reductions in water 

consumption.  It installs measures to reduce customers’ water usage, and secures revenues from taking 

a ‘gain share’ in the customer’s consequential savings.  

Such a shift in the incentives and business models of separated water retail service companies could 

have substantial environmental benefits, through reduced water consumption. 

Economies of scale through consolidation  

In Scotland prior to market opening there was a single water company, Scottish Water. But, in England 

and Wales, there are over 20 companies, so there is an additional potential source of benefits which was 

unavailable in Scotland – from consolidation. 

It appears clear from the energy sector that utility retailing is largely an economy of scale business.  JP 

Morgan considers that having 20-plus water and sewerage companies with separate billing systems, etc, 

is almost certainly uneconomical.21  It has been estimated that the minimum efficient scale of an energy 

supplier is in the range of 100,000 to 1 million customers.22 All but nine water and sewerage companies 

serve fewer than a million households.  Moreover, as Deloitte note in a report for Water UK, 23 it seems 

likely that efficient scale is actually considerably larger, given that the six main suppliers in the energy 

market, with more than 99% of that market, have around 5 million customers each. 

In addition to consolidation within the water and sewerage sectors, there is also the potential for 

consolidation between utility sectors. This has been seen between the electricity and gas sectors, and 

                                                           
20 http://www.edfenergy.com/products-services/large-business/my-account/billing-payments.shtml# 
21 E Reid (2011), UK Water:  Summer white paper may offer upside, Europe Equity research, JP Morgan 
Cazenove. 
22 S Littlechild (2005), Smaller Suppliers in the UK Domestic Electricity Market: Experience, Concerns and 
Policy Recommendations, Electricity Policy Research Group 2005. 
23 Deloitte (2011), Lessons for the water and sewerage industry from retail competition in the utility 
sector, A report commissioned by Water UK. 
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customers benefit from ‘dual fuel discounts’.  For example, an energy retailer could buy a number of 

water retailers. 

There appears to be plenty of scope for benefits from consolidating into a smaller number of retailers 

with more economic scale and less duplication of systems. 

Releasing finance for infrastructure investment 

The reforms proposed would create opportunities for water companies to realise financial value from 

their retail businesses, helping to rebuild balance sheets and thus support future infrastructure 

investment.   

At present the provision of retail services is simply a cost centre for water companies. Company 

valuations tend to relate to their Regulatory Capital Value, very little of which is in the retail business. 

But a separated retail business could be worth a considerable sum and, if sold as part of consolidation, 

could make a significant contribution to wholesale water companies’ need for capital to invest in new 

water supply and sewerage infrastructure.   

As an example, JP Morgan24 estimated that Severn Trent Water’s non-household retail business alone 

could be worth around £116 million.  Scaling this figure up across both household and non-household 

retail businesses and across England and Wales, implies that separated retail business could be worth 

over £4 billion.25 

Spillover benefits for households 

Benefits would not be confined only to the competitive non-household retail segment, but households 

would also benefit, even without being able to exercise choice of supplier themselves.  

First, as already discussed, legal separation itself will bring a range of benefits discussed in this section, 

including benefits from increased productive efficiency and consolidation. Provided that household 

retail businesses are separated alongside non-household retail business, then those benefits will also 

accrue to householders. 

In addition, benefits driven by competition in the non-household retail services business would ‘spill-

over’ to benefit households as well.  Improved practice would naturally transfer across each part of a 

retail business, and, in addition, the competitive non-household retail market would provide Ofwat with 

more information with which to better regulate the prices of the non-contestable household retail 

services. 

                                                           
24 Reid (2011). 
25 JP Morgan assumed that Severn Trent Water’s non-household retail business could earn an EBIT 
margin of 5% and that the market valued the business at eight times EV/EBIT, then such a business could 
be worth around £116 million. 
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Improved performance and efficiency in wholesale activities 

Benefits would not be confined to retail services alone, but also penetrate wholesale services.  

First, the process of separation and subsequent specialisation between retail and wholesale services is 

likely to lead to increased efficiency in the wholesale business, as well as the retail business.  In Scotland, 

legal separation helped Scottish Water reduce expenditure in the short-term by £1 million (or 0.5% of 

operational expenditure).26 

Second, separated retailers would apply more effective pressure on wholesale monopoly businesses to 

improve services and cost. Separated retailers’ interests would be closer aligned with customers, 

experiencing the consequences of increases in wholesale prices or worsening of wholesale service 

quality. Retailers would be incentivised to develop and negotiate measures of wholesale business 

performance that were most relevant to their customers.27 In Scotland these incentives have led to 

retailers taking the position of customer champions, for example challenging Scottish Water on types of 

AMR meter allowed.28 

Third, retail service companies may take measures that reduce the costs of wholesale water and 

sewerage activities.  Such actions could include demand-side water saving measures or increased 

customer water storage that delay or remove the need for new supply infrastructure.  Similarly 

measures to improve on-site trade effluent treatment or drainage could reduce the costs of wholesale 

sewerage treatment.  In Scotland, section 29E of the Water Industry (Scotland) Act enables retailers to 

seek reductions in wholesale charges from Scottish Water if they can demonstrate that they have taken 

measures which save relevant costs. 

 Fourth, if in future there is further deregulation, which made it easier for wholesale water companies 

and new entrants to compete upstream in the supply of water itself (for example trading water across 

company borders), then the existence of separated retail water ‘buyers’ would help drive the 

development of such a market.   

Deregulation 

The proposed reforms are strongly deregulatory, removing requirements on the appointed water 

companies to provide vertically integrated services; removing restrictions on mergers of retail 

businesses; removing restrictions in legislation on the way access to wholesale water suppliers is priced; 

removing restrictions on serving customers out of area; and removing restrictions on which customers 

are eligible to choose their supplier.  

                                                           
26 Cave (2008). 
27 Cave (2008). 
28 Sutherland (2011). 
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In addition to that, legal separation and competition would bring new pressures and incentives on 

retailer services companies to act in the interests of customers, contain prices and raise service 

standards, and to themselves apply pressure on wholesale water companies.  There would therefore be 

less need for intrusive regulation of water companies’ service levels and prices through Ofwat’s periodic 

price review process, including less need for burdensome information requirements, particularly in 

relation to retail services businesses. 

Passing price reductions on to customers 

It is worth highlighting that competition would not only drive down the costs of water services through 

in the various ways already described, but it would also ensure that the benefits of the efficiencies are 

passed onto customers. Experience in Scotland suggests benefits are felt quickly with, for example, one 

quarter of customers benefiting from prices below default levels within months of market opening.29 

Potential costs 

Legal separation and market set-up costs 

One-off set up costs would include the costs of legally separating retail and wholesale businesses, 

developing market codes to govern the interactions of players in the market, and establishing a central 

market authority to manage the process of switching customers and (probably) to manage the 

calculation and settlement of wholesale charges as well.  

In Scotland the total one-off costs of separation and market development were £22.5 million.  Of course 

this means that market codes and a central market authority have already been developed and paid for 

in Scotland.  It is very likely that England and Wales could piggyback on these, and it would make sense 

for the England and Wales market to build on the existing Scotland central market authority 

arrangements.   On the other hand, legal separation in England and Wales could affect more than 20 

companies rather than only one in Scotland.  

Ongoing market operation costs 

There are ongoing costs associated with a competitive market.  These include operation of the switching 

and settlement arrangements and the regulator’s costs in overseeing the market.  In Scotland these are 

estimated to around £4.5 million p.a.   

The cost-benefit analyses section, below, reviews models that have estimated the costs (and benefits) of 

establishing and operating competition in England and Wales. 

 

 
                                                           
29 Cave (2008). 



28 
 

Potential risks 

Risks to public health 

Questions have been raised about the impact of proposed reforms on public health. However, given 

that water retail services companies would not be involved in the physical supply of water, it is hard to 

see how public health would be affected.  In any case, there is robust regulatory framework in place for 

ensuring public health in water supply, overseen by the Drinking Water Inspectorate.  

Risk that some customers are worse off  

Some have highlighted a risk that competing retailers would ‘cherry pick’ the customers who were 

cheapest to serve, meaning that other customers’ prices would rise.   

This risk would not materialise under the proposals discussed in this Research Note for two reasons.  

First, there would continue to be a single regulated water wholesaler in each region, which would be 

able to average wholesale prices across their water network.  The current system of geographic cross-

subsidies can therefore be maintained.  Secondly, customers would be protected from higher prices or 

poorer service in relation to the retail services themselves through the proposed ‘default tariffs’, which 

have already been used successfully in Scotland.  

In Scotland it is a licence condition that all new retailers must offer a regulated default level of service 

and tariff to any customer anywhere in Scotland.  As a consequence, the Water Industry Commission for 

Scotland has said that retail competition can mean no losers, only winners.30 

In addition, prices to household customers would continue to be regulated by Ofwat, who would also 

put in place safeguards to ensure that households did not cross-subsidise non-household customers. 

Risk of losing economies of scope 

Some have suggested that legal separation of water companies into retail and wholesale businesses 

would lead to loss of economies of scope (i.e. cost saving synergies arising from having different 

activities undertaken in the same organisation), and thus increase costs.   

The Cave review explored scope economies.  It noted that a vertically integrated company may improve 

coordination, lower transaction costs and enable clear accountability.  But, at the same time, integration 

can also lead to inefficiencies.  For example, as part of a larger organisation, a retail function may lack 

the incentives that an independent organisation would be subject to, struggle to secure resources and 

management attention, and struggle to make the changes needed to achieve its objectives within a 

                                                           
30 Water Industry Commission for Scotland (2011), Introducing retail competition in the UK 
water/wastewater sector:  A lessons learned paper. 
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larger organisation especially when its aims are in conflict.31  In any case, the Cave review concluded 

that, unlike interconnected wholesale activities, retailing appears to be a discrete activity, with limited 

synergies with the supply of water and the collection of wastewater.  

This conclusion is supported by the observation that many water and sewerage companies have already 

chosen to outsource elements of their retail activities, such as call centres, meter reading and billing.  

And, as already discussed, Wessex and Bristol Water have established a standalone customer services 

joint venture company, and similarly Yorkshire Water has established ‘Loop’, another standalone retail 

customer service business.32 

While some econometric studies have found economies of scope between retail and wholesale 

activities, others have found actual diseconomies.33 Recent such work by Saal (2011) on economies of 

scope in the water sector concluded that separation of retailing from an integrated wholesale operation 

could be “a relatively costless policy option.”34 

Risk that infrastructure financing costs rise 

Some in the water industry have argued that legal separation of retail and wholesale businesses risks 

increasing water companies’ financing costs. The principal way this could arise is through investors 

demanding a high cost of capital to compensate for the increased risks of competition.   

Under legal separation, it is likely that all the historic Regulatory Capital Value (RCV) of water companies 

would remain with the monopoly wholesale company. In Scotland, no adjustment was made to Scottish 

Water’s RCV, it was all left with the wholesale business, and the RCV continued to earn the same cost of 

capital as the previous integrated business.  The wholesale company would continue to be the entity 

raising finance for new water supply and sewerage infrastructure. Therefore investors would hardly be 

exposed, if at all, to increased risks to their infrastructure investments as a result of retail separation.  It 

is unlikely that retail separation would therefore lead to an increased cost of infrastructure investment 

capital.  Indeed Richard Nourse concluded, in his report for Ofwat on the financing implications of 

competition proposals that creating a new subsidiary outside of appointed water business to hold the 

current retail business of the regulated entity would be unlikely to cause a deterioration in credit and 

could – depending on how it is structured – even increase creditworthiness of the residual business.35 

                                                           
31 Cave (2008). 
32 A Sutherland (2011a), The separation of Scottish Water’s retail and wholesale activities:  The 
implications and opportunities for customers and investors (Presentation), Water Industry Commission 
for Scotland. 
33 M Acutt and S Reid (2011), In whose hands? Exploring vertical integration in the water industry, ICS 
Consulting, commissioned by United Utilities. 
34 D Saal, A Maziotis, T Triebs (2011), Vertical and Horizontal Integration Economies in English and Welsh 
WoCs and WaSCs and the Potential Implications for Introducing Competition, Presentation at Workshop 
on Water Industry Restructuring and Competition (10 February 2011), Aston Business School. 
35 R Nourse (2009), Competition proposals and financing issues: A report for Ofwat. 



30 
 

A different way in which costs might arise is if retail separation were to trigger a breach of a covenant on 

a company’s existing debt. This would be a transitional issue only, and the company would need to 

renegotiate the debt covenant, compensating its creditors as required (which is a transfer from 

shareholders to bondholders rather than an economic cost).  Since, as already established, retail 

separation would not be likely to cause any actual increase in the risks of outstanding debt, costs ought 

to be limited.  Moreover, the root cause of such costs is not market reform, but the company’s prior 

decision to take a bet and to tie themselves up with highly restrictive covenants in order to benefit from 

financing costs below Ofwat’s deemed cost of capital and thus maximise their profits. It would not 

appear reasonable to compensate companies for such a bet, nor take particular companies’ private 

costs of this kind into account when deciding the future of the water sector.  

Cost-benefit analyses 

The previous section explored the list of benefits and costs from the proposed legal separation of water 

and sewerage retail services businesses and the opening of the non-household retail services market to 

competition.  This section reviews the various different cost-benefit analyses that have attempted to 

quantify the costs and benefits and draw conclusions about whether the proposed reforms would be 

overall net beneficial. 

The Cave review undertook the first full cost-benefit analysis in 2008.  It estimated, on the basis of its 

central case assumptions, a positive net present value (NPV) of about £600 million. 

The benefits of competition are estimated as increments over and above the benefits that the Cave 

review considered could be achieved through regulation.  An alternative to further ratcheting up of 

regulatory requirements on water companies would theoretically be possible.  But there is every reason 

to believe that the costs and burdens of substantially increasing regulatory requirements would 

outweigh the benefits.  The recently published Gray review of Ofwat36 highlighted that overall 

regulatory requirements were already widely considered over-burdensome.  Moreover the nature of 

regulation is such that it is unable to match the benefits from effective competition.  In the Cave 

review’s words, “[Regulation] can never truly reflect the complexity, dynamism or demand-driven 

nature of the market. Comparative competition regulation is partial, periodic and selective and, 

incentives are limited because companies cannot lose customers.” 

The Cave review also highlighted that there were a range of additional benefits that it was not able to 

quantify as part of its cost-benefit analysis, including water efficiency benefits, customer service quality 

improvements and benefits from mergers and consolidation of retailers. These are potentially significant 

areas of benefit, and were all highlighted by customers interviewed for this research.  

                                                           
36 D Gray (2011), Review of Ofwat and consumer representation in the water sector, Report 
commissioned by Defra. 
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Recently, a number of organisations have published new cost-benefit analyses or critiques of the Cave 

review’s cost-benefit analysis, including the Water Industry Commission for Scotland, Deloitte and 

Oxera.   

Deloitte, commissioned by Water UK 

Water UK, the representative body for the appointed water companies, commissioned Deloitte to 

explore key issues to be faced in implementation of retail competition.37 

The conclusion of the Deloitte report is somewhat negative: “despite the benefits from retail 

competition that have been achieved in other sectors [a range of factors] make it challenging to achieve 

net benefits from retail competition in water as currently proposed.”  In support of this, the report 

highlights a scenario Deloitte modelled which estimated a negative NPV of £320 million.  This scenario 

assumed, unlike the Cave review, that there would be no benefits in relation to household retail services 

or wholesale activities.   

However, elsewhere in the report, Deloitte recognises that “in practice the sources of efficiency gain 

and benefit to consumers will not be limited to the direct costs of the non-household sector.  As 

demonstrated in other sectors, there are potentially additional efficiencies to be gained both 

horizontally and vertically.”  Deloitte says these other sources of benefit include efficiencies in retailing 

to households, customer consumption efficiencies, and upstream production efficiencies (areas 

discussed earlier in this Research Note). Furthermore, Deloitte reports the results of modelling scenarios 

that include estimates for some of these benefits, more in line with the Cave review’s methodology.  In 

contrast to the scenario they highlight, they estimate positive NPVs for these other scenarios of up to 

£1.35 billion. (This figure is not explicitly mentioned in Deloitte’s report but can be easily calculated from 

a chart.) 

Deloitte’s estimated positive NPV is over twice that estimated by the Cave review.  This may be because 

(a) Deloitte uses more up-to-date estimates for the total size of non-household retail services cost 

base;38 and (b) Deloitte assumed that the entry of multi-utility retailers could lead to an additional 

productive efficiency gain of 10% in relation to non-household retail services.  

 

 

 

                                                           
37 Deloitte (2011). 
38 Ofwat’s ‘June Return 2010’ data, under new accounting separation, indicated that the non-household 
cost base was £168m, whilst the Cave review had previously estimated a non-household cost base of 
£103m. Due to water companies’ incentives here, the actual size of non-household retail services sector 
could still be understated. 
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Oxera, commissioned by UK Water Industry Research 

Oxera was commissioned by UK Water Industry Research (UKWIR) – a body comprising the 23 appointed 

water and sewerage companies in the UK – to do an assessment of the knowledge base supporting the 

Cave review’s cost-benefit analysis.39 

This report did not provide a full new cost-benefit analysis, but does critique some of the assumptions 

underpinning cost-benefit analyses, particularly the Cave review.  It proposes areas needing more work 

and analysis, and (as discussed earlier) makes the case for weaker forms of retail separation.40 

One criticism Oxera made of the Cave review was that a number of costs were not adequately 

accounted for in its cost-benefit analysis, including transaction costs and coordination costs associated 

with a market, loss of economies of scope, and companies’ costs in reconfiguring their operational 

arrangements.  However, while these are costs could be expected to arise, the Cave review’s cost-

benefit analysis (as well as the Water Industry Commission for Scotland’s more recent analysis) is based 

on the costs that actually arose in Scotland, so it should have implicitly included these.  

Another criticism of the Cave review’s approach focused on its use of the costs of separating Scottish 

Water’s non-household retail business as a basis for estimating the costs of separating combined 

household and non-household retail businesses in England and Wales.  However, it is not immediately 

clear that the costs associated with dividing a vertically integrated business would depend significantly 

on whether or not household retail services were included. Moreover, Ernst and Young provided some 

advice to Ofwat on the cost of legally separating smaller water companies’ combined household and 

non-household retail businesses, which suggested that these costs were likely to be substantially lower 

than assumed in the Cave review.41 

Oxera further highlighted that the costs of past business separations in the energy sector were much 

higher than the Cave review’s estimates.  However, the nature of the various historical business 

separations across utility sectors vary substantially, and it would seem reasonable for the Cave review to 

base its cost estimates on a similar example in the water sector itself (in Scotland). 

One further criticism which Oxera made of the Cave review’s approach, related to the Cave review’s 

assumed level of incremental efficiency benefits from the introduction of competition.  Oxera argued 

that these incremental benefits appeared unrealistically high once they were added to Oxera’s assumed 

                                                           
39 Oxera (2011). 
40 The originally circulated version of the Oxera report’s findings were criticised by Professor Cave as 
misrepresenting the assumptions in the Cave review cost-benefit analysis, and effectively precluding the 
finding of any upside to market reforms.  Oxera made subsequent changes in its final report. 
41 Ofwat (2009), Advice from Ofwat to the UK Government on the question of a threshold for legal 
separation of appointed companies’ retail businesses in the water and sewerage sectors. 
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benefits achievable through Ofwat’s ongoing ‘comparative regulation’.42 It is not clear that Oxera’s 

assumptions about what comparative regulation could specifically achieve in relation to retail services 

activities are realistic.  Moreover, the Cave review’s central assumptions of a 10% one-off and 1.5% p.a. 

efficiency gain from competition in non-household retail services appear realistic, particular given the 

experience in Scotland.  

Water Industry Commission for Scotland 

The Water Industry Commission for Scotland (WICS), the economic regulator in Scotland, which drove 

the process of retail market opening in Scotland, has recently published an audit trail of the costs and 

benefits of that process.   

This analysis is potentially the strongest of those discussed in this report, since it is based on an audit of 

actual costs and savings achieved to date.  On the basis of costs and savings already achieved, WICS 

calculates a net benefit in Scotland of around £140 million.  Adding estimates for dynamic efficiency 

savings, WICS estimated that legal separation of Scottish Water’s retail business and non-household 

competition had a positive net present value of around £330 million.43 Chart 1 summaries WICS’ cost-

benefit analysis for Scotland. 

Chart 1. Summary of WICS’ cost-benefit analysis for Scotland retail services separation and market 

opening44 

 
                                                           
42 Under comparative regulation, Ofwat attempts to measure and compare the efficiency of each 
integrated water company, and to incentivise the least efficient companies to narrow the gap. 
43 Water Industry Commission for Scotland (2011), Retail competition in Scotland: An audit trail of the 
costs incurred and the savings achieved. 
44 Sutherland (2011a). 
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WICS has also used the costs and benefits observed in Scotland to undertake a cost-benefit analysis for 

England and Wales.   

One objection sometimes raised by water companies to applying Scotland’s experience to England and 

Wales is that water companies in England and Wales have been regulated for over 20 years, and large 

efficiencies have already been driven out, whereas Scottish Water had been regulated only since 1999, 

so there was greater scope for competition to achieve efficiencies.  However this argument does not 

stand up well to scrutiny.  Despite starting the process of economic regulation later than Ofwat, WICS 

had the advantage of being able to compare Scottish Water with all the England and Wales companies.   

By 2006-07, Scottish Water, which was then still vertically integrated, was already in the pack of British 

water and sewerage companies in terms of operating costs and depreciation as a proportion of non-

household revenues (although it still lagged behind on customer facing levels of service). Since 

separation, Business Stream has continued to bear down on its costs and is now in second place (see 

Chart 2). The cost savings achieved by Business Stream are reflected in WICS’ analysis. Business Stream’s 

levels of service have also improved, but the benefits of this to customers are not included in the 

analysis. 

Chart 2. Water companies’ operating costs and depreciation as a proportion of non-household revenues 

 

Source: OFWAT June Return 2010, table 21b and table 23 

WICS’ cost-benefit analysis estimates positive net benefits in England and Wales for retail services 

separation and non-household competition of between £768 million and £2.5 billion, depending on 

whether estimates for ongoing dynamic efficiency gains are included (Chart 3). 
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Chart 3. Summary of WICS’ cost-benefit analysis for England and Wales retail services separation and 

market opening45 

 

These estimated net benefits are likely to be an underestimate because they exclude benefits from 

mergers and consolidation, improved water efficiency and improved customer services. 

Conclusions on cost-benefit analyses 

The widely varying headline messages on costs and benefits from the different reports published since 

the independent Cave review might suggest great uncertainty about whether retail services separation 

and market opening would be net beneficial.  But in fact, all of the cost-benefit analyses point in the 

same direction, indicating substantial net benefits (see Table 1).  Other recent criticisms of the Cave 

review’s analysis do not appear to overturn Cave’s conclusions.  

Table 1.  Summary findings of the various cost-benefit analyses 

Cost-benefit analysis Cave review WICS Deloitte46 

Net present value £600 million £750 million - £2.5 billion £1.35 billion 

 

                                                           
45 Sutherland (2011a). 
46 Deloitte also reported alternative scenarios with lower NPVs but which excluded estimates for certain 
benefits which would be expected to arise. 
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It could be that the differing ways in which the various reports present their findings are better 

explained by the positions of the organisations commissioning the work, than the work’s findings per se.  

On the one hand, the two economic regulators are keen on market opening (possibly because they 

understand better than most the severe limitations of economic regulation), whereas this is much less 

likely to be the case for bodies representing the existing vertically integrated water industry.  

None of the cost-benefit analyses attempt to quantify benefits from improved customer services, 

including water efficiency services.  This Research Note has focused on gathering evidence about the 

scope benefits in these areas.  The interviews reported earlier lend weight to the case for reform, over 

and above the evidence from the cost-benefit analyses.  

Conclusions and recommendations 

Given the long list of potential economic, financial and environmental benefits from retail services 

separation and market opening, the broad agreement between cost-benefit analyses, the evidence from 

interviews of substantial scope for improved customer services, and the evidence of benefits already 

secured in Scotland, we conclude that the case for reform is strong.  

In the Water White Paper later this year, the government needs to commit to the reforms proposed by 

the Cave review, amending legislation as necessary to facilitate them.   

In particular, legislating to require legal separation of the retail and wholesale businesses of water 

companies is an essential element of the Cave review package.  Weaker, functional, separation would be 

unlikely to deliver an effective market and thus the benefits set out in this Research Note, and may not 

be any cheaper than legal separation to implement.  And since it would need to be accompanied by 

numerous burdensome regulatory requirements on water companies’ behaviour, it is also far from clear 

that most water companies would come to prefer it. 

For the government not to take forward measures in line with the Cave review’s approach, it would be 

supporting: 

 monopoly over choice; 

 existing water companies over all businesses in England and Wales; 

 restrictive regulation over deregulation; and 

 inefficient water use over environmental sustainability. 

In fact, stepping back now from implementing these reforms would be likely to lead to worsening 

customer service and responsiveness to their customers, as the threat of customer choice receded.  This 
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would be particularly unhelpful for businesses across England and Wales in the current economic 

climate as they try to bear down on their costs. 

Recommendations 

1. In the Water White Paper, the government should commit to implementing the Cave review’s 

recommendations for separation of water and sewerage companies’ retail services businesses, 

and enabling non-household customers to choose their retail services supplier. 

2. As soon as possible after the White Paper, the government should bring forward legislation to 

enable the reforms. 

3. As part of the reforms, separation should be mandatory and require water companies to set up 

legally distinct retail services businesses; and the ‘eligibility threshold’ should be abolished so that 

multisite and all other non-household customers can switch their water and sewerage supplier 

without bureaucratic restrictions.  
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