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On 3 September 2018 we published our draft business plan for the five year period commencing 
April 2020, as did all of the other water and wastewater companies in England and Wales.  
On 31 January 2019, Ofwat published its Initial Assessment of Plan (IAP) for each company. 
This document sets out our response to Ofwat’s IAP for South East Water. 
We were very pleased that Ofwat recognised the ambition of our plan, and how we had challenged 
ourselves to deliver significant improvements over current performance levels at efficient cost.
In particular, Ofwat commended us for showing ambition and innovation in the areas of improving 
customer service, support for vulnerable customers and the environment. We were one of only 
three companies to meet Ofwat’s stretching requirements with a high quality package of outcome 
delivery incentives (ODI’s) based on customer views.
We were disappointed with Ofwat’s overall assessment that our plan required further evidence 
and/or justification for some of the decisions made. Furthermore, Ofwat identified in excess of  
100 actions that it has asked us to respond to. 
That said, we see this step of the process as a positive opportunity in the development of our plan 
– one that allows us to stand by our original proposals, supported by more evidence in those areas 
where Ofwat did not find our initial evidence compelling. We have also responded comprehensively 
to all of the actions raised. For example, we have:

•	 	given	greater	protection	to	customers	with	a	re-design	of	how	any	outperformance	 
payments	should	be	shared	with	them

•	 	provided	additional	evidence	in	critical	areas,	such	as	per	capita	consumption	(PCC)	 
and	leakage,	to	justify	our	approach	in	a	water	stressed	region

One area of significant concern to us is how our plan’s costs have been assessed. We were pleased 
that Ofwat considered that our costs were efficient, but with an important exception. This relates 
to the cost of meeting growth, a key challenge we face in the south east region. This submission 
clarifies why we think the current Ofwat models being used to calculate those costs are unable to 
capture that expenditure properly; and is why we have proposed an alternative approach ahead of 
the draft determination being made. We propose that Ofwat should undertake a deep dive in this 
area to examine the costs; or apply the efficiency generated from the base assessment to these 
costs (as the activities are already captured in these models). 
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STRETCHING REQUIREMENTS ON 
OUR ODI PACKAGE
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The impact of Ofwat’s assessment is a signifi cant reduction in the enhancement funding we have 
proposed to enable us to:

•	 	secure	water	supplies	for	today’s	and	tomorrow’s	customers

•	 reduce	our	leakage	levels	beyond	the	current	frontier	performance;	and	

•	 	reduce	environmental	damage	from	abstractions	and	provide	greater	resilience	
to more severe droughts

Underfunding these enhancements would be contrary to Defra’s stated resilience policy and 
expectations of the sector to make supplies more resilient to drought in the future. In particular, 
Ofwat’s approach to leakage represents a signifi cant underfunding of our Water Resources 
Management Plan and compromises our ability to maintain the supply demand balance. We are 
therefore providing more evidence, including third party expert assessments, on why we think 
these reductions are inappropriate and go against regulatory precedent, customers’ priorities and 
the policy direction as provided by Defra.
We are also concerned that, while it is absolutely right for Ofwat to challenge the industry’s 
performance and push companies to stretch their own ambitions, the current approach to setting 
key ODI targets at projected future upper quartile levels risks creating wider reputational issues 
for the sector. Statistically, this means that more water companies will miss the target levels in 
areas that we know are important to customers – notably water quality compliance, leakage levels 
and the frequency of supply interruptions. This has the potential to further dent public trust 
and confi dence in the water sector if there is an erroneous perception that key service areas are 
“failing”, when actual performance is signifi cantly improving. The Ofwat narrative around this will 
be critical in shaping public opinion. 
Making sure we, as a Board, are held accountable for the commitments in our plan has been central 
to our decision making, and so we were pleased to be awarded a grade B in the securing confi dence 
and assurance test area. However, we were surprised by the requirement for additional evidence 
to support the commentary made in our Business Plan Board statement. The statement and the 
assurance arrangements that support it should be seen for what it is – the Board has assured itself 
of its accuracy and all members have duly signed it, which means Ofwat can and should trust it, a 
welcome principle that has evolved through the Annual Reporting process. 
Having said that, we have continued to carry out rigorous assurance of this submission and 
improved our controls based on the feedback from Ofwat in its assessment of this area of our plan. 
As a result, it continues to have the unequivocal support of the Board. 
Finally, we would re-iterate that the plan is made up of many inter-related critical elements 
which are designed to work as a complete package. Changing or removing any element has the 
potential to compromise its overall deliverability. That is why in this response to Ofwat’s IAP we 
have essentially maintained the original plan, which we strongly believe is the right plan for our 
customers, our stakeholders and our employees.

NICK SALMON
CHAIRMAN

IAP	RESPONSE	SUMMARY	SUBMISSION  1 APRIL 2019 

5



2.1 INTRODUCTION
This document summarises the further evidence and/or justification for some of the decisions we 
have made for our 2020 to 2025 plan.

 As a result the key headlines of our plan – and how that has changed – are as follows: 

3	September	 
2018	plan

1	April	2019	 
response

Average	household	bill £204 £204

Wholesale	costs £961 million £961 million

Retail	costs £84 million £84 million

Efficiency	savings	 £45 million £45 million

Performance	commitments	 35 36

2.2 WHERE YOU CAN FIND MORE EVIDENCE
Our more detailed responses – and our responses to specific actions – are captured in  
Chapters 1-10 of this submission as follows.

Chapter Document/Assessment area 

Guide to South East Water IAP Response

1 Engagement 

2 Addressing affordability and vulnerability

3 Delivering outcomes for customers

4 Securing long term resilience

5 Targeted controls, markets and innovation

6 Securing cost efficiency

7 Aligning risk and return 

8 Accounting for past delivery 

9 Securing confidence and assurance 

10 Data tables and commentary 

OUR RESPONSE TO OFWAT’S 
ASSESSMENT OF OUR PLAN 2

SOUTH EAST WATER
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2.3	 ASSESSMENT	AREA:	ENGAGEMENT
While we had no specific actions to address in this area, we have chosen to respond to the  
points made by Ofwat, and having seen how other companies have been assessed for  
their engagement. 

Chapter 1: Engagement of this submission addresses three key areas of concern in Ofwat’s 
assessment about the engagement we undertook on our plan. While we understand that this area 
cannot be reassessed, we consider the additional clarity and evidence is important to ensure Ofwat 
has a more rounded and balanced picture of our engagement principles and activity, and how we 
compare to other companies. 

2.3.1	 	A	PERCEIVED	LACK	OF	ROBUST	QUANTITATIVE	DATA	 
TO	JUSTIFY	SOME	OF	OUR	DECISIONS	

We maintain that we have taken a proportionate approach to both qualitative and quantitative 
research so that, when assessed in the round, it has informed key areas of our plan. 

More specifically, we used robust quantitative research to first define our customer segments, and 
then used these segments for further quantitative research to:

•  articulate	our	customers’	priorities

•  set	incentive	rates	

•  set	baseline	targets	

•  test	our	social	tariff	offer

•  test	the	acceptability	and	affordability	of	our	plan	and	bills	(and	bill	profiles)	

•  test	satisfaction	with	our	response	to	incidents	
We used qualitative techniques, and innovatively too, in new areas of engagement for us – for 
example in developing our resilient customer concept, and testing customers’ views on what 
attributes represent a responsible business. Using a discursive, conversational approach is the 
right qualitative tool to use in such instances and aligns with research best practice.

On that basis we do not agree with Ofwat’s views and maintain that the material, core elements 
of our plan are fully supported by robust quantitative evidence, and that qualitative research has 
been used appropriately. 

2.3.2	 ONGOING/EMBEDDED	ENGAGEMENT	
Ofwat’s assessment of our ongoing engagement does not appear to recognise the significant 
improvements we have made in this area; or the fact that our engagement – and the insight we 
have obtained from it – has to continually evolve if it is to have value. 

We were the only company to put customer satisfaction with our service at the heart of our 2014 
business plan and have evolved it further in the current period with monthly, annual and campaign-
specific customer satisfaction surveys. We have also used large amounts of business data to 
ensure we meet customers’ expectations and use that data to inform our future performance 
commitments. We have captured and acted upon the insights of all that data since 2015, used 
insights from our research for our 2020 to 2025 business plan, and triangulated them to set targets 
and incentives that reflect customers’ priorities. 

IAP RESPONSE SUMMARY SUBMISSION  1 APRIL 2019 
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2.3.3	 USING	ATTITUDINAL	SEGMENTATION	
The concept of identifying customer segments by their attitudes and emotional responses  
to water is innovative in itself, and an industry first that we are proud to claim as one we  
have developed.

We have also applied those attitudinal segments to our entire customer base via robust, 
quantitative research. As a result, we were able to identify and replicate those attitudinal 
segments across all aspects of our research for the 2020 to 2025 business plan. 

We strongly argue that attitudinal segmentation has absolutely been embedded into our  
thinking and approach – and consider we have demonstrated how it has been used to  
inform our performance commitments, our responsible business promises, and our resilient 
customer concept. 

2.4	 	ASSESSMENT	AREA:	ADDRESSING	AFFORDABILITY	 
AND	VULNERABILITY	

We have taken on board Ofwat’s comments and challenges and have addressed these in the 
following ways:

•  we	have	undertaken	additional	customer	research	with	households	and	businesses	to	provide	
the	acceptability	score	for	a	combined	bill	(water	and	sewerage)	for	2020	to	2025;	and	on	bills	
and	profiles	for	2025	to	2030

•  we	have	provided	further	evidence	on	our	social	tariff	and	Priority	Services	Register	
performance	commitments	

2.4.1	 ACCEPTABILITY	AND	BILL	PROFILE	RESEARCH
We continue to question the legitimacy of testing the acceptability and affordability of a 
combined bill with customers when water only companies can have absolutely no influence on 
the size of the sewerage element – which invariably is larger than the water-only element and so 
disproportionately affects the results. 

That said, we have undertaken a re-run of the core elements of our original acceptability and 
affordability research with 1,006 household customers and 100 businesses, testing the combined 
bill of water and sewerage, with the following results: 

SOUTH EAST WATER
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Table 1: Household customer results for affordability and acceptability of 2020 to 2025 combined bills

August	2018	 
results

February	2019	 
results

Uninformed	acceptability (water and sewerage) n/a 42%

Informed	acceptability (water and sewerage) n/a 50%

Uninformed	affordability (water and sewerage) 39% 42%

Informed	affordability (water and sewerage) 46% 48%

Table 2: Business results for affordability and acceptability of 2020 to 2025 combined bills

August	2018	 
results

February	2019	 
results

Uninformed	acceptability (water and sewerage) n/a 62%

Informed	acceptability (water and sewerage) n/a 71%

Uninformed	affordability	(water and sewerage) 69% 66%

Informed	affordability (water and sewerage) 72% 71%

The latest results show a strong correlation to the findings of the original research (the differences 
seen are not statistically significant). 

Within the same piece of research, we also tested with customers and businesses their views on 
the acceptability and affordability of our 2025 to 2030 water bills and their preference on bill 
profiles, with the following results:

•  for	households	–	acceptability	(79	per	cent)	and	affordability	(74	per	cent)	

•  for	businesses	–	acceptability	(80	per	cent)	and	affordability	(79	per	cent)
In terms of bill profiles for the 2025 to 2030 period, household customers (82 per cent) and 
businesses (92 per cent) have a strong preference for a stable bill over the next 10 years. 

This research has followed the same best practice approach as the original survey, and as set out 
by market research sector specialists. The research has also been scrutinised by our Customer 
Challenge Group, which has submitted its own assurance report. 

2.4.2	 VALUE	FOR	MONEY	PERFORMANCE	COMMITMENT
Our business plan did not include a performance commitment (PC) relating specifically to value 
for money as our view was that the 10 satisfaction PCs we developed for our plan – including by 
segment and in addition to C-MeX – adequately captured views on value for money. However we 
have reconsidered this and included a new satisfaction PC on value for money so that we have  
a complete set of satisfaction measures for 2020 to 2025. This is captured in more detail in  
Chapter 3: Delivering outcomes for customers of our submission. 

IAP RESPONSE SUMMARY SUBMISSION  1 APRIL 2019 
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2.4.3	 SOCIAL	TARIFF	CROSS	SUBSIDY	
We are unclear why Ofwat reached the conclusion that our plan did not set out the social tariff 
cross-subsidy level, or the support for it from customers

We undertook research in May-June 2018 and the details of that research, using both quantitative 
and qualitative techniques, were captured in Appendix 1: Engagement of our business plan 
submission (section 3.1.1, page 73). 

We used this research to understand the extra amount customers are willing to pay to help those 
who find it difficult to pay their water bills – an approach they were very supportive of with 77 per 
cent of customers supportive of paying a further £2 on top of the current £1.50 subsidy.

That research also showed there was customer support for extending financial support further  
to those in need – 72 per cent of customers were willing to pay an additional £4 on top of the 
current subsidy. 

On that basis, we have used the additional £4 cross-subsidy to support our current and future 
social tariff, and been able to significantly increase the numbers of customers who will benefit from 
this help.

2.4.4	 PRIORITY	SERVICES	REGISTER	(PSR)	PERFORMANCE	COMMITMENT	
Having reviewed Ofwat’s assessment, we intend to retain the original commitment of 110,000 
customers on our PSR who are receiving non-financial support. This represents 11 per cent of our 
household properties, and we will base this total number on two component elements:

•  customers	who	we	directly	promoted	onto	our	PSR;	and

•  customers	whose	details	were	passed	to	us	from	energy	companies	as	a	direct	result	of	the	new	
energy	data	share	activity	commencing	in	April	2020

This exceeds Ofwat’s suggested target of seven per cent of household properties being registered 
on the PSR by 2025.

2.5	 	ASSESSMENT	AREA:	DELIVERING	OUTCOMES	FOR	CUSTOMERS
We were one of only three companies to meet Ofwat’s stretching requirements by devising a high 
quality package of standard ODIs based on customers’ views. 

Nevertheless, Ofwat challenged us to provide additional evidence in some areas of our outcomes to 
justify our approach, or required us to make some amendments to our performance commitments, 
which we have detailed in Chapter 3: Delivering outcomes for customers.

We now summarise how our plan has changed.

2.5.1	 PERFORMANCE	COMMITMENTS

3	September	2018	plan	 1	April	2019	plan

35	performance	commitments	 36 performance commitments 

The additional PC is value for money as referenced in section 2.4.2 of this document.

For the remainder of our PCs, we are, in general, retaining the levels adopted in our business plan 
although Table 3 captures the specific changes we have made in response to Ofwat’s challenge.

SOUTH EAST WATER

10



Table 3: Changes to Performance Commitments

PC PC	change Reason 

Supply	interruptions	 We have amended the 
PC	levels

Ofwat’s assessment of business plans included its 
calculated PC levels and required companies to 
change their PC levels accordingly. We have also 
amended our assumed P90 levels so our assumed 
P90 potential outperformance remains the same. 

Unplanned	outage	 We have amended the 
PC	levels

We have made significant progress through the 
reporting year to be compliant with the Ofwat 
methodology for measuring unplanned outage. 
This progress has led to us having improved 
confidence in the accuracy and reliability of the 
source data for each sub component part of this 
PC. Following this review, we have amended our PC 
levels. 

Event	Risk	Index	(ERI)	 We have amended the 
deadband	

Ofwat challenged us to take the deadband away 
on this PC. We provide further evidence on why we 
should maintain a deadband and how we have made 
our deadband more stretching.

Households	receiving	
non-financial	support	

Change	definition	to	
new	common	PC	and	
amend	PC	levels	

Our original PC did not include those households 
who join our Priority Services Register (PSR) as a 
result of energy companies sharing their own PSR 
data with us. We have now amended our PC so it is 
in-line with the common definition, and have also 
amended our PC levels too. We will also validate 
customers’ data every two years.

2.5.2	 OUTCOME	DELIVERY	INCENTIVES	(ODIs)
In general, we have provided further justification to support our proposed ODIs and have made only 
minor changes to our ODI package, as follows:

•  we	are	keeping	our	outperformance	rates	on	appearance	and	taste	and	odour,	as	we	do	 
not	classify	these	PCs	as	being	a	measure	of	asset	health;	rather	they	are	driven	by	 
customers’	priorities	

•  we	have	provided	further	justification	for	our	adjustment	to	the	PCC	ODI	 
as	this	is	almost	entirely	reliant	on	customers	voluntarily	(and	permanently)	changing	 
their	water	usage	behaviour,	and	following	the	successful	rollout	and	completion	of	our	
metering	programme

•  we	have	provided	further	justification	for	our	ODIs	on	other	common	PCs	e.g.	supply	
interruptions,	leakage	and	mains	bursts

•  we	have	provided	further	justification	for	the	inclusion	of	an	outperformance	rate	on	 
our	PC	for	engaging	with	landowners

IAP RESPONSE SUMMARY SUBMISSION  1 APRIL 2019 
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Table 4 captures the specific changes we have made in response to Ofwat’s challenge.

Table 4: ODI rate changes 

PC ODI change Reason 

Compliance	Risk	
Index	(CRI)

We	have	halved	 
the	ODI	rate	

Our rate was at the upper end of Ofwat’s view of a 
reasonable range. As our rate was based on robust cost 
assumptions and not customer valuations, we have 
halved the ODI rate. This is now in-line with the amended 
ODIs for the fast-tracked companies. 

Unplanned	outage	 We have added an 
underperformance	
rate	

As a result of having more confidence in our 
forecast performance levels, we have added in an 
underperformance rate. There is not an outperformance 
rate as this is an asset health PC (and does not have 
customer valuations attributed to it).

Taste and odour We have amended 
the	ODI	rate

Ofwat challenged us to explain why our ODIs were 
around five times higher on taste and odour, relative 
to appearance. Further analysis showed the valuation 
expressed by customers in the attribute valuation 
research was an outlier and so we have removed this 
from our triangulation. Our ODIs are now more in-line 
with the ODIs on appearance.

Non-household	
voids 

We have added an 
ODI	to	this	PC

Ofwat challenged us to add an ODI to this PC.  
We have set the same ODIs as that for household voids, 
so that we are equally incentivised to find a household 
and a non-household void. 

The changes to our ODIs have seen our outperformance payments and underperformance penalties 
amended. We have also reflected a change in calculation of the C-MeX incentive mechanism. 

In response to Ofwat’s further challenge to reconsider the amount of protection that is in place  
for customers in relation to potential outcome outperformance, we have taken the opportunity  
to review our ODI package.

In essence, our package already had significant protection for customers but we have added 
further protection by amending how any outperformance is shared with customers so that if 
our outperformance across all ODIs is more than three per cent, then half of any of the extra 
outperformance over the three per cent will be shared with customers.

As suggested, we have also added a cap and collar to our leakage ODI at the P90 and P10 levels.

SOUTH EAST WATER
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2.6	 	ASSESSMENT	AREA:	SECURING	LONG	TERM	RESILIENCE	
In creating our 2020 to 2025 business plan we were aware that presenting information in our 
respective appendices ran the risk of our approach to resilience appearing to be disjointed i.e. it did 
not appear to be considered ‘in the round’. 

However, we were also conscious that the linkages between resilience and other drivers of 
performance in the same areas was also important – for example customers views on their water 
supply priorities, and resilience generally, are intrinsically linked which is why we presented much 
of this specific information in Appendix 1: Engagement of our business plan. 

There are many examples of this effect across our plan. Our business plan contained resilience 
considerations and approaches in the following areas:

• catchment	resilience	in	Appendix 10: Environmental resilience 

•  resilience	to	drought	and	extreme	weather	events	in	Appendix 7: Water resources 

• resilience	across	our	assets	in	Appendix 9: Resilience in the round

•  customer	impacts	on	resilience	in	Appendix 9: Resilience in the round and Appendix 1: Engagement 

•  financial	resilience	in	Appendix 14: Financial 

•  resilience	to	freeze	thaw	and	other	events	separately	provided	as	an	action	plan	 
(Beast	from	the	East	incident	response,	September	2018)

Structuring and presenting it this way seems to have led to Ofwat’s conclusion that resilience 
was not assessed in the round, in a systematic way, and that our approach was only ever going to 
derive capital intensive solutions as the main response. This was not the case – in fact we used an 
integrated systems-based resilience approach to secure long term resilience across all aspects of 
our business.

As such, our detailed response in Chapter 4: Securing long term resilience of this submission focusses 
on providing the further evidence in the following areas to support the assumptions and decisions 
we made in our business plan:

• how	we	have	engaged	with	our	customers	regarding	resilience	issues	and	risks

•  that	a	full	range	of	risks	and	consequences	have	been	considered	and	prioritised	in	line	with	our	
Risk	Management	and	Mitigation	business	processes	and	procedures

•  how	our	systems-based	approach	to	resilience	was	applied	to	risks	to	identify	system	
interconnectivity	and	integrated	impacts

•  how	resilience	metrics	and	levels	were	assessed	and	validated	to	ensure	a	consistent	approach	
across	our	Water	Resource	Zones	(WRZs)

•  how	we	used	our	innovative	tools	and	applied	them	to	the	resilience	assessment	for	our	2020	to	
2025	Resilience	Investment	Plan

•  that	a	full	range	of	mitigation	options	were	considered	and	how	they	relate	to	our	proposed	
2020	to	2025	Resilience	Investment	Plan

• our	future	approach	to	systems-based	resilience

IAP RESPONSE SUMMARY SUBMISSION  1 APRIL 2019 
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2.7	 	ASSESSMENT	AREA:	TARGETED	CONTROLS,	MARKETS	 
AND INNOVATION 

For this test area, two critical areas of our plan were assessed:

•  Bid	Assessment	Framework	(BAF)	–	the	process	by	which	we	can	assess	bids	from	other	water	
companies	or	third	parties	to	provide	supply	and	demand	solutions	to	meet	our	water	resource	needs	

•  Direct	Procurement	for	Customers	(DPC)	–	the	process	by	which	we	identify	large	investment	
schemes	that	could	be	directly	procured	i.e.	built,	operated,	maintained	and	financed	by	other	
parties	so	as	to	deliver	greater	value	for	money	to	customers	

2.7.1	 BID	ASSESSMENT	FRAMEWORK	
We have revised our BAF in line with Ofwat’s comments so that it now:

•  outlines	how	we	will	protect	commercially	sensitive	information	from	third	parties

• contains	additional	appeal	processes	for	all	option	streams	

• commits	to	our	maintaining	(and	providing)	audited	information	to	Ofwat

2.7.2	 DIRECT	PROCUREMENT	FOR	CUSTOMERS	
We have provided additional evidence which we consider reinforces our decisions not to include 
key future investment schemes as being suitable for the DPC process. Our additional assessment 
evidences how we have closely followed the Five Case treasury model.

On that basis we have reached the same conclusions that key investment schemes – which we 
intend to begin work on in the next period – do not warrant being delivered via the DPC mechanism.

More detail can be found in Chapter 5: Targeted controls, markets and innovation where we also 
respond to more general areas of challenge raised by Ofwat. 

2.8	 ASSESSMENT	AREA:	SECURING	COST	EFFICIENCY	
We were disappointed with Ofwat’s assessment in this important test area, particularly the 
reduction applied to our enhancement costs. As a result our overall expenditure has been reduced 
by 18.5 per cent with material differences shown in table 5.

Table 5: Summary table cost assessment

Business	
Plan

Ofwat	IAP  
Variance

£m £m £m %

Total Base Costs* 684 650 34 5%

Meeting Future Demand 200 96 103 52%

Resilience 34 1 33 96%

Environmental 71 55 15 22%

Raw Water Deterioration 17 16 1 6%

Total 1,006 818 186 19%

* Business plan base cost includes Ofwat IAP reallocation of enhancement Opex

SOUTH EAST WATER
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We now summarise our response to each of these areas, while further detail and evidence – 
particularly to underpin our case for the enhancement expenditure set out in our business plan – 
can be found in Chapter 6: Securing cost efficiency of our submission. 

2.8.1	 BASE	COSTS
We are pleased that Ofwat has recognised our base costs are efficient but surprised there is some 
inconsistency in its assessment. For example, our base costs and activities are recognised as being 
efficient but our enhanced costs, for comparable activities, are seen by Ofwat as inefficient – most 
notably in the area of growth which is assessed at over 300 per cent inefficient.

We consider there is scope to utilise a more robust suite of econometric models to ensure they are 
both intuitively and statistically robust and are therefore less likely to be prone to challenge.

There are also some significant un-modelled costs that have not been allowed for, namely the 
increase in business rates and pension liabilities that will materialise in the 2020 to 2025 period. 

For business rates, we provide additional evidence, including robust independent analysis, as to 
why there is a high certainty of the change in costs that will occur – costs which are outside of our 
control and so do not justify being excluded.

We have also identified a pension funding gap of £2.5 million, which we believe arises from the 
inclusion of an efficiency challenge on these costs. We provide further evidence, again supported 
by robust independent analysis, as to why it is inappropriate to apply an efficiency to the pension 
deficit repair contributions we make. 

We also maintain that there are some weaknesses in Ofwat’s modelling, particularly around the 
variables it has chosen, most notably the use of a single density measure. We have proposed an 
additional density measure that we believe should be used alongside the Ofwat proposed measure 
to improve the robustness of the model suite.

We note the chosen models contain a variable for treatment complexity and we have therefore 
altered our cost adjustment claim to only include a variable that uses the number of sites we 
operate as a relevant cost adjustment.

Finally, we note that Ofwat has allocated some enhancement activity and costs into our base costs 
– notably leakage activity and vulnerability services. We maintain that is not correct but respond 
more fully in the next section. 

2.8.2 ENHANCEMENT COSTS
Meeting	future	demand
This is a critical area for our business as we operate in a region that is already in serious water 
stress and yet faced with high growth in population and housing. We also need to manage the 
impact on our water resources from climate change. 

While we were pleased to see most of our water resources expenditure included, there were 
notable exclusions of costs that would enable us to reduce leakage by 15 per cent, deliver growth 
related investment and move water from areas of surplus to areas of deficit. This represents a 
significant risk to the resilience of customers’ water supplies.

For leakage, in particular, Ofwat’s decision compromises our ability to maintain the supply demand 
balance, which we are legally obliged to do via our Water Resources Management Plan. We provide 
independent evidence that the removal of leakage costs is counter to Defra’s resilience and 
drought priorities and the approach taken historically and by other regulators. Customers have 
also shown a strong willingness to pay for service improvements in this important area.

Similarly, Ofwat’s view of growth expenditure has relied upon its unit cost model which we would 
argue over-simplifies forecasted costs – which is why we have proposed a new approach for growth 
allowance forecasting ahead of a draft determination being made.
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Resilience
As we have already referenced in Section 2.6 of this document, we believe our response 
demonstrates how our plan used an integrated systems-based resilience approach to secure long 
term resilience across all aspects of our business.

Having adequately demonstrated that principle and approach, it is important that resilience-
related schemes that improve storage levels and interconnectivity - and which have been 
rigorously scrutinised to justify their need and cost benefit - are adequately funded via  
enhanced expenditure.

A final important point – whilst we have included specific capital costs to improve resilience we have 
also included within our base costs many other aspects of resilience that we generated from our 
‘resilience in the round’ approach. These costs cover all the improvements we have made, with many 
of these included in our Freeze Thaw Action plan, costs associated with improving interruption 
performance more generally, as well as costs to deliver the resilient customer concept.

Environmental
Our business plan included an important programme of work to limit the risk of transferring 
invasive non-native species (INNS) in raw water. This programme is a statutory obligation of 
our Water Industry National Environment Programme (WINEP) and all the elements have been 
confirmed by the Environment Agency and so they need to be funded in their entirety.

Raw	water	deterioration	
We included two schemes to mitigate the risks arising from a deterioration in raw water quality. 
While these schemes have been supported by the DWI and included by Ofwat we have been 
challenged on the cost of the schemes so further costing evidence is provided.

Vulnerability	funding	
Our business plan outlined enhancement expenditure related to our vulnerability services for the 
2020 to 2025 period. Ofwat has reallocated this expenditure into base costs and therefore have 
made no additional allowance for this.

A large proportion of this activity is non-financial support – mainly relating to the Priority Services 
Register and support for customers during water supply incidents – which falls to the wholesale 
business to deliver. 

We were therefore disappointed that Ofwat has not acknowledged the enhanced operating 
expenditure we had included for our vulnerability services and activity. 

This is brand new activity and needs to be assessed as such – the costs will not be explained from 
either a modelled or cost to serve approach. This funding is fundamental to being able to deliver 
our Vulnerability Strategy, which is a critical element of our business plan and will ensure our 
service becomes an exemplar for how customers in vulnerable circumstances are supported.
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2.9	 ASSESSMENT	AREA:	ALIGNING	RISK	AND	RETURN	
We were challenged to provide additional evidence in some areas to justify our approach and 
decisions which we summarise in the following sections. 

2.9.1	 CREDIT	RATING
We have reviewed our targeted credit rating and are satisfied that a Baa2/BBB credit rating 
remains appropriate, and keeps our business financially resilient. 

Our position is reinforced by the recent successful completion of our large refinancing exercise  
in which we were able to comfortably refinance 30 per cent of our debt, while demonstrating a  
de-leveraging strategy in line with Ofwat’s expectations.

2.9.2	 PAYG	ADJUSTMENT
We have amended our plan so that PAYG is limited to a 3.4 per cent increase which is supported 
by external advice. This ensures we are financeable on a notional basis and, in the context of 
customer bill profiles, this adjustment still results in a flat bill profile. Our additional research on bill 
profiles (as referenced in Section 2.3.1 of this document) again shows a strong preference among 
customers for stable bills.

2.9.3	 2025	TO	2030	COST	OF	CAPITAL
In our business plan, we adopted Ofwat’s view on the cost of capital on the premise that all the 
critical elements of our plan are accepted. 

When it came to determining our cost of capital for the 2025 to 2030 period, we based it on 
market evidence of our long-term financing costs and drew on a report commissioned from our 
consultants, NERA Economic Consulting. 

Ofwat continues to understate our cost of capital. Notably, we do not consider that its continued 
reliance on a relaxed monetary policy and corresponding low debt costs i.e. “lower for longer” - 
which it considers supports its allowed return for the 2020 to 2025 period – provides a reasonable 
long-term basis for the 2025 to 2030 business plan.

That said, in order to respond to the challenges raised, we have revised our 2025 to 2030 cost of 
capital to be within the stated range for the period. This provides for a nominal vanilla WACC of  
5.9 per cent. While our approach ensures that we are consistent with Ofwat’s guidance, we 
recognise we are adopting assumptions at the high end of the Ofwat stated range. This reflects  
(in part) our concern that its decisions continue to understate the long-term cost of equity 
and debt financing; and pose an ongoing challenge of the increased risk to our business that 
could occur if the balance between allowed returns and the deliverables of a plan become 
disproportionately out of line.

2.9.4	 GEARING
As explained in our business plan, the terms on which our lenders invest in our business includes 
enhanced protection measures for our lenders and reinforces many aspects of our licence.  
The “lock up covenant”, at which point we must not make payments to our shareholders, is set  
at 85 per cent net debt to RCV.

Our proposed de-gearing to 75 per cent over the 2020 to 2025 period is well below the level 
required to provide sufficient headroom and protection for our lenders and customers; we are 
assured therefore that we will remain financially resilient going into the next five-year period.
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2.10	 	ASSESSMENT	AREA:	ACCOUNTING	FOR	PAST	DELIVERY	
Chapter 10 of our business plan and Appendix 18: Our current performance that supported it detailed 
at length how we have performed in the current period.

We do not intend to repeat large amounts of that commentary in this response, but would make 
the following observations around Ofwat’s comment about “Poor outcomes performance as the 
company has delivered or is forecast to deliver 66% of its PCs with financial ODIs in 2015-20 (excluding 
customer satisfaction measures).”

Unlike many of our water sector peers we committed to a zero tolerance approach to compliance 
failures across water quality, discharges, security and abstraction. As a responsible business, we 
believed this was the right thing to do even though we accepted it would result in failing some 
ODIs; and even when there has been an underlying improvement across the majority of measures. 
Indeed, we note that Ofwat are now adopting this same zero tolerance approach to compliance for 
this price review. This has contributed to the majority of the ODI under-delivery. 

However, targets themselves are misleading if not examined in the context of absolute 
performance levels achieved.

An example of this is discolouration where, as one of toughest targets to achieve, we used real 
innovation by deploying the use of Seaquest. We are the only company to use this method for this 
purpose, and on this scale, to meet our discolouration performance commitment. 

As a result we have halved the number of customer contacts about discolouration by mid-period; 
have since pushed our performance to well above industry average; and are forecasting to achieve 
the target by the end of this period. It may have taken a little more time to achieve this than 
assumed in the target profile, but we maintain this demonstrates our track record in being able 
to deliver stretching targets. Other evidence of our ability to meet stretching targets is our 
performance on leakage, where we have consistently outperformed the target and been in reward 
for every year of the period to date.

Similarly the use of customer satisfaction as a measure of how well we perform – which we 
introduced in 2015 – was innovative and untested. We have seen improvements in customer 
satisfaction scores over this period but our targets remain a real stretch. We expect them to 
take a five-year period to achieve because we have learnt that there is no silver bullet to getting 
consistently high scores across different areas of our performance, or indeed across different 
segments of our customer base. 

That is why we have explored ways to shift customers’ satisfaction – for example we had an 
extensive staff training programme, tested two different versions of a customer magazine and 
ran a bespoke and targeted leakage campaign in Aldershot. They have often demonstrated an 
incremental effect on customer satisfaction, and shown that some messages are more receptively 
received by some customers than others – which has led to us evolving attitudinal segmentation as 
a way of measuring satisfaction in the future.
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Where we have fallen short of our own high expectations is on interruptions to supply. We have a 
detailed interruptions improvement plan which has been integrated into the specific freeze thaw 
action plan we produced after the Beast from the East event in March 2018. A large number of 
actions had a customer focus to them, and so we were acutely aware that customers play a part in 
making water supplies more resilient. This was a major factor in our development of the ‘resilient 
customer concept’ for our plan. 

Finally, we would make the point that innovation means completely new approaches or doing 
the same things, but differently. Our plan embodies that – with our continued use of customer 
satisfaction as a way of measuring our performance – and we accept that it may not  
give an instant result or indeed be fully planned and articulated at this point in the cycle, but  
it is still the right thing to do. To then criticise our current performance overall and question our 
ability to deliver the plan, risks undermining our shared aspirations to deliver service improvements 
via innovation. 

2.11	 	ASSESSMENT	AREA:	SECURING	CONFIDENCE	AND	ASSURANCE
Appendix 20: PR19 Governance and Assurance of our business plan detailed at length the assurance 
process we undertook for the price review process, and our 2020 to 2025 business plan. 

We do not intend to replicate large elements of that appendix but would reiterate that our three-
tiered assurance process continues to provide the basis of how we have assured our IAP submission. 

We have taken additional steps to address the concerns raised by Ofwat. These are outlined in 
Section 4 of this document, and in more detail in Chapter 9: Securing confidence and assurance of our 
submission. 

These additional steps have dealt with the minor discrepancies across the huge number of data 
tables and fields that were required to be populated for the business plan. These did not affect key 
components of the plan/customers’ bills and are, we would suggest, reflective of adopting a risk-
based approach to assurance. It is therefore disappointing that Ofwat seems to have treated all 
errors as being of equal materiality.

In relation to the specific area of Executive Pay, in Chapter 9: Securing confidence and assurance 
of this submission we have articulated further how pay and bonuses are linked to the areas of 
performance and measures that matter most to customers – both in the short term and long term; 
and outline the weighting principles that we will apply so that we are held to account for the level 
of service we provide. 
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We have continued to engage with our Customer Challenge Group during this stage of business 
plan process.

Our 27 February 2019 meeting with the group explored Ofwat’s assessment of our plan across  
the nine test areas, and we provided information on how we intended to respond to the  
challenges raised.

Turning to the specific area of assurance that Ofwat required for this submission, our CCG  
was required to provide assurance, and the use of research best practice, for two key areas  
of engagement:

•  testing	customers’	views	on	the	acceptability	of	a	combined	bill	for	2020	to	2025	

•  testing	multiple	bill	profiles	for	the	2025	to	2030	period

To achieve both of these outputs in the timescale available we decided to:

•  re-run	the	core	elements	of	our	original	acceptability	and	affordability	research,	 
which	we	carried	out	in	August	2018	just	prior	to	our	plan’s	submission	

•  use	our	additional	research	to	specifically	test	customers’	views	on	bill	profiles	for	the	 
2025 to 2030 period

Our February 2019 survey instrument was shared with the CCG for their comments. We also 
captured and summarised the changes that had been made between the two surveys so the CCG 
could assure itself that the core elements being re-tested had not changed since August 2018; and 
amended the February 2019 survey instrument in line with the group’s recommendations, including 
those of CCWater.

Given that this research built on our August 2018 survey, which was reviewed by our CCG and went 
through a thorough and rigorous process of testing i.e. cognitive and pilot stages before roll out, 
we believe a high-degree of confidence in the research exists; and that all stakeholders can be 
confident that this additional research achieved its objectives and can be used by Ofwat as part its 
final assessment of our business plan.

While Ofwat has asked the CCG to assure two specific actions for this stage of the process, the 
group also reserved the right to comment on other aspects of our response by exception – with 
a particular focus on anything related to the engagement and development of new PCs/ODIs and 
where this may impact customer outcomes.

As a result, we have shared our detailed responses with the CCG, via our supporting chapters on 
Engagement, Addressing affordability and vulnerability and Delivering outcomes for customers.

The CCG’s assurance report has been supplied directly to Ofwat under separate cover.

CUSTOMER CHALLENGE GROUP 
ENGAGEMENT AND ASSURANCE 3
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4.1	 SUMMARY	OF	ASSURANCE	FOR	IAP	PROCESS	
As we have already mentioned in Section 2.10 of this document we have used our three-tiered 
assurance process for our response to Ofwat’s initial assessment of our plan; and increased our 
controls based on the feedback from Ofwat.

The Board has again reviewed and approved this process and has satisfied itself that the critical 
elements of our response are assured. As a result, our plan continues to have the full support of  
the Board. 

In addition, we would draw Ofwat’s attention to the following. Where data issues have been 
commented on, we have put in additional controls to prevent these issues from reoccurring,  
as follows:

•	 		we	have	undertaken	a	desktop	review	of	all	the	data	tables	to	look	for	any	changes	in	values	 
or	missing	as	a	result	of	pulling	our	business	plan	data	into	the	new	IAP	tables	

•	 		we	have	reviewed	all	the	IAP	actions	and	identified	those	relevant	data	tables	which	may	be	
affected	by	the	actions	(and	undertaken	data	table	consistency	checks	for	actions	that	may	
impact	multiple	tables)

•	 		automatic	checks	have	been	put	in	place	to	try	to	mitigate	the	risk	of	input	errors	arising	from	
the	requirement	to	manually	input	data

•	 		a	change	control	log	tracks	sign-off	at	every	stage	of	the	assurance	process
•	 		in	addition	to	our	internal	processes	and	consistency	checks,	our	independent	assurance	

partner	has	been	engaged	to	carry	out	consistency	checks	for	any	revised	and	updated	data	
tables	being	submitted	as	part	of	the	IAP	–	regardless	of	their	risk	assessment	score

•	 		further	assurance	checks	have	been	carried	out	to	ensure	that	the	data	tables	submitted	match	
with	the	final	version	of	the	data	used	in	the	Financial	Model	

Our Board has continued to be actively engaged in this stage of the business plan process, with a 
number of full Board meetings and detailed discussions on key aspects of Ofwat’s assessment of 
our plan, and our response to that assessment. Our Independent Non-Executive Directors have 
constructively challenged our response across the assessment areas; and the Board as a whole has 
approved our summary submission and supporting documentation.

Further detail can be found in Chapter 9: Securing confidence and assurance of our submission. 

BOARD  
ASSURANCE4
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4.2	 	OUR	RESPONSE	TO	A	SPECIFIC	ASSURANCE	CHALLENGE	 
IN	OUR	GRADE	B	ASSESSMENT	

In its assessment of this test area, Ofwat said there was insufficient evidence to demonstrate how 
our Board had satisfied itself about the quality of our engagement, prior to making its statement; 
on how our plan had been informed by those learnings, and also the feedback from our CCG.

We take some issue with this as our Board Assurance statement (Appendix 20: PR19 Governance and 
Assurance of our business plan) included a dedicated section on engagement which said:

“Our focus on engagement has directly shaped the choices and decisions we have made. It underpins our 
strong community-based presence and wider corporate reputation as a socially responsible business.”

The Board was entirely confident in making that statement because the specially designed  
Board engagement programme (as outlined in Appendix 1: Engagement of our business plan) 
included these additional factors:

•	 		our	Board	took	part	in	an	immersive	customer	engagement	full	day	workshop	where	they	were	
subject	to	many	of	the	qualitative	research	techniques	we	used	with	customers,	so	they	could	
experience	first-hand	key	elements	of	our	research	programme	

•	 		our	PR19	Board	Committee	reviewed	every	piece	of	customer	research	–	the	scope,	the	method	
and	the	findings

•	 		Board	members	also	observed	research	events	and	workshops	–	including	those	that	were	held	
to	co-create	our	vulnerability	strategy	and	develop	our	responsible	business	commitments	

•	 		our	Board	maintained	open	and	constructive	dialogue	with	our	CCG	throughout	the	process,	
with	the	CCG	Chair	attending	the	full	Board	and	PR19	Board	Committee	on	a	number	of	occasions

•	 		Board	members,	including	the	Chairman,	shareholder	representatives	and	independent	 
Non-Executive	Directors,	all	attended	CCG	meetings	to	listen	to	the	views	of	the	CCG	and	
participate	in	discussions	

•	 		members	of	the	CCG	met	with	our	shareholders	specifically	to	understand	their	approach	
to	responsible	investment,	and	how	this	related	to	the	responsible	business	approach	and	
commitments	we	developed	for	our	plan

•	 		at	every	PR19	Board	Committee	and	full	Board	meeting	the	main	CCG	challenges	were	discussed	
so	the	Board	could	see	how	these	were	being	addressed	within	our	business	plan	

For the avoidance of doubt, we can confirm that our Board is assured that our business plan has 
been informed by the engagement we carried out, and the feedback from our CCG. The evidence of 
that is in our business plan, namely we have committed to:

•	 		co-developing	an	engagement	strategy	with	customers	and	stakeholders	that	covers	our	wider	
business	as	usual	activity

•	 		rolling	out	our	customer	service	‘tell	me	simply’	approach	to	the	wider	business	so	that	our	
communications	are	clear	and	compelling

•	 		creating	a	new	Customer	Insight	Team,	which	will	also	develop	a	more	dynamic	database	that	
can	be	easily	interrogated	so	that	our	listening	and	learning	evolves	to	become	a	year-round	
activity	and	an	example	of	best	practice

•	 		looking	beyond	water	sector	boundaries	to	embed	our	innovation	toolboxes	and	how	we	 
co-create	and	co-deliver	solutions	to	old	and	new	challenges

•	 		improving	our	stakeholder	engagement	activity	with	dedicated	resources	and	systems
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As part of our response to Ofwat’s assessment of our plan, we have provided the IAP tracker which 
details where we have responded to specifi c actions in our submission documentation.

This tracker has been provided under separate cover. 

IAP TRACKER 5

4.3	 BOARD	ASSURANCE	STATEMENT
As Directors of South East Water we recognise our collective responsibility and duty to provide 
the strategic leadership for a business that provides an essential service; and to promote good 
corporate governance and professional conduct within a framework of eff ective controls that 
identify and manage any risks to the provision of that service.

We have continued to own the overall strategy and direction of our business plan and our 
IAP response, providing rigorous scrutiny to all its key components.

We have also ensured appropriate controls are in place to assure the quality of the IAP response 
which has been reinforced by thorough internal and external validation.

In particular, we confi rm that the assurance framework we have in place covers the specifi c actions 
set out in Ofwat’s “Securing confi dence and assurance” test area, namely:

•	 Action	CA.A1	–	Dividend	policy
•	 Action	CA.A2	–	Executive	pay
•	 Action	CA.A3	–	Data	tables	assurance	and	CCG	assurance	of	specifi	c	actions
•	 Action	CA.A4	–	Tax	forecast	assurance	process
•	 Action	CA.B1	–	Financial	model	and	tables
As a result we remain confi dent that our business plan and IAP response will, over the next control 
period and in the long term, enable the company to:

•	 fulfi	 l	its	statutory	and	licence	obligations
•	 remain	resilient	–	operationally,	fi	nancially	and	corporately

•	 meet	the	expectation	of	the	UK	government’s	strategic	policy	statements
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