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Downside risks 

We have never sought to work against our customers’ interests.  Therefore, we do not challenge the basic 

concept that underspent funds that are no longer needed, should be returned to customers because this is 

fair.  However, we have significant concerns about the regulatory risk that the very complex and novel design 

of Price Control Deliverables (PCDs) being introduced at a late stage in the PR24 process imply. 

  

At PR24, Ofwat has created three forms of claw backing funds:  

• Non-delivery PCDs – involving the clawback of monies for benefits expected from material 

investment but which are not delivered by the end of PR24. 

• Time incentive PCDs – same as non-delivery PCDs with the additional feature that provide for out-

performance or under-performance payments for timely delivery against target. 

• Delayed Delivery Cashflow Mechanism (DDCM) – is a cash flow mechanism that claws back 

underspend enhancement allowances when companies are behind in their delivery with allowances 

being released later if/when the companies catch up on their delivery. Ofwat proposes the 

mechanism triggers in year 2 (when enhancement spend is less than 50% of enhancement 

allowance for year 1 and 2) and year 3 (when the cumulative enhancement spend is less than 65% 

of total enhancement allowance). 

 

We have concerns that PCDs add additional downside risk through the compounded effect of the following 

eight factors. 

 

Risk factor 1: RoRE risk 

We are concerned that overall, PCDs represent a significant regulatory risk, which is not recognised in the 

Draft Determination (DD).  Based on a calculation of recent all-company fulfilment of enhancement cases 

from PR19’s FD, we can analyse the effect PCDs had they been already in place.  When this effect is 

applied to PCDs proposed for PR24, the effect of these PCDs would be to strip revenue from companies, 

where funds are ultimately needed to finish projects. This has the effect of increasing the downside risk by 

4.21% of RoRE on non-delivery and an additional downside risk of 1% of RoRE on timing incentives for the 

notional company. For more details, please see SRN-DDR-011 KPMG Industry Risk Analysis (club project). 

 

Strangely Ofwat does not recognise any regulatory risk from PCDs. In essence, Ofwat assumes that fulfilling 

the enhancement project on time is easy and once applied, PCDs will not be employed.  Based on recent 

history, we cannot agree with this implication.  

 

Risk factor 2: Project risk and managing complex programmes 

The construction industry has learnt about project risk and how risk is increasingly understood and realised 

along the design and fulfilment stages of projects.  Ofwat’s approach to cost efficiency does not give any 

leeway to higher allowances to deal with risk of projects at their early stage, as set at the start of the AMP. 

The exception is the WINEP investigations where Ofwat allows some upfront allowances for investigating the 

best solutions to deliver the WINEP outcomes. 

  

When this is combined with the PR24 enhancement plans, which represent the most complex programme of 

work in recent history, we anticipate that for many companies – as is seen across infrastructure and 

construction – plans will be proven to be imperfect and the timing and costings of projects will not be able to 

be fulfilled as currently envisaged. For more details on this point, please see SRN-DDR-003 –Risk and 

Investability. 
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More than ever, companies will need the flexibility to manage their programmes effectively, being responsive 

to opportunities and risk, rather than to be incentivised into a straight jacket by the aspects of the Time 

Incentive PCD design and DDCM.   

 

Risk factor 3: Cash flow risk 

Both the PCDs and the DDCM require funds to be returned to customers, but the funds can be reclaimed in 

an end of period true-up on completion of the enhancement. This leaves a potentially significant cash flow 

gap between the refund and the spending needed to fulfil the project. If many projects are delayed, then this 

situation could apply to a high proportion of our enhancement programme. Given the limits of financeability, 

this cash flow risk may limit our ability to deliver delayed projects, which would not be in the customers’ 

interest.  

 

Risk factor 4: Penalty duplication 

We recognise that Ofwat has conducted an assessment of the overlap between ODIs and PCDs and found 

this overlap to be limited. This would appear to be evidently true because ODIs are an incentive on 

companies to improve performance (i.e., a financial reward/penalty to encourage a change in behaviour), 

rather than a compensation for damages (in which case returning the full cost to customers would be fair). In 

the same way, PCDs both have an incentive component and their main effect – to return the total cost to the 

customer.   

 

We maintain that PCDs should represent a fair return to customers. However, for enhancements where there 

is an incentive already from an ODI or a regulatory penalty (from the EA or DWI, for example), there should 

not be a duplicating incentive from a PCD, such as the punitive impacts of a non-delivery PCD. This does not 

mean that the ODI has to return the same funds as the PCD to cause the duplication. However, the incentive 

part of a PCD should not apply where there is already an incentive to deliver.  

 

Risk factor 5: Bureaucratic costs 

We are concerned that Ofwat has not calculated the bureaucratic cost of creating the monitoring regime to 

support PCDs and that this cost for Ofwat and companies – both of which are ultimately paid by customers – 

will be significant (and could outstrip the benefit that the mechanisms are supposed to deliver). Further, there 

is unnecessary bureaucratic cost in returning funds to customers and then asking for it again, just because of 

a project delay. This cost is unnecessary and not in customers' interests.  

 

Risk factor 6: Punitive non-delivery 

We are very concerned with the punitive element to the Non-delivery PCD, where funds are returned to 

customers for projects not delivered on time but the mechanism fails to recognise the work completed to 

date or the complexity of the programme as a whole.  This mechanism introduces unwelcome distortions and 

perverse incentives. If partial benefits are not delivered on the closing day of the AMP, then the PCD is 

applied-regardless of the actual deadline for the project, which may be into the following AMP. We are 

concerned that the incentive on the company will be to complete projects that had started and not start new 

projects, even if the complexity of the programme could imply that the efficient course of action is to start 

more projects with a slightly delayed delivery.  

 

Risk factor 7: DDCM is a duplication and should be discontinued 

This mechanism is synonymous with PCDs as it returns cash to customers that is unspent.  It is therefore 

confusingly overlapping with non-delivery PCDs.  We are not clear whether unspent funds are meant to be 

returned via the PCD or via DDCM, as enhancements subject to the PCD would suffer the duplications.  This 

means that the DDCM is entirely a bureaucratic exercise which would act to raise company and Ofwat costs, 

for little benefit. 
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In addition, we are concerned that the DDCM finally ends the long standing regulatory tradition of incentives, 

whereby companies can retain underspending against capital projects to incentivise on-time and on-budget 

delivery.  In principle, the DDCM would strip away the financial incentive which is in the form of a project 

underspend.  This mechanism would mean that companies are incentivised not to underspend, with a 

related loss of value to the customer and to the company. Ending this positive and long standing incentive 

would damage customer interests in the long term, as ceteris paribus, companies would achieve less 

projects on time and on budget. 

 

We believe that this is a poorly conceived mechanism that adds little to the customer benefit, adds 

unnecessary complexity to the framework and damages a positive incentive.  We urge Ofwat to remove this 

mechanism. 

 

Risk factor 8: Designing PCDs for projects in the Delivery Mechanism and Large Scheme 
Gated Process 

By their nature, gated processes are meant to allow for changes to projects ahead of staged delivery.  

Therefore, while we can agree that PCDs could ultimately be applied to enhancement projects inside both 

the Large Scheme Gated Process and the Delivery Mechanism, we cannot say what funding and timing 

would be finally approved for each project and so cannot define a PCD.  More specifically, Ofwat’s 

suggestion that PCDs be applied for projects in the Delivery Mechanism and then subsequently removed if 

the project is not delivered applies a new financeability risk on the company-that it may face a negative 

allowance for a project, it never received funds for in the first place. This could cause specific concern in the 

debt markets, where a previously well understood revenue figure from a price control was taken as a given. 

We urge Ofwat to change this position and only agree to PCDs alongside agreeing to the projects in the 

relevant gate.  
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Proposed conditions for PCD design 

PCDs can successfully fulfil their original purpose. However, the significant risks implied by the components 

that Ofwat added to PCDs the penultimate stage of the PR24 review add significant risk and we urge Ofwat 

to change these elements. 

 

We urge Ofwat to return PCDs to their core customer protection purpose of returning funds to customers 

where projects are never delivered. Funds should not be returned where there is a short-term delay or where 

the partial benefits are not achieved by the artificial deadline of the end of the AMP; this creates bureaucracy 

and cash flow risk unnecessarily. Funds should be returned netted off penalties failure to deliver. 

 

Therefore, our proposed PCDs feature the conditions below. 

 

Condition 1: Portfolio PCDs for larger categories of enhancement spend 

The offsetting effect between out- and under-performing projects is removed by PCDs. Previously where one 

project is delivered on time and under budget and another project is delivered late and over budget, the 

financial impact would be considered on a net basis before applying sharing rates. PCDs eliminate this 

diversification benefit. 

 

To mitigate this risk we remain of the view that we should have portfolio PCDs for the larger categories of 

enhancement spend.  

 

We therefore continue to propose two portfolio PCD for (i) our wastewater WINEP programme and (ii) our 

water supply and interconnectors programme.  

 

Condition 2: No double counting of penalties 

Where penalties arise and are paid by Southern Water for a failure to deliver (e.g., from EA fines, DWI fines, 

or ODI penalties), the financial impact of the PCD should net off the penalties already paid. This is a 

reasonable position and in customers’ interests because it ensures the incentive on the company to deliver 

remains, but it avoids double penalty for the same fault. 

 

We propose applying Condition 2 to all our PCDs. 

 

Condition 3: timing/scope/design change flexibility 

In recognition of the complexity of the programme, should we receive confirmation from a regulator of a 

necessary change to the timing, scope, design or delivery model of a project, or in fact the change of 

scheme to address the core issue/ primary driver either results in a change in the benefit delivered or the 

solution being more expensive, then the PCD would be modified accordingly to account for this change. 

Where scope/design change leads to a material variance greater than 1% of the original enhancement 

investment, then the PCD would symmetrically account for this change in a reconciliation at the end of the 

AMP. 

 

This is a reasonable position and in customers’ interests because it allows the company to fulfil the 

regulators’ requests, which are outside the company’s control, by changing the programme, while still 

maintaining the PCD incentive to deliver the project as modified without undue financial exposure. 

 

We propose applying Condition 3 to all our PCDs. 
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Condition 4: Assessment date in 2035 

In the event of not delivering a PCD by the end of AMP8 (i.e., by 31 March 2030), but where the output is still 

needed, the current PCD specifications would require us to return allowances to customers and request the 

allowances again in the PR29 review. This would unnecessarily increase the regulatory burden. To ensure 

customers have full protection while providing companies with greater flexibility in delivery, the PCD delivery 

date will remain in place until the end of AMP9 (i.e., 31 March 2035) and the reconciliation timing would shift. 

Ofwat will assess the completion of the PCDs by 31 March 2035 as part of the PR34 process.  

 

This would include, for example, where a scheme is agreed to be rephased to AMP9 but is already funded in 

AMP8, where the PCD would need to symmetrically account for the different delivery date.   

 

A number of our regulatory requirements and legal obligations underlying our investment plans in AMP8 

have a delivery date beyond the end of AMP8. Having this assessment date in the following price control 

review lowers the regulatory burden for Ofwat and gives greater flexibility in the decisions of how much 

allowance would be returned to customers in the event of non-delivery. 

 

We propose applying Condition 4 to all our PCDs. 

 

 

 

  


























