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Dear John

Sutton and East Surrey Competition Commission Appeal - Water UK
evidenceto theinquiry.

| am writing on behalf of members of Water UK, thrganisation that
represents the appointed water businesses in the UK

This evidence focuses on key points of principfgarding the application of
the ‘substantial effects’ clause (SEC), rather tloatihe specific details of
the case launched by the company in question, ibatid East Surrey Water
Ltd (SES).

In particular, given the importance of the ‘subgstdreffects’ clause in the
framework of risk mitigation measures that joirdigfine the balance of risk
between shareholders, bondholders and custometsehese that the
process of this appeal should lead to greater stateding of the role of this
mechanism and the principles governing its appboat

At Water UK’s recent City Conference, investorsacle registered the
importance they place on there being greater texrsgy as to how the
mechanism should or would be applied. Indeed Regima helpfully
committed Ofwat to respond to this call and theustdy and investors await
this clarification.

In particular, it would be helpful for the Commissito explain clearly its
assessment of the role of the SEC, to establisktggreransparency



regarding the process for reviewing a SEC determinand to ensure
clarity as to the reasons for its and Ofwat’s deoss (including how these
relate to the decisions made in the previous tveesaNorthumbrian and
West Hampshire, and hence what ‘precedent’ exiéts)should also like
the Commission to consider carefully how the questif ‘prudence’ in
decision making can be assessed ex post, avoieaogirse to the wisdom of
retrospective hindsight.

These points relate in particular to a) the denisip Ofwat, despite the
company breaching the ‘20% of turnover’ hurdle, taogrant any
adjustment in revenues/returns b) Ofwat’s conclughat the company had
not acted prudently in its management of its energghasing contracts.

We consider each of these in turn.

a)

The substantial effects clause is an important ef¢nm the regulatory
framework establishing the balance of risk betws®areholders and
customers. Its successful application in two presicases has provided
some comfort to investors.

We recognise that, in the case of a SEC and by aosgm with the IDoK
mechanism, the law apparently grants Ofwat grehseretion in whether
and how it determines if an adjustment is needédatChas argued that
there is no implied requirement to return the comypa the previously
envisaged rate of return. The company however earthiat Ofwat’s
discretion is in practice much more limited. Thase important legal
guestions to be addressed by the Commission.

However, whatever the legal position, it is appatkat good regulation
may not be best served by a process where distietols to an undue
degree of unpredictability that raises investocpptions of regulatory risk.
This is important to both equity and debt investerthe SEC is important
factor in credit ratings’ agencies assessmentsmipanies in the sector and
has also been highlighted as a creditor proteatiddtond and bank
prospectus documents.

It would be helpful for instance if the Commissieare to identify clearly
the common principles which apply to SEC applicadidt is important that
in future Ofwat is able to demonstrate consistandie application of



principles in reaching its judgments. A lack of smtency may lead to a
perception of a change in the balance of risk betwshareholders and
customers, and/or an increase in perceived regylagk. Either way, any
such change in the perceived risk profile of thustry would clearly have
implications for the cost of capital in the future.

b)

Turning now to the question of retrospection aredapplication of hindsight
regarding the company’s handling of its energy basing contracts, it is
evident to any observer that energy markets hage beghly volatile in
recent years. Energy price predictions in receats/bave invariably turned
out to have been wrong. In these circumstances aoi@p must aim to
secure contracts based upon information availdllgeaime. According to
the licence, companies must be prudent in theiragament. We consider it
iImportant that the Commission explores carefullyatprudency’ requires
of management — it is not, in our view, the abiétycurately to predict the
future, or to take a specified view on risk.

We trust these comments are helpful, and we lookdad to your
determinations. These are important matters thag hdundamental impact
on the perception of the stability, predictabilifythe regulatory regime, and
the risk framework into which investors are buying.

Yours sincerely

Janet Wright
Economic Regulation Advisor
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