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Section 1 – Executive Summary

This report considers lessons learned for the development of the
English water and sewerage retail market from consumer
detriments in other sectors
This study considers the concept of customer detriment and
examples from other regulated sectors

Defining and quantifying detriment, and the customer types most
sensitive to detriment, are important

As water and sewerage market reform progresses, CCWater has an
important role to ensure consumers’ interests are being recognised and
protected. This manifests in both the activities CCWater must carry out in
the lead up to greater market reform, and through your contributions to the
development and implementation of policy and regulation and after market
opening.

Customer detriment can be difficult to quantify. In our analysis of perceived
detriments we have applied the following thinking:

To do this, it is important you have a clear understanding of the nature of
these issues in advance of market reform. You have therefore asked PwC to
undertake a study to assess the type and extent of consumer detriment
arising in other markets that have undergone similar market reforms, and
how they have been addressed.
The questions you are looking to answer through this study are:
• How have questionable and undesirable market participant practices led
to consumer detriment?
• How may insufficient regulation have contributed to consumer
detriment?
• And, in both cases, what approaches and tools were used by other sector
regulators to address these problems?
In order to address these issues, this report considers:
• The conceptual question of the nature of consumer detriment, and how
it can arise; and
• Regulatory and market precedent on consumer detriment in the GB
energy markets, Scottish water and sewerage retail market , UK
telecoms market, GB rail sector, and in relation to PPI mis-selling.
It uses publicly available information to report on these two areas of
consideration.
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•
•
•
•
•

Is there a direct monetary impact?
Is there an adverse impact on customer experience?
Is there a distributional impact?
Is there a competition impact (e.g. customer choice might be reduced)?
Does it result in customers making mistakes (e.g. due to confusion)?

It is important for CCWater to consider whether the cost of an ex ante
intervention to correct detriment is likely to outweigh the benefit that will flow
to customers as a result.

Detriments may arise in any industry. In the context of market reform in the
water sector, our focus should be mainly on detriments that arise because the
market is regulated. Key characteristics of regulated industries are:
• Universal service requirements;
• Public goods; and
• Elements of natural monopoly.
‘Fringe’ customers are in the market and require protection to ensure that they
are treated fairly. We define a ‘fringe’ customer as especially vulnerable to
detriment. For example customers who are:
•
•
•
•
•

Captive (i.e. find it difficult to attract an alternative retailer);
Time poor;
Choice constrained due to geographic location;
Especially dependent on water/ sensitive to the risk of removing supply; and
Using water solely for non-domestic purposes.
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There are three main causes of consumer detriment. Network
industries have an element of natural monopoly which may be
leveraged into competitive parts of the market
Consumer detriment may arise through three main causes
Market failure, including:
•
•
•
•

Market power
Imperfect information
Innovation disrupters
Public goods

Regulatory failure, including:
•
•
•
•

Poorly designed regulation
Failure to change through time
Acts of omission
Regulatory barriers to entry

Behavioural biases, which are failures relating to customers inherent
tendencies to behave in ways that economics would consider sub-optimal, and
include:
• Anomalous preferences
• Cognitive errors
Market failure
Network industries may be able to leverage market power from the parts of
the value chain with natural monopoly tendencies into areas where
competition is present resulting in customers paying higher prices.
Examples of detriment arising from market power include differential pricing
by energy retailers between ‘in area’ and out of area customers. In other
sectors, market power is likely to be present in both vertically integrated and
vertically separate companies (e.g. BT is dominant in the fixed line telecoms
market, Business Stream has retained the majority of water and sewerage
business customers in Scotland).

CCWater •
PwC

Level playing field measures will have an impact on tackling market power, as
will charging principles. The experience of other sectors suggests careful
monitoring will also be required.
Imperfect information could arise from poor knowledge or control within
the retailer itself, or from inappropriate incentives for staff to target switching.
Examples where imperfect information causes detriment to customers include
mis-selling experienced in energy and telecoms, which led for example to
customers switching through coercion or without full understanding of the
terms they had signed up for.
There will be a mis-selling code of practice in water which will need to draw on
lessons learned from other sectors. This code will need to address the risk of
mis-selling without discouraging active sales campaigns. Common failings
that could be captured through the code include:
•
•
•
•
•

Awareness of and compliance with the mis-selling code
Sales staff product knowledge, and training
Putting in place appropriate sales staff incentives
Management oversight, audit and monitoring
Use and competence of third parties

Good practice consumer protection around transparency and reducing
complexity of contracts is another potential area of focus.
High market concentrations and dominant players can have potential to
disrupt innovation in markets. The evidence on whether this happens is
mixed (e.g. BT’s dominance in telecoms has not stopped significant innovation
in this sector despite a focus on access and competition in the sector).
Innovation in the Scottish water and sewerage retail sector may be driven by
credible threat, including of future competition in England.
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Regulatory failures to offer sufficient protection for consumers and
customers’ own behavioural biases can also result in detriment
Regulatory failure
Poorly designed regulation includes policies which do not adequately
target the cause of the problem and/ or may further distort the market.
Examples in the rail sector include, failure to unwind legacy cost structures in
rail, the contractual process lacking incentives for parties to work together in
the interests of passengers, and over-prescription of the franchising process
resulting in inability of TOCs to make improvements to customer experience.
Other examples involve the regulator’s approach changing to take account of
new information. For example, WICS’s tightening of the arrangements around
licence revocation following failure of Aquavitae.
Regulation needs to be flexible to evolve (changes through time) as areas
of potential and actual consumer/ customer detriment arise. Failure to
maintain sufficient flexibility can result in consumer detriment.
All our examples of potential detriment involve regulatory responses to issues
that have arisen in markets, showing that regulation is able to respond to
customer detriments as they arise. The regulators’ ability and agility in
responding varies.
Ofcom appears to have a strong focus on analysis of complaints to identify then
escalate areas where consumer detriment is emerging. It appears to choose
from its menu of enforcement tools depending on the perceived seriousness of
the detriment (e.g. informal pressure to rebalance charges, voluntary codes,
mandatory requirements, fines).
WICS also appears to develop policy through incremental changes to the
framework, codes, licensing and other requirements.
Ofgem has taken an overhaul approach recently with the Retail Market Review
and referral of the energy retail market to the CMA. ORR is also undertaking a
retail market review.
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Focus on good market design at the outset is critical so that the regulator is
taking more of a case by case approach to ‘tweak’ market arrangements to
avoid emerging consumer detriments.
Behavioural bias
Consumers may exhibit anomalous preferences which may not always
reflect the assumptions made by mainstream economics. Biases may include
risk aversion leading to a preference for the status quo or to default options.
This may reduce the rate of switching and allow firms to exploit market power.
Confusion around energy tariffs and the market in general may strengthen
customers’ risk aversion and hence inertia. Creating tariff complexity, and
increasing the number or components of tariffs without providing sufficient
transparency is likely to enhance a natural bias towards the status quo.
Consumers may make sub-optimal decisions (or cognitive errors) given
their underlying preferences (e.g. based on limited foresight or the particular
framing of the problem/ issue). Firms may manipulate customers’ tendency
for cognitive errors, and regulation may fail to protect consumers.
The tying of PPI to other financial services products is an example where
customers were encouraged to take up a product that could, for many
customers, be considered sub-optimal (or even irrelevant) to their needs.
The inclusion of early termination charges as part of a package within a fixed
line contract in telecoms could be considered to create a situation where the
customer is disadvantaged because he or she is unlikely to think ahead to the
implications of cancelling.
Behavioural bias is more likely to impact on SMEs than larger non-household
customers as they are likely to have less time to understand the market and
negotiate the best deal.
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Summary of key areas of detriment by sector (1 of 3)
Sector

Customer detriment

Why is this a significant issue for
consumers?

Ex-ante actions that can prevent this
in the English water market

GB Power &
Gas

Market power of
incumbents

Imperfect information results in customer
confusion around tariffs, enabling supplier
mis-selling and differential pricing.
Cumbersome switching processes (including
objections to transfer) and lower switching
rates remove part of the impetus for suppliers
to improve service levels.

Enforce tariff regulation preventing
discriminatory pricing.
Employ standards of conduct that ensure price
transparency, reduce contract complexity,
deliver recognised service levels and enable
customers to switch suppliers more easily.

Water &
Sewerage
(Scotland)

Limited genuine choice in
the market

Initially there were few new players in the
Scottish market and two supplier exits, and
entrants initially remained small scale, which
meant optionality to switch remained low until
recently.
On supplier failure, customers may be
transferred to a ‘provider of last resort’ that
may not necessarily provide the same
price/service (noting that there is supplier
failure and customer transfer in other sectors
too). Where there are few additional new
suppliers, this can also reduce choice.
The relatively slow start to competition may
potentially have meant that there was reduced
pressure initially on Business Stream to
improve retail service.

Revision and simplification of the
arrangements for market entry, including
policy on escrow accounts.
Market assurance process set out in a code
subsidiary document.
A well-developed process for licence revocation
in the event of supplier failure.
Consideration of the market arrangements, e.g.
creditworthiness, and removal of minimum
level for market operator charges.
Customer messaging around supplier of last
resort arrangements.
Enforcement policy for retail licence
contraventions.

CCWater •
PwC
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Summary of key areas of detriment by sector (2 of 3)
Sector

Customer detriment

Water &
Sewerage
(Scotland)

Several areas of competition
left unresolved at market
opening (e.g. metering)

UK Telecoms

Market power and the
provision of imperfect and
incorrect information

CCWater •
PwC

Why this is a significant issue for
consumers?
Implementing changes to the initial market
set up needs to be carefully managed to avoid
customer confusion over ownership and
responsibility for the areas that are liberalised
at a later date.
Inability of consumers to access the most cost
effective tariffs due to lack of technical
experience of accredited meter operators
(AMOs) and absence of explicit standards.
Misinformation to customers or inappropriate
service claims may result in customers signing
up to services that do not meet their
expectations, switching in error, or signing up
to contract terms that are deemed to be unfair.
E.g. where fixed tariff charges change midterm.
Marketing in the UK Telecoms sector has been
subject to illegal practices such as ‘slamming’
(switching a customer without their consent or
knowledge).

Ex-ante actions that can prevent this
in the English water market
Clear signposting of the ‘direction of travel’ for
any areas where the market framework is left
open at retail market ‘go live’.
Arrangements to allow retailers to choose
between a number of meters (potentially
procured by the incumbent) so that they can
provide appropriate functionality, while using a
third party AMO if they choose.
Consumer contract law.
Licence conditions requiring that contract
terms are fair.
Standard switching process.
Enforce industry codes, standards and
highlight breaches of guidelines to deliver good
consumer practice, ensure transparency and
prevent inappropriate service claims.
Explore use of wider consumer legislation
where evidence of market failure exists.
Consider the appropriate level of regulation
(e.g. self-regulation versus mandatory
standards) based on the seriousness of the
consumer detriment.
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Summary of key areas of detriment by sector (3 of 3)
Sector

Customer detriment

GB Rail

Confusion regarding pricing Customers do not have clear references or
and customer
benchmarks against which to compare prices.
communication issues
Customers are not aware of their rights and
entitlements in the event of under-delivery by
the service provider.

Adopt transparent pricing structure to enable
consumers to make informed decisions.
Capture target service levels within codes of
practice and explore options to implement
customer charter to ensure these levels are
maintained.

GB Rail

Poorly designed vertical
disaggregation and
contractual framework
between market
participants, combined with
failure to incentivise proper
network management

Licence conditions to improve accountability
and co-operation across the value chain, model
contracts.
Improvements to incumbent’s performance
targets.
Focus on how best to incentivise/ require
different parts of the value chain to work
together (e.g. wholesalers and retailers).
ORR made it a strategic priority to focus on
improving customer satisfaction with the rail
industry both in absolute terms and compared
with other similar sectors.

CCWater •
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Why this is a significant issue for
consumers?

The crisis that started with the Hatfield
derailment caused years of significant
disruption and delay for customers, and
ultimately sent Railtrack into administration.
It significantly reduced trust in the GB rail
industry.
The franchise letting process and train station
leasing arrangements make it difficult for TOCs
to deliver improvements for passengers if there
is a long payback period.

Ex-ante actions that can prevent this
in the English water market
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Drawing on this analysis, we believe there are nine main lessons
learned from other sectors, which regulators have used a range of
tools to address
Areas where detriment commonly occurs in regulated markets

Regulatory tools commonly used to manage areas of detriment

1.

Regulators may seek to set rules around areas of potential customer detriment
to prevent it from occurring. The strength of these rules depends on the
seriousness of the failure, the range of measures experienced in our
comparator sectors being:

Incumbents may apply differential pricing or terms in dominant parts of
their business

2. Incumbents may reduce service levels (e.g. to captive and high cost to
serve customers)
3. Mis-selling and misleading information is a risk during the ‘dash for
customers’
4. Incumbent actions or regulatory failures may frustrate market entry
5.

Retailers or regulatory failures may frustrate switching

6. Poor data or processes can result in mistakes during switching

7.

Complexity can lead to customer confusion

8. Unfair and/ or hidden contract terms can confuse and disadvantage
customers, especially the fringe customers (e.g. time poor)
9. Customers may be unaware of their right to switch or be disincentivised to
do so due to behavioural biases

•
•
•
•
•
•
•
•
•

Voluntary codes of practice
Regulatory guidance
Regulatory or market standards and processes (e.g. market code)
SLAs
Licence conditions
Accreditation schemes for unregulated third parties
Level playing field requirements
Primary and secondary legislation
Wider consumer legislation

Where the detriment potentially leads to higher prices than would otherwise
be experienced the regulator may:
•
•
•
•
•

Seek voluntary price reductions
Set charging rules and scrutinise proposed tariffs
Set licence conditions (e.g. no undue preference or discrimination)
Apply tariff constraints such as differentials or default tariffs
Apply price or revenue controls where market power exists

Similarly, regulators may seek to reduce complexity where it exacerbates
behavioural biases by, for example:
•
•
•
•

CCWater •
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Standards of conduct
Tariff simplification or comparability requirements
Protection for specific customer groups
Specific guidance on transparency and clarity of information
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Section 2 – Introduction and overview

Introduction and context
This independent report includes both a conceptual approach to possible types of
consumer detriment and a review of some ‘lessons learned’ across other sectors
As water and sewerage market reform progresses, CCWater has an important role to ensure consumers’ interests are being recognised and protected. This
manifests in both the activities CCWater must carry out in the lead up to greater market reform, and through your contributions to the development and
implementation of policy and regulation, and after the market has opened, when you will need to actively engage with consumers, market participants, Ofwat
and the UK Government as and when issues arise.
To do this, it is important you have a clear understanding of the nature of what these issues might be in advance of market reform. You have therefore
commissioned a study to assess the type and extent of consumer detriment arising in other markets that have undergone similar market reforms, namely:
energy, telecoms, rail and the non-household water and sewerage market in Scotland.
More specifically, the questions you are looking to answer through this study are:
• How have questionable and undesirable market participant practices led to consumer detriment?
• How may insufficient regulation have contributed to consumer detriment?
• And, in both cases, what approaches and tools were used by other sectoral regulators to address these problems?
In addition to the above, you are also seeking to answer a more conceptual question on what are the possible types of consumer detriment that could arise in the
absence of appropriate market governance, and also how these detriments could be avoided, via ex ante or ex post remedies.
We separated our approach into two parallel streams to reflect the separate areas of work you are seeking to complete. The first workstream focuses on the
review of regulatory precedent, while the second workstream answers the conceptual questions on the possible types of consumer detriment and suggested
remedies. In each case, our work was based on publicly available information.
Workstream 1
Analysis of regulatory precedent on consumer detriment

Workstream 2
Conceptual question on consumer detriment

• We considered a number of significant examples of consumer detriment
arising from questionable or undesirable market participant activity and
the regulatory reaction in each case.
• These examples cover the following four sectors: Energy, Scottish water
and sewerage retail, Telecommunications, Rail

• The second workstream addressed CCWater’s more conceptual question on
the types of consumer detriment that could arise and how such detriments
could be avoided, namely to:
• Assess the various types of customer detriment that could arise in the
absence of appropriate market participant governance; and
• Propose remedies that could prevent the above types of customer
detriment occurring.

CCWater •
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The structure and contents of this document
We have combined the workstream contents in this report to bring out the key
themes from our assessment of the various industries
Pages

1. Consumer
detriment

2. Sectoral Case
Study Assessment

3. Key Themes

CCWater •
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• Introduces the concepts of market failure and consumer detriment.
• Consumer detriment can be categorised into that arising from market failure, regulatory
failure or from consumer biases.
• This section outlines the sorts of detriment that could arise under each cause of detriment.

12 - 19

• Introduces the case study review structure.
• It describes a number of significant examples of consumer detriment arising from questionable or
undesirable market participant activity, and the regulatory reaction in each case.
• These examples cover the following four sectors: GB energy, Scottish water and sewerage retail, UK
telecommunications, GB rail

20 - 84

• Combines the results of the case study assessments with the conceptual review of consumer
detriment.
• This section summarises the lessons learnt from the case study assessment and links them back to
the ‘root’ causes of consumer detriment.
• Additionally, it presents the key considerations for the water sector in England and Wales.

85 - 101
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Section 3 – Consumer detriment

Customer and consumer detriment should be viewed through the
lens of a regulated market
It is important to address the conceptual question of what consumer
detriment is in relation to regulated markets.
Customer and consumer detriments arise in competitive markets too
and are addressed through wider regulation (e.g. controls on
advertising, competition law and other safeguards). In the context of
market opening in the water sector to all non-household customers in
England, our focus should be mainly on detriments that arise because
the market is regulated.
Key differences in regulated industries are:
• Universal service requirements;
• Public goods; and
• Elements of natural monopoly.
These factors may justify a wider consideration of detriment.
Universal service and public goods
The requirement to provide a universal service means that the whole of
society (business and domestic) is served by regulated industries such
as energy and water. The products in these markets are considered
public goods required for the basic welfare of all consumers.
‘Fringe’ customers are in the market and require protection to ensure
that they are treated fairly (see p15 for full definition). In the context of
the market opening in water, small and medium enterprises (SMEs) are
considered to be the most vulnerable to practices that may result in
customer detriment.
CCWater •
PwC

However, domestic customers should not be fully excluded from the
analysis (for example it would be undesirable if the focus on service to
non-households was achieved through the neglect of household
customers who are ineligible to switch).
Our study considers the impact on fringe customers, and focuses on
issues related to the fact that the market is liberalised.
Natural monopoly
The presence of market power in parts of the value chain presents an
opportunity for companies to leverage that power into other parts of the
value chain open to competition.
In a regulated market, measures need to be put in place to ensure that
there is a ‘level playing field’ in the competitive parts of the value chain
(usually upstream and downstream of the natural monopoly network
business). This normally involves a degree of separation between the
competitive and non-competitive parts of the value chain, along with
measures designed to ensure that competing retailers are treated evenhandedly (e.g. a market operator).
The next section sets out the sort of detriments that may arise in
markets linked to three areas of industry failure:
• Market failure;
• Regulatory failure; and
• Behavioural bias.

6 August 2014
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Interventions should be made where there is perceived value, as
customers will ultimately pay the costs
It is difficult to say definitively whether all the types of potential
customer or consumer detriment identified have a qualitative or
quantitative negative effect. In our analysis of perceived detriments we
have applied the following thinking:
• Is there a monetary impact? Are customers paying more than they
would have done in a perfectly competitive market ? Are they
paying more than they would have done under a monopoly?
• Does the potential detriment have an adverse impact on the
customer or consumer experience of the market?
• Is there a distributional impact – i.e. are fringe customers or
customers who are unlikely to be targeted by alternative suppliers
particularly disadvantaged by the potential detriment?
• Is there a competition impact that would result in detriment as the
market plays out (e.g. whether customer choice of suppliers might
be reduced in future)?
• Do the market arrangements result in customers making mistakes
(e.g. because they are confused)?

We focus on ex-ante regulation here because ex post measures are
generic to all areas of detriment. While they are useful safeguards, they
can also be ineffective because they detect detriment after the event,
with a time lag during which customer detriment continues. Examples
of ex post measures include:
• Regulatory monitoring, including complaints monitoring;
• Licence or statutory enforcement (including generic consumer and
competition legislation), code enforcement, fines and redress;
• Use of competition powers; and
• Special administration and licence revocation.
It is important for CCWater in formulating its policy going forward to
consider whether the cost of an intervention to correct a consumer or
customer detriment is likely to outweigh the benefit that will flow to
customers as a result. Customers will ultimately pay the price of
additional measures to correct consumer detriment in the new water
retail market.

We will draw out whether the perceived detriments are directly related
to the regulation or structure of the market. More general detriments
could occur in any market, and the question in this case is whether it is
desirable or achievable to apply ex-ante measures because of the need
to protect fringe customers.

CCWater •
PwC
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Consumer detriment is often largest among ‘fringe’ customers; this
is driven by specific characteristics they posses which put them
most at risk
‘Fringe’ customers can be classified based on specific characteristics. Some suggested customer classes are:
Non-household

Household

Geographic
periphery

Captive
customers

• Limited
supplier options
given
geographical
locations (or
ineligible
customers in
Wales)

• Unattractive
customers
for utility
suppliers
given the
low-margins
to serve
them/ their
limited
appetite for
add-on
services

• Could, as a
result, be
served by a
Supplier of Last
Resort (SoLR)
• Limited choice
of tariffs sand
services given
geographical
location

• Therefore in
a poor
negotiation
position

Time poor
• Possess very
limited free
time to
understand the
full range of
service and
tariff options
• Do not have
resources for a
procurement
specialist
• Additionally,
the time
required, or
perceived, to
switch supplier
is a significant
barrier to
doing so

Water
dependent

Non-domestic
use

Elderly /
disabled

Other health and
social issues

• Safety and
continuity of
supply for
domestic use
is critical to
requirements
(e.g. hospitals
and care
homes)

• Suppliers are
not obligated
to provide
water for
non-domestic
use (although
in reality they
will seldom
refuse a small
request)

• E.g. limited
awareness of full
range of payment
methods /
schemes or tariffs

• E.g. health issues
that require
access to water
and fuel

• This may
create
anxieties
around
switching
away from
the
incumbent

• There is a
degree of risk
these
customers
could find
themselves
without
service

• E.g. limited
access to current
and updated
information –
elderly typically
do not have
access to
broadband
connection
• E.g. greater need
for utilities
exacerbates
vulnerability

• E.g. water and
fuel poverty
• E.g. difficulty in
reading or
understanding
utility bills, and
service offer
• E.g. limited
understanding of
how supply is
calculated
• E.g. rural
communities

Source: PwC analysis, discussions with CCWater
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Consumer detriment can arise from three key industry failures

Market failure
• Market power and informational asymmetries
leading to allocative, productive or dynamic
inefficiencies

Regulatory failure
• Where the regulator itself causes market
distortions through poorly designed regulation

• Policies that lead to sub-optimal innovation.

• Market changes over time and regulations do
not adapt.

• The sub-optimal provision of a public good
may also result in market failure leading to
consumer detriment.

• The regulator fails to provide an appropriate
market framework for a well-functioning
market.

Behavioural biases
• Behavioural economics is increasingly being
used by regulators to understand the reasons
why real consumer behaviour may diverge
from that predicted
• In other words, why actual consumer
behaviour may depart from the “rational”
behaviour assumed by mainstream economics
• Behavioural bias often leads to sub-optimal
outcomes for consumers.
• The most readily quoted cause is cognitive
limitations in decision making, e.g. consumer
myopia.

CCWater •
PwC
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Market failure

M1 Market power

M2 Imperfect
Information

M3 Innovation
disrupters

M4 Public goods *

Description

• Situation where firms have
the ability to raise prices
profitably above a
competitive benchmark
• Arises whenever a firm
faces a downwards sloping
demand curve for its
product

• Situation where the
amount of information
available to an individual
falls short of some ideal
benchmark (e.g. amount of
information it is rational to
have, after factoring search
costs into analysis)

• From a static view, lower
market concentration may
increase welfare for
consumers in short run,
but it may lead to
consumer detriment in the
long run if it slows down
the rate of innovation

• Pure public goods are
goods (e.g. national
defence) which are non
rival, i.e. consumption of
the good by one person
does not diminish the
ability of others to
consume the good

What factors give rise to
this?

• Barriers to entry derived
from legal entry
restrictions or structural
market characteristics
• Barriers may include:
economies of scale, sunk
costs, absolute cost
advantages and product
differentiation and
switching costs

• Existence of market power
might fail to incentivise
firms to minimise search
costs, in order to increase
their market power or their
ability to discriminate
where products are sold in
primary markets which are
associated with secondary
markets

• Failing to take impacts on
innovation into account
could lead policymakers to
choose sub-optimal policy
regimes

• Consumers have an
incentive to free-ride by
receiving the benefits of
the public good but leaving
others to pay for its
provision.
• Consequence is that free
markets are unlikely to
provide an appropriate
level of the public good

How this leads to
consumer detriment?

• Whole society suffers
through deadweight loss
• Firms transfer money from
customers to shareholders
• Rent-seeking, productive
inefficiency and dynamic
inefficiency all cause
consumer detriment

• May end up not buying the
cheapest product available
in the market (given the
level of quality); or buying
a product that did not
really suit their need

• A high concentration
maximises economies of
scale in the short run,
benefitting consumers if
they are reflected in prices
• In the long run innovation
is stifled, restricting
choices and efficiences

• May cause consumers to
suffer detriment, unless
the government mandates
the optimum level of the
public goods, which is
inherently difficult

Source: Europe Economics; PwC analysis

CCWater •
PwC

*Concept of public goods is closely related to the wider issue of externalities
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Regulatory failure

R1

Poorly designed
regulation

R2 Changes through
time

R3 Acts of omission

R4 Regulatory
barriers to entry

Description

• A policy may not target the
cause of the problem
and/or may create further
distortions to the market

• A policy was appropriate
when first introduced,
however circumstances
may have changed so that
it is no longer appropriate
or effective

• Failure to implement
robust market boundaries
or act on market when
failures occur

• Some entry barriers are
created by government or
regulatory interventions
• These may lead to market
power creation

What factors give rise to
this?

• This may be due to poorly
defined objectives,
unintended consequences,
failures of implementation
and enforcement,
regulatory capture, or selfinterested behaviour on
the part of the regulator

• Failure to take action / lack
of flexibility by regulatory
• Poorly designed regulation,
which did not anticipate
market developments
• Lack of market data to
notify regulator of
regulatory failure

• Failure to create a
framework for functioning
markets
• Failure to take action to
address market failures

• Regulatory entry barriers
may include: licensing
regimes, administrative
costs (e.g. mandatory
regulatory reporting), exit
barriers, entry inspection
costs

How this leads to
consumer detriment?

• Consumers may suffer
from higher prices if tariffs
on imports from cheap
consumer goods from
other countries are
imposed

• Product bans and
restrictions, which initially
protected consumer (e.g.
new health products that
where side-effects where
unclear at first)

• Markets malfunctioned
due government or
regulators failure to create
this framework
• Detriment due to avoidable
market failures

• Undesirable changes to
industry concentration or
firm structure
• Reduction in small firms,
through high admin. costs
may harm innovation

Source: Europe Economics; PwC analysis
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Section 3 – Consumer detriment

Behavioural biases

B1

Anomalous
preferences

B2 Cognitive
errors

Description

• Consumers’ preferences
may not always reflect the
assumptions made by
mainstream economics
(e.g. they may not be
rational)

• Due to cognitive
limitations consumers may
take sub-optimal decisions
given their underlying
preferences (e.g. decisions
based on limited foresight).

What factors give rise to
this?

• Status quo bias: people
prefer options which are
currently being used, above
the objective value of those
options
• Default bias: people are
more likely to choose an
alternative which is
indicated as a default e.g.
risk aversion, framing

• Limited foresight or
consumer myopia:
consumers’ failure to
predict future
consequences of their
decisions
• Framing: poor choices due
to manner in which
problem is structured

How does this lead to
consumer detriment?

• Preference-based theories
which may reduce the
extent of consumer
switching between firms,
as companies implement
pricing across product
attributes to encourage
customer loyalty

• Regulators failing to
account for cognitive errors
when creating regulations
• Firms manipulating or
exploiting consumers to
their own advantage

Source: Europe Economics; PwC analysis

CCWater •
PwC

6 August 2014
19

Sector case studies: introduction

CCWater •
PwC

6 August 2014
20

Section 4 – Sector case studies: introduction

Case study review structure

Each sector review follows a common structure.
Market background

Cause of consumer
detriment

Description of important
historical background relevant to
the case study, including:

A review of the consumer
detriment and its cause.

1. Market structure

Type of consumer detriment

- Market layout
- Structural changes (if relevant)

- Description of consumer
detriment
- Extent / materiality of the
consumer detriment

2. Description of participants
- Current participants
- Exits / new entrants

3. Description of authorities

- Legislative & regulatory
interventions

CCWater •
PwC

Regulatory response
A description of the regulatory
response, reasoning for the choice
of tool or approach and
description of market reaction.

Regulatory response

Implications &
lessons learnt
A summary of implications and
lessons learned from the case
study for the water sector.

P

Summary of
implications

P

Lessons learned

Tool / approach use to
mitigate detriment
Cause of consumer detriment
- Causes arising from; marketspecific (or market-wide)
regulatory, behavioural failures
- Questionable and undesirable
behaviour by market participants

Market reaction /
commentary on intervention
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Section 5 – Case Study 1: GB Power & Gas

The electricity market is vertically unbundled across the value
chain. The main customer interactions take place with suppliers
and distributors
UK electricity market structure
Generation

The UK electricity and gas sectors have similar structures. Broadly, the activities of
generation/shipping and supply are competitive, whilst the monopolistic activities of
transmission and distribution are regulated.

Transmission
Super grid

Generation of power is dominated by large centralised power stations
supplemented by renewable generation and international interconnectors.
Distributed generators (small-scale generators) feed power directly into the
distribution networks rather than the Transmissions system.

400kV / 275 kV

Supply

Distribution

Transmission of the power across GB is via the National Grid in England and Wales
and Scottish Transmission system in Scotland. The transmission systems are
operated by the System Operator (SO), National Grid Electricity Transmission
(NGET) plc. Electricity transmission assets are owned and maintained by regional
monopoly Transmission Owners (TOs).

Grid

132kV
Primary
33 kV

Distribution of power is supplied by 14 regional Distribution Network Operators
(“DNOs”) to domestic and commercial consumers over c.800,000km of overhead and
underground cables and step down transformers (132kV and below); and

11 kV

Supply of power to consumers, is the process of selling power to the end consumer
as distinct from the physical access to the networks. There are multiple licensed
suppliers across the UK, some of whom are independent and some of whom are part
of vertically and/or horizontally integrated companies.

415V / 240V
Secondary

Points of customer interaction
Supply

Distribution

• Supply companies handle all retail contacts, which include set-up
processes, informing customers on tariff options and establishing /
renewing contract terms
• Suppliers may also be approached by customer with complaints given they
are typically the companies that customers relate most to energy provision

• Distributors take calls on supply interruptions and fix outages, which
impacts how customers’ complaints are handled
• Distributors also take metering problems

Source: Ofgem 2014; State of the Market Assessment, March 2014
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Section 5 – Case Study 1: GB Power & Gas

The market structure for gas involves similar segments to
electricity with distribution and supply having the main customerfacing activities
UK gas market structure

National
Transmission
System (NTS)

Producers operate Offshore Facilities in over
100 fields beneath the sea around the British
Isles. In addition, Liquefied Natural Gas (LNG) is
delivered to specific terminals (e.g. Isle of Grain)
by sea. Whilst gas shippers bring gas onshore to
beach terminals and trade capacity and gas.
Gas transmission is undertaken via the high
pressure National Transmission System (NTS),
which is owned and operated by National Grid.
The NTS consists of more than 6,600 Kilometres
of pipeline operating at pressures of up to 85 bar.
The NTS supplies gas to 40 power stations, a
small number of large industrial consumers and
the twelve Local Distribution Zones (LDZs),
which are organised in eight Distribution
Networks (DNs)
Eight regional Distribution Networks contain
pipes operating at lower pressure which
eventually supply the consumer. Historically the
DNs were owned and operated by National Grid.
In 2006 four of these networks were sold to other
companies. Therefore, at present, distribution
companies include National Grid Gas
Distribution, Wales and West Utilities, Northern
Gas Networks and Scottish and Southern Energy.
Supply is competitive and involves the same main
players as for electricity.

Source: Ofgem 2014; State of the Market Assessment, March 2014

CCWater •
PwC

6 August 2014
24

Section 5 – Case Study 1: GB Power & Gas

The supply market saw considerable consolidation, however only
after full market opening in 1998
In 1998, fourteen of the fifteen original incumbent energy suppliers remained
Market
fully
liberalised
No. of
players

Retail
market
player
actions

Customer
switching

1998

Late 1990s

Early 2000s -

Domestic supply market share *, Jan 2014
Electricity
5%

14 regional
suppliers

Dash for
customers

Market
expansion

Fixed
prices

~ 30
suppliers

Suppliers
manage
procurement
risk

Market
contraction
& new
entrant
failure

Working
capital
concerns

Big 6 (95%)

11%

~10 small
suppliers (5%)

Market
consolidate

24%

11%

18%

15%

Focus on
high-value
customers

17%

Gas
High (20%)

Lower (c.16%)

The GB electricity sector saw numerous changes of ownership, but very little consolidation, prior
to full market opening. At the start of 1998, fourteen of the original fifteen incumbent energy
suppliers remained; in the subsequent five years this number fell to six as businesses merged to realise
scale economies (contemporary commentary talks of “critical mass” at five million accounts) and to
create balanced vertically integrated groups.
Most new entrants over the past decade have subsequently exited for a variety of reasons.
Entrants that did build scale, such as TXU Energy and Atlantic Electric and Gas, were acquired by the
former incumbent suppliers. Those that remain serve approximately 5 per cent of the market. There are
complexities of entry and expansion, in particular the difficulty that entrants have in securing adequate
access to wholesale energy supplies.

5%
10%
39%

11%

12%

14%
Centrica
E.ON
Smaller suppliers

EDF
Npower

9%
SSE
Scottish Power

* Meter Point Administration Number (MPAN) data
Source: State of the Market Assessment, March 2014
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Section 5 – Case Study 1: GB Power & Gas

The high concentration of the energy sector may lead some
suppliers to act in ways which are detrimental to the consumer
Market concentration could be increasing
the likelihood of co-ordinated behaviour
among the ‘Big 6’

Supplier market shares
Six large companies with vertically integrated generation, production and supply now together hold more
than 95% of the market share in each of the retail gas and electricity markets. The non-domestic market is
less concentrated but the same six suppliers hold the majority of market share between them within the
electricity market. This is not the case with the UK gas market. The market shares of the six largest
suppliers in the supply of domestic electricity have remained at between 11 and 25 per cent each
throughout the period.
Market shares in incumbent regions for the electricity suppliers remain materially higher than their
overall market shares. For domestic gas, while Centrica’s former monopoly on gas customers has
continued to be eroded, with the five other large suppliers now each having between 10-16 per cent
market share, Centrica still retains a 40 per cent market share.
Supplier pricing and regulatory controls
Ofgem set price controls just before full market opening. These fixed the maximum price that the
monopoly suppliers could charge domestic customers. These price controls remained in place when the
markets were first liberalised. They were removed in stages between 2000 and April 2002.
Ofgem consulted widely before removing price controls. The decision was based on the view that
competition was developing well at the time and that the Competition Act 1998 would deter companies
from abusing any market power they held and provide Ofgem with sufficient powers to tackle any abuse.
Ofgem also highlighted the risk that, with competition developing, maintaining price controls could
distort competition.
The history of new entry, the lack of a competitive fringe and the inability of any new entrant to grow a
business of significant scale without being acquired, is of concern to Ofgem. The ‘Big 6’ pursued a
strategy of differential pricing, targeting the keenest, lowest margin prices at the most active part of
the domestic market, while sustaining higher prices for their less active customers. New entrants and
small suppliers seeking to grow do not possess the historic endowment of a large base of stable, inactive
customers.

* Meter Point Administration Number (MPAN) data
Source: State of the Market Assessment, March 2014
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The pricing policies of the ‘Big 6’ may serve, therefore, as a form of barrier to efficient entry to the
market as prices and margins are low in the most active part of the market and acquisition costs are high
in other parts
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The industry is regulated by Ofgem, with network companies
subject to price controls
Key characteristics of the legislative and regulatory
framework are:
Legislation & Policy

Non-customer contact areas
• Legislation & Policy: The delivery of UK energy policy goals are the responsibility of the
Department of Energy and Climate Change (DECC), with the legislative framework provided by
the EU and the UK Government.
• Parliamentary scrutiny is provided through bodies such as the Energy and Climate Change
Committee, the Public Accounts Committee and the Regulatory Reform Committee.
• Licensing & Economic Regulation: Transmission , Distribution, generation and supply
Companies are licensed and regulated by the Gas and Electricity Markets Authority (GEMA)
which operates through Ofgem. Network companies are subject to price controls, suppliers
and generators are not (as there is competition in these market segments).

Direct
UK & EU
policies

• Health & Safety: The Health and Safety Executive (HSE) is responsible for standards for
health and safety performance at the workplace.
Licensing &
economic regulation

Health &
safety

Customer contact areas

Regulatory
reporting

Network
Companies
and suppliers

Area

Source: State of the Market Assessment, March 2014
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Customer focus

Reporting

Transmission and Distribution
Companies required to prepare
annual audited statutory Financial
Statements, audited Regulatory
Accounts and to submit a series of
regulatory returns to Ofgem.

Suppliers are required to report
information to Ofgem (e.g. complaints
data, weekly supply market indicators,
information on smart metering). This
informs Ofgem of developments in the
market.

Consumer
& public
scrutiny

Consumer representation duty has
recently passed to Citizens’ Advice.
Energy Ombudsman is also available.

Single contact point for consumers to
launch their complaints should
facilitate handling procedures.

Right to
appeal

The Competition and Markets
Authority (CMA) has the powers to
review proposed company mergers or
allegations of abuse of market power
and to undertake market reviews.
Ofgem can refer suspect companies.

Companies can appeal against
Ofgem’s regulatory decisions or
proposed licence modifications to the
CMA.

1.Statutory
reporting

2 Consumer and
public scrutiny
3. Right to appeal

Description
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Customer eligibility thresholds for competition were gradually
lowered and price controls lifted as energy competition developed
Electricity market:

Gas market:

The eligibility threshold for customers to switch reduced progressively
during the 1990s.

Gas market opens for large users at privatisation (1986) >25 ktherms.

The portion of the market subject to supply price controls also reduced,
with retail price controls lifted entirely in 2002.

Ofgem began winding back price caps incrementally a couple years post full
marketing opening in 1998

1990

Competition for
large users
(>1MW)

1992

1990

(RPI-X) for all
customers

1994

Threshold reduced
to 100kW

1996

(RPI-X) for
customers using
<100 kW

First competitive
gas supplier enters
the market 1990.
Threshold reduces
to >2,500 therms
Trial of domestic competition*
(1st phase) Apr 1996

Threshold reduced
to 0kW in 1999

2002

1994

1996

2nd & 3rd phases: 1997

1998

2000

1992

1998

maximum prices for
customers using
<12,000 kWh per year

Gas market fully
open May 1998

maximum prices for two
basic domestic tariffs

2000

2002

In April 2000, Ofgem
removed price controls
on customers who paid
by direct debit but
retained price controls
for prepayment,
standard credit and
prompt pay customers.
In April 2001 Ofgem
removed price controls
on British Gas but put in
place a relative price cap
for prepayment
customers.
All remaining price
controls were lifted in
April 2002.

* 1st phase: SW England; 2nd phase: Devon, Avon, Sussex, N England and Scotland; 3rd phase: remainder of GB in 5 tranches
Source: State of the Market Assessment, March 2014
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Section 5 – Case Study 1: GB Power & Gas

There may be historic characteristics of the UK energy market that
could inherently fuel detrimental supplier practices for consumers
Market characteristics which may cause consumer
detriment
Market characteristic

Consumer detriment

• Classification of micro-businesses
• Poor customer data and nonstandard reporting

Objections to transfer

• Use of unregulated TPIs
• Classification of micro-businesses

Mis-selling to customers
(all media)

• Market lacking in voluntary codes Customer confusion with
Energy market
of practice
• Confusion over the impact of
smart meters
• Former regulated monopoly
market
• Supplier of last resort
• Poor customer switching data

Differential pricing
(especially ‘no undue
discrimination’)

• Vertically separated entities with
multiple customer facing points
• Classification of micro-businesses
• Use of unregulated TPIs

Poor complaint handling
procedures

Before full market opening, the current suppliers (‘Big 6’) were all formerly regulated
monopolists in their incumbent regions. As competition developed, the most price-elastic
consumers switched away from the former incumbent to other suppliers. Consumers with the
former incumbent supplier tend to be relatively price inelastic and may also have a higher
cost to serve (e.g. customers in a geographic periphery, captive customers). This therefore
allows suppliers to segment the market into active and inactive. As such, they are able to
charge inactive consumers more than active customers. Inactive customers may proffer
higher margins, while suppliers compete more intensely for active customers.
2. Classification of micro-businesses
Concerns about the way micro-businesses are treated, especially in comparison with domestic
consumers. Citizens Advice believe micro-businesses should receive the same protections as
domestic consumers unless a reason can be shown for it to be otherwise.
3. Poor customer data and non-standard reporting / billing
The energy industry has historically been poor in ensuring suppliers store and report
customer data in an uniform manner. This has contributed to customer confusion in
understanding utility bills.
4. Vertically separated entities with multiple customer facing points

• Market lacking in voluntary codes Contract terms not in
consumer interests (e.g.
of practice
rollover)
• Poor customer data and nonstandard reporting

CCWater •
PwC

1. Former regulated monopoly market

The separation of vertically integrated entities has proven difficult for customers. This has
historically provided no single point of contact for all customer enquiries.
5. Market lacking in voluntary codes of practices
Suppliers have historically used different approaches for reporting to or billing customers,
which has contributed to customer confusion.
6. Unregulated Third Party Intermediaries
TPIs until recently were unregulated with little incentive to improve consumer benefits given
they were not the supplier. This led to poor consumer experience and negatively impacted
future consumer engagement.
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Regulatory activity affecting consumer detriment matrix

Customer detriment classification:

Objections to
transfer

Mis-selling to
customers (all
media)

B1

M2

Customer
confusion with
Energy market

M2

B1

Differential
pricing

M1

Poor
complaint
handling
procedures
M1

R2

Contract terms
not in consumer
interests
(rollover)
B2

Non-household (NHH)
Supplier licence condition 7A
Supplier licence condition 14

P

Standards of conduct *

P

Interventions on 3rd party
intermediaries (TPI) *
Reminder of existing licences **

P

P

P

P

P

P

P

P

P

P

P

P

Deemed rates *

P

P

Household (HH)
Undue discrimination licence
condition

P

Mis-selling fines

P

P

Standards of conduct *

P

P

P

Billing & customer
communication improvements *

P

P

P

Tariff simplification *

P

P

Consumer Complaints Handling
Standards Regulations **

P

* Action forms part of the RMR (NHH & HH); ** Affects both household / non-household customers too
Source: Ofgem 2009, 2011, 2012; 2013
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Section 5 – Case Study 1: GB Power & Gas

Objections to transfer

Cause of detriment

Regulatory action

Transfers are a greater concern for businesses than for domestic consumers.
They represent around a quarter of the reason for contacts from small
businesses with their suppliers, and particularly focus on problems due to
contracts and supplier objections.
• This may partly be a function of the higher switching rates and greater
prevalence of fixed term contracts in the non-domestic market.
Suppliers objecting to customers wishing to leave makes the switching process
onerous and can be a detriment to competition in the market through lower
switching rates.
In fact, 17% of the reasons given for dissatisfaction with the experience of
switching was attributed to attempts by the existing supplier to block moves.
Reasons for dissatisfaction with the experience of switching or
seeking to switch energy supplier 1
33%
Difficult,
timeconsuming
process

27%
Unclear,
inaccurate
information

Attempts by
existing
supplier to
block move

17%
Hidden
charges /
costs

11%

Complicated
to compare
suppliers

6%

9%

Pressurised
into making
switch

Constant frustration of a cumbersome switching process, driven by high
numbers of supplier objections, may reduce customer switching. This can lead
to lower switching rates, reduced competition and ultimately cause delay and
possibly detriment to the consumer.

Source: Ofgem 2009, 2011, 2012; 2013; 1 Quantitative Research into Non Domestic Customer
Engagement and Experience of the Energy Market, 2012
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SLC 14
SLC 14 prohibits licensees from domestic and non-domestic customer transfer
blocking (“objections”) except in certain circumstances in relation to nondomestic customers. In their October 2012 consultation, Ofgem set out a
number of concerns that were raised regarding the objections process.
Given the developments seen in the March 2013 review and the few responses
supportive of changes to the licence received, Ofgem did not consider any
changes to the licence condition SLC 14 were required. Ofgem encouraged
industry to resolve these issues without specific regulatory intervention.
Nevertheless, the proposed SoC would cover objections to transfer.
Standards of Conduct (SoC)
The scope of the proposed SoC will cover transfers, which includes the
contract terms suppliers may use to object to a transfer. Evidence of suppliers
being consistently obstructive or relying on unfair terms to object to a
customer leaving may be in breach of these standards.
An example of this is the new drafting of the SoC sub-clause SLC 7B.6, which
outlines that in instances of a conflict between the SoC and SLC14, the SoC will
prevail. The SLC 14.2 currently allows supplier to object to a non-domestic
customer switching as long as they have specified this in the contract,
regardless of how onerous the term. The proposed SoC (specifically clause
7B.6) ensures that when a supplier objects to a transfer, the reasons for doing
so are fair.
Monitoring supplier switching data
Ofgem is seeking to improve the monitoring of supplier switching data.
Initially, Ofgem proposed to access regular data from more centralised
industry sources, however due to a number of objections a combination of
industry and supplier data will be collected. They will then assess the best
means of monitoring this in the future.
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Objections to transfer

Implications
Several improvements have been observed
By March 2013, the following developments were seen after Ofgem encouraged
industry to resolve these issues without regulatory intervention:
• Multiple invalid registrations - at least one supplier has amended their
processes to ensure they do not have a protracted re-application process by
limiting the number of times they will re-apply for a customer;
• Reduced number of objections – objections to transfer have started to
decline since higher focus was placed on this area.
Ongoing assessment of suitability of current licence conditions
Despite regulatory reminders of the existing safeguards in licences, voluntary
data submissions from suppliers to Ofgem show that most suppliers still object
to approximately a quarter of attempted transfers. Objection rates for a
number of suppliers appear to have fallen over the past year.
Ofgem remains concerned about the possible use of the objections procedure
to frustrate business customer switching. Their evidence shows that some
suppliers have a high level of objections and/or a significant number of
objections that are subsequently withdrawn.
Ofgem’s proposed action is to write to these suppliers to seek explanations,
examine the reasons for objections and assess whether existing licence
conditions have been breached. As a result of these assessments, Ofgem will
consider whether new licence conditions may be necessary. 1

Conclusion / Summary
If consumers are consistently frustrated by the switching process, or face
financial penalties, then they will be less likely to switch in the future,
diminishing competitive pressure on suppliers.
Need for regulatory enforcement

A key determinant in the success of the measures applied will be the way
Ofgem regulates and enforces the Standards of Conduct throughout the
market. Upon consultation on ways to enforce these, Ofgem concluded in
November 2013 that an Enforcement Decision Panel (EDP), supported by a
Secretariat, will enforce the SoCs.
The EDP has been established to take important decisions in contested
enforcement cases on behalf of Ofgem. These decisions can involve imposing a
significant financial penalty on energy companies when they break regulatory
rules. The EDP will help Ofgem to protect consumers’ interests in dealing with
enforcement cases whilst maintaining the separation between its internal
investigation team and this independent decision making panel.

Ofgem announced, on April 2014, the members of the newly-created EDP2.
It therefore appears Ofgem has taken a proactive stance to investigate and
potentially fine suppliers over non-compliance with SLC 14. In 2012, Ofgem
opened an investigation into whether British Gas Business is complying with
the requirements with non-domestic customer transfer blocking under SLC 14.
In May 2014, Ofgem confirmed the proposed financial penalty on British Gas
of £800,000.

Source: Ofgem 2009, 2011, 2012; 2013; 1 The Retail Market Review - Findings and initial proposals, March 2011; 2 Ofgem website 2014
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Mis-selling to customers (via various media)

Cause of detriment

Regulatory action

The 2008 Energy Supply Probe highlighted the problem of mis-selling of
energy contracts, where customers were switched without consent, pressurised
into switching, or misled about the deal they were being offered. Ofgem
emphasised that these practices could undermine confidence in the switching
process and dampen competition.

In October 2009, Ofgem introduced tougher obligations to prevent misselling for domestic customers specifically. These included the following:

Reasons for mis-selling:
Common sales practices which lead to contract mis-selling include:
• Failure to train and monitor own staff, or staff employed by agencies

• “Hotline” set up for consumers to provide any evidence of mis-selling
• Suppliers need to be proactive in preventing mis-selling to customers both
face to face and over the phone
• Suppliers selling contracts face-to-face were also required to provide
customers with an estimate before any sales were concluded
• Customers to receive comparison of supplier's offer versus current deal

• Provision of incorrect information to customers on the doorstep and phone

Business Protection from Misleading Marketing Regulations

• Management failure to prevent the mis-selling of contracts
• Insufficient attention to energy sales rules

Since Nov 2013, Ofgem has new powers to act against brokers and TPIs that
are marketing energy products or services to businesses in a misleading way.

• Poor auditing mechanisms

Proposals for regulating non-domestic TPIs

• Failure to provide key terms of a contract before it was signed or provided
incomplete terms

During 2013, Ofgem undertook development of a draft code of practice for
TPIs to non-domestic customers. It sets out the standards that TPIs should
meet when interacting with consumers, including, professional and honest
behaviour, transparency of information and effective monitoring. This will
serve as an accreditation scheme through Ofgem.

Third Party Intermediaries (TPIs)
There is evidence that some TPIs are unprofessional and misleading in their
conduct and offerings. This leads to poor consumer experience and negatively
impacts future consumer engagement.
Respondents to the RMR consultation in 2011 cited the following poor
behaviour:
• Misrepresentation of information
• Lack of transparency about commission charges
• Poor quality of customer service
• Inconsistent advice
Source: Ofgem 2008, 2009, 2011, 2012, 2013
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This code of practice, and its principles, are the basis of four regulatory and
two governance options which were published in February 2014. These
options are presented below arranged by the degree of regulatory intervention:
Regulatory option
1) Maintain the status quo
2) Voluntary code of practice
3) TPI code of practice underpinned by a licence condition
on suppliers to work only with TPIs accredited to this code
4) Licensing of non-domestic TPIs

- Ofgem’s preferred option

Governance option
A) Ofgem responsible for
governance of the code of
practice
B) Independent industry board
responsible for code of practice
governance
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Mis-selling to customers (via various media)

Implications

Conclusion / Summary

Fines for mis-selling
The more severe obligations introduced in 2009 are underpinned by tougher
sanctions than those available under more general consumer protection law.
Additionally, a period of closer supplier supervision by Ofgem to underpin the
tougher obligations explains a rise in fines post-2009.
Date

Supplier

Fine

May 2014

E.ON

£12m

May 2012

SSE (Scottish Hydro, Southern Electric and Swalec brands)

£1.25m

Mar 2012

EDF Energy

£4.5m

Jul 2011

British Gas

£2.5m

Dec 2008

Npower

£1.8m

Nov 2002

EDF (then London Electricity)

£2m

TPIs play a crucial role in empowering consumers to engage with the market.
As such, their importance means appropriate standards, be they regulatory or
voluntary, are required. These will let TPIs continue to offer a valuable service
to consumers, and the consumer can be confident with the services that TPIs
offer. The code of practice for TPIs underpinned by licence conditions was
perceived to be needed by a large portion of the industry.

Consumer benefits of proposal for TPIs
Ofgem believes a TPI code of practice should be established, underpinned by a
licence condition on suppliers to work only with TPIs accredited by this code,
along with a new governance structure with an independent industry board
responsible for code of practice governance. Ofgem expects this will lead to the
following benefits:
• Improved transparency, fairness and effectiveness of TPIs
• Increased scope for TPIs to offer the best possible service to consumers
• Ensures shared accountability between TPIs and suppliers
• Improved consumer engagement and trust
• Will not restrict the ability of TPIs to offer innovative products and services
Source: Ofgem 2009, 2011, 2012; 2013
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Customer confusion with Energy market

Cause of detriment
In 2008, Ofgem launched the Energy Supply Probe to address concerns over
competition in the retail market, which found that there were a range of
features that significantly weakened competition. Two of these were directly
relevant to customer confusion in the energy market:

Regulatory action
Retail market review (RMR) 2013 (for domestic customers)
As part of the RMR, new rules on tariff choices will be implemented through
standard conditions of the electricity supply licence and gas supply licence:

• Widespread confusion amongst consumers over energy tariffs.

• SLC 22B: Limits the number of core tariffs, imposes rules on discounts,
bundles and reward points.

• Inadequate information provided to customers in their bills.

• SLC 22A: Imposes unit rate and standing charge requirements.

Ofgem has identified a number of key reasons why the energy market is
perceived to be complex. These include the following:
• High number of tariffs. A consistent message from Ofgem’s consumer
research over recent years is that people find and/or perceive the number
of tariffs to be too high to allow them to assess their options properly .
• Complex structure of tariffs. Ofgem has heard directly from
consumers that a lack of standardisation in the presentation of tariffs and
tariff information is a cause for confusion. Consumers are unable to
establish whether they are comparing “like with like”, and are generally
confused by the range of technical terms used.
• High number of components of energy tariffs. Over the course of
several years of Consumer First Panel discussions, many Panellists have
said that they are confused by the number of components of energy tariffs
such as standing charges, tiers, unit rates, discounts, cash back,
termination fees, loyalty bonuses and bundled products.

Source: Ofgem 2008, 2009, 2011, 2012; 2013

CCWater •
PwC

• SLC 22C: Supply must be offered on the basis of a Fixed Term contract.
Stripping away tariff complexity (for domestic customers)
Suppliers have been required to eradicate complex and confusing multi-tier
retail tariffs for domestic users. They are now limited to no more than 4 tariffs
for each product offered (e.g. variable electricity, fixed electricity, fixed dual
fuel). New tariffs must be introduced to allow simple comparison and must
include both a standing charge and a per kWh rate. Suppliers must use a
defined Tariff Comparison Rate (TCR) tool . Suppliers will only be allowed to
keep customers on tariffs that are no longer offered if they offer value for
money and, if not, they must transfer the customer onto an ‘evergreen’ tariff,
which do not require contract renewal.
Arming customers with better, more relevant information
Suppliers must now make sure customers are well informed about their tariff
choices and understand the invoices details. They are required to present all
their tariffs using the TCR tool that helps customers compare tariffs across
various suppliers. They must provide regular information on bills and annual
statements to their customers on what the cheapest tariff could be based on
current consumption. Suppliers have been required to amend the layout of
their invoices so any price increases are clearly identified. Since 2009,
suppliers must provide an annual statement to each customer summarising
their usage and the average rates charged.
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Customer confusion with Energy market

Implications
The implications of measures to simplify tariffs and enable costumers, by
providing them with greater access to clear information, are hard to review
given their recently implementation. However, there are studies which shows
considerable benefits towards customers.

Ofgem analysis shows that historically an individual customer looking to
compare the market would have been faced with 117 core tariff choices from
the incumbent suppliers, including White Labels but excluding small
suppliers, if they paid by direct debit. The measures implemented aim to
reduce this number to c.48, a reduction of around 59 per cent.
Additionally, a simple two part tariff aims to remove the complex structure of
tariffs. This will ban multi-tier rate tariffs and mitigate the confusion this
complexity creates in consumers in relation to energy tariffs. Consumers are
expected to benefit from these simpler structures and consistent approach, as
this will help them understand their tariffs and better assess the alternatives.
The proposed simplification rules for discounts, bundles and reward points
will limit the number of components linked to energy tariffs, and ensure that
they are expressed in a standard and consistent way.

Conclusion / Summary
Consequences of limiting number of tariffs
There are several in the industry who argue that restricting the number of
tariffs on offer to just four could make it harder for energy companies to offer a
range of green energy and time of use tariffs, which according to some
predictions should become increasingly popular as smart meter technologies
become more prevalent. Advocates of smart meters have long argued the
technology will enable the development of more personalised tariffs that
would be used to encourage households to use less energy at times of peak
demand, generate more of their own power using onsite renewables.
Although the interventions relating to tariffs in energy relate primarily to
domestic customers, there are lessons that can be learned for small nonhouseholds in the water and sewerage retail market, especially ‘time-poor’
customers. Tariff and other complexity may well affect these customers, and
decisions will need to be made whether it is worthwhile to intervene to protect
these customers. There is a trade-off between reducing complexity and stifling
tariff and service innovation by competing retailers. As with any regulatory
intervention, there is also a risk of unintended consequences if the
intervention is not carefully designed.

The proposals to improve consumer protection safeguards both in evergreen
and fixed term offers should help provide predictability and improve trust in,
and understanding of, the energy market in general. Additionally, the proposal
should reduce barriers for consumers accessing fixed price products.

Source: Ofgem 2009, 2011, 2012; 2013
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Differential pricing

Cause of detriment
Broadly, factors which allow suppliers to price differentially can be split
between market failures and consumer preference. Factors include :
• lack of information;
• barriers to switching;

• locked in consumers; or
• consumer preference.
Price differentiation that is not cost reflective is likely to be related to market
failures, and more likely to be symptomatic of consumer detriment.
Price discrimination that purely reflects consumer preferences is less likely to
inflict consumer detriment and is a weaker motivation for intervention to
protect consumers.
The initial findings report of Ofgem’s Retail Market Review found a number of
significant pricing differentials that could not be readily explained by
differences in costs. Key areas of concern were:

Regulatory action
SLC 25A
Two new licence conditions were adopted in April 2009 by Ofgem:
• Cost-reflective pricing requirements in respect of terms and conditions or
different payment methods. This condition was introduced to better reflect
obligations imposed by EC Directives* (Licence Condition A – SLC 25A);
• No sunset clause given that it reflects existing EC obligations.
• Prohibition of undue discrimination in any terms and conditions offered to
consumers, with a sunset clause of three years (Licence Condition B – SLC
25A).
• Sunset clause reflects Ofgem’s expectation that the full package of
measures proposed in the ‘Energy Supply Probe’**, will accelerate the
transition of energy supply markets to fully effective competition and
that, over time, those measures alone will be sufficient to guard
against undue discrimination.

• Differentials between payment methods between regions and between
fuels.
• Non-cost reflective pricing structures had significant detrimental
impact on the consumers affected.
• Furthermore, fringe groups, which tend to be more vulnerable to
industry failures, were more prevalent in the market segments where
higher detriment to consumers was identified.

* The following proposals were not pursued: 1) relative price controls, and 2) prohibition of ‘cross subsidy’ between gas and electricity supply
* Annex A(d) of EC Directives Directive 2009/72/EC - Ensure suppliers are unable to discriminate between customers and prices must be costs reflective; **Published April 2009
Source: Ofgem 2009, 2011, 2012; 2013
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Differential pricing

Implications
Ofgem committed to review the operation of the SLC 25A and published an
assessment of progress in The Retail Market Review, March 2011. Since
introduction of the SLC 25A:
• Average differentials between suppliers’ in-area and out-of-area standard
tariffs reduced from over £30 to around £13 in January 2011, per
customer, per year
• Maximum average differentials fell from £55 to £17 per customer per year
While this appears to be a compliant response by suppliers, Ofgem noted that
the changes in these differentials are in part due to the threat of enforcement.
• In June 2010 it appeared that two suppliers were charging systematic
premia to in-area customers, which could not be objectively justified
• In response, Ofgem commenced bespoke enforcement procedure for SLC
25A
The SLC 25A expired in April 2012 and the decision was made not to extend
the Licence Condition. This was because:
• Defects in the market that led to the introduction of the SLC 25A were a
subset of those identified as part of the RMR
• Therefore, the RMR package of proposals are likely to address these
concerns
• Additionally, whilst the measure has reduced in-area / out-of-area
differentials considerably, Ofgem will increasingly monitor closely the
pricing practices of all suppliers as a way of combating pricing
discrepancies.

Conclusion / Summary
There is clear evidence that regulatory action resulted in removal of large
unjustified price differences between some payment types. These are seen with
the drop in differential between suppliers’ in-area standard tariff and out-ofarea tariffs. Ofgem’s assessment is that these measures have had significant
benefits for many fringe customers in the form of lower prices.
In May 2014, Scottish Power agreed to pay £750,000 following Ofgem’s
investigation into payment differentials. The fine will be used to benefit Energy
Best Deal, a public awareness campaign run by Citizens Advice. Scottish Power
did not have robust processes in place when setting their prices to ensure that
the difference between their tariffs complied with rules. Since the investigation
was launched in 2012, Scottish Power has reduced price differential.
There is still space for debate
However, there is no substantial evidence over how these measures have
affected competition. There is a risk that changes in intensity of competitive
activity between suppliers may impact consumers. A lower price differential
may give customers less an incentive to switch.
The impact on competition of these licence conditions is still ambiguous. There
is research that reveals an increase in the level of average bill at almost exactly
the same time that companies started to reduce their cross-region differences.
This would indicate that suppliers increased their out of area tariffs in a move
to reduce price differentials, which can be seen as detrimental to consumers.
Potential negative effects are likely to be constrained by characteristics of the
market, such as the limited reduction in differentials for those consumers who
have already switched. Additionally, possible risks to competition were
mitigated by Ofgem’s approach to enforcement and the fact that licence
condition SLC25 A was intended to operate only for a limited period (3 years).

Source: Ofgem 2009, 2011, 2012; 2013
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Complaint handling procedures

Cause of detriment

Regulatory action

Across the GB energy market as a whole there have been only slight changes in
supplier performance with the process of handling of customer complaints
since 2009.
•

High level of customer dissatisfaction with overall experience of complaints
handling process

•

Customers perceived staff to be unhelpful, complaints were not dealt with
promptly and resolution often was not apparent or clear

•

The proportion of complaint resolutions during the first contact has
remained consistently low

•

The number of contacts with suppliers regarding complaints remains
unsatisfactorily high

Billing

20%

Meters

Places a duty on the Authority to make regulations prescribing complaints
handling standards that are binding on regulated providers.
Consumer Complaints Handling Standards Regulations
Standards were passed in 2008 to ensure energy suppliers meet requirements
in the way in which they handle their customers’ complaints. Ofgem was given
the power to impose a financial penalty of up to 10 per cent of the company’s
turnover. Additionally, this changed the nature of consumer representation in
the energy sector to introduce a three tier system comprising:
• Consumer Direct: providing for information and advice for consumers;
• Extension of redress schemes (Energy Ombudsman): all complaints;
• Consumer Focus: consumer advocacy body for individual complaints
relating to disconnection or any fringe customers.

Nature of complaint to supplier 1

28%

Consumers, Estate Agents and Redress Act 2007 (CEAR)

14%

Prices

7%

Transfer

Following a review by UK Government in 2010, the Consumer Direct and
Consumer Focus functions were integrated into the Citizens Advice Bureau
(CAB). The reason was to rationalise their functions and eliminate confusion
and duplication, strengthen local delivery, and produce a more effective
service for consumers at a lower cost to the taxpayer.

32%

Other

The nature of consumer representation in the energy sector has changed over
the last decade. Constant changes to complaint handling contact points have
added to the detriment felt by consumers.

Expansion of micro-business definition
In January 2014, as a result of in-depth review of the energy retail market,
Ofgem has decided to extend coverage of the safeguards to more microbusinesses. In the short-term, a voluntary agreement between supplier and
consumer will be put in place with the view to create long-term legislation.
Standards of Conduct

* Other includes Sales, Debt, Prepayment metres and Customer service
Source: 1 ‘Customer Complaints Handling Research‘ Harris Interactive prepared for Ofgem, 2012
CCWater • Source: Ofgem 2009, 2011, 2012; 2013

PwC

Complaints related to billing – including bill clarity – should reduce with
binding Standards of Conduct in place, as suppliers seek to understand and
deliver what their customers want.
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Complaint handling procedures

Implications
Overall, the introduction of the Consumer Complaints Handling Standards
Regulations in 2008 seems to have benefited the industry. Dissatisfaction
levels for both domestic and micro-businesses remain higher than satisfaction
levels. Despite this, there have been improvements in complaint handling
satisfaction, with satisfaction increasing year-on-year since 2009.
The voluntary micro business back-billing code, which most non-domestic
suppliers have signed up to, is expected to reduce some of the problems linked
to back-billing and therefore complaints regarding billing.
Additionally, contact levels with suppliers is significantly declining for both
domestic and micro-businesses customers. However, the proportion of
complaint resolutions during the first contact is mostly unchanged.
There remains a discrepancy between suppliers and customers (both domestic
& micro-business) perception of a resolution. For both domestic and microbusiness complaints, over two in five complaints classified as resolved by the
supplier were considered by the individual customer to be unresolved.

Higher monitoring of complaints data
By February 2013, Ofgem had seen significant improvement in complaints data
with the ‘Big 6’ suppliers publishing improved and more accessible
information on number of complaints and how quickly these are handled. To
aid transparency Ofgem developed a standard format that all suppliers use for
presenting information:
• Total complaints open and closed
• Complaints per 100,000 customers
• Percentage closed at day +1
• Percentage closed at 8 weeks
Source: Ofgem 2009, 2011, 2012; 2013
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Conclusion / Summary
Expansion of micro-business definition
Ofgem recognises that changing the current micro business definition of SLC
7A might introduce confusion in relation to business consumer complaints.
Particularly as the definition of a micro business is used operationally by the
Ombudsman and has been adopted by the consumer organisations and
suppliers in relation to the complaints handling regulations
Progress has been made in improving the complaint handling procedures. It
proved comparatively easy to ‘extend’ protections to micro-businesses in 2014
as they already exist for domestic consumers – and therefore there are
domestic precedents on complaint handling standards and redress.
Additionally, it appears that Ofgem has taken a proactive stance to investigate
and potentially fine suppliers over non-compliance with the Consumer
Complaints Handling Standards Regulations. In 2011, npower and British Gas
were fined £2m and £2.5m respectively for mishandling customer complaints.
Consumer representation system
Concerns had been expressed that the 3-tier consumer representation process
was opaque, given the various bodies involved. Additionally, they risked
reducing Ofgem’s awareness of issues of concern to consumers.
Considerable improvements have been made by Citizens Advice (CAB), the
new consumer representation authority. Firstly, it gives consumers a single
point of contact minimising confusion. Rules requiring signposting Citizens
Advice Consumer Service (CAcs) from supplier websites have provided clarity
for customers. Additionally, Ofgem is taking steps to establish consistency
across suppliers’ complaints data reporting. Consumer Focus, which was
subsequently integrated into CAB, used to publish complaints data for large
domestic suppliers only. CAcs is now able to do this for non-domestic users too
given the new rules on consistent data reporting.
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Contract terms not in consumer interests (e.g. rollover)

Cause of detriment
The 2008 Energy Supply Probe highlighted that suppliers may be using SME
customers' lack of knowledge about their terms and conditions to behave in
ways that do not facilitate the smooth functioning of the market – particularly
regarding contract rollover arrangements.
Consumer detriments
Ofgem found that customers tended not to study their written contracts and
often claimed never to have received a contract. This was especially true where
contracts were agreed over the phone – a fairly common occurrence.
Customers often had a poor understanding of crucial elements such as length
of contract, whether price fixed for full duration and indeed, whether they had
a contract at all.
More than one in ten of the businesses surveyed had tried to switch or
investigated switching only to find their contract did not allow them to exit. A
few had to pay substantial fees to escape from their contract – or decided not
to switch when they discovered these fees were payable. Automatic roll-over of
contracts was a particular issue for some small businesses, although some
recognised they could have done more to check their contract and supply.
NHH domestic rates for new customers tend to be the lowest, whilst customers
on deemed or out of contract rates tend to pay the most. Suppliers who have
their contract automatically extended for a further fixed term (rollover) will
generally pay somewhere between these extremes.

Regulatory action
SLC 7A
The expansion of SLC 7A increased the number of business consumers
protected when they enter and come to the end of their energy contract. This
extends the protections by almost doubling the electricity threshold from
55,000 kWh to 100,000 kWh and increasing the gas threshold by half from
200,000 kWh to 293,000 kWh.
The SLC 7A contains a number of requirements for suppliers, including:
• Documentation to be drafted, or information to be communicated, in ‘plain
and intelligible language’
• A clear statement that a customer may prevent contract roll-over at any
time until the end of the renewal period must be included in the Statement
of Renewal Terms in order to comply with this condition
Proposals for non-domestic automatic rollovers and contract
renewals, Feb 2014
Further customer research suggested more consistency to the renewal process
was required and the following was mandated:
• Shortening the maximum termination notice period to 30 days.
• New rules for suppliers to include their current and renewal prices and a
statement of their annual consumption on renewal letters.
• Requiring suppliers to acknowledge receipt of termination notice

Reasons for detriment:
• Complex contract terms take-up large amount of time to understand fully
• Additionally, suppliers take different approaches to the notice period they
require for a customer to terminate. Some allow termination notice to be
given at any time, albeit with a notice period, whilst others allow this only
during a specified window, such as 60 to 90 days before the contract
expires.

CCWater •
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Sources: Ofgem 2009, 2011, 2012; 2013
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Contract terms not in consumer interests (e.g. rollover)

Implications
The expansion of SLC 7A alongside the contract end date and the termination
information will alert businesses to engage with their supplier as their contract
reaches renewal. If for any reason they did not receive a renewal letter (a
current requirement of SLC 7A), or were not aware of receiving it, the
reminder of the end date throughout the duration of the contract should mean
they are more aware when they need to review their supply. This should lead
to fewer customers being automatically rolled over, onto significantly higher
rates.
Overall, the SLC 7A proposals will increase the number of business customers
getting clear and intelligible information about their contract. Contract end
dates and termination information on bills will give customers more clarity
about their fixed term contracts, helping engagement and reducing the chance
of them being inadvertently rolled over.

Conclusion / Summary
Why are automatic rollovers not banned?
Concerns over automatic rollover contracts are largely due to worries over the
clarity of information provided to customers when renewing contracts. Ofgem
is hoping to tackle this through other measures in parallel, such as the
Standards of Conduct.
Consultees were concerned by Ofgem’s initial proposal to remove supplier’s
ability to automatically extend contracts. These concerns included the
potential impact on the dynamics of competition and risk of an overall
increase in prices as suppliers would be more exposed to short term changes in
the wholesale market price. Ofgem did not implement the proposal as a result.

Before SLC 7A, suppliers could automatically extend a fixed term contract with
a non-domestic customer, for as long as they liked at any price. It was up to the
customer to tell their supplier they did not want the extension.
Market developments
In 2013, the ‘Big 6’ suppliers announced changes to their current use of
automatic rollovers. EDF will still offer a fixed-term rollover contract, but with
no early termination fees.
Supplier
British Gas
npower
SSE
EDF
E.ON
Scottish Power

Removed auto rollovers?
Yes
Yes
Yes
No
Yes
Yes

Date of change for customers
New
Existing
Sep-13
Jun-14
Apr-14
Nov-14
Apr-14
Apr-14
Apr-14
Apr-14
Apr-14
Late 2014

Source: Ofgem 2009, 2011, 2012; 2013
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Water and sewerage market reform in Scotland
Introduction

Codes and documents

The Scottish water and sewerage retail market has developed independently of the English
and Welsh market, as water industry law is wholly devolved.

Currently the Scottish non-domestic retail market operates using
the following codes and documents:

In 2005 the Water Services etc. (Scotland) Act was published which established the Water
Industry Commission for Scotland (‘WICS’) and laid the legislative ground work for the
competitive retail market. The market opened in 2008 allowing any non-household
customer in Scotland to switch their water and/or sewerage services to another retailer.
In opening the non-household market to competition WICS sought to take into account
lessons from other sectors.
The current market stands at 130,00 customers and is worth around £330m annually 1.
WICS understands that around 5% of the market has switched supplier and around 50% of
the market have renegotiated their water and sewerage services1. A Grant Thornton
report2 for WICS estimates the present value of customer benefits over a 15 year period to
be up to £110m and shareholder benefits of up to£30m. This compares to costs of £45m.
In place of a formal licence, WICS can direct Scottish Water to undertake activity. During
market the market reform process, WICS issued many such directions.
How the market works

Central Market Agency
Effective market operation
Licensed
Suppliers

Customers

Lessons learned
In a 2011 report1, WICS set out its view of the six key lessons learnt
from Scottish water and sewerage market reform:

Scottish Water
Wholesaler
WICS
Policy and licencing

1. Market Code. Sets out the duties of market participants and
the market’s governance arrangements. It also covers the set
up and governance of the Central Markets Agency (CMA) and
its calculation of wholesale charges;
2. Operational Code. Governs the way Scottish Water provides
its wholesale services to retailers;
3. Disconnections Document. Provides disconnection
procedures;
4. Template Wholesale Services Agreement. Template contract,
to be used as a baseline;
5. Wholesale Charges Scheme. Annual set of charges;
6. Standard Licence Conditions. The set of conditions that the
Commission will apply to all licences it grants to new entrants.

1. Retail competition need not harm the core business of an
incumbent network company and may actually strengthen it.
2. Retail competition can mean no losers, only winners.
3. Market reform projects require strong leadership but a light
touch.
4. Market reform projects take time.
5. It is important to learn from the practical experience of
others.
6. It is important to keep the true goal in sight.
As general principles, these lessons may be applicable across all
market reform projects, including the English and Welsh retail
markets.

Sources: 1. Water & Sewerage Services in Scotland: An overview of the competitive market, WICS Oct 2013; 2. Water Industry for Scotland Cost benefit assessment Grant Thornton, May 2010.
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History of competition within the non-domestic water and
sewerage market in Scotland
Licences awarded

Water
Services
(Scotland) Act

Market
liberalisation
(April 2008)

*Holders of
Water and
Sewerage
services licences
in England and
Wales

CCWater •
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2005

Background to competition
With only 130,000 business and public sector customers and an annual turnover of £330m1, the
Scottish non-household water and services market is relatively small. Prior to the market being
opened to competition, it was serviced by a single vertically integrated company, Scottish Water.

2007

Satec
Aquavitae (exited 2009)

2008

Business Stream
Anglian Water Business
(Osprey)*
Ondeo (exited 2010)

2009

Aimera Ltd
Wessex Water*

Commentary

2012

Severn Trent Select*
Thames Water*
Veolia Water*
United Utilities*

Upon the market being liberalised in April 2008, consumers had the choice of three new providers
(Aquavitae, Satec and Osprey) in addition to Business Stream. However, shortly after entering the
market, Aquavitae’s licence was revoked following breach of its licence conditions due to
insolvency in 2008. The market saw little movement in the next two years. Two further entrants
were granted licences in 2009 but Ondeo asked for its licence to be revoked in March 2010.

2013

Clear Business Water
Kelda Water*
Cobalt Water
Real Water Edinburgh
Commercial Water
Solutions

It was not until 2012 and after a number of amendments to the market framework that the
number of licensed providers increased. A further nine entrants entered the market in 2012 and
2013, five of which were established providers from England and Wales. The influx of UK utilities
coincided with reforms within the water markets for England and Wales and their move is seen to
provide them with a test bed ahead of the retail market in England being opened up to
competition from April 2017.

2014

Source for Business
(South West Water*)
Castle Water

Despite more providers being active in the market, Business Stream still remains very much the
dominant force with just over 95% of market share as of October 2013. While public domain
information is not available on Business Stream’s current market share, market observers
generally state that the switching rate away from Business Stream has increased in the last year.

Source: 1. WICS , Water and Sewerage Services in
Scotland: An overview of the competitive market
(Oct 2013)

The 2005 Water & Services (Scotland) Act, was the catalyst for creating the competitive nondomestic market and developing the licence framework and market codes that underpin the
market. The Central Market Agency (CMA) was established in 2007 to facilitate competition and
administer the switching process once the market opened in 2008. CMA structuring commenced
in 2006.

As a prerequisite for establishing a competitive market, Scottish Water was required to establish a
separate retail business, Business Stream, which would access the wholesale market on the same
terms as new entrants.
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Regulatory activity affecting consumer detriment matrix
Supplier failure

Customer detriment classification:

R1

Licence application changes and
revocation powers

P

Revisions to the Water Services
Directions

P

Initial Service Levels

R1

Default customer service code

P

Licence contraventions
enforcement procedure

P

CP129/09 (transfer responsibility
to licensed providers)

Changes in
responsibility for
metering
M2

Lack of scale players
and barriers to entry

M1

P

Water Services Act (sections 7 .1 &
7.2 licensing regime)

P

Revisions to Market entry process
(CP87/08)

P

Source: WICS
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Supplier failure

Cause of detriment
Supplier failures are more common in competitive markets. The fact that it
happened so quickly after the market opening in Scotland may point to some
structural issues being present. The result of which was the failure of a new
entrant to meet its licence obligations because it was no longer operating as a
going concern.
Supplier failure can give rise to a number of areas that could be perceived as
detrimental to the consumer:
• Reduced choice within the market. In the case where there are few market
participants and one or more participant exerts market power this can
reduce competitive pressures to drive innovation and cost reductions.
• While not a detriment as such, the necessary process of transfer to a
Provider of Last Resort (PoLR) in the event that a customer’s current
provider fails may not be welcome to the customers being transferred.
There is no guarantee that the customer will receive the same service or
tariff levels as previously received, nor does the customer choose the
provider.
Case study: Aquavitae (UK) Ltd
Aquavitae was awarded a supply licence in 2007, but in June 2008 it entered
administration and the following month it had its licence revoked by WICS.
Aquavitae was found to be in breach of the terms and conditions of the licences
and was no longer deemed to be in position to fulfil its licence obligations. A
supplier failure at market opening was potentially damaging as there was
limited choice of alternative suppliers. It potentially raises questions around
the regulatory process of testing of whether potential licensees are financially
viable.

Source: WICS
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Regulatory action
Licence Revocation
In the event that a provider falls short of its commitments under 7(2) of the Water Services Act,
WICS may issue guidance in relation to the terms and conditions of the licence agreement. In the
most severe cases where the supplier fails to perform its licence activities or contravenes its
supplier licence, it may be revoked by WICS.
In response to market review following the Aquavitae failure, WICS introduced a number of
amendments to the market framework to try to get an earlier warning of any future failures and
ensure new entrants were financially viable.
Proposed revisions to market framework (Feb 2009)
Review of the market framework found that safeguards to customers had worked effectively, but
identified three-interlinked options for amendment to the market framework:
1. Information from licensed providers. Reporting requirements under SLC A3 were
strengthened. Regular credit checks and checking of filed annual accounts to flag changes in
risk status to WICS and CMA were proposed. Proposals also considered, but ultimately did
not put in place a requirement of licence holders to produce an annual certificate confirming
their financial standing.
2.Time delays following payment defaults. Amendments to the Market code and the WSA to
coordinate the default termination provisions under these documents and provide more
certainty in the communication between the Commission, Scottish Water and CMA.
3.Removal of minimum level of CMA charges. Originally designed to reduce administrative
burden on CMA of issuing invoices of small charges. The ‘de minimis’ was removed to prevent
delay in insolvent providers entering administration and subsequent PoLR measures taking
effect.
Water Services (Codes and Services) Directions 2007 (Mar 2009)
Revised Water Services Directions 2007 compelled Scottish Water to act promptly to ensure
timeliness of any action it may be required to take and cooperate with WICS in relation to any
licence enforcement investigation.
Policy on use of Guarantees instead of Prepayment (Jun 2009)
WICS set out policy change to allow licence applicants to choose other methods for payment of
their wholesale charges to Scottish Water rather than prepayment. By allowing applicants to
negotiate alternatives such as guarantees, applicants could avoid prepayment, perceived as a
barrier to entry.
Provider of Last Resort (Feb 2012)
Modification to the Market Code to allow all licensed providers holding less than a 20% market
share the ability to opt out of the PoLR and gap site allocation. This removed a barrier to entry as
well as any potential negative impact to the customer in the event that their provider were no
longer to meet its licence obligations.
6 August 2014
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Supplier failure

Implications
The loss of a licensed supplier less than 12 months from the date it was
granted a licence could be seen as potentially damaging, happening only three
months after the market had opened to competition in April 2008.
One of the areas for potential inconvenience and possibly detriment to the
consumer was that the reallocation of customers under PoLR. While few
customers were affected, there were only three remaining suppliers into which
they could be reallocated. In addition to having no choice, a proportion of
customers who previously had good reason to move away from their previous
provider found themselves being reallocated back to that provider (1/3 moved
back to Business Stream).
Together with the potential difficulty new entrants may have had in handling
reallocated customers, this may have led to a negative experience for those
customers affected.
While, as of 2013, more than 95% of customers were still served by Business
Stream, there is little evidence to suggest that Aquavitae’s failure resulted in
an aversion to switching or had a negative impact on consumers. The eventual
changes to the Market Code concerning PoLR suggest however that WICS
understood the importance in both safeguarding customers and attracting new
entrants.

Conclusion / Summary
The revocation of a water and sewerage services licence within months of
receiving a contract had an impact on the development of a competitive
market framework within Scotland. Although the customer base for Aquavitae
was small, the revocation of the licence further narrowed customer choice,
reducing the number of suppliers.
While seen as being a set-back in the short-term, the impact of supplier failure
on the customer was not evident in the mid to long-term. Media reporting
surrounding the Aquavitae episode suggested that competition was perceived
to be limited, yet two further supply licences were granted to the end of 2009,
widening customer choice.
It is not known whether consumers’ perceptions of new entrants was
detrimentally affected by the episode, although WICS report on competition in
2010 suggests this not to have been the case; 40% of the market having taken
the opportunity to renegotiate their tariffs with Business Stream at that point.
In the case of the Scottish market there was no definitive evidence to suggest
that the supplier failure affected the competitiveness of the market or reduced
customers’ willingness to change supplier and the potential benefits this
brings. This may have been in part due to the swift actions of the WICS to
review and propose new measures to strengthen the market framework.

Failure of the supplier at such an early stage highlighted the need for necessary
due diligence to be conducted on entrants into the market in a timely manner.
Such measures were taken into account as part of WICS review of the market
framework and Market Codes.

Source: WICS
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Initial service Levels

Cause of detriment
Where service levels within a regulated industry fail to meet expectations they
have the ability to cause both personal and structural consumer detriment:
• Personal detriment; where an individual customer receives service levels
below expectations.
• Structural Detriment. Where service provision by the industry or an
individual provider falls short of expectations resulting in a loss of
consumer surplus.
To guard against the causes of consumer detriment, the market framework
includes a number of codes outlining requirements or expectations for licence
holders. Rules governing all market participants in the non-domestic retail
market are set out in the Market Code and the Operational Code.
• The Market Code and the accompanying Code Subsidiary Documents
(CSDs) set out the rules to be followed by all the participants in the retail
market, in particular the timescales and market processes (e.g. switching
and settlement) that may be expected by market participants.
• The Operational Code is designed to coordinate effectively interaction
between Scottish Water and licensed suppliers on matters such as new
connections, metering, complaint handling and emergency responses.
One potential area of detriment highlighted in the Scottish water and sewerage
industry is that, initially, Business Stream’s service levels were criticised.
Business Stream has improved its service offering to customers and efficiency
more recently, offering a range of value adding products and services to
customers.

Source: WICS, PwC analysis
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Regulatory action
Section 8 of the Water Services (Scotland) Act 2005 established the ability for
WICS to ‘monitor compliance with the terms and conditions of water services
licences and sewerage services licences’. In practice, this would include
viability and compliance with the market code rather than customer service.
WICS decided in 2006 that a default customer service code for retailers be
developed, on the basis of Scottish Water’s existing service code. The objective
of the code was to ensure a default minimum level of service customers could
expect to receive while not acting as a barrier to new entrants. Following
market liberalisation in 2008, a number of amendments were made to the
market framework.
Consultation on Licence Contraventions (Dec 2008)
WICS proposed introduction of an enforcement procedure in line with current
best practice in utility regulation. The document set out proposals for the
complaints process, determination of the level of contravention and also
remedial action in the case of a contravention.
Licence contravention policy (Feb 2009)
Sets out policy measures in relation to the investigation and enforcement of
licence contraventions to promote and safeguard the interests of all water and
sewerage customers in Scotland. The policy document was followed the 2008
consultation, one of the measures issued in response to the breach of licence
terms by Aquavitae.
Disapplication of SL BC2 (2) for tenders
Under the Disapplication of SL BC2 (2) for tenders, the requirement that
licensed providers allow customers to switch on 20 business days’ notice
without penalty was removed where there was a competitive tender process.
Revised Performance Measures (Feb 2011)
The revision incorporated a number of changes including changes to the level
of charges, performance level caps and changes and additions to existing
6 August 2014
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Implications
Since market opening Business Stream has significantly expanded its service
offering and levels of service to business customers.
However, in the early years following retail market opening, there was
suggestion from industry commentators that WICS was slow to react to market
developments. Citing deterioration in customer service and issues around
dealing with complaints, Waterwatch Scotland expressed disappointment that
WICS had failed to resolve teething problems before suggesting further
changes to service delivery2.
A report in the Glasgow Herald in 20103 suggested that Business Stream was
“slipping back in areas such as billings and new connections following
advances in its first year of existence.”
However, any issues appear to have been isolated to the early years following
market opening. As with any other market, market observers tend to find that
service for ‘captive’ customers may not be particularly high due to their low
switching risk and low appetite for any additional services. While ‘fringe
customers are protected in the Scottish market through default tariffs, they are
undoubtedly getting less service than they could do if they were more active.
The legal separation of Business Stream from Scottish Water has allowed the
company to focus exclusively on wholesale, and allowed the regulator to focus
on regulating monopoly services.

Conclusion / Summary
The market’s ability to address service levels in the non-domestic water sector
is likely to be mixed, and the initial media focus suggests there may have been
a slow start. Industry observers generally agree that Business Stream has
responded to the threat of switching by improving its service offering to
customers and its price where customers put their supply out to tender (e.g.
contract re-negotiation).
WICS was initially criticised2 on the speed with which it reacted to ensure
service levels were maintained in the initial stages of competition. The
situation looks to have improved however with nearly 40% of the market
accessing better terms with their supplier by 20101 and Business Stream
offering a wide array of products and services to its customers4.
A key consideration to take from the example of Scotland is the need to have in
place a comprehensive set of codes that outlines the levels of service required
from licence holders. Although WICS made a number of amendments to the
codes, it is also important to ensure that action is decisive and taken in a
timely manner.
Having codes in place is not on its own a guarantee of good or adequate service
for all customers. Getting sensible basic levels of service embedded in the
codes will be critical to ensuring that ‘fringe customers’ receive adequate
operational and customer services. With multiple parties, there is a risk that
the market and operational code levels of service will be set at the level of the
worst performer (as the minimum achievable level). This may not, however,
be the minimum level of service expected by customers or required to meet
their basic needs.

In the case of Business Stream, both service improvements and tariff
reductions appear to have been driven by the threat of switching. This may
mean that certain groups of customers are targeted for improvements,
whereas service to ‘fringe’ customers may be less of an area of focus for the
company to improve service. The codes set out minimum levels of operational
service to be provided by Scottish Water and SLAs around customer-facing
services such as the switching process (e.g. time limits for steps in the process) Sources: 1. WICS, Competition in the Scottish water industry 2009-10,
involving CMA Scotland and licensed providers. Getting the basic level of
December 2010; 2. Waterwatch press release (30.09.2009)
CCWater
• has a key role in ensuring adequate customer protection.
3. Business Stream ‘acting like a monopoly’, says watchdog 21 March 2010.
service right

PwC

4. Business Stream website
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Changes in responsibilities for metering

Cause of detriment
After market opening, WICS made a number of changes to the arrangements
around metering.
The decision to transfer metering services to licensed providers was based on
principle that customers’ needs could more effectively be met through a single
point of contact. This view was likely to have been echoed by customers whose
preference is for a single point of contact.
Any change in responsibility for a service in a liberalised market needs careful
management to avoid potential issues. In this case, areas where potential
issues could arise include:
• Insufficient Accredited Meter Operator (AMO) technical expertise to
deliver more efficient service to customers.
• Inability of consumers to access most cost effective tariffs due to lack of
technical experience of AMO and absence of explicit standards.
• Impact on existing ‘retail’ service levels and inability of licensed providers
to develop innovative tariffs.
• And possibly Customer confusion regarding ownership, responsibility and
maintenance of their meters. In particular Processes 8-12 in the
Operational Code allow for metering services to be undertaken by Scottish
Water, the licensed provider or an AMO.
While there is no direct evidence of detriment in the Scottish market, there
has been very little use of AMOs, which suggests that licensed providers may
not have genuine choice of provider.
Prior to the changes, business customers may have had a more limited choice
of tariff options due to a narrower range of meter functionalities being
available.

Regulatory action
Reassessment of unmetered supply points (Dec 2008)
Common with other water companies, Scottish Water has not installed meters in
business premises where it is not economic to do so. To ensure that the Scottish
Government’s objective that charges reflect actual usage, alternative charging
mechanisms were proposed. Under the new charging structure Scottish Water was
responsible for determining wholesale charging bands and applying them to
unmetered premises.
Commission decision paper CP129/09 (Oct 2009)
In its Draft Determination, the commission proposed to transfer responsibility to
licensed providers for a number of elements including metering services. Asset
ownership remains with Scottish Water. To allow time for this and to consult industry
on implementation, transfer of activities was pushed back to April 2012.
New retail activities for the non-household market (April 2012)
This followed proposals made in the Draft Determination of June 2009 and determines
the allocation of activities between wholesale and retail in the non-household market.
Based on the view that further benefit to the customer could be realised by all
customer-facing activities being delivered by retail, WICS allowed for metering, trade
effluent and connections/ disconnections/ reconnections to be transferred from
Scottish Water to licensed providers.
Under the new arrangements, licensed providers are able to use AMOs to install,
maintain and replace water meters. AMOs will recover costs from licensed providers
who will in turn receive contribution from Scottish Water.
To facilitate the introduction of AMOs, Scottish Water established a ‘Meter Store’,
responsible for procuring meters through the Scottish Water’s existing framework
agreements. The choice of meters available to AMOs is published on Scottish Water’s
website along with technical information and is reviewed by Scottish Water to ensure
the customers needs are continually taken into account.

Source: WICS
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Changes in responsibilities for metering

Implications
The transfer of responsibility for metering services to retailers in 2012 is
unlikely to have had a significant impact on customers, given that the
programme had largely been completed by 2009. There is little evidence to
support any impact, but this may in part be a consequence of the low volume
of customers affected, and the changes not having fully materialised having
only been implemented in 2012.
Any transfer of responsibility post market opening has the potential to create
confusion and must therefore be carefully managed and communicated. But by
transferring responsibility to providers, retailers were better placed to
innovate. E.g. developing tariffs based around the use of smarter meters. It
also potentially creates more market players (e.g. AMOs).
Ultimately, the decision to defer transfer of responsibility enabled
amendments to be made to the operational code and Scottish Water to set up
the necessary provisions to facilitate establishment of the market.
Ideally, the market liberalisation arrangements should have happened in one
shot. However, liberalised monopolies necessarily evolve over time as new
services are unbundled. The key is proper communication to all customers
and appropriate protection for ‘fringe’ customers, especially time poor
customers who may not be able to understand the change as readily as their
more active peers.
The transfer of metering service responsibilities and greater choice of meters
should give licensed providers greater opportunity to diversify their service
offering, and may have helped to kick start the market given that significant
entry and customer transfers coincided with the introduction of these changes.
The lack of use or availability of AMOs is possibly limiting, indicating there
may be scope for greater

Conclusion / Summary
Little evidence exists to suggest that transferring responsibility for metering
had a detrimental impact to customers in Scotland.
WICS has taken a proactive stance throughout the process and together with
Scottish Water has driven through a number of amendments to ensure that
the potential market failures did not occur. The challenge now is to
understand whether the new arrangements are working effectively, especially
whether there is sufficient choice of accredited meter operators.
While it may be too early to take lessons from the Scottish market, a number
of points come out that can be taken into account in England. That is:
• From the outset, establish delivery mechanism and put in place strong
market framework and industry codes ensuring service levels are
maintained.
• Act decisively in regard to metering arrangements and any other
potentially contestable activities in the retail and wholesale markets.
• Maintain strong contact with the customer and ensure they are well
informed with regard to changes in arrangements.
• Work actively with market participants to close out any open areas that
may lead to regulatory failure or behavioural biases emerging.
• The most difficult areas to resolve are likely to be contestable activities that
cross the wholesale-retail boundary (e.g. metering, trade effluent,
developer services).

Source: WICS
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Lack of scale players and barriers to entry

Cause of detriment
Lack of entrants to stimulate competition in what was once a monopoly market
is one of the clearer areas of potential detriment to consumers. While the
introduction of the Water Services (Scotland) Act 2005 was designed to
stimulate competition and drive efficiency, the market has had a relatively
slow start.
Although 17 providers now hold water and/or sewerage service licences, the
number of licences in 2010 totalled only five. Business Stream still dominates
the market and as recently as 2012 held a 98% market share1. Evidence also
suggests that retail markets continued to operate inefficiently for a period after
liberalisation. In response to competition, Business Stream’s cost to serve
reduced from £187 per customer in 2007/08 to £133 per customer in
2009/102 yet its retail margins against the default tariff have increased since
2010 and are expected to do so until 20153. Actual margins will be lower than
suggested by the default tariff, although we understand that a significant
minority of customers remain on the default tariff.
Experience has suggested that the failure to drive competition and address
these failures in the market’s infancy was not a result of its inability to attract
new entrants as a whole, but:
Initially, the ability of the market to attract scale players, able to offer a
credible alternative to the incumbent through attracting significant
numbers of customers. The relatively small number of contestable
customers may have made entry less attractive
• Subsequently, the prospect of a larger customer base once the market in
England opens in 2017 may have driven a larger number of entrants to
apply for retail licences in Scotland
• Lack of visibility of the regulator and consumer organisations to inform
customers effectively of the new market arrangements and their options.
The subsequent impact is that consumers were not initially able to benefit
from an open market or the efficiencies this is expected to drive.
•

Regulatory action
The licensing regime under the Water Services (Scotland) Act 2005 introduced a
number of measures to establish a competitive market. Under Sections 7(1) and 7(2),
licences were granted to new applicants who satisfied WICS of their ability to perform
necessary functions adequately. Scottish Water was also required to establish a separate
retail unit that would purchase water from the wholesaler in the same manner any
other potential new entrant.
WICS aimed to address barriers to entry and to attract fit and proper retailers in setting
up the market in 2007. Subsequently, a number of developments to the market
framework were made to address barriers to entry and improve the quality of
applicants.
Market Arrangements consultation (Jan 2007)
The consultation on the framework for setting up the market looked to address barriers
to entry and make the process straightforward by providing new entrants with
information on the market and duties of licensed providers.
Market entry and assurance strategy (Aug 2007)
Subsidiary document to the Market Code schedule 6, details the market assurance
process for new licence holders administered by CMA. The document was one of a
number of measures taken to assure the quality of applicants and their ability to meet
the market.
Revision of Market Entry Process (Jul 2008)
Revisions to Market entry process (CP87/08) in 2008 were agreed to simplify the
assurance process, reduce barriers to participation for new licence holders and improve
speed and access of market entry.
Policy on escrow accounts (Mar 2009)
Assessment of the financial viability of applicants for licences. The policy addressed the
approach taken for licence applicants with no demonstrable track record. WICS
proposed that such applicants would need to provide a clear and ongoing financial
commitment to the competitive market. Where applicants chose to prepay wholesale
charges in advance, the commitment would be in the form of an escrow account.

CCWater
•
Sources:
1. Business Stream, Innovating for customers, Dec 2012
2. WICS’ response to Deloitte’s article ‘Competition vs. Regulation? How best to sell water’. WICS, October 2011. NB. In its response, WICS claimed that Deloitte had
PwC
overestimated the costs for Business Stream , which should have been £143 per customer and £99 per customer for 2007/08 and 2009/10 respectively.
3. Competition in the Scottish water industry 2009-2010, WICS (Dec 2010)
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Lack of scale players and barriers to entry

Implications
A lack of new entrants within what was previously a monopolistic market may
lead to the danger that the market begins to have oligopolistic tendencies in a
similar way to the energy sector. Business Stream still dominates the market,
albeit that its market share is reducing.

In response to limited interest by new entrants and the failure of Aquavitae,
WICS introduced a number of measures to address barriers to entry and
improve the quality of new entrants. These have, in part, addressed the market
efficiencies WICS targeted through competition and there have been greater
numbers of entrants from 2012 onwards.
Since 2012, 13 new suppliers have entered the market, seven of which are
established water companies already operating in England and Wales. There
are signs that the entry of more established entrants may be beginning to have
an impact in the market; WICS reported that Business Stream’s market share
fell from 98% in June 2013 to 95% by the end of 2013. It may, however, be too
early to suggest that reforms have driven competition with the entry of
established companies likely to have been in response to proposals for market
liberalisation in England.
WICS has actively strengthened the market framework to nurture the market
through its infancy. Although there is some way to go before achieving a fully
competitive market, an independent report commissioned by WICS in 20101
highlights some benefits:
• Total savings due to reduction in unit prices could amount to £60-£70m.
• Total benefits associated with lower volumes Savings from lower water use
could amount to £50-£55m.
• Subsequent total savings to customers could equate to £110-£125m.
Source: 1. Water Industry Commission for Scotland, Cost Benefit Analysis, Grant
Thornton , May 2010 (p20)
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Conclusion / Summary
The 2010 Grant Thornton report1 identified a number of reasons for the failure
of a ‘competitive’ environment to be created upon market liberalisation in
April 2008:
•
•
•
•

Lack of marketing activity by new entrants
Lack of incentive to switch provider
Customer awareness of the opportunity to switch providers was low
Customer nervousness around switching

The amendments to the market framework addressed these factors in part, but
did not address the issue surrounding behavioural biases and the apparent
unwillingness of consumers to switch to an alternative provider. Early market
participants were not necessarily best placed to address these factors either.
Only when more established providers entered the market, did the market
begin to see some (albeit still relatively small) appetite for switching.
Due to the different characteristics of the English market it may be difficult to
draw on lessons from Scotland. Competitive forces in England are likely to be
greater as providers compete to provide services to major national users that
consolidate their regional services into a single centrally managed supply
contracts. Where England may see similarities to the Scottish market is for low
volume customers, where the incentive to change providers may be lower.
The volume of available SME-sized customers in the England and Scotland
market is likely to drive scale players to serve these (generally lower margin)
customers as it will be possible to build sustainable scale players.
In the anticipation of greater switching, the creation of a single entity, similar
to CMA in Scotland, to administer the switching process may be a
consideration to facilitate a smooth transition between suppliers.
Defining success in relation to the market is potentially difficult. The Scottish
market can be seen as a success in that the majority of customers are better off
(through negotiating discounts with Business Stream). However, low
switching rates in the longer term could indicate a lack of ‘vibrancy’ in the
6 August 2014
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The focus of telecoms regulation expanded from an initial duopoly
for fixed lines to increasing focus on liberalisation and
deregulation of potentially competitive parts of the market
1983: First market
entrant (Mercury)

1983

1984: BT privatised
1985: First mobile service
(Cellnet and Vodafone),
0800 services launched
1986: Mercury offers first
indirect phone service and
rollout of public call boxes
1989: ICTSIS established to
regulate chat line and premium
rate services: first selfregulation scheme in the sector

1991: Duopoly Review White
Paper makes proposals for
greater competition
Launch of worldwide web
1993: Cable operators allowed
to supply their own telephone
services for the first time
1994: Oftel took over management
of UK phone numbers from BT
1995: UK phone network becomes
fully digital

1985

1987

1989

Oftel
Fixed line duopoly,
RPI-X for BT from
privatisation
(1984-1989 : RPI-3,
1989-1993: RPI-4.5
Separate price control
on private circuits
from 1989)

1995

1996

1998: European Directive, providing
new competitive framework

1998

1999: Oftel requires local loop
unbundling (LLU) from BT
First unmetered internet access service
2000: Oftel announces advent of
‘appropriate regulation’
The UK Government publishes
Communications White Paper

RPI-X for BT
(RPI-6.25 from 1991
RPI-7.5 from 1993,
Controls on 3 separate
baskets from 1993 )
1995: Accounting
separation introduced
1995: Ofcom proposed
deregulation of parts
of BT’s service base

2000

2002

2003: Communications Act passed,
Ofcom established
2004: Ofcom launches Telecoms
Strategic Review

1991

1993

1996: Number portability introduced for
BT, and for all operators from 1997

2006: BT establishes Openreach
functionally separate wholesale
access and backhaul division
2007: Ofcom ends BT’s retail price
controls for fixed line phone services
2008: Ofcom regulatory approach to
delivering superfast broadband
Broadband Speed Code of Practice
2010: Digital Economy Act passed

2004

2006

2008

2010

Focus on liberalisation.
1996: controls lifted on BT’s
exchange line rental charges.
Non-discrimination and
competition licence
modifications for BT.
Competition investigations on
selected BT activities, and
focus on competition in
mobile telecoms.
Increased consumer focus.
1997- : RPI–X for noncompetitive and bottleneck
BT services.
1998: Oftel uses concept of
significant market power
‘SMP’ to identify where prices
should be controlled
Continued liberalisation
under Ofcom with a focus on
access, culminating in the
functional separation of
Openreach from BT
Ofcom continues to assess
whether to apply price
controls to wholesale and
mobile services on the basis of
SMP

Source: Ofcom (A brief history of recent UK telecoms and Oftel), PwC analysis
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The industry is regulated by Ofcom, which administers a range of
economic regulation to ensure fair competition within the market
Key characteristics of the legislative and regulatory
framework are:
Legislation & Policy

UK focus
• The UK communications sector is regulated principally by Ofcom, which is governed by
policy enshrined in the Communications Act 2003. It regulates the TV and radio sectors,
fixed line telecoms and mobiles, plus the airwaves over which wireless devices operate.
• Accountable to Parliament, Ofcom is involved in advising and setting some of the more
technical aspects of policy, implementing and enforcing the law. As with other sector
regulators, Ofcom is independent of the UK Government, which allows it to act solely in the
interest of consumers.
• Ofcom administers a complex and vast range of economic regulation, including price
regulation on companies or products assessed to have Significant Market Power in the
communications market. It needs to address a full range of regulatory issues, such as
market definition, dominance, regulatory remedies for areas such as termination rates,
access & interconnection, cost of capital, national roaming, network sharing, and spectrum,
as well as advising on competition / anti-trust cases.

Licensing &
economic regulation

• Ofcom has a role in consumer regulation for the communications sector. It publishes
quarterly complaints analysis and undertakes enforcement action where it identifies areas
of potential consumer detriment.

Regulatory
reporting

Comms
providers
(CPs)

1.Statutory
reporting

• BIS is responsible for UK Government policy and legislation in the telecommunications
sector, and DCMS for media.
2. Consumer and
public scrutiny

3. Right to appeal

• The Communications Ombudsman Service handles complaints and disputes in specified
circumstances where the initial contact with the company fails to resolve the complaint.

EU focus
• EU directives and EU competition law play a strong role in telecommunications as market
liberalisation is generic.
• The EU's regulatory framework for electronic communications is a series of rules which
apply throughout the EU Member States. It encourages competition, improves the
functioning of the market and guarantees basic user rights.

Source: Ofcom, PwC analysis
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• The overall goal is for European consumers to be able to benefit from increased choice, low
prices, high quality and innovative services.
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The telecoms market is characterised by rapid technology change
and emergence of new markets associated with mobile and internet
services
The telecoms market has changed radically since the privatisation of BT in
1984. The early market was for fixed lines only. The advent of the market for
mobile phones, and use of telecoms assets to support the internet has changed
the landscape significantly. Technological change has now led to parts of the
market being opened up (or bypassed) that few thought could have been
subject to competition previously.

The sector is characterised by multiple overlapping markets with BT as the
largest player in fixed line markets.

The markets consist broadly of:

Mobile telephony is less asset-intensive, hence it is possible for several
networks to coexist (EE, H3G, Telefónica and Vodafone are the four largest
players). Spectrum is a scarce resource and has been apportioned between
providers through auctions.

1. Fixed line
telecoms and
internet supported
by BT’s network
assets (and
Kingston
Communications in
the Hull area)

2. Fixed line
telecoms and
internet supported
by cable TV
company fibre
networks

3. Mobile telecoms
and internet
networks supported
by networks of
mobile phone masts.

BT’s fixed assets are broadly a natural monopoly, and access regulation to
the ‘last mile’ assets or local loop is key to competition in internet services/
broadband and fixed line telephony. BT Openreach is the functionally
separate division of BT that provides these ‘last mile’ assets.

Recent trends include:
• An increase in the use of smartphones (in 2013, 56% of adults claimed to
own one) and tablets for data and apps, accompanied by a reduction in
calls.
• An increase in the number of superfast broadband connections (17.5% in
2013 compared with 6.5% in 2012)
• The take up of fixed line telephony is in decline

Source: Ofcom, PwC analysis
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Regulatory activity affecting consumer detriment matrix
Mid-contract
mobile price rises

Customer detriment classification:
GC 9
(contracts with minimum terms)

M2

B2
P

Early
termination
charges

B2

Switching
process and fixed
line mis-selling

M2

P

Charges Enforcement Programme,
2009

P

GCs 23 & 24
(ban all forms of mis-selling)

P

Mis-selling fines

P

Standardised fixed line switching
process

P

Industry standards set by Ofcom

Financial penalties
Voluntary Code of Practice

R1

R3

Inappropriate
product and
service claims,
e.g. broadband
speeds
M2

P

Unfair Terms in Consumer
Contracts Regulations (UTCCRs)

Ofcom guidelines

Silent calls

P

P

P
P

P
P

Source: Ofcom
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Mid-contract mobile price rises

Cause of detriment

Regulatory action

Telecoms contracts

General Condition 9 (GC9)

Contracts for telecoms services are commonly marketed on a basis where the
most prominent terms relate to fixed contract term, inclusive package of
services and price payable for the inclusive package.

Ofcom is undertaking a monitoring and enforcement programme under GC 9
(the requirement to offer contracts with minimum terms). The condition
includes requirements relating to the provision of information, the length of
contracts and the conditions for termination.

These contracts are typically subject to standard terms and conditions. These
often include a term stating that the CP may increase the agreed price payable
(including the core subscription price) during the initial commitment period
(or at any time). These terms are usually less prominent and may not be
adequately drawn to the subscriber’s attention.
Ofcom became aware of the issue following price rises announced by a number
of CPs in 2011 and 2012, and a significant increase in complaints.
Ofcom’s analysis of complaints about mid-contract price rises showed
that:
• 25% of consumers complained about the principle of price rises in fixed
term contracts, considering the practice to be “unfair”.
• 24% raised concerns about harm arising from a lack of transparency of
variation terms. They had assumed that the price was “fixed” for the
duration of the contract term.
• 16% complained about material detriment and/or financial hardship.

Ofcom guidance
In January 2014 Ofcom issued guidance designed to secure fairness for
domestic consumers and small business customers where there are increases
to the core subscription price during the fixed term of contracts for
telecommunications services stating that:
• Ofcom is likely to treat any price increase (including index-linked
increases) to the agreed core subscription price (however constructed and
described in the contract terms) during the fixed term of a
telecommunications contract as a modification that is of, or is likely to be
of, material detriment to consumer and small business subscribers for the
purposes of GC9.6.
• Bundled services that fall within common terms and conditions or
effectively within a single contract are in scope (but fall out of scope where
separate services are provided under separate contracts);
• Non-core prices are currently outside the scope, although Ofcom may
review this.
Ofcom states that customers should be:
• Given at least one month’s notice of the price increase and of their ability to
terminate the contract without penalty if this is unacceptable; and
• Allowed to withdraw from their contract without penalty if they choose.

Source: Ofcom

CCWater •
PwC

Ofcom has extended the enforcement programme to monitor compliance with
the new guidance.
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Mid-contract mobile price rises

Implications
Ofcom identified three main areas of potential unfairness or consumer harm:
• Lack of transparency in some CPs’ terms and conditions and/or practices in
relation to price variations;
• CPs’ inconsistent application of the “material detriment” test in General
Condition (GC) 9.6 and uncertainty under the Unfair Terms in Consumer
Contract Regulations 1999 (the “UTCCRs”); and
• CPs’ ability to raise prices in fixed term contracts without a reciprocal right
to withdraw from a contract without penalty on the part of consumers.
The guidance changes the rules to ensure that customers are given notice and
an opportunity to exit the contract.
Unfair contract terms
Lack of transparency of contract terms and conditions is clearly part of the
issue and this is being tackled by Ofcom guidance. However, even if terms and
conditions are transparent, they may never the less be "unfair" both in the
common meaning of the word and in the legal sense (Unfair Terms in
Consumer Contracts Regulations). For example, prices may be deemed unfair
if they are not cost related.
Not enough is currently being done to avoid this occurring, which results in
consumer pain.

Conclusion / Summary
Clearer contracts
Price rises within a contractual period, or the potential for prices to change has
tended to be embedded in the detail of the contract rather than headline terms
may disproportionately impact ‘fringe’ customers, including the time poor, as
they are not as willing or able to read through the small print of the contract
and may lack the resources to switch if they are subject to a significant
unforeseen increase in prices.
On the one hand customers should be responsible for understanding the
detailed terms they have signed up for, but on the other lack of transparency is
an issue for households and small businesses.
It may also be reasonable to expect that a contract should allow the customer
price stability.
Contract transparency
Transparency of contracts between a customer and a retailer is an area that
will need some consideration in the design of the water market with key
questions including the rules around price consistency and how price rises
should be managed by the retailer. The flow through of wholesale charges to
business customers is another area that will need to be considered in drawing
up contracts.
Unfair contract terms
The insights from behavioural economics - that customer behaviour may
exhibit "biases" even when fully informed - has seen other regulators, notably
the FCA, look for more interventionist solutions (i.e. not just more
information/greater transparency).

Source: Ofcom
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Early termination charges

Cause of detriment

Regulatory action

The ‘fairness test’

Monitoring and enforcement (UTCCRs)

Most telecoms contracts have a minimum duration and if a consumer wishes
to terminate earlier, providers can impose an early termination charge (ETC).
Ofcom allows these charges, but requires that they must be fair. The fairness
test is set out in the Unfair Terms in Consumer Contracts Regulations 1999
(UTCCRs). Regulation 5(1) states that a standard contractual term:

Compliance is monitored and enforced under UTCCRs. The Enterprise Act
2002 gives powers for enforcement agencies to seek court orders against
providers breaching UK laws relating to unfair contract terms.

•

‘…shall be regarded as unfair if, contrary to the requirement of good faith, it
causes a significant imbalance in the parties' rights and obligations arising
under the contract, to the detriment of the consumer.’

Unfair terms in consumer contracts
When a consumer terminates a contract of fixed duration before the expiry of
the minimum contract period (MCP), communications providers usually levy
an ETC. Some providers seek to charge ETCs comprising the total remaining
monthly payments under the contract. Others set the charge:
• By reference to the lowest priced comparable package;
• Capped at the total charge as a maximum level; or
• As the remaining monthly payments as well as return (or pay for)
equipment they would have been able to retain had they not terminated.
Ofcom treats other contract terms that have the same effect as ETCs as if they
were ETCs. Ofcom states that providers who fail to make the MCP sufficiently
transparent will, if the MCP is unfair, be unable to enforce it (nor any ETC).
Ofcom consider it likely to be unfair if a communications provider sought to
recover in an ETC a sum that would put it in a better position than if the
consumer had performed his contractual obligations (and no more). ETCs
should not include payment for any optional extra services. The provider
needs to consider costs saved as well as losses incurred.

General Condition 9 of communications providers’ licences sets out
requirements relating to contracts between CPs and consumers and fairness of
related contract terms.
Additional Charges Enforcement Programme, 2009
Ofcom opened the ‘Additional Charges Enforcement Programme’ in 2009.
The programme has been extended several times, most recently in April 2014,
to monitor consumer complaints and identify future priorities.
Ofcom published guidance in 2008 on compliance with the UTCCRs, including
early termination fees and restated it in 2010 following a supreme court
judgement on an OFT case involving overdraft charges.
Ofcom concluded the first stage of its enforcement work in June 2010 and
agreed lower ETCs with major providers of fixed and fixed plus broadband
services, including BT, TalkTalk and Virgin Media. The table overleaf shows
the reductions in selected tariffs over time.

Source: Ofcom, PwC analysis
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Early termination charges

Implications

Conclusion / Summary

Regulatory pressure resulted in companies reducing their charges as shown in
the table below. BT reduced its ETCs following commencement of the
investigation whereas Talk Talk and Virgin Media responded later.
It is unclear whether the earlier charges were considered to be fair. Ofcom has
not sought customer redress for the earlier higher charges. The most recent
charges are higher than those agreed in 2010 with Ofcom.

Charge (£/month for remainder of contract)

ETCs only affect some customers - those that terminate early. Customers that
choose to run for the whole contract may be adversely affected and end up
paying higher prices when ETCs are low. These situations may easily cause
distributional issues across all customers.

Voluntary charge reductions
Regulatory focus may be required to improve customer outcomes in specific
circumstances, or for specific charges that are considered not to be fair or cost
reflective. Ofcom’s investigation resulted in companies agreeing lower charges
on a voluntary basis.

ETC prior to Ofcom statement

Most recent ETC

Agreed ETC (Jun 2010)

BT Weekend

11.54

7.50

2.00

BT evening & weekend

14.53

7.50

2.50

BT unlimited anytime

16.53

8.00

5.00

Talk Talk evening & weekend

14.44

14.44

3.00

Talk Talk anytime

16.98

16.98

3.00

Talk Talk essential (LLU)

18.48

18.48

8.00

Talk Talk essential (not LLU)

33.48

33.48

8.00

Virgin Media (cable) phone

11.99

11.99

4.00

Virgin Media (cable) broadband L

12.50

12.50

9.00

Virgin Media (National) broadband & phone (LLU)

25.99

25.99

8.35 (first month then 6.35)

Virgin Media (National) broadband & phone (not LLU)

25.99

25.99

8.63 (first month then 4.63)

Source: Ofcom
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Switching process and fixed line mis-selling

Cause of detriment

Regulatory action

Problems with switching in telecoms have stemmed from practices including:

General Conditions 23 & 24

Slamming

General Conditions 23 & 24 (GC23 and GC24) ban all forms of mis-selling for
mobile and fixed-line services, respectively. Compliance is actively monitored
through complaints and through Ofcom’s enforcement programme. Ofcom can
impose fines of up to 10% of turnover for breaches.

This is an illegal telecommunications practice, in which a subscriber's
telephone service is changed without their express knowledge and/ or consent.
The largest number of complaints received by Ofcom about the switching
process in 2013 related to ‘slamming’. The first indication to the customer that
this has happened is usually when they receive a bill.
Misinformation
Misinformation can include pretending to be another company; not providing
correct costs; and not giving consumers full information on minimum contract
periods or penalty charges should consumers choose to exit the contract early.
Erroneous line transfers

GC24 requires communications providers to keep proof of customers’ intent
to switch and send a letter of confirmation by post. It sets out circumstances
where the losing provider may cancel the switch.
Standardised switching process
In August 2013, Ofcom standardised the fixed line switching process such that
the new provider leads the transfer process on behalf of the customer
(applying to services from the local loop only). Customers no longer need to
contact their existing provider to receive a code in order to switch provider.

‘Erroneous line transfers’ happen when customers have their lines switched
accidentally (e.g. when a customer has requested a service to be provided to
their house, but the service is instead provided to a neighbouring house). This
is primarily caused by limitations in providers’ abilities to identify correctly the
target address for takeover. A ‘Working Line Takeover’ is a process used when
consumers are moving home and allows consumers to have working services
on the day they move into their new home at a lower charge. However,
sometimes systems may not reliably identify the new property and therefore
the wrong property is accidentally targeted for takeover.

Ofcom initially proposed third party verification (through a body similar to a
market operator) but did not adopt this approach because its research showed
that the incidence of ‘slamming’ had reduced significantly.

Problems experienced in mobile telecoms included being given false or
misleading information when purchasing services and slamming. In 2007,
Ofcom identified problems with cashback offers where customers were unable
to claim, typically either because the terms were too onerous or because the
independent retailer had gone out of business.

Ofcom worked with Mobile Network Operators (MNOs) to develop and
introduce (in 2007) a voluntary code of practice for sales and marketing of
subscriptions to mobile networks, aimed at tackling misleading practices.
When Ofcom reviewed compliance in 2008, it decided that insufficient
progress had been made in reducing complaint volumes and therefore
introduced GC23.

Source: Ofcom
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Ofcom is undertaking a second phase investigation, focused on:
• Additional ways of ensuring consumers are better protected against having
their lines switched in error; and
• Further improvements to processes for landline and broadband switching
between different network types.
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Switching process and fixed line mis-selling

Implications
Fixed line
Ofcom fined Supatel Limited £60,000 in June 2013 for ‘slamming’ relating to
83 customers, and required Supatel to compensate affected consumers for any
charges they may have had to pay as a result of being slammed.

Ofcom fined Axis £30k in 2012 for misuse of the rules on blocking switches (it
blocked switches without confirming that slamming or failure to cancel had
taken place).
Several other providers were investigated for potential misuse of transfer
blocking, but Ofcom did not undertake any enforcement. It is currently
investigating Unicom for breaches of GC24.
While several investigations have been undertaken, and Ofcom states that
‘slamming’ is the biggest single source of complaints in the telecoms sector, the
fines arising from investigations would suggest that damage to customers may
be relatively small or difficult to prove.

Conclusion / Summary
Mis-selling, and problems around the switching process are common themes
across the more mature competitive industries, especially energy and
telecoms. It is an area where there are likely to be relatively clear lessons as
the switching process is likely either to have some common aspects with water
retail, or to present the opportunity for considering best practice.
‘Slamming’ is a particularly undesirable practice as it completely fails to take
the customer’s wishes into account. In fact, some sustain that it meets the legal
test for fraud – an action that deceives or is intended to deceive.
The arrangements for a code on mis-selling in the English water and sewerage
retail market and protection for SMEs anticipate that this may be a problem
for competition in water, and recognises the opportunity to pre-empt common
issues encountered with switching and mis-selling.

Mobile
When it introduced GC23, Ofcom estimated the level of financial harm to
consumers from mobile mis-selling on the basis of market research and
information from independent retailers at:
• £21m per year from general mis-selling ,
• £8m per year from cashback mis-selling and
• £3m per year from the cost of time spent dealing with mis-selling and
cashback problems.

Source: Ofcom
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Silent calls

Cause of detriment
The majority of abandoned or silent calls are caused by ‘predictive diallers’.
Organisations use automated predictive diallers to maximise the amount of
time their call centre agents spend speaking to consumers.
Predictive diallers may be used by, among others, telemarketing companies,
market researchers and debt collection agencies. They are also used by
companies to contact existing customers. This technology is designed to work
by dialling telephone numbers automatically, then connecting the call
recipient to a call centre agent as soon as they answer the phone.
If all call centre agents are busy when the call recipient answers the phone, the
customer may simply hear silence because the predictive dialler has already
terminated the call. This type of call is considered to be a ‘silent call’.
Technology used by companies to detect answer machines may also generate
silent calls. For instance, the technology – referred to as Answer Machine
Detection (“AMD”) – may mistake a call recipient for an answering machine
and cut off the call without the call recipient hearing anything.

A call accompanied by an information message is termed an ‘abandoned call’.
Ofcom has requirements regarding the use of automated diallers and has an
enforcement programme to make sure organisations are complying with the
requirements.
Ofcom published research showing that UK consumers who experienced
unwanted calls received around two per week on average, with four in five
participants receiving at least one nuisance call during the four-week research
period. Calls about Payment Protection Insurance (PPI) made up the largest
proportion of unwanted calls that could be identified.

Source: Ofcom

CCWater •
PwC

Regulatory action
Since 2006, Ofcom has required companies to play an information message if
they do not have an agent available to take the call. The information message
must explain who has made the call and provide a number for the call
recipient to call to opt out of receiving further calls.
Complaints about receiving abandoned and/or silent calls can be registered
with Ofcom.
Ofcom sets industry standards
Ofcom introduced requirements in February 2011 to eradicate repeat silent
calls. The requirements prevent companies from using AMD technology more
than once a day if an answer machine is ‘detected’ on the first attempt.
It also requires that no more than 3% of calls in a campaign may be abandoned
calls, the company cannot call back within 72 hours of an abandoned call
unless a conversation with an operator is guaranteed, and making abandoned
calls traceable (e.g. using 1471).
Ofcom has an action plan to address nuisance calls more widely. This involves
research, tracing companies behind the calls, improving compliance, coordination with other bodies (e.g. the Information Commissioner, with whom
it has a joint action plan), and enforcement.
Ofcom fines
Prior to 2011, Ofcom fined a total of 9 companies for silent and abandoned
calls (with fines ranging from £30-50k) with £50k being the maximum fine at
that time. In 2011, Ofcom fined three companies within a new ceiling of £2m
maximum fine: TalkTalk (£750k), HomeServe (£750k), and RWE npower
(£60k) for making an excessive number of abandoned and silent calls. It is
currently investigating two companies (Ageas 50 and Redress Financial
Management Limited).
Ofcom has written to the Ministry of Justice to draw attention to the extent to
which PPI claims appear to be driving nuisance calls.
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Silent calls

Implications
Despite putting measures in place to tackle silent calls, Ofcom has still needed
to undertake enforcement action. There appears to be a significant level of
non-compliance.
Ofcom’s latest research (May 2014) found that 84% of those surveyed
experienced a nuisance call in a four week research period, and 61%
experienced a silent call. The average rate for consumers who experienced
nuisance calls was c. 2 per week.
The consumer detriment (or negative customer experience) associated with
silent calls might fall under the following areas:
•

Nuisance/ inconvenience/ annoyance/ wasted time

•

Consumer anxiety, especially for fringe customers experiencing repeated
silent calls

In Ofcom’s research, 88% of silent calls were judged to be ‘annoying’ (81% of
nuisance calls overall were ‘annoying’). Only 1% of respondents considered
nuisance calls to be ‘useful’ and 12% considered them ‘not a problem’. While
only 6% reported that calls were ‘distressing’, the proportion of customers in
fringe groups distressed by the calls was higher, and silent calls were
considered more distressing than other forms of nuisance call (9%).
Although Ofcom requires that nuisance calls should be capable of being traced,
respondents only recorded the source for 36% of the nuisance calls. However,
failure to record could be due to survey participants rather than failure of 1471
or telephone display. Silent calls were among the most likely to have an
international code or failure to trace the number.
Ofcom can levy a maximum fine of £2m for abandoned calls. For the two most
serious breaches so far it has fined £750k.

Conclusion / Summary
Ofcom enforcement still required
Abandoned calls could be considered a regulatory failure because the
regulatory rules around them are breached requiring enforcement action. This
is an area where compliance appears particularly difficult to monitor due to a
lack of ability to trace the source in a significant proportion of cases.
Silent calls, and nuisance calls more widely could be considered to fall between
poor marketing practice and poor customer service where contact is in the
normal course of business.
Practices such as automated telephone marketing might be expected to
increase for non-household customers as a result of competing retailers
targeting customers to switch. Hence, there may be direct impact on the
experience of non-households due to this type of marketing practice.
A general lesson for the water sector might be to identify up front and tackle
likely areas where:
•

Non-compliance may be relatively likely

•

Tracing the source of unwanted marketing (for example) may be difficult

The Ofcom fines may provide some indication of the level of harm judged to be
incurred. In the cases of Talk Talk and HomeServe, Ofcom found ‘persistent
misuse of an electronic communications network or service’. The overall harm
is spread across a large number of calls and customers.
Although a large proportion of the calls would probably be to domestic
customers, there will be an element of perceived harm to business consumers
embedded in the fines. Consideration of loss of time/ business as a result of
poor marketing practice is likely to be different from households.

Source: Ofcom
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Inappropriate product and service claims, e.g. broadband speeds

Cause of detriment
Internet Service Providers (ISPs) have historically sold their services by
claiming faster maximum broadband speeds than customers tended to
experience on their computers.
In 2009, Ofcom’s research suggested that the average broadband speed in the
UK was 4.1Mbit/s. This was 57 % of the average maximum headline speed of
broadband packages (7.1Mbit/s) and 83% of the average maximum speed
received (4.9Mbit/s).
While connections speeds have improved significantly (in November 2013 the
average actual speed for UK fixed-line residential broadband connections was
17.8Mbit/s), actual speeds may still be lower than the package headline
speeds.
Lower than advertised speeds can be due to technical reasons, for
example:
• Size of the ISP’s network
• Distance from the phone exchange

• The customer’s phone line
• the number of other people sharing the service or using the internet at the
same time
Voluntary Code of Practice
Ofcom asked ISPs to sign up to a voluntary Code of Practice on how they
present broadband speeds to customers so that better and more realistic
information is given. The Code applies to home broadband services provided
through fixed phone lines or cable.
Ofcom considered a voluntary code was an appropriate mechanism in this case
as Ofcom judges this to be a complex area

Regulatory action
The industry and Ofcom introduced a voluntary code on broadband speeds in
2008. The code was updated in 2011 following an Ofcom mystery shopping
exercise that revealed that while information was being given on broadband
speeds it was insufficient for customers to make an informed decision.
The Code of Practice is based on eight principles for ISPs, including:
• Training: ensure all sales representatives have sufficient understanding of
the products and services offered
• Information at point of sale: providing prospective customers with a
permanent record of their estimated access line speed, a line checker
facility on the ISP website, and likely actual speeds if available.
• Best endeavours to provide accurate information on access line speed
• Managing customers' speed related problems and fixing them where it is
within the ISP’s control
• Presenting information on the website including how to check line speed,
fair usage policy and traffic management/shaping where used
• Comply fully with the code within 12 months of signing up to it
• Provide information to Ofcom to demonstrate code compliance
• Refer to the code during the sales process and make it available on the ISP
website
In April 2012, guidance on the use of speed claims in broadband was
introduced. This was produced by the Committee of Advertising Practice and
the Broadcast Committee of Advertising Practice. The guidance states that
advertised speed claims now have to be achievable by at least 10 per cent of
the relevant ISP’s customer base. Many ISPs have since stopped promoting
their services primarily on the basis of speed.

Source: Ofcom
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Inappropriate product and service claims, e.g. broadband speeds

Implications
The promise of a level of service which is not possible in reality leads to a
mismatch between consumer expectations and their actual experience.
Customers will not be able to achieve the service they were expecting to get
when they signed up, which is misleading and potentially detrimental to their
experience.
At worst this could be seen as a form of mis-selling. However, in the case of
broadband speeds it may be more that a number of complex factors stop the IP
from being able to give a definitive speed or range of speeds to an individual
customer. This can make it difficult for the consumer to make an informed
choice because there is insufficient information on the level of service they will
actually get.

Conclusion / Summary
Promising greater levels of service than are actually achieved is problematic
for customers who naturally expect the headline speeds to be available.
In the developing English water and sewerage retail market there will be
debate around the minimum level of operational service that can be expected
from wholesalers, as well as minimum levels of service around the switching
process.
Problems could potentially arise for customers in areas that have operational
problems (e.g. ‘DG2’ areas where pressure is lower than the ‘normal’ level on
the network) or experience exceptional difficulties (e.g. a greater than normal
frequency of outages).
If the minimum level of service is not to be defined as the lowest service level
experienced in the market, ways to deal with lower than the reference level will
need to be explored as the market codes are developed.
Ofcom opted for self-regulation

Ofcom opted for a self-regulatory approach in this case which it considered to
be proportionate to the issue. While there may ultimately be areas where the
water industry is subject to self-regulation, it may not be appropriate to make
operational service self-regulated where companies will retain retail functions
under the same holding company as the wholesaler.

Source: Ofcom
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The GB rail regulatory landscape is largely determined by the
Department for Transport (DfT) through the High Level Output
Specification (HLOS)
GB has a comprehensive and mature regulatory regime which is
well understood.

The UK Government has overarching target-setting and supervisory
responsibilities of the rail sector, which include:
• Setting strategy and performing long-term planning

Network rail

Department
for transport

Passenger
train
operators

• Awarding passenger franchises
• Specifying key requirements through the High level Output
Specification (HLOS), which is published by the Department for
Transport. These requirements will typically be in the following areas:
• Safety: e.g. 3% reduction in risk of death or serious injury to rail
workers and passengers
• Reliability: e.g. punctuality to improve from currently 90% to 92%
(long distance/regional) / 93% (London and Southeast)
• Capacity: sets out level of passenger demand to be met on each of its
strategic routes

Government
Office of Rail
Regulation

Freight
operating
companies

Rolling stock
leasing
companies

• Other: e.g. 1300 new carriages, major improvements at Reading and
Birmingham New Street stations
• Developing and setting a budget through the Statement of Funds Available
– SoFA): e.g. commitment to £15bn in total Government support for the
railway over 2009-2014
• Setting the regulatory requirements is an interactive process between
Government, Office of the Rail Regulator, Network Rail, to agree balance
between outputs and funds
• Setting national routes

Source: Department for Transport, 2014
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The rail industry is run via franchise agreements between the DfT
and train operating companies (TOC)
The rail industry is composed of a number of participants.

Network Rail (Infrastructure)
• Delivers (owns & operates) network
• Maintains infrastructure (17 key stations)

Department
for
Transport

Passenger Train
Operating
Companies
(TOCs)

Maintain
trains

Freight
Operating
Companies
(FOCs)

• Constructs new lines
• Collects access fees
• Leads industry planning
ORR (Independent safety and economic regulator)
• Regulates Network Rail (NR)

Haul

• Approves NR’s decisions

materials

Network Rail

• Prices rail outputs
• Safety regulation

Lease

Rolling Stock Leasing Companies (ROSCOs)

Access to network

trains
Maintain
trains

Rolling Stock
Leasing
Companies
(ROSCOs)

• Manages network operations

• Accountable for reliability

Operating licences

Franchise /
subsidy

A
T
O
C

Rail
regulator

Grants

Supply &
maintain
trains *

• Invest in coaches and power

Supply
& maintain trains *

Train
manufacturers
& maintainers

• Collect fees from TOCs
Infrastructure
maintenance &
renewal
companies

Services / access
Licencing / grants / subsidies

Train / Freight Operating Companies (TOCs, FOCs)
• Deliver services for customers / freight (via franchises)
• Bid on concessions / Suggest new services

• Expect decreasing subsidies but eventually to make
premium payments
ATOC (Trade association of TOCs)

* TOCs and FOCs do most train maintenance in house, except for new trains where the trend is to outsource
Source: Department for Transport, 2014
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Over-prescription of rail franchises appears to be an issue which
results in a variety of woes for TOCs, and ultimately the customers
Franchises

Fares

The GB rail industry depends on private companies to deliver rail services, supply equipment and provide
expertise.

Fares are determined largely as a result of UK
Government policy, regardless of whether they are
classed as regulated or unregulated.

All participants in the industry are subject to commercial pressures and driven by targets and incentives
and the effective functioning of the railways is reliant on co-operative working between different
companies and organisations.
To operate as a freight or train operator, a company requires the following:
o Safety certificate
o Operator’s licence from the ORR

o Track-access contract with Network Rail or relevant infrastructure owner (e.g. port)
o Station access contract
o Rail terminal access contract to allow access to unloading facilities (applies to freight)
o Depot access contract for access to light maintenance services for rolling stock
o Own or licence authorised vehicles
The ORR needs to approve all contracts. Therefore both freight operating companies and train
operating companies, have regular interactions with the ORR and Network Rail. The role of the ORR is
summarised as one of monitoring and where necessary enforcing delivery by the whole industry of its
regulatory obligations.
Franchising creates a strong incentive for train companies to attract additional passengers to maximise
revenue. However, train companies believe there are ways to improve the franchising process in order to
stimulate innovation and investment – and deliver further benefits to passengers.

o About half of fares are directly regulated
according to a formula linked to the rate of
inflation.
o The other half are set by train companies
so that they can honour financial
commitments set out in their franchise
agreements with the UK Government.
For several years these agreements have been
signed against the background of the UK
Government’s policy to sustain investment in the
railways by reducing the amount that taxpayers
contribute and requiring passengers to pay more.
The money passengers spend on fares only covers
around half the cost of running the railways, with
taxpayers making up the difference.

A key issue is that Government is perceived to over-prescribe in franchise specifications from
the detail of train timetables to the hours of opening of ticket offices. Train operators have called for the
following changes:
• Longer franchises to
allow managerial
focus and facilitate
investment

• A focus on quality,
not just price, when
awarding franchises

• Better specification
design to ensure
financial stability

• Option for TOCs to
take greater
responsibility over
stations, depots, etc.

• Greater selection of
franchise sizes

Source: Department for Transport, 2014
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Passenger Focus and the Association of Train Operating Companies
(ATOC) have worked with industry to improve the passenger
experience
Passengers benefit from the requirement for each
TOC to have a Passenger Charter. Additionally, a
Code of Practice is set to be introduced which should
improve the customer experience.

ATOC and the DfT have led efforts to improve ticketing
data transparency, which will ultimately lead to an
easier and clearer set of tariffs for passengers

Passenger Focus is the independent consumer watchdog. As well as
protecting the interests of Britain's rail passengers, its role also covers
England’s bus passengers outside London, coach passengers on scheduled
domestic services and tram passengers. Passenger Focus’ responsibilities
range across the following activities:

ATOC is the trade association of TOCs. It runs the centralised ticketing
system, manages national products such as railcards and provides the
National Rail Enquiries service.

o Acting on rail passenger complaints.
o Providing authoritative advice for industry based on sound research
o Securing improvements to services – both big- and small-scale
o Helping passengers with advice and information
o Campaigning for change
Each TOC must have a Passenger’s Charter which details its commitments to
passengers. This charter must tell passengers how the TOC intends to keep
them informed about any longer-term changes. The charter must set out for
passengers how to contact the TOC for help and assistance or to give
feedback about services. It must also provide information about the TOC’s
compensation scheme for poor performance or delays and how passengers
can make a claim where necessary.
Passenger Focus is set to be involved, over the next one to two years, in the
development of a Code of Practice on the provision of ticket information at
the point of sale.

Train companies create various types of data associated with the provision of
their rail services, including fares, timetable and routing data. They use this
data to provide rail travel information to their customers in a variety of ways,
including through approved websites, via mobile phone apps and at their
stations through accredited ticket issuing systems.
Following discussions in 2014 between the Department for Transport and
ATOC, the rail industry fares database, previously only available under a
paid-for licence, can now be accessed for free through the ATOC website. In
other industries where similar information has been put in the public
domain, the result has been price comparison websites and mobile apps
coming onto the market. It is expected that similar results from putting rail
fares data into the public domain – passengers will benefit from new and
improved ways of researching ticket information.
Rail Settlement Plan (RSP)
RSP is a company owned by the franchised passenger rail operators. It
provides a range of common, largely IT based services to those operators
including open access operators and third party providers of information and
retail services. The company now carries out the correct allocation of ticket
revenue to rail operators among a wide range of services.

RSP is a division of the ATOC
Source: Department for Transport, 2014; ATOC, 2014
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While there was considerable horizontal separation of TOCs in GB
rail, competition remains difficult due to capacity constraints, and
there has been a failure to unwind legacy cost structures
Rail privatisation was mooted in a White Paper published in 1992, BR restructuring commenced 1994, and privatisation was completed in 1996.
The UK Government envisaged that service improvements would come from greater concern for the customer’s needs; greater competition; greater freedom for
management; clear and enforceable quality standards; higher motivation of employees; and greater efficiency by breaking up the system into smaller companies
less remote from the public.
Part of the privatisation was separating track ownership from train operation, which would comprise bundles of passenger services to be franchised. The 25
train operating companies (TOCs) were based on British Rail profit centres and contained bundles of profitable and unprofitable services which prospective
franchisees were expected to bid for. Competition on the network was made difficult by capacity constraints, hence the franchises were generally not free to
offer directly competing services. Open access companies may propose services on lines where there is spare capacity.
The re-organisation of British Rail started in 1994 with the splitting out of all the separate entities to be privatised into operating units of Railtrack. Opraf (the
franchising regulator, later SRA then DfT) was made responsible for regulating the franchise bidding and management process. Later, the SRA actively sought
to reduce the number of TOCs. There are currently 23 passenger TOCs including Eurostar.
The TOCs were structured as asset-light organisations, with ownership of stations remaining with Railtrack. This created some issues around needing to
harness Railtrack resources to upgrade facilities at stations (where Railtrack’s priorities tended to be track maintenance) or co-operation if the TOC could make
improvements pay back within the franchise period.
It has been difficult to unwind legacy pricing and cost anomalies, including revenue allocation from fares. In addition, ORR sets track access charges allocated to
recover the costs of running the network, with no link to the relative profitability of different routes.
Other difficulties with the structure were that while contracts between parties in the rail market made roles and responsibilities clear, there were limited
incentives for parties to co-operate to improve the railway as a whole.
Three rolling stock companies (ROSCOs) were also separated out of British Rail with the intention that they would compete to provide rolling stock to the TOCs.
There was also a horizontal split of three freight operators from British Rail, and although there have been a number of new entrants these entities still
dominate.
As franchises were competed for on a rolling basis rather than all at once, and prospective operators needed to have the resources in place to show how they
would finance their bid, the TOCs were effectively ‘captive’ in their choice of ROSCO. This was compounded by the ROSCOs failing to replace old stock.

Source: CRI ‘The development of rail regulation:– a collection of reviews’ , PwC analysis
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Regulatory activity affecting consumer detriment matrix
Pricing confusion in
retailing of tickets

Customer detriment classification:

M2

B2

Failure to compensate
customer / poor
customer
communication in the
event of incidents,
delays, etc.

M1

M2

Retail market review (RMR) for
selling tickets

P

Code of Practice on retail
information

P

P

National Rail Conditions of
Carriage (Passenger Charter)

P

P

Reminder of existing codes

P

P

Poor operating
performance

R1

Price control outputs targets and
incentives

P

New licence conditions

P

Alignment of Network Rail
incentives with network users

'Low levels' of
customer satisfaction

R1

P

Source: Department for Transport
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Pricing confusion in retailing of tickets

Cause of detriment

Regulatory action

Customer confusion

Reduction of fare flex

Research by Passenger Focus found some confusion or complexity with
ticketing, particularly when using ticket offices or ticket vending machines
(TVMs). Main issue with TVMs was lack of intuitive prompts or instructions to
guide passengers and insufficient explanation of ticket restrictions.

DfT has decided that from January 2014 it will reduce the fare flex from its
current 5% to 2%. This means that the UK Government will give rail
passengers a better deal by capping the upper limit of any individual fare rise
at 2% above the permitted average (of inflation plus 1%), for all regulated
fares. In order to ensure that regulation continues to work effectively, the
Department will update the journey weights in the fare baskets regularly,
assisted by a new industry IT system that makes this process more efficient.

Passenger Focus noted large variations between sales channels for information
about ticket restrictions.
Passengers do not have a clear reference or benchmark price against which to
compare rail fares – this is most notable when passengers do no make the
same journey regularly. Additionally, there is no common tariff for distance.
The tariffs have been set historically and are inherited by the TOCs.
Fare flex and extreme fare rises
The Department for Transport (DfT) is concerned that, with RPI at its current
levels of over 3%, the “flex” has resulted in a few regulated individual fare rises
of over 9% in recent years.
Fares flexibility is an important tool for train operators to manage demand,
respond to local changes in passenger numbers and address anomalies in the
fares structure. However, for those passengers experiencing the maximum
permitted fare rise it is little consolation to be told that other fares have
increased less or have even reduced.
Outpaced by technological change
The DfT believes that ticketing in Rail has not kept pace with technology and
the advances achieved in other retail sectors. They believe passengers are not
privy to the same level of service and the same degree of flexibility when
buying rail tickets that they now take for granted in other areas of their life.

Ticket information (Code of Practice and written reminders)
A mandatory Code of Practice on the provision of ticket information at the
point of sale – this follows a similar, yet voluntary, code which was developed
in late 2013. The ORR will oversee the development of this Code. Ticket
retailers, whether train companies or third parties, and passenger groups such
as Passenger Focus, will need to work together to develop and agree its
content. The new Code of Practice is set to be introduced by mid-2015.

Additionally, DfT Ministers have written to TOCs requesting they publicise
government-set provisions much more clearly during purchase.
Increased transparency
From 2014, ATOC has agreed to publish the results of the independent surveys
it commissions annually into how well ticket office staff, ticket machines, and
web retail channels perform in terms of selling customers the best ticket.
Retail market review
ORR is currently leading a retail market review for selling tickets. This
is currently at the consultation stage and explores the structure of the market
including the role of third party retailers among other areas. The ORR intends
to complete its review and publish its recommendations by summer 2014.

Source: Department for Transport
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Pricing confusion in retailing of tickets

Implications

Conclusion / Summary

Reduction in fare rise shocks

Limited tariff simplification; clearer information

The reduction of fare flex will minimise the impact of annual rises on
particular passengers, many of whom will, in recent years, have experienced
above-inflation fare rises. While it is for train operators to decide each year’s
fares within the constraints of regulation, this change will restrict their ability
to apply ‘extreme’ rises to individual regulated fares. This will also relieve
pressure on longer-distance passengers. Without reducing the flex some
passengers could have faced a maximum individual fare rise of c.9.1%. Now the
maximum rise any passenger will face is c.6.1%.

The DfT has been reluctant to simplify fare structures given it is likely to
disadvantage the passenger, for example through a reduction in the number of
ticket options on offer. Allowing passengers to choose between a range of fares
based on price, flexibility and time is seen as the best approach for delivering
overall value. In parallel, DfT are improving passenger access to information
about ticket options, to allow passengers to select the best ticket for their
journey, and understand its terms and conditions.

Improved price comparison and benchmarking

Regular publishing of information such as the fares database allows the public
to get a greater understanding of the industry. Price comparison websites and
third-party service companies (middle men) have the potential to improve
competition and assist customers to choose the option / fare that best suits
them, albeit that their role is not always positive (as seen in energy).

Following discussions in 2014 between the Department for Transport and
ATOC, the rail industry fares database, previously only available under a paidfor licence, can now be accessed for free through the ATOC website. In other
industries, where similar information has been put in the public domain, the
result has been price comparison websites, third-party service companies and
mobile apps coming onto the market. Similar results are expected from putting
rail fares data into the public domain – passengers will benefit from new and
improved ways of researching ticket information.
Better ticket information
Improvements in providing passengers access to clear information have been
noted with the introduction of the voluntary Code of Practice on ticket
irregularities in late 2013. More improvements are expected with the
mandatory Code of Practice set to be active by mid-2015.

Greater access to information

Limitations to fare rises
Consistency in fare rises is important to allow TOCs to generate a sufficient
margin, whilst ensuring the burden is not placed disproportionately on any
one customer segment, particularly customers in fringe segments. Whilst
differential price rises are currently not so much of an issue in the English
water sector, it may be necessary to monitor this after market opening.
Water and sewerage companies should not be able to target specific customer
groups for disproportionate price rises – for example, those that cannot switch
for some reason.

Source: Department for Transport
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Failure to compensate customer / poor customer communication in
the event of incidents, delays, etc.
Cause of detriment

Regulatory action

Low levels of claims for compensation

Awareness of compensation process

In March 2013, Passenger Focus conducted a survey to understand more about
a passengers’ awareness and experience of compensation as a result of delays.
Despite the seriousness and frequency of delays experienced, a relatively small
proportion of passengers claim compensation. Among ‘compensation eligible’
passengers, the vast majority (88%) do not claim any compensation for the
last delay of 30 minutes or more that they experienced. There are several
factors which contribute to this low proportion, such as:

Handing out claims forms and hearing announcements during delays by TOCs
only accounted for 15% of all current passenger awareness in March 2013.
However, this proactive approach by TOCs seems to be efficient in facilitating
claims. Other channels which require little effort on the part of the passenger
are also favoured, such as communication via posters and automated
refunding.

• Lack of awareness and understanding around a passenger’s right to
claim. The analysis showed that too few passengers have access to and
understanding of their full rights.
• Online research and word of mouth are the most common sources of
awareness of the ability to claim compensation. These channels are
cumbersome for passengers as they require initiative.
• Complexity of the process to make a claim, given the various channels
of communications and methods of compensation.
• Unsatisfactory remuneration upon submission of a claim.
The latest National Rail Passenger Survey (NRPS), published in January 2014,
found that only 40 percent of passengers were happy with the way their train
company deals with delays.
Passenger Focus research indicates that passengers would like the following
behaviours from train companies:
• Treated with
more respect
• Sincere
messages

• Empathise on
how the delays
affect
passengers

• Help in
avoiding the
problem in the
first place

• Help in getting
out of the
disrupted
situation

• More TOC
coordination
when problems
occur

Code of Practice on retail information
The regulator will oversee the development of a code of practice on provision
of ticket retail information, which will be in place by the end of 2014. The Code
will provide clarity on what information passengers can expect from their train
companies, including terms and conditions, such as compensation and refund
rights. This should also address issues regarding communication channels
used to raise awareness.
National Rail Conditions of Carriage (NRCoC)
The National Rail Conditions of Carriage is a contractual document setting out
the consumer's rights and responsibilities when travelling on the National Rail
railway network in Great Britain. All TOCs are required to publish a Passenger
Charter based on the NRCoC.
ORR written reminder
As part of the ORR’s continuous work to improve passenger experience, they
wrote to all train companies (TOCs) seeking information about what they do
now, or are planning to do in the next 12 months to help raise passengers’
awareness of, and facilitate access to, their rights.

Source: Department for Transport; Passenger Focus
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Failure to compensate customer / poor customer communication in
the event of incidents, delays, etc.
Implications

Conclusion / Summary

Increased compensation payments

Enable greater access to data

The rail industry responded positively to the 2013 Passenger Focus research.
However, the latest NRPS 2014 suggests that train companies still need to
make considerable progress in meeting passengers’ expectations during
disruptions.

Data on compensation across the rail industry, including the amount of
compensation paid out and frequency or number of claims, is not consistently
captured, reported or published by all train companies. Greater access enables
industry bodies to monitor company performance, and customer detriment. It
also opens opportunities for innovations such as the Train Refunds app.

New franchising agreements aim to ensure that better compensation schemes
are put in place for passengers and that they know how to claim. The Rail
Minister will continue to encourage operators to make sure passengers are
fully aware of their rights. The success of these measures must be judged by
the extent to which they increase passengers’ awareness and exercise of their
rights.
The latest available figures from the Rail Delivery Group showed that
Compensation has become increasingly generous and easier to apply for in
recent years. Additionally, in the space of a year, there was a £3 million rise in
Delay Repay compensation paid to passengers (available if delays hit 30
minutes) despite punctuality being near record levels according to
Government-set measures.
Greater access to information
A new app called Train Refunds was recently designed to simplify the process
of applying for compensation from TOCs. It tracks all of the delays on a
commuting route. If a train is delayed, a user would simply need to find the
specific train they were on and press ‘claim’. The app automatically sends a
filled out compensation form to the users e-mail address, which can be easily
printed and mailed to the TOC.
‘I have been using the app for a couple of weeks now and have
already got £27 back,’ - Co-founder of Train Refunds

Choose the ‘right’ channels of communication
Choosing the right channels to communicate with passengers and raising their
awareness would greatly improve passenger experience. Currently, the most
common sources of customer information are also the most cumbersome
(word of mouth and online forums). However, TOCs typically have staff
locally who are aware of problems. Challenges include:
1) TOCs’ reluctance to make compensation payments unless they have to;
and
2) Communication relating to specific incidents. The pressure to inform
customers exposes the operator to having to change its guidance as more
is known and the planned solution changes.
South West Trains (SWT) have decided to rota drivers and on-train staff
together for the full day. This increased SWT’s costs, presumably because ontrain staff can work more flexibly than drivers, however they have found it
easier to manage disruptions.
Consumer user body
The fact that a consumer body has been set up to conduct surveys and
represent the views of passengers is interesting. In an environment where
switching is difficult (due to capacity constraints and often lack of a genuine
choice), a user body is an ideal method for customers to express their views.

Source: Department for Transport, Train Refunds website, Rail Delivery Group
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Poor operating performance

Cause of detriment
Punctuality and reliability of train services dipped significantly following the
Hatfield derailment in 2000, which exposed an investment backlog for
Railtrack/ Network Rail. The need to access to address maintenance issues
meant extreme disruption to services for passengers over an extended time
period (it took c. 10 years to return to pre-Hatfield performance). It resulted in
a large dip in customer satisfaction with service1. The compensation paid to
TOCs (and passed on to passengers) as a result of disruptions, along with
spiralling costs of upgrading the West CoastMainline turned Railtrack into a
loss-making company and ultimately it entered into administration.
Hatfield led to imposition of over 1,000 temporary speed restrictions and
consequently widespread timetable disruption, with an unprecedented
programme of renewals to address fatigue in rails.
Railtrack’s 2001 Network Management Statement (NMS) was criticised by
ORR for insufficient focus on return to a ‘steady state’. At the time, Railtrack
still faced significant work to stabilise the network. It was unable to predict
the location of speed restrictions and therefore the impact on operating
performance. Securing engineering access to the network remained a major
challenge, given that the scale of work required was potentially very disruptive
to services, and that the GB rail network is very heavily utilised.
One positive outcome was that it led to more collaborative working
arrangements between Railtrack and train operators. Railtrack started to share
its maintenance and renewal plans much more openly with its customers (i.e.
the TOCs) and to develop joint action plans.
‘Local output statements’ were formalised in the business planning process.
ORR supported these, as a step towards the definition of clear contractual
commitments from Railtrack to its TOC customers.
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Regulatory action
2002 NMS
Following regulatory criticism of the previous NMS, the 2002 NMS set out
revised plans for improving operating performance, which envisaged a return
to pre-Hatfield performance (for Railtrack attributed train delays) by 2004. In
parallel, the first annual set of ‘local output statements’ were agreed with train
operators setting out joint action plans for the short term, together with
forecast improvements to train performance.
ORR targets and incentives
ORR’s price control final decisions in 2000 were published just prior to the
Hatfield incident. They included benchmarks set for the performance regime
(and compensation scheme for train delays).
In 2002 ORR sought to recalibrate Network Rail’s operating performance
targets to reduce the compensation payments to TOCs and to establish more
realistic targets based on current performance. This was part of the ‘fresh
start’ thought to be needed following Railtrack’s administration.

ORR reviews at each price review and sets new targets for the public
performance metric (PPM), trains cancelled and significantly late (CaSL),
Network Rail delay minutes and maximum level of disruption due to
possessions, most recently as part of the 2014-19 periodic review.
Licence conditions and contracts with TOCs
ORR introduced new licence conditions to make Network Rail more
accountable for delivering outputs.
Since 2004, ORR has also published model contracts for track access (between
TOCs and Network Rail). Improvements to contractual terms were designed
to place a contractual obligation on level of service to TOCs.

Sources: 1. National Rail Passenger Survey
2. ORR ‘Rail passenger experience report’,
3. CRI ‘The development of rail regulation’
4. ORR website
5. ORR Consultation on Schedules 4 and 8 possessions and performance regimes
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Poor operating performance

Implications

Conclusion / Summary

Significant performance improvements have been made since
2000

ORR has put in much closer scrutiny, monitoring and contractual
arrangements

A key measure of train performance is punctuality. Punctuality is measured by
the public performance metric (PPM, the percentage of trains arriving within
five minutes of the destination arrival time for London and South East and
regional TOCs, or ten minutes for long-distance and non-franchised
operators). There are also targets for number of trains causing significant
disruption to at least some passengers (lateness at final destination greater
than 30 minutes, of full/part cancelled or missed station calls). This measure
is called CaSL (cancelled or significantly late). Both PPM and CaSL are
measured as a percentage of planned services.

The Hatfield derailment revealed some significant gaps in Railtrack’s
understanding of its network, which undoubtedly resulted in detriment to
customers in the widespread service disruption that followed, as well as to its
direct B2B customers (the TOCs) whose services were disrupted and
reputation damaged.

In recent years, most passengers will have seen improvements in services, with
performance and safety rising since the start of the millennium. However, it
remains passengers’ third priority for improvements at ORR’s most recent
price review (PR13). This has been accompanied by significant investment in
the railway to deliver improvements in facilities, service frequency and journey
times.
Trends in Public Performance Metric (PPM) over time1
95%
90%
85%
80%
75%
70%

CCWater •
PwC

The derailment itself resulted in 4 deaths, and 70 injuries (4 serious). It also
resulted in convictions for Network Rail and Balfour Beatty for breach of
health and safety law.
When Railtrack announced its preliminary results for 2000/01, it recorded a
pre-tax loss of £534m compared with a profit of £360m the previous year.
The loss was largely the result of an exceptional charge arising, mainly from
Hatfield, of £733m. The exceptional charge included additional maintenance
at shareholder expense and compensation payments to TOCs5.

ORR has recently imposed the following financial penalties on Network Rail
for poor operating performance:
• In 2008, a £14m penalty because ORR found systemic weaknesses in the
planning and execution of engineering work requiring possessions, which
represented a serious continuing breach of its network licence; and
• in 2010, a £3m penalty after NR breached its network licence for failing to
run an effective and efficient timetabling process for Britain’s rail network.
Some of the changes put in place following the formation of Network Rail
involved leveraging regulatory good practice from other sectors (e.g.
improving Network Rail’s accountability both through the licence and more
directly to its TOC customers through standard contracts).

Sources: 1. ORR data portal
2. ORR ‘Rail passenger experience report’
3. ORR ‘Train derailment at Hatfield. A final report by the independent investigation board.’
6
July 2006
4. ORR Consultation on Schedules 4 and 8 possessions and performance regimes
5. CRI ‘The development of rail regulation’
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‘Low levels’ of customer satisfaction

Cause of detriment

Regulatory action

Customer satisfaction with rail services is lower than for other
comparable industries

One part of ORR’s vision in its five year corporate strategy (2009-14) is that
“satisfaction levels of passenger and freight customers’ are equivalent to the
best in railways and other forms of transport”. ORR expressed concern that
Network Rail’s incentives are not well aligned to the needs of passengers.

The table on the next page shows data from the ONS omnibus survey (using
questions commissioned by ORR) where customer satisfaction with various
service attributes and overall satisfaction are compared.

Customer satisfaction is generally lower than for other industries

Customer satisfaction with rail services is very closely related to
operating performance

The figure shows customer satisfaction benchmarked against comparator
industries using data commissioned by ORR. Each respondent was asked
questions about rail and one of five comparator utilities, chosen at random.

Customer satisfaction dipped significantly following the Hatfield derailment
and the subsequent period of extreme disruptions to operating performance of
trains. Satisfaction remains very closely correlated to operating performance
(as shown in the chart on the next page)2.

A positive position is indicated when the proportion of quite or very satisfied is
higher for rail than the comparator service, and a negative position is assigned
when the proportion of quite or very satisfied is lower than the comparator
service. Those categories shaded amber represent where the satisfaction with
the comparator service is within a 5 percentage point range of satisfaction with
rail services (plus/minus 2.5 percentage points).

Summary of ORR passenger satisfaction benchmarking1
Satisfaction with:

Electricity

Internet

Banking

Mobile phone

Information availability

+

+

+

-

-

+

Dependability and reliability

-

+

+

-

+

-

Ease of finding the best price

+

-

+

-

-

-

Friendliness and helpfulness of staff

+

+

-

-

-

+

Ease of contacting the service provider

-

-

-

-

-

-

Fairness and transparency of charges

-

-

-

-

-

-

Value for money

-

-

-

-

-

-

Overall satisfaction

+

-

-

-

-

-
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Source: 1. ORR ‘Rail passenger satisfaction benchmarking’ April 2014
2. ORR ‘Rail passenger experience report’ April 2014

Air Travel

All comparator services
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‘Low levels’ of customer satisfaction

Implications

Conclusion / Summary

ORR states that if railways are to be responsive to increasing customer
expectations, Network Rail needs to be better aligned with its TOC customers
and end users. This might include initiatives like the ‘seven day railway’ (to
reduce disruption from engineering work). The scale of disruption caused by
the west coast main line upgrade is unlikely to be acceptable in future.

Improving customer experience of, and satisfaction with rail services relative
to other industries is potentially challenging for the rail industry. However,
performance and understanding of the network has come a long way since
Hatfield, and regulatory monitoring in relation to the passenger’s experience
enables ORR to monitor the impact of improvements on passengers.

ORR intends to:
• Monitor impact of price control output delivery on customer experience.
• Align the regulatory framework to address customers’ needs, and promote
competition where it is likely to benefit customers.
• Consider ways in which it can help improve the credibility and effectiveness
of passenger protection in the mainline railway.
• Test all policies and actions against the passenger and freight customer
perspective.

It is unclear currently, how ORR intends to improve relative satisfaction with
rail services compared with other industries.
In terms of vertical relationships, there are clear lessons from rail into the
water industry, where greater separation between retail and wholesale will
result from retail market opening. The detriment from Network Rail’s
maintenance backlog following Hatfield was exacerbated by the contractual
arrangements between Network Rail and TOCs and the conflict between
network maintenance/ safety and customer experience. This is manifested in
customer satisfaction with the railways and the subsequent regulatory focus
on how Network Rail can best align its incentives to deliver a better passenger
experience.

ORR is monitoring customer experience measures (see chart below) as well as
cross-sector benchmarking. ORR has also mapped out the ‘passenger journey’
from ticket purchase to journey, to complaints if required.
Train performance and passenger satisfaction1
95%
90%
85%
80%
75%
70%
65%
60%
1997-98*

1998-99*

* NRPS data not available
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1999-00

2000-01

2001-02

2002-03

2003-04

2004-05

2005-06

PPM (All franchised operators)
1

2006-07

2007-08

2008-09

2009-10

2010-11

2011-12

NRPS (Overall satisfaction)

Sources: Department for Transport, Train Refunds website, Rail Delivery Group; ORR, 2014; & Passenger Focus 2013, ORR Corporate Strategy 2009-2014

2012-13

2013-14*
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There are three main causes of consumer detriment. Network
industries have an element of natural monopoly which may be
leveraged into competitive parts of the market
Consumer detriment may arise through three main causes
Market failure, including:
•
•
•
•

Market power
Imperfect information
Innovation disrupters
Public goods

Regulatory failure, including:
•
•
•
•

Poorly designed regulation
Failure to change through time
Acts of omission
Regulatory barriers to entry

Behavioural biases, which are failures relating to customers inherent
tendencies to behave in ways that economics would consider sub-optimal, and
include:
• Anomalous preferences
• Cognitive errors
Market failure
Network industries may be able to leverage market power from the parts of
the value chain with natural monopoly tendencies into areas where
competition is at present resulting in customers paying higher prices.
Examples of detriment arising from market power includes differential pricing
by energy retailers between ‘in area’ and out of area customers. In other
sectors, market power is likely to be present in both vertically integrated and
vertically separate companies (e.g. BT is dominant in the fixed line telecoms
market, Business Stream has retained the vast majority of water and sewerage
business customers in Scotland).
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Level playing field measures will have an impact on tackling market power, as
will charging principles. The experience of other sectors suggests careful
monitoring will also be required.
Imperfect information could arise from poor knowledge or control within
the retailer itself, or from inappropriate incentives for staff to target switching.
Examples where imperfect information causes detriment to customers include
mis-selling experienced in energy and telecoms, which led for example to
customers switching through coercion or without full understanding of the
terms they had signed up for.
There will be a mis-selling code of practice in water which will need to draw on
lessons learned from other sectors. This code will need to address the risk of
mis-selling without discouraging active sales campaigns. Common failings
that could be captured through the code include:
•
•
•
•
•

Awareness of and compliance with the mis-selling code
Sales staff product knowledge, and training
Putting in place appropriate sales staff incentives
Management oversight, audit and monitoring
Use and competence of third parties

Good practice consumer protection around transparency and reducing
complexity of contracts is another potential area of focus.
High market concentrations and dominant players can have potential to
disrupt innovation in markets. The evidence on whether this happens is
mixed (e.g. BT’s dominance in telecoms has not stopped significant innovation
in this sector despite a focus on access and competition in the sector).
Innovation in the Scottish water and sewerage retail sector may be driven by
credible threat, including of future competition in England.
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Regulatory failures to offer sufficient protection for consumers and
customers’ own behavioural biases can also result in detriment
Regulatory failure
Poorly designed regulation includes policies which do not adequately
target the cause of the problem and/ or may further distort the market.
Examples include, failure to unwind legacy cost structures in rail, the
contractual process lacking incentives for parties to work together in the
interests of passengers, and over-prescription of the franchising process
resulting in inability of TOCs to make improvements to customer experience.
Other examples involve the regulator’s approach changing to take account of
new information. For example, WICS’s tightening of the arrangements around
licence revocation following failure of Aquavitae.
Regulation needs to be flexible to evolve (changes through time) as areas
of potential and actual consumer/ customer detriment arise. Failure to
maintain sufficient flexibility can result in consumer detriment.
All our examples of potential detriment involve regulatory responses to issues
that have arisen in markets, showing that regulation is able to respond to
customer detriments as they arise. The regulators’ ability and agility in
responding varies.
Ofcom appears to have a strong focus on analysis of complaints to identify then
escalate areas where consumer detriment is emerging. It appears to choose
from its menu of enforcement tools depending on the perceived seriousness of
the detriment (e.g. informal pressure to rebalance charges, voluntary codes,
mandatory requirements, fines).
WICS also appears to develop policy through incremental changes to the
framework, codes, licensing and other requirements.
Ofgem has taken an overhaul approach recently with the Retail Market Review
and referral of the energy retail market to the CMA. ORR is also undertaking a
retail market review.
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Focus on good market design at the outset is critical so that the regulator is
taking more of a case by case approach to ‘tweak’ market arrangements to
avoid emerging consumer detriments.
Behavioural bias
Consumers may exhibit anomalous preferences which may not always
reflect the assumptions made by mainstream economics. Biases may include
risk aversion leading to a preference for the status quo or to default options.
This may reduce the rate of switching and allow firms to exploit market power.
Confusion around energy tariffs and the market in general may strengthen
customers’ risk aversion and hence inertia. Creating tariff complexity, and
increasing the number or components of tariffs without providing sufficient
transparency is likely to enhance a natural bias towards the status quo.
Consumers may make sub-optimal decisions (or cognitive errors) given
their underlying preferences (e.g. based on limited foresight or the particular
framing of the problem/ issue). Firms may manipulate customers’ tendency
for cognitive errors, and regulation may fail to protect consumers.
The tying of PPI to other financial services products is an example where
customers were encouraged to take up a product that could, for many
customers, be considered sub-optimal (or even irrelevant) to their needs.
The inclusion of early termination charges as part of a package within a fixed
line contract in telecoms could be considered to create a situation where the
customer is disadvantaged because he or she is unlikely to think ahead to the
implications of cancelling.
Behavioural bias is more likely to impact on SMEs than larger non-household
customers as they are likely to have less time to understand the market and
negotiate the best deal.
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Key themes – market failure

Market failure:
leverage of market power

Examples

Considerations for the water sector

Network industries may be able to
leverage dominance from the parts of the
value chain with natural monopoly
tendencies into areas where competition is
present resulting in detriment through
consumers paying higher prices.

• The potential for co-ordination among
the ‘big 6’ energy suppliers.

•

Ofwat ‘level playing field’ requirements and company separation
plans will have an impact on the ability of companies to leverage
market power.

•

Ofwat’s charging policy will include requirement that charges be
cost reflective. However, monitoring and policing the potential
for/ incidence of differential charging, and monitoring the costreflectivity of default tariffs are key ongoing activities as
evidenced by the energy sector.

•

Given that the relative sizes of the players will not be even at
market opening, there may be opportunities for incumbents (or
out of area entrants such as Business Stream) to block out the
market through long term contracts before others are ready.

•

Protection of customers likely to be ‘stranded’ with the
incumbent retailer on the default tariff (e.g. possibly SMEs).

•

How customers are allocated to supplier(s) of last resort if a
retailer fails. Allocating back to the incumbent may be
undesirable with respect to customer perception of market
power.

•

It is worth considering the potential for incumbents or others to
put more qualitative ‘barriers to switch’ in place e.g.
• The use of incumbent brands to leverage market power
or create barriers to switching.

It may be possible to deter switching
through leverage of market power in the
upstream business.
This could take the form of a competition
law breach (abuse of dominance) which
has an impact on price paid by the
consumer or co-ordinated behaviour
between suppliers in a highly
concentrated market. The price could
either be too high or temporarily too low
(margin squeeze).
If the incumbent supplier has the bulk of
customers in its area at the outset of
competition it may be possible to frustrate
market entry for new players.
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• Potentially lack of impetus to improve
complaints handling.

• The dominance of BT in provision of
fixed line telecoms.
• The maintenance of a high market
share by Business Stream in the
Scottish water and sewerage retail
market.
• Differential pricing for in area and out
of area customers in energy.
• Possibly lack of choice over routes
leading to poor communication and
failure to compensate in rail.
• The requirement to create different
brand names for retailers to avoid
brand leverage (e.g. Openreach from
BT, Centrica from British Gas)
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Key themes – market failure

Market failure:
imperfect information

Examples

Considerations for the water sector

Imperfect information
could arise from poor
knowledge or control within
the retailer itself, or from
inappropriate incentives for
staff to target switching.

• Mis-selling in energy and
telecoms including:
• Switching customers
without their permission
• Misinformation about
products/ services/
contractual matters/
company identity
• Accidental switching (e.g.
wrongly identified
customer)
• Incentives to switch that
are not followed through
(e.g. mobile phone
cashback offers).

• Mis-selling has been identified as an issue by the UK Government and a code of practice
to protect SMEs will be put in place.

• Confusion over prices/ tariff
complexity in energy and rail.

• Good practice consumer protection around transparency and reducing complexity of
contracts is another potential area of focus.

Use and skills of third
parties may also give rise to
imperfect information to
the customer.
A third issue that could
arise in a regulated industry
is poor information flow
between different parts of
the value chain (e.g.
wholesalers and retailers)

• Inappropriate product and
service claims in telecoms (e.g.
advertised maximum
broadband speeds where
actual speed can depend on a
number of factors).
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• The contents and enforceability of the mis-selling code will need to take into account the
situations encountered in other network industries, as these issues appear to be fairly
generic in liberalised network industries. For example:
• Awareness of and compliance with the mis-selling code
• Sales staff product knowledge, and training
• Putting in place appropriate sales staff incentives
• Management oversight, audit and monitoring
• Use and competence of third parties
• The code will need to balance the risk of mis-selling without discouraging active sales
campaigns (door step selling in energy being an example).
• The switching process to be set out under the market code will be a key protection
mechanism for non-households.

• Inappropriate service claims from retailers could arise due to information asymmetry
between wholesalers and retailers (e.g. network pinch points such as DG2 low pressure
areas). Some degree of structuring of communication between retailers and wholesalers
through the market codes would potentially assist in ensuring customers get appropriate
information about actual service provision.
• The greater the information barrier to switching, the greater the risk of inertia at the
lower end of the market where the cost saving and hassle of switching is disproportionate
to the effort involved.
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Key themes – market failure

Market failure:
innovation disrupters

Examples

Considerations for the water sector

High market concentrations and
dominant players can have
potential to stifle innovation in
markets

• Claims by BT that equivalence requirements
reduce incentive to release new wholesale services

• Innovative retail practices can be achieved by retailers providing
the market is sufficiently vibrant to support it. The presence of a
strong player in Scotland may put pressure on English
incumbents and entrant retailers to innovate.

• On the other hand, markets for telecoms products
have evolved significantly since Oftel increased
focus on competition and liberalisation.
• Business Stream maintains the bulk of the market
share for water customers in Scotland, and at least
initially there was a lack of high quality new
entrants and a lack of switching.
• Business Stream and more recently WaSC retail
licensed providers in Scotland have had incentive
to innovate in preparation for market opening in
England.

• Innovation involving direct wholesale activities may require
some thinking as they will be via bespoke contracts either with
incumbent wholesalers or potentially with third parties for
services not driven directly off the network. The contractual
process needs to be designed so that it does not slow down the
pace of innovation.
• Examples might include
• Bespoke water quality requirements
• Sustainable Urban Drainage Systems (SuDS)
• Greywater reuse and rainwater harvesting

• Regulatory intervention also has the potential to
stifle innovation, which may or may not be in
consumers interests. For example, the interplay
between tariff simplification in energy and the
potential to use innovative tariffs with smart
metering

CCWater •
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Key themes – regulatory failure

Regulatory failure:
poorly designed
regulation

Examples

Considerations for the water sector

Policies which do not
adequately target the
cause of the problem
and/ or may further
distort the market

• Possibly the original switching process for telecoms,
which gave the ‘losing’ retailer an opportunity to provide
the customer with a better price of service offer.
However, it is debatable whether this would present a
detriment in a thriving market.

• The Open Water Programme and Ofwat will be designing a
significant body of processes and market architecture to support
the water retail market. These will need to be designed carefully
so that the market can operate smoothly, taking into account
lessons learned from other sectors.

• The rail sector has gone through major upheavals in
structure, and over-prescriptive franchises have a
negative impact on consumers.

• The licensing regime needs to be balanced so that it provides
appropriate protection for consumers, without presenting an
undue barrier to market entry, or a compliance barrier relating to
ongoing operations.

• Failure to unwind legacy cost structures in rail
• Lack of incentive for market participants to work together
across the value chain due to the contractual framework
in rail.
• Perhaps more of an example of the regulator’s approach
evolving than bad design are the adjustments to WICS’
procedures for licensing and monitoring new entrants
following market opening, including:
• Simplification of the arrangements around licence
application just after market opening
• Changes in requirements for creditworthiness of
entrant retailers and payment terms to
wholesalers
• Tightening of the arrangements around licence
revocation (following failure of Aquavitae)
• Adjustments to the provider of last resort regime
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• Tariff structures and understanding of cost flows/allocation to
different customer tariffs will be critical to all customers being
equally enabled to switch their supplier, and overall that charges
to customers are fair.
• The contractual framework that operates outside the core market,
e.g. for enhanced wholesale service may need some thought or
structure around it to ensure that customers receive optimal
outcomes.
• There is a risk of deteriorating customer service for those who do
no want to compete out of area and want to minimise the costs of
serving B2B customers as their businesses 'wither on the vine‘.
The regulatory framework may need to protect these customers.
• The further risk that retail margins will be too low, and possibly
market size still too small to make market entry worthwhile may
require a regulatory solution if it is desirable to have a vibrant
market.
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Key themes – regulatory failure

Regulatory failures:
changes through time

Examples

Considerations for the water sector

Regulation needs to be flexible
to evolve as areas of potential
and actual consumer/ customer
detriment arise

• All of the examples of potential detriment we discuss in the
previous sections are regulatory responses to issues that have
arisen in the markets, showing that regulation is able to
respond to customer detriments as they arise.

• Focus on good market design at the outset is critical
so that the regulator is taking more of a case by
case approach to ‘tweak’ market arrangements with
the purpose of avoiding emerging consumer
detriments.

Failure to maintain sufficient
flexibility can result in consumer
detriment.

• The regulators’ ability and agility in responding clearly varies
and there are potential lessons to be learned.

• Ofcom appears to have a strong focus on analysis of complaints
to identify then escalate areas where consumer detriment is
emerging. It appears to choose from its menu of enforcement
tools depending on the perceived seriousness of the detriment
(e.g. informal pressure to rebalance charges, voluntary codes,
mandatory requirements, fines).
• WICS also appears to develop policy relating to the market
through incremental changes to the framework, codes, licensing
process and other requirements.

• The arrangements for modifications to the market
code will be important so that the regulator is able
to provide effective overview and oversight of
customer experience in the market.
• Identifying and quickly acting on emerging issues
through monitoring of customer experience data
and customer complaints.
• Consideration of how to use the menu of regulatory
and competition tools and levers to reduce or avoid
detriment to customers.

• Ofgem has taken an overhaul approach recently with the Retail
Market Review and referral of the energy retail market to CMA.
• ORR is also undertaking a retail market review.

CCWater •
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Key themes – behavioural bias

Behavioural biases:
anomalous preferences

Examples

Considerations for the water sector

Consumer preferences may not
always reflect the assumptions
made by mainstream economics.

• Confusion around energy tariffs and the market in general may
strengthen customers’ preference for the status quo. Creating
tariff complexity, and increasing number or components of
tariffs without providing sufficient transparency is likely to
enhance a natural bias towards the status quo.

• Behavioural bias is more likely to impact on SMEs
than larger non-household customers as they are
likely to have less time to understand the market
and negotiate the best deal.

Biases may include a bias
towards the status quo or
towards default options.
This may reduce the rate of
switching and allow firms to
exploit market power.
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• Quality and simplicity of information to customers.
• Practices such as objections to transfer in energy and telecoms
may also strengthen this bias as customers perceive switching
supplier to be difficult to achieve.

• Removing unnecessary complexity around tariffs,
and contracts.
• Limiting the circumstances where the existing
supplier can object to customer transfer to a new
supplier.
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Key themes – behavioural bias

Behavioural biases:
cognitive errors

Examples

Considerations for the water sector

Consumers may make suboptimal decisions given their
underlying preferences (e.g.
based on limited foresight or
poor framing of the problem/
issue).

• The tying of PPI to other financial services products is an
example where customers were encouraged to take up a
product that could in some circumstances be considered suboptimal to their needs.

• Again, SMEs are more likely to be affected by
behavioural biases due to less expertise and time to
consider the most appropriate overall offering.

Firms may manipulate
customers’ tendency for
cognitive errors, and regulation
may fail to protect consumers.

• The inclusion of early termination charges as part of a package
within a fixed line contract in telecoms could be considered to
create a situation where the customer is unlikely to think ahead
to the implications of cancelling the contract.
• Mid-contract price rises for mobile telecoms services are
another example where customers are unlikely to think ahead
or read the small print.
• Similarly, energy companies building contract rollover terms
into their contracts could arguably lead to cognitive errors when
customers fail to identify in advance that they will not notice the
contract expiring.
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• The potential to use automatic contract rollovers as
was seen in the energy industry is an area that may
require either raising customer awareness or
customer protection through the SME marketing
code specifying that the supplier should give notice
of the contract expiry date.

• The use of bundling and product tying in relation to
SMEs.
• Hidden contract clauses and the need for
transparency.
• Awareness and skills of SMEs seeking to switch
supplier.
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Drawing on this analysis, we believe there are nine key lessons
learned from other sectors, which regulators have used a range of
tools to address
Areas where detriment commonly occurs in regulated markets

Regulatory tools commonly used to manage areas of detriment

1.

Regulators may seek to set rules around areas of potential customer detriment
to prevent it from occurring. The strength of these rules depends on the
seriousness of the failure, the range of measures experienced in our
comparator sectors being:

Incumbents may apply differential pricing or terms in dominant parts of
their business

2. Incumbents may reduce service levels (e.g. to captive and high cost to
serve customers)
3. Mis-selling and misleading information is a risk during the ‘dash for
customers’
4. Incumbent actions or regulatory failures may frustrate market entry
5.

Retailers or regulatory failures may frustrate switching

6. Poor data or processes can result in mistakes during switching

7.

Complexity leading to customer confusion

8. Unfair and/ or hidden contract terms can confuse and disadvantage
customers, especially the fringe customers (e.g. time poor)
9. Customers may be unaware of their right to switch or disincentivised to do
so due to behavioural biases

•
•
•
•
•
•
•
•
•

Voluntary codes of practice
Regulatory guidance
Regulatory or market standards and processes (e.g. market code)
SLAs
Licence conditions
Accreditation schemes for unregulated third parties
Level playing field requirements
Primary and secondary legislation
Wider consumer legislation

Where the detriment potentially leads to higher prices than would otherwise
be experienced the regulator may:
•
•
•
•
•

Seek voluntary price reductions
Set charging rules and scrutinise proposed tariffs
Set licence conditions (e.g. no undue preference or discrimination)
Apply tariff constraints such as differentials or default tariffs
Apply price or revenue controls where market power exists

Similarly, regulators may seek to reduce complexity where it exacerbates
behavioural biases by, for example:
•
•
•
•

CCWater •
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Standards of conduct
Tariff simplification or comparability requirements
Protection for specific customer groups
Specific guidance on transparency and clarity of information
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Key lessons

Lesson learned

Examples

Driver(s)

Ex ante regulatory tools*

1. Incumbents
may apply
differential
pricing or
terms in
dominant
parts of their
business

• Energy ‘in area’ and ‘out of area’ price differentials
(not explained by cost-reflectivity).

• Market
power

• ‘In area’ retail price controls.

• Energy ‘in area’ and ‘out of area’ variations in
payment methods.

• Tariff regulation through licence (e.g. no undue
discrimination, cost reflectivity).

• Business Stream has re-negotiated tariffs with
60% of its customers, and around 5% have
switched, which leaves c.35% of customers on the
default tariff.

• Tariff simplification or comparability requirements (although
their use may stifle innovation).
• Tariff differentials (e.g. fare flex in rail).

• Peak and off peak pricing in rail (although this is
potentially valid if it spreads load on the network).
2. Incumbents
may reduce
service levels
(e.g. to
captive and
high cost to
serve
customers )

• Default tariffs (as used in Scotland) to limit price
differentials.

• Increasing focus on high-value customers in
energy .

• Market
power

• Recognition that micro-businesses require protection in
energy.

• Initial criticism of retail service levels to
businesses after market opening for water and
sewerage in Scotland.

• Poorly
designed
regulation

• Consumer Complaints Handling Regulations prescribe
binding complaints handling standards.

• Energy complaints handling (although not clear
how far this relates to market power and
competition versus general poor service).

• Codes and licence conditions setting out minimum levels of
service to customers.
• Standards of conduct.
• Self regulation (e.g. voluntary back-billing code for microbusinesses).

*We focus on ex-ante regulation because ex post measures are generic to all lessons learned. While they are useful safeguards, they can also be ineffective
because they detect detriment after the event, with a time lag during which customer detriment continues. Examples of ex post measures include:
•
Reporting requirements and regulatory monitoring, including complaints monitoring
•
Licence or statutory enforcement (including generic consumer and competition legislation), code enforcement, fines and redress
•
Special administration and licence revocation
CCWater •
6 August 2014

PwC

96

Section 9 – Conclusions and key lessons

Key lessons

Lesson learned

Examples

Driver(s)

Ex ante regulatory tools

3. Mis-selling
and
misleading
information
is a risk
during the
‘dash for
customers’

• Illegal practice of switching without consent in
telecoms.

• Imperfect
information

• Transparency of offer to customers .

• Customers pressurised into switching in energy and
telecoms.
• Misleading, incomplete or incorrect information in
energy and telecoms.
• Misleading information on broadband speeds
(although Ofcom considers this to be a complex
area).
• Misinformation and mis-selling caused either
directly by a retailer or by unregulated TPIs,
subcontractors etc.

• Standards of conduct.
• Voluntary code for broadband speed claims.
• Regulatory guidance on broadband speed claims.
• Use of wider consumer legislation.
• Voluntary regulation of TPIs through accreditation
scheme.
• Regulation of TPIs through retailers’ licences.
• Changes in secondary legislation (e.g. PPI mis-selling).

• Mis-selling can include unfair or unclear product
bundling or tying as seen in PPI mis-selling cases in
the Financial Services sector.
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Key lessons

Lesson learned

Examples

Driver(s)

Ex ante regulatory tools

4. Incumbent
actions or
regulatory
failures
may
frustrate
market
entry

• Retailer payment in advance for wholesale
water and sewerage services in Scotland may
have frustrated entry as working capital
management was difficult for start ups.
Business Stream negotiating tariff reductions
with customers putting their supply out to
tender may have exacerbated this.

• Market power

• Revised licence application process designed to reduce
barriers to entry in Scotland (while strengthening
arrangements for licence enforcement).

• Initial lack of new entrant retailers in the
water and sewerage market in Scotland.
• The ‘Big 6’ energy companies have a
significant inactive customer base not enjoyed
by entrants, which gives them scale
economies and potentially stabler cashflows.

• Regulatory
failure

• Measures to facilitate different payment terms for water and
sewerage wholesale services in Scotland (e.g. option to use
escrow account, letters of credit).
• Measures to improve market participation through improved
retailer behaviour (e.g. Standards of Conduct in energy) and
customer empowerment (e.g. annual statement of usage and
rates charged).
• Measures to ensure greater upstream market liquidity (e.g.
REMIT in energy).

• The availability and allocation by the
regulator of spectrum limits the number of
players in mobile telephony.
• The Big 6 supply companies are able to
‘hedge’ through vertical integration with
generation making market entry difficult due
to difficulties around access to the
commodity. .
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Key lessons

Lesson learned

Examples

Driver(s)

Ex ante regulatory tools

5. Retailers or
regulatory
failures may
frustrate
switching

• Objections to transfer in energy and
telecoms.

• Market
power

• Licence prohibition on objections in energy, included in the
prohibition on mis-selling in telecoms.

• Poor data and incompatible systems/ data
leading to slow transfer times in energy.

• Regulatory
failure

• Requirement to keep proof of a switch in telecoms (the market
operator would do this in energy and water/ sewerage in Scotland).

• Lack of a common process led to switching
complexity in telecoms.

• Self-regulation/ industry codes of practice.
• Standards of conduct regulation (energy and FS).
• Market operator data standards.
• Switching SLAs, regulated market codes.
• Central switching agencies in energy, common process in telecoms.

6. Poor data or
processes can
result in
mistakes
during
switching
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• Erroneous line transfers in telecoms (where
the wrong property is accidentally targeted
for a switch or house move).

• Introduction of a standard switching process in telecoms.
• Use of a market operator to hold data centrally and verify switches
in energy and water/ sewerage in Scotland means erroneous
transfers appear less problematic in these sectors.
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Key lessons

Lesson learned

Examples

Driver(s)

Ex ante regulatory tools

7. Complexity
leading to
customer
confusion

• Complex tariff structures, large number of tariffs
in energy.

• Behavioural
bias

• Standards of conduct.

• Poor information around tariffs in energy.
• Multiple customer points of contact across a
disaggregated value chain(e.g. supplier and
distribution company in energy).
• Confusion over responsibility for meters in the
Scottish water and sewerage market.
• Confusion over fare complexity in rail, and poor
information to customers at point of sale.

• Requirements to simplify tariff numbers and structures (e.g.
energy).
• Rules on discounts and bundling (e.g. Ofgem).
• Requirements around clarity and relevance of information
(e.g. Code of Practice on ticket information).
• Requirements to standardise/ make comparable tariff
information (energy, note this potentially reduces scope for
bespoke customer service through tariffs).
• Single point of contact with the retailer for all customer
contacts relating to water and sewerage in Scotland.
• Inevitably, there may be issues or areas of the market where
unbundling proceeds more slowly leading to market
evolution (e.g. metering). Signposting the direction of travel
in an accessible way and attempts to reflect this direction of
travel in regulatory requirements for customer service.
• Performance reporting and publishing customer research
(e.g. rail).
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Key lessons

Lesson learned

Examples

Driver(s)

Ex ante regulatory tools

8. Unfair and/ or
hidden
contract terms
can confuse
and
disadvantage
customers,
especially the
fringe
customers (e.g.
time poor)

• Energy contracts agreed over the telephone
without full information to the customer (e.g. on
duration, fixed vs variable price).

• Behavioural
bias

• Unfair Terms in Consumer Contracts Regulations (1999).

• Automatic contract rollover (on less favourable
terms) in energy.
• Mid-contract mobile phone price rises.

• Licence conditions in energy (e.g. contracts and
communication must be in plain intelligible language) and
in telecoms (requirement to offer contracts with minimum
terms).
• Regulatory guidance (e.g. Ofcom guidance on fairness in
fixed term contracts).

• Early termination charges and rules around
termination in energy and telecoms.

• Shortening the maximum termination notice period in
energy and information requirements for renewal letters.

• No ‘get-out clause’ in energy.

• Standards of Conduct.

• Response to regulatory scrutiny/ pressure to change
approach (e.g. Ofcom early termination charges resulted in
voluntary reductions).

9. Customers
may be
unaware of
their right to
switch or
disincentivised
to do so due to
behavioural
biases
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• Non-households in Scotland were found to lack
incentive to switch, or be unaware of their right
to switch supplier following opening of the water
and sewerage retail market.

• Behavioural
bias

• Awareness raising by consumer bodies and regulators.
• A regulatory framework that encourages active participation
by entrants, while protecting vulnerable customers from
mis-selling.

• Differential pricing ‘in area’ and out of area by
energy suppliers is possible in part because
certain price inelastic, high cost to serve and
potentially vulnerable customers are not aware
or not incentivised to switch.
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Ofgem introduced the Standards of Conduct (SoC) in August 2013;
the primary aim of the SoC is to ensure fair treatment of customers
Household: The primary objective of SLC25C is “for the licensee and any Representative to ensure that
each Domestic Customer is treated fairly”
The main requirements of the SLC25 are the following:
•
•
•
•
•
•
•
•

Behave and carry out any actions in a fair, honest, transparent, appropriate and professional manner.
Provide information to each Domestic Customer which is complete, accurate and not misleading.
Communicate in plain and intelligible language.
Ensure communication relates to products or services which are appropriate to the Domestic Customer
to whom it is directed.
Provide information that is fair both in terms of its content and in terms of how it is presented (with
more important information being given appropriate prominence).
Make it easy for a Domestic Customer to contact the supplier.
Act promptly and courteously to put things right when the company/ agent makes a mistake.
Ensure that all customer service arrangements and processes are complete, thorough, fit for purpose
and transparent.

LC25C applies to all activities where a company, or its representatives have dealings with
a Domestic Customer. It sits alongside the specific licence conditions or other regulation
for each area.
Dealings with customers related to

Standard licence conditions

Billing

27

Feed in tariff

33,34 (electricity)

Vulnerability
Metering

12, 21.B, 28, 33-45

Debts

27.8

Non-household: There is a parallel
condition 7B for Standards of Conduct when
dealing with Micro Businesses.
The objective of this condition is for the
licensee to ensure that each Micro Business
Consumer is treated fairly.
The Standards of Conduct are that:
• the licensee behaves and carries out any
actions in a fair, honest, transparent,
appropriate and professional manner;
• the licensee provides information (whether in
writing or orally) to each Micro Business
Consumer which:
o is complete, accurate and not misleading
(in terms of the information provided or
omitted);
o is communicated in plain and intelligible
language;
o relates to products or services which are
appropriate to the Micro Business
Consumer to whom it is directed; and
o is otherwise fair both in terms of its
content and in terms of how it is
presented (with more important
information being given appropriate
prominence).

Source: Ofgem 2013
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CCWater •
PwC

6 August 2014
104

Section 11 – Annex 2

Case study – PPI mis-selling

Cause of detriment

Regulatory action & Implications

Payment Protection Insurance (PPI) covers loan or debt repayments if the
consumer is unable to meet them in certain situations such as being made
redundant or not being able to work in the event of suffering a an accident or
illness.

From December 2010 the Financial Services Authority’s new payment
protection insurance complaints handling measures came into effect. Policy
PS10/12 set out common failings in the sale of PPI that were recognised by the
financial ombudsman.

The mis-selling of PPI policies in the UK has led to significant consumer
detriment. The extent of the PPI mis-selling is yet to be fully revealed but to
date, £14.7bn1 in compensation has been paid out by the banks. The cause of
the detriment has not only been the failure of the market to operate openly,
but also the failure of the regulator to guard effectively against such cases of
market abuse.

The same year, the British Bankers Association (BBA), on behalf of a number
of high-street banks, filed papers in the High Court requesting Judicial Review
of the measures. The judgement handed down rejected the banks’ challenge
and the BBA subsequently confirmed that it would not be appealing against
the ruling or continuing its legal challenge.

The Financial Ombudsman identified three primary reasons for mis-selling:
• Where a claim on a protection policy is turned down.
• Where PPI policies have been mis-sold i.e. customer didn’t realise they
were taking out a policy or were not fully aware of the terms of the policy.
• Where disputes arise concerning the refund of premia.
Martin Wheatley, CEO designate of the Financial Conduct Authority cited
dysfunctional incentive schemes as the root cause of the problems with PPI
mis-selling.
Mis-selling has affected up to 30 firms. To give an indication of the size of the
detriment, the firms most affected, Lloyds Banking Group, RBS and Barclays
have so far made provisions for £9.8bn,£3.1bn and £3.95bn2 respectively.

Changes to regulations governing providers of PPI ultimately came into effect
from 6th April 2012, stating that they were no longer able to able to sell PPI at
the same time as the customer takes out credit.
In response to the mis-selling the FSA took enforcement action against a
number of banks which were found to be in breach of the Principles of
Business, that underpin regulation of the sector:
In 2008, Alliance & Leicester Plc (A&L), was fined £7m in relation to serious
failings in its telephone sales of PPI.
In 2013 the Lloyds Banking Group (LBG) was fined £4.3m in relation to failing
in its systems and controls that resulted in up to 140,000 customers receiving
delayed PPI redress.
In both cases, the banks agreed to settle with the FSA at an early stage and
therefore qualified for a 30% discount. Fines would have otherwise been £10m
and £6.2m for A&L and LBG respectively.

CCWater •
PwC

Source: 1. FCA website (June 2014);
2. LBG, RBS and Barclays 2013 Annual reports
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This document has been prepared only for the Consumer Council for Water and solely for the purpose and on the terms agreed with the Consumer Council for
Water in our agreement dated 12th May 2014.You should not act upon the information contained in this publication without obtaining specific professional advice.
No representation or warranty (express or implied) is given as to the accuracy or completeness of the information contained in this publication, and, to the extent
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consequences of you or anyone else acting, or refraining to act, in reliance on the information contained in this publication or for any decision based on it.
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