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Foreword: Covid-19Yorkshir Water’s d cision to seek a redeter nation by the CMA was takenbefore thee emergencee of e Covid-19 pa demmiic. Th s Statement of Ca e wasprepare on the basis tthhat Ofwat’s finnal deter iination created rissks tocustomers, to e il ence in Yorkshire and to the commpany, which could not bacceptedd. Yorrksshiire Water’s analysis of those risks was ased on theechallenges that the determination posed in what might be descri bbed as ‘normaloperating conditions’.The impact of Covid-19 has clearly been profound on society as a whole andthe potential long -term implications on water ompanies and their customerswil require furtheerr detailed analysis, work whicch is now underway. This willi ll de: the impact of th curre t conditions on service to customers,innccluud ng the delivery of peerformannce commitments; the like y increase indebt from both c nsumers nd businesses unable to pay their billls; changes toactivitiies due too reallocaation of resources, resilience of supplies andenvironmental services; and also the delay in any AMP7 capital schemeswhich cannot continue safely under present circumstances. It will also look atthe likely impact on water company finances caused by these issues.This Statement of Case does not take the environment in which we nowoperate into account and clearly nor does Ofwat’s final det rminati n. WhilstYorkshire Water stands by the case it makes in this documeent, it woould seemappropriate to suggest that in the current climate th r are measures that eitherOfwat or the CMA could take to adjust the final deeteermination and bring thisredetermination to a timely conclusion in the national interest.Yorkshire Water woul be happy to discuss with Ofwat and the CMA how thismight be accomplishe dd. 



  

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                               

A. ntroduction1. IIn September 2018, Yorkshire Water Services Limited (YWS) submitted itsbusiness plan to Ofwat for the period 2020-2025 (the Business Plan). TheBusine s Plan wa arguably one of the most ambit ous in the sector and metOfwat’ss objectiv ss of driving improvements in serviice to customers alongsidea step change in eefficiency.2. Tanhe£8B0u0sminersesduPclatinoninicnlucdoesdt sicgonmifpicaarnedt utpofrwohnat tctohset esfafmiceiepnrcoyg,raammomuentwinogutlodave cost in the previous Assset M nagement Peri d (AMP).1 This is againstthe backdrop of YWS having been aacknowledged foor some ti by Ofwat as ahhighly efficient company. At PR14 the company outperformmeed the efficientcost benchmark in water by 5% and was deemed as efficient wastewaterservic s. This is imp rt t to note in the context of Ofwat askiinng for a stepchangee in efficiency foor aann already efficient company.3. Tashae 2B5u%sinreesdsuPctliaonniinnclluedakedagsei2gnainfdicaan4t1i%mprreodvuecmtioenntisntoinlteevrnealsl osefwseerrvfilcoeo,dsiuncgh.P llution incidents would be cut by a third and supply interruptions halvedfroom four to two minutes.4. Tbihge gBouaslisn:epssroPvliadninwgasa steatilionrethde sceornvtiecxet toof aculsotnogm-teerrsm, dsetrlaivteegriyngbasseecduorintyfivoefwater supply in the long term, making a positive impact on the environme t,ensuring affordable bills and setting high standards for transparency anndopenness.5. TsuhpepBorutswiniethss8P6l%anoafncd3utshteomloenrgs-ftienrdminsgtrathteegpyerrefocremivaendcheilgehvelelsv,eilnscoefnctiuvsetsomanedrbill profile acceptable.6. The tr tegy was ba d on de ailed understanding of customers’ needs anwantss aand took clossee accountt of the l kely future trends in Yorkshire’seconomy and environment. It was buiilt with long-term resilience anddsusta abi ity in mind and dre on the company’s l ng-standing tradition ofworkiinng cllosely in partnership wwith stakeholders in Yoorkshire.7. YWS has proven its resilience over ti e, both in the way it manages its assetsand the way it seeks to build commmun ty-based resilience. Investment of£350m in a region-wide, water transfer griid after the 1995 drought provides ahigh l vel of security of water supply, which was invaluable in maintainingservicees to customers during the drought in Yor4kshire in the summer of 2018.YWS has a stable asset base and is ISO 55001 accredited. YWS contributes
1 AMP refers to th five-year period covered by the price control. 6 refers to t e 15 t0 ri co ere t e 4 price review (P 14),AAMMPP7 refers to thhe 11 AApprriill 220020 too3311 MMaarrcchh 2200225 eppeerioodd covveredd bbyy thhe 22 00 119 price review (P RR19), and so on.2 This was reduced following the Initial Assessment of Plans (IAP) stage – see paragraph 163 et seq.3 Exhibit 01, YWS, PR19 Business Plan, page 6.4 ISO550001 is the International Quality Standard for Asset Management. 
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8. 

9. 
10.
11. 

to resil ence in the town of Hebden Br dge by lowe ing reservoirs to attenuatefflaoromderrsiisk. AtmheonfgosotdmsuapnpylyotchhearinacitniviitthieesDienrwtheentarrceaat,chYmWeSnt wtoorikmspwroivthe 2so0i0lquality aanndd reduce the use of phosphates, nitrat s and metaldehyde inagriculture, thereby removin the need for furt eer investment in watertreatment works and improvin gg the environment at t hhe same time.YWS’s tradition of working closely with stakeholders in Yorkshire is bestillustrated by the project n Hull, Living with Water. Th s seeks to mitigate thebigfrgaesstrtucftluoroed, wrihskchoaudtsdiisdeto Lciovnicdoanmebyityd,eovpeelonpsinug eiicnonnoovmatiicvedebvleuleo-pgmreeenntiinn an area of signiificant di advantage annd avoids exppen ive, carbon intensivecivil engineering solutionss. Living with Water bringss together two localauthorities: Hull City Council and East Riding of Yorkshire Council, and theEnvironment Agency and YWS. The Business Plan proposed £28.7 ofinvestment in Hull which would have been used to leverage further investmmentfrom other private sector sources.Ofwat’s Final Determination (the FD), although making some limitedconcessions in response to YWS’s representations n the Draft Determination(the DD Representatio s; the DD), is harmful t customers, will damageresilience significantly annd is based on flawed methooodologies.For these reas ns, YWS’s Board concluded that its FD was not in the long-term nterests oof its customers, of Yorkshire or of the company, and has askedfor thiis redetermination by the Competition and Markets Authority (CMA).The flaws in Ofwat’s Final Methodology (the Final Methodology) include thefollowing:(a) Oshfiwftaatshsausmmptiisoindeinstiefrierodntehoeusnoatniodnbailalyseedffuicpiwenatrdfisr,ma.ndOfiwtsaat’pspflircoanttiioenrresults in a double counting of potential effic encies.(b) Insufficient cos s have bee allowed to deliiver the mandated serviceimprovements, tto address inncr asing water treatment complexity r toaccount adequately for increas s in other costs drivers. In other woords,Oofrwreastp’sondmeondceels adnod nodtisapllro
eeewseerdve caostcsost-hoauvteput/baecetinvityi-nocuotrcroemctelysccharacterised as inefficiency.(c) Oerevfsiwudleatnti’ntsigalcinhsouuipcnpecoerrott.faiTnbtheynecinhumncaersrkttsapinraterydeicfirtniooamnpspriatosnpdrmiaiotnedeualnsncdeirstlaasicnigktynicfioincgatenhntet,identification of benchmark ccoompanies.(d) Oasfwthaet mdoaetesrniaoltlyadheigqhueartetlhyaancacvoeurnat feorprroepgoiorntiaolnlyosfpceeclilfaicrefdacptrorpsesruticehsin the county and the consequent higgher risk of internal sewer floooding.(e) Th approach to incentives and rewards is skew d to the downside(meeaning that YWS is facing significant penalty eexposure in AMP7)
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and encourages the avoidance of penalty rather than serviceimprovement.(f) The cost of capital is set too low and does not reflect the risks whichYWS faces.12. All these issues combine to mean that the costs allowed by Ofwat to run hecompany are to low nd the service improvement targets (and a sociattedpenalties) add coons deraable risk, whic is not appropriately recognissed. Thishas significant impliications. It drives shhort-term decisions which are not in theinterests of customers, now or in the longer-term. It means that, despite beingeffi ient, YWS cannot expect to receive a fair return and poten ially damagespercceptions of the company’s credit risk by long-term debt investtors.13. If the determination were to stand, some of the harmf l conseq ences onYWS’ customers and on the resilience of its infrastruucture wouuld be asfollowss:(a) To fulfil its obligations under the Water Industry NationalEnvironment Programme (WINEP), YWS will have to adopt horterterm solutions that are worse for the environment and less ssilient.T e programme creates a huge increas in demand for trreeatmentc hhemicals, resulting in more tankers on thee roads in Yorkshire’ cities,increasing a r pollution, which is bad for customers and placess stresson the chemiical supply chain.(b) YWS will deliver less activity in terms of ydraulic mode ing in orderto focus n short-term service improvement. This willll be at thdetriment oof informed decision maki g, whhich would otherwise ensureelong-term resilient solutions to currennt and emerging risks. This meanscustomers may receive sub-optimal solutions and strategic planningwith local authorities will be less effective.(c) Investm nt in increa ing the capacity of the wastewater network willbe limiteed. Customerss are far less tolerant of storm discharges to riversand water cours s, yet the impact of climate change and populationgrowth will makee it increasingly likely without such investment.(d) The performance of the water network will be maintain d by spendingmoney on relin ng pipes and patch repairs to meet leeakage targets.Sprayed lining iis new, but unproven technology over the long term,and whilst cheaper YWS onsiders it to be a less resilient approachthan traditional mains replaccement.(e) The billing service to customers will be diminished as meterreplacement will become ‘fix on fail’, which is not best practice. Itcould also reduce YWS’s ability to manage demand accurately andmay impact leakage reporting.(f) Innovative partnership projects, such as ‘Livin w th Water’ in Hull,will be stif ed, and the opportunity to reduce siggnifiicant flood risk forcitizens willl be reduced. It is an opportunity missed to promote new
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ways of multi-agency collaboration to tackle the resilience challengesof climate change and regeneration.14. Orevielriaelnlc, ethaendFDclicmreaatetecshianntgeer-goennteoraftuiotunrael cuunsftaoirneersss. Basyidt epfuesrrhiensg thhee ccoosstt,oiftalsso i creases it. Contrary to the suggestion fr mm Ofwat, YWS cattegoricallydoes nnot believe that “custom rs should pay moore and receive less.”5 Inst adYWS wants to create a long-teerm, sustainable, resilien and efficient busineess,wwhoiuclhd ndoeltivoenrlsy thhaeveloawepsotsibtiivlles ifmorpaccutstfoomr ceruss.toCmoerrrescittninAgMthPe7f,laitwwsoiunldPRal1s9ohelp to ensure that those flaws are not repeated in PR24.15. Finally, YWS recognises the potentially very serious consequences of theCovid-19 pandemic for its customers, its operations and th wider economyand so iety. In order to assist the CMA to bring this redeetermination to atitmaenlyeaccrolyncsltuasgieoninina dthisecnuasstiioonnaol finthteeremste,aYsuWreSs wwhoiuclhdtbhee CprMepAarceodutlod etankgeagtoeaadjust the FD.16. This is a redetermin tion of Ofwat’s FD pursuant to s.12 of the Water IndustryAct 1991 (WIA91) aand YWS recognises that the CMA will accordingly wishto addres a range of issues arising from it both on its own account andbecause sssues will be put to it by other parties. For its p r , however, YWSwould diirect the CMA’s attention to the following maattters as having aparticular bearing on its decision to seek this redetermination.(a) PacthaarPlalRegn1rga9ephhbsaesy1o3rn0edstuowlt1eh3da4t :icnOoufawlndatbo’sev“easrcatehllpievcchoeadstnbgayen”dtihneoeunftfocitcoiiomenneacslylyecfhefaifcfliilceeinnegcnyetfirm.(b) Pouatrcaogmraesphtasrge1t3s5hatsocre1a5t1e:d aOdfwiscaot’nsneacptpbreotawcehentothesetwttion.g cost and(c) Paragraph 152 to 187: Ofwat has made numerous interventions inYWS’s Outcome Delivery Incentives (ODI) package: (a) akingarbitrary a d unjustified changes to many of the individual parammet rs(b) replacinng th v ews of YWS’s customers with Ofwat’s own vieew;;and (c) not refleectiing the genuine differences between YWS and therest of the industry.(d) Pdcaiastrtciahng-gurupaipshehfsifnice1ife8fni8cciyetnobcyen2fc0rh3omm: aOroktfshw;ear(tc’fs)acatcoporpssl;tie(sbm)oaidnefclllaluiwndgeed:s i(fnarao)pnptfiraeoirpl-srsihaittfoetefficiency challenge; and (d) does not take account of all relevant realprice effects. 
5 Exhibit 002, Ofwat, Reference of the PR19 final determinations – Overview (Ofwat’s Overview),para. 1.7. 
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(e) P ragraphs 204 to 215: Ofwat disallowed YWS’s revenue adjustmentclaaim to the Wholesale Revenue Forecasting Incentive Mechanism (thWRFIM) that resulted from YWS’s reliance on Ofwat’s guidanceeduring AMP6.(f) Paragraphs 216 to 281: Ofwat has (a) set the WACC too low; (b)failed to nsure that the noti nally efficient firm can raise fina ce onreasonablee terms; c) failed too ensure that the notionally efficiennt firmis investable; nd ((d) failed correctly to calibrat key incentives suchthat the notionaally efficient firm would be expecteed to earn the allowedretur ; and (e) introduced an inappropriate gearing outperformancesharinng mechanism.(g) Preaturarng.raph 282: Ofwat has created a disconnect between risk and17. The remainder of this Statement is structured as follows:(a) SiteschtiisotnorBicaplreofvfiidceiesnacyd,easscrriepctoiognniosfedYbWySOafwndats.ets out the evidence of(b) StheectioenceCssaoruytlicnoenstetxhte tsotatcuotonrsyidferramwehwetohrekr toOfpwroavt idheasthaepCprMopAriawteitlhybalannced its duties.(c) Section D explains Ofwat’s approach to PR19, to set the scene andassist the CMA in understanding YWS’s concerns with the FD.(d) S cti n E describes the rigorous process that YWS went through todeeveloop the Business Plan and meet Ofwat’s requirements for PR19.(e) SBeucstiinoenss FPlasne.ts out Ofwat’s inappropriate interventions in YWS’s(f) Sabeoctvieo.n G considers the flaws in the FD, as indicated at paragraph 16(g) Sect on H addresse the material harm to YWS’s customers, theresiliience of its infrasstructure and the environment had YWS acceptedthe FD.(h) Section I contains some final remarks on the PR19 process and on theconduct of this redetermination. 
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B. Description of YWS and its performance against key regulatory metr cs18. YWS provides essential water and wastewater services o around five miill oncustomers in the Yo kshire nd Humberside region. Itt does this through anetwork of 671 waterr and waastewater treatment works, collecting supply ng1.3bn litres of drinking water and treating 1bn litres of wastewater every day.YWS is a resilient company with an industry-leading clean water distribut
iiiongrid connecting approximately 95% of its customers, allowing it to optimiseits water resources, and re-route supplies when necessary, for the benefit ofthose customers.19. inWYSorhkasshiarreo.uInt dha4s,4d0e0veelmppeldoysetreosnagnrdelhaatsiosntsehwiparsdwshihp tohfealolacragleauartheaoroitfielasnidnYYorkshire and takes its roole in su porting communiitt es seriously. While thef cus of its expenditure is on its pp imary activities, iit nde stands its widroole. For example, YWS is worrking w th ocal auuthorrities and otheerrstakeholders on a range of innovative, sustaiinablle solutions to the threats itsregion faces, such as flooding, which has become regul r feature. YWS alsoworks with around 200 farmers on peatland restoraations aand soil managementthororkusghhirteh’es sSouusrtcaeinsaobflewFatuetru.res programme, which is important in protecting20. YYWS has long str v d to o the best for its customers i terms of costefficiency a d serviicee performance. It is an active participannt in developingand promotinng the strategic ddirection of the water industry and always strivesto be responsive to regulatory direction. This is evidenced in a number ofways.Ofwat has consistently assessed YWS to be efficient relative to other watercompanies21. YWS’s long track record as an efficient water company is ot i6n dispute inrede erminatio . Ofwat’s post-FD asses ment of efficienncy, confirms tthhiissp sittion and innd ed it has been the casse since PR99 that YWS has beencooennscihdmeraerdk ftoor tbheee paetrfoorrmannecaer otfheotheefrfiwciaetnecrycofmropnatnieiers)(.i7.eT.hitsheis ceffifciiremncedybboth by Table 1 belo and by the 2014 Bristol Wa er redeterminati oonn wherethe CMA noted Ofwwat’s statement that “two otther water companies –Portsmouth Water and Yorkshire Water – both had s rong reputatio s f refficient operation and were no more than 5% below itts final determinnatiooncost thr sh ld.”8 Th s suggests that YWS’s cost performance is seen as areferencee pooint in valiidating Ofwat’s models. 

6 See, for example, Exhibit 003, Ofwat’s document 003, Cross-cutting issues paper (Ofwat’s Cross-Cutting Issues Pa er), Tables A1.1-A1.4, pages 79-81.7 Ofwat assess compp ies ithin 5% of the ben hmark company s Band A. Ofwat also divided eachband into an upper aannd lowwer part to set an fficci ncy factor for eaach company.8 See Exhibit 004, Bristol Water plc: A refeerencee under section 12(3)(a) of the Water Industry Act1991, Appendix 3.1 paragraph 23. 
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’22. Table 1 shows that:9T bl 1: YWS b di i i i i sweverecrprorpngnnasea .
(a) Itonpprraitceedc(oBnatnrodlsAb) eeffofirceie2n0t0c9omYpWanSy;was predominantly assessed as a(b) In 2009 YWS was ban A in operational expenditure (Opex), e c enin water capital expendditure (Capex), and outperformed the effffiiciienttCapex benchmark in wastewater by 7%; and(c) In 2014 YWS outperformed the fficient-cost benchmark in water by5% and was efficient in wastewateer.1023. In its final report published in 2015 on the South West Water andBournem uth Water merger, the CMA included a t ble, reproduced below,which s oowed water companies’ p rformance on waater service from 2000-2009. T hhe table shows companies’ reelativ positions in terms of the qu rtile ofOpex cost performance at which they weere then operating (Q1 contaains themost efficient c mpanies and Q4 contains the least effici nt). As can be s en,with the exceptioon of 2005, YWS was in the upper quartilee (Q1) in every yeear.Company 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009Anglian WaterDwr CymruN h b i

24 34 241 
343 

243 
2 24 142 

14 1 (Welsh)ort um r an 443 
443WatereS vern TrentW t W 33 

224 22 14 24 
334 34 

224a erout est 41 41WateroSS ut ehh rn 1 1 1 2 1 1 2 2
’ -9 The PR14 assessment considered YWS s p rformance in AMP5 (2010 2014); PR09 refers to itsperformance in AMP4 (2005-2009); and pree-PR09 refers to assessments of performance prior to2004.10 Exhibit 005, Final price control determination notice: company-specific appendix – Yorkshire Water,December 2014, pages 16 and 29. 
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Company 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 

a er compan es pex e c ency ran ng y quar e. ource na repor ,coampeleted acquisition by Pennon Group of Water Investments Limited, Appendix E, Table 9,page 31.24. ACasiemxileafrfisctoernychyorldnskfionrgsCbapyeqxu.aArtsilseh, orewpnroidnutcheedCinMTAa’bsleta3b,leYoWf wS awtearsfiinrms’ uppp r quartiile or aall Capex in all price reviews from PR99 to PR09, with tthheeexceeption of inffrastructure capex in PR04. 

WaterTh W tU i d 12 12 32 42 43 42 43 43 4ames a erteW W
44nUtilitiesessex ater 1 22Yorkshire WaterBristol WaterDee Valley 42 

1143 
1144 

1142 
1142 

223 
114 

1134 
1143 

133WateroP rtsmouthB hW
12 13 14 12 12 

111 
112 1 11 13Waterournemoutta erout EastSS hh 4 4 3 3 3 3 3 22 3 2WateroutStaffordshireaC mbri gd eS dE S

32 13 13 12 23 13 23 21Waterutton ant
33 33as urrey WaterVeolia T bl 2: 4W t 4 i 4’ O 4ffi i 4 ki 3b 4il S 4 C 4MA fi 4l tt : 

CompanyWater infrastructureAnglian WaterDwr Cymru (Welsh)Northumbrian Waterevern Trent WaterWest WaterSSSoouutthh rn WaterThamees Wa erUnited Utili iesWessex WattterYorkshire Water 

PR99
2QQ3231412 

QQQQQQQQ11 

PR04
4QQ144134 

QQQQQQQQ111 

PR09
1QQ34142311 

QQQQQQQQ2 
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Company PR99 PR09Bournemouth and West Hampshire Q4 Q4Bristol Water 4 4Cambridge ater 3 3Dee Valley WWater 2F lkestone and Dover Water 44 1P rtsmouth Water 3East Wateroooouutthh Staffordshire Water 44 444SSSutton & East Surrey Water 1 3Tendring Hundred Water 

QQQQQQQQQ4 

QQQQQQQQQ4Three Valleys Water Q2 Q4Water non-infrastructureAnglian Water 4 3Dwr Cymru (Welsh) 2Northumbrian Water 1evern Trent Water 333West Water 1 44SSSoouutthhern Water 2 3Thames Wa er 

QQQQQQQ4 

QQQQQQQ4United Utili iesWessex WattterYorkshire Water 111 111Bournemouth and West Hampshire 
QQQQ4 

QQQQ4 
QQQQ4Bristol Water 1 2Cambridge ater 4 3Dee Valley WWater 2F lkestone and Dover Water 22P rtsmouth Water 4 44East Water 2 1oooouutthh Staffordshire Water 2SSSutton & East Surrey Water 3Tendring Hundred Water 

QQQQQQQQQ444 

QQQQQQQQQ4Three Valleys Water Q3’ 

PR04Q444444433 

QQQQQQQQQ4Q4414144 
QQQQQQQ24114441323 

QQQQQQQQQ44Q4 Q4Table 3: Water firms Capex efficiency ranking by quartile. Source: CMA final report, completedacquisition by Pennon Group of Water Investmentss Limited, Appendix E, Table 11, page 32.25. At PR14, Ofwat also assessed YWS to be efficient in wholesale water andwast water, and the position on wat r was confirm d by the CMA’s ownmodeelling in the Bri tol Water pricee control redeteerminati n. Indeed, theCMA’s modelling ressults indicated that Ofwat’s PR14 moodels on water 
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service b1a1se expenditure potentially under s imated YWS’s cost allowance by12–23%. As a result, the various commeentts in Ofwat’s Overview abou theneed for water companies to catch up to the efficiency frontier do not relatte tohistorical underperformance in this regard by YWS – indeed Ofwat hasrepeatedly found to the co trary. This is an imp rtant point fo the CMA tob ar in mind when evalua inng the rea o ab eness oof Ofwat’s apprroach to costs,Peerformance Commitmentts and ODIss inn rell tion to YWS, and underpins manyof the concerns that YWS has with the FD, aas set out later in this Statement.YWS manages its assets in a cost-efficient way and maintains stable levels of assethealth26. YWS categorically re utes the unfounded uggestion to th c ntrary inOfwat’s YWS-Sp cific Paper12, in which this isssue has been raiseed foor the firsttime in the conteext off this determination. YWS manages its assets in ademonstrably cost- fficient way and maintains stable levels of asset health.13This is demonstrateed by Tabl 4 below, which sets out YWS’s performanceover the last three AMPs as meeasured against Ofwat’s serviceability measure1s4.YWS has been judged as ‘stable’ in 55 out of the 60 measures since 2005,and has not seen any deteriorating health in its assets since 2007.15 

11 See Exhibit 004, Bristol Water plc: A reference under section 12(3)(a) of the Water Industry Act1991, Appendix 4.2, page 38 table 3.12 Exhibit 006, Ofwat document 018, R ference of the PR19 final determinations: Explanation of ourfinal determination for Yorkshire Wateer (the YWS-Specific Paper), paragraph 2.6.13 YWS is also accredited to ISO 55001, the international standard for asset management.14 Each category in the table denot s overall performance in relation to a s t of measures. ‘Wastewatnetworks’ formance on seweer co lapses, pollution inc dents, propeerties flood d due to otheerrcauses, proppeerrties flooded due to overlloaded sewers, excludiing severe we ther, seweer blockages andreactive equi ment failures; ‘Wastewater quality’ performance on sewaage treatmen works non-compliance, ppopulation equivalen non-compliance, reactive equipment failures; ‘watter networks’ perfor ance on water treatmentt works coliform noncompliance, service reservoir coliformnonco pliance, turbidity, enfo cement and eactive equipment failures; and ‘water quality’ perf rmmmance on total rsts, interrruptionss greaterr than 12 hours, low pressure, customer contacts fordiscoolouration, distribbuution index (mean zonal compliance) and reactive equipment failures.De criptions of these individual performance measures are given in Exhi t 007, Meeting OurCusstomer Promises: Stability and Reliabbiility Factorshttps://www.yorkshirewater.com/media/1548/stability-and-reliability-factors-customer-final_0.pdf.15 The ‘marginal’ ratings tha YWS agreed with Ofwat on its water networks in 2010-11 and 2011-12were due to the significantt i pact of severe weath r, spe ifically the severe winters experienced inthose years. For every oth r mmetric and for every yeear sincce 2007-08 Ofwat has agreed with YWS’sassessment of its asset basee being ‘stable’. 
10 
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27. The suggestion n Ofwat s YWS-Specific Paper that YWS s apparent coste ficiency may in fact reflect low activity levels in rder t be low-cost inste doff carryi g ut iit activities efficiently is tantamoount too suggesting hat aanunderspe d oon cossts amounts to underinvestment nd ther fore reflectts poorperformannnce. Elsewhere in the FD, h wever, Ofwaa r1e6peateedly (i) states thatthere is not a trade-off between outcoomes and costts; and (ii) seeks to usemeasures of underspend on total exp nditure (Tot x, being the sum of Opexand Capex) as evidence th t companiees have outpeerformed its cost efficiencytargets.17 Ofwat cannot tenaably hold both positions. 

Table 4: YWS’s a t h lth ti f AMP4 t AMP6’ ’omorsgnaraeess . 

YWS has a strong track record of meeting regulatory performance targets28. Asatbrsoovnrege)ge.saTtrdhpseercfpooemrrmfpoiarnnmgyacnhoacmes aptlaasnorgieienstvsr,eesgYtaeWrddaiSnpgphrcoaospsrtihaeitsftfloiycriiiecnnaalclsyyse(tsbeheeeeanpltahor,angaecrahopiefhvi2tnh3ge,stability against the basket of 60 serviceability meeas res used by Ofwat until2g0a1i5ns(tsetheepPaerarfgorramphan2c6e, Caobmovme)it. YWntsS inhtarsodcuocnetdinuuaesdpatort poefrftohremousttrcoonmgelysaapproach introduced for the first timmee at PR14. The latest Annual PerformanceRep t (APR) projects that YWS will meet or exceed 23 of 26 of its PR14Perfoorrmance Commitments in 2019-2020.29. In its submissions in this redetermination Ofwat asserts that YWS is poorperformer in relation to a number of the c mmon performance meaasures.Ofwat’s characterisation of the background t this is selective and does notprovide the CMA w th a complete picture. Sooome additional background andcontext are provided iin the following paragraphs.30. In fact, YWS has re gnised th t as part of PR19, Ofwat wished to placeg eater focus on non-ccoost comparaative performance measures than in previousprrice controls. A key thrust of YWS’s Business Plan was to deliver exactly
16 For example, Ofwat states in Exhibit 002, Ofwat’s Overview, at p ragraph 4.68 that “Better outcomperformance need not necessarily increase cost. Comparative aanalysis of company performancee
17 sFhoorwesxathmapt liet,isinpoEsxshibibleitb0o0th3,toObfweacto’sstCefrfoicssie-CntuattnindgtoIsismupersoPvaepoeur,tcpoamraegsraapt hthe3.s4a9m, eOtfiwmaet.”states that“Our analysis at final det rmination indicates that it is possible for companies to perform well oncosts and meet targets baseed on (historical) upper quartile levels”. 
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this. Indeed, for two of the four key upper quartile (UQ) com on performancemetrics, the FD targets are less ambitious than those the commpany originallyproposed.31. In addition to failing to mention the increase of regulatory focus on non-costco pa ative performance measures, Ofwat’s YWS-Specific Paper includes aof misleading comme ts with regard to YWS’s perform nc . Ann muummbb reerr of specific considerationns with regard to leakage and internaal seewerflooding are highlighted below. YWS will cover the full range of these in duecourse.wat’s changing approach to leakage not included in base costs32. OOprffiwceatrheavsieswusb,stawnattiearllycochmapnagneidesitswaeprperoraecqhuitroedleatokagsetinlePaRka1g9e. Intarpgreetvsiobuysreferenc to the ‘sustainable economic level of leakagee’ (SELL) and in linewith theeir r spe tive water resource man gement plans. SELL reflecteregio ally speecificc circumstances a d the relaative balance between supply andddemannd across water resource zonnes. Indeed, such was Ofwat’s focus onSELL that one of the risk-based review tests applied at PR14 specificallychallenged any company that proposed to go beyond SELL to demonstratestrong customer support for doing so.33. I PR19 Ofwat moved away from setting le kage argets by reference to SELLannd instead required com anies to achiev aat leastt a 15% reduction in leakageduring AMP7. YWS suppp rts Ofwat’s deesire to reduce leakage in pri ciple:view d over a long-term hoorizon, reducing l akage will play an importannt rolein m eting the challenges posed by climatee change and population growth.Howeeev r, as a policy change, the additional costs arising cannot be said tohave beeen part of historic base costs and thus by efinition go beyond theeconomic level previously set by Ofwat. As explainedd at paragraph 162 below,it is YWS’s position that such additional costs must be recognised.34. It is also important to emphasise that YWS has met (or is forecast to meet) itsleakage performance targets in every year of AMP6 save for 2017/18 (wherethe marginal underperformance was caused by the unusual weather conditionsexperienced that year). In other words, YWS has historically performedstrongly on this measure.35. Hchaavnigneg oefmpborlaicceyd, YthWe Schinalclleundgeed itnhetheeffimcieetnhtodcooslotsgyofinredreuscpinognsleeatkoagOefwinati’tssBusiness Plan. Ofwat’s imputation that this wa a recognition of relative poorperformance as o b sis and is simply missleading.18 These matters areaddressed furthher inn paraagraph 162 et seq. below. 
18 Exhibit 006, Ofwat, YWS-Specific Paper, paragraph 1.8. 
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Ofwat’s approach to internal sewer flooding takes insufficient account ofspecific Yorkshire features36. As regards internal sewer flooding, Ofwat is more careful to point out thatYWS’s lleged poor performance in internal sewer flooding i relative to anew meaasur that it introduced in PR19. In fact, YWS me itss performancetargets on thee previous measure in every year of AMP6. In otther words, whencompared with Ofwat’s previous regulatory standard, YWS has historicallyperformed strongly in this area too.37. YWS agrees with Of at that internal sewer flooding is one of the mostegregious failings of a wwastew ter company and that making improvements inthis area should be a priority, aas was reflec ed in its Business Plan. However,YWS does not accept Ofwat’s contention tthat the regionally-specific factorsfaced by YWS (specifically the high proportion of cellar d pr perties iYorkshire) should be disr garded when considering its elativee perfoormance innt is area. Over 70% of seewer flooding instances occurr in cellared propertiesand this substantially imp cts on the solutions to prevent future instances andthhe speed at which hey caan be deployed. These matters are addressed furtherin paragraphs 160 ett seq. below.Ofwat’s assessment of YWS’s efficiency in PR1938. In marked contrast to the position described at paragraphs 28 to 31 above, inPR19 (at the IAP stage) YWS was judged by Ofwat to be 16.8% and 18.8%above th efficient benchmark in the water and wastewater price c ntrolsrespectiveely. Even after the significant adjustments that YWS made at booth theIAP a d DD stage to resolve the impasse with Ofwat, in Ofwat’s view YWSremainned 2.1% and 111.95% above the efficient benchmark for water andwastewater respectively.39. Ofwat has impli d that because the level of future costs is highe thanpreviously, and beecaus other compani s have shown ifferen comparrisons,YWS has los its efficieency edge. Howeever, this view ddoes nott recognise thed fference bettween efficiency and activ ty.20 YWS’s Business Plan containshiigh levels of ambition on Performance Co mitments, a very large WINEPprogramme (impos d on it by the Enviironmment Agency) and starts from21 asubstantially efficieent base point (as Ofwat’s own analysis confirms ).Whereas other water companies may have had large capital programmes, such 
19 Exhibit 008, Ofwat, PR19 final determinations, Securing cost efficiency technical appendix, Table1.1: Totex, page 158.20 AA is explained later in this Statement, Ofwat’s m delling on Botex plus is based on extrapolatinghisstorical performance and overlaying its forecast oof activities. Its mo ls also ignore PerformanceCommitments. Thus the ‘co ts-outputs/activities-outcomes’ corresponddeence is not preser ed in itsmodels. This broken link iss reflected in the form of gaps as neither on outputs/activvities norPerformance Commitment step changes that YWS is anticipating over AMP7 are captured in themodels based on historical information.21 See Table 4, above. 

13 

http:activty.20


 

  

                                                                                                                                                                                                                               

                                                                                                                            

as new resilience sch2e2mes, to complete in PR14 and so project a fall inexpenditure for PR19.Conclusion40. Inervsucmemleavrye,lsYwWaSnteisddbeymoitnsstcraubtloymaenrsefafincdienretscpoomnspiabnley sdteelwivaerrdinshgipboothf tthheessigniificant assets required to do sso. Ofwat has not disputed YWS’s historicalp sit on on efficiency, indeed it submissions to the CMA endorse itnootwiithstanding its belated attemptss to cast doubt on YWS’s perfo mance.23YWS employed those same efficient costs and methodological rrig ur todeliver its Business Plan. It enjoys high levels of trust from its custoomer2s4,receiving ov r 90% support from customers for each of its five ‘Bi Goals’.Th se are thee five k y targets YWS has set itself to ensur t is proggressing inlinee with its Long-Teerm Strategy.25 A high pr portion of reesiidential cus omers,86%, found their bills to be acceptable. Mooreover, it was clear att whilustomers felt that WINEP was undoub edly a arge project, tthhey wereeccomfortable to pay for the improvement tto their llocal environment that itwould deliver.41. Cfroonnstiiesrte, nYtWwSithcointstihniusetodrtiocaslettraitcske-lfrecchoarldleonfgipegrfcoorsmt aanncdepneeraforrtmheanecfefitcairegnectyin AMP7. Befor turning to this in Sec ionn D below, however, Ofwat’ssstatutory duties aree addressed, followed by itts overall approach to PR19. 

22 I Annex 10, Oxera quantifies a high degree uncertainty and lack of confidence in Ofwat’s modelsinn terms of ost predictions, identification ooff benchmark companies, and the benchmark. Hence,Ofwat’s concclusions from its cost models are not robust. This is addressed further later in thisStatement.3 Exhi it 006, YWS-S ecific Paper, paragraph 2.5.4 See bbelow at paragrapphs 76 to 84.2225 For more information please visit https://www.yorkshirewater.com/big-goals/. 
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C. Statutory framework42. IrteydisrfeoascpsuppsaeirnrecgnetiovthnedatrseOhdofuwrctcianot’gms ibanpiglplssr.oi2na6cpGhreitvvoieoPuRst1hp9eriwccelaescaorunnttdreoenlrsprioeinvnnieetwdhasbt,yicnaopudaledrstiicreeuxlitasortbbetwee fulfilling it statutory duties annd Ofwat’s policy consider tions, thefolwloawt’isnngduptiaersagarnadp shhsowarteheinyteinntdeerdreltaotep.rovide a more detailed explaanation of43. OOffwat’s power to set price controls for YWS is granted by s.11 of the WIA91.In exercising t is power Ofwa must comply with several primary ansecondary duties prescribed tthereunder. The primary duties sho lddcomplement rathher than conflict w th each other and must e given equualweight by Ofwat when reaching iits decision.27 As th ir name suggests,secondary duties are subordinate to primary duties and aree to bbe construed inlight of them.44. Uobnjdeecrtivse.2((t2hAe )c(oan)suWmIAer9d1u, tyO)f.wTahtisispriumndareyr dautdyurteyqutoirefsuOrthfweratthtoe pcroontescutmtheerinterests of both existing and future consumers (as is made clear by s.2(5A)WIA91).45. This temporal aspect of the to further the consumer objective isinforced y Ofwat’s primary dduuttyy under s.2(2A)(e) WIA 91 to further therreesilience obbjective (the resilience duty) and its secondary duty under s.2(3)(e)WIA91 to ensure that undertakers con ribute to the achievement of sustainabledevelopment (the sustainability dutty). The resilienc objective includessecuring the long-term resilience of water supply an 28seew rage systems andth promotion of long-term planning and investment. Thee interes s of bothpreesent and future customers are in any case protectedd by ensuring tthat YWScan enha ce ne work performance and resili nce, and meet its environmentalobligationn . Furtthering the resilience objectivee is not discretionary. Contrary tothe suggesstion made to the CMA by Ofwat in the Teach-in sessions on 25 
26 OFovrerevxieawm,pplea,raagsranpohte2d.5i)n; Eanxdhi(biiit) 0a0220,1O9fCwiatti’zsenOsvAerdvviiecwe:re(ip)otrht earNguaetidontahla AwuadtietrOfuficoemienrs20h1a5dconcluded that Ofwat’s regime was “not yet achieving the value for money that it should” (Ofwat’sbeen overcharged over the previous fifteen y ars, partly because Ofwat had esttimated ccosstts and risksto investors to be higher than they actually weere.27 Exhibit 009, CMA, Report: Bristol Water plc: A reference under section 12(3)(a) of the WaterIndustry Act 1991, 6 October 2015, paragraph 3.4.28 Th Competition Commission (CC) took the view that the number of consumers who are likely to beaffeected by a syst m failure is a relevant fac or in determining whether Ofwat has met the necessarystandard for resilieence, demonstrating the intt play between the resilience and consumer duties. SeeExhibit 010, Report: Bristol Water plc: A refeerrence under section 12(3)(a) of the Water Industry Act1991, 4 August 2010, paragraph 3.112. 
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February 2020,29 the resilience duty is a primary duty that should underpin theexercise of all of Ofwat’s functions.46. U der s.2(2A)(c) WIA91, Ofwat is under a duty to ensure that YWS is able tofinnance the proper carrying ou of its functions (the financing duty). There aretwo limbs to the established intterpretation of this primary duty:(a) tahbelefitrosteiasrnthpartoafintsotiinonlianllyweiftfhictiheonsteftihrmat (atrhieseeifnficaiecnotmfpiremtit)ivsheomuladrkbeet(in this context ex resseed as a return on capital, i.e. the WeightedAverage Cost of Cappital or WACC); and(b) the second is that the effic ent firm’s cash flows should be consis entwith it being able to raise fiinance30on reasonable terms, e.g. to mainttainan investment grade credit rating.47. Fnoaitl‘ufrienatoncmeaebeltea’t. least one of these limbs would mean that the efficient firm is48. As regards the first limb, the expected return (profit) is a function of both (i)the WACC and (ii) the efficie t firm’s performa agai s regulatory cosallowances and oth r performannce incentives. Hennccee e nnottionally efficienttfir would not be eexpected to earn profits in line witthh those that arise in acommpetitive market if:(a) Oanfwefafticsieetnst tafirrgmetswfourldcobset eaxllpoewcatendcetso adnedl/iovrero31u,tcsoomtheastbtehyeoenxdptehcotesdereturn would be beloow the WACC; and(b) Ofwat sets the WACC itself below the appropriate level.49. In practice, because one of the roles of equity is to bear risk, the mpact ofOfwat making either of thes errors would fall firstly on equity iinvestors,resulting in their expected r turns bein below the level required for thecompany t be i vestable for eeequity goin gg forward. In this sense the first limbis said to cooncernn whe her the efficient firm is ‘investable’.50. IthneOsefwreavt’esnuCeroasns-dCuctottsint galIlsoswueasncPeasp,ewr,eOafwssaetssstwathesththeart o“utarkdinegteramccinoautnitonosfprovide adequate cash flows and ebt capacity for eeff cient companies to beaabssleestsomefinntanthcaetthweeir cfaurnrcytioonust ai dnndmthaiksinfgormousrthfienablasdiiesteorfmthineatfiionnasn.c”eaTbhiluitsy,
29 Exhibit 011, Transcript of the 25 February 2020Teach-in, page 25, lines 8-9: “The resilienceenhancement programme is all discretionary investment.”; page 26, line 14: “we have to have a highbar for resilience; and this is all discretion ry”.30 This description accords with Ofwat’s explaanation to the CMA at the 11 February 2020 Teach-in: seeExhibit 012, Transcript of t e 11 February 2020 Teach-in, page 7, lines 9-16.31 A particular example of thhi is where n effici nt firm has been funded to meet, and met, itshis orical performance targetss but these taargets aree then significantly increased. This is th posi ionthatt YWS finds its lf in in relation to Ofwat’s PR19 leakage targets, which will be addresseed furttherlater in this Statemeent. 
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Ofwat ppears to have failed o hav due regard to the first limb of thefinanceaability duty i.e. as to whetther thee efficient firm is “investable”. This is ahighly material omission, the significance of which is addressed at 260 et seq.below.51. In addition, these errors may also weaken cash flows, such that key creditmetrics may fall below the levels required to maint in investmen grade statusfor the purpose of raising debt finance (see paraagraph 236 ett seq. belowregarding the downgraded credit ratings of certain companies that haveaccepted their respective final determinations). Thus, failing to meet the firstlimb of the financeability duty can result in a failure to meet the second limb.52. Should either of these situations arise: 32(a) the financing duty would be breached; and(b) aesffiictiwenotulledverelseu.lgt. iansuandreesruinltveosftmmeonvtin(ig.ea. winavyesftrmomentthbeeeincgonboemloiwcaliltysoptimal prsogwraomulmd eboef ihnavremstemdenints)thaned/loorngin-cterremas,edinbobrrreoawcihngocfosthtse,ssuumm rr duty. Hence, the financing duty is, itself, intrinsicallycccooonnnnecteeed to protecting the interests of YWS’s customers in the longterm.53. Under s.2(3)(a) WIA91, Ofwat is under a secon ary duty to promote economyand eff ciency on the part of water companie . In the discharge of this dutyOfwat s subject to the usual public law conssidderations for decision-makersincluding taking account only of relevant considerations adequately evidenced,,,and act
iiing consistently and rationally.54. Uprnindceirpsle.2s(4o)fWbIeAst91r,eignuleaxtoerrcyisipnrgacittiscep,owwehrischOfiwnactlumdeustthheavperirnecgiaprldestotthhaetregu atory activities should be consistent and targeted only at c ses in whichaction i n eded.33 This is reflected in Ofwat’s statements aab ut h w itregullatess hee sect r, such as “We focus on what matters, taking prooportioonateaanndd etanrcgoeuttreadgaectthiooensewchtoerretonefoecduesd,ounsibnugildailnl gofstoruorngtoroellsattioonaslhigipnsinwtietrhesthtsei–rcustomers and others.”3455. As will be explained in the following sections o this Statem nt, one of YWS’skey concerns with the FD is that in an efffort to addreess the perceivedshortcomings in previ s price controls by focusing on reduction in customerbills, Ofwat has not foouund the right balance between short-term price cuts on

32 The CC has previously acknowledged that restrict a water company’s allow d returns a lev lbelow the cost of capital would breach the financiinngg duty. See Exhibit 010, Reeport: Bristtool W teerplc: A reference under section 12(3)(a) of the Water Industry Act 1991, 4 August 2010, paragraaph9.2.3 These principles ar se out i section 2(4) of the WIA91.334 See Of at’s weebsitte unnder the eading “Our principl of economic regulation”:https://wwww.ofwat.gov.uk/business-plan-hhow-we-regulate/, last acceesssed 1 April 2020. 
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the one hand and the capital expenditu e needed to ensure long-term resilienceand sustainability on the other. In otherr words, Ofwat appears to have elevateits secondary duty to promote economy and fficiency above its primary dutycustomers, to the maintenance of the resilieence of YWS’s infrastructure anddttoo the financeabi ity of YWS’s operations.56. YpaWy Smocaretegaonrdicraelllcyeirveefuletesss”t.h3e5 OsunggtheesticoonnttrhaartyitYcWonSsiwdearnsts“ctuostcormeaetresashloonugld-term, sustainable, resilient and eff cient business that del vers th low st billspossible for customers, and beliieves that the FD wiill undeerminee thoseobjectives.57. Before turning to the detail of YWS’s concerns with the FD, the followingparagraphs set the scene by addressing Ofwat’s approach to PR19, and howYWS responded to this in its Business Plan. 

35 Exhibit 002, Ofwat’s Overview, paragraph 1.7. 
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D. Ofwat’s Approach to PR1958. This section provides some necessary context to assist in understandingYWS’s conce ns with the FD. It first s ts out the ‘building blocks’ that makeup price con rrol determinations, beforee explaining the way in which Ofwatseeks to use tthese buil ing blocks to create an efficiency challenge for watecompanies ‘in the roundd’. It then explains Ofwat’s stated policy and goals forrPR19, whic YWS followed when developing its Business Plan. YWS’scon er s withh the way in wh ch Ofwat attempted to achieve th se goals via itseff ccienncy-challenge mechaniism are addressed in Section F beloow.Ofwat’s Fiinal Methodology59. Aitss PORfw19atphraicseecxopnlatrinoel ddetotetrhmeinCaMtioAn,.36Wthheirlsetatrhei thirseecommaminonbugilrdoinngdbbloectwkseeonfYWS and Ofwat, the building blocks are resstated here in suummary forconvenience:(a) Costs assessment: Cost ass ssment is a fundamental element ofregulatory effi iency assessmeents.37 Ofwat sets what it considers to bean efficient cco t allowance for each of base and enhancementexpenditure. Basse costs are routine costs that compani s i cur top ovide a base l vel of service o their ustomers; enhanceemennt costsarre those requireed to enhance tthe capaccity or quality of the servicebeyond the base level.(b) Outco es: Ofw t s ts the level of the outcome targets for certainerformmance meaasurees (Performance Commitmen s), together with appackage of incentives or penalties in relation theretto (ODIs). An ODIfor a given Performance Commitment will: (a) recompense YWS’scustomers if YWS fails to meet the relev nt target (underperformance);and (b) reward YWS if it surpasses that taarget (outperformance).(c) RenisskurianngdthRaettuwrna:terOfcwomatpasnetisesthceanalflionwnecde WthAiCr Cactwiviithiesa avniedwsettosother financ al penalties/incentives such aas the geearing outtperformancemechanism iintroduced in PR19, PAYG and run-off rates.3860. Ofwat’s Final Methodology at PR19 is significantly more complex than atprior price controls, either within the water sec or o other regu ated industries.For example, Ofwat determined six separatte prrice controlls in PR19 in
6 See Exhibit 013, Transcript of the 4 Febru ry 2020 Ofwat Teach-in.337 Ofwat has focussed on an outcomes-baased approach since PR14: “Our new outcomes-basedapproach will give companies fl xibility to deliver outcomes at l west cost and to focus resources onwhat loc l consumers most valuee – by asking companies to propoose key outcome commitments ratherthan detaailing hundreds of ou puts.” See Exhibit 014, Ofwat, Settin price controls for 2015-20 –final methodology and expectattions for companies’ business plans, pagge 170.38 PAYG is the proportion of T tex that is recovered in each yea of the price r view period and run-offrates refer to th revenue alloowance r flect the annual de rreciation of thee RCV. This reflects thelong-term naturee of the benefit to custtoomeers of previous comppany investment in its assets. 
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comparison with two in PR14. One of YWS’s concerns with Ofwat’s approachat PR19 is at it did not t ke account of this ncreased complexity wh nconsid ring tthhe cash flows thaat the otionally efficiient firm would be expecteedto achieeve and the uncertainty arounnd these. This is described in more detail inparagraphs 130 to 134 of this Statement.61. The figure below illustrat the co plexity of PR19 in comparison to previousprice controls and provideess a summmary of how the elements of Ofwat’s PR19building blocks impact cashflows: 

Table 5: illustration of complex web of mechanisms which influe ce cash flows at PR19.Source: Annex 1, Economic Insight, Financeability of the notionnally efficient firm: abottom-up analysis, Figure 8.62. It is also common ground that the choices Ofwat makes in respect of the threemain building blocks of its price control together combine to create an overall 
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level of regulatory challenge “in the round”.39 Howe er, given that this goes tothe he rt of YWS’s concern with th FD, it is convvenient to recapitulate theinterplaay of these building blocks heree.63. Ofwat determined allowed costs by considering:(a) base costs (which include growth costs40) using either b chmarkingaasnsdessment via econometric models or bespoke assessmeennt methods;(b) ednivhea’nacsesmesesnmt ecnotstfsoruspianrgticbuelnacrhpmroajrekcitnsg. assessment or a ‘deep/shallow64. OOnfwceatththeenreldeevtaenrmt einffeidcieanntecfofisctisenwceyrecheasltlaebnlgisehetod rbeyproenseenot fthtehepsoetemnetitahlofdosr,catch-up.41 Ofwat then also overlaid a frontier-shift42 efficiency chall g andfactored in its view on real price effects (RPEs). The latter were inteenndeed toaccount for changes in input costs other than those over and above generalinflation (as measured by CPI at PR19).4365. In ffect, the efficiency challenge meant that Ofwat reduced the modelled orasseess d cost llowance b a certain proporti n, so th t (in simpli ed terms)the releevant waater companyy had to spend its coost allow nce more efffiiciently todeliver the related services. Accordingly, it is critic aaal that these efficiencymeasures were properly calibrated.66. Acesrtareingapredrsfoormutacnocme ems,eaOsufwreast snetanPienrdfoursmtrayn-wceidCe obmasmisitamndenotstheinrs roenspaeccat soe-fby-case basis for each water coompany. In doing so it considers what level of
39 Exhibi 012, Transcript f the 11 F bruary 2020 Ofwat Teach-in, page 11, lines 8-18.40 ‘Growtth costs’ are thoose incurreed as a result of housing growth. In previous price r viewdeterminations Ofwat include growth costs in enhancement costs. It took this approach at thee IAPstage of PR19 but th n move them to bas costs in t e DD, and retained the latter approach in theFD (though with diffeerent modddelling). The eeffects of thhis on YWS are addressed at paragraph 195(c)below.41 ‘Catch-up’ inefficiency refers to the fact at, because water companies are not operating in acompetitive market, they are not comp lled, tthhrough competitive forces, to be efficient. As such, theymay be operating ‘behind’ the efficieency frontier (either carrying higher costs and/or deliveringworse outcomes performance than would arise in a competitive market).42 The ‘frontier shift’ element of efficiency relates to gains that even ‘relatively effi ient’ fi ms canmake (i.e. and so would also arise in a competitiv market). This is typically cc aracterrised asrepresenting ongoing productivity-driven efficiency, reelating to improvements in tec hhnology, which‘push outwards’ the combina s of costs and outcomes th can be delivered by firm . This isconsistent with Ofwa ’s definittiioonn at PR19, whereby the regulaattor describes frontier shift ass follows:“Over time we expectt the productivity of companies to improve as they adopt new technologies ornew ways of working. These pro uctivity improvements shift th efficiency fro tier for the sector.”Exhibit 008, Ofwat, PR19 final ddeterminations: Securing cost eefficiency technnical appendix, page115.43 Ofwat has factored in RPEs in all previous price review determinations. Accounting for RPEs isconsistent with the approach of other regulators. 
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‘str tch’ was appropriate (i.e. how much impro ment it required the relevantwateer company to make relative to its current levveel of performance).67. Ofwat chose to set 4t4he Performance Commitment stretch i terdependently ofits cost ass ssm t. Consequently, the stretch Ofw t set onn outcomes was aadditional eefficieenncy or productivity challenge over aand above th t appl ed onncosts. Therefore, the totality of the efficiency challenge set was aa functiion oft e targets Ofwat se for both costs and outcomes. Compared to PR14, thePerformance Committments in PR19 were considerably ore d manding, andthhe scale and scope of ODIs were much greater, with mmore reevenue at riskduring the period.68. For example, at PR14 the return on regulatory equity (RoRE) range for ODIswas estimated as +0.4%/-1.2%, compared to Ofwat’s estimate of +2.95%/-2.46% at PR19. Notwithstanding the flaws identified with Ofw t’s approach toassessing risk at PR19, this still indicates a considerable increaase in the r gof revenue associated with ODIs. Similarly, he scope of PerformaanncCommitments has increased, with Ofwat inttroducing 14 comparativeeemeasures, compared to four at PR14. As Ofwat’s performance expectationsare based on a future looking upper quartile level at PR19, compared to thhi torical upper quartile targets set at PR14, the improvements are thereforeealsso more demanding.69. Ohifswtoarticcaolncclousdted that “there isoautpcosmiteivepecrofrorremlaatniocne”b4e5 twtoeejunsotiufyr eiststimpoasteitsioonfthat stretching eeffffiicciieennccyy aanndd perfoormance targets could be delivered by theindustry. However, Ofwat attributed as much w ight to this proposition forservice levels w ere there is in fact no such correelation (such as leakage andpollution), or w ere the correlation is weak (such as internal sewer flooding),as it did where thhhe correlation is strong (interruptions to supply). Ofwat’s ownevidence would have warranted a further inve tigation on its part to examinthe factors (geophysical o otherwise), uch ass the identification of the largnumber of cellare properrties in Yorksshire, that would have improved thcorrelation. Insteadd, i imposed blanket and equally stretchi g Performanc
eeeeCommitments across tthe board with strong ODIs for failure, nnotwithstandingthe evidential weakness of its posi ion. This issue and its consequences areaddressed further in paragraphs 152 tto 187 below.70. Ian tahdirdditioconmtopothneenetffiocfietnhcey cohvaelrlaelnlg‘ersegreullaattionrgytochcaolsltesnagned’, owuthciocmh erse,ltahteerse tiosWACC. Setting th WACC too low means that allowed revenues will be lo erthan they should bee, f ancial headroom will be educed, and the company wwillfac downside skew iinn risk, so that on an overrall basis the ompany s l ssablee to deliver for its customers and achieve the Performancce Commiitmeent

44 As will be addressed later in this Statement, Ofwat considers that improvements in performanceshould not incur additional cost. Whil YWS agrees that management action can drive improvementsto a limited extent, where Ofwat is seeeking tra sformational changes in performance targets, relatingin particular to underground assets, this positionn is difficult to sustain.45 Exhibit 003, Ofwat’s Cross-Cutting Issues Paper, Appendix A1: Overall Stretch appendix. 
22 



 

  

                                                                                                                                                                                                                                                                                                                                                                         

                                                                                                   

targets it has been set. This issue and its consequences are further addressed inparagraphs 217 to 243 below.Ofwat’s ‘step change’ policy71. As st ted in Ofwat’s Overview, Ofwat set out a num er of key policy themescentraal to the process. Great customer service, affordabble bi ls, resilience in theround and innovation, all featured heavily in Ofwat’s Fin ll Methodology andframed the price review expectations. Ofwat also made cleaar from the outset ofPR19 that it was seeking to introduce a ‘step change’ in efficiency in the waterindustry, with evident focus on reducing customer bills. I other words, Ofw twas looking to introduce a level of efficiency challenge inn PR19 that went faarbeyond those it had set in prior price control de erminations.72. YWS supp rted Ofwat’s policy themes as tthey aligned closely w th th4e6fececdobradcikngfrlyoo,mYYWWSSd’esvceulostpomdeirtseBnguasgineemssenPtlaanndwtihthe tchomsepapnryin’csipolwens ivniiemwisn.d.AAlthough affordable bills weere c early a primary consideeration, YWS elievedthat the resultant customer billls should be an output of robust bbusinesspplraendneifningedanind ruetg. uSliamtolryrlays,sYesWsmSewnta,sraaltshoe,ratshaann aackfnoorewgloendegecdoenfcfliucsieionnt foirrma,entitled t exppect that aany efficiency a d performance challenges impos d byOfwat woould recog iise YWS’ startinng point on efficiency, would bee theresult of well evidennced analyssis, would be realistic and achievable withinAMP7 and would be balanced against Ofwat’s other key themes for PR19 a dits ther statut ry duties such as resilienc and sustainability. For the reasonnsset oout in Sectioon G below, that was not thee case in the FD.73. WunidthersOtafnwdiant’gs oofbjietscticvuesstoimnerms’innde, edYsWaSn,d inliffoersmtyeleds,bsyetaoucot mtoprechreeantseivaeBusin ss Plan in the best interests of its customers and the environment in thelong-teerm. YWS included in its plan the neces ary adaptations for ealing iththe profound challenges faced by the wate ssector, s recognisedd by Ofwwat,namely climate ch nge, population grrowth, aand shifting customerexpectations47, while aat the same time ensuring that the plan did not presentfinanceability risks. 

46 For example, see Exhibit 001, YWS, PR19 Busin ss Plan, page 11, which states that its “5 Big Goalsalso align with Ofwat’s key th mes for PR19; deelivering great customer service, using innovation,making sure bills are affo dablee and our company is resilient.” 47 Exhibit 002, Ofwat’s Overrview, paragraph 1.1. 
23 



 

  

                                                                                                                                                                                                                                                                                                              
                                                                                                                                                        

E. YWS’s Business Planning74. TBhuissinseescstioPnlanouftolirnePsRt1h9e irnigorcocuosrdparnocceesws itthhatOYfwWatS’ adFoinpatel dMtoethcoredaotleogiyts.Ofw has explained the imetaabl and planning processs overall, which is notrepeaatted here. All relevantt documeents ave been submitted to the CMA.75. Oarutsoeft noeuctebsseiltoyw, thine lvianreiaorusoradsepre.cHtsotwhhaetvceor,nittribisutiemdptoortYanWt Sto’seBmupshianseisssePtlhaantthee process of creating the Business Plan was iterative, with each elementinforming the other as the Business Plan developed.Customer engagement76. At the 4 February 2020 Ofwat Teach-in, Ofwat explained to the CMA that:“The objectiv of the outcomes framework is to enc urage companiesto focus on deelivering wh t custome4r8s want. Therefoore, a key elementof that is the customer engaagement.”77. I deed, Ofwat had indicated that it d d not inte d to make detailedinnterventions in company ODI packages as iit had done inn PR14.4978. Rather, Ofw t’s ov ra l approach and Final Methodology for PR19 requirYWS to engaage direectlly with its customers and use the in ormation obtaineeddfrom them to drive decision making and the development off its Business Plan,setting its own ODI package.50 The stated goal wa to mimic a c mpetitivmarket by incentiv sing wat companies to undersstand and respoond to threquirements of theiir customeerr .51 In accordance with its consumer uty, oneeef Ofwat’s guid ng principless was that water companies shouldd deliverooutc5o2mes that theiir customers (and society) value, at a price they are willing to79. pOthafiyws.partoecxepsrse:ssly recognised the key role that water companies had to play in“Companies are best placed to understand and respond to theircustomers’ needs and requirements … This is why we do not want to 
8 Exhibit 013, Transcript of the 4 February 2020 Ofwat Teach- n, page 37, lines 17-20.449 See, for example, Exhibit 015, Reflections on the price reviiew – learning from PR14, Ofwat (July2015).50 Exhibit 016, Ofwat’s customer engagement policy statement and expectations for PR19, 25 May2016, pages 6 and 12.51 Ibid. At the 4 February 2020 Teach-in Ofwat stated that “we are trying to mimic what would happenin a competitive market” (Exhibit 013, Transcript of the 4 February 2020 Ofwat Teach-in, page 36,lines 21-22).52 Exhibit 017, Ofwat PR19 Final Methodology, page 25. 
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place ourselve –53or any other third party – directly between them andtheir customerss.”80. In addition to conventional stated preference willingness to pay (WTP)surveys, Ofwat encouraged compani s to us more innovative customerengagement approaches, such as reveealed preeference surveys an use ofinsights from behavioural economics, together with evidenc ob ainedd throughday-to-day contact with customers.54 Ofwat highlighteed tthe need forc mpanies to tri ngulate the findings of customer feedback against other datasoources and reseaarch availabl to them, thereby recognising that the companiesthecmogsneilsveeds thwaetreeebdebsatckplfaroceemd wtoell-cdaersriygnoedutensguacghemaneanltypsirso.c55edOurfewsactanalbsoerreepresentative off the views of the wider customer base.56 This necessitateengagement with hard-to-reach and vulnerable custome s.57 Ofwat emphasiseddthe need to58inform customers of performance levels rrelative to other watercompanies.81. menti’osnecdusrteoqmuierremeenngtasg. e59mIenndteepdr,ocOefsws atfoarckPnRow19ledmgeetd tahlle hoifghthqeuaalbitoyvoe-fYYWWSS’s customer valuation work at the IAP stage:“Th company provides convincing evidence of the effective use of awidee range of customer engagement techniques inc uding moreinnovative approaches such as behav our l experimentall methods. Itprovides evidence of its high qualiity aapproach to implementingcustomer valuation techniques including the use of behavi uraleecnognaogmemicesnttewchitnhiquitess.cuItstpormoevrisdeosnmboosttlhy tchoenvbinucsiinnegssevpidlaennceanoodf oitnslonger-term issues.”6082. Moreover, the Yorkshire Forum for Water Customers (the Forum)61 stated inits PR19 Assurance Report to Ofwat that the “level of innovation and the
53 Exhibit 016, Ofwat’s customer engagement policy statement and expectations for PR19, 25 May 
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ddddd ep.agg.eE2x1h.ibi 018, YWS Board Assurance Statement, pages 19-21: “The Board’s plan has b enfounded upon conttinuous, comprehensi , r bust, high quality customer and stakeholder engagemeent.The Board is satisfied with th high levveels oof customer engagement. The engagement has adopted aninnovative programme of f cee to face and online commun ty activity to n ure that the outcomes,performance commit en s aand incentives meet the expectatiions of customeerss and stakeholders. Theresults of the engagemmentt and the priorities of customers, regulators and stakeholders are at the heartof the plan.” 60 Exhibit 019, PR19 initial assessment of plans: Yorkshire Water company categorisation, January2019, page 4.61 The Forum is an independent group of customer and stakeholder representatives. In PR19 Ofwatasked the Forum to provide independent challenge to YWS and assurance to Ofwat in relation to: the
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extent d reach of the customer research programme is commendable a dhas meaannt that Yorkshire Water now has an expanded depth of understandinngabout its customers to shape its services around their preferences.”6283. With the help of its consultant AECOM, YWS des gned an und rtook amultipronged approach to customer valuation, which involvedd stateed63 andrevealed preference64 surveys, together with innovatiive techniques such asbehavioural experiments.65 YWS specifically ensured that its customers66weremade aware its pe form nce level relative to other water companies. Tresults of these varri us aapproa hess w e rigorously triangulated to v67alue thhmargin l benefits too YWS’ ccustomeerrs of ervice improvements. Theseeequantitaative results were crosss checked againsst more qualitative surveys thattested the relative importance of the various performance measures to YWS’sustomers, and th ir views on YWS’s performance relative to other waterccompanies. Th vieews of vulne able68 and hard-to-reach groups were obtainedand YWS moree generally ensurred that the sample groups responding to each 
quality of YWS’s customer engagement; and the extent to which the results of this engagement weredriving YWS’s decision making and refl cted in its Business Plan.62 Exhibit 020, Yorkshire Forum for Wateer Customers, PR19 Assurance Report, 3 September 2018,page 3.63 See brief summary in Exhibit 021, Appendix 5a – Customer and Stak holder engagement, section6.3.1, pages 37-8; Exhibit 022, Appendix 5e – Understanding Customeer Values, Stated PreferenceReport, Method de ailed at pages 0-1, Results detailed at pages 2-5; Exhibit 023, Appendix 5f –Under tanding Custtomer Values_ Stated Preference Severity Report, Method detailed at page 1,Resultss detailed at pages 2-5.64 See Exhibit 021, App ndix 5a – Customer and Stakeholder engagement, sections 6.3.2, 6.3.3, page38; for e.g. river wateer quality, see Exhibit 024, Appendix 5g – Understanding Customer ValuesRevealed Preference River Water Quality Report.65 S e Exhibit 021, Appendix 5 – Customer and Stakehold r engagement, section 6.3.4, pag 39; for adeetailed methodology and anaalysis, see Exhibit 025, Appeendix 5i – Understanding Customeer Values,Behavioural Experiment Report, e,g. page 2 ‘The behavioural xperime t took the fo m of aninteractive online tool, which allowed participants to adjust serv cee levels annd observe, in rreal time,the effects that this has on their bill.’ See also the trust experiiment, Exhibit 026, Appendix 5j –Understanding Customer Values, Trust Experimen Report, esp. Appendix 2, section 2.4 ‘Findings’,for analysis of the variables wh ch affect customer ttrust and relations with YWS.66 See e,g. Exhibit 022, Appendiix 5e – Understanding Customer Values, Stated Preference Report,show cards presented to customers to contextualise their responses, which include graphics showingYWS’s relative performance withi the water industry, replicat d at pages 14-16.7 See Exhibit 027, Appendix 5d – Unnderstanding Customer Valuees_ D ta Triangulat n Report.668 S e e.g. Exhibit 025, Appendix 5i – Understanding Customer Vaalues_ Behaviiooural ExperimentReeport. Table 3 on p. 10; for a reakdown of results to the behaviour experiment, including byvulner bility characte istics, see ibbid, pages 27-30; for result for particular vulnerable groups, seibid, paages 41-3. For rrefinement of YWS’s approach to assesssing the vi ws of people in vulnerablcategories, see e.g. Exhibit 028, Appe dix 5c – Table of Forum engagemeent activity challenges, pageee16 (the two comments raised regardinng Questions 15 and 20, which show querying of the metricsused for identifying ‘vulnerable’ and YWS taking action to improve its metrics). 
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survey reflected the demographic make-up of its wid r customer base.69YWS’s customer engagement p ocess was pe -revieweed by experts fromCranfield Uni ersity and collaborrators from inteerrnational water comp nies,70and customer vvaluation was scrutinised by an independent customer chaallengegroup to ensure that customers’ views were fairly reflected in the BusinessPlan.7184. Acutsttohme ernsdasocfribtheds tporosecrevsisc,eYimWpSrohvaedmeantcslewarithpircetsupreectoftothkeeyvpaleureforthmaatnictesmeasurees, which iit could then use to inform the cons ruction of its BusinessPlan. In particular, customer willingness to pay evaluattion was used to erivethe values for the ‘Six Capitals’ fr mework described at paragraph 86(d)below. YWS was therefore surprised aand disappointed whe Ofwat decidded tochange its approach to r liance on customer feedb ck annd to disregard itp vious ecognition of r gi al differences arising aas a result. These issuessarree furtherr addressed in S eeectioonn G.The DMF process85. YWS’s ultimate goal in the preparation of the Business Plan was to balancethe needs of all of its stakeholders in answering the following questions:(a) What should YWS’s Performance Com itment targets be duringAMP7 and what ODI package should acco mmpany them?(b) What profil of fficient Totex does YWS require during AMP7 bothto deliver seervicees to its customers meeting those targets and to fulfilits overriding statutory obliga ons?86. To help YWS balance these potenttiially conflicting drivers it developed aDecision Making Framework (DMF) – a set of process s, governance andtraining supported by a new software tool. In summary, thee DMF was used asfollows:(a) YWS populated the DMF with d ta relating to bu iness risks anopportunities over the next 25 yeaars. This data wass rawn from avariety of sou ces, such as asset deterioration moddels, detaileddinvestigations orr confirmed statutory obligations from YWS’s qualityregulators.(b) The ta fed into the DMF included information from YWS’s ‘unitcost ddaatabase’. This contains the d ta on the costs of schemes deliveredefficiently over the prior 15 yeaars e.g. though the use of YWS’sframework partners, as acknowledged by Ofwat (see paragraph 26 
69 A stated aim e.g. of Exhibit 022, Appendix 5e – Understanding Customer Values_ Stated PreferencReport, page 0; factors outlined at ibid, pages 24-27; see fac oring at page 52 (“We have explored theev riation in household WTP against the following classificattions of factors”) and tables on followingpaages.0 Exhibit 001, YWS, PR19 Business Plan, page 97.771 Ibid, page 34. 
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above). All of YWS’s procurement and solutions-related costs in theDMF re underpinned by this. This data w s supplemented byconsultaant work where appropriate, e.g. in relaation to the cost ofdeliv ring the certain proj cts in Hull to tackle the threat of flooding(thesee projects are addresseed in detail at paragraph 307 et s q. below).YWS also conducts e nometric modelling to assess its peerformancerelative to other water ccoompanies.(c) For each busines risk and opportunity, YWS dentified one or moremitigation optionss. Drawing on historical efficiient cost data obtainedfrom completed repairs and upgrades to its assets, YWS determined thecost of the various potential solutions. For exam le, the solutions to amains failure could variously be to replace the pippe, refurbish it, repairit, or do nothing.(d) YWS ascribed to each movement in service level (i.e. the impact of asolution) a monetised value (benefit) b sed on its impact on YWS’s‘Six Capit ls’ metrics (financial, maanufactured, human, natural,intellectual aand social). This value was obtained from a combination ofYWS’s custom r feedback and oth r industry recognised v luati ns toeenmaebrlgeinwgidaesr bbeeensetfiptsratcoticbee cfaoprtuarseesde.ssTinhge SdiexciCsiaopnista, lssufcraahmaeswootrhkosiesrequired in PR19.(e) Th ost and benefit values allowed YWS to calculate the net benefitof eeacch intervention. This net benefit calcu7la2tion reflected industry bestpractice and has been welcomed by Ofwat.(f) The DMF helped YWS to decide the most beneficial way to address aparticular risk and the optimal combination of solutions to maximiseb n fits a a portfolio level. Thus, the DMF calcul tes the costsneeceessa y tto maximise value both to YWS’s customers aand in relationo widerr considerations. In this sense the output of the DMF informstthe cost of deliv ring what YWS’s customers want and what is mostbeneficial to the eenvironment.87. TcohnestrDucMtiFon oouftputht e ‘pBourtsfionleisos’73Plwana,s aacdcjouusnteidngiteforartivfeelydbatock in(fcoursmtomtehre,reg l tory and nvironmental) received as partt of the wid r engagement andassuuraance proceess. YWS did this by c nstraining wholeee, or parts of theprogramme under a variety of scenarios. Foor example: 
72 Exhibit 029, Ofwat: YWS Final Determination, page 27 section 2.3: “YW’ business plan doesprovi e high quality evidenc of how t e company identifies and assessess risks to resilience,inclu ing taking systems-baseed approac hh to risk assessment. It also demonstrates good evidence ofembedddding naturaal capital approaches to its resilience framew rk.” 73 The DMF itself is the framework by which YWS makes decisioons – and all of systems, processesetc. that go alongside i . The portfolio is the part of this to which YWS asks tthhee investment-relatedquestions, i.e. the mostt beneficial way o spend its money. The output of the portfolio is a list ofinvestments that meet the constraints thatt it is set – i.e. a programme. 
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(a) eonbsliugraintigontsh;at there is sufficient investment to meet YWS’s statutory(b) c nstraining Totex to reflect affordability, but ensuring that YWS doesnoot take on unacceptable risk in delivering on its PerformanceCommitments; and(c) allowing for challenging, but realistic future efficiency gains.88. Through this leading approach to the evaluation of Six Capitals and theirapplication in optimising YWS’s investment portfoli , YWS estimated that itscustomers would receive a return benefit of £3.90 foor every £1 it invested indelivering services.74Cost Efficiency Challenge89. As noted at paragraph 72 ab ve, n crea ing its Busin ss Plan YWS wasmindful of Ofwat’s intention too impose a sttep change in eefficiency challengein PR19. In an effort to meet thiis regulatory hallenge, the final Totexsubmitted in the Business Plan amounted to in exccess of £800m reduction incosts as compared to what the same program e would have cost in AMP6.The efficiency target was derived fr m econo mmetric analysis of current costs,al ng with forec sts of future costs too determine where the upper quartile levelwoo ld be. This aanalysis was reviewed by the Board and used as a target forfutuure efficiency in AMP7.90. This of course represented a significant ost-efficiency chall nge which, whencombined with the st tching Performancce Commitment targeets in its BusinessPlan (which are addrreessed below), was by no means guaranteed t be met.However, YWS felt that it was ac ievable in view of: (a) prooductivityeffici ncy gained through investm nt thhat it had made in AMP6 to prepare forthe neeed to hit UQ performance leevels on certain Performance Commitmentsn AMP7 (as discussed at paragr ph 139 et seq. below); and (b) capitalefficiency gained through new aasset management operating model. Thisiincluded new ommercial fraameworks an enhanced direct delivery, and an in-house strategicc planning partner to help ddriv efficiencies in the Totex valuechain earlier in YWS’s programme developmeent.7591. Part of the purpose of the upfront cost efficie cy challenge was to give YWSthe capacity in its programme to meet the nnew s rvice levels indicated inOfwat’s Final Methodology without placing unduee pressure on customers’b lls. YWS was on track to meet the regulatory targets set in PR14, but tdiistance to trave b tw en the successful delivery of its PR14 targets and thheenew upper quartille eexpeectations for PR19 was significant. 
74 This is an aggregate figure from the numbers in the Busines Plan; see Exhibit 001, YWS PR19Business Plan, pages 116 for water network plus; 140 for wasstewater network plus; 173 for waterresources; 183 for bioresources.75 This is described in detail in Exhibit 001, YWS PR19 Business Plan, chapters 10 and 11. 
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92. Yit WbeS ahnas iamlwpraoyvsesmtreinvtesn itno rkeesypoanrdeatos rseugcuhlaatosryinetxerpneacltastieownesranfldootadrignegts,ansdoleakagge in AMP6, going beyond t e targets set in PR14, funded throughoutperformance, with customer and shhareholder support.93. This ‘early start’ allowed YWS to understand t e practical diff culties andcosts of making significant servi e improvements, and also to have a clearunderstanding of possible producctivity gains. Thhe upfront efficiiency gainsdescribed her allow d costs to aintain thes service improvements to beincluded in thee Busineess Plan to i mmprove servicee in key areas without creatingsignificant bill increases.94. As a specific example of how YWS responded to the effici y challenge inPR19, YWS’s Business Pl n described how its own beenncchmarking hadidentified it as being comparaatively inefficient in he area of bioresources. Thechallenges to the existing business were highlightt d by the 2015 Boxing Dayfloods, which took 50% of the company’s sludgee trea ment capacity out ofservice, causing the company to rely o third parties tto provide emergencytreatment capacity, dramatically increasinng costs. As a result, YWS’s BusinessPlan described how it i tended to transf rm its bioresour es business todeliv r 23% reduction inn the as ociated coosts. I this connecction, YWS hascreateed aa s parate bioresources bussiness with autonnomy to deliver wha is nowa ringfenceed service to customers, at a ower cost. It ha under aken acomprehensive market testing exercise, identifying significant ssavings ttthat canbe delivered through market delivered sollutions. These actions contributesignificantly towards keeping customers’ bills low.Performance Commitments95. As part of its Business Plan YWS committed to achieving targets in relation tocertain Performance Commitments. These wer developed iterativelyalongside the Totex programme, reflecting service leevels commensurate withstatut ry obligati ns, customers’ service priorities, Ofwat’s FinalMethoodology and foorecast efficient costs.96. Starting from the P formance Commitments already in place for 2015-20,YWS re-examined seerrvice priorities with its customers to understand whetherhos commitments were still rel vant, or wheth new commitments needetto bee incorpor te . Alongside thee direct custom rr research and engageme t,YWS also engaagedd with the Forum, as key represeeentativ s for commercial anndomestic ustomers and the environme t, to ensuree that the propose
dddPerformancce Commitments m t expectationns and had the appropriate balanceand coverage across the Busineess lan.97. Having identi ied the package of PPerformance Commitments, YWS set targetsfor those Perfformance Commitments following Ofwat’s Final Methodology.The approach recognised that not all Performance Commitment targets couldbe set in the same way, so targets were variously set with regard to theffoolrleocwasint ginfdaucstotrrys: qcuoasrtt-ibleenesefirtviacnealyesvise;lsc; ohmisptaorraictiavle iinnffoorrmmaattiioonn;, minicnliumdiunmgimprovement levels; maximum levell attainable; and expert knowledge. Some
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Performance Commitment targets were s t in conjuncti n ith the To ex fromYWS’s Business Plan, whilst others weree developed foollowwing Ofwatt’s FinalMethodology and the latest available information. For the comparablPerformance Commitments76, YWS identified wher additional expenditureewould be required to achieve the UQ performance leevels required by Ofwat(see paragraph 139 below).98. DseettsipnigteUcQomppelryfoinrgmawnicthe Olefvwlast’fsorretghuelatomrypadriarebcletioPne,rfYorWmSandcied Cnootmamgrietme ethnat7s7twas appropriate and raiseed these ccooncerns with Ofw t at the time.Moreov r, YWS did not an icipate that Ofwat would not aallow the efficientcosts neecessary to reach tthese performance l vels. These concerns areexplained in more detail in paragraph 135 et seq. beelow.99. The process d scribed above ensured that YWS’s Performance Commitmenttargets delivereed what its customers wante , and represented the b st v ew ofwhat an fficient firm would be exp cted to achieve. The PeerformanceCommitm nt t rgets i cluded industry-l adding levels of improvement iin keyservice areeeas, aand signnificant improvemeeent in a large number of other areas.The targets reflected Ofwat’s Final Methodology in relation to the comparableand common Performance Commitments.Outcome Delivery Incentives100. Aansddisicnunsosveadtiavteparpagorgarpahm7m6 et osfeq.caubsotovme,eYr WeSnguangdeemrteonotk atocominpfroerhensitvheedevelopment of Perrformancee Commitments and ODIs, ensuring it mmet allOfwat's methodolog cal criteria. This resulted in a package of 43 ODIs, (ofwhich 29 are financiial and 14 are reputational). Of these, 36 are crystallisedduring AMP7.101. YCoWmSmiatmlseontptraorpgoestse,d gaainsufitoeloowfinOg DOIfswatot’s aFcicnoaml pManeythoidtsoloPgeyr.foOrmfwaantc’esprescribed approach waas as folllows, where the letter ‘p’ denotes the assumedTotex sharing rate of 50%:78ODIunderperformance = incremental benefit – (incremental cost × p)ODIoutperformance = incremental benefit × (1 – p)
76 This term is used in this statement to denote the “common comparable level PerformanceCommitments”, i.e. internal sewer flooding, pollution incidents, water supply interruptions andleakage, rather than the “comparable bespoke Performance Commitments”, i.e. carbon/operationalcarbon, priority services awareness, gap sit s, voids verification, drinking water contacts, lowpressure and external sewer flooding. See he eexplanation of these and he non-comparable c mmonand bespoke Performance Commitments att Annex 5, Economic Insightt report, Ofwat’s approoach toODI interventions in the FD, page 6.7 Exhibit 030, YWS response to Ofwat PR19 Methodology consultation.778 The Totex sharing mechanism is a me s by which YWS can recover a p oportion of any overspendagainst the relevant r gulat ry allowaannce from its customers. A 50% rrate means that YWS canrecover 50% of the releevant ooverspend. 
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102. F r the majority of cases, YWS used the customer valuations evidence derivedfroom its rigorous customer engagement process to inform the ‘incrementalben fits’ element of the ODI formulae. By doing so, YWS ensured that if itundeerp rformed on a Performance Commi ment, it would recomp nsecustom rs by the value o he loss of service as tthose customers had assesseed itto be (eee to the beneffitt value for cust mers, adjusted for the cost shari grate). Eqq aallly, if YWS were to outperfoorm the Performance Commitmennt,YWS wouuuld earn a reward equal o half the benefit value to its customers asthose customers had assessed itt to be. The approach ensured that hperforma ce levels and ncentives n YWS’s Business Plan were set at tt eemost econnomically ef ciient level (ii.e. set at the point where marginal costequals marginal beneffiit) and aligned with the cost-benefit analysis for thheinvestment plan.79103. For the remaining cases, YWS proposed financial ODIs80 based on costestimates or direct market prices where the use of customer valuations wouldnot be feasible or appropriate. Customer valuations are not poss ble in allccaussetos,meprasr.ticFulrarleyxawmhpelere, aassdetirehcetalstehrvpiceerfoirmmpaanccte ismenaostureexspecroiinecnecrend tbhyeunderlying coondition of the network, rather than a service impact forcustomers.Additional customer engagement104. YWS also undertook substantial customer esearch to nsure that thePerformance Com itment targets and81 ODIs prr posed in thee Business Planaligned with custommers’ expectations. In additioon to the valuation exercises,YWS also carried ut resea ch into its customers’ priorities for PerformanceCommitments, custoomers’ prreferences for the types of solutions to inve tmentneeds, customers’ understa ding of the Performance Commitment , andcustomers’ support for the nnumber and typ of financial ODIs.82 Cussstomerinsights were also gained from ongo83ing reseearch into customer satisfaction,segmentation and contact with YWS.Calibrating the ODI incentive package105. Ofwat’s Final Methodology required water companies to calibrate their ODIpackages within an overall risk range, defined in terms of the ‘revenue impact’ of out- and under-performance payments on the RoRE. As such, YWSundertook Monte Carlo risk modelling84 of its ODI package as a whole, to 
79 As a result of setting Performance Commitments in this way, YWS also ensured the targets reflectedits best view of what an efficient firm would be expected to achieve.80 The other type of ODI is reputational – for these, YWS is required to make a public declaration aboutits performance against the relevant PC.1 Exhibit 001, YWS, PR19 Business Plan, pages 31-36.2 , pag s 119-138.3 IIbbiidd, appeendix 18b Lifesty e Research. 88884 ‘Monte Carlo risk modellling’ is a method of modelling the risk profile of processes that havmultiple possible outcomes. In simplified terms it works as follows: (a) decide upon a reasonablee
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ensure the resultant R RE risk rang was in85line with Ofwat’s guidance (thusfairly balancing investoor and customeer risk).106. MitsoBreusgienneesrsalPlyla,nYoWveSraclal,reafcurlolyssassetshseedretghuelpatootreyntiinacleunptsividees,anodednoswurnestihdaetoiftfaced a balanced risk profile overaallll, as required for an efficientt firm.Assurance of the Business Plan107. To satisfy itself that the PR19 Busi ess Plan w s ac urate, high quality ndaccessible, YWS subjected all elemennts of e plaan, inccluding supporting daata,to a robust assurance process. In summary, tthhis assurance process:(a) followed the ‘three levels of assurance’ framework, which simplemented across all regulatory reporting and programmes and iisbest practice;(b) wwaitshirnisiktsbBasuesdin,emsseaPnlainng; there was greater focus on areas of high risk(c) isnecnliuodremdaanuadgietrcsh, edcikrescatonrds cahnadllienndgeepsenbdyednattaaupdriotovrisdearnsd, daastsaurmerasn;agers,(d) cuonvdeerrepdinsthetheprBepuasrianteiossn,Pplarondutocticoonnfairnmd pthueblpiclaatniown aosf btuhieltdoanta htihgahtquality data; and(e) ensured th t findings from processes were fully reviewed and actionsto address aany concerns raised were implemente .108. YWS’s Board Audit Committee received and challengedd he findings from theassurance reviews. The Board rece ved assurance th tt the Busine s Planimplemented the strategy and directiion set by the Boaard. Full-day sstrategyworkshops were held with the Board to review and challeng the informationcontained within the Business Plan to ensure that it met t ee expectations ofYWS’s customers and all o her stakeholders, as well as addressing the long-term challenges of climatte change, population growthh, resilience andaffordability.109. YWS also conducted cceptability testing 8o6f the Business Plan with itscustomers, receiving an aapproval rate of 86%.
range of values for each of the inputs to the process; (b) use a computer to select ‘r ndomly’ a valueof each of the inputs within the given range; and (c) using the s lected value for eaach of the inputs,calculate the corresponding values of the outc mes. Repeating theese steps several times allows one topredict the relative likelihood of each of the poossible outcomes.85 See Exhibit 031, YWS PR19 Business Plan, Appendix 13a – Ro E risk analysis, page 23 et seq.;Exhibit 032, YWS PR19 Business Plan, Appendix 13b – ODI RRoRE risk analysis: a report forYorkshir Wat r; Ex ibit 017, Ofw t PR19 Final Methodology, page 60: “We are suggesting anindicativee rangee for thhe size of compaanies’ ODI outperformance and underperformance payments of±1% to ±3% of RoRE at PR19.” 
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Conclusion110. In designing its Business Plan, YWS focused on delivering what its customerswanted, a consideration that was given ultimate prominence in Ofwat’s FinalMethodology. YWS ngaged extensively a d effectively with its customers tounder tand ir prefeerences, which were i corporated into the Business Planalongssi e otthheer consideration from th Finnnal Methodology. YWS effectivelybalancedd the needs of all sstakeholdeers against efficient costs, applied asignificant cost efficiency challenge to those outputs, an created achallenging Perform8a7nce Commitment/ODIs package (inclu ing a 25%u on in leakage and a 41% reduction in internal s wer flooding) thatfle ed customer preferences. T e final package preesente
ddd an £800mrrreeedduccctttiion in costs as compare t whhat the same programme would have costin AMP6. YWS t n carri dd oout a rigorous and multi-layered as uranceprocess to ensure thhee Busineess Plan wa deliv rable. YWS’s Businesss Planwas desig8n8ed precisely “so that customerss will geet more of what really mattersto them.”

86 Exhibit 001, YWS, PR19 Business Plan, page 242: “Our customer acceptability testing shows that86% of our customers are supportive of our plan.” 7 This was reduced following the IAP stage – see paragraph 163 et seq.888 Exhibit 017, Ofwat PR19 Final Methodology, page 3. 
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F. wat’s Interventions111. OOffwat’s DD proposed a large number of material changes to the position setout in YWS’s Busine s Plan w ich were unacceptable to YWS. On top of the£800m of efficiency ssavings t hhat YWS had already included i its BusinessPlan, the DDs asked for a further approximately £800m reductionn in Totex.112. However, in an attempt to avoid a redetermination and focus on delivering forits customers, YWS sought to reach a compromis with Ofwat by proposing anumber of alterations to its Business Plan. The effeect of these proposals was tomake the s gnificant efficiency challenge that YWS had set itself even hard rto meet wiith a far higher delivery risk. The compromise proposals weree,however, made on the basis t at Ofwat acc pt the e tire package of YWS’sproposals, which included a number of meeasures inntended to mitigate theeffect of the DD on YWS, suchh as the introduction of glid paths, and caps a dcollars on O Is.89 There was no room for YWS to concedee any furth r grounnd– aws adoiinngitssoDDDwoRueldprheasevnetaetnitoanilse.d too much risk – which YWS madee clear to113. OOffwatt did not accept the compromise proposals in YWS’s DDRepres n ations, and the FD, while less stretching than th DD, represented apackagee tthat YWS could not accept. The key differencees between YWS’sBusiness Plan and Ofwat’s FD are summarised below.Disallowed Costs 
P i C t lr ce on ro ep£m £m ap£mResidential Retail (at outturnprices) 258 322 64Table 6: Overall level of retail interventions115 It h ld b t d th t t th IAP t YWS d dj

114. Tsearbvliece6s inbeitlsowBussiunmesmsaPrliasensanthdetheexcpoernrdesitpuornedirnegquaellsotewdanbcyesYinWOSfwfaotr’srFetDai.lYW FBP S 18 OFWAT FD G
. ansalyosuis ofe rneoveenueawahicheincreassaegde, he prompoaseedanexapenudstmt erent ianftethr furrethtaeirlcontrol, g ving a final required expenditture o £273m. This figuure was reetainedby YWS iin all subsequent submissions to Offwat. In deliveriing its FD, Ofwatprovided a frontier efficiency allowance of £322m.116. able 7 below shows similar summary i formation for wholesale expenditureTTThhee toavbelerasllhoawdjsustthmatenthtse awrheoplerosavliedeindteirnnvebnottihongsroaststhaendFDnertesruepltreedseinntaatitoontasl..reduction of around £865m against YWS’s Business Plan. 

89 See Exhibit 018, YWS DD Representation, Board Assurance Statement. 
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81

Leakage Cost ReductionBioresources Cost Adjustment m 131.024.8 YWS’s DDFi l i i SIAP Response YWSWSClaim (removal)tO eh r cost remova sl /YWdj t t th h t th 42.3 Representationsna pos t on atYW ’S DD
Y

a us men s roug ou e processTotal YWS adjustmentsWINEP 9 .1168 9 
sRepresentations 

tn w. a aoB tex oM ed ll ni g ad uj stments 77.2 pos t on at91FDFF iiliinal pos ti ion at OOfwf at
’ FD’ ’

Price Control YW F1B8P Sep OFW£AT FD G£ap 

117. Gbeilvoewn pthreesadndtsitiaonmaolrleevgerlanouflacrombrpelekxditoywanssoofctihateedwhwoiltehsawlehoinletsearvlee,nTablei8nthe FD, togee her with adjustments maade by YWS in its DD Representattiioonnss (i)in response tto evid nce presented by Ofwat and in light of feedback on thebusiness plans f th other water companies and (ii) as part of YWS’s effortreach a comproomiseee position. The table is followed by a brief narrative ttooprovide context.90 

£m m m Water Resource 226.4 214.7 11.7 Water Network Plus 1,855.3 1506.9 348.4Wholesale: Water Total 2081.7 1721.6 -360.1Wastewater Network Plus 2,568.6 2138.6 430.0 Bioresource 380.3 305.4 74.9Wholesale Wastewater Total 2,948.9 2,444.0 -504.8o esa e ota gross) 5,030.5 ,165.6 - 4.9Gs & Cs 112.1 112.4 +0.3 WhW llesalle TTotal (l 44,053.2 -868ho (net) 4,918.4 65.2Table 7: Overall level of wholesale interventions 

Area Gap baent£dwFeeDn FBP Adtjiumstinmgent Adsjouustrmceent 

90 The detailed cost gaps in Table 8 are the result of YWS s analysis of Ofwat s FD. YWS s focus hasbeen on u derstanding the root causes of he gaps and how they align to the areas of Ofwatint rventionn and the tools/evidence that Ofwatt used. Some of the elements therefore cover more thanonee price control. The thinking and assumptions required to break down the gaps m y differ to thosemad by Ofwa , so values may not align with Ofwat’s submission. The wholesaale Totex ap ishoweever consisttent with YWS’s submitted costs and with Tables 3.1 and 3.2 of YWS’s FD, pagges 31and 32 respectively.91 Interventions were made by Ofwat at IAP, DD and FD stages. This figure represents the finalposition at FD. 
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1 iiliF fO

GrowthBusiness Rates (exc. Frontierhift i l d d i B t
m34 3 Fin la po is tion atFD Ofwat34.7. FD Ofwats nc u e n o ex modelling)TMA (exc. Frontier shift 21.6 Final position at Ofwat included in Botex modelling)tO eh r nE ah ncement nI vestmentR ili (H ll) 7.712 2 

FDna pos t on at wates ence u . FD Final pos ti ion at O wf atoT tal Ofwat adjustmentsYW ’S s DD Representationi ff l i
366.6300 5 

FD
YW ’S s DDR i YW– . Scomprom se o er ot erat ngabsence of UQ costsot la da justmentsTT bl 8: Further bre ka down of hw lo es la 865 2da justments b the time of th
epresen at t ons 

De .y Fa e e

Area Gap baent£dwFeeDn FBP Adtjiumstinmgent Adsjouustrmceent 

.118. The first group of adjustments related to ac ions YWS took after thesubmiss on of its Business Plan in recognition of tthe challenges Ofwat had setfor the iindustry a a whole, and the specific measures Ofwat had taken inresponse to YWS’ss Business Plan:(a) Leakage cost reduction: In response to Ofwat’s decision not toprovide specific funding for leakage, YWS decided not to progresssome of its higher cost, lo er-term initia ive . This reduced YWS’soverall unit costs, allowinngg it to adjustt itss required expenditureaccordingly and deliver broadly stable bills in its IAP response.(b) BacicoerpetsotuhreceovCerAaCll :OTfwhiast aadsjsuesstsmmeennttaorofsethefrocmostYaWdjSu’sstmdenctisicolanimto,where it considered that YWS could find t e required neew sludgecapaci y due to the phosphorus programme thhrough the bioresourcesmarkett.(c) Other cost removals/YWS adjustments throughout the process:This reflects a number of adjustments made by YWS between itssubmitted Business Plan and YWS’s DD R presentations. Theseadj stments w re made in response to Ofwat feeedback in relation torequuired efficieency improvements and the proven ne d (or in Ofwat’sview, the lack thereof) for investmen . The adjustmeents inc uded t eremoval of £20m wastewat r treatmentt works growth costs folllowing afurt er review of requiremeents, removal of £10m associated with thheccaotscthhs-iunpbieofrfeicsioeunrccyesc.hallenge, and the removal of £6m enhancement119. Taken together these adjustments by YWS amounted to £198.1m. 
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120. Tprhieceserecvoinedwgproroucpeossf,awdjiuthsttmheenftisnainl pthoesittaiobnlerweperreesemnatidnegbtyheOefxwpaetndduitruirneggthapeat FD:(a) WINEP: Of the to al £169m gap, £113m relates to phosph rouremoval. Thi red cttion in expenditure has implications for proocessschoices acrosss a nuumber of sites. As d tailed further in pa agraph 301et seq., YWS is now planning to use cheemical dosing at morre sites thanit had planned, rather than its preferred and more sustainable approachof Bio ogical Nutrient Removal (BNR). The remaining £56m relates tomodellling output diff rences associated with a number of oth rWINEP drivers, key eexamples of which include stora e schemees22m), investigations (£10.8m), flow monitoring at sewagge treatmentworks (£6.8m) and storage schemes at sewage treatment works((££4.5m).(b) B tex model adjustments: Ofw t’s decision to rely on underspecifiedmoodels, as explained in mor detaail in Section G, res lted in significantvariance from YWS’s Busineess Plan. The resulting ouutput:(i) dqoueaslitnyootracdoemqupaletexliytyaocfcotruenattmfoerntk;ey variables such as service(ii) is based on a stri gent ad hoc efficiency benchmark w thminimal recognitionn of model error and with no evidentiialbasis;(iii) aopnpalniesovaerlsatragteeduepswtiamrdatley obfiassceodpef;roanndtier shift challenge based(iv) makes no allowance for changes in non-labour input prices.Tnhdesseudpepfictieedncbieys,wwohrkichunadreertdaekteanilebdyfuOrtxheerra a(tinpcalruadgerdapihn1A88nneetxse8q).,aaccount foorr the majority of the £77m gap.(c) Gallroowwatnhc:e OtofwaactcomuandtefoarndiafdfejurestnmceesntinatfoFrDecatsot pitospumlaotdioenllegdrocwotshtbet een the historical period and AMP7. YWS based its popu at ongrowwt t in its Business Plan on third party p ovided, granularforecast ddaataa. In contrast, Ofwat used the l ss granularr ONS popullatiiongrowthh forecast data. In YWS’s view thee former, more precise datatake greater account of regionally specific circumstances. Thisadjusstme t resulted in downward adjustments to both wholesale water(£11m) annd wastewater (£24m).(d) Brautessinebsasserdatoens: iOtsfwmaotddeilslianllgo.wTehdis£3g4.p3misasmsoocstilaytedaswsoicthiatbeudsiwneitshsbusine s rates expend ture, where Ofwaat’s modelling underestima edthe assset ba on whiich business rates are applied and ignoredimpact of assseet revalua ions. A further £7.4m reduction (on top of ttthhee£34.3m) is attributable tto the application of a frontier shift challenge – 
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this amount is included in the overall Botex modelling gap outlinedabove.(e) TMA: YWS’s Traffic Manag ment Act (TMA) forecast expe diturelargely comprises costs incurreed as a result of permit conditionns andad ini teri g the permit scheme . Detail evidence of t ecommpossitionn of these costs wass provideedd in YWS’s DDRepresentations.92 This high ighted that significant elements of thhecosts are determined by locall councils, and ot by YWS. In YWS’sview th se costs ar not adequately covered inn the modelled allowanceand givee rise to th identified £21.6m gap. As with business rates, afrontier shift challeeenge has also been applied, l ading to a further£0.6m gap, which is also included in the above Boteex modelling gap.(f) Other enhancement investment: Ofwat applied a cost challenge toother enh ncement dr vers not related to WINEP. The main impact ofthis was aa reduction iin the d inking water quality programme where£15m (c. 20%) of the costs werre removed.(g) Resilience (Hull): As detailed at paragraph 307 et seq. be93low, YWSrequest d £28.7m to fund the Hul flood res lience scheme, assumingthat thee remaining £21.3m woulld be achiieved through partners ipfunding. How ver, Ofwat allowed only £16.4m in the FD an furthherclassified the eexpenditure as base maintenance (i.e. to be fun ed from‘busi ess as usual’ sewer flooding work) rather than as adddditionalfundinng in recognition of its core purpose as a resilience improvementmeasure.121. Tofak£e3n66t.o6gmet.her the above interventions account for an expenditure gap at FD122. The final ‘adjustment’ in the table shows YWS’s effort to reach a compromisewith Ofwat at the DD Representations stage. In particular, YWS offered totolerate the disallowance of enhancement expenditur for UQ service deliveryin relation to the comparable Performance Comm tmeen s ( his underfunding isaddressed in paragraph 158 t seq. b low). It is mporttantt to note that whilstYWS decided to tolerate thee absencee of co ts, iiit did not and still does noaagccreeeptwinigth Othfewatt’ostaploitlyicy.ofMoYreWovSe’rs, YpWosSi’tissoonffearswapsrocpoonsdeitdionianl onitsOfwDaDttRepr sentations, which in summary meant closing the costs gap and adjustingthe Peerformance Commitm nt package to create a mor balanced set of serviceimprovem nts and incentivees. While Ofwat made somee adjustments in the FD,these weree not sufficient to address YWS’s Board’s concerns. Ofwat’sinterventions are addressed further in paragraph 152 et seq. below. 
2 Exhibit 033, YWS DD Representation Cost Efficiency, pages 56-62.993 See Exhibit 001, YWS PR19 Business Plan, page 145. 
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Interventions in the Performance Commitment/ODI Package123. Ofwat also materially changed YWS’s Performance Comm tment/ODIpackage. As set out in Annex 5, Ofwat intervened in 19 of YWS’s 27Performance Commitments that had financial i entives.94 Thiis includesintervening in all ten of YWS’s common Performanncce Commitments that hadfinancial incentives.124. T27hePfeigrfuorrembaenlocew Cshoomwms iOtmfwenattsi;ntPeerrvfeonrtmioannsce(orCnomt)minitmreelnattiolnevteolse;achtaonfdathrdeincentive rates; enhanced incentives; and caps, coollars and d adbandss. A redhighlighted ‘1’ denotes an intervention, and a grey highlighteed ‘NA’ denoteswhere Ofwat’s Final Methodology did not allow for a Performa ceCommitment to have an enha ced incentive. As can be seen, Ofwat interv nnedextensively across the differ nnt categories of parameters – particularly in teermsof common and comparablee bespoke Performance Commitments, which arelisted first. Standa d incentiver Enhanced incentive Caps, collars andPC levels rates rates deadbandsInternal sewer floodingPollution incidentsW ter supply interruptionsLeakage 
111Drinking water qualityMains repairsPer capita consumptionTreatment works complianceSewer collapsesUnpla ned outageCarbon/ Operational carbon 
11111Priority ervices awarenessGap sitesVoids verificationDrinking water contacts 1Low pres ureExternal sewer flooding 1Working with othersa d conserved and enhancedLength f river improved 1EducationWater recyclingRep iring or replacing customer owned pipesSurface water managemenQual ty agricultural productsBathing water qualitySignificant water supply events 
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Table 9: Ofwat interventions in YWS’s Performance Commitment/ODI package. Source: Annex 5.125. Not only did Ofwat intervene in many of YWS’s proposed financialPerformance Commitments, but where it did intervene, the change was often
94 The 27 Performa ce Commitments include those that YWS proposed a financial incentive for, or thatOfwat adde a finnancial incentive to hrough its terminations.inclu ddes both intervent ons thatt Ofwat m ddee at the FD and interventions it made at the DD thatYYWWSS did not challenge in iits DD Representaations for the sake of compromise (as discussed inparagraph 112 above). 
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‘la ge’ – for example, more than doubling or halving incentive r tes.Furrthermore, the interventions were asymmetric in that they increaaseddownside risk more than they increased upside risk.126. The way in w ich Ofwat intervened, and the reason it gave for doing so,varied cross thhe d ff rent P rfo mance Commitmentss and ODI parameters.Fnotrerveexnaaemptloe,seftoYr WiinStee’rsnPael rfsoeerwmearrncfeloCodoimngmiatmndenpt otallrugteitosnatinOcfiwdeant’tss,forecwaasUQ. For many common and comparable Performance Com tments, OOffwatttiintervenedd in standard incentive ates to make them more simmiilar to indu tryaverages. Ofwat’s interventions arre addressed further in paragraph 152 et sseq.below. 
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G.127. 

128. 
129. 

The flaws in the FDAs explained at paragrap 71 et seq. above, one of Ofwat’s goals in PR19 wasto impose a regu tory chhallenge on water c mpanies th t would represent a‘step change’ rellaative to prior price controol det rminaations. In trying toachieve this goal, how ver, Ofwat has imposed a reegulatory challenge tha isbeyond what an efficieent irm could be expect d to achieve. In view of tthanticipated consequences ffor YWS had it acceepted the FD (which will beeaddressed in Section H below), this means that Ofwat did not find the rig tb lance between he short- erm desire to r duce b ls on the one ha d and t hhecaapital investmentt needed tto ensure long-teerm resiillience and sustainnability onthe other.YWS agrees that increasing performance and reducing costs to customers is adesirable long-term outcome. However, regulatory action designed to achievth s must have regard to what is achievable by an efficient firm during theepriice control period in question.T at an efficient firm could not be expected to meet Ofwa ’s regulatoryhcchoanlleernngealilstthhreeereosfulOt ofwf aatn’sumbubieldrionfginbtleorcckosn.nTehcetedreimssauinesdewriothf ttthheisFsDec, twiohnicihsstrucctured as follows:(a) PatarPaRg1ra9phhass13r0estuolt1ed34:inOfawnato’sve‘rsatellp cchoastngaen’dinoeuftfcicoimenecsyecfhfiaclleenngcyechallenge beyond what could be achieved by the notionally effiicientfirm.(b) Pouatrcaogmreasphtasrge1t3s5hatsocre1a5t1e:d aOdfwiscaot’nsneacptpbreotawcehentothesetwttion.g cost and(c) Paragraph 152 to 187: Ofwat has made umerous intervention inYWS’s ODI package, making arbitrary annd unjustified changess tomany of the individual paramet rs, replacing the v ews of YWS’scustomers wi h Ofwat’s own vieew, and not reflectiing the genuinedifferences bettween YWS and the rest of the industry.(d) Pinaerfaf gcrieanpchys 1fr8o8mto o2t1h5er: Offawctaotr’ss, coinsct lumdoedselliinnagppfaroilpsr taoedisctaintcghu-iusphefficiiency benchmarks, applies a l wed fronti r-shiiftt iciencychallenge, and does not take account off aall relevant reeal price eeffffects.(e) Pfraeaialrseaodgnratoabpleehntsseur2rm1e6st;htaoct)2thf8ae1i:lneOdotfitwoonaeatn’lslsyuhreaefsftih(caai)etnsthteetfitrnhmoetiWcoannAalCrlayCiseetfoffiocinileaonnwtc;efi(robmn)is investable; nd ((d) failed correctly to calibra key incentives suchthat the notionaally efficient firm would be expectteed to earn the allowedretur ; and (e) introduced an inappropriate gearing outperformancesharinng mechanism.(f) Preaturarng.raph 282: Ofwat has created a disconnect between risk and 
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Ofwat has misidentified the notionally ef icient firm130. Ainsterepxrpeltaeidnewditihnrepsapraegctratpoha 4‘6o, tOioffnwalalty’sefffiinainencitnfgirmdu’.tyT hheasinhtuisittioornicfaollrythbieseinsthat economic r gulation is inntended to incce tivise the outcomes that wouldarise in a compeetitive market.95 Therefore, unnd r this logic, water customershould not ‘pay’ for any ‘inefficiency’ of reegulated companies. On thiinterpretation, Ofwat is not compelled to ensure the ‘actual’ firms it reg9u6latesssare financeable; but, rather, that a hypothetically efficient firm would be.131. Ffionlalnocwiningg dfurotym rtehqeuiarbeosveth, aatndit assetaslsao edxptelarminiendatiinonpatrhaagtrarpehfle4c8ts, Owfhwaatt’as‘no ionally efficient’ firm would be expecteed to achieve. Should Ofw t fail todo tthis (i.e. overall set a determination that is ‘too chall nging’, becaaus theva i us targets d in entives it h s set do not reeflect the expeectedperrfoormance of aann efficcient firm) saaid firm will n t, by definiti n, befinanceable.97 As is also explained in paragraph 52 aboove, a failur too fulfilthis duty would imply a failure to fulfil the consumer duty, given thee obviouscustomer harm tha would then arise. In light of this, the ‘identification’ of thenotionally efficientt firm (i.e. setting an appropriat ove all level of challenge)is crucial to ensuring the PR19 determinations aree apprropriate and consistentwith Ofwat’s duties.98 
95 Exhibit 013, Transcript of the 4 February 2020 Ofwat Teach-in, page 26, lines 21-22: “we are tryingto mimic what would happen in a competitive market”.96 See A nex 6, Economic Insight, report: Top-down analysis of the financeability of the notionallyefficiennt firm: a fo low-on report for Anglian Water; Northumbrian Water; and Yorkshire Water,pages 5-7, especiallly footnote 2, citing Exhibit 034, Economic Insight report, Financeability of thenotionally efficient firm: op down analysis, August 2019. Available here:https://www.anglianwater.co.uk/sitteassets/household/about-us/9b-financeability-of-the-notionally-efficient-firm-top-down-analysis-final-stc-28-08-19.pdf.97 Annex 6, Economic Insight, report: Top-down analysis of the financeability of the notionallyefficient firm: a follow-on report for Anglian Water; Northumbrian Water; and Yorkshire Water,page 8: “the key findings from our first report remain – and hence the notionally efficient firm isl kely not financeable”; Annex 1, Economic Insight, report: Financeability of the notionally efficient
98 fiirm: a bottom-up analysis, page 23.Despite Ofwat’s statements to the CMA regarding “the impact of what [The National InfrastructureCommission] call “information asymmetry” – so nformation held by companies that is not held bythe regulator – and that tended to result in a iias of returns in favour of companies and theirinvestors” (Exhibi 013, Transcript of the 4 Febbruary 2020 Ofwat Teach-in, page 9, lines 9-12),YWS’s view is thatt there is no information asymmetry in this process. Firstly, Ofwat received gre tdeal of comparative inform tion submitted y all of the water companies as par of the nnuaalreporting processes, as well s the extensive bbusiness plans. Ofwat argu bly has bettter compaaarativei f i than the compaaanies themselves do. Secondly, the compaani s do not have perfectinnfoorrmmaattioonn. Business plan forecasts require project ons for up to eight or eveen 23 years ahead, so thedata is often accompanied by considerable uncertaiinty. Where the regulator introduces new metricsor changes definitions of existing metrics, the companies may not have comparable historicinformation either. 
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132. To put th overall level of challenge YWS faces at PR19 into context, the‘differencee’ between the bill profile YWS proposed in its Business Plan andthat n Ofwat’s FD (a measure of ‘challenge’ Ofwat has used historically) is3.7 iimes greater than the average l vel of challeng over the PR04-PR14 priceconttrols.99 Critically, even this meeasure of challeenge is an understatement,because it omits the considerable stretch on outcomes set by Ofwat. Forexample, on the ‘pollution incidents’ ODI, YWS is taske10d0 with achieving arate of improvement that is 2.7 times greater than at PR14.133. The con iderable increase in overall challenge at PR19 is consis ent withOnfdwuastt’ys.sstOatfewdatvihewas thnadtincaotwedisththate ittimbeelfiovr eas ‘ssutecph cahasntgeep’ cfrhoamngetthecawnatbeersupporrted on the grounds of (i) companies beeing able to make a material ‘step’iin the amount of efficiiency gains they can achieve (both relating to costs ndoutcomes);101 and (ii) by historical outperformance.102 Howeve , Ofwaat’sarguments as to the availab lity of productivity gains in the sectorr based onn tion l statistics and historiical outperformance at PR14 are unsustainable aspaaragraaph 199 below and Annex 9 demonstrate. The position is thencompounded by errors as to the calculation of key aspects of the price controlas summarised in paragraph 129 and referred to in more detail below. Theconsequence is that the efficient firm will not be financeable on Ofwat’s FD.134. The hard evidential support for YWS’s posi ion is further consisten with anumber of intuitive points YWS s ould l ke tto draw to the CMA’s atttention.Briefly, these ar as f llows: (a) thhe FD iis predi ated on the assum tion thatdi ference betweeen coompani relate only to efficciency, and that desppite therebeing transsformational changeess in some metrics, costs to improve are alreadyrefflected in base allow n es;103 (b) Ofwat does not appear to have recognisedthat setting ‘too hard’ aa cchallenge causes consumer and environmental harm,
YWS has noted asymmetry in the quality of evidence underpinning Ofwa ’s decisions. For example,the late chang s to both tar ets and incentive rates m de at the IAP sttage and again in the DDunderm ned thee econom c loggic of the ODI framework aas articulated by Ofwat, moving away fromthe origiinal optimised aliignment of marginal costs and value to customers. These interventions werenot justified by any supporting evidence or consideration of potential detrimental effects orunintended consequences.99 Annex 6, Economic Insight, report: Top-down analysis of the financeability of the notionallyefficient firm: a follow-on report for Anglian Water; Northumbrian Water; and Yorkshire Water,Figure 3, page 24.0 Ibid, page 25.11001 Exhibit 017, Ofwat PR19 Final Methodology, pages 5, 14, 135: “We expect companies to make astep change in cost efficiency providing scope for ower bills and help with affordability.” 102 Ibid, pages 147-148 “Our view of efficiency willl be informe by our comparat ve assessme t. Wewill use historical and forward-looking cost performance t iddent fy the most effiicient compannies inthe sector, which will set the benchmark for the rest of the coompaniies.” 103 Annex 1, Economic Insight report: Financeability of the notio ly efficient firm: a bottom-upanalysis, page 23; Annex 6, Economic Insight, report: Top-down annaallysis of the financeability of thnotionally fficient firm: a follow-on report for Anglian Water; Northumbrian Water; and YorkshireeWater, pagees 25-26; Exhibit 035, Ofwat: PR19 FDs: Policy summary, page 14. 
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particularly in the long-run;104 and (c) Ofwat d es not appear t hav‘challenged’ or ‘stress tested’ its own views, or thoought carefully aboout theeuncertainty inherent in the key bu ldi g blocks of PR19. 105 In short, Ofwat didnot hold itself to the same high eviidenntial standard that it set for YWS.Ofwat’s approach creates a disconnect between costs and outcomes106135. Tbtwuhioils.disnegctbiolonckasdd–recsossetss atnhde ofauctctotmhaets O– fhwaast’csreaatpepdroaacdhisctoonntwecot boeftwitesenmathine136. Ofwat made clear in its statem nts to the CMA dur ng the 4 February 2020T ach-in that it recognis s thee necessary connectiion between investmentneeeded to achieve improveed performance (on regionally specific issues) andhigher bills to customers:“The company with the highest bills, South West Water, had to do a lotof investment immediately post-privatisation on cleaning up itsbeaches.”107“Obviously, pos -inflation, bills have gone up but are still around 45per cent higher tthan they were privatisatio . That really reflects thehuge amount of investment thaatt has gone innto the sector, which isshown on the next graph.”108137. Dseersvpicitee ltehvise,lsOfmwuastt hba1se09 aadcohpietevdedthe ipthoosiuttionalltohwatinigmpYroWveSmeanntys inddYitWioSn’aslex enditure to do so. In other wwords, Ofwat has assumed11t0haat serviceimpprovements can be achieved purely through efficiency savings.138. TbhtewfeoelnloPweirnfgorsmeacnticoensCdoescmriibtmeeOnftswaant’ds cfaoisltusr,efotor baoccthoucnotmfpoarrtahbeleinatnedraocttihoenrpeerformance a eas. An immportant example of this in the FD relat s tocomparable Perrformance Commitments, which are addressed first beelow (tthheetargets of which, as set ou in YWS’s Business Plan, would r quire £300m ofadditional expenditure tto achieve). Examples of otheer PerformanceCommitments targets where improvement is required without funding are thenconsidered. 
104 Annex 4, Economic Insight report: Ofwat’s approach to funding upper quartile performance, pages2-3.5 Annex 4, Economic Insight report: Ofwat’s approach to funding upper quartile performance, page 4.11006 Oxera has conducted a detailed a alysis of Ofwat’s approach to costs and outcomes, which isprovided at Annex 8, Oxera r port: Inntegrating cost and outcomes.7 Exhibit 013, Transcript of thee 4 February 2020 Ofwat Teach-in, page 21, line 25 and page 22, line 1.8 Ibid, page 28 lines 10-12.0009 Exhibit 003, Ofwat’s Cross-Cutting Issues Paper, paragraphs 3.50-3.53. 111110 Annex 4, Economic Insight report: Ofwat’s approach to funding upper quartile performance. 
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Ofwat’s flawed approach to UQ performance on comparable PerformanceCommitments139. In PR19 Ofwat required water companies to reach UQ performance levels inrelation to the following comparable Performance Commitments: supplyinterruptions, p llution incidents and internal sewer flooding. In simplifiedterms, UQ perfoormance means achi ving the performance level that the top25% of firms expect to meet or exceeed in AMP7. Ofwat also required watercompanies to reduce leakage by 15%.140. OOffwwaatt’’ss paollsoiwtioend ibsastheatcothtes.1c1o1stHoofwaecvheire,vitnhgreethefseeatutarergsetosf cOanfwbaet’smeFtinbaylMethodology mean that thiss is highly unlikely to be the case:(a) Fhairvsetlyk, oOwfwnabtomthadwehathtethdeecUisQionfortoecsaesttsthweosueldtarbgeetasndbewfohraet iittscocuolsdtallowannces would be.112(b) S condly, Ofwat’s costs mode s do not include controls f r outcomesp rformance levels. The first implication is that its cost moodels annotbeee used t fore ast what it woulld cost YWS (or the industry) to acchieveUQ perfoormancce levels n AMP7. The second implication is that itscost models could signiificantly under- 11o3r over-state the historicalrelative efficiency of different companies.(c) Tgahiinrds ltyo, cOufswtoamt’esrFsiinnalthMe eftohromdoolfolgoywreertuprrnicseasnvyiascaop1e.1f%orfprorondtiuecrt-isvhiitfytchallenge. The im lication is that companies do not have the option ofin tead investing pproductivity gains in improved performance.114 Toasssume otherwise, while also increasing Performance Commi mentlevels, as Ofwat has done t1h15e FD, effectively double-countts thescope for productivity gaiinns. Moreover, in any event, YWSconsiders that Ofwat has materially overstated the scope forproductivity gains.116 Ofwat’s suggestion that the targets could 
1 Ofwat did not make this known to water com anies until the IAP stage of PR19.111

1113 AAnnex 8, Oxera report: Integrating cost and outcomes, pages 1, 2; Annex 9, Oxera report: Issues2witnhneOxf4w, aEct’sonformonitcieIrnssighftt reapssoerts:smOfewntat’ins aP
ppRpr1o9a,chpatogefusn1d,in2g;upfoprermquoadretlilliengpertfaokrimnganaccec,opuangte 2o.funcer ainty when using hhiistoric data to make forecasts, ee Annex 10, Oxera report: Issues withOfwatt’s approach to determining the cost benchmark, pagess 6-7.114 An ex 9, Oxera report: Issues with Ofwat’s frontier shift assessment in PR19, pages 1-2; Annex 4,Econnomic Insight report: Ofwat’s approach to funding upper quartile perform nce, page 9.115 In simplified terms, reducing allowed costs to reflect productivity gains and aasking YWS to performat the same level would require it to find efficiencies equival nt to the estimated productivitybridge the gap, but reduc ng allowed costs an a king YWS to peerform at a higher level requires it ttooachieve higher productiviity than Ofwat con idderss to be achievable.116 Annex 9, Oxera report: Issues with Ofwat’ss frontier shift assessment in PR19. 
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legitimately h ve been even higher has n1o17merit. This topic is furtheraddressed at paaragraph 199 et seq. below.141. As egards paragraph 140(b) above, attached at Annex 8 is a paper fromOxerra, which shows that Ofwat’s econometri cost models do n t take intoaccount service quality as a possible factor acccounting for variatioons in costsbetween companies. It is well established in the scientific lit rature th tomission of key factors such as service quality from such modeels will biaas tthheeefficiency scores that those models produ e. Any furt er inferences based onthose outputs are thus compromised. Acccordingly, hhaving omitted servicquality from econometric models, Ofwat ha no basis to infer fr thoseemo e s that iittss effici ncy chall nge (in ter ss of costs and outc es) isachievable; nor that thee catch-up eefficiency nummbers that it derives frooommm thesemoddells are cor ect.118 Moreover, ev if the theoretical inad quacy of Ofwat’ analysis is overrlooked, the subsequeennt evidence that it p eseented to justify itssconclusion is inadequate and mislea ing. The furtherr ramifications (andmaterial effects) of this omission are adddressed in paragraph 190 et seq. below.142. Oeafrwliaetr pwroerskenhteadd ncreewat mdaaterdiiaslcowninthectthbeeFtwD etno croebstust atnhde osuugtcgoemsteios.nOthfwatati’tsslater position is howeveer indefensible becausee it variously:(a) relies upon a backward-looking assessment of performance at PR14,wwhereereobtvhieouaslllyowdiefdferceonsttstoatnhdosePeinrfPorRm1a9n;1c1e9 aCnodmmitments in AMP6(b) aims prleaguasridbslylealokwage,stOimfwaatet rfeoliresthuepoanddeictoonnoaml ectroicst mtoodealns uesfifnicgieanntcompany of120meeeting Ofwat’s stretchiing leakage PerformanceComm tment.143. Ofwat’s positiion is further undermined by t e fact that, on the availableevidence, the benchmark company that Ofwat hhas used to set the wastewat rcost allowance (Northumbrian Wa er) has ot historically achieved argeetperformance on pollution incidentts and innternal sewer flooding att theresp ctive target levels Ofwat has set for YWS on those measures.121M reeover, the benchmark company Ofwat has used for water cost allowances(Soouth West Water) has not historically achieved performance supply
7 Annex 9, Oxera report: Issues with Ofwat’s frontier shift ass ssment in PR19, section 1.3.11118 Exhibit 036, Ofwat PR19 FD, Appendix: Overall level of streetch across costs, outcomes and allowedreturn on capital appendix, page 3 – these are 4.6% for wholesale water 2% wholesale wastewater15.4% retail.119 Annex 4, Economic Insight report: Ofwat’s approach to funding upper quartile performance, pages1, 3-4.120 Anne 4, Economic Insight report: Ofwat’s approach to funding upper quartile performance, pages4-8; E hibit 051, YWS, IAP r sponse document, p ge 11.121 Annexxx 4, Economic Insight reeport: Ofwat’s approaach to funding upp r quart le performance, page 7.See also Annex 10, Oxera report: Issues with Ofwat’s approach to deeterminiing the cost benchmark,which quantifies the lack of confidence in Ofwat’s models. 
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interruptions at the target level it has set for YWS on that measure.122 If t ecoenstc oadrelsc)omhpaasnyno(ti.ea. thhieevmedosttheeffilceiveenlt creoqmupiraendy oacfcoYrdWinSg wtoitOhifnwatthh’esbbenchhmmmarkk’s cost allowancces, then it must follow tha other water companies(including YWS) could not do so within their base costt allowances.123144. Oadfdwitaito’nsaclontfeunn1t2di4oinngthabtyeffitceicehnnt ocloomgipcaanliesadcavnanicmepsrovise peirrrfeolremvaanntce winithothuetcircumstances. As noted ab ve, this i because Of t had already includeda 1.1% per annum deductioon in basse cost allowwaance for frontier-shifteffici ncy s vings, which represe ted an efficiency challenge that can only bmet ee.g. viaa technological advannces.125 YWS does not therefore have theeopti n of investing any cost savings obtained from such advances in improvedperfoormance.145. Finally, Ofwat’s argu ent that he fact that some companies have acceptedtheir respective FDs immplies thatt the target for the comparable Performa ceCommitm12e6nts can be met out of base cosst allowances is obviously a nnonsequitur:(a) wexapteerctcoomapcahnieievse mthaeytahragveetsc, honsehnetobaasciscetphtatththeeFyDhaavne aycetepstteildl nthoetFD ‘in tthe round’ and also accoountted for the direct and inddirecct costs ofa redetermination by the CMA;(b) tcherepamniaeys bwehircehgimone l, tohpeetraartgioentsalcaanndbefiancahniceivaelddwififtehroeuntcefusnbdeintwgefeonrsoomme but not others; aaannd(c) ctaormgeptasn. ies may decide to divert resources from elsewhere to meet the146. As me tioned in paragraph 136, Ofwat appeare to accept in principle thacosts annd outcomes should be connected and hadd, in fact, sought to suggesttthat they were in practice connected in the FD. For example, Ofwat attempted
122 The available data also shows that the average historical performance of th companies at least a 
123

etafrfgiceitefnotraPsRS1o9u.th West Water (in Ofwat’s cost models) in relation to leakagee is worse than YWS’ssIt is notable that Ofwat’s approach to this issue is at odds with that of Ofgem. Ofgem adjusted thecost of ga distribution networks that failed to m et the service obligati ns through penalty (GD1).O gem alsso adjusted the cost benchmark of eleectricity distribution coompanies thaat were offeringdiffferent service levels (ED1).124 Exhibit 036, Ofwat PR19 final determinations: Overall level of stretch across costs, outcomes andallo ed return on capi al appendix, page 7.125 Ofwwat’s assertion thatt there as higher scope for product vity allowance in Ofwat’s Overview (forwhich, see Exhibit 008, Ofwwat, PR19 fin l determinatiions: Securing cost efficiency technicalappendix, page 167) has no merit, as explaained in Annex 9, Oxera report: Issues with Ofwat’sfrontier shift ass ssme t in PR19.126 This is fu ther eexplainned in Annex 4, Economic Insight report: Ofwat’s approach to funding upperquartile perrformance, page 9. 
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to account for service perfo1r2m7 ance in relati n to leakage in certain of it‘alternative’ FD cost models. Its analysis shoowed, however, that th modelssgave substantially different answers in relation to companiees’ costperformance if this measure wa included. Despite the challenges associatedwith properly ac unting for cossts and outcom s together in an econometriccontext, Ofwat ccoonsidered the pr blem to b sufficien1t2ly8 material as toincrease another water company’s coost allowanceee by £50m.147. Hcoouwldevhearv,eleaackcaogueniesdofnolyr ionnietsocfonsutmmeordoeuls .pTerhfeoramnaalnycseismbeyasOuxreesrathcaotnOtafiwneadtin Annex 8 shows tthat the results of the cosst modelling are highly sensitive towhich performance measures are included. For example, incorporating leakageand water quality contacts into the cost models cou d lead to a materialincrease in YWS’s cost allowance. This analysis illlustrates that in notsufficie tly controlling for outcomes in its cost models, Ofwat has materiallyunder unnded YWS to meet its stretching performance targets.148. Tpehreforffmaialunrcee itso fuprrtohpeerrilnytenacsicfoieudntbyfotrhethsiegniinfitcearancttifolanwsbewtwitheeinn eaccohstsof atnhdeindividual cost modelling and performance components. This is explained inmore detail in Oxera’s paper at Annex 8.Simultaneous improvement of cost efficiency and outcomes performance149. Fooufifrtsmcotshmaaettsmptheeearnfoetrfhmfeicayineccnaecny(io.efn.rloy‘nd‘toimemroovcreaenafnlooorntgle’ssistmh’)eu.lfTtarhonanettoiiuesrstlooyfsiwamyhp,artthoievsyeafccahociesetvstraabadnleed-,with differing mixes of outputs and costs.150. This has t e following self-evident implications:(a) Wbehhnecnhmaarkirnegguthlaetoinrdussettrsy toa itscabtecsht-vuipewcoofsttheefeffifciiceinencycy fcrhoanltlieenr,g1e29,it is by definiti n also benchmarking the industry to a point at whichoutcomes cannoot be improved beyond those delivered by that cost-efficient benchmark. Thus, the expected and funded level of outcomesperformance is the level of performance achieved by that costefficiency benchmark (and vice versa).(b) Tdehleivreefroerde,imapnraolyvseemsenotfs winhbetohtehrcoinsdtsivaidnudaalgfaiirnmsts inhdaivvei,duianl opuratccotimcee,measures (such as those cited by Ofwat) are wholly irrel vant. That isto say, any individual firm, which may not be perfectly eefficient, maymake efficiency gains that ight materialise either through costssaimviunlgtasneoorusolyu.tcTohmaetsdopeesrfonrommt,ahnocew,evoerr, scohmanegecotmhebifnaacttiotnhatthwerheeonf 
7 For the concession, see Exhibit 035, Ofwat: PR19 FDs: Policy summary, page 14.8 nnex 8, Oxera report: Integrating cost and out omes, section 2.4.111

2229 AAs this cannot be perfectly observed, in practicce regulators proxy it. In Ofwat’s case, they did thisby taking the 3rd or 4th ranked firms on cost efficiency. 
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setti g a f rward-looking benchmark t PR19, ne must recognise theessenntial pooint that efficient firms do faace trade-ooffs. A failur to do sowou d clearly result in setting an unachievable overall eefficiencychalllenge.YWS recog ises hat an efficient firm may simultaneously improve costefficiency annd outtcomes performanc via product vity gains (i.e. frontiers ift). However, if a regula or allocatees all of that iimprovement to the costchhalleng (as Ofwat does in tthe FD – see paragraph 114 et seq. above and 188et seq. beel w) this cannot also be used to set harder outcomes targets (as thatwould be too double count the efficiency gain).151. Isnimsuultmanmeaoruys,lysinrecdeufciermcso,stssucahndasimYpWroSv,eatouthtceomefeficpieernfcoyrmfaronnctei,erOcfawnanto’strequired performanc improve ents cannot be achieved without costs fundingand moreover exposee YWS to mmaterial penalty risk.130Ofwat has interv ned to produce a Performance Commitments and ODI packagethat does not meeet the needs of YWS’s customers, present or future152. Turning now to Performance Commitments and ODIs, YWS developed anoverall package of Performance Commitments and ODIs that incentivised it todeliver th outcomes its customers wanted, whilst also co tributing to anappropriatee overall balance of risk and r ward in YWS’s Businness Plan. To dothis, and as set out in paragraph 76 et seeq., YWS undertook a comprehensiveand innovative programme of custo er engage ent to inform thedevelopment of its proposed Performmance Commmitments and ODIs.Furthermore, as noted in paragraph 105, YWS unde took exte sive riskanalysis to ensu e that its ou comes package was calibrrated withinn Ofwat’sindicated RoRE rrange and thatt risk was broadly symmetric (as is expected foran efficient company).153. However, as set out in more detail in Annex 5:(a) Osufgwgaetstiinngtetrhvaetnietddidexnteont siinvteelnyd tin131Y).WASs’psreOvDioIusplyacmkeangteion(deeds,poituet ifttthheat 2O7fwfiantaandciaeldPtehrrfoourgmhanitcsedeCtooermmminitamtioenntss), tOhaftwaYtWinSterpvreonpeodseidn 1(oo9r.This includedd intervening in all 10 f the financial commonPerformance Commitments that YWS propoosed.(b) Many of Ofwat’s intervent ons ar ‘large’ in magnitude. For example,more than doubling or halviing inceentive rates.(c) Ofwat’s interv ntions are asymmetric e.g. often making PerformancC mmitment leevels more stretching and intervening to limit upsideemoore than downside. 
0 Annex 4, Economic Insight report: Ofwat’ approach to funding upper quartile performance.11331 See, for example, Exhibit 015 ‘Reflectionss on the price review – learning from PR14.’ Ofwat (July2015). 
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(d) Oanfdwaut’nsjuasptpifrioeadchcthoaningtervetoninmg ainsyflaowfedthbeecainudsieviidt umalakepsaraarmbiettrearrsy.Furthermore, it replaceess the views of YWS customers with thregulator’s own view, and in addition it does no reflect the genuineedifferences between YWS and the rest of the industtry.154. Thehaeviclyonssekqeuweendce toofwaOrfws atd’sowinntseirdveenrtiioskn1s32is–thawthtihceh FODfwOaDt Icpoaucldkagheaviesestablished, if it had usedd a more robust approach to risk analysis.155. Ianpptrhoeacfholtloowinitnegrvesnecintigoniss ufnusruthsetarindaebtaeilsanadretheprcoovnidseeqdueanscetos owfhtyhisOffowratth’esrisk that YWS would face from the FD ODI package – points (d) and (e)above. Performance Commitment levells are discussed separately to incentiverates, caps and collars.wat’s er ormance ommitments are not set at an efficient level156. OOffwat’s PPerfformance CCommitment level interventions ar flawed because theycannot be expected to lign with the e nomically efficieent level – that is, thoptimal level that balaances efficient ccoosts with what YWS’s customers areewilling to pay.133157. Instead of targeting the economically efficient lev l, Ofwat sought to imposewhat it calls ‘stretching but achievable’ target leevels.134 This term has nomeani g in econo ic theory and is unrelat d t any recognised measure ofefficienncy. Furthermmore, Ofwat itself provid s noo e inition of what his termmeans; and, in practice, it applied a rangeee of ddifffer nt interpretattions (asevidenced by the numer us different tests it applieed to check whethercompanies’ proposed Perfoormance Commitment levels were ‘stretching butachi vable’). Ofwat intervened extensiv ly where it considered compantargeets were not ‘s retching but achievablee’, despite the fact that the arbitraryynature of imposed ttargets m ant that they would not be expected to align withthe economically efficient leevel. This also serves as an example whereby the‘evidential hurdle’ to which companies thems lves were hel would appear tobe much higher than that whi h Ofwat ppli to itself andd which ce tainlywas not explicable by referencce to a y aallegeeedd “information asymmetrry”.135The nature of Ofwat’s inte ventionns in relation to different types ofPe fo mance Commitments arre briefly expanded upon in the followingparragrraphs. 
132 See Annex 5, Economic Insight report: Ofwat’s approach to ODI interventions in the finaldeterminations, section 8.3.133 S e Annex 5, Economic Insight report: Ofwat’s approach to ODI interventions in the finaldeteerminations, sec ion 7.1 for further details.4 Exhibit 035, Ofwatt: PR19 FDs: Policy summary, pages 3, 9, 10, 34, 42, 67.11335 See paragraph 131, above. 
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Ofwat’s shifting approach to UQ Performance Commitments158. APesrfoorumtlainnecde Cinompairtamgreanpthlev1e3l9s,atOtfhweaftorreecqausitreUdQ coofminpdaunisetrsy tpoerfsoertmtahnecierfor three of the c mmparable Performance Commitments: supply interruptions;internal sewer floooding; and pollution incidents. Ofwat did not, howe r,specify how companies should estimate the for cast UQ. O ce Ofwat receivveedcompanies’ proposed Performance Commitmeent levels inn September 2018(which reflected companies’ estimates of the forecast UQ), it calculated theUQ of companies’ proposed lev ls. Ofwat then used its calculated UQ to aa blanket target or internal seweer flooding and pollution incidents. For suppppllyyinterru ti ns, Offwat relaxed the m thod, as it di ot consider e t rget was“an appproopriate expectation for thee sector”.136 Connsist nt with tthhis aapproach,at the 4 February 2020 Teach-in, Ofwat explainedd to thee CMA that it “saw noreason why companies should differ in thei1r37performance” in relation to thesethree common Performance Commitments.159. Hunoswouevnedrb, eOcfawusaet’:s approach to these common Performance Commitments is(a) Tfohreerce itsUsQimipslyeqnuoalthtiongtheinecthoenocmalccaulllaytioefnfictoienstuglegveeslt. TthhaetreOifswaalts’osno reaasson to believe that it would coiincide with it.(b) The approach does not take accou t of differences between compani s.What is efficient for one companny will not be efficient f r anotheer.This is du to differences in the solutions available too improvep rformancee, the efficient o ts of these solutions and differencesbeetween customer preferenccess. Furthermore, companies will havedifferent ‘starting points’, which will in part be a result of policies,targets and incentives set at PR14 (noting that efficient marginal costsand benefits can vary significantly, depending on the starting point).(c) Ethveenmiefaasunr fsf,icitieinstucnolmikpealynytocobueldabalcehiteovaecthhieevfoertehceasftoUreQcafsot rUoQnefoofrmult ple Peeerformance Commitm nts. This is because a technicallyefficiien company can trade-off peerformance in different service areas(and bettween costs and outcomes in totality) but it cannot ‘do more forless’ across all Performance Commitments.160. Ffufricthieenr t tcoosptosinat d(bb) naebfoitvse,actrhoessimcopmorptaannicees ocafnrebceogwneilsliniglludstirfafeterednbceys hineeexample of i ternnal seewer flood ng. Here, YWS is disproportionately affecttedby regional annd company-specifiic circumstances: 
136 Exhibit 037, Ofwat, Final Determination, Delivering Outcomes For Customers Policy appendixhttps://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Delivering-outcomes-for-customers-policy-appendix.pdf.137 Exhibit 013, Transcript of the 4 February 2020 Ofwat Teach-in, page 45, lines 3-4. 
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(a) There s a muc higher proportion of properties with cellars inYorkshiire than thh industry average. As explai ed at paragraph 37,over 70% of seweer flooding instances occur inn cellared properties.C llars are at the same height or lower than th sewer pipes, whichmeeans that ‘sewage esc pes’ have a greater teendency to enter theproper y. Furthermore, maany of these cellars are pr valent in ‘back-to-back’ tt rrace properties, which means one sewagee escape can ffectmultiplee properties which can be d fficult to access. In combinaation,these factors exacerbate the likeliihood, duration and severity ofinternal sewer flooding incidents for YWS.138(b) YinWwShiicshailtssotastragrettinwgafsrosemt aatlPoRw1e4r .leIvnesleottfinpgertfhoermcoamncpea,rdatuievetotatrhgeewtsaaytPR14, Ofwat had to convert company-specific measures into astandardised performance commitment to llow it to apply a UQ t rget.For YWS, Ofwat had to mak significant aa jus ments for ce tain aassets(where privat sewers had beeen tra sferredd intto the networrk) as wellconvert ng thee measure f om incidennts to properties. The adjustme tswere siignificantly largerr for YWS than for any other companny,resulting in YWS r ceiving a target of a much higher number ofppreonpaelirstieds (wi.hee. rea ilnetseesrnadlemseawndeirngflotoadrignegt13c9a)nthoacncurotbheerforceomYpWanSieiss.Howeveer, for PR19, Ofwat’s new industry sta dard definition forinternal sewer flooding removed these adjustmennts, which results inYWS having to make a disproportionately large improvem nt of 73%to move from the Year 5 target of PR14 (2019-20), to the Yeear 1 targetof PR19 (2020-21)140.(c) YinWacShrieevcoinggnitsheedPthRa1t9theosreecfaacsttoUrsQwtoaurgldetcrfeoarteinatesringanlifsiecwanetr cfhloaolldeinngge.Following Ofwat’s drafft Methodology (Draft Methodology) in June2017, which sig alled that a ste ch nge in performance was required,YWS adopted ann ‘ arly start’ a proaach to the period by impleme tingan accelerated peerformance ppplan n early 2018. The finanncialoutperformance from fficiency gaiins in the PR14 periodreinveste to support thee a bitious catch up plan. Th approach wwaasssupporte dd by YWS’s custommers and Ofwat, and alloweed the companyto earn rewards against the PR14 regulatory targ ts to offset thepmenmaeltdieiastelikinlyveisntmPeRn1t9.rHeqouwireevmeer,nttshroaungdhotuhtethepoctoeeunrtisael ofsi2g0n1if9ic-2an0t,iit became cleear that making such a step change in performance in such
8 Exhibit 038, YWS, PR19 Business Plan, Appendix 8k YKY WWN+01 ‘Cellared prop ties’.11339 The PR14 internal sewer flooding Performance Commitme t re ated to the total numb of incidentsof internal sewer flooding of homes and businesses annnuallly. Therefore, a higheeerrr number ofproperties is a less demanding target.140 The PR14 FD target in 2019-20 s 1919, compared to the PR19 FD for 2020-21 of 516. See Exhibit039, Ofwat, PR14 final determiinations upper quartile comparative assessments: internal sewerflooding. 

53 



 

  

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                

a short period of time was operationally unfeasible. YWS providedevidence to Ofwat as part of YWS’s DD Representations thatompany-specific factors, such as the difficulty of accessingccustomers’ cellars141 and extreme weather events, which causedsignificant flooding in the region, had compromised YWS’s ability tobridge the gap created by Ofwat in the Performance Commitments.161. Ofwat’s approach to the three comparable UQ Performance Commitments isa ticularly conc rning, because the pot ntial inappropriateness of UQpperrformance targeets was expressly consideered by the CMA in its PR14redetermination for Bristol Water, where it found: “Ofwat stated that itconsidered that (part cularly for inefficient/poorly performing companies), theeco omic level was liikely to be closer to the upper quartile performance levelthann the level proposed in the business plans. We considered this to be anoverly simplistic representation of th circum ta ces. As was recognised in thassess ent of leakage, local issuees can ssignnificantly nfluence he trueeeconommic level of performance. Alth ugh the extent to whiich this is ttrue willdiffer betwe n metr cs, we were noot convinced that a blanket use of theindustry uppeer quartiile target was a superior method.”142Ofwat’s flawed approach to YWS’s leakage target162. Aresduecxipnlgailneeakaingepbarealogwrapthhe3S2EeLt Lseiqn. Yaboorvkesh, iYreW. TShsiuspispowrthsyOYfwWaSt’scopmolmiciyt odfto a 25% redduction in leakage n its Business Pl and began investing Tott xoutperformance in AMP6 o iimprove perform nnce in this area. Howeveeer,YWS did not contemplate att that stage that O waaat would not allow funding toac ieve such a significant improvement in perfformance.163. Wtohhreenvitshitisibtsecleaamkeagaepppalraennst aatndtheinIsAtePadstalogwe eorf iPtsR1ta9r,gYetWtoS thhaadt nmoacnhdoaitceed bbuytOfwat (i.e. 15%).164. M15o%reroevdeurc, tOiofnw(abty’sthdeeceinsdioonf tAoMsePt7t)hweaPsenrofotrsmupanpcoerteCdobmymsoitumnednet vliedveenlcaet. Iatwo ld appear that Ofwat used the fact that one company proposed a 14%reduuction at PR14 as the basis for the PR19 15% leakage targ t for mostcompanies, including YWS. However, there is no economic or eengineer ngrationale for why 15% reduction is an approp iate target, or would coi ciidewt ithidthreeperceosneonmt tihcaaelleycoefnfoicmieicnatllleyveelfffiocreYntWleSvoerrl ifnodreoedn ancyomotphaenryc,oomrpfaonnryt.hIefiin ddustry in aggregate, it is highl unliikely to be the eeconomically efficientlevel for every individual companyy. Again, given differences in terms of costs,customer pref ren es and ‘starting points’, the economically efficient levelwill vary betweeen ccompanies. 
141 See Exhibit 040, Ofwat Annex Y001, letter from Nevil Muncaster to David Black, 1 November2019.142 Exhibit 041, Bristol Water plc: A reference under section 12(3)(a) of the Water Industry Act 1991,Appendix 9.1, paragraphs 14-15. 
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165. That said, as mentioned in paragraphs 3 and 110 ab ve, YWS n its BusinessPlan recognised and responded to the importa ce oof a reductiio in leakagbased on its extensive customer feedback and inn f ct proposed ann even moreedemanding targ t of 25% as part of its ove all packaage of measures addressingcustomers’ stateed requirements (a ain, forr which YWS reasonably expecteOfwat to allow funding). It is a higghly regrettabl feature of PR19 that Ofwathas fo ced customers to accept a lower leakagee target t an companies haddbeen prrepared to commit to. Moreover, in the absence of t hhe required funding,even the lower 15% level of reduction presents a significant challenge toYWS.Ofwat’s disconnect between leakage reduction and mains repairs166. TtohteheflaPwersfoinrmOafnwceatC’soampmpriot acehnttodsiestctuinsgsepdearbfoorvme.anOcneetparagrteitcsualarrelynoimt pliomrittaendtexample for YWS is that of mmainss repairs.167. At prev ous price controls, YWS was set asset health targets (for which mainsrepairs iis a component) at stable company-specific levels. For PR19, YWSproposed an improving level of performance that was linked to its leakagetarget. One of the fundamental ac ivities all water companies undertake tre uce leaks from their network is tto repair the water pipe mains, so the twooinddicators (leakage and mains repairs) work in opposite directions from eachother.168. Himopwoesveear, 3O8f%waitmfapirloevdetmo erencoignntihsee thairsgientebreatcwtieoenna2n0d1i9n-t2e0rvaennded2i0n2i0ts-2D1D. Ttooens re that YWS were able tto meet tthis sttep change in target would, in effect,requuire YWS t renew its structural mains at a rate equivale t to replacingapproximately oone third of the water network (12,550km), costinng in excess of£1bn, in a single year.169. Ofwat belatedly recognised in the FD the interaction between leakage andmains repairs nd adjusted YWS’s mains r pairs target by a small factor toaccount for leaakage improv ments. Howeveer, the mprovement target set inthe FD still requir s a 34% peerf rmance shift for maiins repairs, albeit over a 5-year period.143 Thee probability oof YWS achieving this target is 1e4x4tremely low,particularly in conjunction with a 15% improvement in leakage.Other common and comparable Performance Commitments170. For other common and comparable Performance Commitments, Ofwatintervened to set YWS’s target levels bas d on ill-thought-out industryccoirmcupmarsattainvcee asese.gs.smseentttsingthaltevedlisd antot thteakeeUQaccoouf ntproopf osYeWSp’sercuennitqaguimprovementss and the me i n of proposed levels. Ofwat eci dded hat theseeelevels were ‘stretching andd aachievable’, without any soundd evidenttial basis.
3 Exhibit 029, Ofwat: YWS Final Determ tion, pages 16-17, 20.11444 Annex 1, Economic Insi ht report: Fiinnaanceability of the notionally efficient firm: a bottom-upanalysis, Figures 40-42, pagges 62-63. 
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Again, therefore, there is no reason to believe that these ad-hoc calculationsreflect the economically efficient level for YWS.171. Foonrtaecxtasm, pwleh,icYhWmSeainsuclruedsedthea PneurmfobremraonfcetiCmoems mYitWmSentisfocrodrtianckteindgbwyatietsrccustom rs in relation t the quality and appearance of drinkinng water. Themeasuree itself was intr duced as a UQ Performance C itment at PR14,however Ofwat did nooot145include it in the required coommmmon PerformanceCommitments for PR19. YWS non theless chose to retain the comm tmentat PR19, as its customer research and eengagement identified it as a prioriity forcustomers.172. The target Ofwat set YWS at PR14 was extre ely challenging. The highpr port on of upl nd water sources and the predo mminant type of water pipes inYoo kshiire (i.e. caast iron) contribute to the discoloration of drinking water,incrr asing drinking water contacts. As expected, YWS was unable to meet thistargeet during AMP6 and so chose ‘roll forward’ the sa e target for PR19, toallow a more realistic time period ttoo achieve the improvemment.173. However, Ofwat intervened to set a fu ther 30% improvement in drinkingwater co tacts at FD, based on comparrison of other c mpanies’ forecastperformannce, failing to recognise either the sspecific regioonal circumstancesaffecting the ability of YWS to achieve the targets, or the inevitable cosrequ rements to meet them. These issues have been communicated t Ofwattconsiistently since PR14. However, Ofwat’s continued approach to ‘oone sizfits all’ performance target setting again results in YWS facing an unmitigableepenalty risk in AMP7.174. Olefvwelast ntheaetd intodt ihda.vIet tcaokuenldthheavfleawuenddearptapkroenachitstooPwenrforrombuasntceecCoonmommiictmaenndtengineering analysis (with suitable sensitivity checks) to form a view as towhat the economic lly fficient level of outc mes could reasonably bexpected to be. Ofwaat receeive an early submissioon from companies withdetails of their proposed ODI ddefinitions in May 2018, four months before tt ehheecompanies’ business plans were submitted. Instead, Ofwat has relied on policypositions (primarily a view that targets should be ‘stretching but achievable’,wi hout that b ing defined) and inappropriate industry comparisons that arenott in the int rests of YWS’s customers. A more etailed description ofOfwat’s interveeentions in incentive rates can be foun dd in the ccompa yingreport by Economic Insight.146 This makes clear that Ofwat’s aadjustmennts toPerformance Commitment levels are b s d primarily on simplistic industrycomparative analyses and so do not t aakee account of whether target levels
145 Ofwat provided no explanation for the exclusi n of the commitment PR19, although companiesmade substantial representations during PR14 too highlight to the regulaattor that the measure was notappropriate for compa ison as it is not an activity directly within management control (i.e. thepropensity fo customerrs to contact the company about water quality issues will be determined by anumber of unrrelated socio-economic factors).146 Annex 5, Economic Insight report: Ofwat’s approach to ODI Interventions in the FinalDeterminations. See in particular sections 4.1; 6.1; 7.1; and Table 4 in Annex A. 
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should vary by compa y and to what extent. Moreover, the preciseimplementation of the innterv ntions aries considerably across individualtarg ts ( .g. so times it is thee UQ vvel, sometimes the UQ rate of change,someetimees the mmeedian) without any clleear evidential basis.Errors in Ofwat’s approach to incentive rates, caps and collars175. YWS n tes that Ofwat h s suggested th t any Performance Commitmentlevels coontained in compaany business plaans were proposed f their ownvolition (thus implying that companies in all cases considered thoose targets tob appropriate). This is an in ccurate characterisation of how plans weredeev loped. For example, in relaation to leakage, Ofwat’s Final Methodologystateed: “Companies should set stretching leakage performance commitmentlevels to: 
 alechkiaevgee fpoerrecparsotpeurptpy,erpeqruadratyileanpderfloearmkaagnecepe(rinkirleolmateitorne toofmaain per day) where this is not being achieved – or justify whythis is not appropriate; 
 apcohinietvmeoarte ltehaasnt athe15la%rgreesdturcetdiounc iionnlecaokmamgeitm(oennet apterPcRen1t4a)g–eor justify why this is not appropriatte; an 
 a14c7hieve the largest actual percentage redductio achieved by thecompany since PR14 – or justify why this is nnot appropriate.” 176. This is clearly an ins ruction (O14f8wat stated companies ‘should’, ra her than‘could’, set targe s in tthis way). In addition, YWS would highlightt that: (i)in the subsequentt tages of the determination process, companies that did n tfollow these typ ss of instructions from Ofwat were marked dow and/oorrequ red to makee changes by Ofwat;149 and (ii) various compannies h dpreviiously drawn to Ofwat’s attention the flaws in setting targets in such aanarbitrary manner. Once the PR19 methodology was finalised by Ofwat, YWSs ught to comply wi h it, whilst also aligning its proposals as closely aspoossible to the interestts of its customers (to the extent the Final Methodology

7 Exhibit 017, Ofwat, PR19 Final Methodology, page 65.11448 YWS notes that Ofwat stated that companies could deviate f om these targets if they providedcompell ng evidence. However, as per the irst bullet above, in prractice Ofwat mandated this. Ofwahad deciided the formulation of targets beffore it knew what level they would imply (e.g. forecasUQ). Further, these targets are n t the economically efficient level. Therefore, it is unclear whatttevidence companies could have proovided that Ofwat would have accepted.149 For example, at IAP, Thames Wat r was required by Ofwat to revise its proposed leakage target, sothat it reflected Ofwat’s view of thee forecas UQ. Sim larly, at IAP, Affinity Water proposed a 14%reduction in leakage. Ofwat did not acceptt this, statiing that “the company should reconsider itroposed service lev ls and ensure that they are stretching and meet the upper quartile values.” Asspper Thames, Ofwat seet out its view of said forecast UQ. 
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allowed). Clearly, that does not mean YWS implicitly endo sed Ofwat’ mandated approach which, as explained in the following paragrraphs, sufferssfrom serious flaws.177. Of at’s general approach to intervening in YWS’s ODI incentive rate isflawwed because it m ves YWS’s rates arbitrarily closer to the indusstryaverage. YWS’s propoosed incentive rates reflect the views of its customers,which were gathered through extensive customer engagement. However,t’ interventions effectively repl ce the v ew of YWS’s customers withOOffwwaat’ss view. This is problematic aand c nsiistent with the much b oadershortcoming in Ofwat’s app oach noted aboove: na ely that it fails to rreflectdi ferences between customerr preferences across commpanies.178. Offwat’s position in its FD (of making ODI incentive rates ‘more similar’) isfurther at odds with its approach to developing the Fi al Methodology forPR19 in the first pl ce. Specifically, Ofwat designned a methodologypredic ed on a view thaat genuine differences could exist between companiesand thaatt these should be reflected in company incentive rates. That is to say,Ofwat encouraged companies to under ake their own individual research andpropose incentive rates that reflected ttheir customers’ preferences and theirown efficient co ts. However, Ofw t has subsequently t ken th opposingv ew – that there sshould be li ited vaariation between compaanies (i. . it is nowassumi g the variation is ‘mmeasurement error’, rather than refleeecting realdii ferennces in customer preferences or efficient costs).150179. Ofirffswt aptehrsapsenctoiveeviwdhenencedteosisgunpinpgorittsthmisevthieowdo, lporgeyc.isIeflyatbtheceaouusetseitt,aOdofwptaetdwthaesgenuin ly conce ned that significant variance across companies would like yindicatee ‘measurrement error’, it could have easily addressed that in itsmethodology (either by being more prescriptive as to how compani s shoullddevelop evidence, or the regulator itself undertaking a single consisteent se ofcros co pany esearch – either of hich would have allowed it to i enttifymeassuremment errror). For example, Ofwwat could have conducted its own robustrisk analysis (as detailed in paragraph 183 et seq. below). This couldd haveincluded drawin on historical industry data, forecast industry data and xpertengineeri g judggement to form evidence-based views f likely leveels ofperformannce. Ofwat could have subsequently conducte Moonte Carlo analysis,as it suggested to companies (many of which did, includding YWS).180. The fact that Ofwa did not do so, as above, seems consistent with its view atthe time bei g thatt variance would likely reflect genuine differences acrosscompa ies. I summary, Ofwat is now not able to distinguish between genuindifferennces innn customer preferences and ‘measurement error’, because of theev y methodology it applied. Yet, it now seeks to apply an entirely differentpeerrspective, despite the absence of evidence which is of its own making. 
150 Exhibit 042, IAP Technical appendix 1: Delivering outcomes for customers, Ofwat (January 2019);page 10. 
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181. Iinnteardvdeintiionng tointhOeDaIboivnecemnteitvheodroaltoegsiciasl sfhuortrhtceormfilnagwse,dOffworat’tsheappforollaocwhintogreasons:151(a) Fapoprropmriaant ynessPeorfforimncaenncteive Croamtesmibtmaseendts,on Oafnwaatrbitarassielsyseddefinthee‘reasonablee range’ that is not supported by any evidence orr theory andddoes not adequately reflect the genuine differences that arise acrosscompanies.(b) Oexfawmapt’lse aopfprtohaischis wisrheegrarditedinttheervveineewdsoonf YYWWSS’’ss csutasntodmarersi.nAcencltei arrates for leakage, ddespitee Ofwat explicitly saying that it didd not havveeany concerns with the underlying research or how YWS had calculatedthe incentive rates.(c) Idnesspoimteeitcsaeslfesr,aOisifnwgatcoinntceervrnesneadboount tthhee braosbiussotnfePssR1o4f ince4nt ve rates,ra es and YWS noting the lack of comparability with PPRR119 iiinncceennttiivveerattes.(d) Ofwat takes an inconsistent approach to wh ther incentive rates aroundbetter levels f performance should be loweer than those around worselevels of perfoormance (reflecting diminish ng marginal returns).182. Inrereblaatsieodn tooncampsislaenaddicnogllarriss,kOafnwaalty’ssisintaenrdvenatriieondseasriegnfeladwteod bgeivceausreisethetyoaasymmetric risk. For example:152(a) Oarfowuantd’s‘tgraennsepraolsianpgp’roanacdhatojuisnttienrgverinsikngrainngecsapesstaimndatceodllbayrscwomaspabnaiseesd.This approach has no soundd evidential basis.(b) I(ni.es.osmucehcathseats,YOWfwSatissemt craepslikdeellyibteorahteitlyth‘etigchatpert’hathnanit iitssteot choitlltahrescollar). This con ributes too the asymmetric risk that YWS faces fromOfwat’s interventtions (discussed further below).The combined effect of Ofwat’s interventions is skewed to unsustainabledownside risk183. The combination of changes to Performance Commitment levels, incentivera s, caps, and collars affects the fina cial risk that YWS faces. Theintteerventions aff ct bot the exp cted revennu impact of the ODI package (antherefore, the oveerall expected reeturn) and thee risk range around hat expecteddlevel. As such, it is hhighly impo tant that the overall impactt of Ofwat’snumerous individual interventions arre assessed. 
151 As discussed in more detail in Annex 5, Economic Insight report: Ofwat’s approach to ODIinterventions in the final determinations, section 7.3.152 As discussed in more detail in ibid, section 7.5. 
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184. Howev r, following its extensive series of pi ceme l changes to YWS’s ODIpackagee, Ofwat failed to consider or model thee overaall impact1o53n risk to YWS.185. As is set out in further det il in a report by Economic Insight, Ofwat did notundertake it wn risk anaalysis o YWS’s ODI prop sals or the impact of itsinterventionss oon them. Instead, Offwat’s state vi w oof ODI risk ranges in theFD is entirely based on the risk nalysis con dducteed by compani themselves,to which Ofwat made a myriaad of adjustments. The net reessul of theseadjustme ts gives r se to a false im ression of broadly symmettrical risk.Significannt shortcomiings in Ofwat’s appproach include:(a) For individual Perfo mance Commitments, Ofwat assum d that themost likely (and, in prractice, expected) level of performancee was equalto Ofwat’s pro osed Performance Comm tment level. This is akin tos ying ‘the exppected performance level iis whatever Ofwat says thetaarget is.’ (b) I practice, because Ofwat has not undertaken s own risk analysis,annd because its proposed Performance Commiittment levels are setbased on ‘arbitrary rules’ (i.e. do not therefore coincid with theecono ically efficient lev l), it is logical o supposee that itsPerformmance Commitment leevels are not those tthat an efficient firmwould be expected to achieve.(c) Obafsweadt’sarocualncdula‘ttrioannspoofsitnhge’ racnogmepaonfypoetsetnimtiaatledperrfioskrmraanncgeesle(vwelhsicihscompanies had estimated with respect to their own proposed targets)around Ofw t’s view of the Performance Commitment target level (asn ted in paraagraph 158 above). This is likely to lead to underestimatingdoownside risk and overestimating upside potential.(d) Ofwat’s calculation of overall package risk is based on ‘adding up’inrdbiivtriadruyal aPnedrforimlloagniccealCoamdjmusittmmeennttsris(kinrcalundgiensg, anadn thaesnymmmaektirnigcaadjustment for ‘pessimism bias’).186. Cont ary t what Ofwat’s analysis suggests, YWS can be expected to face amat rrial oownside skew fr m Ofwat’s interventions in its ODI package. Thisis beeca se (i) YWS’s pr poosed packag was based on customer evidence andso shouuldd be aligned too that of an eefficient firm; (ii) its proposals wereunderpinned by risk analysis; (iii) as above, Ofwat’s interventionssignifican ly revised this package, including setting targets likely to be‘beyond’ tthe efficient level; and (i ) Ofwat’s broader methodology does notmak allowances for YWS to recovver the efficient costs necessary to deliverthesee improvements. 
153 Annex 2, Economic Insight report: Ofwat’s approach to risk analysis in the final determinations. 
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Conclusion on ODIs – no longer aligned with customer preferences anddownside skew187. The consequences of Ofwat’s interventions are that:(a) YWS’s ODIs are no longer aligned with ts customer preferences forperformance improvements, which results iin distorted and uneconomicincentives; and(b) there is a downside skew towards YWS carrying a greater risk of ODIpenalties and Ofwat has no meaningful understanding of the extent ofthat risk.Flaws in Ofwat’s Cost Modelling188. AblsocekxspolafintheedFaDt pisarOagfwraapth’s 5e9ffiectiesnetqc.oasbtoavlle,woanneceoffotrhbeatshereaendmeanihnanbcueilmdienngtexpe ditur . The way in which Ofwat has goone about this is seriously flawedin a nnumbeer of material aspects. The overall eff ct of thi is that Ofwat asallowed insufficient funding for YWS to deliveer its Bussiness Plan. Whhencombined with the other flaws in the FD (i.e. those rel ting to outcomes andWACC/financing) this underfundi g will cause s gnificaant long-term harm toYWS, its customers and the environnment, as descriibed in Section H below.189. The individual flaws in Ofw t’s c st assessment that combine to pro uce thisresult are t ut in summaary foorm below. Further economic eviddence tosupport thessee pooints is provided in Annexes 8, 9 and 10.A flawed catch-up efficiency challenge190. Iinneafpfipcrieonpcryiatfer meffoitchieenrcyfactboerns:chAmt atrhke 4aFnedbruianrayb2il0it2y0 Ttoeachd-iisnt,inOgufwisahtstated that “Ecoonom tric models allow us to dis inguish be ween the relationof costs that are duee to efficiency and the rela ion of costts that are due tolegitimate factors”.154 Contrary to its statements ttto the CMA, Ofw t’s modelsdo not al ow it to distingui h between cost differ nces that aare due tomanageriall inefficiency and cosst differences that are duee to other factors.191. OOffwwaatt’stheecnonmoamkeetsrica acpopmropalcehtelsyimapdlyhroecsualdtsjuisntmannutnebxyplsaeilneecdtinregsiadusapl ccofsitc.benchmark to separate ‘inefficiency’ from ‘noisee’ (e.g. data o modeelliingerrors). However, this ad hoc separation is likely to result in data errrors, modelmisspecifications and omitted factors being inappropriately considered asineofdfeiclsienigcnyo.1r5e5 Timhpeolratattnetr cisospt adrtiifcfuelraernltyiatporrosblseumcahticasbesecravuscee Opfewrfaotr’ms acnocsetmmeasures.156 Thus, Ofwat may have judged YWS to be inefficiient when in fact 
4 Exhibit 013, Transcript of the 4 February 2020 Ofwat Teach-in, page 29, line 11.5 ee above, paragraph 141.111

5556 SSee Annex 10, See Annex, Oxera report: Issues with Ofwat’s approach to determining the costbenchmark, page 5. 
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it was not.157 Instead, Ofwat could have used a different modelling approa h(for example, stochastic frontier analysis) or used such approaches to checckwhether its assumptions were appropriate.192. Moreov r, in the FD, Ofwat changed its choice of benchmark for Botex plus(i.e. basee operating expenditure and capital maintenance) from the UQ (whichit had used at the IAP and DD stages) to the fourth ranked comp ny for waterand e third ranked company for wastewater. Ofwat’s justificaation for th1i5s8was tthhat t did not c nsid r the overall degree of stretch to be large enough.This choiice and moovemeent to an even more stringent benchmark was notbased on any empirical evidence.193. Orefswidauta’sl. aHpporwoeavcehr,renmoiosveeissthcoemsapmaneya-smpoecuinfticoafn‘dnoiitseis’ ufrnolmiketlhye tuhnaet xplainte’dsblanket ad h c adjustments were correct for every company. OOffwwaat’sben mark choo e takes no account of the actual uncertainty in its m delling,whicchh is specifiicc to each c mpany. Analysis undertaken by Oxera shoows thatthere is a significant level oof uncertainty in Ofwat’s analysis, wh ch manifestsin the form of significant uncertainty in cost predictions, in the iidentificationof be chmark companie (i.e. classification of inefficient and efficient ones),and i he inab lity to sseparate modelling noise from inefficiency. Oxerademo sttrates thiis using a number of analytical approaches. Its analysis isprese
nnnnted in Annex 10.194. IbneeOnfwmaot’rse Ochvelrlveinegwin, gOfawsaittaldsiod anrgout ecsotn1h5sa9itdietrs cthaetchscuoppechtaolle‘cnagtechcouupld’ hwaivtheeffic ent compaanies outside of the sector. However: (i) the water sect r hasbeen regulated with efficiency arg ts, using comparative compe itioon tomimiic the dynamics of the compettitivee market, and incentivi ed to outtperformthose targets for over 30 years; and (ii) the sector makes ssignificant use ofi i tendering, lliances and contractors all of whom work in accoommppeettittivvee sector. T aanalysis by Oxer in Annex 10 addresses the issue ofbenchmarks used in thhee FD and shows thaat t efficiency ra ge in PR19 waterand wastewater is about 4 t 5 times highh r than tha i nn ED1 (electricitydistribution).160 Ofwat has proovided no evideeence to justtify its benchmark atany point in PR19.195. Fproorbleenmhaanticce:ment expenditure, Ofwat’s choice of benchmark is even more 

157 Annex 8, Oxera repo t: Accounting for cost and out omes, section 3, pages 6-8. Ox ra’s modellingshows that when contrrol ed for f ctors such as servicce quality, as Ofwat should havee done, YWS’scost allowance is materiallly increaas d.158 Exhibit 008, Ofwat, PR19 final deeterminations: Securing cost efficiency technical appendix, page33.59 Exhibit 0 2, Ofwat’s Overview, paragraph 4.49.1160 Annex 100, Oxera report: Issues with Ofwat’s approach to determining the cost benchmark, Table3.3, page 7. 
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(a) Ofwat’s enhancement cost models are relat vely simple: they use eithersimple unit cost or econometric models wiith one or two cost driv rs.As such, it is highly likely th t they omit imp rtant cost drivers (ee.g.only one of Ofwat’s P-removaal161 models accoounts for the impact ofthe Urban Waste Water Treatment Directive (UWWTD).(b) Trahtheyer athreanalosuottbuarnseddatoan(wfohriecchaistts dBaottaex(wphluicshmiosdienlshearreenbtlayseudnocner)t.ain)(c) A number of Ofwat’s enhancement models (e.g. Ofwat’s P-removalmodel) are based on only ten bservations, compared to 80observations n Ofwat’s wastewater Bootex pl s models. As a result, theestimated f iicient ost pre ictions ar inaccuurate, with a implausiblylarge rangee of efficciency scores. Oxeera shows that venn an averagbenchmark ffrom such moddels could only be justifieed if there wereeop rational or engineering evidence that all relevant cost drivers hadbeeen captured.162196. Despite this, in numerous enhancement cost areas, Ofwat applied an efficiencychallen e based on a UQ benchmark. This choice 1o6f3 benchmark is clearlyflawed ggiven the low accuracy of the cost predictions.197. Some xamples re set out b low which demonstrate why, because it failed toiinncelfufidceeieanlclyreflreovmaanotthceorstfadcrtiovreesr:s, Ofwat’s modelling was unable to distinguish(a) Inability to stinguish inefficiency from othe facto s: failure toaccount for ddiifference in p rformance or futurre imprrovements inperformance. Ofwat consideered that its econometric cost models forbase expenditure accounted for YWS’s required stretchingperformance improvements. H wever, this is not the case b cause, asstated at paragraph 141 aboove, Ofwat did not includee servicepexreforarmhaanscehmoweansuthreast iinnciltusdicnogstlemaokdageles.aTndo silulpupstlryatienttehrirsupptrioobnlsemin,OOfwat’s cosst models (i) is feasible; (ii) the measures are statisticallysignifica t in explain ng cost variations; and (iii) the resulta t costpredictionn for YWS iis significantly higher as a result.164 Annnex 8 
11662 YWS ubmitted evidence on the inaccuracy of Ofwat’s models in Exhibit 043, Oxera (2019),1‘“OPf-wreamt’ossveanl”haisnac rmefeenret nmceotdoetlhliengcosatpsporof arecmheosviantg tphheosIpAhPo:roausrfervoimeww’,asMtewaracthe,r. section 2.3. Thecriticisms of modeel quality presented in this paper remain broadly relevant at the FD. In particular, ofthe 8 modell d areas of enhancement highlighted: g owth expenditure is now mod lled within thebase economeetric models; Ofwat discarded econometrric models for sanitary para eteers, on the basisof ow quality; the efficiency scores from models for the remaining 6 areas (P-remmoval, flow to full,spilll frequency, storage in the network, chemical removal and first time sewerage) range from 79%-136% to 33%-350%.163 Exhibit 044, Oxera, Responding to Ofwat’s draft determinati n of Yorkshire Water’s costallowance; Exhibit 043 Oxera, Ofwat’s enhancement modelling approoaches at the IAP: a review.164 Annex 8, Oxera report: Integrating cost and outcomes. 
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presents several analytical approaches th t Ofwa could haveconsidered over the course of PR19 to aaddress tthe impact ofperformance on costs, but did not. Having not considered theseapproache – some of which have been successfully developed byEuropean sse toral regulators – extra caution was needed in settingcost and outccomes targets, given the manifest disconnect between tthheetwo, rather than drawi g the conclusion that the disconnect wasinconsequential, based onn theoretically invalid and misleading analysis.(b) Itrneaabtimliteynttcoomdpislteixnigtuy.isYhWinSeifsfiecxieneccytinfgroamsignoitfhicearntfaincctorerass:e winatthererequired level of treatment compplexity165 in AMP7.166 However,Ofwat’s approach at FD cannot account for the type of increase intreatment complexity that YWS is expecting, so the expenditureassociated with the raw water deterioration is currently unfund d.More appropriate, alternative methods of controlling for treatmeentcomplexity (e.g. using alternative cut-off thr shol s) can account forthis increased treatme t complexity, and thesee moddels ould increaseYWS’s allowance signnificantly.167 Similarly, on wastewwater, YWS isfacing statutory requirements to ighten phosphoru consents.168How ver, Ofwat’s models only conttrolled for tightnesss of ammoniaconseents, so this increased expenditure was also unfunded.(c) Inability to distinguish inefficiency from other factors:Phosphorous-r moval (enhancement): YWS is significantly moreaffected by thee UWWTD than other companies. The UWWTDrequires treatment of wastewat r as opposed to sol tion that preventthe phosphorous ntering thee water at ll. Suuch ssolutions aresignificantly more eex16p9ensive than the alternaatives. Fol owing YWS’sDD Representations, Ofwat introduced a third modell that took into
165 The complexity of treatment reflects both the quality of the aw water source supplying thtreatment process and the treated output quality requirement. Wherre complexity is higher, cos s areeexpected to increase due to the challenge of maintaining and operating multiple stages of treattmentthat utilise significant amounts of consumables, such as power and chemicals.166 YWS has a programme of 6 WTW (Chellow, Sladen, Oldfield, Fixby, Embsay and Tophill Low)here it is required to a d additional treatment processes to meet DWI quality guidelines due to rawwwater deterioration. Addding these processes increases the complexity of the works in ‘complexityband definit on’.167 The cost driivers us d to capture treatment complexity (the proportion of water reated in complexitybands W3–6 and thee weighted average complexity measure (log)) are inadequatte to capture he typeof treatment complexity that YWS is xpecting. At the IAP and DD, Oxera emonstratted thatalternat ve treatm nt complexity variablees (such as the proportion of water treatedd in bands W5–6,the weiighted aveerage complexity measure in levels, and controlling for multiple treatmentcomplexity variables in the same model) can materially increase YWS’ cost allowance. See Exhibit044, Oxera (2019), R ponding to Ofwat’s draft determination of Yorksshire Water’s cost allowance,August, section 2. Theesse arguments remain valid at the FD.8 Phosphorus consent levels are the maximum amount of phosphorus discharges to the environment.11669 Exhibit 045, Oxera (2019), WINEP: phosphorus removal, August. 
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account the impact of the UWWTD, but then average the utcomes ofthis model with those of its two original, flawed mo ddels, loowering theimpact of the UWWTD on YWS’s estimated efficient cost by £29m.170One way to better account for the impact of the UWWTD would havebeen o use only th model that Ofwat developed for the FD. However,Ofwatt s ould havee also considered a less onerous benchmark (seeparagr phh 195 above) and bottom-up approaches to ssess YWS’s P-removaal expenditure, given the lim tations of the daa a and the poorquality of the models.171 The impliications of Ofwatt’s approach onYWS’s resilience and environmental position are discussed atparagraphs 286 et seq. and 300 et seq. below.(d) Irnaatebsi:liBtyustioedssisrtaintegsuaisrhe siunbejfefcictietoncoynlfyroamlimoitthederdefagcretoros:f iBnuflsuiennecsesby YWS. Inn the FD Ofwat introduced an ‘uncert inty meechanism’ forbusiness rates. However, this only partially mitigaated against pot ntialincreases in a et stock r revaluation of existing stock. In seettingYYWWSS’’ss bausssientesssss(praatretiscuallaloorlwyanocne, wOafwsteawt uatnedre),resatnimd attedis thneecveaslsuaeriolyfunderestimated its effi ient level of expenditure. Furt hhermore, Ofwatdid not attempt to acccount for the impact of asset revaluations inAMP7, which ca1n72have a material impact on the amount companies areexpected to pay.198. Nafupotputrroaeapcpehvrotolprpiarfetedthliycetaicncogcsotfsuundtutirinvegeersffofiircniccelhnutadnecdgoesistnilnietvsfeumlstuordreeellisec.dosWtonhdirlfeiovreOercfswa:satOitnfrgwelatithe’esless and leesss oon its own forrecasts as PR19 progressed, in reaching the FD ithas stilll relied upon those in relation to new connections, new mains anddbo ster pumping stations, which reduce1d73 YWS’s odelled base expenditurealloowance by £14m in wholesale water. Further mm re, if YWS’s forecast ofc nnections growth had been used to estimate the poost-model ing adjustmentfoor growth, its allowance would have increased by an additionall £27m in water 
117701 Post the overall additional WINEP UQ challenge (£32m prior to the UQ challenge).The three P-removal econometric models used to set an allowance for Yorkshire each use 10observations, with a range of triangulated efficiency scores across these thr e models from 50%-134%. See Exhibit 046, Ofwat (2019), Who esale Wastewater Enhancemeent feeder model: P-removal.xlsx, alysis section. While Oxera onlly examined the uncert inty in Ofwat’s BOTEX plusmodels (see AAnnnex 10, Oxera report: Is ues with Ofwat’s approaach to determining the costbenchm rk), it is likely that similar analysiss would show greater uncertainty in Ofwat’s P-removaland enhaancement model, more generally.172 This is explained in detail in Exhibit 043, Oxera (2019), Ofwat’s enhancement modellingapproaches at the IAP: a review, March, section 3.2.173 Th s can be calculated by r placing Ofwat’s f r c sts of cost drivers with YWS’s, s shown inExhiibit 047, Ofwat (2019), Feeeder model 4: Whooleesaale water – Water resources and waater N+ costallowances, December. 
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and £53m in wastewater.174 YWS’s cost drivers were developed alongsideother areas of its plan, including enhancement and maintena ce programmes.Ignoring YWS’s forecasts for key variables created a disconnnect between thcosts tha companies have planned t incur and the activity that they haveeplan d tto undertake. As YWS’s coost drive foreca ts are specific to itsBusinneess Plan and had rigorous ssurance thrrough itss ‘3 lines of defence’ aapnpyrfooarcwha,rtdh-elsoeokfoinregcaassstse,srsamtheenrt.thaan Ofwat’s, should have formed the basis ofA flawed frontier-shift that is inappropriately applied199. Inappropriate frontier shift: Ofwat’s frontier shift target of 1.1.% is at thupper end of the range of 0.6–1.2% p.a. estimated by its consultant EuropeeEconomics. Howe er, the upper-end estimate s biased upwards. This isbecause it is heavvily weighted towards pre-fiinanci l crisis performance(effectively disregarding the UK’s industrial performaance over the last 13years) of the then stronger performing sectors of the economy.175(a) This upper bound is based on productivity growth estimated over aperiod of growth. Economic upturns can pwardly bias the estimate oflong-run r ti it growth and the futuure potential for frontier shiftbecause pproodduucctivvityy tends to increase during periods of economicgrowth.(b) Sbiealseecdti.ngThthee cboenssttrupcetrifoonrmiinndgusstreyc,torwshiics,h biys dheigfihnliytionr ,leuvpawntardfolyrnum ous ac ivities the water sector undertakes, is com leteely droppedin deerriving tthe upper end estimate given from Europpe Economics’focus on he stronger performing sectors. Ind ed, Ofwat itself says that“it is bettter to consider productivity improveements of all comparatorsectors in the round” (emphasis added) which its analysis fails to do.176200. Since frontier shift assessment is a forwarding-looking expectation th t ismputed from istorical information, there is a high r level of uncertaaintyiinvolved in its determination compared to catch-up eefficiency assumpti nswhich are anchhored on outturn data. Ofwat’s decision, based on EuroopeEconomics’ analysis, has several methodological flaws, has not addressedthese uncertainties sufficien ly, and as verstated t e scope for frontier shift.Moreover, in the FD, Ofwatt con inues too r ly on flawed evidence by KPMGand Europe Econom cs to ind catte thhat an eeven highher sco e for productivityimprovement is feasiible—giviing a false basis of the t ue ppotential, which ilower than the 1.1% p.a. target that it set. Oxera’s paperr at Annex 9 addressessthe papers relied on by Ofwat in more detail. 
174 This can be calculated by replacing Ofwat’s forecasts of new connections (based on ONS data) withYWS’s forecasts of new connections. See Exhibit 048, Ofwat (2019), Base Adjustment Model,December.5 For fur her details see Annex 9, Oxera report: Issues with Ofwat’s rontier shift assessment in PR19.11776 Exhibitt 008, Ofwat, PR19 final determinations: Securing cost effficiency technical appendix, page173. 
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201. Dapopurboalechcotoundtienfigneofthferofnrotinetriershsihfitf:t Et vregnet ifaretheaddderefiscsieedn,ciienscoinnsiOtfewncaite’ remain in the FD, including its appli aation to unmodelled costs (ssuch asssbusiness rate ) and the WINEP enhanccement programmes. On the f r er,Ofwat’s decission rests on the assumption that uncontrollable costs foormm asimilar proportion of exp nditure in wh lesale activities as they do incomparator i dustries. Howeever, if that is noo t e case, the target, as currentlyapplied, is nnot appropriate. Further, Ofwatt hhas not shown any adequateevidence t support this choice. In relation to the latter, Ofwat’s use of aforward-loooking benchmark for the WINEP enhancement programme willdouble-count the impact of frontier shift on companies’ cost allowances, andthis reduces YWS’s WINEP allowance by £21m (see paragraph 140(c)above).177A flawed adjustment for real input price effects202. Fhaadilu“rloeotkoedacactourenatlfoprricaell eRffPecEtss:aOcrfwo ast thhaes wrehporleseonftetdhetocothset bCaMseA”.1t7h8atAistexplained a paragraph 64 above, RPEss are changees in the costs faced by acompany otther than those cau ed by inflati n, f r example, labour costs.O wat has, how ver, failed in itss cost model too accoount for all relevant RPEsafffecting YWS ee.g. energy and chemicals. This means that Ofwat’s efficientcost llowance f r YWS is materially lower than it should b . YWS’s positionis thaat Ofwat shoould have allowed for RPEs in relation to eenergy, chemicals,and materials, plant and equipment.Conclusion on Ofwat’s flawed cost modelling203. Ihnastuommmtairmy,pOorftwanatt’cs:os(it)duifnfeevreidneinacteodrseaffnidciceanncnyobtedncshtimngaurkissh; (diiif)fceoresnt cmesoddeulestto in ffiiciency from those due tto other factors; (iiii) flawed and inc rr ctlyapplieed frontier shift; and (iv) failure to account for all relevant RPEs, toogeethermean that YWS has been awarded insufficient costs to deliv r its BusinessPlan. This situation could have been avoided, as YWS madee a number ofrepresentations on these points dur ng the PR19 process. Despite this, Ofwathas to date failed equately to justiify its position. See also paragraphs 135 to151 above which aadddress other concerns arising from the treatment of costs inthe FD.Wholesale Revenue Forecasting Incentive Mechanism204. This secti n sets o t a revenue claim that YWS made du ing he PR19 procesrreellaiatinncge otoon Oanfwaadtj’uussgtmuiednatnctoe dthuerinWgRAFMIMP6. .This claim rresultted from YWS’ss205. In the PR14 wholesale water price c ntrol, YWS made a data input error in itssubmission to Ofwat. In table W9 oof its submission, which sets out the line
177 This is calculated by set ing the rontier shift assumption to 0% in Ofwat’s enhancement aggregatorfeeder model. See Exhibitt 049, Offwat (2019), ‘Feeder model: Enhancement aggregator’, December.178 Exhibit 012, Transcript of the 11 February 2020 Ofwat Teach-in, page 19, lines 8-9. 
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items included in the whol sale water price control, it m stakenl lud d“connection charges incomee (S45)” (S45 Income) as “thiird pa tyy iinnccomee” rather than “infra & connection c rges (revenue)”.179 This err rr incorrectlyreduced the amount of revenue thhaat YWS was entitled to recoover from itcust me s under the wholesale water price control that Ofwat had set assd d b T bl 10 b l ,emoonstrrate y a e e ow. Actual Error Correctedsubmission Correction 1 Wholesale control 377.204 (4.440) submis2s.i7o6n 2 Infra & connection charges (revenue) 4.440 4.4403 Total wholesale water revenue 377.204 33777.2044 5 Bulk supplies (0.092) (0.092)8 Third party income (5.612) 4.440 1.172 9 Total third party (5.704) 5.704 11 Other sources (1.316) 
(((1.316

))) 13 Other income (0.158) (0.158) 14 Infra & connection charges (capital) 5.787 5.787
Table 10: PR14 W9 schedule wholesale water price control forec3a7st5s .f8o1r 32015-16 (£m4.)440 380.253206. YWS uncover d its error when pr paring its APR (Annual PerformanceReport) for thee 2015-16 financial peeriod during AMP6. YWS immediatelynodtifOiefd Ofdwiat of thde herror anid requestedl guihdanice on how to proceed YWS.an wat scusse t ree opt ons to reso ve t e ssue:(a) CInhcaonmgee; the wholesale price control to include the forecast for S45(b) Deviate from the APR methodology and exclude S45 Income; or(c) Include an amended calculat on to exclude S45 Income and include anote from YWS’s actual capiital grants and co tribution reporting witha narrative explaining why the performance inn the 2015-16 APR wasincorrect.207. Aft r YWS and Ofwat dis ussed these options, Ofwat told YWS that it shouldtakee p ion (c).180 Ofwat acckno ledged that YWS had clearly made an error aspart oof tthat review process. Ofwwat included the adjusted revenue performance

79 For details of the error, see Annex 11, report by Mark Ballamy, section 4.2.1180 This initial discussion took plac via telephone, but the process was followed again in the 2016-17and 2017-18 APR process – seee Annex 11, report by Mark Ballamy, section 4.3 for the emailexchanges confirming this option in those years. 
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within the Monitoring Financial Performance ports in 2015-16 and 2016-17.O wa agreed with YWS that this adjusted rreevenue performance would berefflectted within the WRFIM in PR19.208. In the Business Plan, YWS included an adjustment to the WRFIM to accountfor the error made at PR14 and Of t’s proposed approach to accounting forthe error from the 2015-16 APR onwwaards.181 At the IAP stage, Ofwat informeYWS that it should update va1r8i2ous tables in or er to demonstrate that it coulddproperly adjust the WRFIM. YWS preparedd a detailed explanation of thecircumstances under which the error occurred and18i3ts interactions withand set these out n its IAP r sponse document. At the DD stage wwaattdisallowed the claiim, but gavee very lit le explanation of its decision not toallow a justment to the WRFIM.184 Itt was not until the FD that 
OOO

fff atexplai edd th t it believed that the error described above and in Annex 11 wwasnot ann “18u5naambiguous error” and that it disallowed the claim on thosegrounds.209. The result of the int rvention by Ofwat at FD comp red to YWS’s DDRepresentations reduceed YWS’s WRFIM allowance by aaround £36.7m. Theadjustment in YWS’s DD Representations did not take into account S45Income for 2019-20, which is a further around £7.3m. This brings the totaladjustment to approximately £44m.210. In the YWS-Specific Paper, Ofwat subm ts the following: (i) it does notc nsider th error was unambiguous as the iinf mat supplied by YWS wanoot sufficieently disaggregated;186 (ii) the coorrrectiioonn is not unambiguoussbecaus1e87YWS took no account of the potential impact on allowed Totex atPR14; and (iii) YWS’s proposed approach would remove the impact of theincentive to forecast accurately.188211. TiantotAeprnoaninleitxa(1ia)1,m.ineTdmheibpseerrneodpfeonrthtt ecalcAecarcrealdydietsemhdoyfwoosrfetEnhxsaiptcetahrtcesc,eohruranostrapYnretWpMaSraermdkaaBdadelelatatamiPlyeRd,1wr4ehpwooairsst 
1 See Exhibit 0 1, YWS PR19 Business Plan, pages 242-243.11882 See Exhibit 0050, Ofwat, Yorkshire Water: Accounting for past delivery detailed actions annex,

118834
action reference1Y, YKWY.SP,DY.Aor6k.shire Water IAP response document, pages 142-153.SSeeee EExxhhiibbiitt 00552, Ofwat, Yorkshire Water draft determination – accounting for past delivery actionsand interv ntions, pages 6-7. Ofwat’s entire xplanation wa the two following quotes: “[T]he claimrelates to eerrors the company made in compleeting its businesss p an tables for connection expenditurat PR14 and we consider this to be outside of the reconcilliation mechanism’s scope.” “[T]hcompany does not provide compelling evidence that the amendment is appropriate and so we areeeremoving the amendment.” 185 See Exhib t 053, Ofwat, PR19 Final Determinations, Yorkshire Water – Accounting for pastdelivery addiitional information appendix, page 3 et seq.186 See Exhibit 054, Ofwat, Reference of the PR19 final determinations: Explanation of our finaldetermination for Yorkshire Water, paragraph 2.94.7 , . 5.11888 IIbbiidd, ppaarraaggrraapphh 22.996. 
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unambiguous. YWS transparently submitted evidence to Ofwat during the2015-16 APR showing that YWS had made an error, which Ofwat wassatisfied with then. If Ofwat had requested further disaggregated data at anyp int in the PR19 p ocess or if it had made YWS aware prior to the FD that itcoonsidered the errorr not to be unambiguous, YWS would have gladly sharedfurther information.212. To point (ii), Ofwa states that “an error of the nature claimed by YorkshireW ter would have tthe effect of providing1a89 higher totex allowance at PR14thaan otherwise would have been the case.” This is not the case. In Table 10,above, the Totex allowance supporting line 3 for ( ) th actual submission; and( i) the corrected submission is the same. T e diiffereence is the S45 Incomefiigure that was added, incorrectly, to e 8 (thhird party income), which is thensubtracted from the Totex figure at lliinne 3. Ofwat’s assertion that YWS wasprovided with a higher To ex allowance at PR14 that would partially offset theclaim is therefore incorrectt.213. To point ( ii), Ofwat states that YWS’s19a0pproach would “remove the impact ofthe incentiive to forecast accurately”. YWS’s error was not a forecastingerror, but rather a simple d ta input error. Therefore, allowing the adjustmentto the WRFIM would haav no effect whatsoev r on the ince tive forc mpanies to forecast accurateely. Even if it were an eerror in forecastinng, YWSpoointed out the error t Ofwat nd explored options to ad ress the problem atthe 2015-16 APR, befoore the vaast majority of the proposedd adjustment’s valuehad accrued.214. In any event, the solution followed to adjust the WRFIM as a remedy to theerror was not YWS’s idea: i w Ofwat’s suggestion as a resul of i s decisionin the 2015-16 APR. Ofw tt haass stated hat “the discuss ons tth t ttook placewith Ofwat staff did n t aand could nott hav resulted iin an aagreement tochanges to the o19p1eratioon of WRFIM becausee those were decisions for thePR19 process.” It would be an unwelcome development for waterc mpa ies to be unable to take Ofwat at its word when collaboratively findingsoolutionns to errors such as these. YWS was open and transparent with Ofwatfrom the start and as in good faith followed Ofwat’s guidance in its APRreporting for the whhole of the AMP6 period. This changing of the goalpostsundermines YWS’s confidence in the stability, effectiveness and fairness ofthe regulatory system.Conclusion on YWS’s WRFIM claim215. According to Ofwat’s FD, a simple remediable data input error should costYWS £44m. Wh t’s mor , YWS discussed that err r transparently and penlywith Ofwat, collaaborativ ly attempting to find a soolution to t e situatioon – asolution that Ofwat assureeed YWS was in place in 2016. YWS hhas been relyingon that assurance ever since. 
89 , . 5.0 , . 6.111991

IIIbbbiiiddd, pppaaarrraaagggrrraaappphhh 222.9997. 
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WACC216. 
217. 
218. 
219. 

220. 

221. 
222.
223. 

and financeabilityThis section addresses YWS’s views on the WACC (weighted average cost ofcapital) and financeab lity. The following matters are addressed in turn: (i) theWACC calculation; (iii) Ofwat’s gearing outperformance sharing mechanism;and (iii) financeability.Ofwat has set the WACC too lowI its DD R presentations, YWS drew attention to a number of errors andinnconsistenciees in Ofwat’s approach to its WACC calculations. A number ofthose same errors remain in he FD as summarised below.Risk-free rate, expectted market returnThe CMA has received extensive submissions on the cost of capital as part ofits inquiry into NATS’ price controls. YWS agree with many of the pointsthat regulated companies have put to the CMA, mosst notably in the papers byEconomic Insight for NATS, by Oxera for the Energy Networks Associationand by Professor Alan Gregory for three water companies.YWS particularly endorses the arguments that these experts have made about:(a) the impo tance of using both nominal and index-linked governmentgilts as firrst proxies for the risk-free rate;(b) segmentat on in the market for UK govern ent gilts, and the difficultythat there iis understa ding in econ mic termms how the CAPM risk-freerate can be negative inn real terms foor a sustained perio of time; and(c) problems with rec nt attempts to restate establishedd benchmarks f rtthhee expected market reeturn in real, CPI-stripped terms in the absence oofreliable CPI-like inflation data, especially for the period 1900 to 1948.The CMA issued provisional findings in the NATS inquiry on 24 March 2020.YWS is still considering fully the CMA’s nalysis of the e points and anumber of other points related to the calculaations of the rissk-free rate andexpected market return. Accordingly, YWS focuses rinc p in thisStatement on the other capital parameters as they relate sppecifiicaallllyy to waterand sewerage companies.BetaOfwat’s calculation of beta was 0.71. his estimate was obtained aft rex mining share price data from Severn TTrent a d United Utilities and ree-geaaring empirical estimates of beta to Ofwat’s nnotional 60% debt-to-RCVratio.The ma n issue that YWS would like the CMA to consider for its own estimatof beta iis the time p riod for computing the UU and SVT betas, including theechoice of cut-off datee.In previous price reviews, Ofwat took the position that it needed to: 
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(a) lyoeoakrs;atanrdolling estimates of beta over a horizon of around least five(b) cut-off the data at a point before share price movements started to beaffected by price review announcements.224. Itwn oP-Rye1a9r, wOifnwdaotwdeopfaertsetidmfartoems witisthpraevciuotu-osffapopnrloyacaht Sbeypftomcubseinr g20o1n9afosrhoirstFD. This had the co sequence that Ofwat arrived at a loweer estimate of bettathan would have beenn the case had it applied i s prior methodology.225. YWS made its concerns about short-term, spott estimates known to Ofwat in itsAugust 2019 response to the DD.192226. YasWitSmaaskkess tihtseoCwMnAdettoertmakineatthioenp.oIinnptsarthtiactulYarW: S made to Ofwat into account(a) given the inherent imprecision and wide confidence intervals arounempirical estimates of b ta, YWS sees n reason w y th CMA shouldddepart from its establisheed approach of loooking at thhe aveerage beta thata firm has had over a five-year window; and(b) YWS considers it is important that that the CMA ensures that shareprice ‘no e’ from Ofwat’s DD, FD, as well as he threat frenatio aliissa ion before and after the 2019 general electtion, does nootenter annd disttort its beta estimates.227. YFeWbrSu’asryan2a0l1y9sisi doifcaUteUs ’tshaatntdheS‘VuTnl’esvebreetdasbeotvae’rofa afiwvea-tyeeraarndwisnedwoewragtoecompanies (i.e. ann asset beta calculated using a zero debt beta) is around 0.33,which equates to an equity beta of around 0.80 at 60% gearing.Cost of debt228. YWS has een supportive throughout PR19 of Ofwat’s overall approach to thecost of ebbt, including its separat allowanc s for embedd d debt and newdebt, andd the decision to index thee cost of neew debt in linee with prevailingmarket rate during AMP7. However, YWS has the following concerns withthe FD’s cosst of debt computations:Embedded debt229. Oinftwerats’tstahlaltowa acnocmepfaonrythsehocousldt onfoetixoinstailnlyg dbeebptawyainsgbaafsteedr othneitcsreedstiitmcaotnedoitfiothnesof thee last 15 years. The CMA has previously stated that it will norm lly factora company’s actual cost of debt into its calculations, provided thaat interest 
192 See Exhibit 055, YWS DD Representation, Financeability, page 21; Exhibit 056, First Economics,Ofwat’s July 2019 Estimate of Beta. 
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230. 

231. 

232. 

233. 
234. 
193 See,Indus

costs have been prudently incurred.193 YWS has calculated its embedded costof debt at 31 March 2020 to be 4.93% (in nom nal terms).This calculatio includes the costs ass ciiated with index-linked sw parrangements. Inn its PR19 work, Ofwat toook a policy decision to ignore aallderivatives and to reward only so-called “pure” interest costs. This ignoresreality of th way efficient companies have rranged their financing during tthhee2000s; evideenced by the extensive use of swaaps across a number of companies.For YWS, irrespective of its gearing levels, the intention of these index-linkedswaps was to imitate certain cashflows of index-linked debt, whereby realinterest and inflationary element of future swap cashflows would better matchrespectively the allowed return through revenues an RCV indexation.pInricpearrteicvuileawr,sOofnwaant aapspsueamrpedtiotno fthoargt eatntheaftfiictierenltiecddominpsaenvyerwalouolfditasrrparnegveioiutssfianpaintaclintghastoitasfatcotoprasyinotuot pornilcye acorenatrloclso.stTohf rdeebwtetroe mtwaotchwathyes raeaclocmopstanoyfccould achieve his: either issue RPI-linkeed debt or enter into swaparrangements thatt turned nominal coupons in o real. YWS does not think thatOfwat has any basis to strike out costs associatted with the latter approach.YWS asks the CMA to factor into its cost of debt calculations:(a) its all-in cost of ebt of 4.93% and to recognise, more generally, thatOfwat’s propose dd allowance for embedded debt costs under-estimatesthe industry-av rage cost of debt due to the inappropriate exclusion ofderivative-relateed expenses; and(b) its actual embedd d debt percentage into the cost of d bt calculationsto ensure consisteency with YWS’s specific cost of eembedded debtnoted above. Based on FD figures YWS calculates its averageembedded debt percentage to be 88% in comparison to the 80% usedby Ofwat.New debtO wat’s determination said that the cost of ew debt would be set withbreaffseirsepnocienttso. Tthhee acvheorsaegneiByioexldx ionnditcwesowiBeroex:x inndices, less a deduction of 15a e non- nanc a s A 10+year maturity series; and((b)) tthhe non-ffiinanciialls BBB 10+year maturity series.This do not give a valid benchmark for the interest costs that watercompanieess will face during the next five years and is a questionable approach,if continued in future price reviews. 
for example, Exhibit 004, Bristol Water plc: A reference under section 12(3)(a) of the Watertry Act 1991, paragraphs 10.87 et seq. 
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235. The cost of debt needs to be looked at in conjunction with the financialmodelling that Ofwat produced alongside its FD, particularly the modelling ofthe interest cover that firms will have f they spend in line with the regulator’sTotex allowances and perform iin li e with Ofwat’s performancecom itments. This modelling shows innt rest cover which is whollyiinBcooxmmxpsaetriibelse. with a sector-wide A rating, leet alone out-performance of the236. Tnhrtohuegchroeudtitthqeuparliitcye roefvitehwe ipnrdoucsetsrsythdeuree htoasObfeweant’ascaopnptirnouaicnhg. dTehteisrioisrabtieosntiillustrated by the following series of publications from Moody’s:(a) 15 January 2018 – “2018 outlook changed to negative as tough pricereview outweighs current performance”194(b) 2p2redMicataybi2l0it1y8of–th“eRreegguimlaeto”r1’9s5 proposals undermine the stability andc 26 July 2019 – “Ofwat tightens the screws further”196((d)) 8covOenctaonbtse”r1972019 – “Rock of low returns meets hard place of(e) 1in0cDreedcietmqubaelrit2y0”11998 – “Regulator’s decision will cause sharp reduction(f) 2d0owDngecraedmeb”e19r9 2019 – “Moody’s reviews 12 UK water groups for237. Ithnroaudgdhitoiount ,thSe&prPocaensds. FInitcpharthicauvleard, oawftenrgarasdseesdsincogmthpeanimiepsacatcroofsOs ftwheat’ssecFtDor,S&P downgraded fiv of its 11 rated companies in February 2020, all ofwhom had accepted theeir FD.200 
194 See https://www.moodys.com/research/Moodys-changes-UK-water-sector-outlook-to-negative-as-Ofwat--PR_378176.195 See https://www.moodys.com/research/Moodys-changes-outlook-to-negative-on-ratings-of-4-UK--PR_383966.196 See https://www.yorkshirewater.com/media/1773/appendix-f3-moodys-regulated-water-utilities-jul-
1972019.pdf. Seeh tps://www.moodys.com/login?ReturnUrl=https%3a%2f%2fwww.moodys.com%2fresearchdocumenttcontentpage.aspx%3f ocid%3dPBC_1194105.198 See https://www.mooddys.com/research/Moodys-UK-water-industry-to-suffer-largest-credit-quality-deterioration--PBC_1206828.199 See https://www.moodys.com/research/Moodys-reviews-12-UK-water-groups-for-downgrade--PR_415722.200 “Four U.K.-Based Water Utilities Downgraded On Tougher Regulations; Two Put On WatchNegative; Four Outlooks Negative” published on 25 February 2020, seehttps://www.spgl bal.com/ratings/en/research/articles/200225-four-u-k-based-water-utilities-downgraded-on-toougher-regulations-two-put-on-watch-negative-four-outlooks-neg-11362392. 
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238. As a result of the tings ter oration highlighted above the vast m jority ofcompanies will be rraaising ddeebt iin AMP7 with a rating in the range Baaa1/BBB+to Baa3/BBB. Therefore, the cost of debt would be more appropriately setwith reference to the BBB iBoxx index only.239. C nsistent with the above, Economic Insight’s bottom up financeabilitym delling shows only a very low probability that a notionally efficient firmwooould be able to secure a Baa rating on Ofwat’s FD.201240. The evidence therefore sh ws very clearly that it is inappropriate to assumethat companies’ interest coosts will track in line with higher quality, A ra edbapopnrdopyriiealtdesm. aGrkivetenbenthcehmdaerakrtfhorotfheAcosctatoefgdoerybt rthataitngcosmipnanthiees wseiclltopra,yttohnenew b rrowing in AMP7 is the non-financials BBB 10+year maturity serieswith noo deduction.Issuance and liquidity costs241. Whilst Ofwat’s proposed allowance of 0.1% for issuance and liquidity cos s ispc(eorfenfcsiecisideteennntt)t icwnodistithcsaotietfssistpshruaiaot,nrctydepeaitnceardmlllyiiqn,uatihtdiioistnyiss.,20ian2 sculfofsiceirenetxtaomriencaotivoenr tohfe rceogmulbaittnoerydInflation242. Ofwat’s real terms allowed cost of debt allowances were calculated using thesimple assumptions that RPI inflation will run at 3% per annum and CPIHinflation will run at 2% inflation. The OBR’s March 2020 inflation forecastsare set out in Table 11, below.
2020/21 2021/22 2022/23 2023/24 2024/25 AMP7CRPPIIbl O

1 42 1%%BR i fl i
12 99%%f M

2 13 0%%h 2020 
022 9%% 022 8%% 

average1 882 77%%1
. . . . . .

a e 1: .n at on .orecas st .arc . . .,243. TTashseumfiegduriensfliantiothnisletvaebllse. sThhoiws mtheaatnslataestsmOaBllRer fporroepcaosrttioisn boeflocwomOpfawnaiet’ss’interest cos s will be remunerated through t e indexation of RCV and thatthere needs tto be a commensurate increase in thhe AMP7 real rate of return.244. YWS asks the CMA to use the latest inflation outlook when it makes its owncost of debt calculations.Retail market deduction
201 Annex 1, Economic Insight report: Financeability of the notionally efficient firm: a bottom-up
202anSaeleysEisx.hibit 057, ‘Assurance Review and Assessment of the Evidence on the WACC at RP3.’Economic Insight (2019), pages 116-119. 
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245. Ofwat’s allowed return was set 4 basis po nts below its stim te of theappointees cost of capital. YWS considers thiis to be an unneecessaary legacfrom PR14, when Ofw t dealt with circumstanc s that were materiallyydifferent. A stand-alone paaper on this matter is includeed as Annex 12.Gearing outperformance sharing mechanism246. OPRfw19at.’Ts hFisDrescuolntstaiinnsa daow“gnewarairndgadojuutptemrfeonrtmtoanthcee aslhloawriendg cmosetcohfancaispmit”al ffoorrcompanies that hav gearing ratioss of over 70%.203 YWS disagreesfundamentally with thee principle of th s mechanism and is strongly of the viewthat the CMA should not need to iinclude any such provision in its owndetermination.247. Furthermore, YWS believes the approa h th t Ofwat has take is u dulysimplistic. It disregards the point that ccompaanies with differennt finanncingarrangements can operate at different lev ls of gearing with a si ilar cost ofdebt. In the water industry, this is represeented principally by co mmpanies withunsecured financing arrangements and those, like YWS, with regulated debtplatforms that take into account Appointment requirements.248. The sharing mechanism operates in accordance with the following formula:Financial outperformance adjustment =(a tual gearing % - 65%) x (allowed cost of equity - actual cost of debt) x 50%x cclosing nominal RCV.204249. Ofwat has justified the mechanism by arguing that companies with highgeaatr:in“ginavcehsiteovres ainloswucer vcaonmilplaanWieAs CtaCkethtane obtehneerfictoomf pthaneiedsi,ffaenrednscpeecbieftiwcaelelyntthhe c st of equi y and thhe cos f debt for thhe actual proportion of gearing thatis aboove our nottional assumpttioon”.250. Oshfawreaht’osldeprossbituiotnshoisuldthinatstetahdisbessuhpaproesdewd itghaciunstoshmoeurlsd50n:5o0t . go solely to251. Ttohheleyciodthseteaoctfhoeasqtt ucoioftymdpferabontmietoscuwlesitntodhmegreserasirsfinongroato,fphomorwotiroeenvetohrf,anothn6ee5ir%thfianctaannancpiynrogefcibtounbtoypmataiysktionougrtfinnancial expert would recognise. Contrary to Ofwat’s assertion, a co panythat gears up cannot treat the costs of equity and debt as fixed nummbers.Rather, increasing the amount of the RCV that is financed by borrowing:(a) erenqaubilreesmaenftirinmattothelolcokwacohsitgohfedr epbrto; pbourtt,iaosnaocfonitsseqlounengc-teerm capital 
203 The relevant proportion is 74% in 2020-21 and falls 1% per annum until it reaches 70% in 2024-25:see Exhibit 058, PR19 final determinations: Aligning risk and return technical appendix, December2019, age 29.204 Ibid, ppage 1130. 
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252. 
253.
254. 

255. 
256. 

(b) increases the riskiness and cost of the remaining equity capital.Since there is no recognition of the second of these factors in Ofwat’soutperformance sharin formula, there is a misleading qua tification of theimpact that changes in ggearing have on the overall WACC, a nnd Ofwat ends upconcluding erroneous y hat there i an arbitrage opportunity that oes not inreality exist. This is illlusttrated by a ssimple worked example providedd in Annex13.A more orthodox position on the link between gearing and the cost of capitalis hat modest changes in company’s mix of debt and equity do notmatterially alter a firm’s vanillaa cost of capital.YWS acknowledges that there are tax advantages associated with higherlev rage i.e. becaus interest is deductible for tax purposes, a company may beablee to secure loweer overall costs by optimising the amount of debt in itsfinancing structure. Such tax effici ncies were a key driver of step changes inwater companies’ capital structurees that were implem nted prior to 2010,however since PR09 Ofwat has had mechanisms in placee wh ch pass any taxsavings that come from higher leverage through to customers, ii.e.:(a) Ofwat set company-specif c, modelled tax allowances at each pricrev ew bassed on e ch indiviidual company’s projected gearing (not theenotiional gearing); aand(b) there is a clawback m chanism through which tax savings resultingfrom any unfores en steep change in gearing that occurs within a five-year regulatory p riod are logged up and passed through to customersat the next price reeeview.The existing mechanisms mean that ’s customers are already forecast tsave £32m across PR19 by virtue of YYWWSS having a higher debt-to-RCV ratioothan a notionally geared company. This is import t because i means that theCMA can disregar tax effects and focus its aannalysis on tthe relationshipbetween gearing an dd the vanilla WACC.Table 12 below, reproduced from Ofwat’s January 2020 financial resilienceport, shows that water companies variously maintain gear rat os in theerrange 60% to 80%. The variation in approaches to financiinngg is iimpo tantbecause the RPI-X form of regulation provides companies with s rrongincentives to minimise costs, including financing costs. I there were matteriadiff rences b tween vanilla WACCs at different levels off gearing, one wouldexpeect to se clustering of water companies around the ‘optimal’ capitallstructure. Theee fact that Table 12 s ows n such consensus position should bread as pr ma facie evidence th t t hhe cost oof capital is not particularly sensitiveeto the choiice of gearing within aa 60% to 80% range. 
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’ - ’Table 12: wat r ompanies gearing ratios 2016 2019, reproduced from Ofwat s January 2020fi i l ili tnanc a res eencce repor .257. Tprheivsiopuossiitniqouniriisesc. onsistent with the view that the CMA has expressed in“… The UR’s assumption that reducing gearing by te percentagepoints does not materially affect WACC is therefore reasonnable.”205“Our analysi suggests that, after taking account of the tax effect, theWACC is not ssensitive to the level of gearing …”206“Generally, after taki g into account the tax shield from more d bt, theWACC is not very sennsitive to the level of gearing … An increease inNIE’s gearing increases th proportion of NIE’s lower co t new debtand tends to reduce its aveerage cost of debt, with the ressult that itsvanilla WACC remains broadly constant.”207258. Mabooruetovtheer, rOelfawtiaotn’sshPipR1b9etwcoesetn ogfeacraipnigtalancdontshueltacnotsst mofadceapcilteaal rinstaptreemvieonutssreports:(a) “We note that the WACC is i sensitive to the notionalaassssuummppttiioonn, binadseeedd,uopuorn apsrsievsa2s0tm8eleynnthoefldanseacluterrintiasatitvieonnosttirouncatul rggeeesaarrhiinnaggdlimited impact on the WACC”(b) “… the choice of gearing does not ecessarily affect the vanilla WACCsince bot2h09 the cost of equity annd the cost of debt change withgearing”259. The bove clearly demonstrates there is no rational basis for awarding 
205 

compaanies with small differences in gearing different costs of capital. Ofwat’s
Exhibit 059, CMA (2017), Firmus Energy (Distribution) Limited vs Northern Ireland Authority forUtility Regulation – final determination.6 0, 0 , Bristol Water plc, appendix N, par s 30 to 35 and annex 2.7 1, CCCC ((2200114)), Nor hern Ireland Electri ity Ltd, paara 13.36.8 2, PwC (2017), Esttimating the cost of ccapital for H7. 2222
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66663, Europe Economics (2010), Cost of capital for NATS (En Route) plc for CP3. 
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mechanism is highly unsatisfactory in view of the arm that could result toYWS (and its customers) as result of the furt hher pressure on YWS’sinvestability.right approach to financeability in the water sectorAs expl ined at p ragraphs 46 o 52 above, when making it PR19determinaations, Ofwaat is under a dutty to secure that appointed businessses canfinance the proper carrying out of their statutory functions.This means that an effic ent company should:(a) banedable to raise fiinance in the debt capital markets on reasonable terms;(b) e(rxepfeecrrtedto teoarnasa r“eintuvrensttahbaitlitiys”inolrinebewinigth “ininvveesstotarbs’lec”oswt iothf icnaptihtaislStatement).The water industry has a long-term investment horizon that requires asustainable approach to the fin ncing d management of its assets. Therefore,it is critic l that its ability to raaise finaannce and the overall returns available toinvestors aalso remain relatively sta e from one AMP period to another.An efficient company should be abblle to raise finance in the debt markets onreasonable termsIn previous reviews, Ofwat spelled out explici ly how and why it considersthat companies will be able to raise finance in tthe debt markets, in particularby confirmi g n quantitative and quali tive terms that proj c ed cashflowspermit t e nnotiional company to mainttaain a solid investmeentt-grade creditrating. Thhis has also been the CC/CMA’s approach in the inquiries that it hasconducted.Therefore, it was a source of genuine concern to YWS that there was no ealrecog ition of the financeability challen that Ofwat’s n price contrrolspresennt to the sector until the very last staggeess of the price revieeww.Ofwat’s FD did, belatedly, see Ofwat tak on some degree of responsibility forthendgasm. IatgiedetnhtaitfiPedR1th9atw1a2s ocuatuosifn1g7tcoosmeepctaonri-ewsiwdeerfeinloanockiianlgraattiionstearnedst ccroevdeitrraattiios that are incompatible with a Baa1/BBB+ rating and so provided forrrevenues to be accelerated, for all 12 companies, from future control peri ds toimprove c shflows in AMP7. However, Ofwat’s response fell far shoort ofprovi ing aa y increased assuranc that YWS will be able acc ss the long-term ddebt finnance for its requiremeents in the 2020-25 regulattoory peeriod. This isprincipally because:(a) YWS’s covenant definitions specifically exclude th benefit of anyaccelerated revenue when calculating interest coveer ratios, whichresults in a stronger covenant that is consistent across AMPs;(b) tPwRo19rarteinvgenaugeeancccieeslehraatvioendientetrhmeiirnreadtinthgaat stsheesysmweinlltsd;iasnredghaerdncOefwat’
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(c) itnhteerseescttocrovreerm, aaisncsawlceulllatbeedlofwor trhaetinthgrepsuhroplodsevsa,lfuoersmfoorstacoBmaap1a/nBieBsBi+nrating.266. Otafbwleabt’eslomwo.delling of key financial ratios under YWS’s FD is given in the
2020/21 2021/22 2022/23 2023/24 2024/25 a5v-eyreaareGearingAICR (Moody’s)FFO/ d b
60 23%1 3610 25% 

60 80%1 359 00% 
61 05%1 348 68% 

60 76%1 358 77% 
59 86%1 378 94% 

g60 54%1 59 133%
. . . . . .

net e t ’
. . . . . . 

’
. . . . . .Table 13: Ofwat s modelling of key financialOfwat s alternative calculations which h ve bereantiocsa.lcNuolatete:dAiInCaRmaanndnFFr Oth/anteitsdcebtsriespternetsent

bwyitOh fthweatcainlcutslaFtiDonbsemcaaudseebMyoModoyo’dsya’sndaanFditFchitcdho. nTohtistadkieffedrsvafrnocmemtheeentcoalfcruelvaetinoounnepsriensteontedaccount when computing the numerator in the AICR calculaation and because S&P includeaccretion of iindex linked debt when calculating FFO.267. The main point to note about this table is that AICR is well below theminimum 1.5x threshold that Moody’s210 has indicated a company will need toachieve in order to obtain Baa1 rating. YWS’s understanding is that mostcompanies in the sector aare looking at broadly similar ratios. This hastriggered an ongoing negative view of redit quality across the sector, asevidenced by recent downgrades, whicch has been discussed above inparagraphs 236 to 240.268. YWS has three main concerns with the situation, as follows:(a) foifrsdtelyb,t lionwveesrtosrescttohra-twairdeeavcraeildaibt lreattionfgusnndeneedwlesisnlvyesretmsterinctts;the appetite(b) sdeecbot,nwdlhyi,cshecwtoilrl-bweidueltidmowatnelgyrapdaeids wbyillcoinncsruemaseersthine stheectloorn-wg-itdeermco; satnodf(c) tihnirpdalryti,cluolwarerbyraetilnimgsinaadtivnegrsmeluychaffoefctthtehebusfefcetrotrh’satficnoamncpiaanlieresshilaievnecteo,the lowest rung of the rating agencies’ investment-grade credit ratings.269. These are serious matters that should have been identified and remedied byOfwat as part of its determinati ns. It now falls to the CMA to ensure in itsde ermination th t YWS’s appoointed business has sufficient cashflows oobttain and maintaain investment-grade credit ratings, pursuant to Ofwat’s duttyto secure that companies are able to finance their activities. 
210 Moody’s May 2018 ‘Regulator’s proposals undermine the stability and predictability of the regime’,see https://www.moodys.com/research/Moodys-changes-outlook-to-negative-on-ratings-of-4-UK--PR_383966. 
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270. TthheeCmMoAst dtoirpecrotvreidmeeidnypfroicr thceonwtreoalksnfeosrs shraotwenofinreTtuarbnleth1a3t aisbocvoemwmiellnsbuerfaoterwith the cost of capital. As eexplained in paaragraphs 218-227 above, Ofw t hasunder-estimated several of the inputs to its cost of capital calculaation,inclu ing the risk-free rate, the expected market return, beta, and the cost ofnew ddebt. If the CMA corrects t e errors that have be n identified, Ofwat’salt rnative calculation of AICR s hhould natur lly increasee to sit above the 1.5xthreesholds indicated by Moody’s for a Baa1 raating.271. F r completeness, YWS notes that the acceleration of revenue fr fu urecoont ol peri d – whether in the form proposed by Ofwat or using soo e ottheleverr – to booosst short-term interest cover is not a sustainable long-termmm fix forrfinanceability.(a) Moody’s has b en very clear that: “We will continue to remove theregulatory depreeciation as well as excess PAYG to calculate company-specific AICR ratios”.211(b) Fitch has the same policy, stating that it will: “…adjust PMICRs toalign accounting treatment of opex with the regu atory 2t1r2eatment ifcompanies use the PAYG rate above the accounting llevel.”272. Ooffwfianta’sncrieaplrersaetniotastiot nattoatrhee cCoMmAmotnhlayt iutsse“dfinbayncciraeldimt ordaetlincgonatgaeinnsciaess”uitiesth refore incorrect.213 The o ly implication this has is th t the response to theweeak interes cover shhown inn Table 13 has to fundamentaally impact value andnot just be a ttiming solution.273. Nor is it correct to say, as Ofwat does in its Cross-Cutting Issues Paper and itsYWS-Specific Paper, that the financeability issues that it has created for theindustry are as a result of som companies’ failure to follow ts resilienceplanning principles. Ofwat suggeests that some companies with hiigh levels ofgesairliinengcaen.2d1/4orIna hfigcht,coasst oefxdpelbaitnneede into ttahkee fsotellpswtionmg apinatraaignrathpehisr,fiYnaWncSia’slrreegulated debt plaatform provides addditional prootections in the long-terminterests f customers, allowing it to carry debt at levels above the assumed60% notioonal level of gearing.YWS’s Capital Structure274. Contrary to the position advance in Ofwat’s YWS-Specific Paper, YWS’sregulated d bt platform operates in the long-term interests of its customers.Particular beeneficial features includde: 
1 Ibid.22112 Exh bit 064, Fitch Ratings (2018), Fitch revises outlook on 3 UK water holding companies tonegatiive.3 1 , Transcript of the 4 February 2020 Ofwat Teach-in, page 52, lines 16-17.22114 ExExhhiibbiitt 00033, Ofwat’s Cross-Cutting Issues Paper, paragraph 7.11. 
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275. 
276. 

277. 

278. 

(a) tsheecuprerodvcirseiodnitoorsf tahactoinmcmluodnescroevstenicatniotsnsanodn ascetcivuirtiiteys poathcekratgheanfotrhoaslelnecessary for YWS’s licence underrtakings/obligations;(b) tihneternfaletixoinbailliltyy atnod ratirsuectudreabl t einhanvcaermioeunsts fothrmats alflroowm biennveefsitcoirasltre tm nt from ratingss agencies inn comparison to unsecured financingarraangeements;(c) reporting and ratings undertakings that ensure secured creditors areupdated regularly on YWS’s financial health; and(d) estnrheassncaendd rainghatustofomratsieccustraenddsctrielldiptoerrisowhoefn18thmeroentahrse ienarthlye seivgennst ooffdefault to facilitate resolutio of a default and to incentivise securedcreditors to maintain the businness a standdstill.The tructure of regulated debt platform nables comp ies to carry debt aaetvaensseaqbuoivvaelethnet paarsiscuemtoeda6c0o%mpnaontyiownailthloevueet laosfimgeilaarrindgebaatnnpdlatotforarimseanteawlodweberttllevell of gearing.This ability to raise incre sed levels of debt at an equivalent co t put YWS ina stronger position to be aable to quickly adjust to unexpected rissks, ass the debtmarket is much more liquid than the equity market. YWS therefore takesexcept on to the c aracterisation of its capital structure in Ofwat’s YWS-Specifiic Paper, whhic is unwarranted and misconceived. Moreover, thmatters alluded to in thhat paper were not at issue in th PR19 process and areewholly irrelevant to this redetermination. YWS reservees the right to return tothis topic in due course.The notionally efficient firm is not investableThe evidence set out in paragraphs 130 to 134 of this Statement demonstratesthat Ofwat has:(a) under-estimated the expenditure that an efficient company will incurwhen providing services to customers between 2020/21 and 2024/25;(b) orevaesrosntaatbeldy ethxpeecptetrofoarcmhaienvcee inletvheislspetrhiaotd;an efficient company can(c) speatymupenats;financial incentive regime that is skewed towards penalty(d) pavroevraidgeedofatrhaetecoosft roeftudrenbtoanndthteheRcCoVst othfaetqfuailtlys; sahnodrt of the weighted(e) leenfstusihnagrefihnoalndceerasbhilaivtyinpgrotobledmea.l with inadequate interest cover and anThe bottom line at the end of this analysis is that an inves or looking atOfwat’s PR19 FD as a package could not reasonably conclude tthat YWS is aviable investment opportunity. To the contrary, investors would expect t
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iinncuprearfofirnmanancicael,lotshseasinaadresquulat toef lriekteulrynovoenr-stpheendRinCgV, paennadl/toier s tfhoer schoosrttsfalolsfreinstating an acceptable creedit rating.279. IansAhonrntefaxll1,oEf caopnpormoxicimInatseiglyht1q0u0anbtaifsiiesspthoeinetsxpaegcateind loOssfwasatt’hse aelqlouiveadlenbtasoefequity return for YWS. No ration l, long-term invessttor would be wwil ing totake on this loss (notwithstanding saaid investors would also regard the alllowedreturn itself as being insufficient).280. IdtisncohwargfeasllsOtfowatht’es CduMtyAtotoseccounrsetrtuhcatt atheselticoefnsperdicebucsoinnetrsoslsiswabhliechtopfrionpaenrclyeits activiti s. This entails constructing a ‘fair bet’ suc that an investor look ngat likely eefficie t cashflows over a five-year period sees as much upsiidepotential as downnside risk around a central case in whhich the investor makes areturn that is in line with his/her opportunity cost of capital.281. YWS accepts this will requ re the CMA to ensure that YWS’s expenditure andperformance plans are suffiiciently challenging as regards costs, performanceand returns. Equally, the CMA must avoid falling into the trap that Ofw t fellinto of setting targets and allowances that repeatedly ask more than caan bexpect d of an efficient company. A truly ‘investable’ proposition will requireethat thee CMA:(a) ltohoanksinastecpoasratst,e psielrofso;rmance and return together as a package ratherb is guided by evidence; and((c)) sceanlcsuelactihoencskscotmhabtintehecoihnedrievnitdlyuatlogbeutihledrintgo bplroeceknst iinnvpsritcoers cwointthroalfair likelihood f earning a rate of return that iss commeensurate withreturns that are oon offer elsewhere (i.e. the opportunity cost of capital).Disconnect between risk and return282. Sabtaonvdei,nigt isbaecvkidefrnotmth atlol vtehreallmthetehFodDolfoagiliscat l sitsrsiukeesthweirtihghtthbealFaDncedebsectwribeeednrisk nd return. This laack of balance arises froom numerous and manifest er orsof faact, analysis and ssessmen by Ofwat, the bsence of adequate rriskmit gants in its approaach, and he failure adequaately to consider YWS’sindiividual circumstances and its stttarting point as an efficient, well-performingcomnpoatnioyn. aWllyheenffciocimenbtinfeirdmw, ithhisthcer iassteusesaasruisbisntganftrioaml inthceremasiesidinenritsifkicwathioilne oafttthhee same t me Ofwat has dettermineed a WACC that falls below adequatereturn. As a consequence, YWS’s Board consid red that t e balaannce of riskand return iin the FD was not on that it could acceept. In reachhing this view, theBoard also had regard o thee material consequences f the FD on itscustomers, present and futture, on Yorkshire and on the coompany, as set outbelow. 
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H. The mater al consequences of t e FD283. Aansesfefticoieuntciiyn cSheacltlieonngGthaabtoavne,etfhhfieciveanrtiofiursmflwawousldinntohtebFeDexcpoemctbedinteotmo ecerte.aItnepractic l terms this meeans that YWS has not been allowed the efficient cosnec ssaary to deliver its Business Plan and faces a downside skew in ittssexpeecte risk posit on. Modelling by Economic Insight indicates that thedownsi dde skew of iits penalty position will be in excess215of £150m duringAMP7 in the absence of management mitigating actions, alth ugh it alsoneeds to be bor in mind that not all of these risks (e.g. floooding) aresusceptible to mannagement remediation.284. TfrhoemuintsavBouisdianbelses cPolnansewquheicnhc,eaosfetxhpislaiinsetdhaint YSeWctSiown oEuladbohvaev,ewtaossftierpmlaywsaeytin the context of YWS’s long-term strategy, was suppo t d by its customerand stakeholders, and already containe a significant d grr ee of stretch in termssof costs an outcomes. The gap createdd by Ofwat’s inteerveentions is simply toowide to bri ge.285. Tcuhsitsomweoruldddinctahuesefolmloawteirnigalahreaarsm, atlol oYfWwShicahndareboctohntirtasrycutorreOnftwaant’ds fsutatuterdeobjectivess for PR19:(a) First, it would put YWS’s long-term resilienc at risk, byundermini g YWS’s plans to meet the mounting challeenges it faces inthis area annd forcing it to adopt an increasingly short-term focus.(b) Secondly, it would impact on YWS’s sustainability, and poten iallyforce YWS o adopt less environmentally sound solutions to tthoseproposed in itts Business Plan.(c) Thirdly, it would stifle innovation, including in areas f cooperationw th others (in particular those focussed on responding too the effects ofcl mate change), which are of benefit not only to Yorkshire, but morewiiidely too.Undermining Resilience286. Rfreosmilideinscreupintiothne, awnadtearnitnicdiupsatreytcreonndcserannsdthvearaibaibliiltiytyt,ofcoorpeexwamitphl,eanindwreecaotvheerrconditions, in rder to mainttain services for people and protect the naturalenvironment, noow and in the future.287. Tfahcetorress’iliseuncche acshaplloepnugleatfiaocnedgbroywYthW, Schiasntghiencgomdebminoegdraepffheiccts oaf: (i)c‘ucshtoromneicrbehaviours, asset deterioration, and changing weather patterns; anndd (ii) ‘acute 
215 Annex 5, Economic Insight report, Ofwat’s approach to ODI interventions in the finaldeterminations, pages 5, 44. 
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factors’ such as ex reme weather events.216 The growing scale of thesep ssures mean that ttheir impact on YWS’s resilience is forecast to be muchgrreeater in the futur than they have been in the past. Meeting this challengewill require targeteed interv ntions and increased investment. Contrary toOfwat’s statements to thee CMA, expenditure on resilience is not“discretionary”217 but essential.288. YReWliSab’silirteys,ilRieendcuendfraanmcye,wRoerkspsoentsseo&ut Rfievceovqeurayli,tiaensdoRf erfelseicliteionnc,e:thReefsiirssttafnocuer,o which are aligned to Ofwat and the C binet Of ce’s four categorie ofefff c ve i frastructure resili nce. YWS aadded ffiifth element to enssureatteenttiion onn the value from leearning f om events aand latest developments inglobal resilience best practice. It is rrecognised that in order to maximiseresilience, interventions in all categories should be deployed.289. In sponse to the clear direction from Ofwat that ‘significant’ bill reductionswerree expected AMP7, the resilience i terventions that YWS planned tomake in its Busiinness Plan w re focused onn response and r co ry and short-term reliability, instead of beeing better balanced across thee fivvee qualities. Inpractical t ms this means that YWS’s Business Plan leant more towardrepair ratheerr than replacement of ageing infrastructu e. The reason for this issthat repairing asse s is often c eape in the s ort terrm, which helps to keepcustomer bills low ttoday (whic hh accorrds with thhe current regulatory regime).290. Hupo-wfreovnetr,cawphitialel rienpvleasctemeennt,t othfeaswsehtosleofltiefn rceoqsuisreasrereloafttievnelychmeaopreere. xIpnenosthiveerwords, from a long-ter mm perspective replaceementt is often the better option.291. Tinhdeefincuitrerleyn.t Trheegruelawtoirlyl coomceusa opnoinrtedautciwnghicchosftusturceancnuosttombeerssuwstiallinbederreeqliuaibrielditytoatbtehaerptohientcowshteor
ffe bthueilodtihnegr ianpprerosiasctahnecsea,rerendounlodnagnecryvainabdlelo. ng-term292. Ofonceusofonthreeskpeoynseeffeacntds roefctohveerFyDanisd tshhaot ritt-tweromulrdelfioarbcelitYyWtoSthtoe ipnocrnetawsehtereeYWS’s long-term resilience would be m terially iimpacted. Thiis is thhembined effect of: (i) th fact that YWS haas not been allowed the efficientccoosts necessary to deliveer its Business Plan, so must look for cheaperalternativ solutions to the issue it faces; and ( i) the penalty exposure th tYWS facees as a result of the downside skew in iits risk profile. Th potentiaalpressure on YWS’s financial headroom that the FD entails would leeave YWSwith no option o her than to depart even furthe fro the Business Planddeevsieglnoepdedto wreidthuceittsthecupsetnoamlteierss,frfoomcutshiengmaotenriashlloyrrft-latewrmmed OmDitIigpaaticnkgagaec. tions 

216 As regards the latter, by way of exampl Storm Ciara in February 2020 caused 56 internal sewerflooding incidents in a single day. The receent flood losses in November 2019 (c. £17m) and February2020 (c.£15m) h ve ma erially increased the insurance costs faced by YWS.217 Exhibit 011, Traanscriptt of the 25 February 2020 Ofwat Teach-in, page 25, lines 8-9; page 26, line14. 
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293. For example, as a esult o Ofwat’s decision not to fund UQ performance incomparable Perrformance Commitments, which only became apparent attthhee IAP stage, YWS was fforced to reallocate around £178m of its budgetedcosts from Capex to Opex in order to manage its expected penalty position.294. In short, de ivering the FD ould for e YWS to move further away from long-term capitall investment towwards r acctive operational expenditure, which hasmaterial ramifications for YWS’s reesilience. This concern is underscored by apreliminary analysis being undertaken for YWS by Arup to quantify thedifference in the matu ity of YWS’ resilience between its Business Plan andthe FD. Arup’s emerrging conclussion reveals that the FD would reduceresilience across two thirds of the 16 systems (or functions) compr singYWS’s internal Resilie ce Framework in AMP7, and ore substantially iin itslong-term financial plannning. Arup t tes in its prelimminary conclusions “Asexpected, the maturity score chang ss aare g nerally subtle but show that thFinal Determination is likely to havee an adveers i pact n the 2025 resilienceeposi ion. The impact is greater for the ‘Long teer mm viabiility planning’ syst mdue tto the relatively small number of applicable shocks and stress s (i.e. theereis o smoothing effect).” Any egradation in resilience over fivee years is asignnificant concern to YWS a dd is inconsistent with Ofwat’s resilience duty;YWS will revert to is issue inn due course.295. Some examples of tthhe kinds of issues that will arise in practice in relation toYWS’s resilience nclude:(a) T maintaiin service levels to custo ers in relation to internal sewerfloooding, YWS would need to e mmploy shor -term sewer ‘jetting’ so u ons to unblock sew rs rather than investting in the underlyingasse by install ng no-reeturn valves or investing in ‘blue-greensollutttiions’218, whiich reduce flooding risks at root cause but involvehigher upfront cost.219(b) YWS would have to reduce investmen in increasing hydraul ccapaci y (volume of sewers) to focus on ‘otther causes’ of flooding, norder tto achieve the speed of service improvement required by thei ternal sewer flooding Performance Commitment. This could result
iiininnsufficient hydraulic capacity to deal with population growth andclimate change.(c) YWS would not b able to deliver a number of intended basema ntenance sc emees, which is anticipated to lead to reducedresiilience and a hhigher probability of as et failure. For example, in itsBusiness Plan, YWS in ended to invesst in several water recyclingschemes that it would nott be able to deliver as a result of the FD. The 

218 These involve, for example, urban retention pond , natural green walls, multifunction l roofgardens, storm water harvesting and recycling systemss which provide a systematic and sustaainableflood reduction solution.219 Though it should be noted that even if this approach were adop ed, YWS would still expect to incuraround £36m in penalties in relation to this Performance Committment during AMP7. 
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impact of this is t at YWS would no longer be minimising theabstracted from thhe environment and would, therefore, leave wwaatteerrstocks in a less resilient position than YWS had planned.(d) YWS has historically replaced customers’ water meters when theycom asset life expired. As a result of the FD, meters would have tobbee fixeed on failure only. This carri s the risks of meter under-registration, impacts on customer peerceptions, and pushes assetreplacement into the future, resulting in a greater burden on YWS andits customers in future periods.(e) In ord r to meet the stretching UQ Perfo manc Commitment forl akagee, YWS wou d have to ursue a larrger peercentage of patchree airs and structurall lining of pippes as the preferred approach to waterpippe rehabilitation, rather than replace ent. The former two arecheape solutions in the short term and mmaintain operability but willlikely rrequire urther investment in th2e20 futu and th efore havepoorer whole liffe cost than replacement. Morreeov r, oveerrreliance onstructural lining of pipes presents risks to YWS’s deeliverability in that(i) the necessary regulatory approvals have ye to be attained from theDrinking Wat r Insp ctorate (DWI) and (ii) altthough the technology iswell-recogniseed bee viable, whether it would provide the necessarylongevity is still ttoo be proven.(f) YThWeSmmawondoaeugllisdnigbnefthoferomrpceeedrdfobtryomtdaheneccsreeeaassnteuddicnieavspeaasctrmeityeanoktfeitnyhedtorwaoilansiantgeweunaadtreeerarsnstatutnwddoiiensgk.aanndd predicting he risk of sewer flooding. Well-informed modeels arrer tical to me tting the f ture challenges of population growth andccliimate changee. The eduuction in investment pose a risk toYWS’s service deliverry and asset planning. It wwoouulldd also hi der thessistance that YWS can give to the Environment Agency annd localaauthorities, with whom YWS shares its drainage models.(g) YWS would be forced to reuse existing concrete tanks to fulfilobligations under WINEP. Th tanks would b refurbished rather thareplaced, meaning hat th y aree likely to requiree further interventions innthe future to mainttain peerformance (i.e. a reduced residual asset lifewhen compared to a new asset). 
220 Sprayed st uctural lining is a new technology for water mains. Previously, linings were non-structural forr quality purposes. This means that they protected water quality but did not extend theoverall life of the asset. Structural lini gs are currently being promoted in the industry as heaper andbetter for the environment. YWS is onne of the leading companies supporting the introducction of thisspecific technology as a key innovation to extend the life of water main . However, as this techniqueis unproven t is inh rently riskier. YWS will not know for, say, 20 yearss whether this techn logy hasworked and iis resilieent when compared to mains replaceme t. As with all such new technoloogies, theless risky opti n would be for YWS to introduce the technnology more gradually, rather than beingforced into a soolution that could later result in widespread failures across the network. 
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296. YarWnSotacakchnioewvalebdlegeisn tahlal tcaospetsim, baultsaolbuatiloanncsefrmoumstabwe hstorluec-kli.feThceosptrpoebrlsepmecwtiivthethee FD is that it pushes this balance too far towards short-termism, which inturn means that YWS may not be able to meet the resilience challenge that itfaces.297. IthneitismOpcotrotabnecre20o1f9itsstrpartiecgeyrpeavpieewr, ‘dTeitmeremtionaatciot,ntsoginethderriv’,inOgfwinavteesmtmpehnatsiasneddsustainab e change that benefits customers, the environment and wider societyover the llong ter . A part of this, Ofwat expressed particular concern that“company f cus mmay sstill be principally on me ting five-year targets at theexpens of loonger-term thinking.”221 The onsideerations outlined above showthat thee FD will force YWS to adop preccisely the short-term, AMP7-targetfocussed approach that Ofwat wanted tto avoid.298. The inevitable consequence of th se unavoidab e acti ns is ar both toYWS’s customers today (in the seense that they fail too get t hhe mmost cost-effective solution) and to those tomorrow (who willl face the mounting costs ofreplacing more and more ageing infrastructure).299. Tc hhaensgeecshamllaednegetso htahvee Tbeoetenxfusrhtahreirnghemigehctehnaendsmdu.riSnhgarPiRng19r,abteescahuasveeofb thenesubstantia ly reduced as a result of Ofwat having decided (in YWS’s vieew,erroneouslly) that YWS has departed from iits long track record of costefficie cy. The change implemented to the timing of the Totex shari gmechannism at the DD stage is also deeply unhelpful in this regard, with annya ditional revenues only crystallising at the start of the next AMP. In additionto creating an unnecessary extra dimen ion of regulatory risk, this impactsaddversely on cash-flow timing and createss further financeability challenges.Environmental Impacts300. TpBohuteseinnFteiDassl’lysPlaadnlal.omwaegdingcoestnsviirnonmreelanttiaoln etfofecYtsWrSe’lsativWeINtoEPthoobseligiantioYnsWhSa’ss301. A c n ral feature of the WINEP programme (whose scale is significantlylargeer tthan those in previous AMPs) is th requir ment to remove phosphorousfr m wastewater prior to the water re-enteer ng thee rivers at s werage treatmentwoorks. In its Business Plan, YWS ide tifiied 80 sewage treeatment works asrequiring phosphorous removal pursuannt to its WINEP obl gations. Of these80 treatment works, three were to be addressed by transferriing the sewage tolarger reatment facilities and 77 were to be addressed using on-site treatmentof wasttewater.222302. There are different approaches available for on-site phosphorous removal atthese 77 locations that would m et YWS’s obligations und r the UWWTD.One of these approaches involvees chemical dosing (i.e. thee introduction of
1 65, , page 35.22222 ExExhhiibbiitt 0001, YWS, PR19 Business Plan, page 80. 
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ferr c sulphate into the wastewater). However, YWS has seriousenviironmental-related rese vations about proceeding n this way given: (i) theimpact of discharging ferrric sulphate into rivers; (iii) the xtensive use ofnoise- and emission-p lluting tankers to deliver f r ic sulphatee to the sewerageworks; and (iii) the st rage of the chemical at thee rrelevant sites. Furthermore,ferric sulphate is becoooming increasingly difficult to source and is likely toincrease in cost as a result, leading to higher cos2t2s3for future customers.303. Abnovaelt-emrneanttiivoenetdo cehnevmiriocanlmdeonstianlg cisontcheernBsNRand pirsocethses, wmhoirceh rseudsutaciensabthleeaapproach.304. When d veloping its Business Plan, YWS established that sewera e treatmentworks seervicing 88% of YWS’s customers wer capable of usingg BNR. Theinitial capital outlay on construction costs for thee use of BNR at these 18 siteswas stimated to be £636m, as compared with £447m for chemical dosing.Howeever, the operational expenditure for BNR was estimated to be only £29mper annum, as compared with £40m p r annum for chemical dosing. The useof BNR at all 18 sites therefore has thee more favourable whole-life costs overa 40-year period a d would have been the most efficient solution for YWS’scustomers in the lonng term.305. Hafofowredvaberi,litYyWofSwwataesr mbiilnlsdfaunldoiftsOdfewsiarte’storeignutrloadtourcye oabsjetrcetticvheisngineftefircmiesncoyfchallenge in PR19. In order t meet these requirements, YWS proposed anenvironmentally sub-op imal soolution in its Business Plan. In particular, ratherthan selecting treatmentt types on the basis of whole life costs lone, YWSapplied a hybrid methodology that selected treatments on the baasi of wh twould produc both the lowest whol -life cost and the lowesst capitaalexpenditure oveerall. This approach resulteed in only seven of the 18 treatmentworks being selected for BNR in YWS’s Business Plan.306. Despite YWS’s considered plan, Ofwat’s FD llowed £113m less than YWSrequired to allow YWS to implement its plaans, even on its more modestscale.224 YWS categorically refutes O wat’s unfounded and unjustifiedsuggestio that YWS’s costs were not effficient, which is inc nsistent withYWS’s unndis uted t ack record of being an efficient firm and ooverwhelmingcustomer suppport forr i s Business Plan.225 The rue cause of underfunding isthe deficien y in Ofwatt’ modelling addressed att paragraph 197(c) a ove. TheFD thus forcces YWS to sselect solutions that are cheaper again still, bbut have aworse environmental impact, directly contradicting YWS’s customers’ supportfor a greater focus on environmental solutions (in addition to costing itscustom r more in the long term and thereby contributing to intergenerationalunfairneesss). 
3 Biological Nutrient Removal.22224 Ofwat reduced YWS’s WINEP costs by £168.9m overall, £113m of which relates to phosphorousremoval.225 See Section B. 
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Stifling innovation 
226307. Innovation, and its deployment to enhance resilience, was a key theme ofOfwat’s approach to PR19.308. DanedspHitael emisp, rYicWSa’gsaiinnnstovexattirveemperoflgoroadminmgeetvoesnttrsenwgitlhlebnethheearvesiliyliesnccaeleodf bHauclklfor a furttthher fivee years as a result of Ofwat’s material underfunding.309. Hliaubllleis otheflomoodsitnvguflnroemrabmleacniytydiinfftehreenUtKsotuorfcleoso2d27inagnadftiesr uLnoinqduoenb. eTchae sceitythiesssetawtieornsttu. nnel system is used to drain the city using two large YWS puumping310. Modelling was undertaken to predict the number of properties in Hull whichw uld suffer ext rnal and internal flooding in the event of various levels ofstoorm and/or extreeme weather predicted that:(a) For a one-in-five year storm, 13.7% would flood externally and 3.2%would flood internally;(b) F10o.r8a%owneo-uinld-tfhliorotyd-fiinvteeryneaallry;staonrdm, 25.5% would flood externally and(c) Fanodr 1a8.o5n%e-iwno-suelvdefnltoyo-dfivineteyrneaarllys.torm, 30.3% would flood externally311. These ar high roportions nd show that internal and external sewer floodingar conneected, ppart cularly aas both rely on the YWS sewer system to mitigatethee risk where possiible.312. Partnership is required to understand how the risk of flooding from surfacewater interacts with ther flood sources, and YWS’s sewer system, to allowintegrated solutions too be deve oped.313. YWS has been working in colllaboration with the Environment Agency, uCity Council and East Riding of Yorkshire Council since 2 7, follow ng thewwoerrest sfulorfoadceedw. aAter nfluomodbienrg eovfenstigenviefricianntthescUhKm, weshehreav9e,0000b0eehnomdeesviienlo

HHpue
lld
llindividually by the partners si ce that time to reeduce flood impact, howeverthe risk to people, businesses annd property rem ins high. In 2016 YWS soughta fresh approach to resolve the devastat ng impaact resulting from surface waterflooding and insuff cient s wer capaciity to deal with the huge volumes ofwater entering it duriing largee rainfall events.314. YWS commissioned Arup o conduct a study to explore potential solutions.Du to the specific charactteristics and topography of th Hull area it wasasseessed that one available method of releasing flood wateer was to attenuatethe water before slow release back into the sewers. This led to a wide range of 

6 Exhibit 013, Transcript of the 4 February 2020 Ofwat Teach-in, page 18, lines 6-10.22227 Pluvial / surface water, fluvial and tidal inundation. 
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potential innovative solutions being identifi d to serve this purpose, includi gthe use of detention basins, swales, permeeable paving, verge planters anndstreet planters. When modelled, these solutions gave a substantial overallred ction of sewer flooding of 9.2% and the cost of implementing thesesoluutio s was calculated to be 30% cheaper than traditional solutionsinvolvinng concrete storage tanks (wh ch hold excess water until the floodingsubsides after which the excess water iis pumped back into the sewers).315. Tinhteegrsauterfda,ceanwdattehre flmoooddelrliisnkg iwnoHrkultlo andateHahlatsemhperlipceed isthecomlopclaelx RainsdkManagement Authorities to better understandd how that risk is shared.316. YWS established a more formal p rtnership in 2017, the Living with WaterPartnership (LWWP), to work on aan integrated catchment basis, dev lopinginnovative s lutio s to combat these significant flooding events fasteer. TheLWWP is noow cenntral to the city’s regeneration plans, attempting to build along-term strategy to improve he city’s res l e ce against fl oding. Thepartnership has g ined i ternattional recogniitiionn for its innoova ive ndcollaborative approaach. Funnding was also awarded to establish a Citty WaaterResilience Index that is being trialled in Hull alongside major cities across theworld.317. TPRhe19inBveusstimneesnst rPelqauniraendtitcoipaadeddres£s50thme iisnsuiensveins mHeunllt arnedquiinrceldudtoeddienliYveWr St ’esbenefits associated with certtain of these soluttions. Of this, YWS soughht£28.7m in its Business Plan in allowed costs, with the balance of £21.3m stillto be achieved through partnership funding. In its FD, however, Ofwatallowed YWS only £16.4m for projects in Hull – a shortfall of £12.3m.318. The method by which Ofwat reached this allowance is opaque and involves acalcul tion using Ofwat’s implicit allowance of £3.97m to YWS to reduceinternaal sewer flooding.228 There is a disconnect between this seemingly ad-hoc methodology and the outcomes being sought f r YWS customers tosignificantly reduce holistic flood risk in Hu l. The alloowanc is si nificantlybelow YWS’s modelled costs, which also alllowed for a wideer rangge of localflood related risks given Hull’s propensity to retain surface water, whichYWS’s proposed solution is intended to meet.319. AbbeustaaablrlseeostutooltpoortohfcetehrseedoF,uDatsn,iddaetshHiigsunlwilfiiwlclahbnoetwaamilmlobaujenotdreolpofrstishvibesdoitonhfntotohvetahtoievpreeopsrirtdouejnenicttsyt wotofilHlleunarlolnt,from this innovative approach and so of the opportunity to de pploy it elsewhere. 
228 Ofwat has stat d that “We use the com any’s implicit allowa ce for reducing sewer flooding risk toproperties to deetermine an allowance pper km of sewer withinn Yorkshire Water’s operating region.Using information in the c mpany’s business case we consider this to be equivalent to an all wanceof £3.968m for the length oof sewer in Hull and Haltemprice. We uplift the base allowance foor Hulland Haltemprice to account for incre sed risk of sewer flooding in the drainage area, whichresults in a £16.4m adjustment to tthhee compaany’s base cost allowance.” 
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321. 

322. 

323. 

324. 

ConclusionAs noted in the Introduction to this Statement, YWS agrees with the generalthrust f Ofwat’s policy direction t PR19. YWS recognises and is alre dyacting oon the need f r continuing chaange. Climate hange, housing growth aandris ng exp ctations oof utiliti s all mean that water ccompanies need to continueto iimprovee, both on wha theey deliver nd how th y do it. However, YWS hasbeen historically efficientt and Ofwat haas not propeerly considered the impact ofits approach on efficient firms such as YWS.The YWS Board showed its lf willing through the PR19 process to identify acompromise position which eenta led removing £350 million from ts BusinesPlan and introduc ng substantiially higher risks into the busiiness. Thisssubstantial concessiion was predicated on Ofwat closing the costs gap anadjusting the Performance Commitme ts package to create a more balanceddset of service improvements and i centives. While Ofwat made someadjustments in the FD, these were nnnot sufficient to address the Board’sconcerns.Moreover, YWS wishes to ensu the methodology for the next p ice review,and all future price reviews, corrreectly addresse the various matterrs identifiedin this Statement such that futu e price eviewss strike an appropriate balancbetween near-t rm ne d for imprrov d perrformanc at a efficient cost with theelonger-term eeeds of eensuring a safee, secure and reesiliennt service to customers.The work unndertaken by Arup (detailed in paragraph 286 et seq.) clearlyindicates that the FD sets YWS on a path which will lead to a gr dualdete ioration of its resilience. This decline must be checked ow to aavoidfuturre generations having to pay for the short-term gains of currennt customers.YWS understands that t e price control determination is a package assessed“in the ound” but it is thhe accumulation of factors, all of which point in thesame irr ctio – i.e. incr ased r sk for YWS – that creates the overall harm inth dde eerminnation. Thee combination of the issues arising from themiisside ttification of the notiionally efficient firm, the cost-outcomesdisconnnect, cost modelling flaws, interventions in the PC/ODI package, and anunwarranted reduction in the WACC, r sult in a balance of risk and return thatis unaccept ble. The Board of YWS theerefore unanimously concluded that thecompany haad no option but to seek this redetermination.YWS recognises howev r the very serious consequences for its customers, itsoperations and the wid r economy and soci ty arising from the Covid-19pandemic. YWS is thereeef re prepared to makee some suggestions at an earlystage of the redeterm natioon process as to steps that he CMA could take toadjust Ofwat’s FD wiith a view to bringing this redettermination to a timelyconclusion in the national interest. 
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YORKSHIRE WATER STATEMENT OF CASE – APPENDICES
Annex Document0 Econom ci nI sight F ni anceability of the not oi nal yl eff ci ei nt f ri m: a ob ttom-up.1
02

,analysisEconomic Insight Ofwat’s approach to risk analysis in the final.
3

,determinationsNot used ’.00405 Econom ci nI sight Ofwat s approach to uf nding upper quartile performanceE i I i h Of ’ h ODI i i i h fi l. ,conom c ns g t wat s approac to ntervent ons n t e na.
06

,determinationsEconomic Insight Top-down analysis of the financeability of the notionally.
7

,efficient firmNot used.00809 xera Integrating cost and outcomes’ f i hif i PR19. ,xera ssues w t wat s ront er s t assessment n’.0111
,x

OOO era IIssues w tii hh OO wff at s approach to determ ni ing t eh cost eb nc mh arkM k B ll i i YWS’ WRFIM dj l i. ,ar a amy expert op n on on s a ustment c a m.2113
,Paper on eR tail aM r ek t eD ud ctionG i O f Sh i M h i k d l. ear ng utper ormance ar ng ec an sm wor e examp e. 
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