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Non-confidentialForewordYorkshire Water acknowledges the request in the CMA’s letter of 1 May 2020for Yorkshire Water and the other disputing companies to focus on: (i) Ofwat’sposition as set ut in its submissions; and (ii) any relevant issu s raised by oneanother, and only provide new information. This document focuses onaddressing each of the issues raised by Ofwat in its submissions.Yorkshire Water’s decision to ask for a redetermination was a principled one.The company’s analysis of t e impact of Ofwat’s F nal Det rminationdemonstrates a de radation in the planned resilience position of the companyand it creates intergenerational unfairness.Yorkshire Water’s analysis also demonstrates that, given the shortfall in costsand inevitability of penal ies caused by the downs de skew in ts risk position,there would be significant harm to the company’s financial resilience. Althoughservice co ld perhaps be managed in the short term by refocussing investment,in the circumst nces this would require sus ained perfect weather conditions – whereas the reality is that increasing climate volatility brings a higher level ofrisk that is outside of management control. This is a direct result of thdisco nects between costs and outcomes and between risk and return that areevident in the Final Determination.Given the high level of support for the Business Plan shown by our customers,and the harm caused to the plan by the Final Determination, the YorkshireWater Board had no choice but to se k a redetermination. Support for th tdecision among Yorkshire Water’s stakeholders has grow further since it wasfirst taken, as shown by the range of third-party submissions made to the CMA.Local authorities cross Yorkshire and environmental NGOs share YorkshireWater’s concerns about the impact of the Final De rmination on the level ofinvestment available to add es the i pacts of climate change across the countyand improving resilience for its communities.Professor Dieter Helm, in his paper submit d as Ann x 3 to this Response, seou clearly how Ofwat has disproportionately focussed on the economic coststo today’s consumers and has fa led to take account of the wider environmentalbenefits to customers of the investment proposed in the Yorkshire WaterBusiness Plan. He also sets out how an opportunity has been missed toencourage inn vation through the adoption of a sus ainable catchment-basedsolution as proposed by the Living with Water partnership in Hull, of whichYorkshire Water is a key partner. 
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Non-confidential
Yorkshire Water has con ucted itself in a fair and responsible fashionthroughout the process and has bee careful in how its arguments are bothexpressed and evidenced. This Response addresses Ofwat’s submissions usingdata and evidence to demonstr te further the flaws in the PR19 methodologyalready highlighted in the original Statement of Case. It also identifies a numberof contradictory pos tions that Ofwat has taken, such as where outperformancein one company is viewed as efficie cy, while concur ently being characterisedas cost avoidance to boost returns in Yorkshire Water’s case.This Response sets out clearly how Yorkshire Water maintains its financialresilience and ensures that financial structures have had no negative impact oncustomers, on which Ofwat has b en well briefed. It also emphasises thedamaging impact that the Final Determination will have on customers and onYorkshire Water.Most importantly, it considers remedies that would address the issues raised,correcting the inte generational unfa rness created by Ofwat’s approach. Theoutcome from this redetermination is important for the nex five years. Howeverwork has already commenced for the next price review and this redeterminationprovides the opportunity f parties to step back and reflec on howimprovements can be made for PR24. It is important to get this right.The company looks forward to further discussion w th the CMA on its Statementof Case and on the additional evidence presented in this Response. 
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Non-confidential1. IntroductionYWS’s approach to the Response1.1.1 This document (the Response) sets out the responses of Yorkshire W terServices (YWS) to Ofwat’s initial submissions of 19 March 2020 andsubsequent submissions of 2 May 2020.1.1. In its lett r of 1 May 2020, the CMA asked YWS and the other disputingcompan es (together, the Disputing Companies) to focus on: (i)responding to Ofwat’s submissions; and (ii) addressing any relevantissues raised by the other Disputing Companies. The CMA also madeclea that the Disputing Companies should only provide newinformation.1.1. YWS has st uctured this Response in a way that it hopes willstraightforwardly allow the CMA to compare and contrast YWS’s andOfwat’s respective positions. The Response sets out a comprehensiveitem-by-item rebuttal of the points in Ofwat’s submissions.1.1. The Response draws out numerous sp cific errors in the FinalDetermination (FD) on which Ofwat continues to rely in its submissions.There are two fundamen al types. The first are evidential errors, whereOfwat took decisions that cannot be supported by the models and datait relied on. The second are meth dological errors, wh re Ofw t’sc osen approach (or the application of that approach) inherently meanthat the decisi ns it took were not evidence-based and/or were notbalanced and robust.1.1. However, the errors in the individua building blocks of the FD are onlypart of the picture. YWS is particularly concerned that the ndividualevidential and methodologic l errors relating to each building blockcombine and interplay to create an overall regulatory hallenge that isbeyond what the notionally efficient firm could be expected to deliver.1.1. This necessarily implies that any particular argument advanced by Ofwatcannot only be considered in isolation. Rather, each argument must alsobe addressed in the broader context of the FD package as a who e.1.1. By contrast, Ofwat relies extensively on sp t examples ofoutperformance on individual components of previous price controls(e.g. on Totex or parti ular Performan e Commitments), with noconsideratio of the impact of its p licy decisions on target levels, or thbsence of a y evidence of outperformance on the price control packageas a whole. In other words, Ofwat is guilty of cherry-picking. 
5274 
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Non-confidential1.1.8 During its present tion to the CMA on 20 May, Ofwat conc ded thatcosts having increased or decreased relative to prior settlements doesnot in itself mean that the PR19 allowance is sufficient to address thechallenges that companies face in Asset Manage ent Period (AMP) 7.YWS assumes that Ofwat will now withdraw its numerous assertions thatimply the contrary.1.1.9 The necessity of considering the FD at packag level is linked to acritical overarching flaw in Ofwat’s approach, namely its policy decisionto impose an efficiency step change on the industry.1.1.10 YWS does not contes that t e historical performance of the industry isa relevant consideration when considering the extent to which anefficiency step chang can be achieved during AMP7. However, YWS hasprovided robust evidence (using the appropriate method of comparingoutturn ROCE with the regulatory determined WACC) that h waterindustry has not persistently outperformed prior regulatory settlements.1.1.11 In he absence of such outperformance, any efficiency challenge must bedetermined via objective consideration of robust evidence. Yet Ofwat’sstep change policy goes far beyond what its evidence can support.1.1.12 This fact is fundamental to the disput between the parties, because thedesire to impose a step change in efficiency (whether consciously orunconsciously) appears to have influenced numerous marginal decisionsthat Ofwat took during PR19, which together add up to produce anunachievable regulatory challenge.1.1.13 Proper consideration of perform n e against pr vious regulatorysettlements would also have been a complete answer to Ofwat’s pastcritics of the stringency of those settlements. Since there is no evidenceof historical outperformance, this criticism should have been given noweight at all.1.1.14 As th Response explains, the ultimate consequences of the FD are thatYWS is materially underfunded o deliver its Business Plan for AMP7 (theBusiness Pla ) and faces a material downward skew in its risk position,and that the notionally efficient firm is not financeable. It will force YWSto take short-term ac ions at the expense f lo g-term investment inresilience that its customers have asked for, and lead to damage to theenvironment and the stifling of innovation. 

6274 
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Non-confidentialStructure of this submission1.1.15 This Response comprises 13 sections which broadly align with those inOfwat’s Cross-cutting Issues Paper (CCIP) (although the sections refer toall of Ofwat’s submissions):(a) Sheiscttoiroicnal anaddcruersrseenst sptaetrefomrmenatnscme.aIdt ealbsoy sOeftwsaotuatbtohuet fYaWctuSa’slposition about YWS’s motives for seeking this redetermination,explai s why Ofwat’s characterisation of those motives is untruend unjustifi d and makes some addi al con extual points. Italso addresses Ofwat’s incorrect assertion that it has dischargedits statutory duties.(b) Serctobiounst, edviisdceunssces-btahseerdegreublauttotrayl cohfaOllefwnget’sonascsoers iso.nItssehtastoiuttapproach to modelling base and enhancement costs wasappropriate and that it has set efficient cost allowances. Theoverall e fect of these errors is that Ofwat has allowed insufficientfunding for YWS to deliver its Business Plan.(c) Scleactimiotnhat YloWoSkshaast foauiletcdotmoelos.oIkt asfhteorwitsstahseseftaslsaephporoodproiafteOlyfw, aant’dssets out evidence for the specific circumstances in YWS’s region,which Ofwat has wrongly ignored. Rather than having setperformance levels that are “stretching bu achievable”, Ofwat hasset targets which YWS will almost certainly miss and whichincentivise outcomes that will not be in the best interests ofcustomers.(d) Ssheoctwiotnhe dbisrcingnsnetocgt ienththeer tFhDe. pOofwsiatitohnaosninccoosrtrsecatnlydaosusutcmoemdetshtaotit is possible to make its mandated improvements in service levelspurely through allowed base costs and higher productivity.(e) Saeskpx
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nyreturns. Ofw t’s over-reach arises from a failure to carry out aproper risk assessment, including asserting that the expectedoutcome is identical to the target set by Ofwat. 
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Non-confidential(f) SObeefwctloawiot’nsthae7llroesweaestsodnoraeubttulertnhleevoefml1fao.9rrk2ea%tn e(eivfnfiidcreienanlc,teRcoPItom-spdtraeinpmypo.endsttreartme sw1)hiys(g) Smeectchioanism8. Itcehxapllleaningsews hyOtfhweamt’sechparnoipsomseisdungneeacreinssgarys, haarrimngsconsumers and contradicts statements made by Ofwat as recentlyas 2016.(h) Smeectaniosntha9t aadndorteiossneasllyfienfafnccieenatbfiilritmy, wsohuolwdinogt btheaftinOanfwceaat’bsleF. DItpoints out Ofwat’s select ve approach on the use of ratingsmethodologies to support its own financeability assessment.(i) Section 10 sets out YWS’s claim in relation to WRFIM, showinghow Ofwat has mischaracterised the nature of discussions on theissue.(j) Section 11 draws together all of the above themes. Building onthe rguments set out in the YWS Statement of Case (SoC), itexplains how the FD will prevent YWS from delivering what itscustomers want and reduce innovation. It also explains how theFD will forc h company to focus on the short term in a way thawill d mage the resilience of the asset base and the environmentand raise costs and prices for future customers.(k) STheectsieonwo12uldpcrorevaidteesatrheealCisMticAawndithsuastsaeintaobfleposetetnletimalernetm, iendliiense.with the needs of customers and the environment.(l) Sefefctecitoonn13YWbSr’isefcluystoumcehress. IonnfortmheatiimonpaccotnstoinfuCeos vtoidb-1e9coanlledctehdeand shared by the indu try and Ofwat through Water UK. YWS issupporting this process and would be very happy to providefurther information as appropriate.These s ctions are supported by a number of case studies and otherevidence including:(a) case studies on the link between leakage and mains repairs,internal sewer flooding, YWS’s WINEP programme, YWS’s assethealth, and the Industrial Emissions Directive (IED);
figure is for wholesale controls – see Ofwat, PR19 final determinations: Aligning RiskReturn Technical Appendix, page 4. 
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Non-confidential(b) pshaapreinrsgbymEecohnanoimsmic, InasigfrhatmoenwOorfkwafto’sr gaesasreintghoeuatlpthe,rfoarnmdanthceadditional funding needed to meet UQ performance;c) a paper y Oxera addressing Ofwat’s cost modelling responses;d) a paper by ARUP on the resilience impacts of the FD;(e) a paper by Professor Dieter Helm which addresses th generalbenefits of a catchment approach to water company regulationand comments on sewer flooding;f) a paper y Linklaters on YWS’s regulated debt platform; and(g) a paper by Centrus on YWS’s debt portfolio.Executive Summary1.1.17 The following paragraphs provide an executive summary of thesubsequent Sections of this Response.Ofwat’s claims about YWS’s conduct and past performance1.1.18 As part of these redetermination proceedings, Ofwat has made a numberof strong claims about YWS’s conduct and past performance. It is strikingthat this is the first time Ofwat has set out these views.1.1.19 YWS considers t e claims to be wrong and unsubstantiated. YWS’ approach throughout PR19 has always been evidence-based and it isdisappoin ed that Ofwat has chosen to make a set of assertions aboYWS’s motivations. YWS regards these assertions not only as wrong, butalso as unnecessary and irrelevan , and it is concerned that they maydeflect attention from t e flaws in the FD.1.1.20 Nevertheless, because hese sorts of claim can affect the broader contextfor the CMA’s deliberations, it is worth addressing them in turn:(a) Ofwat claims that YWS believes its customers should pay more forless. However, YWS’s Business Plan contained significant serviceimprovements and cost reductions relative o AMP6. By contrast,Ofwat’s FD, with ts overri ing focus on short-term bill reductions,will damage resilience and the environment, and will cause bills torise in the future. This is the fundamental reason for YWS to seeka redetermination.(b) Oallfowwatancleaibmys athrgaettinYgWSlowhaasctimvitaytelreiavlelyls aundedrsepgernadt initgs acsosesthealth. In fact, for each of the last five AMPs, YWS’s base 
9274 
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Non-confidentialinvestment has been very clos to he corr sponding costallowance and YWS has maintained a stable asset base. For the25-year period as a whole (1995-2020), total base investmentcosts were £4,740m compare with an allowance of £4,737m.YWS has app nded a case study on asset health which sets outthe full picture.Ofwat implied during its 20 May 2020 presentation to the Panelhat YWS’s underspend on hydr ulic capac ty in AMP6 w s usedto benefit shareholder . This is false and misleading: th amountof the underspend was offset by addition l expenditure in othareas – most mportantly to address the causes of internal sewerflooding, a priority area for customers.Ofwat suggests that YWS brought the legitimacy of the s ctor intoquestion by paying excessive divide ds to its shareholders to thedetriment of customers. In fact, uring AMP6, far from rewardingits shareholders with high divid nds, YWS reinve ted alloutperformance in better service levels for custom rs. Whenconsidering only dividen s that are not immediately returned toYWS as interest, YWS paid among the lowest amount in dividendsof the water and sew rage companies during that period. Lookingforward, YWS’s dividend policy ensures that serv ce performanceis taken into account alongside gearing level and is dependent onan assessment of financial resilience. No dividends were forecastfor AMP7 in its Business Plan.Ofwat criticises YWS’s past fi ancing decisions and actual capitalstructure at som length and appears to attach considerableimportance to them. However, it does not do so in a fair andbalanced mann r. Moreover, given the focus on notional capitalstructures and effici ncy, in the regula ory methodology, YWS’spast financ ng decisions have little relevance to theredeterm nation to be undertaken by the CMA.Ofwat claims that YWS has focused only on the areas of downsidin the FD nd ignored the upsid . The reality is that there arelimited areas of upside, ut where they do exist, YWS has beencompletely transparent about them.Ofwat also implies that the Yorkshire Forum for Water Customers( he customer challenge group in Yorkshire) has been deficient inits conduct and compromised its independence of view. YWSstrongly refutes this suggestion. 
10274 
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Non-confidential1.1.21 Two further points are particularly important in setting the context forthe CMA’s considerations.1.1.22 Th first oncerns h very high degree of reliance Ofwat places on annevidence hypothesis of information asymmetry. Ofwat attempts touse th s to discredi sou d evidence-based an lysis pres ed by YWS,to justify ad-hoc interventions within the package of incentives, and toset aside any consideration of real-world implications of the flawed FD.1.1.23 This is of particular concern for several reasons:(a) ibtsa uisseofmtahyebpericcoenvceonniternotl, pbruotceitssr,iskcsredatisintogrtrinisgksthoef ehvaidrmentfioarlcustomers, companies and investors;(b) sainndcerOecfewivaetshassubwsitdaen-rtialngaimngoupnotws ersf oinf fionrfmoramtiaotniondudrisncgovtehreyannual reporting and price-control processe (including a numberof early ubmissions for PR19), if any such asymmetry exists at allt suggests that Ofwat is not using its powers effectively; and(c) iafsyOmfwmaettrhya,ditsinapfapcrtobacehentotrtohuebilnedcenbtyivceosnicnerPRns19ofisinsfuorrpmriastiinogn.The increased number of incentiv s, new complexities such asenhanced inc ntive rates, and more value at risk, would all seemto increase the problem with which Ofwat is concer ed or at bestcreate greater risk linked to the putative information asymmetry.1.1.24 The seco point is that O wat shifts its posit on on whether Totexunderspending represents efficiency or low activity levels. For example,during its recent presentation to the CMA, Ofwat de cribed AnglianWater as a strong performer bec use it had und rspent its Totexallowance by 9%. Yet Ofwat has characterised underspending by YWS asreflecting low activity levels (a claim that YWS has strongly refuted).Costs1.1.25 In its SoC, YWS provided materi l evidence about the technical flaws inOfwat’s cost modelling. Ofwat has not fully engaged with this evidence.1.1.26 It is clear that Ofw t’s decision to increase the stringency of the ca ch-upefficiency benchmark was in part results-driven, and the evidence it reliedon to support this was selective.1.1.27 None of Ofwat’s responses negate the concerns YWS raise ab ut theuncertainty i herent i Ofwat’s econome ric modelling. In add tion, it inow apparent that uncertainty in Ofwat’s models generally increases 
11274 
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Non-confidentialwhen the m dels are estimated using forward-looking data. Importantly,e quality of the models themselves tends to deteriorate, suggestingthat the models are not reliable p edictors of AMP7 expend ture. Thimea s that Ofwat’s approach of extra olating the results from its modelswhen run wi h historical data cannot predict YWS’s efficient cost level inAMP7 robustly. Despite t is, Ofwat continues to place complete reliancon the model results and has additionally chosen to set the most extremebenchmark ever.1.1.28 Ofwat denies that it inappropriately omitted service quality cost driversfrom its base models. However, Ofwat’s rebuttals are founded on amisinterpr tation of YWS’s analysis. T is issue is of significantimportance, because the inclusion f such cost drivers in wastewatermodel show hat YWS is broadly cost efficient on wa tewater, despiteO wat’s clai s to the contrary. Ofwat’s claim that YWS is one of the leastefficient companies in the industry is therefore highly misleading.1.1.29 Ofwat has also failed adequately o add ess YWS’s contention that itsmodels do not adequately ntrol for legislative cost drivers forphosphorous removal. This accounts for the majority of YWS’s alleged“inefficiency” in this area.1.1.30 Ofwa has pres nted new evidence to support its overstated frontier shifttarget. However, the new evidence f ils o address he fundamentallimitations f Ofwat’s approach. It remains the case that in many areas itresults in double counting of efficiency benefits.1.1.31 Taken together, these factors mean that t e r silience of YWS’s networkwill be reduced and future customers will have to pay more to repair thedamage.Outcomes1.1.32 YWS is greatly concerned that Ofwat has used a combination of itshypothesis of information asymmetry and its over-confidence in thereliability of its models as a reason not to engage with the real-worldevidence provided by companies. Ofwat also relies heavily onrative data that is unreliable and disproportionally impactcom anies with good reporting compliance. In addition, Ofwat hasinappropriately disregarded the views of YWS’s customers.1.1.33 Two examples are of particular relevance:(a) Ffliorsotd, inOgf.waItt ahragsuecsrittihciastedtheYWeSv’isdeenvciedednoceesonotintperronvael stoewietrsatisfaction that the Yorkshire area is sufficiently different to areas 
12274 



   

   

                                                                                                                                                                                                                                                                                                                                                                                                        

e coa
o th ce eaa n ti

t a
d e oan e eC econ e ese

t r o h t te t s

1.1.34
1.1.35 
1.1.36 
1.1.37 

1.1.38 

Non-confidentials rved by other ompanies. However, Ofwat has failed torecognise the impact of the number of cellars in aged and denseh using stock in Yorkshire. The evidence shows that over 70% offlooding events in Yorkshire’s area of appointment occur in cellarsnd require a specific solution which needs customers to grantaccess to their properties.(b) Smeacionnsdre, pOafiwr atatrginettertvheant eadmolautentisntothae3PR4%19peprrfocrmesasntcoe ismhipfoosevearAMP7. Particularly in conjunction with the leakage target, theprobability of YWS reaching t is target is extremely low. Ofwathas provided no evidence of the need for su h a policy changebut has set an unachievabl target by cherry-picking from th bestyears of prior performance. However, Ofwat does not appe r toh ve u derstood the reasons for the observed performancevariations – variations which are generally weather related andoutside the control of the company – or the amount of work hatwould be required to ach eve its target. Again, YWS’s practicalexperience is that the repair target is operationally unworkable.YWS has prepared and annexed to his Response case studies on internalsewer flooding and mains repairs (together with leak ge) which providefurther details on the operational challenges in each area.There are multiple other examples, inclu ing Ofwat’s int rventi ns onwater supply interruptions, pollution incidents, external sewer floodingd s wer collapses. Th se were all largely arbitrary, poorly-evidencedand detract from the levels asked for by YWS’s customers.osts-outcomes disconnectCosts and outcomes are two of the building blocks of Ofwat’s prictrol, but in its FD, Ofwat has failed to tak proper account of theconnection between them. YWS and the other Disputing Companihave provided clear evid nce of this disconnect but Ofwat’s responsesdo nothing to rebut that evidence.Ofwat’s principal flaw was i s failu e t develop a met odology that iscapable of reaching a robust forward-looking view of what i would cosYWS to deliver the service lev ls se out in its FD. Instead, Ofwatincorrectly attached too much weight to its backward-looking analyseof cost and service performance and has drawn the wrong conclusionsfrom them.Ofwat is wrong to argue that the fact that companies were able to meetor exceed certain specific targets in PR14 implies that they will be able to
13274 
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Non-confidentialmeet or exceed them in PR19. The allowed c sts and PCs in PR14 reflecta fundamentally different situation. Moreover, even if the analysisshowed that the ‘stretch’ at PR19 is the same as it was at PR14 (which,for the avoidance of doubt, it is not), it would not follow, as Ofwatimplies, that YWS is funded to deliver the Upper Quartile (UQ)Performance Commitments in the FD.1.1.39 Ofwat is also wrong to argue that cost-efficient companies have beenable to improve their performance: its cost models do not account foroutcomes when estimating the efficient level of future costs. Andimportantly, the benchmark companies Ofwat used to set YWS’s costallowance have not systematically achieved the level of performanceexpected by Ofwat across all relevant Performance Commitments.1.1.40 YWS h s sh wn how outcomes performance could have been includedin Ofwat’s cost models to reach a forward-look ng view of the relevantcosts. W ile the CMA may or may not agree with the precise technicalap roach that YWS has adopted, the simple overarching point is that itis possible to reach such a view. Despite this, Ofwat has failed to takeoutcomes into account in its cost assessment at all.Balance of risk and return1.1.41 Ofwat repeatedly claims to have assessed the FD “in the round”.However, one of the key flaws of the FD is that it did not consider thrisk-reward position implied by the package as a whole. This is the primeexample of a methodological error in the FD.1.1.42 Ofwat argues th t its published RoRE isk ranges provide evid nce thatit has properly calibrated risk and return under the FD, because th riskranges are broadly symmetrical (i.e. indicate the same range of potentialupside as they do potential downside).1.1.43 However, Ofwat’s risk ranges were not produced by a roper risk analysisand therefore have no evidential valu . For example, in relation toPerformance Commitments and Ou come Delivery Incen ives (ODIs), themethod that Ofwat used meant that, regardless of what targets it set, itsrisk ranges ould always appear to be symmetrical. In the a s nce of riskanalysis, Ofwat’s claim that the FD is “stretching but achievable” amountsto nothing more than an empty slogan.1.1.44 Moreover, Ofwat’s contention that risk has red ced for water companiesat PR19 is plainly false. Indeed, Ofw t’s own published risk r nges showmore equity is at risk at PR19 than at PR14. Ofwat’s view at PR14 wasthat there was 6.6% (percentage points) of equity return at risk, 
14274 
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Non-confidentialcompared to much high r figure of 11.1% (percentage poi ts) at riskfor PR19. It makes no sense for Ofwat to maintain this position.1.1.45 Ofwat’s failure to carry out adequate risk analysis is of particular concernin circumstances where it has substantially weakened or completelyremoved risk mitigant within its price controls. The removal ofuncertainty mec anisms and the substantial weakening and delayedapplication of the Totex sharing mechanism all increase risk that isbeyond management’s ability to mitigate.Allowed return on capital1.1.46 YWS’s position remains that Ofwat’s allowed return of 1.92% (in real, RPI-stripped terms) is too low and do s not provide a reasonable return foran efficient company based on the available market evidence.1.1.47 This is the result of multiple errors by Ofwat:(a) iwt inhdasowm; is-estimated beta by adopting too short an estimation(b) iutnswapoprkroabaclehitnopcroanctviecratlintegrmnosmanindalwcroosntgofincapprintaclipvlael;ues to real is(c) it mhpasanyfa’silleikd lytocreednitsruarteingcoansdisttheenicnydicbeestwuseeedntothcaelcunloateiotnhaelcost of new debt;(d) ictomhapsanfaeilse’dcotsots otafkeempbreodpdeerdadcecbotu; natndof differences between(e) ictomhapsaninesapparsopariarteplyresrelnietadtivoen cthhaeracsthearriseatiporniceosf oifnvleisstteodrsentiment after PR19.Capital structure and GOSM1.1.48 Ofwat fails to present a defence for the misconceived gearingutperformance sharing mechanism (GOSM) formula and betrays anoverall lack of clarity about the purpose of the imposed mechanism.1.1.49 First the mechanism is wrong in principle. YWS has robust protecti ns inplace against the risks that Ofwat claims justify the introduction of theGOSM. There can be no alistic prospect of risks being passed toconsumers (rather than shareholders) due to gearing.1.1.50 Secon , Ofwat argues that customers do not benefit from gearing, butthis is demonstrably false. There are tax savings from higher gearing and 
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Non-confidentialthese are directly passed n to customers. Ofwat appears to havefo gotten the position it took in 2016 where it stated that “th re is adirect financial ben fit to customers from highly geared arrangements.This is bec use w currently set tax allowances n th basis of acompany’s actual level of ring, so customers do benefit from thelower tax costs from highly geared companies.” FinanceabilityThe ult mate consequence of the FD is that the notionally efficient firmis not financeable:(a) The FD falls far short of providing assurance that an efficient firmwill be able to access the debt that it needs in AMP7 onreasonable terms.(b) AnconicnlvuedsetotrhalototkhiengnoatiothnealFlyDeaffsicaiepnatcfkiarmgeicouvldianbolet irnevaessotnmaebnlytopportunity, or that it in any way resembles a ‘fair bet’ i.e. a fairlik lihood of earni g a rate of return that is commensurate withthe risks and returns that are on offer elsewhere. To the c ntrary,investors would expect to incur a financial loss as a result of likelyover-spending, penal ies for shortfalls in performance, theinadequate return on the RCV and/or the costs of reinstating anacceptable credit rating.Ofwat’s actions do not amount solely to its failing to find the rightbalance between its duties, although the evidence strongl suggests thatOfwat inappropriately promoted its secondary efficiency duty over itsprimary duties in an effor to reduce customer bills. From its recentsubmissions it is also clear that Ofwat departed from he long-standingapp oach to the assessment of fin nceability, in an attempt to sidestepclear evidence from the ratings agencies that the FD would have anegative impact on the financeability of an efficient firm.Thus, not only has Ofwat failed to discharge its financing duty, but infaili g properly to consider relevan information from the ratingsagenci s, it has also stepped beyond the public law constraints on theexercise of its powers.Ofwat argues that YWS’s conclusions on financeabili y arise fromconfusion between he position of the notionally efficient firm and the‘real world’. In fact, it is Ofwat that appears to have conflated the two.Ofwat is also wrong to suggest that YWS is seeking to reduce thefinancing duty to a series of binary ‘red line’ legal tests. The opposite is 
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Non-confidentialtr e. YWS’s position is that Ofwat is required to test the financeabilityquestion against a wide range of metrics and potential outcomes. Ofwathas manifestly failed to do so.WRFIM1.1.56 Ofwa suggests that there was no discussion betw en itself and YWSabout the Whol sale Revenue Forecasting I centiv Mechanism(WRFIM). YWS categorically refutes this suggestion and believes ther isrobust evi to suppor its osition. It is clear that all subsequentcorre p dence between the parties proceeded on the basis suchiscussions had taken place. In short, Ofwat has no basis on which todeny YWS’s claim.Results of the FD1.1.57 As set out above and in YWS’s SoC, Ofwat has made numerous materialerrors of principle and application in relation to each of the threeb ilding blocks of its 2019 price review (PR19) – namely: (i) costs; (ii)outcomes; and ( ii) r turns – t a combine to create an overall reg atorychallenge that s beyon what the notionally efficient firm could beexpected to achieve. In addition, Ofwat as imposed an unnecessary andflawed gearing outperformance sharing mechanism and hasunreasonably refused to allow YWS £44m to account for a data inputerror in PR14 relating to the WR IM.1.1.58 The results of these flaws in the FD are that:(a) YcuWstSomhaesr-snuoptpobretedn Baulsloinweesds Plsaunff;icainednt funding to deliver its(b) YWS faces a material downs de skew in i s risk profile duringAMP7, in every ye r of which it is expected to incur net penaltiesfor underperformance, which should not be the case for anefficient firm.1.1.59 The SoC explained that one of the key impacts of the FD would bematerial harm to YWS’s resilience, by forcing YWS away from long-termcapital investment towards reactive operational expenditure. This hasnow been independently verified by ARUP.1.1.60 OsufgwgaetsdtothesatnYoWt aSdsdereeksss ath“ibs lhanarkmchineqituser”etsopoimnsper,opverefeesrriliinegncine,staeacldaitmowhich YWS categorically refutes. YWS simply considers that Ofwat hasnot found the right balance between affordability and investment inresilience. 
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Non-confidential1.1.61 Itnhdeeiemdp, aasctnootnedwbayteWr amteertweirsereinpliatscethmiredn-pt: a“rAty fsiubalmdisestieorn ininraetliaotniotnhtaotresults in reductions in custom r bills whilst risking nvestm nt in waterefficiency and demand man gement programmes is a false economy.Greater water efficiency actually saves customers money”.1.1.62 ARUP’s report has been appended to th s Response. One aspect of thisthat YWS would request the CMA consider in particular is the furtherdeterioration to YWS’s resilience t at would occur if Ofwat repeated thPR19 package at PR24. In view of this, YWS would invite the CMA to givits views on any aspects f the price control that it considers to beunsatisfactory, as a guide for the future.1.1.63 As regards the other aspects of harm highlighted in the SoC, Ofwat hass ught to engage with YWS’s claims, but i s responses d not stand upto sc utiny. In short, i remains he case that the FD would also havematerial environmental impacts by underfunding YWS’s WINEPprogramme and stifle innovation by underfunding its flood-defencescheme in Hull and Haltemprice.1.1.64 YWS has a tached a paper prepared by Professor Dieter Helm hichaddresses the general benefits of a catchment approac to watercompany regulation nd comments on sewer flo ding, both generallyand specif cally in relation to Hull. One of Pr fessor Helm’s conclusionsis that: “… it is hard to see that the PR19 outcomes will result in anythingother than an overall deterioration of the natural environment – moreflood isk, more grey solution , lower biodiv rsity and river quality andfurther carbon emissions… Using the Hull example, the CMA has aopportunity to provide or an integrated and longer-term blue/greensolution to Hull’s sewer flooding and this would be a great example tothe i dustry as it moves into the Environment Bill, Agriculture Bill andCCA net zero target context.” Potential remedies1.1.65 In order to r ctify the fundamental flaws in Ofwat’s FD, reconnect costsand outcomes, rebalanc risk and reward, and ultimately allow YWS todeliver the outcomes desired by its customers, YWS has suggested apackage of remedies for the CMA’s consideration.1.1.66 On cost modelling, YWS requests that the CMA t kes into account themodels nd certainty of results when setting the appropriate ef iciencybenchmark. YWS considers that a more robust methodology on frontiershift results in targets of 0.8% p.a. a d 0.75% p.a. for wholesale water andwastewater, respectively. In relation to enhancement expenditure, YWS 
18274 
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Non-confidentialrequests that the CMA consider and correct the deficiencies in Ofwat’WINEP models; and have appropriate regard to the unique requirementsfor Hull and Haltemprice in considering YWS’s efficient flood-defencef r that area. YWS also suggests a uncertainty mechanism for IEDcosts to allow for cost recovery at the end of AMP7.YWS’s propose solution to the costs-outcomes disconnect is o ensurethat YWS is funded at an efficient level to meet its targets. The tw ainoptions to achieve this are: (i) to increase YWS’s cos s allowances to meetthe targets; or (ii) reduce the targets to th levels that are funded. YWShas suggested a package of remedies aimed largely at he first of theseopti ns in order to retain the improvement of outcomes that itscustomers support.In order to implement these rem dies, YWS asks the CMA to have regardto th robust evidence-based vi w it has provided. YWS has set out itssuggesti ns fo proposed serv ce levels and funding (wher applicable)for e h of internal sew flooding, mains repairs and leakage, which takeinto account its customers’ prefe ences, its regionally-specific factors andthe level of investment n cessary to achieve the ou comes. In relationspecifically to internal sewer flooding, YWS considers that an appropriateremedy would be to increase its cost allowance while also increasing thetime over which YWS can improve its performance.Finally, YWS requests that the CMA have regard to its positions onWACC. It requests the CMA to omit the gearing outp rformance sharingmechanism, and also to allow YWS’s WRFIM adjustment claim.Impacts of Covid-19The effects of COVID-19 on YWS’s customers and business are not yetclear but YWS thought it important to convey an early assessment of theevolv ng picture, which it will update as further information is to hand.This is set out in the final Section of this Response. YWS is closelymonitoring the situation to identify the net impact on the delivery ofYWS’s Performance Commitments and ODIs, its Totex investmentprogrammes and its bad debt position. 
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Non-confidential2. General Matters 
OverviewThis Section addresses Ofwat’s statements about YWS’s historical andcurrent performance, and what Ofwat sees as YWS’s motives for seekingthis redetermination, all of which are untrue and unjustified.As justification for the positions it has adopted in the FD, Ofwat assertsthat: 

 YWS is attempting to “game” the price review (i.e. only talking aboutareas where it wants more money). 
 YWS has rejected the FD for spurious reasons (i.e. it wants more fordoing less). 
 YWS wants to pay excessive dividends and has a risky financialposition. 
 YWS is a poor performer that does not look after its assets. 
 Ofwat’s previous settlements have been “too generous”.These statements do not present an accurate picture of YWS and do notreflect the character and actions of the company, its colleagues, Boardor shareholders.This Section sets out evidence to show that: 
 YWS’s Business Plan is evidence-based and contains an ambitiouspackage of efficient service improvement. 
 YWS has a long, evidenced track record of looking after its assets,efficiently and effectively. 
 Outperformance has been shared with customers and, in AMP6,used to improve services further. 
 YWS’s governance is robust and embedded, and socialresponsibility is at the heart of the decisions it takes.This Section also addresses Ofwat’s incorrect assertions (i) that it hasdischarged its financing duty; and (ii) that it found the correct balancebetween its duties overall. 
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Non-confidential2.1.1 This Section addresse various policy-related statements that Ofwat hasmade in its submissions, together with various unsubstantiatedllegations regarding the way in which YWS has historically managed itsassets, and its views on how it has met its statutory duties.2.1.2 These tatements have been collected together and addressed first ithis Response because Ofwat in effect presents them as the justificationfor its approach to PR19. However, as will be made cl ar below, thetatements do not s and up to rigorous scrutiny and therefore cannotsupport Ofwat’s position.2.1.3 It is implicit in Ofwat’s own submissions that it felt it was under significantexternal pres ure in its approach o PR19, in light of criticism its previousprice controls had attracted. That notwithstanding, it remains axiomaticthat water c mpanies, their customers and th ir investors should all beabl to rely on a soundly b sed and well-evi enced regulatory process.Needless to say, the departure from good regulatory practice andlowering of evidential standards apparent in YWS’s FD is highlyunsatisfactory.2.1.4 As explained in paragraph 1.1.3 of th s Response, the remainder of thisSection adopts the format of providing a rebuttal of each of Ofwat’sassertions. The Of at statement under c nsideration is set out first andhighlighted bold, with YWS’s r sponse following in unhig lighted text.This forma will be used in the subsequent Sections of this Responsewithout further comment.2.2 The Disputing Companies believe that customers should pay moreand receive less than Ofwat settled for them. [Reply-001/1.2]22.2.1 Not only does Ofwat have no evidential basis whatsoever for thiscomment, which YWS categorically refutes, but it also entirely disregardsthe levels of ambition and activity that YWS set out in its Business Plan(wh ch received 86% customer support). The key elements of theBusiness Plan included:(a) An upfront efficiency savi g of around £800m on the costs tocarry out similar activities in previous AMPs.(b) A statutory programm of e vironmental improvements that wassome three-times larger than the same programme in AMP6. 
2 R f ences to ‘Reply-001’ are to Exhibit 001, Ofwat: ‘Reference of the PR19 finalde erminations: Introduction and overall stretch on costs and outcomes – response to cross-cutting issues in companies’ statements of case’. 
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Non-confidential(c) Arin gthueabselycttohre, imncolusdt ianmgbait4io7%usrseedruvcicteoniminprionvteermnaelnstepwreorgfrlaomodminegsand a 41% reduction in pollution incidents.(d) Aebqecuinoagmtinopgnaentyofcaoonnrtelryvibethunrtueioeenscaoincmtroipfiatcheneieossfot£coi1am0l mtaakreoifvfseuorcfht£ha2emcpopenretirroibdaunt(nYiouWnm)S.,2.2.2 When compared to the targets t in PR14, YWS simply cannotunderstand the basis for Ofwat’ assertion that its custom rs would ber ceiving less under the Business Plan, which clearly provides significantservice and environmental improvements.2.2.3 Having tablished that YWS was not proposing that its customerreceive less in PR19 as compared to PR14, YWS also categorically refutesOfwat’s assertion that it is asking for greater costs to do so on acompara ive basis. YWS has requested the efficient costs necessary tocarry out significantly more activity. As demonstrated i3n Figure 1 ofYWS’s p esentation to he CMA panel on 15 April 2020, YWS’s costs,when stripped of additional (WINEP-relate ) activity, are lower thanthose in AMP6. Moreover, these costs include the considerable servicemprovements proposed in the Business Plan, such as a 47% reductionin internal sewer flooding and a 41% reduction in pollution:Figure 1 of YWS’s presentation to the CMA panel on 15 April 2020: 

2.2.4 Ev n the sim l t f hi t i l i th f’ “dlhSWYh eroeresnsrapmocacrososep , , demonstrates thatthe statement t at s customers s ou pay more to receive less” iscompletely unfounded. YWS is disappointed that Ofwat has chosen to 
3 Exhibit 002, YWS presentation to the CMA: ‘Overview of the reasons why we have rejectedthe Final Determination’, (15 April 2020), slide 15. 
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Non-confidentialmake this bellicose and misleading statement, as it does n t aid anyunderstanding of the real points at issue in this redetermination.2.3 The Disputing Companies do not have incentive to draw attentionto instances where Ofwat made generous decisions and raised issuesn a selective basis. [Reply-001/1.9] The CMA should take accountof the areas where the FD allowed higher costs than those requestedby YWS, which made the FD appropriate “in the round” [Reply-005/3.5-3.7]4 [Reply-006/6.10]52.3.1 The CMA need not be reminded tha this is a redetermination of the FD.YWS was itself clear on this point in its SoC where it has been transparentas to where the shortfalls nd limited upside (i.e. areas wher Ofwat’sdetermination was more favourable than what YWS requested in theusiness Plan) are to be found.2.3.2 By using the term ‘in the round’ in this statement, Ofwat appears tosuggest that the CMA sh uld someh w ffset a £48m additional costllowanc in the household retail cont ol against £724m shortfallacross the four wholesale controls (water resources, water networks plus,wastewater n tworks plus and bioresources). Ofwat is well aware,however, that each of the five individual price controls making up YWS’ overall Totex are separate and individually binding. This means that it isnot possible to transf r funds between different controls to make goodshortfalls in one of them.2.3.3 Although econometric models are used to set both wholesale and retailprice controls, they are fundamentally different activities with differentmethods for assessing them. As none of the Disputing Companies haveraised retail cost as a bstantial issue, this would sugge t that t e retailassessment does not suffer from the same limitations as the wholesaleanalysis. 

4 R f ences to ‘Reply-005’ are to Exhibit 003, Ofwat: ‘Reference of the PR19 finaldeterminations: Response to Yorkshire Water’s statement of case’.5 R f ences to ‘Reply-006’ are to Exhibi 004, Ofwat: ‘Reference of the PR19 finaldeterminations: Cost efficiency – response to common issues in companies’ statements ofcase’. 
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Non-confidentialDespite stagnation of performance in the sector, some companieshave continued to pay high dividends to investors during AMP6.[Reply-001/2.8]The legi imacy of the water sector has been called into question bycorporate behaviours, such as high gearing, high dividendpayments, and loans to shareholders. [Reply-001/2.9]It is absolutely right for the legitimacy of the water sector to be publiclyscrutinised given both the service that it provides and the fact thatelements of it are, intrinsically, a natural monopoly.How ver, YWS questions the l git macy of Ofwat rais ng such allegationsin these redetermination proceedings. Indeed, ther is o element ofprice c ntrol to which th y are relevant. Moreover, even if Ofwat had theright to take these matters into ccount during PR19, it did not do so.Finally, as Ofwat is very well aware, these allegations do not apply toYWS.For the recor , the facts are as follows.YWS has paid d vidends to shareholders totalling £45m in the last sixyears in c mparison to potential notional dividends in same perio of£612m. Contrary to Ofwa ’s insinuati n, YWS has in fact reinvested alloutperformance in PR14 to the improv ment of key service measuressuch as pollution, leakage and internal sewer flooding.Ofwat’s analysis of dividends is flawed because it reflects total dividendsdisclosed in YWS’s annual statutory accounts, and fails to recognise thatthe significant ajority of YWS’s divi ends relate to amounts paid toother group companies, as is clearly disclosed each y ar. Ofwat notesth t the majority of the dividends are used to service int r-companyloans. However, it fails to acknowledge that all of these particulardividends are instantly used as a settlement of interest due onntercompany loans from YWS. Therefore, there is no impact on YWS orits customers from these transactions.When these amount are strippe out, a more consistent comparisonwith other c mpanies ca be ma e, and it is found that YWS has paidamong the lowest amount in dividends among all water and seweragecompanies over the last AMP.In early 2018, YWS worked with Ofwat to develop an improved div denpolicy that en ures shareholder int re ts will be mor closely alignedwith customers’ interests in future years. This was achieved by ensuringthat any dividend payments reflected any gearing in excess of the 
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Non-confidentialotional level and were dependent on pe formance for customers. Thisnew policy also includes an override for financial resilience, therebyensuring no d vidends are paid if the YWS Board considers 6them to havea detrimental impact on the company’s financial resilience.2.4.8 Therefor , YWS as demonstrated a balanced and responsible approachon dividends when consi ering its operational and financial resilience.T e new policy introduced pr vides a more formal basis for maintainingthis appr ach. The ongoing focus on f ancial resilience has r sulted incurrent forecasts for AMP7 not including any divi nds to be paid byYWS that will be ultimately received by its shareholders.2.4.9 In addition, YWS notes that Ofw t has drawn attention to a specialdividend of £717m paid in financial year 2006-07 within its analysis ofctual company structures.7 This was part of a financial restructuringannounced by YWS’s then paren company, Kelda Group plc, the effectof which was to increase gearing to c.60%, in line with the 55-65% rangeassumed by Ofwat in the 2004 Final Determination.8 YWS notes thatOfwat’s annual report f r th s me fina cial year disclos d that the twoparties were in discussions regarding a number of licence m9 odificationsfollowing the announcement of this financial restructuring.2.4.10 Ofwat also tates that YWS’s ivid nds exceed its reported profit 10 butfails to consider that dividends are a dist ibution of available reserves,which are not solely generated from reported profit . A more completeanalysis would consider the full history of YWS reserves available fordistribution since it creation in 1989. It is unclear why Ofwat is raisingthese istoric issues such as the special dividend, which goes back atleast thirteen year – YWS does no believe it is in any party’s interest tospend time analysing Ofwa ’s statement within i s presentation otherthan to note that it is a selective view of dividends that it did not presentback in 2006-07. The focus for dividends in AMP7 should be on herevised dividend policy set out in the original business plans submitted 
6 F ll de ails of the new policy were included in Exhibit 001 (SoC), YWS’s Business Plan, assubmitted in September 2018.7 Exhibit 005, Ofwat presentation to the CMA: ‘Initial presentation in response to watercompanies’ statements of case’ (20 May 2020), slide 24.8 Exhibi 006, Kelda Group: ‘Annual Report and Accounts 2007’, pages 4-7.9 Exhibit 007, Ofwat: ‘Annual report 2006-07’, Table 9, Appendix 1 (‘Financial restructuring andchanges in ownership from outside the ndustry’).10 Exhibit 005, Ofwat: ‘Ofwat CMA – nitial presentation in response to water companies’ statements of case’ (20 May 2020), slide 24. 
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Non-confidentialto Ofwat in September 2018, the current forecast to retain shareholderividends for 2020-25 to provide support to YWS, and the dividenddecisions taken by the YWS Board in AMP6 regarding the reinvestmentof outperformance in preparation for AMP7.2.4.11 The actions taken during AMP6 and the new dividend policy cl arly showthat YWS has put customers’ interests before those of its shareholders.Ofwat’s assertions regarding YWS’s gearing are addressed in paragraph2.18.2 below.2.5 Water companies have earned excess returns as a result of Ofwat’soverly generous historical price reviews. [Reply-001/2.10]2.5.1 The available evidence does not support this generalised claim that thesector has routinely ou perform d Ofwat’s historical price reviews. I itsReply, Ofwat has failed to engage meaningfully with any of that evidence.2.5.2 YInWsiSghwt1o1uld(sudbramwittheed CaMsA’psaartttenotfioYnWtoS’as pDapDer rperperpeasreendtabtyioEnc)onwohmi ihcconsidered whether there was any evidence of systemic outperformancein the water industry. The paper set out a detailed analysis o outturnfinancial returns in the water industry over time. The purpose of this wasto determine whether, and to what extent, there has been historical out-or underperformance.2.5.3 The evidence clearly showed a ‘mix’ of performance across ecompanies, with an even balance of ‘winners’ and ‘losers’, and where tidentities of out- and underperforming firms also varied. As such, thepaper concluded that there has not been systemic historicaloutperformance in the industry.2.5.4 This view is consistent with findings from independent reviews. ThHouse of Commons Report by the Select C mmittee for thEnvironment, Food and Rural Affairs Committee on the PR09 pricecontrol noted that evidence (including that submitted to it by Ofwat) wasthat returns had been below the cost of capital.122.5.5 In 2015, the National Audit Office (NAO) published its reviewregulation in the water sector. Whilst the NAO had some criticism ofaspects of Ofwat’s regulatory framework (most obviously in relation to
11 Exhibit 034 (SoC), Economic Insight: ‘Financeability of the notionally efficient firm: top-downanalysis’ (August 2019).12 Exhibit 008, House o Commons, Environment, Food and Rural Affairs Committee: ‘OfwatPrice Review 2009’, Fifth Report Session 2008-09 (HC554-I), Volume 1. 
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Non-confidentialthe historical allocation of risk rela ing o the cost of debt) it largelyconsidered it to work well. Relevant to this point, the NAO examinedhistorical industry profit, in terms of ROCE. The NAO found: “our analysisindicates that water sector returns over the period 2010-11 to 2014-15as a whole wer broadly in line with Ofwat’s expectation of the minimumreturn an efficiently run company ought to be able to earn”.132.5.6 In its Reply, Ofwat paint a picture of outperformanc being a negativeoutcome. This is a surprising d velopment since it goes ag inst man ofprinciples of RPI-X incentive-based regulation. Indeed, as recently sthe risk-based Review stage of PR14, Ofwat was expressing concern thatb siness pl s first submitted at PR14 provided too little incentive foroutperformance.14 At the same time, Ofwat also cited the finding of theGray R view regarding PR09 that incentive may be too focuss d onpenalties and compliance as opposed to positive incentives for desiredchanges in behaviour.2.5.7 Hitherto, Ofwat has been clear that customers bene it fromoutperformance. Th s ar ses both from the immediate sharing of benefitsthat takes place with individual companies, and the capture of therevealed savings and performance levels across all companies at the nextprice control. While Ofwat is changing the timi g for PR19 and seekito accelerate these effects by asserting savings in advance of their havingbeen revealed, well-evidenced outperformance still ben fits customers.Ofwat now seeks to mply retrospectively that past outperformance hasbeen due to low activity levels or under-investment, but has advancedonly “convenient hypotheses” without supporting evidence.2.5.8 Ofwat’s attempt to correct its un videnced perception of industry-wideistorical outperformance, by skewing the risk-return balance in PR19,has in vitably led to unintended cons quences a d an unprecedentednumber of companies seeking a redetermination. These matters areaddressed in more detail in Sections 6 and 11 below. 

13 x 009, NAO: ‘The economic regulation of the water sector’ (October 2015), page 29.14 Exhibit 010, Ofwat: ‘Setting price controls for 2015-20 – risk and reward guidance’ (January2014), Appendix 4. 
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Non-confidential2.6 It is mportant to protect customers from the risk of poor service,inefficient expenditure and excessive returns. [YSP/2.4]152.6.1 YWS agrees with these statements but (as above) categorically refutesOfwat’s insinuation that YWS has spent inefficiently, delivered poorrvice and earned excessive r urns at the expense of its customers. Asset out in SoC, paragraphs 21 et seq.:(a) Ootfhweartwhaatserccoonmsisptaennitelys; assessed YWS to be efficient relative to(b) YstWabSlemleavnealsgeosf aitssseatshsetaslthin; aandcost-efficient way and maintains(c) YtaWrgSehtsa.s a strong track record of meeting regulatory performance
2.6.2 Further ore, YWS believes that the FD, as it stands, will lead toenvi onmental and customer harm and intergenerational unfairness, asit forces the company to adopt short-term activities in a effort to avoidthe material penalty ri ks of a Performance Commitment package thatdoes not reflect the customer valuations carried out by the company.2.7 Outperformance of cost allowances means that companies havechosen not to spend all allowed funding on improve service qualityand maintaining or improving infrastructure. [Reply-001/2.7]Some water companies have unde spent in previous periods,potentially at th expense of future performance for customers, andso enjoyed higher returns and dividends for investors. [CCIP/3.43]YWS has targeted low activity lev ls in order to be low cost insteadof carrying out its activities efficiently (e.g. in relation to historicalasset renewal). [YSP/2.6]2.7.1 YWS completely refutes the all gation that its long-held position as ahighly efficient company has been achieved through targ t g low levelsactivity, a suggestion raised by Ofwat for the first time in the courseof this redetermination.2.7.2 YWS has efficiently delivered the vast majority of the targets set of it overthe last five AMPs. It is also not the case that YWS has diverted fundingaway from asset investment to allow shareholders to enjoy high returns 
15 References to ‘YSP’ (‘Yorkshire-Specific Paper) are to Exhibit 006 (SoC), Ofwat: ‘Reference ofthe PR19 final determinations: Explanation of our final determination for Yorkshire Water’(March 2020). 
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Non-confidentialnd dividends. T ble 1 (below) d monstrates YWS investment againstallowed cost in base capital maintAeMnP a2 nce. AMP4 AMPAMP3 AMPFinal Determination 01 615 84 250 9 782 602 359 659 467W B 

capitalmaintenance. 
159.0Table 1: YWS investment against allowed cost in baseAMP6 Upper Quartile Re investment (into Other Capital Expenditure) 

2.7.3 The table demonstrates that, looking at the la 25 ye rs as a whole, YWShas invested 100% of the over ll total base cost allowance for that period(though there are some over and under variances in specific AMPs). Foreach AMP the actual base investment has been e ther close to, or, in anu ber of inst nces above, the corresponding cost allowance,demonstrati g that the funds to maintain the assets have been expendedeffectively and efficiently.2.7.4 In AMP6, where YWS has achieved e regulatory target set on specificm asures within the allowed costs through efficient w rking practices,the remaining allowed costs have been re vested into improving keyservice metrics such as internal sewer floo ing, pollution and leakage rimproving assets such as bioresources sludge treatment. The amount ofreinvestment overall into assets and service in AMP6 tota s around£250m Totex, of which £159m was Capex (as shown in the last line of thtable). This d monstrates that, as well as investing its total baseallowance over 25 yea s, YWS has also invested by divertingoutperformance into improving service and taking care of its assets,thereby benefitting customers.2.7.5 YWS has outperformed in t past within the enhancement el ment ofits allowances while achieving all the outputs r quired. Thisou per or ance benefit has been shared with customers either throughoutperformance sharing (as in AMPs 5 and 6) or as captured efficiencybenefits that customers received in the next AMP.2.7.6 If YWS had been und rinvesting ov r prolonged pe od, it wouldinevitably lead to a deterioration in key asset health m trics over time.Table 2 (below) shows YWS’s asset health ratings for over a decade anddemonstrates a predominantly stable position: 
29274 
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Table 2: YWS’s asset health ratings 2005-06 to 2017-18, .2.7.7 YWS refut s the allegation that higher dividends have been awarded toshareholders by div rting funding away from ssets. Whereoutperformance has been achieved, the benefits of this have either beenshared equally with customers (in line with the regulatory mechanisms),or, as is the case in AMP6, the outperformance has been re-invested inimproving ervice for customers and none has been returned toshareholders.2.7.8 As explained in the SoC, the change in regulatory expectations in PR19(that took no account of legitimat regional differences) meant that YWShad a greater step change to deliver than o r wat r compan es, despiteits being on track to meet the majority of the targets set for it by Ofwatat PR14. To improve service for customers ahead of AMP7 YWS investedaround £250m of outperforma ce into improving service in key areas forcustomers. T is meant that none of the outperformance value wasreturned to shareholders.2.7.9 In summary, YWS has not adopted a policy of low activity to createadditional returns for shareholders – as evidenced by its performancelevels, asset health and by the actual returns share olders have received.Moreover, where outperformance has occurred, the benefits of it havebeen shared in line with the regulatory mechanisms or reinvested intoimproved s rvice. Finally, as demonstrated in paragraph 2.5.3 above,there is no evidence of systemic outperformance in the water industryso, on all cou ts, any claim that YWS has underinvested to createincreased returns for shareholders is contrary to the available evidence.2.7.10 When considering Ofwat’s submissions more generally, YWS wouldinvite the CMA to bear in mind that Ofwat has been inconsistent in: (i)claiming that underspend on Totex is a measure of outperformance; and(ii) claiming that it is an in ication of underinvestment (as in theassertions above). While YWS does not agree that (i) is indeed a correct 
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Non-confidentialmeasure of outperformance, the key point is that Ofwat adoptsinconsistent reasoning on this issue.Ofwat’s statutory dutiesThe matters raised by the Disputing Companies amount tosagreements about how Ofwat has exercised its regula orydiscretion and do not imply that it failed to meet its statutory duties.[Reply-005/2.6, 2.15; Reply-001/1.6, 3.4, 3.77]Ofwat’s principal duties have to be balanced ev nly as matter ofregulatory judgment. They are not a checklist of tests that the CMAmust meet. [Reply-001/3.11-3.13]Ofwat’s duties are not mutually exclusive. [Reply-001/3.14-3.15]Challenging companies to demonstrate that thei proposedexpenditure is efficient is intrinsic to Ofwa ’s primary statutoryduties. Ofwat has therefore not promoted its secondary duty topromote efficiency above its primary duties. [Reply-005/2.11; Reply-001/3.36-3.37]YWS agrees that Ofwat is required to exercise its powers “in the mannerwhich he or it considers is best calculated” to balance its various primaryduties under WIA91 s.2(2A) and that these words import a degree ofregulatory discretion. As set out in SoC, paragraph 43, YWS also agreesthat Ofwat’s primary duties should complement rather than conflict witheach other and must be given equal weight.It is also correct that on of the issues in dispute between the parties iswhether Ofw t did indeed balance its duties in reaching the FD. As setout n SoC, paragraph 55, YWS considers that Ofwat failed to do so, byplacing too muc emphasis on its (secondary) duty to promote economyand fficiency (the efficiency duty) and too little on those requiring it toprotect needs of presen and futur customers (the consumer duty),further the resilience objective (the resilience duty), contribute to theachievement of sustainable development (the sustainability duty), andensure hat the notionally efficient firm can finance the proper carrying-out of its functions (the financing duty).Ofwat’s contention that the s bstance of its (secondary) efficiency dutyimplicit within its pr mary duties is irrelevant to this question. If Ofw tis correct on this point, YWS nevertheless considers that Ofwat hasveremphasised this aspect of its primary duties at the expense of theothers. (It should, nevertheless, be mentioned that Ofwat’s contention is 
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Non-confidentialquestionable as a matter of statutory int rpretation, given that this wouldrender the wording in WIA91 s.2(3)(b) redundant.)To the extent that Ofwat is suggesting that the matters raised by theDisputing Companies cannot am unt to its acting outside of tsregul tory powers in principle, its position is hard to unde stand. Whilit is agreed that Ofwat has a degree of regulatory discretion in theexercise of its powers, thi d es not mean that Ofwat is unconstrained indoing so. For example, as noted in SoC, paragraph 53, Ofwat is subjectto the usual public law considerations for decision makers, namely actingin good faith, consistently, proportionately and rationally (i.e. reasonably,based on the available evid nce), exercising its discretionary powers onlyfor their proper purpose, and taking into accou t all relevantconsiderations (and disregarding irrelevant considerations).In the present context, consideration of relevant information iundamental to the question of whether Ofwat has discharged itsfinancing duty, which is addressed further below.Each etermination by Ofwat is highly fact- and context-specific, sothat departing from the approach in evious controls is notnecessarily a breach of regulatory best practice. [Reply-001/3.20-3.21]YWS does not dispute that Ofwat is entitled to (and indeed must) takeaccount of the facts and context relevant during each pr ce review.However, as set out in SoC, paragraph 53, WIA91 s.2(4) requires that inexercising its power Ofwat must have regard to th pri ciples thatregul ory activities should be “proportionate, consistent and targetedonly at cases in which action is needed”. In other words, a y d par urefrom prior regulatory practice must be justified by a pressing need thathas been demonstrated by convincing evidence.One of YWS’s key concerns with the FD is that Ofwat has not producedadequ te evidence of a ne d to justify the following decisions and/or hasdisregarded the available evidence that no change is justified:(a) Othfewlaetvheal sofimstpreletmchencotemdpa npioelsicfyactheaits aresqiguniriefidcawnitthstleitptlechcarnegdeibilneevidence that this is the case. The fact that Ofwat would state thatit gave companies advance notice of this is irrelevant as the scaleof the stretch require was revealed incrementally and beyondwhat compan es could reasonably deliver without significantlyincreasing their risk position. 
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Non-confidential(b) IcnonasucltoantisounltoatniotnhebayppOrofwacaht tforotmhe c2o0s1t6ofednetibtltefdorWPRa1te9r, O2f0w2a0t:set out its vi ws at the time regarding securitis tions anconsidered wheth r a benefits sharing mec anism was requiredto share ny upside from securitisation. On the latter point, Ofwatstated that “W do not propose to introduce a separate approachor specific benefits sharing arrangement for securitised structures.It could conf se the responsibility for bearing the costs associatedwith the securitised arrangements, which we consider are to beborne by the equity holder of these structures. It would alsomean that customer benefits would be dependent on companyspecific financing arrang ments. It w uld also introduceadditional complexity into setting the cost of capital. We considerthat customers are protected from the risks of thesearr gements by our notional financing a proach and oufinancial monitoring framework”.16 Ofwat then published a furtherdocument, Restoring Sector Balanc , in which it prop ses theopposite position and supports a mechanism.17 YWS notes thatthis do ument d es not co tain an impact assessment, as had the2016 consultation. Gearing levels are not something thatompa ies can simply and swiftly alter to keep up with thec anging views of a regulator.(c) Tthheerreunw-uerpetaolsaonda dnurminbgetrhoefPRch1a9ngperoscienssp.oTshiteiosen ifnrcolmudOe:fwat in
(i) The changed approach to measuring asset health, asaddressed further in Annex 18.18(ii) Growth being considered as an enhancement cost(consistent with previous reviews) and then being ‘moved’into base costs.(iii) The cost efficiency benchmark moving between DD and FDfrom upper quartile to the third ranked company in waterand the fourth-ranked company in waste water. As set out 

16 Exhibit 011, Ofwat: ‘Water 2020: consultation on the approach to the cost of debt for PR19’(September 2016), page 20.17 Exh bit 012, Ofwat: ‘Putting the sector back in balance: Consultation on proposals for PR19business plans’ ( pril 2018), section 3.18 Annex 18, YWS: Asset Health Understanding and Knowledge. 
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Non-confidentialin paragraph 3.16.1, Ofwat has now conceded that thismove was (in part) policy based.All of these matters contribute t a material increase to YWS’s risksition as compared with prior pri e reviews and lead to thepotential f r m terial ha m to YW ’s customers, the environmentand the company described in SoC, paragraphs 283-319 andSection 11 below.2.10 Ofwat did not have any overriding aim to reduce customer bills.[Reply-005/2.8; Reply-001/2.17] YWS’s assertions in this regar arunsupported by evidence. [Reply-001/3.25] In any case affordablebills were an outcome of Ofwat’s bottom-up a proach to PR19.e y- 27- 29; Reply-005/2.35] Ofwat’s public stat mentsduring PR19 reflected its balanced approach to its objectives.[Reply-001/3.30-3.31]2.10.1 There is a clear tension in Ofwat’s position on this point. On the one handOfwat is ada ant that it did not set out with an overriding objective toreduce customer bills in PR19 and that the bill reductions arising f om itsFDs re the outcome of objective economic analysis. On the other hand,Ofwat has consistently stated – from the outset of PR19 through to theseredetermination proceedings – that it int ded to challenge watcompanies to make a “step change” in efficiency during AMP7. In otherords, Ofwat’s statements indicate that it had decided what outcome itwanted to achieve before it had conducte its economic analysis.Moreov r, despite Ofwat’s claim that affordable bills were a mereoutcome of its focus on improving efficiency,19 the record c early showthat the required step change was inseparably linked with bill reductionsin Ofwat’s mind.2.10.2 Fwoilrl enxeaemdptloe, dineliitvserPRa19steMpetchhoadnogleoginy, eOfffiwciaetnsctyatteod pthroavt:id“eCommopraenfieosrcuosntsoumltetrisonanddocutmheente,nOvifrwonatmestnatt,edwhthilaet “recodmucpinagniesbilwlsi”l.l20neIend ittosde iver a step change in efficiency to give customers better services andbill reductions”.21 Ofwat’s Chairman, Mr Jonson Cox, clearly signalled his 
19 x t 003, Reply-005, paragraph 3.28.20 Exhibit 017 (SoC), Ofwat: ‘Delivering Water 2020: Our final methodology for the 2019 pricereview’, page 14.21 Exhibit 013, Ofwat: ‘Delivering Water 2020: Consulting on our methodology for the 2019price review’ (July 2017), page 10. 
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Non-confidentialintentions for PR19 in an Ofwat press release: “Ofwat’s chair, Jonson Cox,has signalled that water cu ome s could be at the star of “the decadeof falling bills” as he suggested prices could fall in r al terms unt l 2025at le st. Speaking at the Utility W ek Congress yesterday, Cox said thatmanagements of water companies needed to “step up and improveservice and cut bills.””222.10.3 These statements are imperativ s. From the outs t, Ofwat clearlyrequired water companies to deliver a step change in efficiency wi theclear purpose of reducing bills. In view of this, Ofwat’s contention that itmerely thou23ght there “would be an opportunity to do so” is far fromconvincing.2.10.4 Indeed, Ofwat’s early statements of intent were matche by itsstatements at DD and FD stages indicating that it had achieved wh ithad set out to do. At DD, Ofwat announced a “new era” of waterregulation, which would be marked by “better services for customers…backed by increased investment and with lower bills”.24 Similar rhetoricwastecracroriedpatnhirosutgohdteolivFeDr,maot rwhfoicrhpOeofwplaet2t5sotdaateyd…tahnadt atht ethFeDssam“eentaimbleoperate more efficiently and reduce bills”. Following a period of biincreases post-privatisation, “[a]s a result of PR19, bills are forecast to fallfrom 2020”.262.10.5 In this connec ion it is also relevant to consider how Ofwat’s pos tionchanged over the course of PR19 on the importance of customer viewsas to the level of bills.2.10.6 It is certainly true that Ofwat’s des re to re uce bills was implicit in itsinitial instructions to wat r compan es regarding customer engagementduring PR19, su h as: “We consid r it vital for companies to engage withcustomers effectively about the opportunities for bill reducti ns…Companies should avoid any unwarranted bias in their customer 
22 Exhibit 014, O : PN 17/17: Ofwat boss talks of the ‘decade of falling bills’. Available at:https://www.ofwat.gov.uk/pn-1717-ofwat-boss-talks-decade-falling-bills/.23 x 001, Reply-001, paragraph 3.26.24 Exhibit 015, Ofwat: ‘PR19 draft determinations: Overview of companies’ draftdeterminations’, page 2.25 Exhibit 016, Ofwat: ’PR19 final determinations: Overview of companies’ final determinations’,page 3.26 Exhibit 035 (SoC), Ofwat: ‘PR19 final determinations: Policy summary’, page 4. 
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Non-confidentialen agement [by], for example, the use of curr t bills as27a starting pointor giving the idea that flat real bills are ‘goo enough’.” 2.10.7 However, at the early stag s of PR19 this d sire was balanced by thesupposed role of c stomers’ views in determining their bill levels:“Affordable bills should offer value for money and the scope for pricreductions if his is what customers want”.28 This clearly left open theoption for customers to elect to keep bills as they were, or, as Ofwat itselfenvisaged, eve for bills to rise. For ex mple, where companiesresponded strongly to i reased incentives and significantly improv dtheir customer performanc , it was recognised that “customers might seehigher bills tha otherwise… in r tur for which these customers willboeneenfigt afrgoemccoonnssisidteenratlbylewimithprocuvestmoemnetrssinosnervaicccee”p.2t9aCbolempbailnl iepsrowfielrethrough ut the PR19 process, keeping customer views and prioritiescentral to their considerations.302.10.8 Despite this initial enthusiasm, upon seeing the results of companies’ customer engagement – as reflected in their business plans – Ofwatabandoned its view on the cent ality of customers’ views and insteadstepped in to ‘protect’ customers from themselves through extensiveinterventions at DD and FD. While Ofwat continued to pay lip service tothe importance of customers’ views at FD,31 this was not refle ted in thernetalirteystosf nites mdettohobdeoplorogty.cFteadr ”f,r3o2mOfownalyt sintatetervdetnhinatg“whedreo“ncoutsttohminekrsit’ is reasonable for [the value3s3customers place on the same service] to varyso significantly” by r gion. Ofwat then sought to impose its own views(and target outcomes) over and above customers’ priorities. Similarly,although YWS’s Business Plan was supported by 86% of ts customersSoC, paragraph 109, Ofwat dec ded that there was insufficient evidencethat its customers favoured additional expenditure to provide high levels 
27 Exhibit 013, Delivering Water 2020, page 39.28 x 7 (SoC), PR19 Methodology, page 13.29 x 3, Delivering Water 2020, pages 72 and 80.30 Exhibit 017 (SoC), PR19 Methodology, pages 192, 194-195; Exhibit 013, Delivering Water2020, page 6.31 Exhibit 016, FD Overview, page 8.32 .33 Ibid, page 25. 
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Non-confidentialof service, d spite acknowledging hat this view had been endorsed bythe Yorkshire Forum for Water Customers.342.10.9 In summary, whil Ofwat claims to have presented balanced approachthrough PR19, there is clear evidence: (i) that from an early tage, it waskeen to achieve (and, if necessary) impose lower bills on watercompanies; and (ii) that in the latter stages of PR19, Ofwat ignored YWS’scustomers’ willingness to pay the sam or more for better services, witha view to reducing the bill profile in the Business Plan.2.11 Some aspects of the FD incre sed customer bills, while othersreduced them. [Reply-005/2.36 and Figure 2.3] Contrary to YWS’sargument that Ofwat has focussed on bill reduction at the expenseof investment, the ov rall bill reduction in the FD is driven by a lowercost of capital, increasing number of customers and profile ofspending. Ofwat has increased the allowance for investment atPR19. [Reply-005/2.37-2.39]2.11.1 YWS d es ot agree with Ofwat’s characterisation of the dr vers of itsreduction in ills. Ofwat seeks to position the bill reduction implied bits FD as: (i) being mainly driven by factors not due to Ofwat’s policychoices nd determinations (for example, the WACC); and (ii) that whereOfwat has made hoices, some of these create upward pressure on bills,wh reas others create downward pressure on bills for YWS. Theseassertions are incorrect.2.11.2 To illustrate this further, the following table sets out the breakdown ofYWS’s allowed revenues. For each item, Ofwat’s method choices areidentified. As can be seen, where Ofwat had ‘choices’ to make, itsystemat cally made ones which resulted in ‘lower’ allowed revenues forYWS. This blanket approach can be seen in how Ofwat has m dedecisions on issues such as PAYG and RCV run-off, Grants andContributions and its late intervention o WRFIM,35 as wel as itssuggestion to offset addi ional cost allowance in the household retailprice control agains a vast s ortfall across the four regulatorily-separatewholesale price controls.36 This is either a remarkable coincidence (i.e. inevery cas the objectively ‘cor ect’ method happens o result in lowerallowed revenues relative o prior pri e controls) or it belies decisionstaken to advance Ofwat’s stated ‘step change’ policy. 
34 Exhibit 016, FD overview, page 75.35 xp ne n ur er e in Section 10.36 Explained in further detail at paragraph [2.3 and 3.13]. 
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Allowed revenue Ofwat FD (£m) Relevant Ofwat policy / methodhoicomponentPAYG 2,090.8 c cesPAYG l t ad tifi iall hi h bRCV u -n off 1,335.2 e emen m e ar c y g e yOfwat making heavy use of the PAYG rateto bring money forward, in order to ffsetits policy choices that reduce allowedcosts.In terms of the key policy choices relevantto cost assessment, these are as follows:(i) Ofwat had to decide how to addressvariance outcomes performance whendetermining efficient costs. It took apolicy posi ion of ignoring this issue. (ii)Ofwat had to determine where to set thecost efficiency benchmark (its proxy forthe fr tier). It departed from its previousrd thposi ion and set this at the 3 and 4most efficient firms. (iii) Ofwat had totermine the level of frontier shift. Ideparted from previous methods and seta level higher than pr viously determined.(iv) Ofwat had to determine how to allowfor underlying input cost inflation. Itdeparted from previous methods andonly made a limited allowance for labourcosts. (v) Of at had to determine how tcapture growth expenditure. It chose touse ONS, rather than company, data onproperties / custom rs, the lower of thewo options available to i ; (vi) in relationto enhancement, Ofwat had choicesarou d the modelling of p-removal andthe in lusion of a frontier challenge – inboth cases it again made choices thatgave lower numbers.As to Ofwat’s claim that it has allowedmore investment, this is not due to anydiscret onary policy choice. Rather, t isprimaril driven by WINEP, which is astatutory requirement. Therefore, it isincorrect to see th s as Ofwat being‘gen r us’ where it had discretion.Therefore, Ofwat’s claim that it hasallowed more investment than in the pastis misleading. 
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p e mar a oes r ve amaterial reduction in the WACC.However, where Ofwat hasmethodologic di cretion, it has madechoices that, all else being equal, low rbi ls. Specifically, method changesrelative to prior price controls contributto reductio s in TMR and RFR. Theassumed b chmark or the cost of debtis inconsistent with Ofwat’s financeabilityassumptions.Di all d YWS’ WRFIM lai (evenueadjustments forPR14 reconciliationG t d 128.9 
s owe s c m seeSection 10 below).

NAran s anContributions afteradjustment forincome offset (pricecontrol)Ded t i -18.1 NAuc nonpr cecontrol IncomeR fili 1.3 NAevenue repro ngFi al all d 4,526.3n owerevenuesT bl 3: Of t li / th d h i

Non-confidential
Allowed revenue Ofwat FD (£m) Relevant Ofwat policy / methodhoi 

a e wa po cy me o c o ces.2.12 Ofwat is entitled to take into account a wide range of relevantconsiderations, including ( ) the concerns of independent thirdpa ties about Ofwat’s historical settlements and (ii) companies’ pastperformance. [Reply-001/3.16-3.19]2.12.1 Ofwat’s position that it did not have an overriding aim to reduce bills isfurther undermined by its own submissions in this redetermination.2.12.2 It is clear from these that Ofwat’s intention to impose an efficiency stepchange (and commensurate bill reductions) on the industry wasmotivated by its incorrect perception that historical outperformance of 
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Non-confidentialwater companies had led to outsized r turns: “It is appropriate for us totake this into account in deciding the level of overall stretch for PR19”.372.12.3 It is also clear that Ofwat placed weight on the views of third parties whohad criticised Ofwat for being too generous to water companies in priorprice reviews: “It w uld also be remiss of us not to take into accountreports and views of expert th rd parties that have a bearing on thematters we are required to consider.”382.12.4 Asprinecxipplleainheadt itnhephairsatgorraicpahl p6e.4rf.3ormbealnocwe, oYfWthSedionedsusntroyt iscoantreesletvtahnetconsideration in deciding whether it is appropriate to impose anefficiency step-change at PR19.39 However, the relevant question iswhether that data provides support for such a decision in practice atPR19.2.12.5 The answer is that it does not. As is irrefutably demonstrated in SoC,Section B a d paragraph 2.5.3 above, objective analysis of the historicaldata does not reveal ersist nt nd sys emic outperformance ofwater industry against prior regulatory settlem nts. In other words,key motivating factor for Ofwat’s step-change policy, and all of thedecisions that it took during PR19 to give effect to that policy, is illusory.2.12.6 Moreover, w ile Ofwat is indeed required to look at relevant information,the weight that it puts on that information when ex rcising its powersmust be commensurate with the strength of the evidence supporting it.Since there is no evidence of historical outperformance, third-partycriticism of Ofwat’s prior regulatory settlements should have been givenno weight at all.2.13 Nothing in the resilience objective relieves companies from therequirement to demonstrate efficiency or offers a blank cheque forfuture expenditure. [Reply-005/2.9; Reply-001/3.50, 3.59] Meetingthis objective is not always sim y a matter of spending more moneyon enhancement projects. [Reply-001/3.58]The resilience duty is in practice directed as strongly at watercompanies as it is at Ofwat because Parliament was concerned aboutthe short-term focus of those companies. [Reply-001/3.51-3.53]
37 Exhibit 001, Reply-001, paragraph 3.19.38 Ibid.39 Though YWS categorically refutes that it is appropriate for Ofwat to justify its actio s byreference to outperformance in relation to individual building blocks of prior settlements inisolation, without consideration of the position at package level. 
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Non-confidential2.13.1 The first statement is a hyperb lic mischar cterisation of YWS’s position.YWS is not asking the CMA to write a blank cheque for investment toimprove the r silience of its network and it is fully aware (as outlinedbove) that the resilience objective must be balanced against th otheraspects of the price c ntrol, includ ng affordability of customer bills.W at YWS is asking of CMA is a redetermination that actuallyachiev s this balance and thereby avoids the mat rial harm to the long-term resilience of YWS’s networks that would arise under the FD.2.13.2 As will be explained in Section 12 below, there are a number of measureavailable to he CMA to achieve this outcome. Based on YWS’s analysithe very least customers would receive by implementing these m asu esis a s able bill profile, though there remain opportunities to deliver areducti n. In view of the financial consequences on YWS’s custome stomorrow that would result from failure to make the necessaryinvestment in resilience today, this rebalancing of the FD can hardly becharacterised a unreasonable, as Ofwat strains to do in its submissions.In short, it is a sensible and pragmatic solution to the inherent flaws ofthe FD.2.13.3 Ofwat’s suggestion that YWS considers the resilience duty to relieve it ofthe obligation to evidence its efficient costs is anoth r obfuscation anda failure by Ofwat of engag ment with the evidence. The real disputebetween the parties in this area is: (i) whether the costs that YWS claimein its Business Plan for investment in network resilience are eff cient; andmore broadly (ii) whether the FD would have a materially negative impacton YWS’s resilience at a package level. These matters are addressedfurther in paragraph 11.3 below.2.13.4 As regards Ofwat’s statement that Parliament introduced the resilienceobjective because of concern about water companies’ short-termapproach, YWS would invite the panel to consider t e following extractfrom DEFRA’s 2016 report on enabling resilience in the water sector:40“Historically, companies have argued that Ofwa ’s efficiencychallenge through the price review tends to prioritis concernsabout short-term bill impacts over the case for investment inlong-term resilience. Partly in reflection of this, the Government 
40 See Exhibit 017, Defra: ‘Creating a great place for living: Enabling resi ience in the watersector’ (March 2016). Availab e at:https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/504681/resilience-water-sector.pdf. 
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Non-confidentialplaced a new resilience duty on Ofwat through the Water Act2014.” 2.13.5 Ofwat’s approach during PR19 clearly dem nstrates that it has notaltere its behaviour to move its focus away from short-term bill impactstowards long-term resilience, despite the HMG’s stated intention.2.14 The choice between achieving short-term savings and deliveringlong-t m investment is a false dichotomy. The real question iswhether expendi ure proposed by companies is efficient. Allowedexpenditure built into RCV will potentially be paid for by futurecustomers for decades to come. [Reply-005/2.10; Reply-001/3.32-3.35]Companies hav every reason to want to inflate their Totexallowance, so their claims must be tested. Testing does not equateto unwillingness to fund investment on the basis of a properlyevidenced need. The onus should be on companies to providsufficient evidence to pr ve that their claimed allowances arefficient. Ofwat only disallowed claimed allowances if there was noevidence to support them. [Reply-001/3.38-3.39, 3.44]The Disputing Companies real com aint is that Ofwat has been lessgenerous than they would like. [Reply-001/3.43, 3.62]2.14.1 YcuWstSodmoeerssn“iomtmbeulnieisve[sth] acot mOfpwaanti’essdaugtayintostptrhoetencetetdhetoindtemreo4s1
tnssotrfaftuetuthreefficiency of their proposed expenditure” as Ofwat suggests. This is yetanother unevidenced proposition that fails to engage with YWS’ssubmissions on this matter.2.14.2 YWS categorically rejects both Ofwat’s contention that the proposedcosts YWS submitted in its Business Plan were inefficient and theinsinuation that YWS may have intentionally inflated its laimed Totexallowance. In t is connection YWS would resp ctfully direct the CMA toSoC, paragraph 85 et seq., which describe the r gorous processes thatYWS undertook to ensure that the Totex claimed in its Business Plan wasefficient, including a self-imposed cost efficiency challenge of £800m andan extensive and multi-layered assurance review.2.14.3 As explained in the SoC and Section 3 below, in truth the gap betweent parties’ respective views n efficient costs arises because of both: (i)the numerous technical errors in Ofwat’s cost modelling; and morefundamentally (ii) the overarching errors of principle that Ofwat

41 Exhibit 003, Reply-005, paragraph 3.34. 
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Non-confidentialimplemented to further its objective of mposing an efficiency stepchange on the industry. In short, the gap arises because Ofwat has mademistakes, not because it has been less “generous” than YWS would like.2.15 Asymmetry of information is exacerbated by the lack of a well-resourced consumer advocat to challenge companies’ plans.[Reply-001/3.39] Ofwat is currently considering the future role ofConsumer Challenge Groups (CCGs) (or equivalent) for PR24,including how to better promote the independence of CCGs fromcompanies. [Reply-005/2.17]2.15.1 Ofwat’s contention that YWS’s CCG, the Yorkshire Forum for WaterCustomer (the Forum), did ot provi e sufficient challenge during PR19does not stand up to scrutiny. Indeed, Ofwat’s assertion prompted thechair of YWS’s CCG to write to Ofwat jointly with others in the followingterms:42“The implications re th t each CCG endorses the relevantcompany pl n, and acts as a substitute for the views of customers.Our CCGs have been assiduous in nsuring hat this is not the casethroughout their work a d in their reports. An secondly, thateach CCG has not acted in a way which s fully inde endent, withits independence from compani requiring “better promotion” inthe f ture. We are absolu ely resolute in our indep ndence anddo our utmost to ensure tha is is the ca e. In the absence ofobjective evidence to suggest that our CCGs have not acted in afully independent way, it is difficult to have such an assertionexpressed in this way – among other things, the c mment comesacross as a poor reflection o the thousands of hours which CCGmembers have spent giving independent c allenging scrut nyto th company’s customer engagement, and the degree to whichit is reflected into business plans.” 2.15.2 It is notable that the credentials of the members of the Forum to providechallenge are unimpeachable and do not in any way sugges that theymay be “captives” of YWS.43 YWS would request that Ofwat withdraws itsremarks. 
42 Exhibit 018, letter of [12 May 2020] to Ofwat from Jeff Halliwell (Independent Chair, AnglianWater Customer Engagement Forum), Melanie Laws (Indep ndent Chair, Northumbrian andEssex and S ffolk Water Forum) and And ea Cook OBE (Independent Chair, Yorkshire Forumfor Water Customers) (CCG Chairs Letter).43 The credentials of the members can b found here:https://www.yorkshirewater.com/yorkshire-forum-for-water-customers/. The Chair, Andrea 
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Non-confidential2.16 There is no costs-ou comes disconnect. Ofwat has consider d thPerformance Commitments as a package to ensure that they areachievable. Companies are attempting to unpick selected parts ofthe package without considering it in the round. [Reply-001/3.65-3.66]2.16.1 As explained in SoC, paragrap 152-187 and Section 6 below, Ofwat’sstatement is false. It is Ofwat that has failed to consider the effect of itsint rventions on YWS’s Performance Commitment and ODI packagoverall, leading to disto ted and uneconomic incentives, a d a downsskew carrying a greater risk of ODI penalties. These interventions prov declear examples of how Ofwat implemented its flawed step-change policy,namely through numerous decisions taken in isolation and designedincrementally to “stretch” the industry, w ich together contribute toproduce an overall regulato y challenge that is unachievable fornotionally eff cient firm. Therefore, despite Ofwat’s sugges ion to econtrary, this issue goes directly to the question of whether it found theright balance between its statutory duties.2.17 YWS interpretation of the financing duty is subj ct to two errors: (i)it reads into the statute words that are not there (e.g. references tofinancial metrics); and (ii) it characterises the duty as a sequence ofbinary tests and omits the need for regulatory judgment. [Reply-005/3.82-3.83; Reply-001/3.79-3.83]2.17.1 Ofwat’s financing duty under WIA91 s.2 requires it to exercise andperform its powers in a manner that i co siders is best calculated “tosecure that companies hol ing appointments under Chapter 1 of Part 2of this Act as releva t undertakers are ble (in particular) by securingreasonable returns on their capital) to finance the proper carrying out of[their] functions.” 2.17.2 YWS’s SoC explained that it has hitherto been common ground betweenOfwat and companies that, in practice, this requires that:44(a) aitsncootisotnoafllcyaepfiftiacile; nant dfirm should be able to earn profits in line with 
Cook, was awarde an OBE for services to tackling fuel pove ty, Tom Keatley is NaturalEngland’s Senior Adviser i Water and Land Use for the Yorkshire Area, and Chris Griffen isa former Director at Citizens Advice Rotherham, among others.44 YWS, SoC, paragraph 46. 

44274 

https://005/3.82-3.83;Reply-001/3.79-3.83
https://Reply-001/3.65


   

   

                                                                                                                                                                                                                                                                                                                                                                                               

m

r
a i

s
d n

A t
in ua t t ra e

Non-confidential(b) trheaeseofnfiacbielenttefirrms’s, icnacslhudfliongwsbsyhmoualidnteaninaibnlge aitntoinvraeisstemfeinnatn-gceraodnecredit rating.2.17.3 It was a considerable surprise to see Ofwat take issue with this positionin its Reply. YWS notes that Ofwat has on multiple previous occasionsgiven an interpretation of its duty that is consistent with theinterpretation set out in YWS’s SoC. For example, in a 204511 paper thatOfwat quotes in its responsive submissions, Ofwat states:“Consistent with the app oach of other regulators, we interpretthis duty as having two strands.(i) Anbleeftfoicipernotvlyidfeinraengcueldateadndseorpviecreastepdurcsoumanptatnoy tshheoWuldIAb91eand earn a return at least equal to ts cost of capital.(ii) Prfiniacencleimabitlse,msuucsht stehcaut rae ctohmatpeafnfiyc’isenretvceonmuepsa,npieros fcitasnanbdecash flows are ufficient to allow it to raise finance onreasonable terms.” 2.17.4 Near-i entical wording appears i several of Ofwat’s price reviewmethodology and decision documents.462.17.5 The CM has also taken a similar position in the past:47“hAeredtuutryncboenltoawinethdeincossetcotifonca2p(i2taA)l (wc)ooulfdthneotWbIeA c1o9n9s1isttoenstecwuitrhethat the company can finance the proper carrying out of itsfunctions. […]We considered that ‘finance’ (as referred to section 2(2A)(c)) isto be realistically construed and therefore includes both eq ityanssdumdepbtitoanndabtohuat wtheewbearleanncoet rbeeqtuwiereedn teoqmuiatyke nandydpabrt.icuOluaroverall concern was to ensure that, at the gearing assumed in theWACC, our financial projections were consistent with Bristol Waterretaining an investment grade credit rating.” 
45 Exhibit 019, Ofwat: ‘Financeability and financing the asset base’ (2011). Exhibit 020, Ofwat:‘Setting price limits for 2010-15 – framework and approach’ (2008), paragraph 16.46 See, for example, Exhibit 020, ’ Setting price limits for 2010-15’.47 Exhibit 010 (SoC), Competition Commission: ‘Bristol Water plc redetermination report’(2010), paragraph 9.2. 
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Non-confidential2.17.6 As such, there can be o doubt that analysis of both limbs in Ofwat’sfinancing duty will be an important part of the CMA’s task in the next sixmonths.2.17.7 As regards Ofwat’s claim that interest coverage ratios and other financialmetrics are irrel vant to (the s cond limb of) the financing duty, YWSstrongly disagrees. As is explained in detail in paragraph 9.2.3 below, theopinions of ratings agencies are highly relev nt, and in fact frequentlydeterminative, to whether an efficient firm’s cash flows enable it to raisfinance on reasonable terms, b cause debt investors place considerableweight on the ratings that those agencies assign.2.17.8 Ofwat attempts to dismiss consideration of interest cover and otherfinancial metrics because they are not specifically me tioned in theWIA91 is a weak line of argument. These are the well understood andlong-standing proxy measures against which complianc with thesecond limb of the financeability duty is routinely tested. Ofwat’ argumen is a complet ly untenable construct, designed to support itsposition that it is entitled to ignore the views of the ratings agencies inPR19. It would have been preferable if Ofwat had devoted the sameattention to addressing the real issues to which the rating agencies’ positions give rise for the sector.2.17.9 Moreov r, by irrationally failing to take into consideration informationthat is relevant to the assessment of the financeability of he notionallyfficient firm, Ofwat has transgressed the public law constraints on theex rcis of its statutory powers. In other words, Ofwat has indeedbreached its financi g duty. Reliance upon the words in the rubric ofWIA91 s.2(2A) does not assist Ofwat here. It cannot r asonably consideritself to have acted in a way best calculated to ensure the f nanceabilityof the notionally efficient firm by ignoring information critical to thatassessment.2.17.10 If Ofwat had seriously inten ed to depart from the way in whichfinanceability had been assessed over time, this should have been madeexplicit in the consultati phase of PR19 so that re res ntations couldhave been made in response. That this did not take place reinforcesconclusion tha Ofwat’s position is an ex post facto justification for theoutcome that it wanted to achieve.2.17.11 As regards Ofwat’s a sertion that YWS is tr ating the financing duty asa series of binary tests, this is the precise opposite of i s position.Specificall , in relation to equity returns, YWS’s case is that, given thcomplexity of the price control and the uncertainty of the performanceof an efficient firm, it is essential to undertake risk analysis that calculates
46274 
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Non-confidentialthe spread of possible equity ret rns and key ratios, fr m which‘expected’ equity returns can be calculated. Similarly, in relation to debtfinance metrics, YWS has highlighted particul rly important examples(from the perspective of ratings agencies) but again also highlights theneed for r sk analysis. More broa ly at PR19, YWS’s position is thatfinanceability cannot be considered as a binary ‘ye ’ or ‘no’ question.Rather, given Ofw t’s method, the only sensible perspective is: ‘what isthe probability of an efficient firm being financeable’.482.18 The water companies wrongl connect the financing duty withcompany-specific financeability analysis. [Reply-001/3.78]Ofwat provided adequate funding for an efficient company with anotional capital structure, allowed short-term financeabilitynstraints to be addressed through advancing revenues, andcompanies cannot divest themselves of their own responsibility toensure they are financeable. [Reply-001/3.88-3.90]2.18.1 Ofwat’s first cl im is patently false. As s t out in SoC, paragraphs 277-281, YWS financeabili y nalysis expressly concerns the notionallyefficient firm. It is Ofwat that has conflated the two.2.18.2 Furthermore, YWS refutes Ofwat’s second statement. Ofwat has serio slymischaracterised key eleme ts of YWS’s capital struc ure,notwithstanding that this is of minimal relevance to this redetermination.YWS’s actual capital structure is not relevant to Ofwat’s notional capitalassessment.2.18.3 Ofwat has placed significant emphasis on YWS’s actual gearing in itssubmissions and its presentation to the CMA of 20 May 2020. Inparticular, Ofwat stresses that YWS is a “highly geared company” withgearing “well above h notional level”. However, YWS’s actual capit lstruc ure is plainly not relevant to this redetermination. Ind ed, as Ofwathas itself noted, “our long held view is that companies a responsiblfor their own choices around financing and capital structures”49 a d “weexpect companies to take responsibility for their own financialstructures”.50 
48 Annex 01 (SoC), Economic Insight: ‘Financeability of the notionally efficient firm, a bottom-
49 up analysis.’ x 3, Reply-005, paragraph 6.25.50 Exhibit 006 (SoC), YSP, paragraph 2.74; Exhibit 005, Ofwat presentation to the CMA. 

47274 

https://3,Reply-005,paragraph6.25
https://structures�.50
https://ensuretheyarefinanceable.[Reply-001/3.88-3.90
https://financeabilityanalysis.[Reply-001/3.78
https://theprobabilityofanefficientfirmbeingfinanceable�.48


   

   

                                                                                                                                                                                                                                                                                                                                                                                                                                                          

f t haai ts in
o a

i tn
aid te se e t

n a i
e

ncompan es ha an hiim

Non-confidential2.18.4 Oinfwluaetncsetadtebsy ithsaptas“tTofinathnecinegxtcenotictehsa,tthYisoirsksahmireattWeraftoerr’tsheclcaoimmspaanreyand its investors”.51 YWS grees that it is responsible for its actual capitalstructure and fin ncing arrangements, however, it rejects outright thensinuation this has influenced the poin raised during PR19 and withits SoC. At all times, YWS has raised its concerns on financeability inrelation to a notional capital basis. Therefore, actual gearing above thenoti nal level should have no impact on YWS’s determin tion, althoughcustomers do benefit fully from YWS’s increased gearing levels inassessed tax allowance.2.18.5 YWS believes that the prominence that Ofwat gives this issue s evidenceof the undue importance that Ofwat has assigned to gearing duringPR19, which has influenced Ofwat’s decision-making throughout heprocess and manifests itself again withi the flawed evidence presentedin Ofwat’s submissions and presentations to the CMA.Ofwat has conflated notional and actual data in its notional assessments.2.18.6 Ofwat has conflated notional and ctual data when seeking to provideev ence to suppor its notional assessments. Ofwat presents flawedevidence s eking to ju tify notional assessments based on thep rformance of compani s with gearing close to the notional level, as ifgearing were the sole defining factor of hat company’s performance,and appears to ignore other important factors.2.18.7 Firstly, actual fina cial outperformance of listed companies does notsupport Ofwat’s notion l assessments. Ofwat clearly states that itsnotional assessment is based on the premise that an efficient companyshould be able to earn a return cons stent with the base allowed returnon equity, i.e. not a return that benefits from outperformance.2.18.8 However, Ofwat seeks to justify its notional r turn based on the actualwhich have gearing close to the notional level. As explained in furtherdetail at paragraph 7.6, YWS has identified a number of errors andomissions in Ofwat’s a alysis, which if corrected show that thei have not been trading at a premium to RCV. T ese listedcompanies all have an ctu l cost of debt significantly below the notionallevel, resulting material levels of financial outperformance andtherefore inflat ng their s are price. This level of financialoutperfor ance is limited to the listed companies and cannot be usedas an example for the sector as a whole. 
51 Exhibit 003, Reply-005, paragraph 1.44. 
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Non-confidential2.18.9 As explained in urther d tails in paragraph 7.5, Ofwat’s industry widenotional cost of debt leads to a wide range of over and underperformance across the sector, which is primarily b sed on timing ratherthan efficiency. In considering YWS’s previous financing decisions, theappended Centrus report52 demonstrates that YWS’s historic borrowingchoices have been made efficiently.2.18.10 As noted in the SoC, YWS believes a company-specific cost of debtprovides a greater incentive for companies to efficiently managedebt, in a similar manner to Totex inc ntives, to the benefit of theircustomers. This contrasts clearly with the current pproach that createsa number of “winners and losers” and has little regard as to Ofwat’s dutyto ensure that companies are able to finance their activities.2.18.11 Secondly, Ofwat seeks to vidence financeability on th basis thcompanies with gearing close to the notional level all have a rating atleast two notches above investment level. This overly simpli ticconclusion is also flawed as it fails to address the following key points:(a) Rgeatairninggs aaslsoensesm–enatspaorientbawsehdiconOafwnuambmearkoefsfaocntoars naunmd nboert oonfoccasions in support of its other contentions, but convenientlyignores in this case.(b) Rnoatinognsal apsesrefossrmeantcse. aAsre cbleaasrelyd hoignhliagchttueal ipneMrfooromdayn’scere, cneontsect r announcement, there is a clear differential betweennotional ICR and the actual ICR of companies with gearing ofapproxima ely 60%. This means that listed company ratings reflectthe benefit of actual financial outperformance discussed aboveand are not relevant to a notional assessment.(c) Irtegfauillas etod resceocgunriitsiseedthesbtreuncetufirtesth, atwrhaictihngspraogveidnecisesaadsdsigtinontaolprotections in the long-term interest of customers.532.18.12 Ofwat has made references to YWS’s plans to reduce future gearing andthat these plans have changed throughout the PR19 process, in particul rstating: “the company has def rred proposals to improve financialresilience and reduce gearing levels through the PR19 process”.54 This isincorrect and YWS has clearly stated in its PR19 submissions that its plans
52 Annex 07, Centrus: ‘Yorkshire Water Debt Portfolio Review’ (May 2020).53 See YWS, SoC, paragraph 274.54 Exhibit 051, Reply-008, 2.37. 
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Non-confidentialor any gearing reduction were subject to the FD and conditions in thefinancial markets.2.18.13 Of at’s statement fails to reflect that it has continually reduced theallowed return throughout th PR19 process, made numerousinterventions that have ha a mat ri l financial impact to YWS’s originalBusiness Plan and resulted in a negatively skewed package of risk andreturn. YWS will continue to seek to reduce its gearing, but will need topresent a suit ble investment case for additional funds to be injectedinto the company.2.18.14 YWS provides further detai in Section 6 of the imbalance in Ofwat’s riskand return package and explain why this means tha it is no longer a “fairbet” that YWS will able to earn the base allowed return.2.18.15 YWS’s commitment o reducing gearing and improving resilience isevidenced by the fact that across the last six years it has only paiddividends to shareholders totalling £45m in comparison to potentialnotional dividends for the same period f £612m. In particular, nodividends from YWS have been paid through to hareholders si2017/18 as the decision had been taken to reinvest outperformanceachieved during AMP6 into improvements to best position YWS todeliver UQ performance in AMP7.Ofwat’s has made inaccurate statements in relation to YWS’s swapportfolio.2.18.16 Ofwat has made s veral inaccurate statements in relation to YWS’ swaps por folio. As se out in paragraph 7.5.8, YWS’s swaps portfolio wasimplemented for legitimate fina cing reason and at a efficient rate.This was done before the 2008 financial crisis so ts current cost appearshigh in comparison to current rates; however, this would have been theposition for any “normal” fixed rate debt issued at the same time.2.18.17 YWS does not agree with Ofwat’s decision to exclude swaps from itscost of debt assessment for the following reasons.2.18.18 Firstly, YWS could not have reasonably foreseen the significan changein market conditions when it implemente the wap por folio. Acou terfac ual exercise conducted by YWS’s advisers shows that if it hadbeen able to obtain the desired proport on of index linked debt throughindex linked bonds rather than swaps, its current average cost of debtwould not be materially different.55 
55 Annex 07, Centrus: ‘Yorkshire Water Debt Portfolio Review’ (May 2020). 
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Non-confidential2.18.19 Secondly, Ofwat has also clearly misunder tood YWS’s position inrelation to the notional company assumptions. YWS does not suggestthat index-linked swaps were included within Ofwat’s notion lassumption of 33% of debt being index linked. YWS’s argument was thatthere has been insufficient liquidity of “pure” index linked debt at certainperiods of tim to enable companies to achieve a 33% proportion ofindex-linked debt. The only way, in reality, to be able to achieve thatproportion of index-linked debt has been through the swap market.Further e5v6idence is provided in a report appended to this Response byCentrus.2.18.20 Thirdly, a number of other companies within the s ctor have similarindex linked derivatives within their debt p rtfolio; therefore to p rtrayYWS as particularly ‘risky and complex’ in comparison to the rest of thsector is inaccura e. The issues in relation to YWS’s swap portfolio areprimarily ones of timing, rather than efficiency, over which YWS has nocontrol.2.18.21 Fourthly, Ofwat has noted there are ‘los es’ arising from YWS’sde i tives with references to recent comments made by Moody’s and afair value gearing of 130% which YWS does not recognise. Again, theserelate to matters regarding YWS’s actual capital structure and should nohave a bearing on a notional firm assessment. However, it is imp rtanto correct some of Ofwat’s comments regarding the amount of ‘losses’ that it has noted.2.18.22 The amount quoted by Ofwat is th mark-to-mark t valuation of thederivatives portfolio, which is calculated from estimates of future m rketrates for derivatives going out five ecades. Consequently, this valuationmay be positive or negative depending on long-term views o rates andinflation that are used to estim te potential futu cashflows. Thevaluation moves d ily a d the y r-end position is reported in YWS’ssta utory accounts as a snapsh t each year at 31 M rch. It is ot correcto think that negative valuation will crystallise as a loss at any point intim nor that the fair value should be included in any gearingassessment.2.18.23 On the basis of the above comments, YWS does not believe that Ofwats presenti g YWS’s past financing decisions and actual capital structurein a fair and balanced manner, notwithstanding that there is minimalrelevance to the redetermination to be undertaken by the CMA. YWS 
56 Annex 07, Centrus: ‘Yorkshire Water Debt Portfolio Review’ (May 2020). 
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Non-confidentialrefutes he claims that it has sought to divest itself of responsibility toensure it is financeable.2.19 Ofwat fulfilled its financing duty because it carried out a highvolume of economic and financial analysis during PR19. [Reply-001/3.7]2.19.1 This argument is plainly fallacious – nothing can be inferred about thedecisions that Ofwat took solely from the amount of analysis it carriedout. In any case, Ofwat did not undertake any risk analysis at all and thefinancial analysis it undertook was fundamentally flawed. These pointsare addressed in Sections 6 and 9 below.2.20 Ofwat fulfill d its financing duty because it ensured that companies’allowed revenues would be sufficient fo an efficient company tofinance its investment on reasonable terms and therefore securethat it could properly carry out its functions. [Reply-001/3.77]2.20.1 This sta ement is tautological and therefore provides no basis for theproposition it seeks to prove.Further statements of Ofwat on PR192.21 Ofwat must perform checks to ensure that the level of regulatorychallenge is achievable. [CCIP/2.7]2.21.1 YWS agrees with this statement. However, one of Ofwat’s failings in PR19is that it did not effectively carry out such checks.2.21.2 Robust risk nalysis fundamental to determining whether the PR19settlem nts are consistent with Ofwat’s financing duty. This is becausethe expected profits and cash flows of an efficient firm are dependent onits performance relative to regulator-set targets (e.g. ODIs and Totex).2.21.3 As explained in SoC, paragraph 135 et seq., Ofwat has created asignificant step chang in performance in a number of key areas (such asthe UQ performance required in relation to the comparabl PerformancCommitments) with no additional funding. Th se aggress veperformance improv ments are enforced through aterial penalty ri kin the event of fa lure to meet the Performance Commitments. Becausesignificant value is at risk, Ofwat should have made careful chec57ks toensure that the required level of challenge was indeed achievable. 
57 Specifically, that it reflects the expected performance of an efficient firm. 

52274 

https://functions.[Reply-001/3.77


   

   

                                                                                                                                                                                                                                                                                                                                                                                                                   

tea s
he

aw n im
d

e
te

e t
c

Non-confidential2.21.4 Ofwat suggests that its FD is consistent with a symmetrical balance ofrisk for an efficient firm, whereas YWS believes risk is heavily skewed othe downside. In Annex 2 (SoC),58 Economic Insight xamined Ofwat’spproach to risk analy is, concluding that Ofwat undertook insufficientanalysis in setting its risk ranges:(a) As regards ODI’s, Ofwat merely set the P50 (most likelyperformance level) equal to its proposed PerformanceCommitment level. It made no attempt to evaluate w re P50 waslikely to sit in practice. This is akin to saying ‘the expectedperformance level is whatever the target is’. Ofwat’s approach isfurther flawed because it transposed company proposed riskranges around its Performance Commitment levels, therebyunder-st ting downside risk and over-stating upside potential.Of at’s approach to i ferring ‘overall’ ODI package risk s alsoflawed, as it is based on ‘adding up’ risk ranges for the individualODIs, and then aking arbitrary and illogical adjustments(including an asymmetric adjustment for ‘pessimism bias’).(b) AsbasreedgaerndtsirTeolyteox,nOinfwdauts’straypapvreoraacghetooudtet/erumndineinr gspriesnkdraanggaeisnsistPR14 Totex allowances. Whilst this is a relevant source ofinformation, it is insufficient in an of itself for robustlydetermining Totex risk at PR19 at an individual company level.2.22 The water sector faces challenges from climate change, a growingpopulation and increasing customer expectations. At the sam timethe sector needs to improve the affordability of an essential service.[YSP/2.1]2.22.1 YWS agrees that with the first statement. While YWS also considers thatit is essential to keep bills as affordable as possible, he necessity ofm eting the challenges posed by the listed factors puts upwards costpressure on all water companies – thus there is an inherent tensionbetween the two objectives.2.22.2 Ofwat’s contention – that servic and resilience can increase whils billsreduce in the face of climate emergency is at odds with the stance takenby the other UK economic water regulator; the Water IndustryCommission for Scotland (WICS). In its recent publication; Strategic 
58 Annex 02 (SoC), E onomic Insight: ‘Ofwat’s approach to risk analysis in the finaldeterminations (March 2020). 
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Non-confidentialReview of Char es 2021–27 Final Decision Paper59 WICS considered thepressures facing Scottish Water and stated that:“Th Commission h s concluded that aver ge annual chargeshave to increase by at least 1% and, potentially, up to 2% abovethe rate of Consumer Price Inflation (CPI). The Commissioncons ders that increases in the top half of that range are mostc nsisten6t0with the long-term challenges that Scottish Water hasto meet”.“Given the extent of the chall nges in addressing the climateemergency, highlighted by the Scottish Government, cot shWater shoul have the right to expect customers, communitiesand stakeholders to support i – provided, of cours , that ScottishWater provides the evidence that it is worthy of their support”.61“This Decision Paper takes account of the emerging evidence onthe challenges that Sc ttish Water faces and the ScottishMinister ’ expectati s for the water industry in Scotland. TheCommission’s view on the ppropriate range for charges r flectsthese challenges. It is not bout mi imising charges in the nextre ulatory control period and leav ng future customers to payhigher prices. This would be inconsistent with th Commission’sduty to futur customers. To meet these challenges, ScottishWater will have to transform how it operate and how it managesits assets, how it invests and how it plans for the future. Thetransformation is m ch greater than that required by the mergerof the three water authorities in 2002”.622.22.3 The findings of WICS are in st rk contrast to Ofwat’s assertion thatcompanies can improve service and take the necessary steps to ensurfutur resilience purely through technological advan es that increaseefficiency. This position is further weakened by the fact that Ofwat haalready accounted for efficiency delivered via technological advancesthrough the 1.1% frontier challenge that returns this efficiency tocustomers in the form of a lower bill in advance. 
59 Exhibit 021, WICS : ‘Strategic Review of Prices 2021-27 : Final Decision Paper’ (2020).https://www.watercommission.co.uk/UserFiles/Documents/20217%20FDP%20Prospects%20for%20Prices.pdf, page 2.60 , page 2.61 , page 4.62 Ibid, pages 4-5. 
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Non-confidential2.22.4 Ofwat has maintained this approach in these redeterminationproceedings, where it now unjustifiably seeks to portray any costincreases as examples of companies seeking to exploit their customersto earn excessive returns. This is an allegation that YWS categorically andunconditionally refutes.2.22.5 Moreover, it is socially and environmentally responsible to ensure theprice path properly reflects water being an i creasingly scarce resource.To not do so harms both the nvironment and future custom rs. Ofwathas not provided any evidence that this absolutely critical issue has beenconsidered at all.2.22.6 The process Ofwat has employed to each its FD has l d to significantshortfalls in allowed costs to deliver essential services and improveresilience and a downside skew in risk that leaves YWS in a forecastpenalty position (ahead of management mitigation) in excess of £150m– see SoC, paragraph 283. As discussed in SoC, paragraph 284, theunavoidable con equence of this shortfall is that YWS has to s p awayfrom its Bu ness Plan and adopt short term measures to attempt toavoid excessive penalties.2.22.7 In SoC, paragraph 295, YWS presents some of the step it is forced totak hould the FD stand. These include not replacing asset life expiredassets – pushing that cost into future AMPs. The shift aw y from a well-balanced plan is demonstr ted in th shift between “fas ” (operatingexpe diture) and “slow” (capital expenditure) mo ey between YWS’soriginal Business Plan and the FD. In Ofwat’s ‘R ference of the PR19 finaldeterminations: Explan ion of our final d termination for YorkshireWater’ thi is demonstrated in the shift between fast and slow money inthe ‘pay as you go’ PAYG rate63: 

63 YSP, page 13. 
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2.22 8 Th t b h th t th i t ti d b Of t b t IAP dfiii%69filDF naneeweawyeamsnonev. e a e s ows a e n erresu t n a ovement o . – creat ng an ncrease n ast money,reducing the amount of money to be used longer term investments suchs asset replacements. This shift also includes Ofwat’s decisionacce erate approxima ely £100m of revenue from future periods tresolve a financeability issue it has itself created – YWS can see norationale for thi as it effectively replaces revenues th t should beallowed in the first place and creates intergenerational unfairness.2.23 Omfawkaetamstaedpechcleaangr ethirnoeugffhicioeutncyPR. [19YStPh/a2.t9]it expected companies to2.23.1 This is a constant refrain from Ofwat but i does not in and of itselfsupport its view that the FD is justified or justifiable.2.23.2 As set out in detail a paragraph 2.10.3 above, is agreed that Ofwat d dindeed explain that it expected companies to achieve a step change inefficiency (and a commensurate reduction in bills) in PR19, even beforeit had fi alised its methodology and carri d out its economic an lysis.YWS conscientiously addressed this expectation and put forward aBusiness Plan that contained a significant challenge on costs andoutcomes in response, as explained in SoC, paragraph 89 et seq.2.23.3 However, the relevan question is whether Ofwat’s int rventions in YWS’sBusiness Plan has set the relev nt regulatory challenge at the appropriatelevel. As explained in SoC, paragrap 72, YWS was entitled to expect thatany efficiency and performance challenges imposed by Ofwa wouldrecognise YWS’s starting point on efficiency, would be the result of wellevidenced an lysis, would be realistic and achievabl within AMP7, andwould be balanced against Ofwat’s other key themes for PR19 and itsother statutory duties such as resilience and sustainability. As is
56274 



   

   

                                            
a d

Non-confidentialexpl ined throughout the SoC (and again in this Response) Ofwat didnot achieve the required balance and set an FD that pose a regulatorychallenge beyond what the notionally efficient firm could achieve – afundamental flaw in Ofwat’s architecture of PR19. 
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Non-confidential3. Regulatory challenge on costs
OverviewThis Section rebuts assertions that Ofwat has made to justify itsapproach to establishing efficient costs.Ofwat argues that it has allowed costs for all but two very small itemsand that its approach to modelling base and enhancement costs wasappropriate. Ofwat also suggests that YWS has made use of anyinformational asymmetry for its own ends and that it considers itscustomers should pay for inefficiency and for poor performance.Ofwat’s suggestions are incorrect. In fact, the evidence shows that: 

 Ofwat’s models do not distinguish between cost differences dueto inefficiency and those due to other factors such as model error. 
 Ofwat has applied arbitrary and unevidenced catch-up efficiencybenchmarks creating an extreme and undeliverable stretchoverall when combined with all the other challenges. 
 Ofwat has not appropriately accounted for changes in future costdrivers leaving YWS underfunded to address these. 
 Ofwat’s assumptions as to the achievable frontier shift are flawedand its application of this result in a “double counting” ofefficiency benefits. 
 Ofwat has failed to take account of all relevant real price effects(pressures) that YWS faces.Moreover, it is shown that: 
 Ofwat has now conceded that its decision to increase thestringency of the benchmark was (in part) results driven. 
 Ofwat’s approach cannot predict YWS’s efficient cost level inAMP7 robustly. 
 Inclusion of service quality cost drivers in Ofwat’s models showsthat YWS is cost efficient on wastewater. 
 Ofwat has failed to show that its models adequately control forlegislative cost drivers for phosphorous removal. 
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3.1.2 

3.1.3 

3.1.4 

Non-confidential
IntroductionAs explained in SoC, paragraph 188 e seq., the way in which Ofwat hasgone about setting YWS’ efficient cost allowa ce for base andenhancement expenditure is seriously flawed in a number of materialrespects. In particular:(a) Oimfwpraotv’semoednetslsadnodnothtetarekfeoarecccounntoof tdhiesteinxgpueicsthedbpeetwrfeoermn acnocsetdifferences due to inefficiency and thos due to other factors,leading Ofwat to set inappropriately modelled costs;(b) Oapfwplaytinhgas asrobuitgrhatryto aincdreausenetvhiedecnocsetd-efficcaietcnhc-uy pchaleleffnicgienbcybenchmarks;(c) Odrfiwveartsh(ainscnluodtianpgpcrhoapnrigaetesliynascecrovuicnetepderffoorrmchaanncgeems ienafsuutruerse);cost(d) Oanfwdaits’searsrsounmeoputisoanpspalsictaotiothneoafcthhieisvatoblceefrrtoanintiecor sthsifrteasrueltfslainweitdsdouble counting such challenge; and(e) Ofwat has failed to allow all efficient enhancement costs.The overall effect f these errors is that Ofwat as allowed insufficientunding for YWS to deliver its Business Plan. When combined with theflaws in the FD relating to Ofwat’s other two building blocks for PR19 (i.e.outcomes and WACC/finan ing), this underfunding will cause significantlong-term harm to YW , its customers and the environment, as describedin SoC, Section H and Section 11 of this Response.As also noted at SoC, paragraph 203, YWS (and other water companie )a a number of representations to Ofwa on the flaws in its costmodelling throughout the PR19 process, yet Ofwat failed to remedythem a equately. In particular, the various ‘solutions’ that Ofwatproposed in the FD were insufficient to address the scope of theunderlying problem. In other cases, Ofwat chose t defer the p oblem,by proposing that the acknowledged flaws in i s models (e.g. in relto growth costs) could be adequately dealt with via reconciliationmechanisms in PR24 (a proposition with which YWS does not agree).This section considers Ofwat’s various subm ssions in theseredetermination proceedings in relation to costs. As will become evident, 
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Non-confidentialOfwat’s submissions provide no further justification for its position. Insummary, the key points are as follows:(a) Ascboenrceehgdmaeraddrsktthwhaeatsfliatnswpedaderctciasrtieocshnu-ulttsop-deirnfifvciecreinea,nsacenydtbhetehnecshtermviniadgreken,ncOceyfwitoafrtehtliheaesson o support this is highly selective. It is particularly noteworthythat non of Ofwat’s responses negate the concerns YWS raisedabout the uncertainty inhe ent in Ofwat’s econometric modelling.Moreover, it is now clear that uncertainty in Ofwat’s modelsgenerally increases when the models are estimat d usingforward-looking data. Importantly, the quality of the modelsthemselves tends to deteriorate, sugg sting that the models arenot reliable predictors of AMP7 expenditure. This means thatOfwat’s approach of extrapolating the results of its models wherun with historical data cannot predict YWS’s efficient cost level inAMP7 robustly. Despite this Ofwat continues to place completereliance on the model results.(b) Oaalnlneagltyhesedis.mreTisbhsuiinttgaislsseuarevrieciesfoqouufnadlsieitgydnciofoincsatandtrmivimiesripnsotienrrtpaitnrsecmtea,otibodneeclsao,ufOsYefwWatSht’’esinclusion of such cost dr vers in wastewater mo ls shows thatYWS is broadly cost ef icient on wastewater, despite Ofwat’scla ms to the contrary. Ofwat’s claim at YWS is one of the leastefficient companies in the industry is therefore highly misleading.(c) Ipnrereselanttioedn tboytOhefwoavtedrsoteastendoftraodndtireerssshtihftetfaurngdeta,mtheenntaelwlimevitidateioncnesof its approach and Ofwat continues to apply this in areas thatresult in double counting.(d) Odofwantohtasadalesqoufaatielelyd tcoornetfruotle fYWr S’lsegcioslnateivnetiocnotshtatdirtisvemrsodfeolsrphosphorous removal. T is accounts for the majority of YWS’salleged “inefficiency” in this area.Ofwat’s general remarksCustomers should not pay for inefficiency where their companyneeds to catch-up to an efficient level of performance. [CCIP/3.3;Reply-005/3.8]YWS grees with this statement. However, in giving effect to thiapproach it is essential that Ofwat has proper regard to which companiesare efficient and which are not. As explained in SoC, paragraph 190-197,
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Non-confidentialand further below, Ofwat’s cost models do not allow t to distingui hbetween cost differences caused by managerial inefficiency and hosecaused by other factors. Ofw t has failed to include all the relevant costdrivers and made arbitrary and flawed choices of catch-up efficiencybenchmarks. This key fact is important to keep in mind when assessingthe validity of Ofwat’s various assertions about the relative efficiency ofwater companies in its submissions.As is demonstrate in Annex 11, when Ofwat’s econometric models arecorrected to include th overlooked service variables, Ofwat’s claims asto YWS’s efficiency are not valid. Thi analysis does not take account ofOfwat’s inadequate approach to setting the benchmark and tunrealistic assu ptions about fronti r shift. Ofwat should now retract itsmisleading claim that YWS is ineffici nt in wastewater and acknowledgethat this error was a result of mis-specifie models.Poorer performing companies should face both catch-up andfrontier shift efficiency challenges. [CCIP/3.4; Reply-006/2.2]YWS agrees that firms behind the efficiency frontier should face bothypes of ef iciency cha lenge. Howev r, the real questions are whet erthe lev l of those challenges has be n correctly set and whether theyhave been applied appropri ely. As explained in SoC, paragraphs 190-201, and further below, Ofwat has failed to do so in the FD.Table 2.3 of Of at’s YWS-specific paper accurately sets out thedi ferences between Ofwat’s and YWS’s respective views onefficient costs. [YSP/2.14]Thi table sets out the diffe nce between Ofwat’s FD and YWS’s positionas shown in YWS’s DD representations. As explained at SoC, paragraph122, YWS offered to tolerate Ofwat’s dis llowing £300.5m inenhancement expenditure in th DD represe tations, in an effort toreach a compromise and av id redetermination proceedings. However,thi offer was conditional on Ofwa ac epting the totality of YWS’sposition in the DD repr sentations. It is categorically not the cas thatYSP/Table 2.3 reflects the true difference between the parties’ r spectiveviews on the level of effi ient costs, as Ofwat is very well aware. This is,rather, set out in SoC, Section F.Company business plans are not a good guide to outturnexpenditure: save for YWS in PR14 each of the four DisputingCompanies has consistently overestimated expenditure in the four 
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Non-confidentialprevious AMPs. Ofwat’s expenditure allowances tend to be a betterguide to outturn expenditure. [Reply-006/2.8]3.5.1 As explained by Ofwat, YWS outturn expenditure for PR14 is in line withthe its Business Plan, so the general statement is untrue for YWS.3.5.2 It is ot clear what point Ofwat is attempting to make here. Once thexp nditure allowance has been set for companies through the pricereview process, there re strong incentives for companies to stay withinit, even if it is lower than that proposed by companies in thei respecbusiness plans. This is a fundamental feature of the regulatory incentiveframework, and so it is not surprising that companies’ outturn matchesthe cost allowances. However, it cannot be inferred from this that theexpenditure allowa ce was set at the ‘right’ level for the company, northat company business plans were corr ct at PR14. Similarly, it has nobearing on whether cost allowances have been set correctly for PR19.Why Ofwat c nsiders the overall level of regulatory challenge on baseexpenditure to be reasonable3.6 Northumbrian Water is supportive of Ofwat’s base cost econometricmodels. [Reply-006/3.8]3.6.1 The view of a single Disputing Company is obviously not determinative.3.7 Six water and wastewater companies have business plan base costbelow Ofwat’s efficient level of base costs. None of these companieshas asked for a redetermination. [CCIP/3.7; Reply-006/2.10]3.7.1 There is no l gic to this argument. If Ofwat has allowed some companieto recover costs great r than those allowed in their respective businessplans, then (all else being equal) suc companies would not have anyreason to seek a redetermination by the CMA.3.7.2 If Ofwat’s con ention here is to sugge that some companies continueo perform be ter than Ofwat’s base cost models, then it should be notedthat this is not a true representation of the overall regulatory challengeon osts. Other than Hafren Dyfrdwy and Portsmouth Water, both ofwhic are outliers in th sample, all compa ies have an overall Totex gap(i.e. their own assessment of overall efficient cost exceeds Ofwat’s).3.7.3 More generally, the CMA should bear in mind that this type of argument– which runs throughout Ofw t’s submissions – is ot supported by anumber of companies which accepted their FDs. Indeed, as SouthernWater succinctly put in its third-party submission: 
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Non-confidential“As I believe i will have been for many companies, accepting Ofwat’sPR19 Final Determination was a finely b lanced decision for SouthernWater… Our ac eptance of the determination hould not ther fore beinterpr ted as accepting that Ofwat had, in all cases, arrived at the correctbalance of costs, outcomes, and financeability.”643.8 In comparison to historical base costs, Ofwat’s final de erminat onreflected a 3.0% efficiency challenge over five years (after allowingfor inflation) compared to historical expenditure. [CCIP/3.7; Reply-006/2.10] The challenge for three of the four Disputing Companies(including YWS) is less than 3%. [Reply-006/2.11] Overall Ofwat’sbase cost allowances were only 0.4% below company business plans.[CCIP/3.8; Reply-006/2.10]3.8.1 These are examples of another common and specious ype of argumentby Ofwat, namely to assert th i s ac ions in relation to ach companyindividu lly is justified by statistics that reflect the average of suchactions across the entire industry. Very little about the former can beinferred from the latter.3.8.2 Ofwa ’s comparisons on base costs between companies’ business plansa d th FD do not account for the allocation of costs betweenenhancement and base which have occurred throughout the price reviewprocess, nor does it include the additiona costs required for deliveringservice improvements. In fact, Ofwat’s allowance for YWS was 15.6%lower than the amount requested in its Business Plan,65 a significantlygreater efficiency challenge than the i dustry average. YWS also notestha Ofwat has advanced no evidence in this redetermination in supportof its decision in this regard.3.8.3 Given the significant flaws in Ofwat’s cost modelling, ot least tharbitrary choice of benchmark and the failure to account for serviceperformance, YWS has litt e confidence that Ofwat as ac uratelyidentified t e efficient level of costs. It follows that the percentageefficiency challenge cannot be accurately identified either.3.9 Some companies proposed a base expenditure that was lower thantheir own historical spend by as much as 15%. [Reply-006/2.10] Yet 
64 See Southern Water: Representation to the CMA (May 2020). Available :https://assets.publishing.service.gov.uk/media/5ec502e886650c2794d750c7/Southern_Water_submission_.pdf.65 This figure is calculated by comparing the £5152.5 in the Business Plan to the £4,346.2allowed by Ofwat in the FD. This is the overall plan level (gross and including retail, using2017/18 prices). 
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Non-confidentialAnglian Water proposed a 15.7% increase over its historicalexpenditure. [CCIP/3.8] YWS’s Business Plan included higher basecosts than its historical spend. [YSP/1.7] Overall, YWS’s BusinessPlan represented a 29.5% increase on historical spend during AMP6.[YSP/2.10]3.9.1 In comparing the PR19 base costs to the period between 2014-15 and2018-19, Ofwat characterises YWS as r questing an increase of 2.2%compared to the pr vious price review period. However, this onl servesto illustrate a problem wi h using selective data sets. If th five y ars ofhistorical data is updated to includ the latest 2019-20 expenditure, thenit actually shows that YWS’s requested base costs for AMP7 are lowerthan those for AMP6.663.9.2 Indeed, there are legitimate reasons why an individual company’s basemaintenance requirements may vary between five-year investmeycles, particularly in relation to capital aintenance. This bluntcomparison not only exposes Ofwat’s fundamental misunderstandingabout how asset inves ment occur ver time across the industry, it alsoshows how divorced the concepts of costs and levels of activity havebecome for Ofwat.3.9.3 Ofwat’ comparison of the overall plan of costs between price reviewperiods clearly fails to take account of the level of activity being deliveredtho periods. As Ofwat is aware, YWS’s Business Plan included anincrease in total costs compared to the previous period due to:(a) satnatinuctoreryaseenohfa£n8c0em0menctormeqpuarireedmteontthserepsruelvtiionugsfproemriotdh;e WINEP,b) significant increases in performance levels;(c) ianscsreetass; eadndactivity across the wholesale asset base to maintain(d) aTdradfifticionMaal npargeessmuerenst oCnosotps,erBautsiningesesxpReantdesituarnedreITquSireecmureitnytsafnodrSoftware licencing, which have to be absorbed into a lower Opexbudget overall.3.9.4 The graph below illustrates the key components of additional totalexpenditure (excluding retail) compared to the previous investmentperiod: 
66 The 2019-20 cost data is currently being audited and will be available in July 2020 whenpublished as part of YWS’s Annual Performance Report. 
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T bl 4: T t diff b t AMP6 d YWS B i Pla o ex erence e ween an s us ness anwholesale only.3.10 YWS’s base wholesale wastewater costs were the lea efficient inthe industry. [YSP/2.10] YWS’s low ranking in wastewater costefficiency resulted from 2019 data reflecting the investm nt it madein preparation for the anticipated performance challenges in PR19.[Reply-005/3.11-3.13]3.10.1 T is first statemen is false an inconsistent with Ofwat’s submissions inthese redetermination proceedings (see CCIP/Table A1.3). As explainedin SoC, paragraph 190-197 and Annex 11 of this Response, Ofwat’sassessment that YWS’s wastewater cost are inefficient is a manifesta ionof Ofwat’s flawed cost models and assessment frame ork. As part ofYWS’s Business Plan submission in 2018, Oxera showed that on anoutturn basis YWS’s wastewater cost was very close o the efficientbenchmark. When the analysis is updated to accommodate the latest twoyears of data, this outturn position is largely unchanged. Moreimportantly, Oxera show that when the cost models (est mated onoutturn data) are modified to control for p-removal and service quality,the gap between YWS’s proposed expenditure and Ofwat’s view of itefficient level of expenditure can be fully xplained even under Ofwat’sinappropria e assumptions regarding the choice of benchmark andfrontier shift.3.10.2 The second statement seeks to incorrectly characterise YWS as inefficientin wastewater due to higher costs in 2019. Not only were these costs inline with the PR14 cost allowances, it is part of the normal expenditure 
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Non-confidentialcycle for the industry to have higher cost in the later years of the AMP,as Ofwat is well aware. It is also difficult to reconcile the generalisedccusations Ofwat mak s about the industry underspending costallowances with the subsequent regulatory action to increase efficiencychallenges when companies spend those allowances.673.10.3 Ofwat’s characterisa ion also fails to recognise that the FD efficiencyposition was partly the result f an increase in the stringency of tapplied benchmark. By its own admission, Ofwat ch nged thebenchmark because it c sidered too many companies were assessed asefficient after the addition of the 2018-19 data.3.10.4 Putting aside the wider questions of whether the models are accuratand the choice of benchmark justified, Ofwat also made rrors in thmodel data inputs which result in YWS incorrectly appearing morinefficient. For example, at the DD stage, YWS id ntifi d that thep pulation equivalent (p.e.) and load values in the wastewater model didn t include ‘communal populations’ (i.e. hospitals, prisons, nursinghomes et ., wher there is multipl occupancy but are only registered asa single customer). YWS provided the updated data as part ofrepresentation to correct the error. For the FD, Ofwat acknowledged theupdate in relation to the WINEP enhancement model but inexplicablyfailed to als update the base expe diture m dels. It is unclear whetherthis was an oversight or an intentional omission.Why Ofwat considers that its overall cost allowance for YWS is sufficient3.11 The FD allowance covered almost the full scope of work YWSproposed in its Business Plan, the only missions being (i) £1.5m forcosts that will not be required owing to Defra’s plannedmetaldehyde ban and (ii) £0.3m for short-t rm supply-demandbalance enhancements. [YSP/1.15] Ofwat allowed all costs proposedby YWS that were well-evidenced and efficient. [YSP/2.4]3.11.1 YWS does no agree with thi statement, which is, in essence, anotherway of Ofwat saying that its cost modelling correctly identified theefficient costs necessary to deliver YWS’s Business Plan. As Ofwat hafailed to appropriately consider the link between allowed efficient costsand the expected service delivery levels and made numerous modellingerrors in the assessment of efficient costs, it follows that the full scope ofwork is not covered by YWS’s Totex allowance. 
67 Exhibit 004, Reply-006, paragraph 2.8. 
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3.12.1 

3.13
3.13.1 

3.14 

Non-confidentialThe FD included a wholesale Totex allowance that was £122m higherthan the DD. [YSP/1.17] The FD provides 3.1% more wholesaleexpenditure and 6.5% more wholesale allowed revenue than the DD.[YSP/2.8]YWS agrees that Ofwat incre sed its cost allowance in the FD. However,it remains the case that Ofwat has materially underfunded YWS. As setout in table 8 of the SoC, there is still a gap of £366m between Ofwat’sall ance for items such as Traffic Manag ment Costs, Business Rates,growth, resilience and other enhancem nt expenditure on the one handand that required by YWS on the other. Similarly, as demonstrated inAnnex 11, Ofwat’s failure to account for service expectatio s the basecost allowance approach results in significantly lower funding than isrequired to deliver perform . Section 12 details the potentialmagnitude of the under-allowance.YWS was allowed £49m more than it requested for residential retailcosts. [CCIP/1.18]The po ition of a company’s efficien y assessment on the different pricecontrols is irrelevant, they are each discrete and binding areas ofexpenditure, particularly in th case of r tail and wholesale costs.Although bot of these are assesse using econometric approaches inbroad terms, they are fundamentally different activities to which differenmethods are applicable. As the other Disputing Companies have notraised retail costs as a substantial issue, this would suggest hat Ofwat’sretail costs assessment does not suffer from the same limitations as thatfor wholesale costs. Relatedly:(a) ci£no4m9omnpea“nepixeritscreac”acnionnnortertotdaliirlwedictothleyasonnfofosttehtecoro.muEtpv/uendsiafetrtepheafortfrowtrahmseap£no7ces2s4oibnulenc,doteshtres-allowance in wholesale;(b) tohfetehxeisftuendceamofetnhtealemxtreathaolldoowlaongciceailnfrlaewtasil idnoeOsfwnoat’asdwdhreoslsesaanleyapproach; and(c) tchoempadandietisopnarol pfousneddinlgowiserncootstusnthiqauneOtfowaYtW’s Sa,lloawsasnecvee.n otherWhy Ofwat thinks the productivity of the water sector should improveWate sector productivity has stagnated. B sed on evidence that thesector responds to challenges set by Ofwat and the availability of 
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Non-confidentialthe new innovation fund, companies can and should improveproductivity in 2020-25. [CCIP/3.11, 3.46; Reply-006/2.3-2.4]3.14.1 Ofwat’s representation of productivity misrepresents the analysis byFr ntier Economics for Water UK. That study at empted to es imatproductivity in the water sec or c ntrolling for quality improvements. Theobservation by Ofwat that produc ivity in the sector has fallen isprimarily, but not solely, due to the tudy’s ability to account for litimprovements auftper t2o01210. 1As1 sbtautteditbsyiFnraobniltiiteyr Etcoonaocmcoiucsn,t“Asforcuqrrueanlittlyestimated and ill strated in Figur 1 [of estimated annual productivity],the impact of quality improvements appears to diminish since 2005.However, this partly reflects the conservative measures of quality thatwere used for the analysis given data avai ability. The measures we haveused to captur quality improvements reflected the focus of investmentin the earlier period under review. The emphasis of quality investment inlater y ars h focussed on other dimensions which are not well capturedby the m asures included in this study, due o the shortage ofcomparable ata on these dimensions covering the whole period.”68[emphasis added]3.14.2 Mdimorienoisvheerd, t.hFeropnrtoiedruEcctoivnitoympiecrsf,oinrmthaencseamofecsotmudpya,rsattaotrestehcatto, r“sihnaces a[ lsogl bal f nancial crisis in 2008], the UK’s productivity growth and theproductivity growth of comparator sectors has been negative.”693.14.3 YWS does not dispute that compani can and should improveand indeed, YWS’s Business Plan included significanproductivity improvements. However, it is the speed of challenge thathas evidently been misapplied by Ofwat (see paragraph further below).3.14.4 YWS supports the creation of the Innova ion Fund, as innovation isclearly a key part of im roving produc ivity. However, the fund is ofrecent c ation s unsurprisingly is yet to deliver tangible results and,even were that not e case, it is unreasonable to expec that a £200mfund shared across the industry will address the productivity challengeof the scale and pace imposed by Ofwa . Innovation takes time toemerge and mature and the b nefits of the fund are unlikely to berealised in the timescales expected by Ofwat for PR19. 
68 Exhibit 022, Frontier Economics: Productivity improvement in the water and sewerageindustry in England since privatisation’ (September 2017), pages 3 to 4.69 Ibid, page 4. 
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3.15.2 

Non-confidentialYWS has a long track record as one of the most efficient companihe sector, the result of significant innovation program es, advances intechnology and finding new ways of working. For xample, since Jun2018, ove 40,000 acoustic loggers have been deployed across theYorkshire region. These loggers have been configured to raise alarmswithin th control room when noise irregulariti s are detected resultingfrom a leaking pipe. The installation of these loggers has improvedleakage detection, typically in the region of 20% reduction in the timespent on leakage detection. To date, 15% of all leakage promoted jobshave occurred following acoustic logger detection.Why Ofwat considers its catch-up efficiency challenge to be appropriateThe PR19 catch-up efficiency challenge (4.6% for water a 2% forwastewater) is lower than that at PR14 (6.5% and 10.4%respectively). Most companies are outperforming the PR14settlement, indicating that the level of catch-up challenge in PR19 isachievable. [CCIP/3.5; Reply-006/6.28-6.29]For wholesale cost, both at PR14 as well as PR19, Ofwat used modelsbased on historical outturn data to assess companies’ business plans. Therelevant catch-up efficiency target is forward-looking based n the gapbetween the Business Plan and Ofwat’s view based on extrapolating thehistorical modelled relationship:(a) AtpartPRicu1l4a,r tchoemmpaanxyim’suvmiewTootef xefgfiacpien(ti.ec.otshtse wexatsenutndtoer wohricohvear’ ) on water service (excluding Bristol Water, which appealedOfwat’s decision) was 6% for Southern Water. Similarly, onwastewater, the maximum gap was 6% for United Utilities. Theindustry aver ge gap n both services was 0% (meaning thatOfwat cumulatively all wed some companies costs ex eedingtheir business plans of the same quantum as the costs itcumulat vely disallowed other companies).(b) Conomwpaat rirnagntdhi1s2t%o PRon1w9,atshtewmaatxeirmfourmAngagpliahnasWdaotuebr.leTdh,ewinitdhu1s3tr%yaverage gap h s also increased significantly to 6% on water and5% on wastewater.Hence Ofwat’s compariso of the catch-up efficiency challeng at PR14nd PR19 is incorrect. Indeed, for YWS, the swing between bei gasse sed as efficient by the regulator at PR14 (and previously for manyyears) and then subsequently deemed as inefficient at PR19 is striking.At PR14, YWS was 5% more efficient than Ofwat’s modelled allowance 
69274 

https://achievable.[CCIP/3.5;Reply-006/6.28-6.29


   

   

                                                                                                                                                                                                                                                                                                                                                                                                         

t
e tIt o e e lep en

en ho

aorm d eh r a PR
n hasa e r

3.15.3 

3.15.4 

3.16 

3.16.1 

Non-confidentialon water and was only 0.3% inefficient on wastewater. This is in markedcontrast o the PR19 challenge where YWS modelled allowance is 2.6%inefficient in water, and 11.8% inefficient in wastewater. Differences ofthis magnitude should have given Ofwat cause for concern about therobustness of its modelling when they wer first drawn to its a tention.is striking that Ofwat has made no comment on this point in its Reply.It is als the case that th CMA had significant conc rns with the PR14cost models and considered that an upper quartile target wou d beinappropriately stringent even on th CMA’s refined cost models. Asex lained in Annex 11, Ofwat has pres nted no empirical evidence tosupport its choice of benchmark either at PR14 or at PR19, whichtherefore amou t to arbitrary choices. It follows that comparing the costefficiency challenge between the two is meaningless.Further, as demonstrated in Ann x 6 (SoC), it is important to understandthe extent of the regulatory challe ge across all t e incentives. It is simplynot appropriate to lo k at Totex in isolation of the package of incentivesas it does not provide a valid measure of outperformance. Asdemonstrated in Annex 6 (SoC) and Section 6 below, comparisons ofROCE provide a more appropriate measure.It was correct to change the cost benchmark between the DD andFD because: (i) outturn data for 2018-19 became available in themeantime; (ii) Ofwat removed 185 diversions costs from its models,which improved their accuracy; (iii) companies reduced theirrequested costs in their DD representations; (iv) companies wereincentivised to disclose better information about their costs as aresult of Ofwat’s changed pproach to cost sharing rates; (v) thenew inf ation showe that 12 out of 17 companies were alreadyoutperforming the modelled base costs set with a historical UQbenchmark and that 2018-19 was a high-cost y ar relative toistorical and fo ecast years; and (vi) the level of the UQ challengehad decreased from the IAP st ge of 19 and was significantlylower than the corresponding value at PR14. [Reply-005/3.35-3.40,3.45, 3.47; Reply-006/6.13-6.20, 6.35]A full response to this issue is provided in Annex 11. However, insummary:(a) Oa nchpaoningteoinem, tehtehaovdaoillaobgiyli.tyOofwf aadtduitsieosnathl edaatdadsihtioounladln‘hoitgreqcuoisrte’ year of 2018-19 justification for amending the benchmark.However, Ofw t has not given consideration as to wheth r otheyears in the analysis may be considered ‘low cost’ years, or 
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Non-confidentialwh ther the increase in expenditure in 2018/19 is part of the usualinvestment cycle.(b) Ouchsneodpseobianynt tthawveoe,CratMhgeeAabicnecnutcrhahecyBaorrifkstOodfluwe(a2,t0’s15mp)aoirndtq,eultsoiriysc,owwnochreseerrnetshtaohnveetCrhMothsAeerobustness of the cost models being used (CMA (2015), para4.224).70(c) Oinnrepsopionntssethtroeecotomspiax,nOiefswraetd’suclaintegatlhteriratciosnt tporeitdsicmtieotnhsocdroelaotgeyspoor incent ves.(d) Oionbfdwtiacaiantt’sedatehcapistairoOtnifcwuoalnatrtheaosubteccnhocamhnmegead(rik.eiat.sndimicterstehraeossdipnooglnosgtehyenporweimstaeimreilmaytetdoefficiency gap), rather than based on any evi ence. This supportsthe observation in SoC, paragraph 192 and An ex 11 of thisResponse, that the benchmark is results-driven, rather thanhaving been termined by he confidence in Ofwat’seconometric models and wider cost assessment framework.(e) Adbedthiteiorneaallsyo,nonwhthyesfoifmthepcoimntp, athneiecshwoeicre ofubtpeenrcfhomrmairnkgmthaey nUoQtchallenge: it may have been due to errors in other elements fOfwat’s cost assessment framework, such as omitted cost orservice drivers.3.17 The catch-up challenge was strengthened by only 0.7 percentagepoints in water and 0.8 percentage points in wastewater comparedwith the respective UQ levels. Eight out of 17 companies forecastgr ater efficient costs than the benchmark. [Reply-005/3.43-3.44][Reply-006/6.27-6.29]3.17.1 Th size of the change in the challenge based on outturn data is notrelevant. The cr tical issue is whether the models are appropriatelyspecified, capturing all the k y cost drive s for YWS, are robust enoughto warrant he choic of benchmark for YWS and that the resultantpredicted future efficient cost level is appropriate. As Ofwat is well aware,“catch-up” is company-specific, so as noted elsewhere in its Reply,Ofwat’s focus on the average challenge is misleading. The SoC and Annex 
70 Exhibit 009 (SoC), CMA, ‘Bristol Water plc A reference under section 12(3)(a) of the WaterIndustry Act 1991 Report’ (2015). 
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Non-confidential11 of this Response show that none of Ofwat’s foregoing propositionshold.3.17.2 The argum that Ofwat has assessed some (or even most) companiesto b efficient and therefore the chosen benchmark is achievable is alsomisleading. It is unclear why th number of efficient compani s shoulddetermine what t e appropriate level of benchmark should be. Rat er,Ofwat’s response here supports the observation that the benchmark hasbeen set arbitrarily to lower compani s’ cost allowances (i.e. results-driven), rather than determined by the confidence in ts econometricmodels and assessment framework, supported by empirical analysis (i.e.principles and evidence-driven).3.18 Although set at a more stringent level an UQ, the FD catch-upefficiency challenge is lower than that in the DD. [Reply-005/3.41]3.18.1 Again, the change in the catch-up challenge based on outturn data is notrelevant. The critical issue is whether the models are robust enough towarrant the choice of benchmark for YWS, and as shown in Annex 11 thisis categorically not the case.3.18.2 On a forward-looking basis, Ofwat’s overall cost c allenge increasei ifi ly at PR19, relative to PR14. Furthermore, th CMA expressedsignificant conc rns both with Ofwat’s PR14 cost models and in using aUQ benchmark even in its own re-determined model , and reduced thestringency of the benchmark to the average. Ofwat’s focus on pre-FDanalysis at PR19, and its dismissal of precedent from other regulatorydecisions (e.g. the CMA, Ofgem and PR14), appears selective.3.19 Only Thames Water expressed a concern with the UQ catch-upefficiency challenge applied in the DDs. [Reply-005/3.41] Mostcompanies did not raise significant concerns with Ofwat’s model intheir DD representations. Th industry was generally supportive ofa stretching catch-up challenge based on the results of thosemodels. [Reply-006/6.33]3.19.1 Ofwat’s argument that only one mpany argued against the UQb nchmark at the DD or IAP is incorrect. In YWS’s Business Plan inS ptember 2018, it was expressly noted that the b nchmark should notbe an arbitrary hoice and should be based on the empirical evidence. 71Indeed, evidence was provided in the Business Plan to highlight the
71 Exhibit 023, Oxera: ‘Independen assessment of Yorkshire Water’ historical coperformance and consideration of its AMP7 cost adjustment claims in this context’ (August2018), section 2.4. 

72274 

https://hoiceandshouldbebasedontheempiricalevidence.71
https://models.[Reply-006/6.33
https://representations.Th
https://DDs.[Reply-005/3.41
https://theDD.[Reply-005/3.41


   

   

                                                                                                                                                                                                                                                                                 
                                                                                      

t ee rt
de n e eo es h n

i
t t

e sy reed

ch

Non-confidentialprediction uncer7t2ainty and complementary echniques of stochasticfrontier analysis. This evidence also noted that “estimated historicalrelationship between cost categories and cost drivers may bunrepresentativ of future elasticities and can p oduce inappropriateAMP7 cost predic ions if a simple roll-forward of the historicalrelationship is adopted.” 3.20 The narrowing range of company efficiency scores shows thatOfwat’s models performed better at FD than at DD. [Reply-005/36][Reply-006/6.32]3.20.1 As ad ressed in Annex 11, Ofwat’s reliance on estimated efficiency scoresas vidence of model improvement is weak, and more effort should havebeen made to compare model performance to other regulatoryapplicatio s of cost assessment. The accuracy of Ofwat’s models is in factworse than those used by the CMA in th Bristol (2015) inquiry, wherthe CMA ch se an average b nchmark due, in part, to concerns over therobu tness of t e cost models bei g used (CMA (2015), para 4.224).73This suggests that no more than an average benchmark is appropriatebased on Ofwat’s models .3.21 There is a level of nefficiency in non-competitive sectors owing tothe lack of competitive pressure. [Reply-005/3.48] [Reply-006/6.36]3.21.1 Ofwa does not present robust empirical evidence to support hisassertion, nor does it quantify the level of ‘x-inefficiency’ in the sector.This contrasts with Ofgem’s approach at the initiation of the “RPI at 20” project in which some empirical vid nce was con idered and presentedby Ofgem to evaluate if any of th energ secto s is lagging behind otherregulate sectors.74 Ofgem subsequently undertook detailed analysis ofsuch evidence in the RIIO-1 price reviews.3.21.2 The argument itself is also misleading. The water sector has been underincentive regulation since privatisation in 1989, in which time it has been 
72 Ibid.73 Exhibit 009 (SoC), CMA (2015): ‘Bristol Water plc A reference under section 12(3)(a) of theWater Industry Act 1991 Report’.74 Exhibit 024 Buchanan (2008): ‘OFGEM’S “RPI at 20 Project’, whi can be found here:https://www.ofgem.gov.uk/sites/default/files/docs/2008/03/ab-march-08.pdf. 
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Non-confidentialsubject to the pseudo-competitive pressure of cost b nchmarking.75Indeed, Ofwat makes this argument in other areas of its response:“Benchmarking analysi allows us to id ntify relatively efficientcompanies w thi the sector… This r plic tes a competitive market,where l s efficient companies would be unable to charge a premium tocustomers to cover their inefficiency.”763.21.3 Additionally, Ofwa has been usi g evidence from competitive sectors inthe UK economy to set additional efficiency challenge in the form offrontier shift over several price control r views. The scope for ‘x-inefficiency’ savings, if any, is likely much lower than it was in earlier pricecontrols, so it is un lear why Ofwat is using this as an argument, withoutany evidence to back it, to set the benchmark at PR19.3.21.4 Finally, it should be noted th t YWS is subje t to procurement law andits capital expenditure programme (which account for over 50% of itsTotex) is competitively tendered via its framework agreements. In thisway its expenditure is subject to rigorous market tests for efficiency.3.22 Contrary to YWS’s sugg stion that stochastic frontier ana ysis couldhave been used to check the catch-up efficiency challenge wasppropriate, this technique has limited use in regulatoryapplications and should only be used when simpl r models do notprovide sufficiently robust estimates (a view shared by the CMA inthe 2015 Bristol Water redetermination). Ofwat’s models weresufficiently robust. [Reply-005/3.50-3.52] [Reply-006/6.41-6.43]3.22.1 Ofwat’s first assertion that stochastic frontier analysis ha limited use inregulatory applicati ns is incorrect, a fact of which it should be wellaware. The regulatory examples that Ofwat ci ed (Postcomm, Ofcom,ORR and Monitor, Reply-006/6.39) regarding the c oice of an upperdecile benchmark used stochas ic frontier analysis as the main estimationtechnique. In particular, Ofwa ci es Ofcom’s application of an upperdecile benchmark to suggest that Ofwat’s benchmark is not stringentcompared to r gulatory pr cedent (Reply-006/6.39]). Not only do sOfcom apply the upper decile benchmark to a stochastic frontier model,but it also states “the cost benchmarking uses an econometricsframework, applying Stochastic Frontier Analysis, a well-establishedmethodology within the UK regulated sectors” [emphasis added] on the
75 Note hat the first benchmarking for price control purpos s was carried out for PR94. Seex 025, Ofwat: ‘Future Charges for Water and Sewerage Services’ (July 1994), section 3.76 Exhibit 003, Reply-005, page 37. 
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Non-confidentialfirst page of its Executive Summary.77 Indeed, stochastic frontier analysisis used extensively in regulation across Europe.783.22.2 Ofwat’s second assertion that stochastic frontier analysis is ‘complex andn-transparent’ for stakeholders i a valu judgemen that Ofwat do snot support with ev dence. In its simplest form, stochastic fr tieranalysis is an extension of the econometric model that additionallyallows for a one-sided rror term, which can be statistically tested. Thereis no reas n to suppose that stakeholders in the British communicationsor transport industries (where this technique has been used in costassessment) have been unable to engage in the cost modelling proposedby Ofcom and ORR, respectively.3.22.3 Finally, Ofwat states that the results are sensitive to the assumeddistribution of inefficiency. To some extent, this is a correct observation- companies’ efficiency scores could differ across different sto hasticfrontier models depending the assum d distribution of in f iciency.However, such an observation ignores th f ct that Ofwat itself makesstrong and unsupported ssumptions regarding the d stribution ofinefficiency, by making an ad hoc adjustment to compan es’ efficiencyscores. Clear y, Ofwat’s assumption regarding the appropriate choice ofbenchmark (lower quartile, average, upper quartile, four h-/third-rank dcompan , or frontier) will also have a significant impact on companies’ efficiency scores.3.22.4 If stochastic frontier analysis cannot accurately decompose the estimatedresidual into inefficiency and statistical noise, i is not clear how Ofwat’ rbitrary selection of the fourth-ranked and third-ranked companyable to do so. Ofwa ’s statement that this is related to sample size ismisleading—stochastic frontier analysis has been applied to similarlysized datasets in regulatory applications i the UK.79 YWS concludes thatOfwat had no reason d basis for the setting of its benchmarks and failedto undertake the well-used analytical approach to bring intellectual
77 Exhibit 026, Deloitte, ‘Econometric benchmarking in the UK postal sector’ (May 2016), page4.78 For example, SFA is used by he Bundesnetzagentur (alongside DEA) to estimate the staticefficiency of German electricity DSOs. See Exhibit 027, Bundesnetzagentur (2018), ‘DecisionBK4-18-056’ (2018).79 For example, the ORR us d estimated SFA models with 14 infrastructure managers (alth ughthe time series component was longer). The ORR also performed SFA on a sample of 50observations for its determination of the efficiency n Network Rail as part of t e PR18 pricecontr l. See Exhibit 028, The Office of Rail and Road:, ‘PR13 Efficiency Benchmarkings ofNetwork Rail using LICB’ (August 2013), page 6; The Office of Rail and Road: ‘PR18Econometric top-down benchmarking of Network Rail A report’ (July 2018), page 43. 
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Non-confidentialrigour to the issue. YWS therefore finds it hard to understand why Ofwattook this step.3.23 Other UK regulators have set more stretching benchmarks than UQ.[Reply-006/6.39]3.23.1 As set out in above, all the regulators cited by Ofwat that applied anupper decile benchm rk only did so after conducting stochastic frontiernalysis, and only after model limita ions and data errors wereappropri tely considered. It is likely then tha the efficiency challenge inthese examples ar actually less stretching than Ofwat’s PR19 FD. Thispoint therefore does not assist Ofwat’s position.Why Ofwat consider it correct to omit service quality as a cost driver fromits base cost models3.24 Ofwat has failed to find statistical robustness of service qualityvariables. [Reply-006/3.35-3.36, 3.44] 803.24.1 As discussed previously by Oxera in Annex 10 (SoC), and furtherprogressed in Annex 11 f this Response, it is possible to include servicequality variables in econometric modelling. Indeed, other UK andEuropean regulators do so as standard.3.24.2 Even if Ofwat could not address this issue in its current approachmodelling cost allowances, it ould not absolve Ofwat from failing toconsider in any meaningful way how service and cost expectationsinteract. The point is not simply about the whethe certain cost driversare or are not included in modelling, it is a much more fundamental issueof h w the regulator can credibly set an economic level of costs andperformance for the in ustry.3.25 Service quality is under management control, which can lead tostatistical concerns and perverse incentives (i.e. the incentivisationto underperform). Service quality variables also have an ambiguousrelationship with costs. [Reply-005/3.20] [Reply-006/3.38-3.40][Reply-006/3.42-3.43]3.25.1 Obviously, it is essent al that cost assessments do not create perverseincen ives f r compa ies to reduce p rformance. However, as it stands,Ofwat is not accounting for service performance at all in its costassessment. Further, while it is undoubtably true that there is not a simple 
80 Annex 10 (SoC), Oxera: ‘Issues with Ofwat’s approach to determining the cost benchmark’(March 2020). 
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Non-confidentiallinear relationship between costs and performance, currently Ofwat doesnot know how service quality relates to cost.3.25.2 The justification that Ofwat uses for not considering service qualityva iables in its models – that there is potential for service quality to becorrelated with its model residual (i.e. endogenei y) – s whollyinadequate for failing to address the issue at all. Omitted variable biasresulting from ignorin service quality measures in the cost models caalso result in an endogeneity bias, given the likely correlation betwe nthese measures and the structural and topographical f atures includedin th models. In other words, omitting these measures from the costmodels beca se service quality is endogenous does not addres thi i l issues highlighted by Ofwat, as it can result in the samestatist cal issue that it is seeking to mitigate. In the PR14 Redeterminationfor Bristol Water, several analytical approaches (such as instrumentalvariable regression) for addressing the issue were valuably suggested bythe CMA which Ofwat has failed to adopt in its approach to PR19.3.26 None of the 220 models submitted by water companies during theMarch 2018 consultation uded service quality variables. YWS sonly concerned about the inclusion of such variables now because itis seeking to close its cost gap. [Reply-005/3.21] [Reply-006/3.37]3.26.1 Ofwat’s argument that YWS is only conc ned about how the modellingcontrols for service variables because there is a large cost gap is flawedin many ways.3.26.2 First, companies did not have sig t of Ofwat’s wider approach to costassessment in March 2018 o the reference to this ate is highlydisingenuous and it is hardly sur ris ng that the issue did not come upat that stage. M reover, the companies certainly did flag the mportanceof the connection cost and service quality in their submissions. Forexample, YWS’s Business Plan noted that:Indeed, the historical cost assessment models considered in thisreport app ar to ot adequately account for the step-incr ase inYKY’s futur expenditure. A driving factor is that the activities/costdrivers used in YKY’s and Ofwat’s models do not robustlyrepresent YKY’s forward-looking expenditur requirements inAMP7 (e.g. expenditure for WINEP and further improvement toservice levels.81 
81 Exhibit 023, ’Independent assessment of Yorkshire Water’s historical cost performance’ page2. 
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Non-confidential3.26.3 For its part, YWS assumed the expenditure to improve service qualitywould be assessed as enhancement expenditure and cost adjustmentclaims, which would mitigate the need to include measures ofquality in the base models. Indeed, expenditure for serviceimprovements have always previously been assessed as enhancemenrequireme ts, in line with the Regulatory Accounting Gui elines, so itwas not unreasonable for companies to assume this would be treatedseparately to the base models. As evidenced by the large volume of costadjustment claims and enhancement expenditure requests rel ting toser ce quality at the IAP and DD stages of PR19, YWS was not alone inits view.3.26.4 Company business plan data was not published until September 2018and integrated models refle ting ticip ted changes in the operationalcircumstances and nee of companies can only be considered afterperiod. Having reviewed the models and cos assessment outcome at theIAP stage in January 2019, YWS immediately submitted evidence toOfwat outlining the problems with the ‘costs-outcome disconnect’.823.27 YWS’s alternative “l akage models” provide contradictory resul sand incentivise perverse behaviours. I suggests that lower quality(i.e. higher levels of leakage) is related to higher costs, contradictingboth Ofwat’s alternative leakage m delling specifications and PwC’sleakage report (both of which show that controlling for leakagereduces YWS’s cost allowance) and the arguments of Anglian Waterand Bristol Water that marginal costs increase as leakage levelsdecrease. Ofwat did not reduce YWS’s allowance despite this.[Reply-005/3.23-3.24, 3.27, 3.29] [Reply-006/3.41]3.27.1 This is a further example of Ofwat’s lack of understanding about therelationship between costs and performance, as it has clearlymisunderstood the implications of the evidence previously provided. Adetailed analysis of this issue is presented in Annex 11. In summary:(a) Oaltfwerantatiinvceomrrecdtelyls a‘hsasesrtsptohaittivteheelalsetaickiatyg,ewhvaicrhiabsulegginestYsWthS’sthigher levels of leakage are associated with higher costs’.83 Ofwatappears to have mistaken a positive coefficient on the linea termin the models with a positive elasticity. As the models control f rleakage in a non-linear manner (similar to Ofwat’s treatment of 
82 Annex 03 (SoC), Economic Insight: ‘Maximising Customer Benefits from the OutcomesFramework’, March 2019.83 Exhibit 003, Reply-005, page 35. 
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3.28 
3.28.1 

3.28.2 

3.29 
3.29.1 

Non-confidentialweighted average density), this interpretation is clearlyinappropriate. Moreover, Ofwat uses this incorrect interpretationof the coefficients to argue that the model is beneficial to YWSand is inappropriate for setting cost allowances.(b) Asbetaweresnulctoosft itasnmd isqiunatelirtpyreintatiitosneocfonthoemeesttriimc amteodderelsla, tOiofnwsahti’psposition is ot upported by empirical evidence. Oxer submitteddata and analysis files alongside the SoC which will facilitate theCMA’s understanding of the analysis.YWS’s models may be selective. A model that has a posit verelationship between leakage volumes and costs is bound to providaddition costs to a poor performer on this performance measuresuch as YWS. [Reply-005/3.26] [Reply-006/3.41]As described above in 3.28.1, Ofwat has mistakenly interpreted theresults of the alternative leakage models and is using this incorrectinterpretation to accuse YWS of arguing for higher costs for poorperformance. Neither of these assertions is correct. Indeed, counter toOfwat’s assertion that YWS’s allowance increases in the modelbecause it is a poor performer o leakage, it is because YWS isforec sting a significant decrease in leakage that its cost allowanceincreases.Ofwat’s implicit assumption is that there is a linear relationship betweencosts and performance (i.e. as performance improves, costs increase).However, Ofwat has not conducted any analysis to support this claim,n r has it taken into account the varying regional circumstances acrosscompanies which will likely affect the marginal costs for performanceimpr vement. Again, this issue is discussed in detail in Annex 11 andSection 4 below.The increased allowance in YWS’s leakag model m y arise becauseOfwat measur s leakag performance relative to a normalise UQperformance level whereas YWS measures it as t e distance fr mthe sustainable economic level of leakage (SELL). The former is moreappropriate. [Reply-005/3.25] [Reply-006/3.41]The issues in dispute between the parties in relation to SELL areaddressed in Annex 11 and Section 4 below. 
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Non-confidential3.30 The CMA did not include service quali y variables (includingleakage) in the relevant cost models in the 2014 Bristol Waterredetermination. [Reply-005/3.22] [Reply-006/3.45]3.30.1 Tnhoet aCsMabA’ssolpuotesitaisonOfownathime pislsieuse. TinhethCeMBArisntootleWd athteart “pgrivceninliqmuiitraytiwonasin the available data, it may be better, in some cases to inc ude anexpl natory variabl which carries risks o endogen ity than to fail to tak8e4any account of potentially important diff r nces between companies.”It shoul also be noted that the CMA red t rmination of B istol Water atPR14 did not include equivalently extreme expecta ions for performancempr vements and so the issue was not as critical to that assessment asit is for this redetermination.Why Ofwat considers its frontier shift efficiency challenge to beappropriate3.31 Ofwat chose reasonable comparat r sectors in setting the frontiershift efficiency challenge. These choices are broadly consistent withthe recommendations of water company consultants. [CCIP/3.13]3.31.1 The first statement is incorrect, see SoC, paragraph 199 and Annex 9(SoC)85. While a broad group of comparator sectors was initially cho nfor the analysis as representative of t e activitie of water companies (seeEurope Economics (2019),86 and this initi l selection of sectors wasbroadly consistent w th hose chosen by water companies’ consultants,not all them were ultimately used to set the frontier shift challenge:(a) Ooffwthaet’srafrnognetieorf s0h.6if-1t c.h2a%llepn.ag.eeist1a.b1l%ishpe.ad. abnyditiss acot tnhseulutapnptesr. eTnhdupper bound was based on pre-global financial crisis performancei stronger performing areas of the economy ignoring recentinformation over the past 13 years.(b) Omfewaants’sthuaset onf lay faigsuurbesceltosoef tohethineituiaplplyeridbeonutinfidedofcothmispararantgoersectors were us d and, th s, some represent tive sectors wereeffectively ignored. As the upper bound was based on the betterperforming sectors it provides a biased benchmark by definition.
84 Exhibit 009 (SoC), CMA (2015), ‘Bristol Water plc. A reference under section 12(3)(a) of theWater Industry Act 1991. Final report’, page 73.85 Annex 09 (SoC), Oxera: ‘Issues with Ofwat’s frontier shift assessment in PR19’ (March 2020).86 Exhibit 073, Europe Economics: ‘Real Price Effects and Frontier Shift – Final Assessment andResponse to Company Representations’, page 68. 
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3.32.1 

3.32.2 

Non-confidentialMoreover, while these sectors were given excessive weight inconstructing the benc mark, sectors most comparable to thewholesal activities in the water industry, such as the constructionsector, were excluded.(c) Trahnegdee(r0iv.6a%tiotnoo1f .t2h%e uppepr earnannudml)owisenrobtocuonndssisotef ntht.eAsconsshuolwtanntisn’ Annex 9 (SoC), Europe Economics’ range should either be 0.6–0.9% p.a. (based on averages across comparators) or 0–1.1% p.a.(based on poor-per orming and strong-performing sectors), witha central estimate of 0.75% p.a. or 0.55% p.a. as appropriate.YWS’s criticisms of Ofwat’s frontier shift range have no meritbecause Ofwat’s data takes into account periods before and afterthe global financial crisis as well as dat from complete businesscycles. It was appropriate to exclude data from 2008 and 2009.YWS’s proposed time periods might not represent completbusiness cycles. [Reply-005/3.74-3.77] [Reply-006/7.17-7.22]. Theuse f av rages of comparator sectors would not provide anappropriate upper bound because hi orica performance indicatesthat many sectors can perform more strongly than the average. T eupper end of the range also took into account the potential forproductivity growth from embodied technical ch nge and thehigher productivity estimates from value added measures. [Reply-006/7.34]Euro e Economics’ preferred time periods are the pre-crisis (1999–2 7)and post-crisis (2010–14) years, which exclude the years 2008 and 2009.However, neither of these time periods covers a full business cycle. WhilEurope Economic also considers a longer time period based onNACE1 dataset in setting the upper bound, it focuses on only two of thefive comparato sectors (i.e. chemicals and transport and storage), asthey are the stronger-performing sectors. It is therefore inaccurate tostate hat Europe Economics has considered full business cycles in arobust manner.Europe Economics’ argument that an average of compar tor sectorsdoes not provi e an appropriate upper bound does not address theargument regarding the consistency of the way which the upper andlower bounds of the range are derived. Following Europe Economics’ rationale, the historical performance also indicates that many relevantsectors can perform much worse than the average. However, EuropeEconomics does not consider these s ctors when setting the lowebound, but uses an average instead. Moreover, its rationale makes it clearthat its upper bound is upwardly biased by construction. 
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Non-confidential3.33 The average total factor productivity in Ofwat’s comparator sectorhas far outstripped that of the UK economy as a whole and thusOfwat rejects the argument that water sector productivity shouldreflect the latter. [CCIP/3.15]3.33.1 Ofwat rejects the argument that water industry productivity should trackthat of the UK econ my. In doing so, it makes the f llowing statement:“Economic Insight (on behalf of Anglian Water, Northumbrian t r,Welsh Wa er and Yorkshire Water) and NERA (on behalf of Bristol Water)state that too little weight was placed on recent evidence of productivityflat lining”.87 It is important to draw the CMA’s attention to this issue andthe analysis contained in Economic Insight’s report.883.33.2 Specifically, the Economic Insight addresses the theoretical andev dential basis for Ofwat’s asserted ‘step change’ at PR19, relative torior price controls. In doing so, Economic I sight points out that onepossible justification for a step change (an increase in frontier shift) isimply not supported by evidence, because productivity in the UK hascollapsed and flatlined in the post-financial crisis period. The EconomicInsight report does not sele tively focus on overall UK productivity tomake this point but shows changes in productivity across a range ofsectors pre- and post-crisis.893.33.3 There ore, the scope of Economic Insight’s financeability repor is not todentify precisely the ‘righ ’ comp rators for frontier shift in the waterindustry, but to demons rate that productivity has generally beensignificantly lower in recent years than its long-term level.903.33.4 In this context, Ofwat’s own analysis s noteworthy in that its own figuresare entirely consistent with Economic Insight’s assessment. Specifically,Ofwat states: “There has been an average total factor productivity growthof 0.6% per year in [Ofwat’s proposed] comparator sectors after thfinancial cri is of 2008.” Yet, Ofwat’s analysis shows t at these amecomparators delivered productivity gains of 0.9% pa in the pre-crisis era.Hence, even on Ofwat’s view, on a like-for-like basis, productivity isclearly much lower now than in the past. Putting to one side precisely
87 x 003 (SoC), CCIP/3.14.88 Exhibit 034 (SoC), Economic Insight: ‘Financeability of the Notionally Efficient Firm: Top-Down Analysis’, August 2019.89 Ibid Figure 2.90 Economic Insight provided several reports on frontier shif to support YWS final b sinessplan. These examine comparators in more detail and show the same pattern of productivitycollapsing post crisis. 
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Non-confidentialwhat comparators should be used, it is abundantly clear that Ofwat’s‘step change’ cannot be rationalised by a significant increase inproductivity (frontier shift).3.34 It was appr priate to set a value for the frontier shift towards theupper end of the range of the water sector productivity growthestimated by Europe Economics (which range is in line with otherrecent regulatory decisions). [CCIP/3.16-3.17]3.34.1 As xplained in Annex 9 (SoC) and Annex 11 of this Response, thisstatement is incorrect: 91(a) Oasfwartti’osnreliisanbceasoend ‘eomnboadiseigdntieficchanitcaml cishianntegrep’rettaotiosunppoofrtthitesresearch in the area.(b) Oadfwopate’sdclasihmoutlhdat ethneabTleotexcoamnpdanoiuetscomtoes mfraamkeewoardk iittiohnaaslproductivity improvements is not supported by robust evidence.(c) Th proposition is not supported by consi eration of analternative method of calculating total factor productivity (TFP).(d) Ofwat reli s on flawed reports by KPMG and Europe Economicsto i dicate that frontier shift towards the u per end f EuropeEcon mics’ range or an even higher scope for productivityimprovement is feasible. This gives a false basis of the truepotential, which is lower than the 1.1% p.a. target that it set.(e) Ofwat’s choice of frontier shift is higher than that used by otherregulators. As evidenced in Appendix 8n of YWS’s Business Plan(authored by Economic Insight),92 although ere is a clustering ofregulatory assumptions around 1% across the regulated sectors,these assum tions h ve systematica y overshot the UK’s overallproductivity performance and are well above the 10-year averageTFP for the UK.3.35 Contrary to YWS’s argument, accounting for mbodied technicalchange does not equate to a catch-up efficiency challenge and 
91 Embodied technology refers to where improvement in outputs is th result of investmen innew equipment or technology – i.e. new technical changes made are embodied in theequipment.92 Exhibit 066-051 (SoC), Appendix 8n to YWS’s Business Plan, The scope for frontier shiftefficiency at PR19. 
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Non-confidentialth refore does not lead to a double counting of the such challenge.[Reply-005/3.78-3.81] [Reply-006/7.39-7.41]3.35.1 YWS’s argument did not equate embodied technical change to c tch-upand so the double counting issue remains unanswered. The analysis inAnnex 9 (SoC), highlighted that: (i) traditio al TFP estimates also includeelements of embodied technical change; and (ii) the activities associatedwith embodied technical change (e.g. investment in new ma hin ries)may also capture some catch-up effects. This is further discussed inAnnex 11 of this Response.3.36 While the research suppor ing Ofwat’s position on embodiedtechnical chang is limited, that the two papers in question werepublished ten years apart is not a valid criticism. [Reply-005/3.82][Reply-006/7.42-7.43]3.36.1 The wo studies considered by Europe Economics to inform their 60%uplift, in fact provide consistent TFP estimates, irrespective of whetherembodied technical change is included in the estimation. Moreover, anupl ft as high as 60% would suggest that TFP estimates published bynational statistical agencies and some of he most credible internationaleconomic organisations (e.g. Eurostat and OECD) are severelyunderstated. For further details refer to Annex 11.3.37 Ofwat does not quantitatively apply n uplift for embodiedechnical change; it accounts for such change by selecting a valuetowards the upper end of its range. [Reply-005/3.82]3.37.1 While Ofwa does not apply this uplift quantitatively, the suggested 60%uplift adjustment is mentioned multiple times by Ofwat to justify theselection of a target close to the upper end. As explained in paragraphabove, the so call d 60% uplift is not credible in light of other availablestatistical evidence on this issue.3.38 YWS do not provide an alternative quantification of embodiedtechnical change. [Reply-005/3.82]3.38.1 As stated in paragraph above a d in Annex 11, there is no apparentdownw rd bias in raditional TFP estimates according to theempirical findings of the studies quoted by Europe Econ mics. Thus, it isnot appropriate to apply any uplift and there is no need for an alternativequantification. 
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Non-confidential3.39 Contrary to YWS’s suggestion, O wat’s estimates do take account ofthe potential for catch-up efficiency. [Reply-005/3.84] [Reply-006/7.47]3.39.1 This is a misinterpretation of the YWS argument. In fact, YWS statedprecisely t e opposite, i.e. TFP estimates may include embodied technicalchange, which in turn may be conflated with catch-up effects. As set outin An ex 9 (SoC) the exact adjustment should be ba ed on empiricalevidence, for example, thr ugh n analytical decomp sition of the TFP,as has been attempted in other academic and regulatory applications.3.40 Ofwat did not gnore data from the construction sector and YWS’sestimate significantly over weights that sector, which downwardlybiases its frontier shift estimate. [Reply-005/3.85-3.86] Tconstruction sector is not necessarily a closer comparator to thewater industry than other sectors. [Reply-006/7.35]3.40.1 Whil Ofwat’s list of comparators includes construction, Ofwat’s finalrange does not take construction into account. The upper bo nd usedby Ofw t is based on a few strong performing sectors. As a result, Ofwatplaces a large weight on strong perfo ming sectors of little relevance towater and waste (e.g. professional services, transport and storage) andzero weight on other comparators (including a highly relevant sector likeconstruction).3.40.2 YWS reject the view hat the construc ion sector is no morerepresentative of the water indust y than other sectors. YWS’s capitalprogramme is compe itively tendered and accounts for approximate60% of Totex expenditure. The construction sector s therefore a highlyrelevant industry for setting t e range of frontier shift. Moreover,previous regulatory decisions have expressly used the constructionsector as the principal comparator to set the frontier shift target on capex(e.g. Ofgem in the RIIO price reviews and previously).933.40.3 As with Ofw t’s choice of catch-up benchmark (see 3.17.1), Ofw tappears to have made a choice with a view to obtaining a particular, r ther than use a set method, agreed upfront, and a resultantoutcome based on t e evidence from that method. This has created anupward ias in bot cases. In contr st, Oxera’s approach consideredweights based on whether the compara or sectors were representativeof the activities in the water industry (instead of their performance). This
93 Exhib t 030, Ofgem: ‘RIIO-T1/GD1: Real price effects and ongoing efficiency appendix, FinalDecision’ (December, 2012). 
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Non-confidentialapproach is consistent with recent court decisions94 and regulatoryprecedents, including work by Ofwat’s advisers, Europe Economics. Forfurther details refer to Annex 11.3.41 Ofwat has provided suffici nt evidence to justify n uplift in frontiershift to reflect the Totex and outcomes framework. YWSsuggesting that no account should be taken of this regime, which isnot credible. [Reply-005/3.87-3.89] [Reply-006/7.52-7.56]3.41.1 As noted in the SoC and ack owledged by Ofwat, 95 outperformance isnot a good indicator of efficiency as it is driven by many factors, includi gthe regulator’s determinations, external macroeconomic factors andcompany-specific factors. In relation to the case studies considered, theyvaried significantly across companies and, as noted by Ofwat,represented only 3.8% of Totex.96 It is, therefore, i appropriate toextrapolate any results from them. As the first sentence is ther foreinco rect, YWS is correct to suggest that no account should be taken ofthis regime. For further details refer to Annex 11.3.42 Composite measures that implicitly weighs data from differentindustries to produce a frontier shift estimate, as suggested by YWS,could lead to spurious accuracy. YWS’s composite measure over-we ghts the construction sector, which downwardly biases itsestimate of frontier shift. [Reply-006/7.36]3.42.1 Please see above and Annex 11.3.43 Applying a 1.1% frontier shift acr ss wholesale base expenditure [i.e.unmodelled costs] r sults in only a 0.1% reduction in totalexpenditure across the water sector in AMP7. [CCIP/3.25]3.43.1 O wat has not assessed a single company’s unmodelled costs to beefficient. In applying h frontier shift challenge to unmodelled costs,Ofwat has ignored the cumulative impact of adopting the oschall nging efficiency assumptions across all elements of its assessmentof these costs, as set out above.3.44 It was appropriate to apply the frontier shift challenge from 2019-20 onwards because Ofwat’s base models used data up to 2018-19,
94 ECLI:NL:CBB:2018:346 (GTS) and ECLI:NL:CBB:2018:347 (TenneT). See Exhibit 031, ACM:‘Reacties gewijzigd methodeb sluit TenneT Transport 2017-2021’, (January, 2019); andx 032, ACM: ‘Gewijzigd methodebesluit GTS 2017-2021’ (January 2019).95 Exhibit 008 (SoC), Ofwat: ‘PR19 final determinations: Securing cost efficiency technicalappendix’, December 2019, page 183.96 Exhibit 003, Reply-005, page 49. 
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3.46 

Non-confidentialand therefore do not capture ongoing efficiency improvements in2019-20. [CCIP/3.26]In principle, YWS agrees tha a fron ier shift challenge can be appliedfrom 2019–20 onwards to capture the ongoing productivityimprov ments in 2019–20 at are not captured by Ofwat’s models.However, the magnitude of the efficiency challenges (both frontier shiftand the efficient level of cost) are not supported by evidence (see above).Why Ofwat c nsiders that the frontier shift efficiency challenge shouldapply to unmodelled-base and enhancement costsIt is appropriate to apply frontier shift to unmodelled costs,including business rates, abstraction charges and TrafficManagement Act costs because the frontier shift estimatesidentified for comparator sectors are based on pro uctivity growthacross all costs. There is scope for companies to reduce these costs,in particular Traffic Management Act costs through innovative andnon-invasive ways to make repairs. [Reply-005/3.90] [Reply-006/7.63]As noted in Annex 9 (SoC), while theoretically there might be some scopefor efficiencies in nmodelled costs as well, Ofwat’ current approachrelies on the assump ion that uncontrollable costs form a similarproportion of expenditure in wholesale act vities as they do in thcomparator indus ries. If water companies instead face moreuncontrollable costs t an the average company in the comparatorsectors, the frontier shift rget, as currently applied, would not beappropriate. As the TFP data does not allow one to direc ly control forthis, regulatory precedent typically pplies a frontier shift arge (or anyefficiency target) only to costs that are within management control.Its application is particularly concerning as Ofwat has not assessed asingle company’s unmodelled costs to be efficient. In applyingfrontier sh ft challenge t unmod lled costs, Ofwat has ignored thealready stringent nature of its assessment of these costs. Specifically,Ofwat already imposes a significant challenge of £66m to unmodelledcosts for YWS (before the overlay of a fr ier shift target), despite thesebeing largely outside of management control.It is appropriate to set a frontier shift efficiency challenge in relationto generic enhancement costs because Ofwat’s frontier shiftestimat was based on ll costs in comparator industries. [CCIP/3.19]Other regulators have applied frontier s ift to enhancement costs.[Reply-005/3.91] There is no evidence that the WINEP benchmark 
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Non-confidentialcompanies applied a net frontier shift challenge to WINEPenhancement expenditure, so Ofwat’s application of frontier shiftdoes not double count efficiency gains. [Reply-005/3.93] [Reply-006/7.67-7.72]3.46.1 By ‘generic enhancement costs’ Ofwat is referring to the generalwastewater enhancement costs for WINEP.3.46.2 As explained i SoC, paragraph 201 and Annex 9 (SoC), Ofw t’sstatement is incorrect. Ofwa uses a benchmark to assess eachcompany’s efficien WINEP costs. The benchmark is set at the UQ levelof the estimated future WINEP costs of each company. Since the costs nquestio are forward looking, they already take into account (i.e. containdownward adjustment to reflect) the comp nies’ respectiveassumptions on frontier shift. Therefore, overl ying an additional fron iershift challenge on such costs amou to a double cou t ng of thepotential for productivity improvements. Further discussion is includedin Annex 11.3.47 Company forecasts of frontier shif on enh ncement expenditurewere unclear, limited and offset by real price adjustments.[CCIP/3.20] [Reply-005/3.92] [Reply-006/7.66]3.47.1 The application a reporting of frontier shift did indeed vary acroscompanies in the industry. It is likely the result of unclear and ambiguousregulatory guidance provided for the completion of the business plantables. However, it is clearly not a g od reason to reject frontier shiftestimates, and Ofwa ’s should have sought to clarify this issue with theindustry once it identif ed the potential for misinterpretation.3.48 None of the Disputing Companies objects to Ofwat’s applyingfrontier shift to metering costs. [Reply-006/7.73]3.48.1 Given the application of the frontier shift t rg t to me ering costs had asignificantly less material impact on allowances than the application toP, it is not surprising that the Disputing Companies focused on eWINEP allowance . Howev r, the principle of double-counting theimpact of fro tier shift efficiency improvements is the same in meteringand WINEP enhancement.3.49 If the frontier ift is applie to base costs only then a range of 0.6to 1.4 percent should be used. [Reply-006/7.74]3.49.1 YWS has provided extensive evidence demonstrat ng the inadequacy ofOfwat’s calculation of the frontier shift range and its application to base 
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Non-confidentialcosts in the SoC.97 Ofwat has provided no new evidenc to support itposition. Annex 11 of his Response restates some of the main critiquesand sets out why Ofwat’s response noted in the statement above remainsinadequate to support its frontier shift assumption.Why Ofwat considers that a frontier shift of 1.5% would have beenappropriate3.50 The scope for frontier shift efficiency can be increased by changesto Ofwat’s regulatory framework. [CCIP/3.22] [Reply-006/7.56]3.50.1 O wat appears to be arguing that the design of the regulat y fra eworkinfluences the scope for frontier shift. If regulatory reforms improvecompany performance, then th te change p licy implemented byOfwat PR19 would indicate less opportunity for the water sector tooutperform UK total factor productivity than at previous price reviews,rather than more as Ofwat in fact imposed.Accounting for real price effects3.51 An adjustment for real price effects in relation to energy isinappropriate because: (i) it would weaken incentives to minimisests; (ii) there is no consistent evidence of a wedge betweenenergy costs and CPIH me sured inflation (and is in any case muchsmaller than that for labour costs); (iii) there is significantuncerta nty about for casts of energy prices; (iv) there is no cleartheoretical link between energy costs and productivity growth; (v)energy costs are partially within management control; (vi) somewater companies do not assume a real price effect adjust ent orssume that any adjustment would be very small; (vii) companiesare introducing a number of energy efficiency measures in theirmove towards net zero carbon emissions; (viii) energy costs arepartially captured by CPIH; (ix) Covid-19 has increased theuncertainty of energy prices; (x) water companies produce as wells consume energy; and the FDs include cost sharing mechanismand other protections. [Reply-005/3.95-3.96] [Reply-006/8.37-8.41,8.43-8.46]3.51.1 Despite the large number of points Ofwat raises to support the decisionsto ignore RPEs for energy costs, none of the arguments are convincing.(a) Anminiamlloisweacnocsets.foInr ceonmerpgeytitRivPEe smdaorkeestsn, othtewimeapkaecnt oinfcuenndtievrelysintoginput cost inflation should be passed through to prices. As 
97 Annex 09 (SoC), Oxera: ‘Issues with Ofwat’s frontier shift assessment in PR19’ (March 2020). 
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Non-confidentialincentive r gulation is intended to replicate the outcomes thatwould arise in competitive markets, it is essential, as a point ofprinciple, that regulated prices re lect both an appropriateefficiency challenge and the impact of underlying inf ation. Ofwatitself has previously accepted this principle when allowing retailRPEs at PR14.(b) TeherpgeyrtininfelanttioqnufeosrtioYWn iSs jiussetxapneectveidetnotibaleoanbeorveegCarPIdH,ingrewqhueitrhnegran RPE allowance. If the evidence indicates that en rgy inflationforecasts are negative, then a symmetrical adjustment would beappropriate. Either way, the adjustment should be based onevidence and not be a policy decision by a regulator to justassume energy RPEs away ‘on principle’.(c) Iunndceeerdta,inY. WHoSwrevceor,gtnhieseesxisttheantc eonferugnyceprtraicinetyins floautilodnnoctane baneexcuse for the regulator to ignore the issue. As highlighted above,the focus should be on adopting the highest quality evidence.(d) YreWlaSti’osnevtiodeennceergwyapsrbicaesefodroecnaastrinegp,orrattbhyerEcthoannomdeicveInlospighitts.9o8 wInnforec sts, Economic Insight made use of the UK Government’sofficial xisting forecasts, as pu lished by BEIS. The forecasts fromBEIS use statistical techniques based on trends and relatio shipsfrom histor cal data, adjusted to tak account of Governmentenergy policy. BEIS is clearly a credible source for energyprojections, and YWS adopted a caut us approach by basingenergy RPEs on the ‘low growth’ scenario for the economy.3.51.2 Ofwat als resorts to trying to justify the position by reference to thenumber of other companies who have accepted the decision. Aspreviously discussed, this is irrelevant to the issue of evidential quality.3.52 YWS did not provide specific additional evidence in support of areal price effect allowance for energy in its S C. [Reply-006/8.4.There is no evid nce to support an adjustm nt for real price effectsin relation to chem cals. [Reply-005/3.97] [Reply-006/8.42 and Table8.7]. There is insufficient evidence to support an adjustment for real 
98 Exhibit 066-052 (SoC), Appendix 8o to YWS’s Business Plan, Economic Insight: ‘Inflationforecasting: Real Price Effects and Input Price Inflation at PR19’. 
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3.53 
3.53.1 

3.54 

99 Ibid. 

Non-confidentialprice effects in relation to materials, plant and equipment. [Reply-005/3.97] [Reply-006/8.42 and Table 8.7]YWtSocfletahrelyBsuestinoeustsePlvaidnesnucbeminisssuiopnpoinrtSteoptehme RbePEr 2fo01r 8a.l9l9inAspuotuptlriinceds ainsparagraph 3.52 abov , the evidence for RPE was based on crediblesources and used econometric approaches to identify statisticalrelationships between Yorkshire’s underlying inflation and widermeasures of UK economic performance.Ofwat’s position of the impact of Covid-19 on frontier shift and RPEsThere is no strong evidence to suggest that the impact of Covid-19will invalidate Ofwat’s 1.1 percent frontier shift estimate. [Reply-00/7.76-7.79] Covid-19 might make the case for real price effectadjustments weaker. [Reply-006/8.43-8.46]It is the case that the economic impact of Covid-19 remains veryuncertain. While the water sector might be less exposed to it comparedto other s tor , it is unclea why Europe Econ mi s and Ofwat hav atleast not reconsidered their recommendation to focus on the upper endof their range of frontier shift estimates, as the evidence presented tosupport this was alr ady weak (with additional ignificant weaknesses inits evidence/arguments set out below). This is particularly concerninggiven that dat indicates a significant general economic recession is fasapproaching and Europe Economics’ analysis already ignores recentperformance over the past 13 years on a representative s t ofcomparator sectors. Similar considerations apply in relation to the effectof Covid-19 on RPEs.Accounting for treatment complexityOn basis of YWS’s representations, Ofwat changed its approacht the “treatment complexi y” cost driver by using companyforecasts but did not change the data inputs to its models for thisdriver, owing to a lack of assurance of the new data. [YSP/1.20] YWSclaims that Ofwat’s econometric models contain a significantamount of statistical noise, however the paper by Oxera that YWS’srelies upon o demonstrate this does not present an alternativeapproach with higher l vels of accuracy. Oxera (i) ignored the factthat Ofwat triangulate different models at different levels ofaggregation and (ii) chose an unsuitable stochastic frontier modelto conduct their analysis, which cannot distinguish noise from 
91274 
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Non-confidentialinefficiency within the relevant sample size and faces the samechallenge as deciding where to set the catch-up efficiencybenchmark. [Reply-006/3.27-3.28]3.54.1 Ofwat’s treatment complexity driver (the proportio of water r ed inbands 3–6), cannot accou t for the increase in treatmentcomplexity that YWS is anticipating in AMP7. Specifically, YWS willrequire more wat r to be treated in complexity band W5 and less in bandW3, such that the magnitude of the water being treated in complexitybands W3–6 is largely unchanged, despite the water clearly requiringmore complex (and therefore more costly) treatment. At PR14, ofwater was treated at sit s in complexity band 3, and a further 38% incomplexity band 5. However, at PR19, only 22% of water will be treat dt sites in ban 3, with 52% treated at s tes in band 5. YWS proposedlternative models that can account for this type of treatment complexityas part of t e DD response, and Ofwat should have considered them inassessing the efficiency of YWS’s wholesale water expenditure.Growth costs3.55 Ofwat’s models suffer from missing variables to capture growth,meaning that they may fund the historical average growth ratesacross the industry, thereby overfunding companies with gro thrates lower than th industry average. [Reply-006/4.65] It watherefore ppropriate to make a downward adjustment to YWS’scost allowance of £34.7m because it is a low growth rate company.[YSP/1.21] [Reply-005/3.68]3.55.1 In forecasting YWS’s future eff cient cos s, Ofwat has under-forecastYWS’s future expected growth in connected p operties by using ONSbased population data. As explaine10d0 in SoC, paragraph 120(c) and 198,using this data compared o YWS’s has resulted i an under-predic ionof future efficien expenditure. As such, YWS does not consider a furtherdownward adjustment of around £35m is warranted.3.56 It is appropriate to model growth co s with base expenditure.[YSP/2.18-2.20] [R006/4.2] Ofwat’s post modelling adjustmentssufficiently ddress the problem that its models suffer f om missinggrowth variables and may only fund the average historical growthrate. [YSP/2.21] [Reply-006/4.4]3.56.1 Given the limitations in the Ofwa data set a d concerns with ppropri tcost allocation for growth costs, modelling growth as part of base 
100 Exhibit 033, Edge Analytics: ‘Population and Property Forecasts’ (September 2016). 
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Non-confidentialenditure is the most appropr ate approach currently. However, asexplained above, company-specific growth forecasts should have beenused.As explained at SoC, paragraphs 120(c) and 198, if YWS’s forecastconnection growth had been used in Ofwat’s post-modellingadjustments, YWS would have been entitled to an additional £27m inwater and £53m in wastewater costs.It is appr priate to use ONS household projections to forecast thenumber of new connected properties. Companies are protectedfrom the risk of higher outturn population growth through thedeveloper services reconciliation mechanism, cost sharingmechanism, and five-yearly price reviews. [YSP/2.22] [Reply-005/3.67] [Reply-006/4.7, 4.59, 4.72]As set out in YWS’s DD Representation, YWS does not agree with theapproach of reconciling differences in g owth proje tions at the end ofthe AMP, which is when the developer services reconciliati n mechanismwould be applied. The divergences between th ONS growth forecastsand the more real stic YWS growth rates in the region have the potentialto result in significant bill fluctuations for future customers if appliedthrough the developer services reconciliation mechanism.Companies’ forecast new connections based on local authority data.These nd towards the upper end of the range of possible growthestimates, expose customers to a risk of over-forecasting, and areinappropriate for short-term planning. Water esource managementplans (including YWS’s in 2009) hav historically over-estimatedhousehold growth rates. ONS forecasts are therefore morappropriate. [Reply-005/3.63-3.65] [Reply-006/4.6, 4.47-4.50] TheONS’s forecast growth rates are similar to YWS’s historical growthrates. [Reply-006/4.51]Companies in the water industry are subject to both env ronmental aneconomic regulation. The methodology for forecasting householdgrowth rates h s been well establish d through the water res urcemanagement plans and has been aligned with the price review procesfor several AMP periods. If Ofwat wanted to move away from t isapproach, it would have been more prudent to consult with bo h theenvironmental regulator a d the industry to understand the potentialimplications of misalignment between the planning horizons. The growthrates are important as Ofwat has chosen to adopt a simplistic unit costapproach to determining efficient xpenditure for growth needs in itsbase modelling. Ofwat allows for the incremental growth in a region but 
93274 
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3.59 
3.59.1 

3.60 

3.60.1 

Non-confidentialoes not allow for the impact of concentrated growth in the event of thedevelopment of new communities where up-front capital investmentmay be required (i.e. to build a new waste water treatment works).YWS submitted a cost adjustment claim to this effect in th Business Plansubmission, wh r £55m of additional investment was required due toconcentrated developmen s. On review of the latest growth projectionsin March 2019, t investment requirements fell to £30m a d werether for below the ma eriality threshold for a cost adjustment cla m.Nevertheless, there are still l rge capit l investment requirements whichare not acc unted for in Ofwat’s approach, which are further exacerbatedwhen it also reduces growth estimates.YWS does not dispute Ofwat’s forecasts of wastewater cost drivers,espite these having been forecast in similar ways to the water costdrivers. Had its own forecast been used for the latter, YWS’sallowance would have been £17m lower. [Reply-005/3.70-3.71]Of t’s st ment that YWS benefits from Ofwat’s forecasting approachin wastewater is inaccurate. Although it is true that YWS’s modelled costllowance is higher under Ofwat’s appro ch, Ofwat’s forecastingapproach penalises YWS in other reas of the analysis, such as t e p st-modelling adjustment for growth activity (see paragraph 198 of the SoC).The additional allowance associated with using YWS’s forecasts o costdrivers is insignificant compared to the penalty YWS suffers from Ofwat’sflawed model specification and framework.Flood Resilience in HullOfwat’s base cost allowance and £16m uplift means it has fullyfunded the initiative to improve resilience against flooding in Hulland Haltemprice. [YSP/1.22] YWS did not provide compellingevidence to justify the scope and cost build-up of the requested£28.6m nor did it itemise what customers can expect to receive frothis capi al investment. Therefore, Ofwat could not assess the claimvia a bottom-up approach and would ave been justified in rejectingthe claim outright. Ofwat nevertheless applied a top downcalculation because it supports nnovation and partnership working.Ofwat’s allowance for Hull is in fact £20.5m because it implicitlyallowed YWS £4.1m in its base cost models. [Reply-005/3.103-3.107]This is address d in SoC, paragraph 307 et seq. The investment requiredto address the issues in Hull and ncluded in YWS’s Bus ess Planantic pated £50m to deliver the benefits associated with certa of thesesolutions. Of this, YWS sought £28.7m in its Business Plan in allowed 
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Non-confidentialcosts, with the balanc of £21.3m to be achieved through partnershipfunding. In its FD, however, Ofwat allowed YWS only £16.4m for projectsin Hull – a shortfall of £12.3m.3.60.2 Despite Ofwat’s claim to he contrary, YWS provided full detai s ofproposed scope and o build up on the investm nt, as well as theexpected benefits for customers n a query response to Ofwat.101 Four‘hotspot’ areas in t e region were identified through extensi1v0e2 modellingto determine which properties are most at risk of flooding. Estimatecosts for specific solu s such as permeab e paving, swal s, verge andstr et plan ng, de ention basins and g ocellular storage were provided.The indicative costing for these interventions total more than £28.7m,however due to the nature of the proposal and the extensive multi-agency approach, specific details as to which elements would bdelivered by YWS at this stage are not feasible. B nefits relating to thereduction of flooding (of all types, internal and external) and increases ingreen space were quantifi d, with wider resilience, regen ration andeducation benefits als referenced. In short, YWS’s evidence was morethan sufficient to support its claimed costs.3.60.3 The method by which Ofwat chose to reach its allowance is opaque anseemingly has lit le relevance to th reason for the requestedexpenditure. Ofwat estimates its modelling allowance for YWS foraddressing increased hydraulic flooding risk due to growth. It thenidentifies a proport on of this (£3.97m) which would be applicable to theHull and Haltemprice region. Recognising that Hull’s flood risk is fivetimes higher than elsewhere, it calculated an dditional allowance bymultiplying this value by five and then subtracting £3.97m whi h itdeems alr ady implicit in the base costs, resulting in a final allowance of£16.4m (hence Ofwat’s assertion that the allowance is £20.5m overall).3.60.4 How ver, as evidenced in th IAP response on water resilienc ,103 theprime reason for this investment is not growth or climate change in Hulland Haltemprice. The investmen is required to provide general floodresilience to the area under the current population and climateparameters. The city is liable to flooding from a number of differentsources and is unique because the sewer tunnel system that drains thcity uses two large YWS pumping stations. The solutions to this resilience 
101 x 084, PR19 Query YKY-FD-CE-001.102 x s 034.1-034.3, ARUP’s Hull and Haltemprice Feasibility reports (2019).103 Exhibit 067-049 (SoC), IAP response annex, YKY.CMI.B1-1 Appendix 12b. Water Resilience inYorkshire appendix, page 42. 
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Non-confidentialissue will naturally consider future climate chang projectio s as well aaddressing the existing risks, but the primary driver for the investment isthe current flooding risk.3.60.5 Using an implicit allowance for growth in the area to calculate thr sili nce investment has no sound analytic l basis. It does not makesense to then multiply this figure by the increased floo risk and claim itis an appropriate method for assessing efficient expenditure.3.60.6 Once the need for the activity is agreed (which has never hitherto beendisput by Ofwat), the efficiency of the proposed costs should beassessed on their own merits, particularly given the importance o thisissue to the residents f Hull and Haltemprice, who have suffereddevastating flooding before, a d no through a wholly i appropriate andarbitrary approach. Indeed, i its third-party representation Hull CityCouncil expressed its deep concern about Ofwat’s actions:“A flood-prone city like Hull requires innovative green soluti nsto be built into the fabric of the ci y in order to make the c ty morresilient and, at the same t me, fit within the societal fabric ofcity. A reduction in funding would substantially threaten thability to implement these vitally important and innovativeschemes, which draw upon the expertise of many in the LWWP. …I remain hugely concerned that Ofwat’ decision not to allow asignificant amount of the funding Yorkshire Water had plannedfor th city risks adversely impacting the substantial progress thathas been made and that has been planned. …The work with Yorkshire Wat r on City Water R silience is centraltoheosuercpolnadnsp. hWaesehnaovewcroemqupilreetseadnthine-dfierspttphhaansaelyosfisthoifstwheorWk aatnedrResilience Fr mework, su ported by LWWP and funded throughYWS as it r lates to th optimisation of its sewer infrastructure inthe broader city-wide context. This work and the LWWP isfundam ntal to the city achieving its growth ambitions andobjectives moving forward.” 1043.60.7 This sentiment was echoed by the East Riding of Yorkshire in their ownsubmission: 
104 See Exhibit 071, Hull City Council: Representation to the CMA (May 2020). Available at:https://assets.publishing.service.gov.uk/media/5ebebca986650c27955a89ba/Hull_City_Council_Redacted.pdf. 
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Non-confidential“The Council believes that full fund g of the proposals set out byY rkshi e Water in their business plan and continuedcollaboration between all Living wit Water (LwW) partners is theonly possible way to ensure that the East Ridi g and Hull areabecomes more resilient to extreme weather events” 1053.60.8 A review of the Living with Water catchment approach to reducing floorisk in Hull has been carried out by Professor Dieter Helm106 andcompared to Ofwat’s treatment of the matter in the FD. Summaryextracts are copied below:“There is little evidence too that OFWAT has pai much attent onto the 25-year environment plan, its 10 goals and the overarchingpolicy bjective to leave the atural environment in a bettercondition f r the next generation. Indeed, it is hard to see that thePR19 ou comes will result in anything other than an overalldeterioration of the natural env ronment – more flood risk, moregrey solutions, lower biodiversity and river quality and furthercarbon emissions” “OFWAT proposes a generalised methodology to arrive at aspecific sum, thout proper regard to the longer term, withoutregard to the wider natur l capital benefits and withou regard tothe role of a water company i the city’ over ll infrastructure. Idictates a shorter-term solution that does not take proper accountof the characteristics of Hull.” “It is perfectly possible for OFWAT, give its existing duties, tofacilitate the Living with Water approach. In due course it wil havto ake catchmen s and natural capital s riously. I would bebetter to embrace the wider benefits and the wider natural capitalconsiderations now rather than be forced to do so later.” “Using the Hull ex mple, th CMA has an opportunity to providefor an integrated and longer-term blue/green solution to Hull’ssewer flood g and this would be a great example to the industryas it mov s into the Environment Bill, Agriculture Bill and CCA netzero target context.” 3.61 Of at’s base econometric models include n allowance to reducesewer flooding risk in line with historical rates of change in flood
105 See Exhibit 035, East Riding of Yorkshire Council: Representation to the CMA. [Not yetavailable on CMA website]106 Annex 3, Dieter Helm: ‘Catchments, Natural Capital and PR19’ (May 2020). 
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3.62.2 

Non-confidentialrisk due to climate chang . This implicit allowance is generallyhigher than “the investments that companies request in theirbusiness plans”. [YSP/Box 2]To the exte t that all companies have invested in climate changeadaptation and mitigation activities in the previous years, Ofwat’s modelswill include some implicit allowance for climate change. However, if therate f expenditure required to a dress climat risks increases beyondthat observed in historical exp nditure, then self-evidently the modelswill not account for the increased expenditure n ed. A clear example ofthis for YWS is th Hull and Haltemprice resilience investment, where theimplicit allowance in the cost models does not account for the increasedneed for expenditure to address climate change impacts now.The inclusion of extreme weather events in Performance Commitmentreporting figures in AMP7 will also require companies to mitigate thoseincreased impacts, otherwise they will lik ly face significant penalt es.This is espe ially relevant for flooding measures. Until PR19, floodinginc dents ccurring as a result of extreme weather (i.e. weather eventswhich are outside the desig standards of the asse s) have been excludedfrom per ormance reporting, on the basis that extreme events areou side of management control. It is therefore unlikely that the cost ofmitigating the ew Perform n e Commitment requirements will havebeen captured in the histor cal cost information.YWS did not provide sufficient and convincing evidence that it willface exceptional pressure relative to the wider industry or thehistorical rates of change to warrant an additional allowance (i.e.outside of that provided for in Ofwat’s cost models) to mitigate theeffects of climate change. [YSP/Box 2]YWS did not request additional allowances specifically f r climatchange, so t is irrelevant for Ofwat to suggest YWS did not providesufficient videnc . The investment in Hull and Haltemprice is requiredto alleviate the pressing and specific geographical circumstances in thatare under the current climate assumptions and population. Inestablishing th appropriate solution for the region, th impact o futurclima e change was taken into account, but the key driver for theinvestment is the current flood risk.It is noted in respect to long term planning, that all hydraulic drainagemodels used by YWS and the Living With Water part ers i Hull draw onthe latest meteorological projections for climate change in the region. 
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Non-confidentialWINEP3.63 The £213m gap bet een O wat’s view of efficient enhancementcosts and YWS’s view (as of August 2019) is due to inefficiency.[YSP/1.24, 2.30] [Reply-005/3.134]3.63.1 This statement is inco rect. Rather than being due to i efficiency (YWSha been consistently recognised by Ofwat as an efficient company), thecost difference predominantly arises because of:(a) fl ws in Ofwat’s modelli g of p-removal, as explained in SoC,paragraph 197(c) and Annex 11 of this Response;(b) O– 1fw9a4t,’asnindafpopr reonphraiantceecmheonictecoosftbs espncehcimficaarkll,y,SpoaCrapgarraapghra1p9h5s; a1n9d0(c) dSoCub, plearcaogurnatpinhg2f0r1o.ntier shift with a forward-looking benchmark,
Together, th se account for £109m of the gap between YWS and Ofwat’sview of fficient costs in wastewater services. Ofwat ha failed adequatelyto address YWS’s criticisms of its position on these issues, as addressedin Annex 11.3.63.2 As explained in SoC, paragraph 102, the remainder of the gap inenhancement costs is the result of Ofwat’s flawed position o otherWINEP cost drivers (including storage schemes, investigations, and flowmonitoring at sewage treatment works), as well as resili nce investmentin Hull and Haltemprice. None of these issues are addressed in Ofwat’sReply, except in relation to Hull and Haltemprice.3.64 In the FD Ofwat remodelled YWS’s P removal costs and increased itsallowance by £16m as a result. [YSP/1.24] Ofwat increased YWS’senhancement funding relating to WINEP by around £93m betweenthe DD and the FD. [YSP/2.28]3.64.1 As xplained in SoC, paragraph 197(c), th FD results in materialunderfunding of YWS’s WINEP programme notwithstanding someincrease in funding between DD an FD.3.64.2 While Ofwat’s remodelling provided an ad itional £16m, the additionalincrease of £93m or enhancement expenditure was he result of YWSrealloc ting costs from enhancement to base, and not the result of anyOfwat action.3.64.3 With regards t Northumbrian Water’ suggestion to average across allthree Ofwat models of p-removal costs for all companies, YWS reiterates 
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Non-confidentialt e point made in SoC para 197(c). In particular it is not the case that “thestatis ical performance of the model is as good as the performance ofthe other two models”, as the other two models fail to account for thelegislative drivers f costs. Accounting for the appropriate drivers is are important consid ration than the statistical performance of themodels, especially giv n the small data set of ten observations.Averaging the outcome across all three models underestimates therequired expenditur . A be ter approach would be to use only the modelthat Ofwat developed for the FD and it is not clear to YWS why Ofwatdid not do this.3.65 The most recent release of WINEP requires YWS to deliver asignificantly smaller phosphorous removal programme in 2020-2025 that that assumed in the FD. The CMA must decide whether totake account of this in its redetermination. [Reply-005/3.125-3.129]3.65.1 During the PR19 process YWS consid red the potential of re-phasing theWINEP programme, in particul r, the possibility of delivering some p-removal schemes by 2026, rather than during AMP7 as originallyplanned. This was within the legal timescales set out by the UWWTD andwas investigated with the purpose of reducing customer bills in AMP7.The vast majority of the capital expenditure would have still beenrequired in AMP7 due to the typic l spend profile of delivering largeschemes but there would have been a benefit of delaying operating costsby 1-2 years.3.65.2 However, following discussions with Ofwat, YWS did not get the requiredconfidence that the remaining costs of the sc emes would beappropriately allowed for in AMP8. YWS deemed the risk of gettingmaterially less funding han required to outweigh the benefits ofd laying the implementation. This decision was detailed in YWS’s DDRepresentation.1073.65.3 As part of this consideration YWS wrote to the Environment Agency toconfirm hat the dates could be extended. Ofwat’s response is based onan updated r lease of the WINEP containing adjusted dates. However,YWS has si ce confirm d to t e Environment Agency (email 14/4/2020)that it intends to deliver all the schemes in line with the origi al dates.Consistent with this, YWS expects t at the regulatory compliance datesof 2025 will be re stated for the sch mes previously identified as beingsuitable for phasing. It has yet to be agreed whether a new company 
107 Exhibit 068-004 (SoC), 04 YWK DD Representation Cost Efficient, page 22. 
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Non-confidentialspecific release of the WINEP programme will be undertaken, or thechange will be picked up in the annual release.3.65.4 Based on this, the second option being proposed by Ofwat is irrelevant,as it will not meet the requirements f an updated WINEP. The onlyopti available is the first option i.e. for the full programme of work tobe considered in the AMP7 period.3.66 The Environment Agency considers chemical removal to be thenorm to reduce phosphorous in rivers. T is is also the most cost-effective solution. Some companies have had negative experienceswith biological removal. YWS’s environmental concerns areoverstated and the negative effects of chemical treatment to whicht refers can be managed. There would be a relatively marginalincrease in tanker deliveries if YWS used chemical rather thanbiological treatment at its seven proposed sites for the latter.[Reply-005/3.130-3.133]3.66.1 It is accurate to say that chemical removal (ferric dosing) has historicallyeen the norm to reduce phosphorus in rivers. However, the newerbiological tr atment technology (BNR) gives YWS the opportunity toreduce whole life costs, redu e environmental impact and to open up theopportunity for nutrient recovery when the technology is sufficientlydeve oped. Given the s ale of YWS’s WINEP programme, there are alsosupply chain resilience concerns associated with ferric dosing.3.66.2 YWS has confidence that BNR is appropriate having seen itemonstrated a large sites by Unit d Utilities and Severn Trent Wat . Itisagree with the anecdotal evidence presen ed by Ofwat that ferricd sing is the most cost-effective solution. It completed a detailedbottom up assessment of both ferric dosing and BNR solutions forremoving phosph ru , which identified that BNR solutions producedlowest whole life costs at 12 of the 18 sites where it was feasible.3.66.3 While it is true that BNR may not always be the most cost effective, sinceYWS’s plan to retrofit existing Activated Sludge Plants (ASPs), the capitaland carbon expenditure is favourable in the circumstances.3.66.4 Subsequ nt to the publication of the 2013 Atkins report on which Ofwatrelies (se R005/3.130), YWS has work d with other water and seweragecom anies to better understand the opportunity to use BNR. It iaccepted that a the time the report was publishe chemical dosing wathe “go to” solution. This was becaus permit conditions for Phosphorusremoval were less onerous and the equipment was relatively simple to 
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Non-confidentialrun. Moreover, BNR was hen not well understood except by a smallnumber of technical experts who were involved in design and operation.3.66.5 However, it was subsequently shown by the National Che icalInvestigations programme that it is technically feasible to r movePhosphorus to he l w levels required by the AMP7 limits, sometimeswith a combination of approaches of BNR and a “trim” chemical dose.YWS continues to work with Stantec (in thei appointed capacity asStrategic Planning Partner ) and technical peers across the industry toassess the tr atment plants which adopt this approach and are satisfiedthat BNR offe s the best whole life cost option for a number of its largsites. The environmental benefits come from the carbon savings from thereuse of existing assets (retrofit to existin ASPs) and long r-termsustainability by reducing reliance on th high quantities of ch micalsrequired by ferric dosing. BNR solutions reduce YWS risk associated withthe chemical supply chain chal enges, including access to the requiredquantities of chemical, potable water prioritisation scenarios underemergency planning conditions,108 logistical risks and opex costvariability.3.66.6 However, as Ofwat’s methodology only allows costs based on the AMP7Tot x value and does not consider the whole life cost implications ofdifferent options, YWS constr in d itself to proposing BNR only where itwas the lowest AMP7 Totex value as well a producing the lowe t wholelife costs. As such, this applies at seven sites (and excluded YWS’s largestworks) with 22% coverage of YWSs operations (population equivalent).As set out in the SoC Section H, this leads to a large nvironmentalimpact and ongoing operating costs to be borne by future generations.3.66.7 An additional £113m reduction in Totex, as applied by Ofwat at FD, willforce YWS to select solutions that are cheaper again. These are likely tohave:(a) acuswtoomrserse’ nsvuirpopnomrtentfaolr ima pgacret,atderirefcotlcyuscoonntradenicvtirnognmYeWnSta’slsolutions; and(b) aorhigrehfeurrbwishhoilnegliferactohsetr(et.hga. nthrroeupglahctinhge uasgeionfgcheexaispteinrgmaatsesreiatsls),, 
108 Under certain emergency planning circumstances chemical suppli s are prioritised to theprovision of clean water rather than wastewater treatment. In recent years, emergencyplanning has been carried in relation to both Brexit and Covid-19. 
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3.67 

3.67.1 

Non-confidentialsting its customers more in the long term and therebycontributing to intergenerational unfairness.Inde d, the environmental impacts of the FD in this regard wereexpressly recognised by the Aire Rivers Trust in their third-partysubmission:“…the requirements for Ph sphorus removal from sewageeffluents will, under the p oposed regime, lead to an increaseduse of chemicals with the resultant increased pollution risk fromthose chemicals and their residues discharged in final effluents,an increase in transport incidence and costs and by promotinginvestment in ha d infrastructur incr ase the company’ embedded carbon requirement. Alternative approa hes, s ch asintegrated catchment management or Biologica NutrientRemoval are available th t could address this challenge in apoatnenetira. llyThme osrehorstu-tsetarminaisbmle ianhderefnint anincialtlhye mdoerteermefifneacttiiovnemilitates against even investigating this approach.” There is no evidence to support YWS’s claim that the UWWTDcauses higher phosphorous removal costs than other legislativ costdrivers. Ofwat’s third model was used to take account of the factthat YWS had no schemes with a Water Framework Directive ‘ndeterioration’ driver, as the latter were previously considered toreduce treatment costs. However, further consideration indicatesthat there is no evidence to support the latter contention, castingdoubt on the need for the thi d model. The third model maytherefore be capturing the tighter consent drive higher costs, whichis already accounted for by ne of the two other models, furtherweakening the justification for the third model. [Reply-005/3.135-3.139]Annex 11 provides evidence that demonstrates that the UWWTD causeshigher phosphorous removal costs than ot er legisla ive cost dr vers,even if consents are included in the model. These results are statisticallysignificant and Oxera’s proposed model improves the model diagnosticscompared to Ofwat’s model. As a result, Ofwat’s assertion is incorrectnd further underscores the necessity for Ofwat’s third mod l for the taskat hand, which is presumably why Ofwat developed it in the first place. 
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Non-confidentialBusiness Rates3.68 YWS’s concerns regarding Ofwat’s approach to business rates aresufficiently addressed by an uncertainty mechanism introduced inthe FD. [YSP/2.24-2.27] [Reply-005/3.55-3.60]3.68.1 This is manifestly inco rect due to the design of Ofwat’s uncertaintymechanism. Ofwat refers to the mechanism as i centivising compani sto manage costs but persi ts in its failure to recognise that Busi ess Ratesre in fact a tax. Further, as evidenced in the YWS’s DD Representation,109almost all the components of the revaluation are outside a y influenceby t e company. So Ofwat’s approach simply results in an underfundingof the required taxes.3.68.2 Moreover, Ofwat’s remarks fail to mention that it has not corrected twomanifest and company-specific flaws in the set ing of the baseline forBusiness Rates which YWS evidenced at both IAP and in its DDrepresentations.(a) Olimn twedaterre,dOucfwtioatn hoafs cfiariclead£t2omrepc.oa.gnaigsreeethdewimithpatchteoVf aalutaimtioen-Office Agency, resulting in an error of £10m over the five-yearprice control period. This is nothing to do with ny uncertaintyabout the 2021 revaluation; it is a documented matter of fact.(b) On wastewater, Ofwat as refused to take account of changes inthe asset st ck during the current regulatory period. Again, this isunrelated to any future revaluation; it is a documented matter offact and clearly explained in the 2018/19 Annual PerformanceRepo t. Ofwat’s re usal to recogni e these new assets results in anunderstatement of the actual rates liability of circa £6.5m over theprice control period. There is no reasoned basis for such anapproach, especially as it appears that one of the fast-trackcompanies received an adjustment for new assets.3.68.3 Ofwat’s presen ation of the uncertainty mechanism also disguises thefact that Ofwat constructed the mechanism in a way that inevitablydisadv ntages the companies. On Ofwat’s approach, there is nouncertainty as to whether ther will be a revaluation, only as to wh theoutcome will be. Therefore, by excluding any influence of the revaluation,Ofwat is effectively asserting that the projected impact is zero. Tuncertainty mech nism will only ever provide funding for 75% of theimpact of the revaluation on the additional Business Rates YWS has to
109 Exhibit 068-004 (SoC), 04 YWK DD Representation Cost Efficient, page 46. 
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3.69.2 

3.69.3 
110 Ibid, 

Non-confidentialpay and YWS will always have to fund the remaining 25%. Accord ngly, itis not the case that Ofwat’s approach to Business Rates is sufficientlyaddressed by its unc rtainty mechanism: on the contrary, the 25% gapwill never be addressed.Traffic Management Act (TMA)It was appropriate to apply a 50% reduction to YWS’s proposed TMAcosts because: (i) YWS’s high forecast costs mainly result fromimplementation and covered costs such as manned traffic lights andout-of-hours working, which are covered in Ofwat’s base allowanceand could not be assumed for all roadworks; (ii) YWS provided noevidence to explain why its forecast costs are significantly higherthan its historical and current costs; (iii) YWS has sufficientprotection through the cost s aring mechanism and five-year pricecontrol mechanism should highw y authorities introduce furt r ‘allstreets’ permits; and (iv) YWS’s allowance is the second highest inthe sector and significantly higher than other comparablecompanies. [Reply-005/3.148-3.150]With regards to point (i), YWS is pleas d that Ofwat has finallyacknowledged the role of the permit related costs, such as therequirements determined by the high ay authorities for m nned trafficlights and out of hours work ng. However, Ofwat has again failed toengage with the evidence provided that YWS’s approach to the reportingof these costs was in line with the guidance that Ofwat itself providedaround the 2018-19 Annual Performance R port. YWS’s DDRe esentation noted that if other companies were not f llowing thisapproach, t1h1i0s would seriously distort the comparison of costs betweencompanies.YWS is most surprised by Ofwat’s suggestion in point (ii) that it had notexplained the evolution of its forecast costs. A great deal of evidence wasprovided about the basis of its foreca t, explaining each of the individualcomponents and the relevant drivers of thes . Th widespread use ofpermits rather than notices u der the new legislation, and theencouragement by the Department of Transport to highway authoritiesto maximise the usage of the new legislation and permit system providea very clear set of changes from historic arrangements.With regard to point (ii ), Ofwat has again failed to find anythingapproac ing a balanced risk position. Ofwat seeks to cast doubt on theuse of the permits, despite the evidence presented about the material 
page 59. 
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Non-confidentialchange in circumstances brought about by the relevant highwayauthorities. Further, the changes made to the cost sharing mechanismsubstantially alter the degree and timing of the protection provided.3.69.4 Finally, with regard to point (iv), this is a further example of Ofwat relyingon simplisti comparisons rather than undertaking balanced analysis. Thefact that a cost element is higher than others may be inconvenient forOfwat, but where it is supported by strong evidence, this is no basis toapply an arbitrary 50% reduction.Drinking water quality3.70 YWS did not detail in its Business Plan (nor following the DD) theoptions and cost breakdowns of the schemes it had considered norho costs h d been allocated between base and enhancement.Ofwat’s cost allowance was therefore reasonable. [Reply-005/3.152-3.1563.70.1 To comply with guidance on cost allocation, YWS undertook a exerciseto determine the split between enhancement and base expenditure ofeach component of eac scheme for the Busi ess Plan submission. Onlythe elements that met the definition of enhancement were representedin he Drinking Water Inspectorate Submissio (the statu ory drinkingwater quality requirements) and in the enh ncement xpenditurrequired in Ofwat’s data tables. The costs, and the appropriateness of thecost allocation, were subject to YWS’s assurance process, includingexternal assurance and YWS Board sign-off.3.70.2 I is true that YWS did not provid a detailed cost breakdown to Ofwat(this also true of the rest of the programme), but neither was thisrequested or required as part of he price review process. Rather YWSresponded to specific statements in Ofwat’s deep dive, providingadditional clarity where i believed it was necessary. The YWS IAPresponse set out a point-by-point resp nse to Ofwat’ deep divecomments.111 It provided whole life cost comparisons for schemes andshowed costs s lit out by base and enhancement costs withaccompanying explanations.3.70.3 Ofwat’s firs asserti n is therefore incorrect and do s not providesupport for the proposition that its cost allowance was reasonable. 
111 Exhibit 067-081 (SoC), IAP response annex, YKY.CE.A1: Securing cost efficiency, page 35 etseq. 
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Non-confidentialIndustrial Emissions Directive3.70.4 Since the submission of the Business Plan in September 2018 t eEnvironment Agency have determined that the IED applies to thb ological treatment of e age sludge. This means that large sludgedigestion treatment sites wil be required to operate under new anmore rigorous environmental permits, which require condi ions basedaround the use of best available techniques (BAT). In order to meet theDirective, there are material costs within AMP7 that were not takenaccount of in the Business Plan.1123.70.5 YWS has developed and begun to apply a risk assessment process tomeet the EU BAT Guidance. Based on the work carried out to date, thdelivery of c mpl ance at 11 elevant sludge treatment facilities will havematerial Tot x impact of around £150m in AMP7 (£119m capital cosa d annual operating costs of £6.8m). This Totex will be a material impactn the bioresource price control, for which the FD set a cost allowanceof £305.4m.3.70.6 Further information on the IED is set out in Annex 20. 

112 For further detail see Annex 20, YWS: Industrial Emissions Directive Case Study. 
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Non-confidential4. Regulatory challenge on outcomes
OverviewThis section provides YWS’s evidence demonstrating that the decisionsOfwat has made regarding outcomes are seriously flawed. Ofwat hasasserted that YWS is a poor performing company because it has chosento carry out low levels of activity and has not looked after its assets aswell as other companies. This is not true.Section 4 provides evidence which demonstrates that: 

 Ofwat’s assertion that the performance levels set are “stretchingbut achievable” is not based on a comprehensive, evidenced riskassessment. Rather, it is an assertion based on selective andlimited observations and flawed assumptions. 
 Ofwat has failed to take account of legitimate regional differencesin relation to YWS. 
 The ‘starting point’ to achieve UQ performance is not consistentfor all companies, and YWS faces a disproportionate challengedespite meeting or exceeding the majority of its AMP6 regulatorytargets. 
 Ofwat has not appropriately risk-assessed the package as a wholeand there is a significant downside skew. 
 There is a clear disconnect between costs and outcomes and thereare material differences in water companies’ approaches toreporting in the past that Ofwat should have accounted for.This section considers the positions Ofwat has taken and provides fact-based counter arguments that demonstrate the flaws in Ofwat’sapproach and the resulting significant downside skew in risk that YWSfaces. 
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Non-confidential4.1 YWS considers Ofwat’s FD included “poorly designed penaltymeasures over the next five years”. Ofwat is not clear whichelements of its performance incentives YWS considers to be poorlydesigned. [YSP/2.35]4.1.1 This should be clear to Ofwat: YWS has consis ently explained – in detail– the inadequacies of the Performance Commitment and ODI framework.F r example, SoC, Paragraphs 152 to 187 and Annex 5 (SoC)113 explaihow the compl x i centive fram work is poo ly designed, not based onsound vidence and often relies on inappropriate comparisons. Forexample:(a) Oigfnwoate’ds icnutsetrovmentrios’nsvieinwsth(edesppeirtfeorOmfawnacte’s inascseenrttiivoenspatockatghecontrary) and skewed the package away from the efficient level(SoC, paragraphs 156 and 157 and Annex 5 (SoC));(b) athfteemr tehesuBruesmineenstsoPlf UanQsftoargceo,mOmfwoantPeshriffotermd aitnscexCpoemctmatiitomnsenftosr,(SoC, paragraphs 158 to 161); and(c) Ocafpwsaatnmdacdoellanrusm(SeorCou, psaerrargorraspihnsit1s75aptpor1o8a2ch). to incentive rates,
4.1.2 The analytical deficiencies in the ODI incentive design are furthercompounded by Ofwat’s failure to und rtake any risk analysis on theindividual ODIs or at the package level, resulting an in an overstatementof potential upside and an understatement of downside risk.1144.1.3 I its SoC, YWS pointed out flaws in Ofwat’s appro ch to numerousindividual Performance Commitments and ODIs. YWS addressed:(a) Opafwraagtr’saphflsa1w6e2dtoa1p6p5r)o; ach to YWS’s leakage target (SoC,(b) O(SfowCa,tp’sadraisgcroanpnhesc1t6b6etowe1e6n9)l;eaankdage reduction and mains repairs(c) optahraegr rcaopmhms 1o7n0atnod1c7o4m).parable Performance Commitments (SoC, 
113 Annex 05 (SoC), Economic Insight: ‘Maximising Customer Benefits from the Outcomesramework’ (March 2019).114 For further details, see Annex 02 (SoC), Economic Insight: ‘Ofwat’s Approach to Risk Analysisin the Final Determinations’. 
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Non-confidentialBe , YWS has further addressed Ofwat’s specific points on thefollowing:(a) the water supply interruptions Performance Commitment, whichYWS was forced to reduce because Ofwat did not providesufficient fun ing;(b) ptoolmluetieotnUiQncliedveenltss;, where YWS maintains that funding is required(c) smeewtehrodoclolglayphseas, ewahnetrtehatOYfWwSa’ts’slonsgh-toertr-tmesrmtratecghyafnogreasseintrenewal is compromised;(d) tnhoet laenpgotinhtoinf rdivisepruimtep; aronvded Performance Commitment, which is(e) water quality contacts.Overall, as explain d at SoC, paragraphs 183 to 187 and Annex 5 (SoC),the combined effect of Ofw t’s interventions has been to skewerformance incentive package to the negative and isalign thepackage with the preferenc s of YWS’s customers. After managementinterve tion, YWS’s most likely overall outcome over AMP7 is a penaltyposition of around £60m, though the penalty position could be muchhigher (see paragraph 2.22.6, above).Why Ofwat considers that its overall incentives package is appropriatefor YWSOfwat identified three common Performance Commitments (watersupply interruptions, internal sewer flooding and pollutioincidents) wh re there was “good quality data and we saw no reasowhy companies should differ in their performance” [Ofwat Teach-inof 4 February, pages 44-45].A common theme throughout PR19 has been that increases in levels ofPerformance Commitments have been driven by changes in eportingmethodology rath than changes in company activity on the ground. Assuch, Ofwat is und r an obligation to ensure that data collected from thedifferent companies is rel bly comparable. However, as shown below,companies differ substantially in terms of reporting compliance and thedata collected annot be reliably u ed to underpin an ince tives regimethat is unflinchingly rigid in it app ication. In setting c mmonPerformance Commitments an esp ci lly in applying its approach toUQ-level targets, Ofwat should have taken significantly more care in 
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Non-confidentialconsidering company-specific factors that influence both performanceand reporting.4.2.2 The data used o compare p rformance across companies in these areasare dependent on the telemetry infrastructure115 available to eachcompany – and this differs materially. In response to regulatory stimulus,YWS invested early in this type of technology and it has more robustdatasets and m thods of detection than many of the other watercompanies as a result.4.2.3 The companies did not report th ir data in a uniform ay for the threecommon Performance Commitments in year 2018/19, which, along withcompany forecasts, Ofwat relied on to determine the UQ levels for thosPerformance Commitments. While YWS noted imp ovement in thequality o reporting between 2017/18 and 2018/19, there are many areaswhere Ofwat’s conclusion that there is “good quality data” to comparecompanies is misconceived.4.2.4 F r example, in the case f water supply interruptions, wherecompanies are not able to rely on network data recorded bymeasurement devices, the results from that company are more reliant oncustomer feedba k nd notifications, which themselves are inherentlyless reliable or accurate. Companies are required to report a simple RAGconformance grade against its data. However, Ofwat did not provideevid nce on how this was taken int account in its determinations oftarget UQ levels on comparative Performance Commitments.4.2.5 Water companies’ eporting f ac ual results for the water supplyinter uptions Performance Com itment shows a mixed level ofreport ng compliance, with only marginal improvements in reportingcompliance between 2017/18 and 2018/19. Table 5 below illustrates therelative quality of company data in 2018/19. The three commonPerf rmance Commitments identified above contain a specific numbeof component measures. Companie self-assess on the quality of th irreporting for each component measure, giving a red, amber or greenrating for each component measure. A red r ing indic tes reporting isnot compliant with the guidance and has a material impact on reporting;an amber rating indicates reporting is ot compliant with the guidancebut has no material impact on reporting; and a green rating indicatesreporting fully complies with the guidance. For water supply
115 Telemetry Infrastructure refers to the instruments that measure performance or conditionand the associat d process of recording and transmitting the readings of these instruments.Examples include water pressure; water or wastewater flow and level; and monitoring of thevibration or heat of a pump. 
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Non-confidentialinterruptions, some co pa ies still report deficiencies in theircompliance with key components of this measure due to a lack oftelemetry across their networks. This led YWS to ask Ofwat during thehorizontal audit of converg d PR19 Performance Commitments thatcompani s be mandated to rep rt the data source used for determiningstart times for supply n erruption events, so that Ofwat could considerhow a company’s abilit to report accurately was mpacted by thetech ology it had deployed. YWS provided this additional informationvoluntarily to give Ofwat and its customers confidence in its publishedfigures. 

Table 5: companies reported compliance with water supplyi i i bli i S T bl 3S f h 2018-19nterrupt ons report ng o gat ons. ource: a e rom t eAnnual Performance Report (APR).4.2.6 YWS has sim lar concerns about data reporting in relation to internalsewer flooding. While in 2018-19 five of the c mpanies reportedimproved compliance, two reported a deteri ration of their compliance.Some companies reported that they were not yet able to conform wellto all of the components of the measure, especially in relation to themeasurement of severe weather events. YWS notes that the twocompanies that are outliers in the data showing correlation between 
112274 
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Non-confidentialinternal sew flooding and pr portion of cellars (U ited Uti ties andAnglian Water) also report the lowest levels of reporting compliance. 

a e comp n es repor e comp ance w n erna sewer oo ngreporting obligations. Source: Table 3S from the 2018-19 APR.4.2.7 The posi ion is even starker for leakage. Betw en the 2017-18 and 2018-19 years, te of the water companies reported a deteriorationin reporting compliance. This is due partially to the change in thedefinition of leakage, which led to reporting on 76 c mponent measures(in 2017-18 companies reported on only 24 component measures). Asan be seen from Table 7 below, companies’ compliance with the newcommon definitions is patchy. 

T bl 6: i t d li ith i t l fl di 

113274 



   

   

                                                                                                                                                                                                                                                                         

’ ei
o t

e

ned
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T bl 7: i t d li ith l k tia e compan es r por e comp ance w ea age repor ngobligat ons. Source: Table 3S from the 2018-19 APR.4.2.8 Acqucaolirtydindgaltya,”YWanSdcoitnsdidoeurbs ttshatthnaot niet oisf threelsiaebdleatafosretssepttrionvgidecosm“gmooodnPerf rmance Commitments across all companies. There are differencesin conformance with the Methodology across mul iple measures andtherefore the data cannot be considered reliable in its comparability.4.2.9 As can be seen from Tables 5 to 7 above, YWS is a strong performer interms of compliance with the reporting criteria across each of thPerformance Commitments. The technology used to measure moreaccurately the scale and duration of incidents is more likely to highlightincreased non-compliance than more manual reporting. For example, ifa water supply interruption happens overnight, a company that usestechnology to report on performance would be able to note the loss ofsupply quickly due to changes in pressure and flow. Companies that relyon customer contacts to report supply interruptions would o ly recordthe interruption if a customer tri to use water during the night and,upon finding the supply interrupted, contacted the company (instead ofwaiting until the next morning). This has two consequences for thecompany using technology: (i) it is more likely that an event is recordedat all (for companies with manual reporting, the event could haveresolved itself before being reported); and (ii) the length of the event willlikely be longer (as the start time of the event is recorded promptly bytechnology as opposed to the time of the customer contact). 
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Non-confidential4.2.10 YWS’s co cern, therefore, is that companies such as YWS that haveinvested in telemetry technology and are better able to record incidentsaccurately are being pervers ly disadvantaged by the commonPerformance Commitments. The common Performance Commitmentsalso disincentivise companies with weaker compliance with the reportingcriteria from improving their performance.4.2.11 YWS supports comparative regulation, but it submits that Ofwat shoulhave given greater consideration to regional-specific factors andtestimony from individual companies. Ofwat’ cost models are not robustenough to set such stringent UQ benchmarks, and the performance da aquality is not reliable enough to justify UQ targets without uncertaintybeing properly accounted for.4.3 YWS is a poor performer in many of the common performancemeasures when compared with its peers [YSP/2.34]4.3.1 AsseleecxtpivleaianneddigatnoSroeCs tphaerwagidraephpic2t9uretthsaetqY.,WOSfwhats’sillcuhstarraatcetderiinsaittsioSn1o1C6is,in particular YWS’s historical track-record near the efficiency frontier.4.4 If YWS delivers the performance levels in he DD it would receiveutperformance payments of £18m on water supply interruptionsover AMP7 under the FD [YSP/2.34]4.4.1 Ofwat’s failure to un ertake risk analysis means its numbers are notcredible. Ofwat has adduced no evidence to inform the likelihood of YWShi ting the targ ts posed (whether in the DD or FD). The figure quoted isultimately irrelevant given that it relat s to only one section of theoutcomes package and ignor s the rest. In isolating the potentialrewards for a single Performance Commi ment, Ofwat has again failed toun rstand th fundamental point about the trade-offs companies facein delivering performance for allowed costs at the overall level.4.4.2 Furthermore, Ofwat’s statement is hypothetical as it is unrealistic toassume that YWS would be able to reach the performance levels inOfwat’s DD given the lack of funding it has received to r ach UQperformance.117 Even if YWS were to meet the water supply interruptiontargets, a increa e of £18m w ld be dwarfed by the funding gapinherent in Ofwat’s FD, which amounts to over £300m. 
116 See YWS, SoC, paragraph 41.117 See Section 0, below; YWS, SoC, paragraph 139 et seq.; and Annex 01 (SoC), Economic Insight:‘Financeability of the notionally efficient firm: a bottom-up analysis’. 
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4.5.1 
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4.5.3
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Non-confidentialThe fact is that YWS has already revised its delivery plans in light ofOfwat’s FD. The delivery plan forecasts show a likelihood of significantu derperformance of the overall incentives package during AMP7. Basedon a P50 analysis, the most likely outcome over AMP7 is a penaltyposition of around £60m. This calculation includ s sens t vity testing toassess the susc ptibility of performance to weath r volatility. However, itshould be noted that the assessment was made before the Covid-19crisis, which is likely to worsen YWS’s potential penalty position.Ofwat used both companies’ evidence and hist rical and sectorcomparative information t nsure companies’ outcome deliveryincentives adequately protected customers and incent visedperformance. Ofwat checked compani s’ proposed rates against anumber of other factors such as large vari from PR14 rates,comparative performance, and past performance. [YSP/2.37]YWS does n t consider that Ofwat’s incentive rate interventions betterrotect customers or better incentivise performanc . As noted i SoCparagraph 177, Ofwat’s general approach to incentive rate intervent onswas to move incen iv rates closer to industry averages. However, giventhe di erences between companies in terms of customer preferencesand efficient costs, industry v rages are not r l vant f r individualcompanies. Ofw t’s incentive rate interventions therefore do not protecYWS customers and distort the incentives for YWS to deliver the efficientlevel of service to its customers.The fact that Ofwat undertook a umber of checks and used a numberof evidence sources to set inc ntive rates is irrelevant. Some of thchecks that Ofwat undertook were not appropriate and the altern tivesources it used to retriangulate incentive rates were not comparable.Most notably, PR14 i centive rates are not comparable to PR19 incentiverates – both the definitions of Performance Commitments and the levelsof performance are differen . Furthermore, Ofwat did not undertake nhe ks to confirm the validi y of PR14 incentive rates. This is particularlyconcerning given that Ofwat itself raised concerns about the robustnessof the cu tomer research that underpinned the PR14 incentive rates – which was the reason that Of at changed its methodology in terms ofcalculating incentive rates between PR14 and PR19.The flaws in Ofwat’s approach to intervening in incentive rates are setout in more detail in Annex 5 (SoC).Since the start of PR14, water companies have receiv d netpayments of £112 million for the achievement of financial incentiveson Performance Commitments. [CCIP/3.31] An efficient company
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Non-confidentialshould on average have net zero outcome delivery incentivepayments. [CCIP/3.53]4.6.1 Ofwat implies that net ODI paym nts from PR14 show that the industryis benefitting from too-low targets, thus justifying the new targets atPR19 and/or that the level of stretch companies now mus bridge is low rthan the headline figures would suggest on the basis that the companieswere already outperforming on important metrics. This is misleading.4.6.2 First, these net ODI payments are relatively small and there is certainlyno evidence of systemic outperformanc . According to Ofwat’s own data,the £112m of net payments is equivalent to just 0.1% RoRE – a minorutperformance when considered in the context f Ofwat’s PR14 ODI capof +/- 2% RoRE and Ofwat’s expected ODI RoRE ranges at PR14.118Indeed, outperformance of 0.1% RoRE is entirely within Ofwat’s expectedRoRE range at PR14.4.6.3 Second, to the extent that Ofwat is sugge ting industry-wideoutperformance, this is not supported by the acts: as is illustrated inTable 8 below, there has been a broad spread of companies earni g netpositive and negative ODI payments so far in AMP6 (i.e. a balance of‘winners’ and ‘losers’). 

a e o mpac o paymen s n e rs our y ars o .Source: based on published data from Ofwat s Service Delivery ReportT bl 8: R RE i t f ODI t i th fi t f f AMP6 
118 Ofwat’s expected ODI RoRE ranges at PR14 are illustrated in Figure 4.2 of the CCIP. 
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Non-confidential2018-19.119 Note: the figure splits out pre- and post-merger companiesseparately.4.6.4 To put the £112m figure into context, it states on Ofwat’s website thatPR14 was a £44bn investment. As a proportion of that investment, £112mrepresents 0.25%. In addition, companies such as YWS responded toearly indications about e potential stretch in PR19, further investing ininfrastructure a d therefore outstripping PR14 PerformanceCommitment incentives.4.6.5 Moreover, the logic of Ofwat’s implicat on is faulty – even if Ofwat hadgot the level of challenge wrong historically that does no imply that ithas got it right this time. Ofwat set the ODIs at PR14 to encouragcompanies to outperform and now seeks to penalise companies becausethey did – rather than encouraging further outperformance.4.7 Overall there is more opportunity to earn outperformance in the2020/25 period than the 2015/20 period. At PR14 a greater numberf ODIs had underperformance rates that were greater thanoutperformance rates, than is the case at PR19. [Reply-005/4.10,4.11]4.7.1 YWS disagrees with Ofwat’s suggestion that it has a greater opportunityto ea n outperformance payments in AMP7 compared to AMP6. Topportunity to earn outperformance payments is determined by thability of the company to perform in relation to the PerformanceCommitment vels, along with the incentive rates, caps, collars, etc. Asset out in Table 15 at paragraph 6.2.8 below, YWS faces a P90 upside of0.19%. This is below t e upside that Ofwat calculated for PR14 and belowthe upside that YWS has experienced so far in AMP6. As set out furtherin Sect on 6, the analysis that Ofwat relies on to draw its conclusion aboutRoRE risk for PR19 is not robust and should be disregarded.4.7.2 Furth more, the number of ODIs that have underperformance ratesgreater than outperformance rates is not deterministic of the extent ofoutp formance payments that can be earned. As noted above, whatmatters is the package as a whole and hat levels of performance areactually achievable. YWS also di agrees with any suggestions that it caearn outperformance payments in AMP7 because it has done so inAMP6. The targets are clearly different, so this conclusion cannot bedrawn. 
119 Available from: https://www.ofwat.gov.uk/regulated-companies/company-obligations/outcomes/service-and-delivery-2018-19/ (last accessed 27 May 2020). 
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Non-confidential4.8 YWS is a poor performer on asset health metrics. [Reply-005/4.8,4.18]4.8.1 Ofwat has ade this statement without reliable evid nce – see Annex4,120 Economic Insight’s report on a framework for asset health:a) Asset health measures are not comparable across companies;(b) Ofwat has not taken into account differences between companies;c) Asset health targets have not been set on a comparative basis;(d) Opefwrfoatrmhasncneo’tfogrivYeWn Saodreofetnhseirbwleavteierwcoomf pwahnaitesc.onstitutes ‘good
4.8.2 As demonstrated in SoC paragraphs 26 and 27, against Ofwat’s ownmetrics YWS has been judged as ‘stable’ in 55 out of the 60 measuressince 2005.4.9 The Economic Insight report, Annex 5 (SoC), fails to mention thattwo of Ofwat’s most financially material Performance Commitmentlevel interventions were large reductions in the stretch applicable towater supply interruptions and leakage. The scale of these stretchreductions was significantly greater than almost all interventionswh re Ofwat increased stretch on other Performance Commitmentlevels. [Reply-005/4.52]4.9.1 The Economic Insight report does mention that Ofwat made a numberof interventions that individually reduced the level of stretch, includingspecifically referring to water supply interruptions and leakage.121Furthermore, the report repeatedly recognises that conclusions ab utthe overall effect of Ofwat’s interventions cannot be drawn fromdividual examples or separate analyses of differ nt types ofi terventions (e.g. changes in Performance Commitment levels, changesin incentive rates, etc.). Ofwat has not conducted a robust analysis of theoverall financial implications f its FD ODI package, and is wrong to saythat the lessening of stretch on water supply interruptions and leakagePerformance Commitme t levels offsets the increase in stretch in otheraspects. The Economic Insight report presents the results of an overallrisk analysis, which shows that Ofwat’s interventions significantly skewODI payments to the downs de. Ofwat’s failure to conduct a proper riskanalysis is further discussed in Section 6, below. 
120 Annex 04, Economic Insight: ‘Framework for Asset Health’ (May 2020).121 See Annex 05 (SoC), Economic Insight, ‘Ofwat’s approach to ODI interventions in the finaldeterminations’, page 21. 
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4.10.1 

4.11 
4.11.1 

Non-confidentialAs the Economic Insight report Annex 5 (SoC) acknowledges,Ofwat’s ODI interventions include a series of measures whichcollect vely r duce YWS’s exposure to extreme downside ODI risks.These include sizeable r ductions to enhanced underperformanceODI ates, increasing the number of standard and enhanced ODIcollars and loosening enhanced ODI thresholds (which restricts theperformance range over which enhanced ODI rates apply). Takentogether, these interventions have substantially increased YWS’sfinancial prot ction from extreme downside performance scenarios,such as severe weather events [Reply-005/4.53, 4.54; Reply-007/Sections 8 and 12].As the Economic Insight report repeat dly menti ns, conclusions boutthe over ll balance of risk can only be drawn from an overall analysis.Ofwa has no conducted a robust analysis of package risk, and itsasser ions that the FD package gives rise to balanced risk are false.Ofwat’s failure to conduct a proper risk analysis is further discussed inSection 6.Annex 5 (SoC) Section 8.2 high ights two PerformanceCommitments where Ofwat materially increased the stretchrequir d to meet Performance Commitment levels to efficient levels– namely mains repairs and external sewer flooding – and EconomicInsight uses this to argue that Ofwat interventions have a largenegative impact on expected ODI returns. [Reply-005/4.55]As the Economic Insight report states, the two examples illustrate w ythe overall effect of Ofwat’s intervention is “large”. Sectio 8.3 of tsub equently presents the resul s of he overall an ysis. Thereport does not draw conclusions from thes l s alone, ands Ofwat has mischaracterised the use of the two examples. In relationto each of the three specific points that Ofwat raises in Reply-005,paragraph 4.55:(a) YWS nd its advisors disagree that Ofwat’s interventions(generally and in relation to the two example PerformanceCommitments) align Performance Commitment levels with whatan efficient company can ach ve. Ofwat’s interventionscollectiv ly go beyond wh an efficient co pany can deliver, andtherefore there is a negative financial impact for an efficientcompany.(b) TinhterEveconnedomsiicgnInifsicigahntlyrepinorthdeoOesDnI ortatoems itofthtehefactwt othaetxaOmfwpaletPerformance Commitments. Nevertheless, the extent of Ofwat’s 
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4.12.2 

4.12.3 

Non-confidentialinterventions on the incentive rates is irrelevant for the analysispresented in Section 8.2 of the report, which quantifies epayments that YWS would arn if it performed as per thePerformance Commitment levels it proposed, but which was alsosubject to Ofwat’s FD ODI package. The analysis s t out in Sec ion8.3 of he report addresses the c mbined effect of otherinterventions such as the introduction of collars.(c) Otachlne
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aggregate effect is “large” and that only the type of analysispresen d in Section 8.3 of the report can provide an overallestimate of the effect of Ofwa ’s interventions. Section 5 of thereport does not f nd that ODI interventions were broadly balancedin terms of their impact on ODI returns.On assessing ODI rates, Ofwat does not agree that its incorporationof wider sector information on ODI rates was arbitrary. [Reply-005/4.97-4.101]YWS does not disagree that the incorporation of wider sectorin ormation can be used to inform ODI rates. However, the way in whichOfwat has ncorporated such information results in incentive ra es thatre arbitrarily closer to industry averages that are not a plicable to YWS,along with PR14 incentive rates that are not comparable to PR19incentive rates. YWS addresses Ofw t’s points in Reply-005 paragraphs4.97-4.101 in turn in the following paragraphs.Ofwat’s attempt to reduce the influence of nexplained variations doesnot be ter align ODI rates with actual customer preferences, as itggests. It simply reduces variance between companies. As issumma sed in SoC, paragraph 181, Ofwat’s approach does not takeappropriate account of the difference between companies or the viewsexpr ssed by YWS’s customers. Ofwat did not hav th right evidence tojudge independently what customers’ actual pr ferences are, so sresulted in moving rates towards industry averages based on rates thatare not comparable.As Ofwat notes, it could have selected different points on the distribution(e.g. other t an ± 0.5 standard deviations around the industry average).However, there was no basis for Ofwat’s choice, and therefore it isarbitrary. Furthermore, although Ofwat used a range of ‘tests’ (includingone based on the reasonable range), Ofwat nevertheless used the upper
121274 
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4.14 

Non-confidential/ lower bound of its reasonable range to set a number of YWS’s ODIrates.Similarly, contrary to Ofwat’s position in Reply-005 paragraph 4.100, thefact hat the PR14 incentive rate check was one of several is irrelevant.The test is flawed and the PR14 incentive rates should ot have be nused in the way that they were to retriangulate PR19 incentive rates.PR14 incentive rates are not directly comparable to PR19 rates, andtherefore their use in triangulation cannot be expected to move incentiverates closer to customer preferences.Finally, Ofwat is wrong to say that YWS has not explained why Ofwat’sapproach to diminishing margi al returns is inconsistent. SoC paragraph181 directs the reader to Annex 5 (SoC), Section 7.3. The EconomicInsight report explains that Ofwat uses a factor of 1.2 to set a number ofoutperformance r tes lower than underperforma e rates, to reflect thefact that there may be diminishing benefits to increased perfo mance.The 1.2 factor is based on data from companies’ plan . However, Ofwatalso states that it does no adjust incentive rates to acc unt fordiminishing marginal benefits when it has increased PerformanceCommitment levels, because a standard adjustment factor wouldintroduc distortion and un ertainty. Furthermore, it states that it doesnot have evidence rom companies’ plans to support a standardadjust e t factor. Ofwat do s not adjust PR14 rates for changes inPerformance Co mitment levels either. Ofwat’s two different treatmentsof diminishing marginal benefits are clearly entirely inconsistent witheach other.Ofwat’s analysis shows that YWS is one of only tw companies forwhich the FD implies there is greater scope for net outperformancepayments than underperformance payments. [Reply-005/4.57]ees no basis for this assessment and would ask Ofwat to explain it;YWS’s (pre Covid-19) P50 analysis shows a likeliho d of significantdownside on its net performance payments, at around £60m (seeparag aph 4.4.3 above). This is obviously inconsistent with achieving netoutperformance payments. As discus ed in detail in Annex 5 (SoC), therewere significant flaws with Ofwat’s risk assessment of YWS’s ODIposition.Ofwat’s position on customer engagementOfwat’s interventions in the outcomes packa e id not overr decustomer preferences. Interventions were designed to better al gnthe company’s outcomes package with customer interests, including 
122274 
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Non-confidentialensuring Performance Commitments were in line with the costs thecompany was allocated. [Reply-005/4.9, 4.51, 4.93; Reply-007/5.3-5.13]Ofwat’s ODI interventions were in some cases made to bett r alignYWS’s rates with the results of its own customer valuation research(i.e. where YWS misrepresented the results of its research). [Reply-005/2.22]Ofwat’s interventions have largely preserved the preferencesimplied by the ODI rates in YWS’s Business Plan. [Reply-005/2.25and Figure 2.1]YWS aint ins that Ofwat’s interventions override the preference of itscustomers and it di agr es that the FD outcomes package is consistentwith cost allowances (the latter aspect is discussed in Section 5 below).As set out further in 4.16 et seq. below, YWS undertook extensivecustomer research in line with Ofwat’s guidance (and Ofwatacknowledged the high quality of the customer valuation workundertook – see paragraph 4.16.1 below). More specifically, YWSemployed a range of approaches, including asking customers directlyhow much they were willing to pay for certain changes to performance.With the range of evidence from its customer research, YWSsubsequently triangulated ac os the , taking account of them rits of the different sources of evidence. Ofwat’s interventionstherefore replace YWS’ careful reflection of its customers’ views. Forexample, Ofwat replaces the views of YWS customers by:(a) acovemrapgainnigesY(wWhSo’ssepcruosptoosmedersinhcaevnetidveifferaretenst parnedfertehnocses)o; f other(b) aravteersag(winhgichYWarSe’snoptrocopmospeadraibnlcee)n; tive rates with PR14 incentive(c) sueptptienrg/loYwWeSr ’bsoiunncednotifveOfrwaatet’ss ‘aretatshoenaibnldursatrnygea’v(ewrahgiceh, iosritsthelefbased on only a selection of proposed incentive rates);(d) raerrmivoeviantg adnatianpcoeinnttisvefroramte YtWhaSt’smtroiarengculolasteiolyn aolifgnesvidweinthcethtoe 
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4.14.3 Ofwat’s overriding of customer preferences was also extensive. As isillustrated in the figure below, out of YWS’s 27 financial PerformanceCommitments, Ofwat interven d in 19. Furthermore, the ‘magnitude’ ofnterventions was often large (e.g. more than halving or doublingincentive rates). 

Table 8a: Ofwat s interventions in YWS s financial PerformanceC iomm tments.4.14.4 fwat’s interventions have not preserved the preferences implied by theDI rates in YWS’s Business Plan. The rank or er of incentiv rates thatOfwat presents in Reply-005 Figure 2.1 (and uses s an example ofpreserving customer preferences) is relatively meaningless. This isbecause the values in the figure are in relation to the units of thePerformance Commitments – which are not comparable. For example, it
122 See below further discussion of Ofwat’s overriding of the views of YWS customers in relationto water supply in erruptions in paragraph 4.19.1 et seq. This is one example of where Ofwatsuggests the rate it imposed is more reflective of YWS customers views. 
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Non-confidentials largely irrelevant whe r the valu of one internal sewer floodingincident is greater than he value given to one additional minute of as pply interruption. What matters is wh ther the mon tary value reflectscustomer preferences. Rather t an preserving customer views, Figure 2.1shows Ofwat’s interventions have significantly changed some of theincentive rates that YWS proposed, and which did reflect customer v ews.4.14.5 Third parties also support YWS’s implementation of its customers’ views:(a) YcomrkmsheirnedeFdorYuomrksfhoirreWWaateterrCousdtoemliverrsinsgtahtiegsh tqhuaatlit“ythceusFtormumerresearch within a very demanding timescale and for the extent ofthe consultation with the F r m. We believe that Yorkshire W terhas gone to great lengths to understand what its customers want,and that this outcome has not been reflected in the finaldetermination.”123(b) Acomjopinatn-lietstenroftreosm“[Othfwe aCt’Cs]GcoCmhamiresnot fcothmreees oacfrothses aasppaeaploinogrreflection on the thousands of hours which CCG members havspent giving independent and challenging scrutiny to hecompany’s customer engagement, and the degree to which it isreflected into business plans.” 4.14.6 In the round, the impact of Ofwat’s interventions are that the FD ODIpackage would incentivise YWS to deliver levels of service that YWSconsiders are not in customers’ best inter sts, as compared to YWS’sproposed incentive rates which w re based on substantial customerresearch. Hence, YWS will find i extre ly hallenging to explain Ofwat’sinterventions to even the most informed customer. As Southern Watersubmitted, “it is i portant that it is clear how Ofwat has taken intoatcscoowuntstehceocruasltpoomliecryvoobicjeectainvedsb. Walaitnhcoeudt btheitswceleanrc‘ulinsteomofesrigvhietw’, sthaenrdeis risk that cu tomers become disenfranchised from these processes,thaetirccoumstpoamneierss’cparninooritiiensgtooobdefaaditehqsuuabtmelyit rbeuflseincteesds.”p1l2a4ns that allow for 
123 Exhibit 036, Yorkshire Forum for Water Customers: Representation to the CMA (May 2020).Available at:https://assets.p blishing.service.gov.uk/media/5ebec05be90e071e37cfd1cf/Yorkshire_Forum_for_Water_Customers.pdf (last accessed 27 May 2020).124 Exhibit 037, Southern Water: Representation to the CMA (May 2020) Available :https://assets.publishing.service.gov.uk/media/5ec502e886650c2794d750c7/Southern_Water_submission_.pdf (last accessed 27 May 2020). 
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Non-confidential4.15 Customers do not have access to the in-depth analysis ofcomparative and historical performance and engineering expertisethat Ofwat applied to assess Performance Commitment levels.[Reply-005/2.20; Reply-001/3.115]4.15.1 This statem nt is incorrect. YWS did share comparative a d historicalperformance data with its customers; and Ofwat’s assertion that it hasgreater ‘engineering expertise’ tha customers in assessing thePerformance Commitment levels is of no relevance, as explai ed b low.Moreov r, it is ot apparent that Ofwat used significant engineeringexpertise in its analysis in any event as its approach was overwhelminglystatistical and based on industry averages.4.15.2 Ofwat’s PR19 Methodology required companies to f cus on servicelevels that customers would expect and value in the long term, up to2035. Throughout the PR19 process, YWS asked customers fo theirpreferences for service both now and over the long term. Across ambination of qualitative and quantitative research studies which,ntrary to Ofwat’s suggestion, included sharing with customerscomparative and historical industry performance data, customers w reasked to rank the services they receive by importance and to place arelative value on each of these service areas presented.125 An exampleshowcard is provided below to illustrate how historical and companycompa ative information was presented to customers during willingnessto pay research. 

125 Customer Aspirations and Comparability of Service (June 2017) and Willingness to Pay(November 2017). 
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Table 9: example f a showcard providing service level performance andi d in ustry compar son. 
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Non-confidential4.15.3 In this research, custom rs were asked how th y viewed the performancof YWS’s current service levels across a range of service measures. Thempact of the perf rmance d ta of other water and sewage companie ,inclu ing the cost of the average bill, was als considered by customers.Bas d on an understanding of current erformance of both YWS another water companies, the research explored where customers wouldlike to see YWS’s performance in 2025, 2030, 2035 and 2050. Finally, theresearch invited customers to express their thoughts in relation tocommon Performance Commitments and the possibility of Ofwatextending these. 

Table 10: Example of a choice card providing three choices with variousoptions of service including bill impact.4.16 Companies’ customer research varies in quality and must bechallenged on the basis of the wider set of information available toOfwat. [Reply-005/2.23; Reply-001/3.116]4.16.1 TOhfwe asttaarstibneginpgooinfthiisghthqautaYliWty:Si’tssctuatsetodmtheartrYeWseSa’rscBhuwsiansesrsecPloagnn“isisedhigbhy 
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Non-confidentialquality wi h convincing evidence of its customer engagemen ”.126 It isnot clear to YWS, therefore, why its ODI package was subjec to suchextensive interventions, mplicitly (acc rding to this statement) on thebasis of superior quality information from elsewhere.4.16.2 From the outse of PR19, Ofwat made it clear tha it expected c mpanies’business plans to be built from the bottom up, thoroughly grounded incust mer preferences.127 Ofwat wanted to se companies using a rangeof ols and tech iques to gather evidenc draw insight aboutcustomers’ preferences an priorities for w ter and wastewater services,wh ther that be through day-to-day interaction with customers or viaresearch studies. This expectation w s further strengthened with thepublication of Ofwat’s Customer Engagement and Out omes paper,128which acknowledged that a ‘one size fits all’ approach toengagement oes not work. Ofwat’s criteria for conducting customerresearch included:(a) uase roefvmeaolered inpnroevfearteivnececusstuormveeyrsenagnadgeumsentoafppinrosiagchtess, fsruocmhbehavioural economics, together with evidence obtained throughday-to-day contact with customers;(b) tohtehenreaevdatiloabtrleiandgatualastoeutrhceesfinadndingressoefarccuhs;tomer feedback againstc) engagement with hard-to-reach and vulnerable customers; and(d) awnateeerdctoominpfaonrimesc. ustomers of performance levels relative to other
4.16.3 In light of Ofwat’s r commendations, YWS ensured that an innovativecustomer engagement programme was developed to meet Ofwat’sexpectations. The project included six work packages, as outlined inTable 11 below, which drew on a range of data to allow methodological 
126 Exhibit 038, Ofwat: ’PR19 initial assessment of plans: Yorkshire Water companycategorisation’, page 3.127 Exhibit 039, Cathryn Ross, speaking notes Customer Engagement Seminar (2 November2017).128 Exhibit 040, Ofwat: ‘Towards Water 2020 – policy issues: customer engagement andoutcomes’ (July 2015). 

129274 



   

   

               

                                                                                                                                                                                                                                                                                                                         

n

e e
e eat d

imss e

oi o ere

Non-confidentialtria gulation129 whereby data of different types are used to cumulativelyrefine and validate research outputs. 

T bl 11: O i f th i k k’ segacaprowxseowevrevea .4.16.4 YWS s customer engagement process was also peer-revi wed byinternational experts and was further scrutinised by an indep ndentcustomer challenge group to ensure that customers’ views were fairlyreflected in the Business Plan. The engagement was awarded a ‘B’ classification, which met the criteria set out by Ofwat.4.17 Customer preference surveys should not be confused withjudgm nts as to the efficiency of companies’ plans, as customers arnot well placed to m ke such judgments, and do not relievecompanies of the obligation to evidence the need for or efficiencyof heir proposed expenditure. It can be assume that customers donot want to pay for inefficiency. Ofwat had the discretion to departfrom the output of customer engagement surveys. [Reply-001/3.117-3.119]4.17.1 The cu tomer preference surveys allow compan es to understand whichservice custo ers value the most, which in turn informs the cost-benefitanalysis all companies undertake (i.e. providing the benefit side of thecost-benefit equation). Ofwat’s efficiency challenge focusses on th costside of the cost-benefit equation and should not be mistaken asjustification for overriding customer views.4.18 Ofwat’s interventions were not arbitrary but targeted andproportionate. [Reply-005/2.24]4.18.1 Please see Annex 5 (SoC), which provides evidence to the contrary. YWSnotes that Ofwat has failed to engage with this evidence.
129 It is worth noting that while Ofwat recommended c mpanies undertake a triangulatedapproach, it did not provide any ndustry guidance for companies to follow. Ofwat alsostated that it still expected companies to undertake a traditi nal stated pref nce survey aspart of the approach to triangulation in case values from other studies were not deemedrobust. 
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4.19
4.19.1 

4.19.2 

4.19.3 

4.19.4 

Non-confidentialOfwat’s imposed ODI rate for water supply interruptions is a betterreflection of customer preferences than the rate YWS originallyproposed. [Reply-005/2.26]YWS disagrees hat the incentive rates imposed by Ofwat for watsupply interruptions are a better reflection of YWS’s customerpreferences. Ofwat appears o have selec ively removed one of theevidence sources YWS’s triangulation to arrive at a result moreconsistent with its industry average. Ofwat is wro gly suggesting thatthe views of YWS customers are equivalent to industry comparativestatist cs.To arriv at its ince tive rate, Ofwat removed one of the datapoints thatYWS used in its triangulation. Specifically, it removed a value for 3-6 hoursupply interruption events in relation to non-household customers,which had be n derived from a ‘revealed preference’ business survey.Ofwat removed the datapoint n the basis that it was an outli rcompared to results from other for s of customer research. YWS doesnot consider this a valid reason to remove the datapo nt. The relative sizof the datapoint was considered in YWS’s triangulat on, along with themerits of the research approach, and YWS chose to include it wi hin itscalculations. Indeed, it is not surprising that non-household customersplace a high value on short water supply interrupt ons as these types ofwater stoppages are likely to have significant impacts on businessoperations.Notwiths anding the appropriateness of including that specificdatapoint, Ofwat did not remove similarly sized datapoints res ltingfrom the same res arch method for other durations of supplyinterruption events (e.g. 6-12 hours, 12-24 hours, e c.). The variousdurations were tri ngulated across to give a result for the PerformanceCommitment as a whole (which is defined on the basis of supplyinterruptions f longer than 3 hours). Ofwat’s calcula ion approach istherefore inconsis ent and selective. Ofwat’s adjustment thereforeamounts to an arbitrary change to YWS’s incentive rate. Notably, if Ofwathad been consistent in its approach, the resulting incentive rate wouldbe much lower.Subsequently to selectively removing one of the datapoints, Ofwat mada series of further adjustments. It first adjusted the outperformance ratedown, by setting it equal to the und rperformance rate divided by 1.2.The 1.2 adjustment is based on the notion of diminishing marginalreturns – it was calculated by Ofwat based on evidence in company plans 
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Non-confidentialand is applied across companies. YWS does not consider this adjustmentbetter reflects the views of its customers.1304.19.5 Finally, Ofwat then set the underperformance rate equal to the nowreduced outperformance rate – removing any differential for diminishingmarginal returns and resulting in both incentive rates being belowOfwa ’s original interpretation of he cus omer research. This finaladjustment was part of Ofwat’s attempts t ensure that YWS’s ODIpackage provided balanced incentives at the company and industry level.YWS does not consider that this adjustment better reflects the views ofits customers.4.20 Ofwat intervened in YWS’s per capita consumption ODI because itwas not based on customer valuation and therefore cannot amountto Ofwat supplanting customer views with its own. [Reply-005/2.27]4.20.1 YWS is surprised by this statement, which infers sub-optimal customerconsultation by YWS. It is established conomic valuation practice thatit is not appropriate to expect customers to pla e a value on reductheir water use. Such an approach wou d effectively result in askingcustomers the question ‘would you be willing to pay more for using lesswater?’ 4.20.2 Instead, YWS based the per capita consumption ODI rates on the averageustomer bill value, effectively linking the value of a itre of avoided waterconsumption with the avoided bill cost. Ofwat supplanted this economiclogic with an average of other companies’ ODI rates for per capitaconsumption, w ich were presumably all derived using differentmethods, given the difficul ies n eliciting customer valuations for percapita consumptio . Ofwat’s view is arbitrary and is not grounded inorkshire-specific information.4.21 YWS’s proposed underperformance rate for leakage was materiallyl wer than the industry average and below the corresponding ratefor AMP6 (i.e. customers woul have been less protected in AMP7despite the stretching 25% reduction proposed by YWS). Ofwatimposed rate is more robust, respects the relative ranking of YWS’ss’ preferences, and respects the rel ive distribution ofcustomer preferences across companies. Ofwat did not therefore 
130 The flaws in Ofwat’s 1.2 adjustment are further discussed in Annex 05 (SoC). 
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Non-confidentialdisregard the views of YWS’s customers. [Reply-005/2.29-32 andFigure 2.2]4.21.1 Ofwat disregarded the views of YWS customers by veraging acrossYWS’s proposed leakage rate and: (i) the industry average (which is nota measure of t e views of YWS custom rs); and (ii) Y S’s incentive ratefrom PR14 (which is no a comparable measure). YWS’s ODI rate forleakage at PR14 was not based n customer research but was insteadlink d to a specific marginal cost for a performance level i.e. verydi ferent to th one proposed by the company in PR19. Consequently,Ofwat’s intervention on the PR19 leakage ODI rate replaced a high-q ality piece of contemporary customer research with a combi ation ofout of date cost information d research from other compani s thatreflected their customer views and which may not have been of the samequality.4.21.2 Ofwat further distorted the views of YWS custom rs by adjusting toutperformance rate by a f r of 1.2 to make it lower than theunderperformance rate. This factor was based on industry wide data, andis not a reflection of the views of YWS customers.4.21.3 Ofwat sugg sts that by including more datapoints in its triangulation ishas increas d robustness of the incent ve rate. This is incorrectbecause the other datapoints that it has included are not reliablestimates of the views of YWS customers. YWS’s propos d ncentive ratewas based on robust evidence. It was based on extensive customerresearch a d calculated in accordance with Ofwat’s guidance (seEconomic Insight’s report131). Mor specifically, the incen ive rates werbased on triangulation between the results from YWS’s stated preferencsurvey and behavioural experiment survey, as well as an estimate of thecosts of associated greenhouse gas emissions of leakage. AlthoughOfwat stated in the DD that it did not have any concerns with the qualityof YWS’s customer research, or how YWS calculated the incentive rates,Ofwat still intervened:“Whilst we hav not identified any concerns with the quality of theunderlying r search nor the derivation of th outcome deliveryincentive rate, the proposed rates imply a lower level of customer 
131 Annex 05 (SoC), Economic Insight: ‘Ofwat's approach to ODI interventions in the FinalDetermination’, (March 2020). 

133274 



   

   

                                                                                                                                                                                                                                                                                                                                                                                                     

r o ee e eh einr e
e ne ea e

n eresult o o

e et fo s

Non-confidentialprotection compared to the company's corresponding 2015-20outcome delivery incentive.”1324.21.4 Further, Ofwat appea s to be justifying the intervention on the basis that,as the company prop s d a large step change in performance,customers should ther fore receive a great r level of protection in cast e company did not deliver. Ofwat’s logic here that ‘harder performanceshould justify bigger penalties’ demonstrates how th regulatoryincentives create an unjustifiable increase the downside risk for thecompany. Ofwat also appears to be equating larger incentive rates tog eater customer protection. This is incorrect – customers are bestprotected by incentive rates that reflect their views and th marginalcosts of performance (along with Performance Commitment levels set atthe economically efficient level).4.21.5 Finally, Ofwat’s comments about preserving r lative ranki gs andindustry distributions ar largely irrelevant. For example, as not d inpar graph 4.14.4 above, the ranking of YWS incentiv rates ismeaningless because all of the units are different; the absolute monetaryvalues are what matters.4.22 CCW found that 88 percent of YWS’s customers found the DD planand bill reduction acceptable, comparable with 86 percent approvalfor YWS’s Business Plan. [Reply-005/2.33]4.22.1 A 2% movement in a customer survey is not statistically significant andis certainly not enough evide c to justify the material change in billprofile ing from Ofwat’s interventions at the DD. Further, customersurvey results sh uld not be confused with the legitimacy f regulatorydecisions, and do not relieve Ofwat from the obligation to make well-evidenced interventions.Why Ofwat considered the 25% reduction in leakage to be aninappropriate level4.23 Ofwat do not consider that the company provided sufficientevidence that customers supported the 25% reduction across thefive-year period. [Reply-005/4.66]4.23.1 YWS would sugg st that Ofwat’s bare assertion is not supported by thfacts. The proposed target was presented to cus omers at the inal stagef customer re earch undertaken to test acceptability and affordabilityof the Business Plan, which was supported by 88% of the customers
132 Exhibit 041, Ofwat: ‘PR19 draft determinations, Yorkshire Water – Delivering outcomes forcustomers actions and interventions’ page 13. 
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Non-confidentialsurveyed. Further to this, 97% of customers supported the ‘Water SupplyBig Goal’, a customer research programme carried out in response to theIAP which also presented the 25% leakage target to customers.4.24 Ofwat considers that the 25% reduction originally presented by YWSwas not optimised. After 2025 the rate of leakage reduction reducessignificantly. [Reply-005/4.70]4.24.1 I2t5i%s nloetakcalegaer wimhpartoOvefwmaetnmt einacnlsubeyd“ninotYoWpSti’ms iBseudsi”nienssthPlisacnonwtaesxtc. oTshte-beneficial, and explicitly supported by customers – see Section 5 below.YWS set ambitious and stretching targets in response to Ofwat’sMethodology, which challenged companies to consider the industry UQperformance level in setting targets.Why Ofwat considers the 15% reduction in leakage to be achievablewithout additional cost allowances4.25 All companies which have not sought a redetermination acceptedthe leakage Performance Commitment levels set in their respectiveFDs. [Reply-006/5.47]4.25.1 This does not demonstrate that Ofwat’s target is appropriate for YWS(nor indeed that other c mpanies’ leakage Performance Commitmentlev ls were appropriate for them – leakage is just one area to considerwhen deciding whether or not to accept the FD overall).4.26 Leakage levels in 2017-18 were similar to those in 2000-01 despitesignificant improvements in “leakag technology” in the meantime.[CCIP, 3.37] Innovation should enable companies to go beyond SELLwithin base costs. [Reply-006/5.43, 5.47]4.26.1 This statement is a gross over-simplification of the facts relating toleakage rates and improvements.4.26.2 There have been two types of innovation concerning leakage in the lasttwo decades.4.26.3 The first is innovation in detection, allowing companies to more easilyand accurately detect leakage.4.26.4 Traditionally, leakage has been harder to detect as it had to be done viamanual processes. Over the last two decades, YWS has been at thefor front of new technology. For example, in the last few years it hasinvested in: 
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Non-confidential(a) Acalaormustwichelongagsinugsp: ethcetesde ldeeavkicisedseatneacltyesde, wpihpicehneonisaeblaensdenrhaaisneceadnocalisation of leak detecte activity and quicker promotion ofleaks for repair. YWS installed 35,000 such d vices in Autumn 2019(which at the time was the largest deployment in the UK).(b) Salagtoelrliitthemdsettoecdteiotenc: tYgWroSu udsethsastahtaesllibteeeinmsaagtuerrayteadndwitahdtvraenacteedwater, creating points of interest for leakage activity.(c) Cinodnucsetrpytuinaldedteetcetciotinonteschtenciqhuneiqsuaensd: iYtWsSinvcoolnvteidnuinesontogolienagdtrtiahlesof temperature and pressure transient sensors in the leakdetection process.Such technologies are helpful in assi ting YWS in detecting a fixingea s, but as the technology improves and more leaks are found, moreleakage is recorded, so superficially it might seem that leakage rates arenot improving. In addition, none of hese activities yield b nefit withouta leaking asset being physically located and repaired in the network.4.26.5 T e second is operational innovation. Historically, and particularlythrough the period of 2000-2018, YWS has undertaken significantprogrammes of activities. These have included:(a) Obrpetaimkoisuattionnthoef zwoinatel rproefs2su0r1e0s/:1f1ollYoWwSingcotnhdeuscigtendifiacalnartglea-skcaaglereview of zonal pressures to avoid excessive night pressure andunnecessary stresses on the network, including ins allation ofpressure modulation at hundreds of key pressure control devicesand pumping stations.(b) Network renewal: over the last two AMPs YWS has renewed over500km of its distribution network. This process has beenopti ised to focus on reas w th the highest failure rate to ensurethe most cost-benefic al solutions are implemented.(c) CNaeltmwoNrkest’wtroariknsingtrapirnoigngra:mYmWeSfournadlleermtopolkoyaeelsa,rcgoen-tsrcaaclteor‘sCanlmdthird-parties that could potentially interact with the network (suchas the fire service). This programme focussed on correct valveoperations and utilised training rigs to demonstrate how pressuretransients could be caused by incorrect operation.(d) Prprioocreitsisa, tiaorng:etYinWgStheasmcoosnttcinousto-buselynedfiecviaelloapreeads iftosr pinrvioersitmisaetniot.n 
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Non-confidential(e) Wnweaattwteerorrcgkormidupseaynsttioeesmitds: oYinWnnSootvhahatasivvteehewacacbteeilsristy.gTrtiohdi,smthoavwehmwicaehtaenmrtaatrnhoyautnoYdtWhietSsrhas not had a regional deficit and ther fore its historic SELL hasnot supported driving further leakage reduction.4.26.6 As YWS has undertaken large programmes of network optimisationpreviously, there are fewer parts of th network left to ‘optimis ’.Activities to ‘optimise’ in further areas are less cost efficient than activitiesthat it has already undertaken d ring AMP5 and AMP6. Therefore YWS,as a relative high performer, requir s more costly solu ions to reach thsame percentage level of leakage reduction. As opportunities to reduceleakage through more traditional routes have already been xploited,future programmes of leakage reduction require addressing the fabric ofthe etwork and addressing the aging asset base through networkreconfiguration, i.e. repair and replacement.4.26.7 YWS continues to investigate newer leakage technologies, however,fundamentally, the speed of improvement required to reach the 15%reduction in Ofwat’s FD means that YWS has to continue to rely on theimmediate benefits driven by its more traditional leakage ‘find-and-fix’ progr mme.133 Ofwat’s position that innovative sol tions will enablecompanies to go beyond SELL within base cost in such a short periodof time was formulated without evidence and is out-of-touch with thpracticalities of an industry based on the physical transportation of largequantities of cheap, heavy liquid in assets with very long asset lives.4.26.8 Statistical unreliability: YWS w uld respectfully suggest that the CMAshould be cautious in relation to Ofwat’s comparison of leakag totalsfrom two individual years, as such comparisons can be misleading.Indeed, as cknowledged by Ofwat “figures inevitably vary year onyear”.134 Please see Table 12 below, which shows the development ofleakage totals from 1992-93 to 2018-19. 

133 For more details, please see Annex 05, YWS: Leakage and Mains Repairs Case Study.134 Exhibit 003 (SoC), CCIP, paragraph 3.38. 
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T bl 12: t t l t i d t l k ( l/d ) 1992 93 S : Of ta e o a wa er n us ry ea age m ay . ource waFD document Overall stretch on costs, outcomes and cost of capitalpolicy appendix’, page 30, Figure 4.4.26.9 As explained at paragraph 4.2.7 above, it should be noted th t due tosignificant development and improvement in leakage calculatiomethodology since 2000, a direct and exact comparison cannot be drawnbetween the 2000-01 and 2017-18 l vels of leakage that are repor ed inTable 12. The understanding of leakage has improved dramaticallythroughout the industry during that time, which has led to more accuratereporting of actual levels of leakage. For example:(a) tinhdeuasctcryurarecsyeoafclheakgaroguepcsalcouvleartiothnehapserbioeden, raensualrteinagofinfosceuvsefroarlsignificant improvements to methodologies;(b) thigenifpicearnctelyn,tawgheichohfaspirmopreortvieds thweitqhuamnteiftiecrastiohnaosf ciunsctroemaseerd-side leakage; and(c) tahcecruerahcayvoefbfleoewnasnigdnpifriecsasnutreimtepcrhonveomloegnyt,siminprtohveinagvatihlaebailcitcyuraancdyof leakage data.4.26.10 As a result of the use of increasi ly accurate meth ds of measurement,incidents of leakage are now being reported that would previously havegone undetected. This means that the levels reporte at the beginningof that period w re underreported when compar d with later levels.Therefore, the levels from 2000-01 cannot reliably be compared with thelevels in 2017-18. 
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Non-confidential4.27 YWS agrees in reducing leakage below the SELL in Yorkshire but snot proposed an alternative assessment of the level of leakage thatcan be delivered within base costs. [Reply-006/5.42, 5.46]4.27.1 WS does agree with reducing leakage levels below the SELL inYorkshire, but, as has been YWS’s position throughout PR19,enhancement funding is necessary to achieve this.1354.28 All water companies voluntarily accepted Ofwat’s challenge toreduce leakage by 15% during AMP7. [Reply-006/5.9]4.28.1 This misrepresen s the pos tion. Under Ofwat’s approach for assessingcompanies’ adopt on in their business plans of the Ofwat’s Methodologyfor PR19, compani s were consist tly marked down for n t adheri gspecifics of the Metho ology, even if companies had good reasonsdisagree. In other words, water ompanies were effectively force toadopt (as opposed to voluntarily accept) Ofwa ’s Methodology, includingits 15% leakage target. Indeed, the majority of companies stronglydisagreed with Ofwat’s approach to setting targets for leak ge in themethodology consultation, raising concerns which Ofwat neitherengaged with, nor addressed, throughout PR19.4.28.2 Irrespective of the 15% targe level, YWS not unreasonably expectedOfwat to have regard to costs in se ting such an ambitious leakagereduction figure, as discussed below at paragraph 5.3.4.29 The reduct on in leakage was particularly challenging for YWS andOfwat sufficiently moderated this in the FD in response to YWS’sproposal for a lower target. [CCIP/3.40, 3.42]4.29.1 This is a misstatement of the position. YWS has explained in SoCparagraphs 162-165 that its initial leakage reduction target in its BusinessPlan was significantly more ambitious (at 25%) than the 15% reductionexpected by Ofwat. However, due to Ofwat’s interventions to disallowfunding to achieve such significant improvements in performance, YWSwas forced to revise i s target down to 15%. The “challenging” circumstances were created by Ofw t ignoring the link between costsnd outcomes, which made it unfeasible for YWS to adopt the moreambitious leakage target supported by customers that it set itself in itsBusiness Plan. 
135 Exhibit 001 (SoC), YWS’s PR19 Business Plan, page 125: “around £65 million will be neededeach year to complete the step change in 2020-25”. 
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Non-confidential4.30 YWS contends that the 15% leakage reduction target lacks rationalebut accepted that this challenge could be met within base costs inits DD representations. [Reply-006/5.46]4.30.1 This is misrepresentation. YWS clearly explained in the DDrepresentation that its acceptance of the revised Totex and PerformancCommitments created a significant change in the risk profile of thecompany. While YWS sought to challenge itself to find ways to followOfwat’s policy approach, YWS continued to high ight 13t6o Ofwat theconcerns around the significant flaws in its methodology.4.30.2 In accepting a 15% leakage reduc ion, without being allowed appropriatecosts t o so, YWS had to shift aro nd £65m from capex to opex inorder to drive this level f leakage reduction hile minimising it penaltyexposure. This shift from capex to opex will necessarily result in areduction in longer-term asset m intenance programmes and preventsome planned works from being carried out.4.31 Whi e YWS has met its 2018-19 leakage Performance Commitmentlevel, its comparative perf rmance on akage is r latively poor. Theny is currently a lower quartile performer in terms of itscomparative leakage levels when normalised by mains length andon a per property basis.It is inappropriate to provide funding to YWS to reduce leakage tolevels achieved by its peers. [Reply-006/5.26]4.31.1 Leakag is not a comparative measure, which is why every company hasardeifufenrseonutnSdE.LFLu, rstoheOrfmwoarte’s, sOtafwteamt henastsnaobtoaudteYqWuaSt’eslryedlaetimveonpsetrrfaotremdatnh1
ca3e7tUQ leakage performance corresponds with its cost allowance models.4.32 YWS did not use historical data showing th amount of leakagereduction from additional mains repairs to forecast the requirementof increased mains repairs to reduce leakage in the future. Itprovided data to show the recent historical impact of ad itionalmains repairs on leakage reduction, but did not use this ata toforecast future additional mains repairs to meet leakage reduction 

136 Exhibit 042, YWS: ‘DD representation document: Delivering Outcomes for Customers’, page4.137 See Section 6 below and Annex 06 (SoC), Economic Insight, ‘Ofwat’s approach to fundingUQ performance’. 
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Non-confidentialrequirem nts. Therefore, the c pany does not demonstrate theleakage reduction it will gain from its forecast mains repairs levels.4.32.1 As illustrated in SoC, paragraph 169, Ofwat has recognised therelationship betwe n mains repairs and leakage. See Annex 5, whichexplains in more det il the potential leakage reductions that would begained from its forecast mains repairs levels.4.33 Ofwat reduced th frontier shift to 1.1% in part to take account ofthe challenge on leakage performance. [Reply-006/5.22, 5.54, 7.15]4.33.1 YWS welcomes Ofwat’s apparent recognition that frontier shift capturesthe combined performance and cost improvements available tocompanies throughout the period, and that these should be consideredtogether. However, the extent of the combined improvement challengen leakage (15%) and efficiency expectations on costs (15%) faroutweighs the token movement Ofwat has made on the frontier shiftassumptions. Section 3.31 et seq. above also demonstrat that Ofwat’schoice of 1.1% for frontier shift s not supported by sufficient evidence.Why Ofwat thinks its targets for internal sewer flooding are appropriate4.34 On internal sewer flooding, Ofwat stat s that “based oncomparative data, Yorkshire Water is now the worst performer ofthe eleven wastewater companies.” [YSP, 1.12] This uses the ‘shadowreporting’ data. [Reply-005/4.29 – see figure 4.2, 4.32]4.34.1 This is misleading. YWS’s performance targets in AMP6 were set byreference to targets specific to YWS, rather than to an industry level.When assessed against prior AMPs, it can be seen hat YWS has me’ performance targets and the CMA should not, therefore, acceptOfwat’s insinuation that YWS is a poor performer.4.34.2 Any national comparison must also be considered with caution as thisdoes not involv a like-for-like comparison as circumstances may differmateria ly between regions. As described below in paragraphs 4.40 to4.41 below, the proportion of cellared prop rties connected to YWS’swaste water network is close to four times the national average. 71% ofYWS’s occurrences of internal sewer flooding rel te to cellaredproperties. This is consistent with the CMA’s approach i its PR14determination for Bristol Water, where it observed that a blanket use ofthe industry upper quartile target was inappropriate. 
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Non-confidential4.34.3 Further details are provided in the Internal Sewer Flooding Case Study atAnnex 6.1384.35 The statement in YWS’s SoC that its historical internal sewerflooding pe formance is strong is "misleading" as it infers thatYWS’s performance was strong relative to other firms. In fact, YWS’sPR14 nternal sewer flooding Performance Commitment was firm-specif c and Ofwat made it less challenging for YWS, and what YWSsays is a "strong" performance re lly means it is earningoutperf rmance payments while being a poor performer relative tothe sector. [Reply-005/4.30]4.35.1 YWS disputes the characterisation that its SoC s misleading: YWS did notsuggest that its performance was strong relative to other firms. On thecontrary, YWS was imply showing that it had met all of Ofwat’s pr orperformance targets for internal sewer flooding “when compared withOfwat’s previous regulatory standard”.139 Please see the prior responsein relation to the limitations of the comparative assessment Ofwat hasundertaken.4.35.2 At the PR14 DD stage, Ofwat took the decision to implement a system ofhorizontal comparisons across companies which included setting an UQtarget for internal sewer flooding. Ofwat reco14g0nised that the data u dby compani s was not directly comparable. There ore, Ofwat basedthe UQ target on data to which t applied three sets of adjustments:(a) ibnecelundaindgopfltoeoddbinygthoencopmrivpaatneiesse;werage assets that had recentlyb) includ ng all incidents irrespective of their cause; and(c) aimdjpuascttinegd, faonrdtthhee dniuffmerbeenrcoef binectiwdeenetns (tih.ee. wnuhmerbeethr eorfe parreopreeprteieastincidents).4.35.3 Ofwat used the adjusted dat to set targets for each company.Importantly, Ofwat made no adjustments to the numerical targetsproposed by YWS. I Ofwat’s view, these already satisfied the requiredUQ performance standard. 
138 Annex 06, YWS: Internal Sewer Flooding Case Study.139 YWS, SoC, paragraph 36.140 Ofwat provided an overview of the adjustments it made in the technical appendix onoutcomes. See Exhibit 043, Ofwat: ‘Draft price control determination notice: technicalappendix A2 – outcomes’ (August 2014). 
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Non-confidential4.36 Ofwat’s argument a [YSP/2.39] implies that YWS outperformed itPR14 targets due to the “per incident” basis upon which the ODI wasmeasured.4.36.1 Ofwat’s use of non-comp rable data at PR14 meant that it had to makh e sets of adjustments as summarised in paragraph 4.37.1, below. Thtarge set was the result of the combined effect of all of theseadjustments. Note also that Ofwat did not make any adjustments torecogn se the impact of different regional circumstances. As evidencedinmdpeotratailnint itmhepaIncteornaYlWSeSwdeur1eF41
ltoootdhienglacragseensutumdbye, rtsheosfecehlalavresainusnpiqeuceifliyctypes of aged-housing stock.4.36.2 As further explained in the Internal Sewer Floodin case study, once itbecame apparent that YWS showed a performance gap against the likelyPR19 comparative targets, the ‘early start’ programme was implementedinpp2ro0a1c8h, .14in2 Asanotiuctiplinaetidonin oSfoCt,hpearachgaanpghes 9in2 regseuqla.,toYrWy Sreinpvoersttinegdadditional expenditure above that equired to meet 4 targets tostart moving towards the higher targets expected in the PR19 approach.4.37 In its Business Plan, YWS proposed Performance Commitment levelswhich were slightly less stretching than our estimate of forward-looking ndustry UQ. [YSP/2.40]4.37.1 In line with Ofwa ’s Methodology, YWS proposed performance targetsfor the comparative commitments using a forecast of industry UQperformance to 2025. At the time of the Business Plan submission, onlytw years of data existed for the new definition of internal sewerflooding, and the industry as a whole had not achieved full compliancewith the new reporting methodology. Therefore, YWS was expecte toforecast an industry performance level ight years in advance bas d otwo years of unre iable data. Despite the obvious challenges inherent inOf at’s Methodology, YWS’s original Busin ss Plan target for intern1a43lsewer flooding was only 6.3% higher than the FD target set by Ofwat.As th regulator had the benefit of information from all companies’business plans, as well as n extra year of improved reporting data to setthe FD target, the 6.3% variance does not seem particularly significant,

141 Annex 6, YWS: Internal Sewer Flooding Case Study, page 1.142 Ibid, pages 3-5.143 Note that the int rnal s wer flooding target in the Business Plan was accom anied byadditional enhancement expenditure and a cost adjustment claim for cellars. See paragraph3.26.3. 
143274 

https://ndustryUQ.[YSP/2.40
https://setsofadjustmentsassummarisedinparagraph4.37.1,below.Th


   

   

                                                                                                                                                                                                                                                                                                                                                                                                     

ts n aree te otm
fe e a hea e tn n

at e e
t m a ts ee

am

4.37.2 
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4.38.1 

4.38.2 
4.39 

Non-confidentialespecially in the context of an overall step change in performance of 73%between the regulatory targets of 2019-20 and 2024-25.YWS notes that one of the companies receiving ‘fast-track’ (Uni edUtilities) proposed significantly poorer service levels than the rest of theindu try in its business plan. Yet this does not feature i Ofw t’s IAPassessment for that company. Ofwat’s above statement is anotherexample of the diffe ntial treatment the regulator has administeredthroughout the price reviewYWS r ceived funding for internal sewer flooding on the same basisas other companies during PR14 and at least three years’ notice thaOfwat was moving to a comparativ measure f incidents. […] Ofwatalso does not believe it appropriate tha customers should pay nowfor their company to improve to atch its peers when it has receivedthe same level of funding as them in the past. [YSP/2.41]Ofwat has mis-characterised the position. YWS has not “received thesame level of unding as [its peers] in the past” for internal sewer floodingand rej cts Ofwat’s implication that it is seeking sp ci l treatment. W ileit is true that YWS received a cost allowance on the sam basis as othercompanies at PR14, Ofwat has knowingly mischaracterised the position.Firstly, Ofw t’s m thodology at PR14 suffers from the same flaws as PR19in that it has failed to link the allowed costs with he expected level ofservice. Put simply, there is o economic li k between the PR14 costallowances and the performance levels. Secondly, even disregarding theuntrue assertion that companies were funded to a specific service levelat PR14, Ofwat fails to acknowledge that YWS had company-specificarget for int rnal s wer flooding. By claiming YWS was funded to deliverthe same level of service as other companies at PR19, Ofwat is applyinga retrospective view to the regulatory settlement at PR14.YWS also rejec s the i plication that it has not cted on Ofwa ’sforewarning that it wa moving to a comparative m asure of incidents:on the contrary, as described in SoC paragraph 92 et seq., YWS beganimprovements to internal sewer flooding in th last three years of AMP6.Please see paragraph 4.39 below for a fuller description.In fact, YWS has underspent during PR14. YWS w s allowed asewerage Totex allowance that was built up from a number ofodelling approaches, including a unit cost allowance of £82.5million to deliver improvements in sewer flooding performance. The 
144274 
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Non-confidentialcompany’s actual costs for the 2015-20 period show that only £39.8million has been spent [Reply-005/4.35, 4.49].4.39.1 As in all price control periods, YWS allocates expenditure bas d on a cosbenefit approach to achieve the required outcome. Where the full outputis achieved below the forecast level of expenditure due to efficiency (andfol owing the regulatory mechanism) this becomes out-per ormance.Following discussion with the CCG (the Yorkshire Forum for Watercustomers) and the YWS Board demons rating the b nefits of reinvestingthis utperformance, the resulting outperformance was reinves ed tomprove performance in other areas o the programme. The issue at hands not that YWS has ot spent t e full allowance, because the AMP6internal sewer flooding target has been out-performed, rather theproblem is the r quired step change between AMP6 and AMP7. As144discussed in further details in the Internal Sewer Flooding Case Stu y,the key deliverability constraint is in relation to the speed ofimprovement required.4.40 Ofwat considered there was no reason for customers in Yorkshire tosuffer three times as many sewer flooding incidents as customers inthe rest of England and Wales. [YSP/2.41] In its FD Ofwa did notconsider that having a greater proportion of properties with cellarsis sufficient reason to allow worse performance for YWS given othecompanies also have specific factors which could impact theirperformance, such as higher property density which can mean thata single event can affect multiple properties. [YSP/2.44]4.40.1 11% f the nearly 2.3 million properties connected to YWS’s waste waternetwork have cellars. This proportion is close to four times the nationalaverage. 71% of YWS’s occurrences of internal sewer floodin relate tocellared properties. This is why t in Yorkshire suffer significantlymore flooding incidences than customers of other water companies.4.40.2 Moreover, 3% of the properties in Yorkshire that are connected to YWS’snetwork are back-to-back properties, and these account for 17% ofinternal sewer flooding inc dents. 95% of the flooding incidents thatoccur in back-to-back housing involve a cellar. YWS h s p ovided datato show that the existence of a cellar is a higher isk factor for internalsewer flooding tha property density more generally. Ofwat has failedproperly to take into account the regional specificities of Yorkshirerelating to cellared properties and in particular back-to-back cellaredproperties in its internal sewer flooding assessment. While other 
144 Annex 06, YWS: Internal Sewer Flooding Case Study. 
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Non-confidentialcompa ies of cours have their own specific factors, which could impacttheir internal sewer flooding performance, Ofwat has made thisstatement without offering an evidential basis to support the implicationthat those oth r factors are as relevant and/or are on the same scale thatfaces in relation to internal sewer flooding performance.4.40.3 YWS has provided detailed information on the reasons for thedisproportionate number of cellared and back-to-back housing inYorkshire (as opposed to modern basements built with drainage andwaterproofing required under modern building regulations) in the SoC,in paragraph 4.41 below. This shows that no only were m re of theseellared properties built in Yorkshire, but there has also been lessconcerted effort to eradicate such dwellings in Yorkshire compared toother parts of the country.1454.40.4 YWS supplemented this qualitative analysis wi quantitative data in i sBusiness Plan. Contrary to Ofwat’s suggestion that the quantitative tis not represen tive,146 further sets of data (including the census dataand the DG5 data)147 both show a consistent picture (see paragraph 4.44,below).4.40.5 On a crude analysis of t ese figures, if YWS had an average proportionof c llared properties that were affect d by flooding incidents at thesame rate, this would more than alve the number of internal sewerflooding incid nts in Yorkshire.148 This significantly impacts YWS’s abilityto have an effect on internal sewer flooding.4.41 Ofwat also considered that the evidence in relation to cellars wasunconvincing because the company did not justify how the surveyresults presented to support the high number of cellars could be 
145 ee Exhibit 066-175 (SoC), Appendix 8k.iii to the YWS Business Plan.146 ee, for example, Exhibit 003, Reply-005, paragraph 4.40.147 See paragraph 4.41.148 Among the 2.3m total properties that YWS serves, 260,000 cellared properties acc unt for71% of the internal sewer flooding ncidents, while 2,040,000 non-cellared propert esaccount for 29% of internal sewer flooding incidents. If the proporti n of c llared propertieswere the same as the nati nal average, this means that there would be 52,000 cellaredproperties and 2,248,000 non-cellared properties. Applying the same likelihood of alinci ents as observed among YWS’s netwo k, there would be 142 internalsewer floo ing incidents in cellared properties and 320 internal sewer flooding incidents inun-cellared properties. This gives a total of around 462 internal sewer flooding incidents. 

146274 

https://147Seeparagraph4.41
https://ee,forexample,Exhibit003,Reply-005,paragraph4.40
https://andtheDG5data)147bothshowaconsistentpicture(seeparagraph4.44


   

   

                                                                                                                                                                                                                                                                                                                                                                                                                             

re thfe

e n
t n

o
pe r eean e th

ea ee d

Non-confidentialconsidered to be representative of its supply region as a whole.[YSP/2.44; Reply-005/4.27]4.41.1 YWS has not suggested that the high numbe of cellared properties thatare prevalent in some of its urban areas are representative of its supplyregion as a whole. That does not, howev r, detract from the fact atYWS has a far higher proportion o cellared properties than any otherarea in th UK and that over 70% of the observed instances of floodingin those cellars.Further arguments from the Reply:(a) YWS’s survey evidence was unrepresentative as it was basedon a small sample size of 110 interviews, and it is out-of-dateas it was from 1998. [Reply-005/4.40]4.41.2 The survey evid nce does not account for the totality of the evide ceYWS has adduced, and YWS considers it neither unrepresentative, norout-of-date.4.41.3 O19fw98atd’sataallsetgilal trieofnlecthtsatotdhaeyd’saptaosiistio“onu. tY-oWfS-d’saetex”pliasniarrteiolevfaonrtwshinyceit sthtiellremains current is provided in Appendix 8.k.ii to the Business Plan.4.41.4 Furthermore, contrary to Ofwat’s suggesti n that this data isunrepresentative, it is entirely consistent with more recent data:4.41.5 DG5 data: according to th DG5 data at least 11% of th roperties inYWS’s service region have legacy cella s, which are r sponsible forapproximately 70% of the intern l sewer flooding incidents. The DG5data was origi ally taken from a 1990 survey of all but 2% of theYorkshire region. As previously explained to Ofwat in support of YWS’scost adjustment claim for the cellar d properties,149 the data was addedto from the company’s SAP (Enterprise Resource Planning System)regarding projects with their associated expendi ure at an investmentcategory level by year going back to t e project’s creation, thereforeproviding a representative overview of the network that YWS serves.4.41.6 Census data: as explain d in further details in the Internal SewerFlooding C se Study,150 the 2001 Census data is nationally representativand delineable by servic area of each company. Consistent with theMORI survey data and the DG5 data, it also shows that the area serveby YWS has the highest percentage of cellared properties in England and
149 YWS Business Plan, Commentary for the data tables, pages 228 et seq.150 Annex 06, YWS: Internal Sewer Flooding Case Study. 
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Non-confidentialWales (6.2%), almost twice as high as the second (Thames Water, 3.5%)and almost three times t at of the average of the rest of England andWales combined (2.4%). The 2001 Census data covers a total 22.5 millioh useholds in England and Wales and over 2 million h use olds inYorkshire, and is the latest census including a question of whether aproperty included a basement.(b) YWS’s survey evidence wa inconsistent as YWS gavedifferent values of estimates for the amount of floodingoccurring in cellared properties. [Reply-005/4.40]4.41.7 The values of estimates for the amount of flooding occurring in cellaredproperties cover different p riods based on the latest data availa le toYWS. For x mple, the figure of “over 70%” quot d in the SoC is baseon an average of the shadow reporting figures from 2018/19 and2019/20.4.41.8 It would be surprising for diff rent periods to exhibit the samepercentage of cellared properties being related to internal sewerflooding incidents, w ich is re lected in the d fferent values provided byYWS. Furthermore, the value figures are imilar, and importantly all ofthem show high internal sewer flooding risk.(c) Generally YWS has not attempted to validate the findings.[Reply-005/4.41]4.41.9 T is is incorrect: the a a provided by YWS has been internallychallenged nd validated through YWS’s assuran e process to ensurethat the analysis is accurate.151 This is in direct contrast to the PR19rocess in which Ofwat has not provided a y evidenced basis for itsposition pertinent to YWS’s particular situation.(d) YWS provided limited quantitative, engineering-basedevidence of the link between cellars and the increased risk ofinternal sewer flooding instead relying on empiricalstatements and descriptions. [Reply-005/4.42]4.41.10 This is a ‘red herring’: quantitative, engineering-based evidence is notrequired to d monstrate the link of increased internal sewer flooding incellared properties. YWS’s data referr d to a ove of the materially highernumber of cellared propert es affected by internal sewer floodingprovides the evidence of this link. As described in detail in Appendix 8.k.ii 
151 See Exhibit 001 (SoC), YWS’s Business Plan, Chapter 3; see also x i it 1, WS ‘ an, ppen x 4a: Board oversight of Plan development’ and Exhibit 044.2, YWS: ‘BusinessPlan, Appendix 4b: PR19 Principal Assurance Activities’. 
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Non-confidentialto the Business Plan, cellars are particularly vulner ble to internal sewerflooding due to their position below or only marginally above sewer soffilevel (the top of the inside of the pipe). Sewerage discharges in wetweather are either mor likely to enter the cellars through connectedsewer pipes or through exfiltration from the pipe seeping nt the cellarthrough walls or floors than15i2n t e case of properties without cellars,which sit above the s wers. This is common sense, and should becommon ground; it does not require particular engineering evidence.(e) Limited information was provided on the root cause offlooding in cellars (for ex mple whether incidents werecaused by blockages or hydraulic overload). [Reply-005/4.42]4.41.11 T is is incorrect. YWS provide information in it Bus ness Plan,153 whichshowed that over 90% of flooding in cellars was attributable to service-related issues (‘other causes’). Hydraulic overload thus accounted for lessthan 10% of internal s wer flooding incidents (it wa 5% uring that time-period, and the latest shadow-repor ing shows hydraulic overloadaccounts for 2% of incidents). It is not clear what further informa ionO wat w uld xpect to receive and why it did not ask for furtherinformation if required.(f) YWS provided no quantitative information on whatproportion of cellars in its region are actually connected tothe sewer and therefore pot ntially may represent anincreased sewer flooding risk. [Reply-005/4.43]4.41.12 As the ingress of water into a cellar is a pri ate connection, YWS does nothave access to wholesale data. It does have d a collected from historicfloo ng in idents, which indicates hat approximately 20% ofcellars are directly connected to the sewer network via a gulley (i.e. a drainin the cellar connected via pipework to the property’s private sewer, thento the public network).4.41.13 As explained in YWS’s Business Pl n154 and in the Internal Sewer FloodingCase Study,155 the fundamental reason why a cellar is more susceptible toflooding is due to its low position relative to the sewer pipes. Surchargewater in wet weather can enter cellars either through connected pipes, or 
152 See Exhibit 066-174 (SoC), YWS : ‘Appendix 8.k.ii to the YWS final business plan’, page 11 etseq.153 x 72 o , us ness an ppen x 8k.154 Exhibit 066-174 (SoC), YWS: Business Plan Appen ix 8.k.ii.155 Annex 06, YWS: Internal Sewer Flooding Case Study. 
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Non-confidentialthrough exfiltration from the pipe seeping through porous walls or floors.The implication that cellars not directly connected to the network have alesser risk of s wer flooding is therefore incorrect, as is evidenced by thehigh incidence rate (approximately 80%) of internal sewer floodingincidents occurring in cellars that are not connected to the network.4.41.14 On a procedural note, O wat never indicated during PR19 that itsdecision as based on the (flawed) reasoning that cellars not connectedto the sewer are at less risk of internal sewer flooding. It s incumbentOfwat to properly explain its decision-making upon making the decision(rather than during redetermination) so companies can provide evidence.(g) The evidence presented by YWS in relation to cellars did notconsider other factors that might increase the costsassociated with sewer flooding that other companies mayexperience (for example, companies that experience higherrainfall than YWS). [Reply-005/4.45]4.41.15 When the Business Plan was submitted, only 5% of YWS’s internal sewerflooding resulted from hydraulic overload156 (w ich s generallyassoc ated with heavy rainfall), which suggests that higher rainfall is not asignificant issue. On the othe hand, as described above, YWS hasdemonstrated that the disproportionate number of cellars in combinationwith back-to-back hou ing is the predominant factor in the risk of in ernalsewer flooding in Yorkshire over other factors. YWS would suggest that iis incumbent on Ofwat to properly understand the different factors thataffect differ nt companies, in particular in relation to the use of commonperformance measures.4.42 Even if the impact of cellars is excluded, YWS still seems to have theworst performance in the sector. [Reply-005, 4.34] YWS has notdemonstrated that without the impa of cellars its performancewould be in line with the rest of the sector. [Reply-005/4.43]4.42.1 Th s statement is incorrect. See paragraph 4.40.5 above and Annex 6.4.43 Evidence from other companies also showed that largeimprovements in performanc can be made in relatively shortperiods of time (for example South West Water improved its 

156 Latest shadow reporting data shows that this has dropped to 2% in the latest period. 
150274 

https://linewiththerestofthesector.[Reply-005/4.43
https://YWS).[Reply-005/4.45
https://tothesewerareatlessriskofinternalsewerflooding.It


   

   

                                                                                                                                                                                                                                                                                                                                                                                                                    

nt
e nss u

e oa e opr f
n e

o to rnot be
e

a
n n ee nt d

4.43.1
4.43.2 

4.43.3
4.43.4 

4.44
4.44.1
4.44.2 

Non-confidentialinternal sewer flooding performance by over 51% during the period2014-15 to 2018-19) [YSP/2.44].This stateme ignores the key regional specificity that YWS faces indealing with internal sewer flooding, namely the large number of cellaredproperties, including those in back-to-back terraces.The prevalence of cellar d properties in YWS’s operational areacontributes to the challenge of deploying proactive interventio at scaleand speed. As most incident happen at cellared properties and withinclu ters of high b ilding density, such as back-to-backs, physical accessto sewers is difficult, gained often through working on or in a customerproperty to access manholes or cellar connections for CCTV, jetting or toinstall mitigation d vices. Customers can be suspicious f YWS’sttempts to gain access to their properties. Whilst formal approaches toapply powers of ntry can be used, YWS c nsiders that this is counter-oductive to the long-term shi t of customer behaviour required toprevent network abuse and foster engagement between YWS’scustomers and its operations.YWS is aware that i ternal sewer flooding is a priority of its customersand has taken action to refl ct this. For example, YWS has delivered animprovement of 16% between 2018/19 and 2019/20.Other c mpanies do not face this challenge on he same scale as YWS;even London, which has the second largest number of cellaredpr perties, has half of those that are situated in YWS’s area. Furthe more,those cellars may as challenging to access as in Yorkshire (forexample they may not be in densely populated building developments).As a result, a company with few cellared properties in its area and wheresuch cellars and properties ar easily accessible might find it very mucheasier to address internal sewer flooding and improve its performance.The FD introduced a glidepath and caps and collars on internalsewer flooding for YWS. [CCIP/3.59]This reflects the fact that the position in the DD was unten ble, but therevised position is insufficient given YWS’s specific circumstances.As explai ed above, the scale of interve tions required to deliver thperformance required by the FD within AMP7 remains impossiblepractically sp aking. Ofwat’s change in methodology by introducing thecollars on inter al sewer flooding for YWS (rather than either providingsufficien funding or revising the targets) means that, due to the scaleand cost of intervention, YWS woul be forced to choose to incursignificant penalty, rather than fully delivering on its commitment to
151274 
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Non-confidentialachieve the long-term resilience improvements f r its customers. YWSestimates that under the FD its P50 most likely position over AMP7 forinternal sewer flooding is to receive a £35m penalty.Why Ofwat thinks its targets for mains repairs are appropriate4.45 If a company’s level of mains repairs increases, it suggests adeteriorating asset health. [YSP/2.46]4.45.1 This is superficial analysis: as discussed at SoC, paragraph 166 t seq.,YWS’s strategy of proactively detecting leakage will necessarily result inmore mains repairs, regardless of asset health. On the other ha , if YWSdopted a reactive-only approach, more leaks would remain undetectedand the number of repairs would fall – but again, that would notnecessarily signal good asset health.4.46 Ofwat considers that it has recognised the link between leakage andmains repairs and made adjustments to Performance Commitmentlevels accordingly. [Reply-005/4.74]4.46.1 As d scussed at SoC, paragr ph 169, while Ofwat did belatedly recognisethe interact on between leakage and mains repairs, it adjusted YWS’smains repair target by only a small factor to account for leakageimprovements. The FD still requires an untenable 34% performance shiftfor mains repairs over AMP7.4.47 While YWS submitted evidence to show a positive relationshipbetween active leakage control ctivity and the volume of proactivemains repairs, its own data also demonstrate a symmetricallat onship between proactive m ins repa rs and reactive mainsrepairs (i.e. that an increase in proactive mains repairs generates aecrease in react ve mains repairs). YWS, herefore, did notdemonstrate that its leakage reduction activities will necessarilylead to an increase in the total number of mains repairs. [YSP/2.48,2.49]4.47.1 YWS disagrees w th Ofwat’s an lysis of the evidence YWS has submittedon the relationship between leakage and mains r pairs during the PR19process,157 including as part of its DD representations.158 This was 
157 See, for example, Exhibit 067-091 (SoC), YWS: ‘IAP response YKY.OC.A1-A52: deliveringoutcomes for customers’, page 28 et seq.158 See Exhibit 070 (SoC), YWS: ‘YKY follow up representation meeting, 16 October 2019’,particularly page 9. 
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Non-confidentialsupported by evidence from the UKWIR report ‘The impact in reduc1t5i9onof leakage levels on reported and detected leak repair frequencies’.4.47.2 Indeed, YWS’s data on this topic has b en consistently misinterp e d byOfwat. At the IAP stage, Ofw t requested that YWS demonstrate therelationship between reactive and pr active mains repairs. In resp se,YWS demonstrated the inverse relationship between the proport on ofproactive / reactive mains repairs when the total number of repairs areconsidered togeth r160, but Ofwat failed to recognise that the totalnumber of mains repairs jobs will increase if more proactive repairs arecarried out as a result of leakage reduction activity.4.47.3 YWS’s data sho s that for the years in which considerable leak geimprovements ere realised (for examp e 2011/12, 2018/19 nd2019/20), there was an ssociat d high level of proactive mains repairs,resulting in a higher total number of mains repairs in those years.1614.47.4 This was further supported by the findings of the UKWIR report, whichstated that “there is no clear evidence of an offs tting of increaseddetected leaks by fewer reported leaks as leakage is reduced. As a result,the total umber of leak repairs would b expected to increase. Theimplication is that there are v ry few leaks that grow from beingdetectable to being reported at leakage levels currently observed in theUK”.1624.47.5 In response to this evidence, Ofwat acknowledged in the FD the need forthe mains repairs targ t to account for increased proactive activity.163 Assuch, the number of permissible mains repairs was uplifted by 8% in year1 (compared to Ofwat’ DD po i ion), reducing by 1.5% in each followingyear. The historic da a suggests that this uplift is inadequate as proactiveactivity would need to more than double from the baseline level in order 
159 See Exhibit 045, UKWIR, ‘The impact of reductions in leakage levels on reported and detected
160 leak repair frequencies’.See Exhibit 067-091 (SoC), YWS: ‘IAP response YKY.OC.A1-A52: delivering outcomes forcustomers’, page 28 et seq.161 See, for example, the graph in ibid, page 31, which shows a large number of proactive mainsrepairs.162 Exhibit 045, UKWIR: ‘The impact of reductions in leakage levels on reported and detectedleak repair frequencies’ (2019), page 6.163 See Exhibit 046, Ofwat: ‘PR19 final determinations: Yorkshire Water - Delivering outcomesfor customers additional information appendix’, page 6 et seq. 
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Non-confidentialto meet the Performance Commitment. This equates to 30% more mainsrepairs compared to the 8% given in the FD.164Why Ofwat thinks its targets for water supply interruptions areappropriate4.48 For water supply interruptions, YWS have forecasted that their2019-20 performance will be better than their 2024-25 PerformanceCommitment level. [CCIP/3.35] YWS is therefore well placed toachieve or outperfor UQ performance levels on the comparablePerformance Commitments. [CCIP/3.36]4.48.1 This is misleading. The FD Performance Commitment level 2024/25for water supply interru tions is 5 minutes. While YWS’s forecast for2019/20 for water supply interruptions was 4 minutes, it actuallyachieved a result of 6.1 minutes – its best ever perfor ance – and lower– not better – than the 2024/25 Performance Commitment level of 5minute . This was achieved by deliberately diverting funding from otherprojects in order to prepare for the stretching targe s anticipa ed in PR19.Th evidence clearly sh ws that it is not the case therefor that YWS is“well placed to achieve or outperform UQ performance levels”.4.48.2 By way of further background, YWS actively worked to improve its watersupply interruptions in years 4 and 5 of AMP6 (to deliber tely outperformits PR14 targets) in order to prepare for the step-change Ofwat hadsignalled for AMP7. It did so by increasing funding to water supplyinterruptions by £11.4m.4.48.3 In its Business Plan, YWS ambitiously forecast that its performance levelwould be 4 minutes in 2019/20 (compared to its PR14 target for that y arof 12 minutes), reducing to a target of just 2.5 minutes by 2024/25. Thesembitious targets w re justified in the Business Plan by a claim foradditional enhancement expenditure of around £45m.4.48.4 The decision by Ofwat not to award enhancement expenditure for watersupply interruptions has compromised YWS’s ability to achieve a morestretching erformance target over AMP7. The FD 2024/25 target of 5minutes represents a significant improvement on YWS’s current ‘bestever’ position. The fur her step up required by the FD is not attainablewithout adequate additional funding. 
164 Annex 05, YWS: Leakage and Mains Repairs Case Study. 
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Non-confidentialWhy Ofwat thinks its targets for pollution incidents are appropriate4.49 For pollution incidents, YWS did not adjust the P rformanceCommitment level in its IAP Representations to reach the UQ levels,instead claiming that sufficient Totex funding to reach UQ levelshould be allowed. [YSP/2.26]4.49.1 YWS stands by its p siti n in its IAP Representations that UQ fundingshould be allowed for pollu i incidents on the basis that additionalperformance r quires additional funding, and hat a PerformancCommitment set at the UQ level should be contingent on that. SeeSection 5, below.Why Ofwat thinks its targets for external sewer flooding areappropriate4.50 For external sew r flooding, YWS did no adjust the PeCommitment levels in its IAP Representati ns as UQ performancewas not cost beneficial for external sewer flooding. [YSP/2.26]4.50.1 YWS stands by its position in its IAP representations.165Why Ofwat thinks its targets for sewer collapses are appropriate4.51 YWS’s proposed Performance Commitment level is worse than itshistorical average performance over 2015-20. [YSP/2.61]YWS has the worst comparative performance on this measure andOfwat considers that delaying asset renewal to keep bills low is aninappropriate approach to asset management which passes the riskof asset failure on to future generations. [YSP/2.63]For sewer collapses, YWS acknowledged that it had engaged in lowlevels of historical asset renewal in order to keep bills low and thatthis practice was no longer sustainable. [YSP/2.6; Reply-005/4.16,4.22]This resulted in a required performance improvement of 19% overthe 2020-25 period which Ofwat considered achievable for YWS,given significant improvements can be made through the adoptionof best practice operational methods to better pro-actively identifyand repair collapses before they are reported and that large scalecapital investments are not necessarily required. [YSP/2.64] 
165 See Exhibit 067-091 (SoC), YWS: ‘IAP response – YKY.OC.A1-52 Delivering Outcomes forCustomers’, section 1.6. 
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Non-confidentialYWS’s PR14 document for assessing performance for its ‘stabilityand reliability’ factors is less stringent in its assessment thanOfwat’s. [Reply-005, 4.19; 4.16] This methodology means thatdeterioration in performance has to be severe for penalties to apply,reducing t e incentive to improve. [Reply-005/4.23]4.51.1 Th s is another example of Ofwat’s changes to its reporting methodologybeing the signific nt driver of Performance Commitment xpectations asopposed to ac ual company activity, s discussed above at paragraph4.2. In relation to sewer collapses, Ofwa created significant confusion inits late changes to the repo ting methodology. Contrary to Ofwat’sclaims, YWS’s proposed 5% reduction in the Business Plan and IAPresponse is stretching in the circumstances and take into account (i)YWS’s current asset cycle; and (ii) the actual works YWS needs toundertake to improve assets in Yorkshire over the next 25 years.Reporting methodology4.51.2 A l te change in Ofwat’s methodology for counting sewer collapsesmeant that Ofwat has not been making like-for-like comparisons.4.51.3 Historically, sewer collapses formed part of the ‘servicea ility’ basket ofmeasures. YWS has historically p rformed within the bounds of theupper and bottom reference lev ls of this measure. Indeed, Ofwatrecognises that YWS’s performance in sewer collapses has “historicallb e comparable with the sector average using the serviceabilitydefinition” and has been “largely ‘stable’.”1664.51.4 YWS historically interpreted the reporting methodology as requiringsewer collapses where def mation of the sewer was greater than 50%to be reported, whether or not a service impact had occurred. Thismethodology was agreed with YWS’s external auditor following Ofwat’sassurance requirements.4.51.5 As explained in YWS’s response to the IAP, the final reporting guidancefor sewer collapses for PR19 was not received until March 2019. In it,Ofwat adopted a comparative approach by setting the target using anupp quartile percentage improvem nt proposed y the companies,rather than setti g a company-specific target based on historicperformance. The new reporting methodology meant that the followingare r portable: (i) all collapses (partial and complete, i.e. not just thosewhere deformation is greater than 50%) (ii) where a service or 
166 Exhibit 003, Reply-005, paragraphs 4.21 and 4.15 respectively. 
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Non-confidentialenvironmental impact has occurred, both of which are changes to YWS’shistorical interpretation.4.51.6 The change in methodology meant that YWS’s historic data wasmeaningless for setting performance levels without significant furtherwork. As YWS highlighted in its IAP response, the new methodology gaveYWS “insuffic ent time to review historical incidents to understand howth new definition would affect future performance forecasts.”167 Itmeant that YWS’s historic data was not comparable to new data.4.51.7 The 2018/19 shadow reporting data168 sho s that w ile under the newmethodology YWS rema ns the company with the h ghest number ofported sewer collapse incidents, it has caught up significantly to theres of the industry, having reacted quickly to the c nge in reportingmethodology. YWS expects this trend to continu , having adjusted itsinvestment plans to address the challenges presented by the newmethodology (see paragraph 4.51.12, below).PR19 Performance Commitment level4.51.8 YWS provid d Ofwat with evidenc throughout th PR19 process that itsproposed Performance Commitment level was stretching.4.51.9 Using the new methodology, in the Business Plan YWS proposed a sewercollapse target of a 5% reduction over AMP7 from YWS’s estimate of theAMP6 year 5 outturn position.169 At the IAP r sponse stage, YWS revisedthe proposed sewer collapse targets to better lign with the ewlyconfirmed AMP7 methodology and deliver an improv ment inperformance over 2020-25. The level of reduction (5%) was retained.170YWS considered this to be a stretching targe and a significantimprovement on its historic performance, given that the “sewer collapse 
167 Exhibit 067-091 (SoC), YWS: ‘IAP response – YKY.OC.A1-52 Delivering Outcomes forCustomers’, page 72.168 Ibid.169 In its redetermination documents, Ofwat has continually focussed on the values provided inthe Business Plan. T is data was compiled at a point when YWS had had very little time tounderstan the met odology (which at that point was not ven confirmed as final). As YWShighlighted during the PR19 process, the values were revised by a significant degree in theIAP response.170 Though this was applied to a lower starting point (i.e. the AMP7 outturn level was lower). 
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4.51.10 In its Business Plan, YWS proposed achieving improvement over twoAMPs, allowing for a balanced approach that would address asset heal hand reduce the total number of collapses by (i) addressing the natural rateof rise of collapses through sewer rehabilitation; and (ii) carrying outproactive collapse identification.4.51.11 In order for YWS to achieve a y reduction in sewer collapses over AMP7in rventions are required to negate the natural ate f rise in collapserate. As the age of a pipe increases, it becomes more prone to collapse.172Due to YWS’s current position in its asset cycle, over the 25-yea p riodfrom 2020 to 2045, YWS has estimated that the sewer collapse rate willincre se by 15% due to asset deterioration.173 In other words, simply tostay at he same level of sewer collapses over that time-p riod, YWSneeds to address the i creasing collapse rate. Therefore, anyimprovem nt in the rate can happen only on top of mitigation of thenatural rate of rise.4.51.12 As explained in the IAP response, YWS’s target of 5% ewer incidentsalready took into account proactive, innovative nd efficient ways toimprove asset health. These will identify sewe collapses after they occurbut before service is impacted, to b more responsive o Ofwat’s newreporting methodology. These included the following methods:(a) Uemsinpgtivealy,stmhraortugnheatwnaolrykssingapperofoarcmhantoce.identify failures pre-(b) Dadeapplotiynigngsprianyn-loivnaintigvetecchonnisqturuecstfiornusteecohnnhiqiguhe-rs,iskforirsinegxammapinles., 
171 Exhibit 067-091 (SoC), YWS: ‘IAP response – YKY.OC.A1-52 Delivering Outcomes for
172 Customers’, page 41.By way of example, YWS data ndicates a pipe with an average age of 50 years has a collapsrate of circa 0.025 per km, while a pipe with an average age of 150 years has a collapse rateof circa 0.06 per km – i.e., 2.4 times greater. See also Exhibit 067-091 (SoC), YWS: ‘IAPresponse – YKY.OC.A1-52 Delivering Outcomes for Customers’, page 40.173 This estimate was calculated using YWS’s Decision Making Framework (DMF) AssetDeterioration model. Exhibit 067-091 (SoC), YWS: ‘IAP response – YKY.OC.A1-52 DeliveringOutcomes for Customers’, page 41. 
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Non-confidential(c) Fnonrofvirastivtiemeeqrueippamiresn, utptoskeilnlinagblfeierladpsidta,f‘foanntdhpersopvoidti’nrgepthaierms owritohidentify the need to escalate to others.(d) Targeting expenditur planning to achiev the optimal level ofservice through the Decision-Making Framework (DMF) (see SoC,paragraph 85 et seq.).4.51.13 Although these operational methods could reduce the overall number ofr portable collapses (i. . by add ssing them before they impact uponservice levels), such measures are not able to fully address the ac ualunderlying he1a7l4th of the network, which requires large-scale rehabilitat onprogrammes. YWS considers Ofwat’s flawed approach o measuringasset health to be inappropriate, as it passes the r sk of asset failure on tofuture generations by failing to provide for sufficient asset rehabilitationin the immediate future.4.51.14 In the FD, Ofwat increased the level of improvement to 19% ver AMP7based on the upper quartile percentage improvement proposed bycompanies.4.51.15 YWS considers its proposed mprovement of achieving 5% fewer sewercollapse incidents by 2024-25 is stretching. Moreover, YWS considers thatthe requir d improvement l ls in the FD s wer collapse Perfor a ceCommitment cannot be achieved without large-scale capital investments.Asset health4.51.16 As explained in S C, paragraph 28 et seq., YWS ha consistently followedregulatory direction. YWS h s good levels of ass t health and YWS’ general policy of asset renewal has led to its asset health be g judged as‘stabl ’ f 55 out of the 60 serviceability measures since 2007.175Furthermore, Ofwat has severely underfunded YWS in many areas in itsFD, meaning tha YWS has been forced to aband n programmes ofcapex-based solutions to improve asset health in favour of shorter-termOpex-based solutions. 
174 See Exhibit 067-091 (SoC), YWS: ‘IAP response – YKY.OC.A1-52 Delivering Outcomes forCustomers’, page 43 for further details of the scale of such programmes and the costsinvolved.175 See YWS, SoC, paragraph 26. 
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Non-confidential4.51.17 Furthermore, Ofwat’s new me odology forces YWS to change itsapproach to investment. Under the previous methodology, YWS wouldtarget sewer collapses.YWS’s PR14 performance assessment4.51.18 YWS’s PR17174 doc ment for assessing performance176 is in line with itsPR14 FD. As such, YWS’s PR14 sewer collapses penalty calculationincentivises YWS to improve this Performance Commitment.Why Ofwat thinks its targets for length of river improved are appropriate4.52 Ofwat describes in detail the development of the length of riverimproved / WINEP ODI at [YSP/2.55-2.60].4.52.1 YWS pr viously argued for the re-instatement of this ODI as it reflectcus omers’ priorities. This point is not in dispute and YWS is surprisedthat Ofwat has raised it.Why Ofwat thinks its targets for water quality contacts are appropriate4.53 YWS is a company with poor knowledge of its network, itsconfiguration, and the root cause of customer service impacts.[Reply-005/4.85]4.53.1 This is incorrect. On the contrary, the success of reducing customercontacts between 2013-14 and 2018-19 to which Ofwat refers at Reply-005 paragraph 4.83 is a result of a full and detaile understanding of hecausal factors and the network operational considerations that result inwater quality contacts. Indeed, it is this detailed understanding of rootcause and an intimate knowledge of the operational performance of thenetwork that has allowed YWS to deploy its innovative and successfulflushing programme.178 

176 Exhibit 047, YWS: ‘The right outcome for Yorkshire (2015-2020) Stability and ReliabilityFactors’ (September 2016).177 See Exhibit 005 (SoC), Ofwat: ‘Final price control determination notice: company-specificappend x – Yorkshire Water’, page 136.178 See Exhibit 001 (SoC), YWS’s Business Plan, page 135. 
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Non-confidential5. Overall regulatory challenge on costs andoutcomes 
OverviewYWS clearly demonstrated in the SoC that Ofwat has created adisconnect between costs and outcomes. In short, Ofwat is wrong tobelieve that it is possible to make the improvements to service levelspurely through allowed base costs and improving productivity: 

 Ofwat failed to develop a methodology that is capable ofreaching a robust forward-looking view of what it would costYWS to deliver the service levels set out in its FD. 
 Ofwat wrongly attached too much weight to its backward-looking analyses of cost and service performance. These do notshow that Ofwat’s cost allowances are sufficient for YWS toimprove its service levels.This Section shows that Ofwat’s attempts to rebut this conclusion do notstand up to scrutiny: 
 Ofwat is wrong to argue that the fact companies were able tomeet or exceed certain specific targets in PR14 implies that theywill be able to meet or exceed them in PR19. 
 Ofwat is also wrong to argue that cost efficient companies havebeen able to improve their performance, as its cost models donot account for outcomes when estimating the efficient level offuture costs. Moreover, the benchmark companies Ofwat used toset YWS’s costs allowance have not systematically or routinelyachieved the level of performance expected by Ofwat across allrelevant Performance Commitments.The costs-outcomes disconnect leads to underfunding of YWS’sBusiness Plan (in particular YWS is not funded to deliver the requiredperformance level in relation to the comparable PerformanceCommitments), exposes YWS to material penalty risk, and will load costsand risks onto YWS’s future customers. It therefore contributes tointergenerational unfairness. 
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Non-confidential
IntroductionYWS reiterates the issues with Ofwat’s cos s-outcomes disconnect whichit detailed in the SoC at paragraphs 135 et seq.. The material issues withOfwa ’s requirements on costs and outcomes deri e from its positiothat it is possible to make the improvements to service levels set out inFD purely through allowed base costs and improving productivity.Therefore, it maintains that YWS must improve its service levels (to thesignificant degree demanded by Ofwat’s step-change at PR19) withoutallowing any additional expenditure to do so.The principal flaw in Ofwat’s approach is that it failed to develop amethodology that is capable of reaching a robust forward-looking viewof what it would cost YWS to deliver the service levels set out in its FD.In particular, Ofwat:(a) swehtaitsthUeQUPeQrpfoerrmfoarnmcaenCcoemfomreitcmasetnatnsdbeitfsorceosittcaolluolwdahnacveeskwnoouwldnbe;(b) ususechd tchoasttsthmeomdoeldsewlshcicahnnoomt ibtteedusseedrvtiocefolerveecalsstaswhcoatstitdwrivoeurlsd,cost YWS to achi ve UQ performance in AMP7 (and failed todevelop alternative methods for doing so); and(c) oimveprrsotvaetemdeonrtsduosuinbgle-tchoeucnotesdt scaovminpgasntihese’yacboiluitlydtmo afuknedthsreoruvigcheproductivity gains. Ofwat’s methodology already returns suchgains to customers in the f rm of lower prices through itsapplication of a (overstate ) frontier shift challenge.Instead, Ofwat wrongly attach d too much weight to its backward-looking a aly es of cost and service performance, and h s drawn thewr ng conclusions from them. These backward-looking analyses do notshow that Ofwat’s cost allowances are sufficient for YWS to improve itsservice levels. This is because they:(a) fbayiletfoficreiecnotgfnirimsest;haendtrade-off between costs and outcomes faced(b) fail to account for the significant increase in service levels thatOfwat expects YWS to deliver in AMP7 compared to its ownperformance and the perf rmance of the benchmark companiesOfwat used to set YWS’s cost allowances. 
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Non-confidentialThe above collectively contribute to a disconnect between costs andoutcomes which leads to underfunding of YWS’s Business Plan ( nparticular YWS is not funded to deliver the required performance level inrelation to the comparable Performance Commitments), exposes YWS toma erial penalty risk, and will load costs and risks onto YWS’s futurecustomers.In c ntr st, Ofwat mai tains that it is possible for YWS to deliver UQperformance levels in relation to the comparable Performan eCommit ents in its FD and that there is no costs-outcomes disconnect.Ofwat’s main points in support of its position are:(a) firstly, that YWS and others have met or exceeded their respectivePe formance Commitments during PR14 without exceeding theircorresponding cost allowances. Ofwat’s contenti n is, in broade ms, that since compani s w re able t meet or exceed theirtargets in PR14, they will be able to meet or exceed them in PR19too; and(b) simecpornodvely,thtehiratpecrfoosrtm-eaffniciee.nOt fwcoatm’spaarngiuems ehnatvies thbaetenthearbeleis ntotrade-off between reducing costs and improving performance inpractice.The rest of this Section is split into two parts:(a) Thheenfiardstdpreasrstersesspeovenrdasl toothOefrwpaoti’ns tms ahinatpOoifnwtastacsosnestidoeurtsarbeolevvea.nIttto this issue. The conclusion is that none of Ofwat’s argumentswithstands scrutiny.(b) Ifnorvireewmeodf ythinisg ctohneclcuossiotsn-o, tuhtecosmeceosndispcaornt nceocnts. idTehres thpeproopptriiontsremedy is to increase YWS’s cost allowances so that they aresufficient to cover the additional efficient costs that the companywill incur as it tries to deliver the UQ Performance Commitmentsin its FD.Before turning to these matters, however, YWS notes that an apparemore constructive pproach to addressing costs and outcomes jointlyhas been demonstrated by the Water Industry Commission for Scotland(WICS). WICS acknowledges that adopting an approach which prioritisesminimising charges in the current regulatory period, so denying 
163274 



   

   

                                                                                                                                                                                                                                                                                                          

e i
e c e ti o e

m n e
e

m
h

ont
efficie

5.1.8 

5.2 

179 Exh 

Non-confidentialcompanies the n cessary allowances for mproving their services,necessarily increases the prices that will be paid by future customers.179YWS supports taking a balanced approach which spreads costs fairlyb tween its urr nt and fu ure customers. Its proposals at PR19 weredesigned n cl se consultation with its customers, looking to d velopplans which offset the costs of improving its performance andmaintaining its assets with consistently high levels of service for currentand future customers.Ofwat’s first main argu ent – YWS a d others have met or exceed dtheir Performance Commitments during PR14 without exceeding theircost allowancesIn PR14 costs allowances and targets in relation to the comparablePerformance Commitments w re both based on UQ levels. YWS andAnglian Water met such targets in 2018-19 without overspendingtheir respective cost allowances. In general companies thatperformed well on PR14 UQ outcomes also performed well on costs.[CCIP/2.5, 3.45, 3.48]The forward looking UQ challenge on the comparable PerformanceCommitments in PR19 is of a similar agnitude to the historical UQchallenge on those Performance Commitments achieved in PR14.[CCIP/3.58. 3.64]Some companies w o requested additional funding are alreadyperforming well, such that the additional challenge set by Ofwat islimited. [CCIP/3.54]There is evidence that Ofwat’s base funding allowance is sufficientfor companies to achieve the performance improvements requiredto meet Ofwat’s Performance Commitment targets. [CCIP/3.55]Poorer performing companies have hist rically made substantialimproveme s in relation to the comparable PerformanceCommitments. [CCIP/3.64]YWS’s historical cost data demonstrates that it has been efficient asshown by Ofwat’s PR19 cost models. It is when comparing Ofwat’snt level of base costs against YWS’s business plan thatefficiency falls. High future costs for the same activities whencompared with historical costs inevitably means it is less efficient.[R005/1.21]
ibit 021, WICS, ‘Strategic Review of Charges’. 
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Non-confidential5.2.1 As YWS sets out in detail at p ragraph 6.4, an examination of historicalperformance in totality, over a suffic ent period of time, and using theappropriat measure (ROCE) can be informative of whet er the overallrisk balance has been appropriately calibrated at PR19. This perspectives articul rly important where, as it the case here, the regulator isimposing a ‘step change’ in the incentives / level of overall challenge,relative to the past.5.2.2 But Ofwat is wrong to argue that the fact the companies were able tome t r exceed certain sp cific targets in PR14 implies that they will beble to meet or exceed them in PR19. As set out in SoC, paragraph 142and Annex 4, this backward-looking assessment of performance at AMP6d es not take account of the fact tha he allowed costs and PerformanceCommitments in PR14 were different to those in PR19.5.2.3 T illustrate this, Figure 13 below compares thet t required by the end of AMP7 to the PerformanceCommitments required at end of AMP6. It shows that Ofwat expects YWSto achieve a higher level of performance against each of the comparablePerformance Commitments by the end of AMP7 than the end of AMP6. 
UQ PC d he customer1(5excT Wt lINllEP)d t t l di WINhEmPouecsaoesshutsore,l d 

Figure 13: comparison of Performance Commitments required by theend of AMP7 to the Performance Commitments required at end ofAMP6. 
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Non-confidential5.2.4 Ofwat is also wrong to suggest that “the overall level of stretch on costsand outcomes in PR19 is similar to PR14”.180(a) Asin tOhefwFaDt iasc“klna1ro8g1welewdhgeens viniewitsedReapglayinthstatYothrkesshtirretcWhaltevre’sl csuetrroenutperfo mance”. Figure 13 above clearly shows that t challengeis harder. Ofwat expects YWS to achieve a higher level ofperformance within a lower cost allowance per customer.(b) Oa nfoprwuabrldis-lhoinogkiintsgFUDQ, Ofofwr tahtrietseeolff stthaetemdotshtacto“mThpearmabolveectoomwmarodnsoutcomes (out of 15) is an increase in the level of stretchcompared to commitments set at PR14”.182(c) Therefore, Ofwat’s own analysis shows that it is plainly incorrecttoheasrgamueetahcattivYitWieSs”’s. BRuastihneers,sYPlWaSn’scBounstianiness“hPliganh cfuotnutraeincsohstigshfoerfuture costs in order to deliver significantly improved levels ofservice compared to PR14, as Ofwat itself recognises.5.2.5 Further, as explained in YWS’s presentation to th CMA of 15 April 2020,the size of the ‘stretch’ (as measured by the percentage difference inPerformance Commitments between the start of an AMP and the end ofthe AMP) is significantly higher for PR19 than it was for PR14. Specifically:(a) trhedeuTcoetdexbyal7lo%w; ance per customer (excluding WINEP) has been(b) the challenge on outcomes has increased – for the comparablPerformance Commitments shown in Figure 13 ab ve, thechallenge has increased from an average 8% in PR14 to 20% inPR19; and(c) fsoerwker ycaosllsaeptsehse,alathndPeurnfoprlmanannecde Cooumtamgeitsm), etnhtes (cmhailnlesngreepahirass,increased from ‘stable’ (i.e. 0%) to an average of 37%.5.2.6 The n ed to look a the ‘totality’ of the stretch is also relevant to why,when examining historical performance, it is also essential to use a metricthat properly captur s overall out / under performance again priordeterminations. As we explain in paragraph 6.5 in the water industry the
180 x 1, ep y-001, paragrap 2.26.181 x 003, Reply-005, paragraph 1.25.182 Exhibit 048, Ofwat: ‘PR19 final determinations: Overall stretch on costs, outcomes and costof capital policy appendix’, page 8. 
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Non-confidentialappropriate measure of this is ROCE. Consequently, Ofwat is furtherwrong to attempt to draw strong inferences relating either to the‘correctness’ of individual targets or the overall balance of risk under itsPR19 FDs, from prior performance relating to subcomponents of theprice control, such as Totex or ODIs.5.2.7 Finally, YWS fundamentally questions the inferences Ofwat seeks to drawfrom its pres ntation of historical performance. That is, even if theanalysis showed that the ‘stretch’ at PR19 is the same as it was at PR14(it is no ), it would not follow, as Ofwat implies, that Y S is funded todeliv r the UQ Performance Commitments in the FD. Whether YWS isfunded depends on whether:(a) Oanfwd,aitf’sthceoysdt omnoodtels control for outcomes performance levels;(b) Wthehectohsetratllhoewbanecnecshmhaavrek accohmiepvaendiethsethtaartgOetfswfaotr hthaes cuosmedpatorabseletPerformance Commitments Ofwat has set in th1e83FD.5.2.8 As set out in SoC, paragraph 140b and Annex 8 (SoC) , Ofwat’s modeldo not control for outcomes levels184 and the benchmark companieshave not achieved the Performance Co mitments185. It follows that YWSis not funded to del ver the UQ Performance Commitments in the FD.Ofwat’s second ma n argument – cost efficient companies have beenable to improve their performance5.3 It is simplistic and inaccurate to assume that a trade-off must bemade between costs and outcomes [CCIP/3.1].Ofwat’s ana ysis suggest a positive correlation between its estimatesof historical cost efficiency and improved outcome performance.[CCIP/3.51]This shows that it is possible for companies to perform at UQ levelson both costs and outcomes. [CCIP/3.52, 3.53] In particular: 
183 Annex 08 (SoC), Oxera: ‘Integrating cost and outcomes’ (March 2020).184 During YWS’s Initial Presentation, the CMA noted that Ofwat’s PR14 costs models did notntrol for outcomes performance levels either. It is correct that this limitation of the PR19cost m dels was also a limitat on of the PR14 c st models. The problem is that at PR19 thislimitation has materially contributed to YWS’s cost allowances at PR19 being insufficient forit to meet its PCs at PR19, whereas this was not the case at PR14.185 SoC, paragraph 143 and Annex 04 (SoC), Economic Insight: ‘Ofwat’s approach to fundingupper quartile performance’ (March 2020). 
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Non-confidentialFor wholesale water, Portsmouth Water and South StaffsWater are UQ for supply interruptions but hav already mettheir 2024/5 Performance Commitment level. [Reply-001/7.39]For leakage, South West Water and Hafren Dyfrdwy performwell on both leakage and cost efficiency. [Reply-001/7.40]Water companies should be able to reduce leakage by 15% wi hintheir respective base allowances because there is no evidence thathigh levels of cost necessarily lead to better outcomes, and inde dcost efficiency and high performance levels often go together.[CCIP/3.56]Stretch in ongoing outcomes performance reflected catch-up ratherthan frontier shift – because on pollution incidents and ISF, somecompanies have already reached the 2024-5 PerformanceCommitment target. Therefore there is no double counting. [Reply-005/5.59]EI’s analysis is mislead ng as it averages absolute performance overtime and compares this with PR19 Performance Commitment levelwhere performance improved on UQ based metrics at start of PR14.Ofwat considers it more important to consider more recent years.[Reply-001/7.43]As explained in SoC, paragraphs 141 and 197(a) and Annex 8 (SoC),Ofwat’s cost models do not account for outc mes wh n estimating theefficient level of future costs. This has the following effects:(a) Tnhoet krensouwltswohfaOt ftwheat’esffciocsetnmcyodbelnlicnhgmaarrekbwiaosuelddahnadveOfbweaetndhoaedsmeasures of service quality been included.b) ere ore, no valid inferences can be drawn from Ofwat’s models.(c) Tcohrerreelfaotiroen, tohfecroestisefnfoiciebnacsiysaonnd iwmhpicrhovteodcoountccolumdee pthearftoOrmfwanatc’esis correct.Moreover, as explained in SoC, paragraph 149-150, f rms at the efficiencyfrontier (such as YWS) cannot simultaneously improve cos s andoutcomes p rformance. This implies that (i) the funded level of outcomesperformance is the level of performance achieved by the benchmarkcompanies Ofwat used to set YWS’s cost allowances and (ii) analyses ofwhether individual firms have delivered improvements in both costs andindividual outcome measures are wholly irrelevant. Failure to recognise 
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Non-confidentialthe essential trade-off b twe n costs and outcomes faced by efficientfirms – as Ofwat has done – results in an unachievable overall efficiencychallenge.5.3.3 Ofwat’s observation that there are some companies that perfo1r8m6 well oncost eff ciency and one of the Performance Commitments neitherundermines these points nor demonstrates that YWS has sufficientfunding. What matters is whet er benchmark companies Ofwat used toset YWS’s cost allowances have routinely achieved the level ofperformance expected by Ofwat across all of the relevant PerformanceCommitments – the evidence clearly shows that they did not.1875.3.4 Sreimacihlaerdly,thOefw20a2t’4s-5obPseerfrovarmtioancethCatom“smoimtmeenctomtaprgaenti”esis hirarveelevaalnret.adAsyset out above, what matters is whether the cos b chmark companieshave persis ently m t the Performance Commitment targets. The datashows that they h ve not: none of the cost benchmark companies havemet their Performance Commitment targets f r pollution inciden s andonly one (of three) of the cost benchmark compani s have met the18i8rPerformance Commitment targets for internal se er flo ding.T erefore, Ofwat’s cost allowances would (at best) allow YWS to deliverthe service levels a hieved by the cost benchmark companies, but notOfwat’s Performance Commitment target. It follows that the stretchcannot be characterised as a catch-up efficiency challenge.5.3.5 Finally, Ofwat is wrong to argue that it is misleading to compare (historic)average absolut performance over time to the PR19 PerformanceCommitment level189 [Reply-001/7.43] for two reasons:(a) fatihnrsta,mvOeofrwraegaetr’esocaefsntshteesysiermaerefsnfi–tcioetfhnecoyremsfocporaern,eistehsoe’ vcceoorsmtsepvfafeircriiaseolnnyceyiasirss‘l,biknaeso-wetdjiutohsn-tlike’; and(b) sceocmopnadn, ietshedealivveerraegdewaitbhsothluetire copsetrfaolrlomwaanncceesis– wt heayt,wienrefancott,funded to deliver the level of performance they achieved in themore recent years in every year. 
186 Reply-001, paragraph 7.40.187 Annex 04 (SoC).188 Ibid.189 Reply-001, paragraph 7.43. 
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Non-confidentialOther argumen s advanced by Ofwat in support of its position that thereis no disconnect between costs and outcomes in the FD5.4 YWS has typically not spent its cost allowance in previous pricereviews. Although Ofwat acknowledges that this could be dueefficiency, it thinks a “likely explanation” is rather due tounderinvestment. [Reply-005/1.22]5.4.1 YWS rongly rej cts any unsubstantiated assertion that underspendingits cost allowances is du to underinvestment rather than efficiency, orthat the implied counterfactual whereby YWS spent all of its costallowance would have been better for its customers. An objective of theregulatory framework is to encourag companies to improve their costefficiency where possible and custo ers benefit from uch underspendsthrough the cost-shar ng mec anism. The under-investment accusationis made for the first time in the context of these proc edings, was notdiscuss d at all during the PR19 process or in any other fora with YWSmanagement. Ofwat’s letter of 12 May 2020 criticises the parties foradducing new rguments in this redetermination process b t it has donso itself. Ofwat as not vanced any ev dence to support theseassertions. Nevertheless, to address the poin , included at Annex 4190 andSection 6 is conclusive evidence demonstrating that Ofwat’s position isincorrect.5.5 Productivity gains allow companies to simultaneously improveoutcomes and reduce costs. [CCIP/3.56].The frontier shift was reduced from 1.5% to 1.1% per annum.[CCIP/3.61]5.5.1 As explained in SoC, paragraph 150, Annex 4 (SoC) and Annex 9 (SoC),Ofwat cannot rely on the po sibility of frontier shift to justify its position,because it has allocate all such potential product vity improvement tothe cost challenge, and cannot therefore use it simultaneously to setharder outcome targets.5.5.2 Reducing the f ontier shift assumption doe not imply that there is now‘headroom’ for companies to reduce costs and improve outcomesbecause as explained in Annex 9 (SoC):(a) twhheircehwwaassntooosohuigndh btoassitsafrotrwtihthe;faronndtier shift assumption of 1.5%, 
190 Annex 04, Economic Insight: ‘Framework for Asset Health’ (May 2020). 
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Non-confidential(b) ainltchreoausgehd Ofewavtalrueeduocfecdostthseitfraopnptliieers sthoi,fthaesrseubmy pretidounc, initgatlhsoebenefit of the lower frontier shift assumption.Most quality improvements are covered by Ofwat’s allowedenhancement funding. [CCIP/3.65]YWS does not understan this statement. Insofar as it r lates to YWS theFD omits £300.5m in funding required to achieve UQ performance levelsin relation to the comparable Performance Commitments, as set out inSoC, paragraph 122.Of the six water companies whose forecast cost were within Ofwat’sbase cost allowance, five accepted the Performance Commitmentchallenge in response to their respective draft determinations, noneof whom are seeking a redetermination. [CCIP/3.47]As explained in SoC, paragraph 145, this argume t is an ob ious nosequitur for the following reasons: (a) wa er companies may have chosento accept FD and yet still not expect to achieve the targets, on hebasis that they have ac epted the FD ‘in the round’ and also accountedfor e direct and indirect costs of seeking a redetermination by the CMA;(b) there may be regio al, operational and financial differences betweenc panies whic mean the targets can be chieved without funding forsome but not others; and (c) companies may decide to divert resourcesfrom elsewhere to meet the targets.In response to the DD, YWS removed the requested £300m inenhancement costs to improve performance in relation to thecomparable Performance Commitments. [YSP/2.31] YWS providedthe most extensive response of all disputing companies in this area,despite it saying in response to the DD that “[i]n the spiritcompromise with Ofwat, we are willing to tolerate the absence ofthe costs that we believe are necessary from our final determination.Accordingly, we have removed £300m of enhancement expenditurfor upper quartile service from our tables”. If it could meet thesePerformance Commitments without this addition l funding inresponse to the draft determinations, it seems odd that it cannot doso now. [Reply-005/5.36]As explained at SoC, paragraph 122, although it greed with Ofwat’spolicy position, YWS offered to tolerate Ofwat’s disallowing £300.5m inenhancement expenditure in the DD representations in an effort to reacha compromise and avoid r determina ion proceeding , but his offer wasconditional on Ofwat accepting the totality of YWS’s position in those 
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Non-confidentialrepresentations, and subje t to further review when FD was received.Ofwat did not meet this condition and therefore he costs-outcomesdisconnect remains uncorrected, with the result that YWS is not fundedto deliver the Performance Commitments in its FD.5.9 YWS focusses on only four out of an average of 40 PerformanceCommitments per company. [Reply-005/5.59]5.9.1 YWS has focused on the four Performance Co mitments because: theyclearly demonstrate the issue; they are clearly material; an YWS s ughtfunding to meet them in its Business Plan, which Ofwat did not allow. 

172274 

https://percompany.[Reply-005/5.59


Non-confidential6. Balance of Risk and Return
OverviewA key deficiency in Ofwat’s FD is that (when considered as a whole) itcreates a material disconnect between risk and return, wrongly resultingin YWS facing a material downside skew in its risk position.This gives rise to material harm to customers, the environment andinvestors, and threatens the long-term resilience of the company. It istherefore one of the key reasons the YWS Board took the decision toreject Ofwat’s FD and seek a redetermination by the CMA.This Section addresses Ofwat’s assertions that the FD provided anappropriate balance between risk and return. Contrary to Ofwat’s claims,YWS shows that: 

 Ofwat’s published risk ranges do not show that it has calibratedrisk and return correctly, because they were not the product ofrisk analysis. 
 Historical performance is important to informing the overallbalance of risk and challenge set by Ofwat. This is especially sogiven Ofwat’s ‘step change’ policy at PR19. 
 Ofwat’s measures of historical performance are flawed becausethey: (i) focus on individual elements of the price control, insteadof overall performance; and (ii) use RORE instead of ROCE whenassessing returns. 
 Using the correct measure, the industry has not substantially,systematically and persistently outperformed. 
 YWS’s Plan was informed by robust risk analysis, which meant itreflected an even balance of risk. It is Ofwat’s spuriousinterventions in YWS’s Plan, not information asymmetry, thatcreate a material downside risk skew under its FD. 
 Risk for companies and their investors has increased at PR19relative to prior price controls.In short, Ofwat has no basis on which to claim that the FD is “stretchingbut achievable”, or that risk is balanced, and YWS rejects this. 
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Introduction6.1.1 As YWS explained in SoC, par graph 282, a key deficiency in Ofwat’s FDis hat (when considered as a whole) it creates a material disconnectbetween ri k and return. In turn, this gives ise to material harm to arange of stakeholders, including customers, the environment andinvestors, as d m trate in Sections 3-5 an 11. In totality, the YWSBoard therefor considered the FD represented a significantly downsidesk wed b lance of risk, which could t reaten the long-term resilience ofcompa y. As such, this is one of the ey reasons the YWS Board tookthe decision to reject Ofwat’s FD and seek a redetermination by the CMA.6.1.2 There are two key issues relating to the risk / return balance at PR19:(a) Ofwat’s PR19 Methodology and FD mat rially incre se equity risk,but Ofwat as set the lowest equity return ever applied in theindustry, hus all wed eturns are too low to adequatelycompensate investors for risk; and(b) Oallfowwatanhcaessfaailned tOoDpIrso) pmeerlayncianlgibrtahtaet inthceenetxivpeesc(tiendpraertuicrunlafro, rcoasntefficient firm will be below its allowed return. YWS has submitteda range of evidence that not only directly demonstra es Ofwat’ me hodological failures of relevance to this, but fur er showsthat, consequently, on a notional basis YWS faces both: (i) a lowlikelihood of being able to earn its allowed return; an19d1 (ii) risksignificantly skewed to the downside under Ofwat’s FD .6.1.3 Issue (a) above s addressed n Section 7 of this document, as part of abroader d scussion of the evidence relating to the WACC. This sect onconsiders issue (b); and in particular sets out: Ofwat’s claims regardingthe risk balance under its FDs; and YWS’s replies to these claims (whichfocus on the evidential matters relevant to assessing the risk balance ‘inpractice’ under Ofwat’s determinations). Section 9 explains wh thevidential issues addressed here matter; amely, because they arefundamental to informing whether an efficient firm is ‘investable’.6.1.4 In Ofwat’s response to company SoCs, it has challenged YWS’s posit ona risk and reward have become fundamentally disconnected, arguingthat it has, in fact, et an appropriate balance f the two under its FDs.However, Ofwat’s submissions appear to amount to little more than 

191 See Annex 01 (SoC), Economic Insight: ‘Financeability of the notionally efficient firm: abottom-up analysis’. 
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Non-confidentialassertions, which are themselves often counterintuitive and illogical. Insummary:(a) Ocrehftawurratnst’spursnoudvgiedgrestethivoeindeFinDscsethbtahetacitatsuitspehuabtshlispehroerdpisekRrloyrRacnEaglirebissrkatareradengrbiesrskoaadnlddysymmetrical (i.e. symmetrical upside and downside risk). This isincorrect because, as YWS h s explained,192 Ofwat’s RoRE riskranges are not themselves an output of a risk analysis andtherefore are of no value ( .e. in relation o ODIs, for example,Ofwa ’s method by definition meant that, re ardless of hattargets the regulator ultimately set, its RoRE ranges would always‘appear’ broadly symmetrical).(b) Icnomapdodniteionnt otfo thineteprriocgeatcionngtrothl,ethvealqiduiteystiofn eoafchwhindhievridtuhaloverall risk / r ward balance has been appropriately set can befurther informed by a careful analysis of historical perfo mance.YWS has provided detailed evidence (using the appropriatemethod of comparing outturn ROCE with the reg latorde ermined WACC) that the industry has not, in fact, routinelyo tperformed prior regulatory s ttlements, raising se iousquestions as to why incentives needed to be fundamentally resetat PR19, as per Ofwat’s ‘step change’ policy.In its response, Ofwat has argued that: (i) its step change policywas not predicated on prior outperformance; (ii) historicalperformance should be measured on RoRE rather than ROCE; and(iii) performance against individual elements of the price controlare relevant to informing its targets.In reply YWS explains that: (a) the very basis of incentiveion is to reve l performance over time – hence, if aregulator is to impose a ‘step change’ as a point of policy, prior todeveloping any evidence as to the individual building blocks, onewould expect that to have been supported by a carefulexamination of historical performance. Therefore, if Ofwat’s
192 For example, see IAP response documents: Exhibit 067-091 (SoC), YWS: ‘IAP response –YKY.OC.A1-52 Delivering Outcomes for Customers’, passim, but especially section 5; Exhibit067-093 (SoC), Economic In ight: ‘Maximising Customer Benefits from the OutcomesFramework’ (Annex 1 to YWS’s IAP response document); see also DD response documents:Exhibit 068-003 (SoC), YWS: ‘03YKY DD Representation Financeability’, pages 24-25; Exhibit068-005 (SoC), YWS: ‘05YKY DD Representation OC’, pages 5-7; see also SoC, paragraph 152et seq.. 
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Non-confidentialposition is now that its st p change was not predicated on this,YWS regards this as a deficiency in the regulator’s approach,rather than outperformance being irrelevant; (b) ROCE is plainlthe appropriate measure f economic profit in the water industry(th industry is regulated on this asis, and the Water Industry Actdirects Ofwat to assess financeability with reference to return oncapital); and (c) performance against individu l compo ents ofthe price control in isolation is irrelevant to an assessment of theoverall risk reward balance.(c) YcoWnSs’isteantallyyssihsoawnndaevsigdneinficcean(atnndegthataitveorfisokthseker wcoumnpdaenr iOesfw) hata’sFDs.193 Ofwat claims that this simply reflects what it considersbe an information asymmetry and that YWS has an incentive tooverstate downside risk. If companies were benefitting from aninformation asymmetry, and were using it to advantagethemselves, one would observe overall financial outperformanceagainst the regulatory determined WACC over time. However, asnoted above, t has been conclusively shown that this has notbeen the case in the wat r industry.194 Further, it is clear tha t isOfwat which lacks any evidence to substantiate a symmetricalbalance of risk under its FDs, rather than YWS, whose original Planwas balanced pr cis ly because it was inform d by risk analysis(i.e. the downside skew under the FDs arises becaus Ofwat t okYWS’s carefully balanced plan and then made numerousu warranted interventions, without itself undertaking any riskanalysis).(d) Otnoofwtacaaht iaedrvgoeuwtehnsestidhtaertgiretisstksFDitskscerewtaa.tneTsdhstitshroaitnsgthainscpfeuanrrtthiivceeurslamfroleyracnuosnmtthepnearanebieliesargument, as the strength of incentive has little bearing onwhether the target is achievable. 
193 or example, see A nex 02 (SoC), Econom c Insight: ‘Ofwat’s approach to risk analysis in t eFinal Determinations’, passim, but especially page 4; Annex 05 (SoC), Economic Insight:‘Ofwat’s approach to ODI interventions in the Final Deter inations’, ection 8.3. See alsoExhibit 067-093 (SoC), Economic Insight: ‘Maximising Customer Benefits from the OutcomesFramework’ (Annex 1 to YWS’s IAP response document), section 4.194 Annex 02 (SoC), Ec omic Insight: ‘Ofwat’s approach to risk analysis in the FinalDeterminations’, section 7.5; Annex 06 (SoC), Economic Insight: ‘Top-down analysis of thefinanceability of the notionally efficient firm’, section 2. 
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Non-confidential(e) Ominffiwtirgaatthteahtartishskishaiimgnhdplliuigenhsctietdrhtaaisvnagtryoiotfuotshr ecrobemaglupalnaacnteoierosyfarmnisdkec‘hrhiagasnhitss’omautsgPhRth1ta9ot.The fact th t mechanisms xist to allocate risk between customersand companies is, however, wholly irrelevant to whether Ofwatstruck an appropriate balance of risk and return in totality.(f) OinfvweasttohrsashafsurrtehdeurciendtimatatPRed19thraetlartiisvke ftorpcroiomr pparniciescoantdrotlhs.eAircursory comparison of PR19 to prece ing determinations showsthis uggestion lacks credibility. Indeed, even Ofwat’s ownpublished RoRE risk ranges show it believes more equity is at riskat PR19 than at PR14. As explai ed bel w, Ofwat’s view at PR14was that there was 6.6% (percentage points) of equity return ‘atrisk’, compared to a much higher figure of 11.1% (percentagepoints) at risk for PR19.(g) Oasfywmamt eatrrgicueps rftohramt anthcereinciesntnivoetshianngd npoatrtiscuthlaartlyatnPeRw14a, basouatPR19, there were more ODIs where the outperformance incen iverate exceeds the underperformance incentive rate. Fro thisOfwat seeks to imply that, because companies outperformed inPR14, so they can be expected to outperform in PR19 as well. Asthe financi l i pact of ODIs depend on each individualparameter (and most obviously, the targe s Ofwat sets) across theentire suite of ODIs, YWS fails to understand the relevance of a‘count’ on incentive r tes. The key question for the CMA remains:‘has Ofwat set a package such that an efficient firm is expected toearn its base allowed return?’ 6.1.5 Uovlteimraallterilsyk, -rOefwatrdcopnacclukadgees twhahtic: h“oiusrsftineatlcdheintegrmbuintaaticohniesvraebplreeseonr ttahnenotionallycoemffpicaienyt wcollmapcahnieyv…e woeuratfafirrgmetsouornvaievweratghaet, athned efafricnieinttallowed return on capital in doing so.”195 However, as is clear from YWS’sresponses to Ofwat’s specific points in this Section 6, this claim is madwholly without evidence and YWS rejects it in its ntirety. Oncontrary, it is Ofwat that has ailed to provide any evidence of:expected performance of an efficient firm; risk analysis capturing theuncertain y inherent in the possible performance of an efficient firm; orevidence that its package risk is appropriately balanced. 
195 Exhibit 003 (SoC), CCIP, paragraph 4.17, pages 28-29. 
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Non-confidentialEvidence from Ofwat’s RoRE risk ranges under its FDs6.2 The FD entails a RORE risk range of 3.5-7.3% on the upside and 3.7-8.3% on the downside. [CCIP/4.14] The overall risk range that Ofwathas derived is broadly neutral. [CCIP/4.16]6.2.1 It is well understood that, in principle, incentive targets should be setsuch that, f r an efficient firm, the ‘expecte r turn’ should be qual tothe base allowed return; and that risk should be symm trical. The rucialevidential question before the CMA is: ‘has Ofwat done this in practice?’ 6.2.2 Ofwat suggests that its published RoRE risk ranges and charts provideevidence that it has properly calibrated risk and r turn under its FD (i.e.that the above is the case). This is i correct because, as set out in a reportby Economic Insight196 accompanying YWS’s SoC, Ofwat’s RoRE riskranges are not themselves the outcome of any robust risk analysis. YWStherefore wishes to remind the CMA that the regulator’s published riskranges should not therefore be interpreted as being a meaningfulmeasure of risk. See below at paragraph 12.1.7 for YWS’s proposedsuggestion to the CMA on approach to be taken to calculate the overallrisk.6.2.3 Further t the above, and by way of example, consider Ofwat’s appro hto ODI RoRE risk ranges. As set out in Economic In ight’s report, fo eachind vidual ODI, Ofwat simply: (i) assumes that its target l vels are ‘bydefinit on’ the most likely level of performance for an efficient firm; andthen (ii) crudely transposes company estimated risk ranges around these.6.2.4 YriWskS,19n7 oOtefws atht actoinnfiOrmfwedat’sYWCMS’sA u‘tnedaechrstiann’ doingfinoafnpcioailnmt o(idi)elalibnogveanidcorrect, as highlighted in the figure below (taken from Ofwat’spresentation). 

196 Annex 02 (SoC), Economic Insight: ‘Ofwat’s approach to risk analysis in the FinalDeterminations’ (March 2020).197 Exhibit 049, Ofwat presentation to the CMA: ‘Return on regulatory equity (RoRE)’ (11 May2020). 
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Figure 14: Ofwat’s ap ch t indi idAMChttit uavoaopr l ODI risk range; taken fromOfwat’s RoRE presenta on o e6.2.5 The transposition of company risk ranges in absolute t rms is itselfclearly problematic. However, the more substantive matter before theCMA (which Ofwat did not discuss or mention during the teach in) relatestohethpe1r9re8esguumlapttoior’ns cihnanegveesrytocPeasrefotrhmaat ntcheeCseomrempirtemsent ttahregemt loevstelslikaenldy(P50) performance level for an efficient firm. With reference o theabove fig re, it is the movement in the rectangular box, the target level,that should particularly concern the CMA. The reality is Ofwa ’sPerformance Commitment levels reflect crude and arbitrary judgements,totally unr lated to performance risk. As YWS as previously submitted,Ofwat’s me hod really is as basic as saying: ‘the expect d performanclevel is whatever I say he target is’. YWS woul therefor encourage theCMA to look closely at he actual methods and evidence used by Ofwatto set targets, as set out in Annex 2 (SoC)199. This will reveal that there ino basis whatsoever to conclude that the Perf rmance CommitmentsOfwat as set reflect the expected performance of an efficient firm.6.2.6 Notwithstanding the above, YWS notes that Ofwat’s published RoREranges d , in fact, imply a ownside skew for the industry in totality. YWSfurther notes tha (at an ndividual c mpany level) Ofwat’s publ shed riskranges are counter-intuitive and contradict Ofwat’s own position. Forexample, Ofwat actually considers YWS to face a positive upside skew in
198 P50 refers to th poi t i a probability dis ributi n whereby 50% of th utcomes lie ‘above’ the point in question and 50% lie below that point. The P50 is, therefore, the ‘most likely’(or median) level of performance.199 Annex 02 (SoC), Economic Insight: ‘Ofwat’s approach to risk analysis in the finaldetermination’ (March 2020). 
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6.2.8 

6.2.9 

Non-confidentialrelation to ODIs, despite Ofwat asse sing YWS not be at the efficiencyfrontier at PR19. These two positions are contradictory and further showa lack of robust risk analysis on Ofwat’s part.Just to help further illustrate the specific point above, the following tableshows ODI RoRE rang s, based on YWS’s risk mo lling and as reportedby Ofwat. As explained elsewhere, when YWS developed its BusinessPlan, its ODI package was informed by Monte Carlo risk modelling, tohelp ensure it results i an appropriate overall risk balance, consistentwith Ofwat’s method and publish d guideline RoRE ranges. As shown inthe first column, YWS’s Business Plan therefore included a nearsymmetrical ODI risk balance, ranging from -1.92% RoRE to +2.11%RoRE. Following Ofwat’s FD, YWS ran the regulators innumerableinterventions to the Business Plan’s ODI package through the same riskmodel. As can be seen in the second column, this gives a significantdownside RoRE risk skew, ranging from -2.78% to +0.19%.As not d above, Ofwat itself, however, believes under its FD YWS fac s apositive risk skew on ODIs (see the third column, showing a upside of2.95% RoRE compared to a downside of -2.46%). This position makes nosense to YWS as, under economic theory: (i) no firm should face a positiveskew; (ii) a perfectly efficient firm should face symmetrical risk withexpected performance in line with th regulator’s targets; and (iii) sOfwat itself has judged YWS n t to be a cost efficiency benchmark atPR19, its own logic implies it should have found a negative skew.
ODI related RoRE risk rangeHigchas/elow YWS Business Plan YWS modelling of Ofwat’s ownoutcomes Ofwat FD assessment at FDP90 – highcase (% RoRE) 1.92% 0.19% 2.95% 

Table 15: ODI RoRE ranges as modelled by YWS and subsequentlyreported by Ofwat. Sources: column 1 from YWS Plan, Appendices 13aa d 13b; column 2 fr m updated YW risk modelling, EI’s bottom upfinanceability report; column 3 from Ofwat’s FD for YWS, table 5.1.The contradictory natur of Ofwat’s position in relation to YWS’s ODIRoRE risk ranges vides further evidence of the lack of robustness inthe regulator’s approach to risk analysis. Indeed, what the above makes 

P10 – low case(% RoRE) -2.11% -2.78% -2.46% 
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Non-confidentiallain is that Ofwat’s ODI RoRE numbers omit any assessment ofperformance risk at all.2006.3 The approach Ofwat took o understand risk in our finaldeterminations, while pragmatic, was sufficient to support ourconclusion that no company faces undue downside risk. [Reply-007/12] It was impractical to model package risk stochastically.[ - .7] Stochastic risk analysis is not necessarily superior.[Reply-007/12.8]6.3.1 ODI risk plays an important role in th overall risk balance faced byinvestors and customers at PR19. Indeed, the ‘expected’ return of anefficient firm will only be equal to the allowed return if ODI targets havbeen set appropriately (i.e. t Performance Commitment levels areequal to the expected level). The key implication being that, if this is notthe case, the notional firm will not be investable for equity, thus thefinancing duty is breached.6.3.2 GOiDveI npathckisa,giteisrisakbsisolbuateselydeossnenrotibaul stthaetvitdheenacpep. rInoaYcWh Sto’s uBnudseinrestsasnPldianng,this was indeed the case, where P50, P10 and P90 v lues were ll der v dfrom Monte Carlo modelling, which was itself ba ed on data drivenprobability distributions. This meant the plan YWS submitted (i.e. priorto Ofwat’s extensive intervent ons under its FDs) reflected a broadlysymmetric l ODI risk balance, with a very slight downside skew, reflectingthe fact that YWS is not ‘perfectly’ efficient.6.3.3 As explained in YWS’s SoC, Ofwat made no meaningful attempt toestimate ODI packag risk. Ofwat now seeks to characterise this as asensible decision based on pragmatism. In reality, this is far from thcase. In actual fact: (i) there is no rea on why Ofwat could not haveundertaken a proper package risk analysis and it is material deficiencyin its approach; ( i) Ofwat’s actual approach to package risk is not basedon any alt rnative sensible analysis; and (iii) Ofwat’s package risknumbers are primar ly driven by its approach to assessing individual ODIrisk – for which, crucially (and as expla ned above), Ofwat merely assumesthe P50 is ‘whatever it says the target is’. YWS would again refer the CMA 
200 That is to say, as outlined above, Ofwat’s method consists of ‘transposing’ YWS’s ODIperformance risk ranges around its PC. Hence, this method step by Ofwat would always(and falsely) imply a near even balance of risk. Ofwat’s reported ‘positive’ RoRE risk skew ofYWS must, therefore, b entirely driven by chang s the regulator has made to otherparameters (incentive rates, caps, collars, deadbands etc.). 
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Non-confidentialto YWS’s previously s bmitted report by Economic Insight201 for a full rdescription of the regulator’s approach to package risk. YWS encouragesthe CMA to consider this evidence with care.Historical evidence of outperformance and implications for the balanceof risk6.4 Our proposal f r a step change is not based on whether ther hasbeen systemic outperformance of previous price controls. [Reply-001/6.2] Companies have claimed there is no basis for a step changeunless there is evidence of historical outperformance. [Reply-001/6.1]6.4.1 In addressing Ofwat’s claims, it is important to be clear as to therelevance of historical performance to th ongoing redeterminationprocess. In reaching its views on appropriat allowed rev nues for YWS,the CMA will r ghtly need to examine the evidence on each individualbuilding block in turn and come to a view as to how those should be set.However, it s nonetheless also important to consider the ‘totality’ of thesettlement in context, and understand whether the c allenge set is‘harder’ or ‘less hard’ than prior challenges and whether it is, morebroadly, likely to be consistent with an even balance of risk for anefficient firm. In reachi g a view on that, it seems plain that historicalperformanc is an essential input, without which no sensible judgementcan be made.6.4.2 In fact, this is the very ‘spirit’ of incentive regulation. Neither a companynor regulator can be certain as to what an efficient firm can achieve. So,incentive regulation sets a challenge, then actual performance isobserved, and both parties ‘learn’ from that revealed performance, soinforming the next round of inc ntive setting at the subsequent pricecontrol. In o h r words, observed performance is the ‘truth finding’ element at the heart of regulation. This description of incentiveregulation is commonly used in the academic literature. For exa ple,Armstrong et al (1994)202 characterise regulation as incentivising firms to‘reveal’ performance over time. It therefore stands t reason that, if aregulator is to impose a ‘s ep change’ as a point of policy, prior todev loping any evidence as to the individual building blocks, one wouldexpect that to have been supported by a careful examination of historical 
201 Annex 02 (SoC), Economic Insight: ‘Ofwat’s approach to risk analysis in the FinalDeterminations’.202 Armstrong, M., Cowan, S. and Vickers, J.: Regulatory Reform: Economic Analysis and BritishExperience (Cambridge, Mass: MIT Press, 1994). 
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Non-confidentialperformanc . Therefore, if Ofwat’s position is now that its step changwas not predicated on this, YWS regards this as a deficiency in theregulator’s approach, rather than outperformance being irrelevant.6.4.3 There also a marked tension between Ofwat’s new claim in its responseat historical outperformance is ot mportant to its ‘st p chang ’ andthe fact that the regulator’s response is littered with evidence it seeks toposition as demonstrating historical outperformance (i.e. if the regul torthinks outperformance s not necessary to justify its position, why has isubmitted so much evid nce on this?) YWS further notes that Ofwatacknowledges that: “Nevertheless his ori al p rformance is nformati2v0e3in this context [of examining wh ther the challenge set is achievable].”YWS would suggest that this second remark by Ofwat is not a minorpoint but is, in fact, a recognition his orical p rformance is plainlyrelevant. YWS would further note that in the context of PR19, it is notconsidering a ‘trivial’ change in incentives, but in Ofwat’s own words, a‘step change’. It is in this specific context (a very large change inchallenge and incentives, as described by Ofw t) that historicalperformance becomes ore re evant still. As is explained elsewh re inthis Resp se, YWS must also emphasise that Ofwat’s electivesentation of outperformance data specif c c mponents of theprice control in isolation (and without consideration of the key context:that targets at PR19 are more challenging) is disingenuous andm leading. This matter has been addressed further at paragraph 5.2 ofthis Response.6.4.4 F nally, YWS should remind the CMA that Ofwat has previously ci dhistorical performanc as bei g relevant to its imposition of a ‘stepchange’204. There is therefore an additional tension betwe n Ofwat’s newposition in its re ponse (whereby it asserts its step change isunconnected to historical p rformance) and ones it has previouslyargued during the PR19 determination process. Furthermore, Ofwat’ response to company SoCs appears to be the first ime the regulator hasargued that historical performance is not relevant to the ‘step change’(i.e. this is a ‘new’ argument).6.5 Since 2014, Ofwat h s used RORE to measure the return to equity.[Reply-001/6.12] Measure ent of out- and underperformance on aRoRE basis allows for comparisons across companies on a moreconsistent basis. [Reply-001/6.14] Return on regulatory equity
203 x 001, Reply-001, paragraph 6.2.204 Exhibit 034 (SoC), Economic Insight: ‘Financeability of the notionally efficient firm top-downanalysis’ (August 2019), page 15. 
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Non-confidential(RoRE) is the most appropriate measure to assess outperformanceunder a Totex regime. [Reply-005, 5.29] Ofwat is not aware ofYorkshire Water objecting to the principle of focusing on RoRE in itsannual performance reports or our annual monitoring reports.[Reply-005/5.29] Economic Insight’s ROCE measure is influenced bycompany accounting policies. [Reply-001/6.13]6.5.1 If the question before us is whether companies have outperformed theirregulatory settlements in totality, it is e sential to use a measureappropriate to this. It is notable hat Ofwa ’s response does not addressthis question, and nor does Ofwat suggest that RORE is superior to ROCEfor this specific purpose. Rather, Ofwat merely states that it has usedRORE since 2014 to measure equity returns.6.5.2 The substantive point s that the industry is regulated on a WACC / ROCEbasis. Indeed, the financing duty within the Water Industry Actspecific lly fers to t requirement that companie can earn“reasonable returns on their capital”205. The reason for this is obvious:that regulation seeks to ensure that firms do not earn excess economicprofits. As economic profit includes r it cost, it is essential thatany such measure captures bot the opportunity cost of debt and equity.In the water industry, where the necessi y of heavy capital investment,ombined with long asse lives, means that debt finance plays such ae tral and intrinsic role, it is fanciful to suggest that overal profitabilitycan be measured without reference to debt financed capital employed.6.5.3 YWS should also draw the CMA’s attention to the fact that, in its FDs,Ofwat did seem to consider ROCE was the relevant measure for thipurpose Indeed, Ofwat undertook its own analysis of ROCE versusWACC, focusing only on selective years in PR14, which it claimed, dishow significant outperformance.206 YWS explaine in its SoC, s pportedby a report by Economic Insight, that the meth d Ofwat had used wasmisleading and disingenuous, as it sought to compare a WACC set onthe building block method with a ROCE based on historical c staccounting (the APR ROCE).207 YWS observes that Ofwat has nowdropped his altogether in its response to comp ny SoCs, from whichone might reasonably infer that Ofwat is entirely aware that: (i) ROCE isthe relevant measure; but (ii) its previous comparison of the APR ROCE
205 The Water Industry Act (1991), section 2A.206 Exhibit 008 (SoC), Ofwat: ‘PR19 final determinations: ‘Securing cost efficiency technicalappendix’, page 184.207 Annex 06 (SoC), Economic Insight: ‘Top-down analysis of the financeability of the notionallyefficient firm’ (March 2020). 
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Non-confidentialto the building block WACC in an attempt to show outperformance wasinappropriate.6.5.4 YWS has provided de ailed evidence, both as part of the PR19 processand updated as part of the CMA’s redetermination, which cle rlyestablishes that the water industry has not persistently, systemically andsubstantively outperformed the regulatory determined WACC (i.e. aROCE versus WACC b sis).208 YWS has also highlight2e0d9 that Ofwat’s ownevide ce, including tha given to a Select Com ittee , is c nsistent withits findings. Even within the PR19 determination process, Ofwatconceded this, stating: “…we do not bserve the same degree21o0fsystematic outperformance as Ofgem in our historic price controls…” 6.5.5 Ofwat’s reference to YWS not objecting to the use of RORE in its annualperformance reports is irrelevant. The question here is: ‘what is theappropriate measure of economic profit in the water industry?’ 6.5.6 As to Ofwat’s ments that Economic Insight’s ROCE will be influencedby individual company accounting policies, YWS agrees that his will betrue. However, it is important to note that this will only impact the ROCEpost PR14, as prior to that, Ofwat applied a standardised approach tocurrent cost regulatory accounting across the industry. In addition, theROCE, based on current costs, remains conceptually the ‘right’ m sure.Hence, deviations in accounting policies, which impact only 4 years ofdata, should not lead one to adopt an alternative (incorrect) meth d.Furthermore, the fact that the cessation of standardised current costaccounting is a relativ ly ecent event means i is unlikely to be materialto any conclusion reg ding the persi tent or systemic nature ofoutperformance necessary to robustly support claimed informationasymmetry.6.5.7 Finally, and further to the above, giv n that the Water Industry Actspecifies that th fin ncing duty be interpreted in relation to return oncapital, we note that Ofwat’s statement that its decision to cease
208 For example, see Annex 06 (SoC), Economic Insight: ‘Top-down analysis of the financeabilityof the notionally efficient firm’, passim; Exhibit 068-003 (SoC), YWS ‘03 YKY DDrepresentation – financeability’, page 7; Exhibit 034 (SoC), Economic Insight: ‘Financeabilityof the notionally efficient firm: top-down analysis’, section 3.209 Annex 06 (SoC), Economic Insight: ‘Top-down analysis of the f t t t’, page 11; Exhibit 034 (SoC), Economic Insight: ‘Financeability of the notionallyefficient firm: top-down analysis’, section 3.2.2.210 Exhibit 050, Ofwat: ‘PR19 final determinations – Allowed return on capital technicalappendix’, page 23. 
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Non-confidentialtandardised current cost accounting means that, from PR14, there areso e limitations to comparing ROCE across companies is itself troubling.Remarkably, Ofw t appears to be saying that it is unsure it can measureoutturn performance on the very basis on which, by statute, it iscompelled to regulate the industry.6.6 Analysis of companies’ outturn historical performance against ourassessment of efficient cost allowances, shows th t over ll, there hasen a positive skew towards outperformance against thebenchmarks f our past determinations. [CCIP/4.8; Reply-008/2.52]211 Companies have, on average, outperformed costallowances at PR99, PR09 and PR14. Half of the occurrences ofunderperformance in the data Ofwat assessed rel te to PR04, threerelate to Dŵr Cymru, a company limited by guarantee at retainsall financial surpluses for the benefit of customers and three relatto Thames Water. [Reply-008/2.52] Anglian Water and YorkshireWater have outperformed their cost allowances in each of theprevious four price control periods. [Reply-008/2.55; Reply-005/6.49;Reply-006/2.6-2.7]6.6.1 As explained in the above passages, when considering whether theoverall ‘risk /retu n’ balance has been appropriately set, it is vital to lookat the regulatory settleme t in its totality. Rather than examineperformance against any individual building block (such as costefficiency), the correct perspective to apply is whether, overa l,companies have or hav not persistently, routinely and substantivelyoutperformed the llowed cost of capital. This is for well-establishedre sons: namely, tha firms face trade-offs nd so it is inappropriate todr w inferences on the overall ‘risk’ or ‘challeng ’ based on a narrowexamination of performance on only certain dimensions of their offer.This i precisely the lens the CMA uses in th cont xt of merg r controlassessment and market investigations, where measures of economicprofi 2a1r2e sometimes used to inform an assessment of compet iveeffects . As not d in paragraph 6.5.2, in the water industry, it sunquestionably the case that ROCE is the correct measure of economic 
211 References to ‘Reply-008’ are to Exhibit 051, Ofwat: Reference of the PR19 finaldet rminations: Risk and return – response to common issues in companies’ statements ofcase’.212 For example, the CMA con idered this in its funeral market investigation. See Exhibit 052,CMA: ‘Funeral Market Investigation, Approach to profitability and financial analysis’ (July2019). 
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Non-confidentialprofit (YWS again notes that the industry is regulated by Ofwat on ROCEfor precisely this reason).Ofwat’s attempt to conflate performance against allowed Totex inis lation against this broader, and mu h more pertinent, issue is clearlynot an adequate response to this concern. The simple fact is, when the‘right’ measure is used (ROCE versus WACC) there is no evidential basiswhatsoever to suggest that the risk / return balance was misaligned inthe past, requiring a fundamental ‘re-set’ at PR19 via a ‘step change’ policy.Setting the above to one side, YWS further notes that a measure of under/ over spend against Totex itself has an imp rtant limitation. Namely,re a comp y underspends, one cannot differentiate betweenwhether this is an indication of a company: (i) outperforming on costefficiency; or (ii) mak ng ‘cuts’ to expenditure to live within its allowedvenues. The possibility of the latter should be of great conc rn to aregulator that has responsibilities to customers over the long term (i.e.because if ‘cuts’ are made, in time service quali y and / or r silience aremine ). A further limitation of Ofwat’s reference to Totexunderspend at PR14 is that it focuses only on five years of data. In ani dustry characterised by long-lived assets, where expenditure isinherently ‘lumpy’, this seems a questionable basis on which to draw suchstrong nferences.In relation to (ii) above, YWS explains at paragraph 2.7 why, in practice,this concern does not apply to this, when one looks at the appropriateevidence.In PR14 companies made representati ns about risk levels ndnegative skews in expected ODI performance but on averageoutperformed the corresponding final determinations. [CCIP/4.10-4.12; Reply-008/1.10] Since the start of PR14, wat r companies havereceived net payments o £112 million for the achievement offinancial incentives on Performance Commitments. [CCIP/3.31] Theindustry as a whole has, on average, neither outperformed norunderperformed on ODIs with a 0.0% RoRE impact. [Reply-008/2.76]As per the comments a paragraph 6.6.1 in relation to Totex out / underspend, YWS does not think any inferences should be drawn as to theoverall ‘risk / reward balance’ or ‘chall nge’ in determinations ‘as awhol ’, by examining out or under performance against i dividualelements in isolation (over a limited number o years). Ofwat’s analysis inrelation to ODI performance at PR14 is, therefore, irrelevant to the coreissues before the CMA. 
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Non-confidential6.7.2 Notwithstanding the above, Ofwat seems to be intimating that ex-postoutperformance in relation to ODIs at PR14 is evidence of informationasymmetry, given that companies expected a downside skew at the time.This eems to be a difficult conclusion to reach without carefullyana ysing: (i) how that outperformance is split by ODI / company; and (ii)the likely source of that outperformance (i.e. good management practice,beneficial exogenous shocks, or information advantages). As explainedatdvapnatraageraspfhor c6o.8mpeavneins iaft PORf1w4a,tit fwoouunldd tehveindenneceed toofcoinnfsoidrmerawtiohnythis was case befor considering the appropriate implications foPR19. Furthermore, in the context o Ofwa now asserting concerns overinformation asymmetry, it is difficult to rationalise its choice tosignifican ly increase the umber and value of ODIs at PR19, and morbroadly its choice to consid rably increase the complexity of theseincentives and the overall price control design.6.7.3 Notwithstanding YWS’s concerns with drawing inferences fromindividual elem nts of the price control over limited numbers of years,there has n t been signi ic nt industry-wide ODI outperformance so farin AMP6 contrary to Ofwat’s suggestion. Specifically, based on datapublished by Ofwat, in the fir t four years of AMP6 the industry earnednet outperformance payments equivalent to 0.1% RoRE. This representsmodest outperformance when considered in the context of Ofw t’s PR14ODI cap of +/- 2% RoRE and Ofwat’s expected ODI RoRE ranges atPR14.213 Indeed, outperformance of 0.1% RoRE is entirely within Ofwat’sexpected RoRE range at PR14. YWS is surprised, therefore, that Ofwat hasch sen o quote the £m value of ODI payments as implying evidence ofinformation asymmetry.6.7.4 Furthermore, as is illustrated in Figure 16 below, there has been a broadspread of companies earni g n t positive and negative ODI payments sofar in AMP6. This is not consistent with any systemic outperformance orinformation asymmetry. Put simply, ther hav been ‘winners’ and‘losers’, just as one would expect if incentives were working as intended. 

213 Ofwat’s expected ODI RoRE ranges at PR14 are illustrated in Figure 4.2 of Exhibit 003 (SoC),CCIP. 
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Fi 16: R RE i t f ODI t i th fi t f f AMP6gur o mpac o paymen s n e rs our years o .Source: based on published data from Ofwat s Service Delivery Report2018-19.214 Note: the figure splits out pre- and post-merger companiesseparately6.7.5 Variance in out / under perform nce across Performance Commitmentsso far in AMP6 further illustrate a lack of information asymmetry. Figu e17 below shows the br akdown of the 0.1% RoRE industryoutperformance across the four UQ Performance Commitments(leakage; supply interruptions; internal sewer floodi g; and pollutioincidents) and other ODIs. As can be seen, net penalties haveleakage and supply interruptions, and net rewards have beenearned on the others. Again, it is hard to squa e this wi h Ofwat’s claimt at companies have an ‘information asymmetry’ advantage that meansthey can systematically fool the regulator. 

214 Available at: https://www.ofwat.gov.uk/regulated-companies/company-obligations/outcomes/service-and-delivery-2018-19/. 
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split by ODI. Source: based on published data from Ofwat s ServiceFi 17: R RE i t f ODI t i th fi t f f AMP6osraeyruosrensnemyapocapmoeurgDelivery Report 2018-192156.7.6 No withstanding the above, we note that Ofwat’s statement indicatethat, overall, companies have neither over, nor under, performed on ODIsat PR14 on average. In paragraph 6.7.3 however, YWS note that, iseeking to assert that companies be efit from an informationasymmetry, Ofwat quotes ODI payments in £m terms, rather than on aRoRE basis (as above), in an attempt to make ‘fractional’ outperformanceappear more material.Information asymmetry creating an incentive to overstate downside risk6.8 Water companies have little incentive to discover and revealaccurate information on the level of their efficient costs – since costinformation is used by Ofwat to set their allowances in pricedeterminations. [CCIP/2.1]Company analysis indicating a ‘negative downside’ skew to risk atPR19 actually reflects the fact th t companies: (i) benefit from anasymmetry of information advantage; and (ii) have an incentive noto reveal f l information a ut the scope for outperformance andto be unduly risk adverse about expected performance. [YSP/2.81;CCIP/4.16] 
215 Ibid. 
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Non-confidentialInformation asymmetry between regulator and companies has inthe past led to regulatory targets that have been insufficientlystretching. [CCIP/4.16]In the absence of appropriate incentives, companies are likely to bidup requested cost allowances. [Reply-005/6.48]Regulators should make downward adjustments to allowed costs orreturns to account for information asymmetry and preventcompanies earning high financial rewards by outperformingregulatory assumptions. [CCIP/2.6]Historical performance of companies demonstrates Ofwa can set adownsid skewed incentiv regime in the expectation thatcompanies will, on average, earn the base allowed return withpo ential to outperform. This s consistent with the findings of theNational Infrastructure Commission who said “regulators may needto ‘aim off’ in order to take the known information bias intoaccount”. [Reply-008/2.54]Outperfo mance should th refor be expected, as informat onasymmetries mean compani s have a more detailed understandingof the ext nt of stretch in requested costs than th regulator, andeach of the determinations Ofwat has made includes incentives forcompanies to outperform. [Reply-008/2.53]6.8.1 Addressing the fact that, contrary to ts own position, companies havesubmitted evidence of a strong negative RoRE risk skew at PR19 (underO wat’s FDs), Ofwat states that compa ies both: (i) benefit frominform tion asymmetry; and (ii) have an incentive to use this to theiradvantage by not revealing information on their performance potentialto the r gulator. Ofwat further suggests this (in an of itself) providesevidence that, in reality, risk is appropriately balanced under its FD.6.8.2 If companies had the ben fit of an information asymmetry, and if theychose to advantage themselves through it, here would e clear evidenceof overall outperformance in the industry (ob ervable in terms ofcompany outturn returns on capital being in excess of the WACC). Again,the evidence shows that the industry has not persistently, routinely andsubstantively outperformed the regulatory determined WACC.216 In 
216 See Exhibit 034 (SoC), Economic Insight: ‘Financeability f the notionally efficie t firm: top-down analysis’ (August 2019); and Annex 06 (SoC), Economic Insight: ‘Top-down analysis ofthe financeability of the notionally efficient firm’ (March 2020). 
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Non-confidentialaddition, evidence shows there has been an even split of ‘winners’ and‘losers’ on this same basis.2176.8.3 This would seem to imply eith
2
e
18
r that: (i) mat rial i formationsymmetry exists; and / or (ii) companies do not have an incentive toadvantage themselves through it. Rather than addressing this key fact,Ofwat has repeatedly and disingenuously referred to individual elementsof price determinations over sel cted tim periods (such s companyspend against Totex allowances, as described in paragraph 6.6.Furthermore, even if there were evidence of outperformance, one wouldneed develop evidence as to ‘why’ that had occurred with care, inorder to conclude that an ‘inform tion asymmetry’ existed (rath r than itbeing d e to other factors, such as ‘go d’ company management; mis-set regulatory targets no due to poor information; or exogenousfactors). Once that investigation was complete, if n informationasymmetry has been identified, the preferable regulatory responsewould then be to target th source of the asymmetry. Only if that werenot possible would one resort to treating the ‘symptom’ ( .e. set ng‘harder’ targets) rather than the cause. Certainly, the bl nket impositionof a ‘st p change’ on the basis of an asserted information asymmetrylacks credibility and robustness.6.8.4 Ofwat cites both the National Infr structure Commission and UKRNstudy as examples of third parties that have referenced the possibility of‘information asymmetries’ n regulated industries.219 However, thetheoretical possibility of n nformation asymmetry is not the same asev dence. As above, the fact is the water industry has not outperformedprior regulatory settl ments. It w uld seem that Ofwat has simplistically‘read-across’ arguments from other sectors o the water industry,without carefully considering whether the evidential basis varies betweenthem.6.8.5 Notwithstanding the la k of evidential support for any in ormationasymmetry, when one considers the key building blocks f allowerevenues (Totex, outcomes, the WACC) it is unclear why one wouldexpect companies to hold an information advantage in any case. Cost

217 See Exhibit 034 (SoC), Economic Insight: ‘Financeability of the notionally efficient firm: top-down analysis’ (August 2019), page 6.218 In relation to (i) we note the lack of outperformance and even split of winners is morconsistent with incentives working effectively, with variation reflecting genuine performancedifferences across firms and / or the inherent uncertainty in setting forward-lookingregulatory targets.219 Exhibit 003 (SoC), CCIP, paragraph 4.16. 
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6.8.6 

6.8.7 

6.8.8 

6.9 

Non-confidentialefficiency assessment at PR19 was deve oped through a comprehensiveconsultation process, in which the regulator and companies had accessto exactly the same underlying data and models. Similarly, in relatio toODIs there is a published industr -wide dataset th trac s performance.The WACC is estimated primarily using market data, taken from publicsources.Moreo r, contrary to Ofwat’s assertion, comp ies have numerousentives to reveal information on their performance potential. Theseinclude:(a) Abufsininaenscsialpalannd rseupbumtaistisoionna.l inIncenPRtiv1e9 wtihtheinctlhaesscifliacsastifoicnastiowneoref‘exceptional’, ‘fast track’, ‘slow track’ and ‘significant scrutiny’.(b) ‘iMnfleuneuncreesgtuhlaetisohna’,rinwgheraretebsybtehteweeefnficcieonmcpyanoifesplaannds cmusattoemriaelrlysof any out or underperformance.(c) CraonmgepaonfiekseyprinodvidcaetyoersaralyndatthaetoODOIfwfratmoenwpoerrkfoinrmcluadneces ‘aincr-yoessara’incentives. Thus, material differences between projected andactual performance are quickly discovered by Ofwat.Beyond the above regulatory incentives, YWS cares deeply about itsculture, reputation, brand and custome s, and not just over t next fivyears. Furthermore, regulation is a repeated process, w ereby theperformance of efficient firms is ‘revealed’ over time. In this c ntext,even if a company h d an information dvantage, its incen ve to ‘fool’ the regulator would app ar to be mitigated (i.e. because ultimatelyregulator would discover th s, mak ng it less likely to believe thecompany in future, thus reducing the incentive over the longer term).The picture Ofwat paints (of companies seeking to present an ‘artifici l’ view of risk) is, in fact, p ecisely the opposite of the truth. As YWS hasma e clear in SoC, paragraphs 105-106, its Business Plan was supportedby detailed and carefully considered risk analysis, designed to ensure riskand return were properly calibrated. In contrast, it is Ofwat that has failedto und rtake a proper risk analysis to ensure that risk and return do notbecome disconnected.FD creates a strong incentive for companies to achieve targetsEvidence from PR14 suggests that companies are stronglyincentivised to respond to th stretch Ofwat has included in ourPR19 final determinations, meaning that Ofwat does not expect 
193274 
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Non-confidentialthere to be a negative impact on realised returns for efficientcompanies on average. [CCIP/4.16; Reply-008; 1.10, 2.77]6.9.1 Ofwat also argue th companies have strong incentive to respond tothe stretch it has set at PR19; and that th s is anot er reason why it doesnot expect a negative skew to risk under its FDs. This is an untenable lineof argument, as the strength of incentive has little to do with whether atarget has been set correctly in the first place and is achi vable. Forexample, suppose a person with o prior engineering expertise wereoffered £100m in return for inv ting commercially viable electrici ypower d airplanes. Clearly the strengt of incentive has little to do withwhether the target is appropriate, or the chances of it being achieved.Regulatory mechanisms to mitigate risk6.10 Water companies benefi from a number of protections to helpmitigate risk and uncertainty (including indexation for generalinflation, Totex out- and underperformance sharing, and volumebased reconciliation mechanisms in retail and bioresources). [CCIP/4.1-4.2; Reply-008/2.2; Reply-005/Table 6.1]6.10.1 Ofwat’s charac erisation of companies ‘benefitting’ from certainmechanisms that mi igate risk and ncertainty is irrelevant to th centralissues here, namely that: (i) the r gulatory settlement as a whole shset an overall risk / return balance that incentivises outcomes that wouldlikely arise in a competitive market; and (ii) evidentially, it is plain thatOfwat has failed to do this. Ofwat has: s gnificantly increased the totalequity at risk;220 fail d to calibrate inc ntives such that an efficie t firmwould ‘expect’ to earn its allowed equity return;221 implemented agea ing outperformance sharing mechanism that penalises debt financeover equity for no rational reason;222 whilst at the same time, it hasfundamentally re-based the equity return to a record low level, based onp rly conceived methodological changes (and has set the overall WACC‘too low’).223 When considered as a packag , the direction o thesechanges is itself questionable (e.g. increased equity risk, a significantly 
220 Annex 02 (SoC), Economic Insight: ‘Ofwat’s approach to risk analysis n the FinalDeterminations’, pages 3-4 “[YWS’s] representation position suggests material downsideskews for both [Totex and ODI risk]”; YWS, SoC, paragraphs 48-49.221 Annex 01 (SoC), Economic Insight: ‘Financeability of the notionally efficien fi m: bottom-up analysis’, page 11; Annex 02 (SoC), Economic Insight: ‘Ofwat’s approach to risk analysis inthe Final Determinations’, section 7.1.222 ee ec on 7 o s esponse an , o , paragrap 246 e seq.223 See Section 8 of this Response; and YWS, SoC, paragraph 217 et seq. 
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Non-confidentiallower equity return, whilst at the same time seeking to achieve greaterequity finance in relative terms).6.10.2 Furthermore, the mechanisms Ofwat describ s are of its own design. Inprinciple, in designing the regulatory framework, a regulator shouldconsider: (i) i s impact on risk in totality; (ii) how it ‘allocates’ that riskbetween customers and companies; and (iii) the trade-off betweenincentive power and certainty of outcome. Ofwat’s various descriptionsof these mechanisms in isolation, as if t ey are all ‘benefits to com anies’,fails to show any recognition of these fundamental principles ofregulation. For example, ‘Totex cost sharing’ is characterised by Ofwat asa benefit to c mpanies. In fact, it is a regulatory d sign cho ce, wherebyOfwat has chosen an option that r duces the strength of incentive forcompanies in relation to cost efficiency in exchange for more certaintyaround the likely profile of cost and, therefore, customer bills.Importantly, this conscious regula ory choice has a two-sided effect oninvestors. Whilst Ofwat is correct that companies are not fully exposedo downsi e risk should they overspend on osts, under Ofwat’s m hodthey also do not fully benefit from cost reductions as fi ms in competitivemarkets would (i.e. the gains of cost outperformance are also shared withcu tomers). The same is true in relation to the cost of debt, where Ofwathas elected to move away from setting a ‘fixed’ cost of debt llowance(with strong i centive power for companies) to an ‘indexation’ approach,with less incentive power but mor certai ty. Again, it is inappropriate tocharacterise the regulator’s elected balance between ‘incentive power’ and ‘certainty’ as a ‘benefit’ for companies.6.11 Recognising the need to protect companies and customers fromsignificant ODI reconci iation adjustments, Ofwat placed caps andcollars on potentially financially significant PerformanceC mmitments. Furthermore, to mitigate extreme cashflow and billvo atility, Ofwat’s FDs offer companies the option, where outcomedelivery incentive adjustments exceed ±1% of notional equity, toask Ofwat to defer the excess to a subsequent year. [CCIP/4.16]6.11.1 Specifically in relation to ODIs, and as described at p ragraph 6.2 Ofwatha failed to undertake a robust analysis of ‘package risk’.224 This isspite the fact hat, in addition to ODIs xisting to incen ivise thdelivery of the outcomes customers want, they also play a material rolein the overall risk / return balance at PR19. In addition, a review of Ofwat’s
224 Annex 02 (SoC), Economic Insight: ‘Ofwat’s approach to risk analysis in the FinalDeterminations’ (March 2020). 
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Non-confidentialapproach to ODI interventions showed that Ofwat made numerous, andmaterial, changes to YWS’s ODI proposals (based on crude and arbitraryrules) without considering the overall impact on risk.225 This is a materialdeficiency on Ofwat’s part. The fact that there are caps and c llars inplace on individual ODIs is true, but provides no evid nce whatsoever ofthe overall risk balance arising from ODIs as a package under Ofwat’s FD.As above, Ofwat appears to have resorted to simply list ng mechanismsthat can limit risk, as if this somehow itself constitutes evidence of overallrisk exposure.6.11.2 Ofwat’s reference to c mpanies b ing able to “defer” any excess impacton cashflows > ±1% of notional equity to the subsequent year is alsoirrelevant. The issue is that the ODI framework is flawed andfundamentally mis-calibrated, c ntributing materially to YWS’snegatively skewed expected cash flows and returns. C sh deferrals fromone year to the next have no impact on this and so have no bearing onwhether the notional firm is investable for equity over PR19 and beyond.6.12 Companies’ licences allow interim determinations to be ade incertain circumstances. The PR19 methodology allowed companiesto propose ‘notified items’ that could trigger subsequent interimdeterminations. [CCIP/4.4]6.12.1 The poten ial for interim determin tions (triggere by notified items) isirrelevant to the c nc rns YWS ha raised r garding the risk / returnbalance at PR19. Notified items can serve a useful purpose where: (i) onetarts from the presumpti that the FD has broadly been appropriatelset; but where, (ii) based on the available information, there are clearlyidentifiable specific projects / cost types that remain subject toconsiderable uncertainty and may materially impact company revenuesor costs (were the associated risks to crystallise). For this reason, notifieditems tend to be limited in scope and h ghly specific. For example, atPR19 Ofwat allowed Southern Wat notified items relating to its FawleyDesalination project and its River Itchen Effluent R use project.226However, YWS’s concern at PR19 is that there is a material disconnectbetween risk and return under Ofwat’s FD. As such, witho t remedy, YWSexpects to earn returns well below its a lowed base equity retur . It istherefore clear tha , even in principle, the potential for interimdeterminations is not itself a solution to the problem. YWS would also
225 Annex 05 (SoC), Economic Insight: ‘Ofwat’s approach to ODI interventions in the FinalDeterminations’ (March 2020).226 Exhibit 053, Ofwat: ‘PR19 final determinations: Southern Water final determination’, section4.4.4. 
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Non-confidentialhighlight to the CMA that Ofwat’s YWS FD included no notified items.Hence, even if these were considered a mitigation of Ofwat’s errors inprinciple, in practice they are not relevant to YWS.Ofwat’s description of notified items also ppears to imply that, if YWSwas so concerned with the risk / return balance at PR19, it could havsugges ed additional notified items itself. Addit onally, or in thealt rnative, Ofwat may be ref rencing the possibility of ‘substantialeffect’ determinations, which are a mechanism to reset price controls ifan u foreseen circumstance substantially impacts a company’s cost orvenues. Again, this isses the point. YWS’s concern is that th risk /return disconnect is a material one. Ofwat’s mis-setting of key incentivesfundamentally skews equity returns to the downside. It has re-based theequity return to a record low level. Yet, at the same time, Ofwat hasincreased equity risk, all whilst seeking to ncrease he proportion ofequity finance in the industry through penalising debt finance. Notifieditems or substantial effect determinations are a wholly inappropriate wayof addressing such fundam ntal issues. That is why, throughout thedevelopment of YWS’s Business Pl n and subsequent engagement withOfwat, YWS nstead sought to engage con tructiv ly on the substantivemethodological issues through the submission of evidence.Claims that risk is reduced at PR19 relative to prior price controlsWater companies benefit from additional protections in the 2020-25 period, including reconciliation mechanisms for the cost of newdebt and tax; ri k sharing mechanisms for business rates,abstraction charges and the real price effects of labour costs).[CCIP/4.3; Reply-005/Table 6.1; Reply-008/2.2]In highlighting ‘new’ mechanisms that it says specifically ‘benefit’ companies over 2020-25 (by mitigating risk), Ofwat further seems to beintimating that PR19 i ‘less risky’ for compan es and investors than priorprice controls. Such a suggestion lacks credibility and fails even a cursory‘common sense’ review. YWS would highlight to the CMA that, relativeto previous price controls, at PR19 companies and their investors facethe following issues for the first time:a) volume risk in water resources;(b) long-term investment risk in water resources for new investments;c) volume risk in bioresources;(d) forecast accuracy risk in bioresources; 
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Non-confidential(e) elaxbpoousru;re to input price inflation risk for all cost types other than(f) financial incentives around developer services; and(g) financial penalties from gearing choices.6.13.2 Ofwat’s descriptions of new mechanisms that mitiga e uncer ainty atPR19 are disingenuous when pres nted outside of this context. Fexample, Ofwat high ights that there is a reconciliation mechanism forreal price effects relating to labour costs at PR19, whilst failing tomention that companies were previously se allowances for real priceeffects covering a much broader suite of input costs, including chemicalsand energy costs.6.13.3 Step ing back, it is clear that there has been an ‘explosion’ in thecomplexity of incentives and corresponding value at risk for equity atPR19. The increase in the umber and value of ODIs alone makes thisclear. Indeed, Ofwat’s own view is that there has b en a signific ntincre se in the amount of equity ‘at risk’ at PR19. Specifically, Ofwat’sview at PR14 was that there was 6.6% (percentage points) of equity return‘at risk’, compared to a much higher figure of 11.1% (percentage points)at risk for PR19.2276.13.4 The above does not imply that YWS disagrees with Ofwat’s choice tointroduce t e mechanisms it has in each instance, or i s choicesregarding the balancing of ‘incentive power’ versus ‘certainty’. Rather,YWS is merely seeking to larify that Ofwat’s listing of said risk-sharingmechanisms (and its characterisation f them as ‘p otecting companies’)does not address the pertinent question of whether it has, in practice, setthe overall risk / return balance correctly.Asymmetric performance incentives are not new6.14 Asymmetric performance incentives for service measures are notnew. [Reply-008/2.78]At PR14, as at PR19, ODIs had more downside than upside. As shownin Table 2.2, 48 percent of Performance Commitments that had
227 Note, these figures are calcul ed as the difference between Ofwat’s published view o theP10 and P90 values for RoRE at PR14 and PR19. PR14 values from: Exhibit 005 (SoC), Ofwat:‘Final price control det rmination notice: company-specific appendix – Yorkshire Water’(December 2014), page 55. PR19 values from Exhibit 029 (SoC), Ofwat: ‘PR19 finaldeterminat ons: Yo kshire Water final determination’, page 67. Ofwat also published forwardlooking guideline ranges for RoRE risk in its PR14 and PR19 me hodologies. These alsoindicate the regulator’s intent to place a higher proportion of equity ‘at risk’ at PR19. 
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6.14.1 

6.14.2 

6.14.3 

Non-confidentialfinancial ODIs only had underperformance rates and so only had thepotential for downside. This compares to 40 percent at PR19. Alsofor those ODIs that had the possibility of both upside and d wnside,at both PR14 and PR19, just over half had greater underperformancerates than outperformance rates. [Reply-008/2.80]For the disputing companies, Anglian Water, Bristol Water andYorkshire Water all had at least as many underperformance onlyODIs in PR14. Bristol Water, Northumbr an Water and YorkshireWate also had significantly more ODIs with both out- and under-performance rates where the underperformance rate exceeded theoutperformance rates. [Reply-008/2.81]Historical performance of companies demonstrates Ofw can set adownsid skewed incentive regime in the expectation thatcompanies will, on average earn the base allowed return with thepotential to outperform. [Reply-008/2.54]At various places in its Reply, Ofwat argues it is reasonable to setasymmetric incentives. However, in doing so, Ofwat appears toconflating several issues. Namely: i) t e principles of how risk should bbalanced when incentives are set; (ii) the evidence requ red to determ newhether this is the case in practice; and (iii) the possibility of informationasymmetry.I line wit the established interpr tations of the financing duty,incentives should be set so that for an efficient firm, th expected returnequals the base allowed retu n, and there is a symmetrical balance ofrisk. In practice, therefore, for any individual company that is not thefficiency benchmark firm, one would expect there to be some downsidskew under a regulator’s determinations. YWS should highlight to theCMA that its submitted Business Plan was entirely consistent with this,s owing a modest downside RoRE risk skew overall, reflecting the factthat YWS has co sistently been shown to be an efficient firm, but (likeany company) is not ‘perfectly’ efficient.The much more significant downside skews on RORE ranges reported byYWS (and other companies) under Ofwat’s FD reflect the impact ofOfwat’s extensive interventions in YWS’s Business Plan, especially inrelation to ODIs. That is to say, starting from YWS’s Business Plan ODIpackage, YWS ran Ofwat’s interventions through an ODI RoRE risk modelto assess the impact on expected revenues, and the associated P10 anP90 values. In this context, Ofwat’s remarks that at PR14 YWS had“significantly more ODIs with both out- and under-performance rateswhere the underperformance rate exceeded the outperformance rates” 
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6.14.4 

6.15 

Non-confidentialare irrelevant. The revenue impact of ODIs is a function of how Ofwatsets each individual parameter across each individual ODI and expectedfi m performance ag inst said ODIs in totality. The fact is that YWS’sproposed package w s carefully calibrat d to ensure the resultant riskbalance was appropriate. Ofwat then systematic lly made targets harder,with no supporting risk analysis. It is this myriad of chang s by Ofwatthat gives rise to the substantial downside RORE skew in the real world.YWS must again remind the CMA that it is Ofwat that has failed toprov de any evidence of: (i) the expect d performance of an efficient firm;(ii) risk analysis capturing the uncertainty inherent in the possibleperformance of an efficient firm; nor (iii) evidence that its package risk isappropriately balanced.Ofwat’s assertion that historical performance provides evidence that itcan in entionally set a down ide skew to incentives is also m placed. Asset out above, theory would suggest a ‘small’ downside skew is intuitivelysensible for YWS, consistent with its Pla . However, the economics basisfor that is merely one of relative efficiency (i.e. the efficient firm shoulhave ymmetrical risk, but YWS is not perfectly efficient). Ofwat insteadseems to be suggesting that because it finds evid nce of historicaloutperformance, it can intentionally set a downside skew at PR19. This isproblematic for several reasons, as follows:(a) Asincennottiveedsaibsonvoet, Oprfewdaitcaitsendoownahrgisutoinrgicatlhaotutitpser‘sfoterpmacnhcaeng–e’yeinthere, again, is seeking to do exactly that.(b) TOhDeIsexinamispolleastiousne. dAsbyexOpflwaianterdelatbeotvoe,Ttotexcuonrrdeecrtsappepndroanchd /isoarROCE versus WACC analysis, on which basis no evidence ofsystemic outperformance exists.(c) AsundoeurtOlinfwedat’asbFoDvere, foleucrtserxipskecmteoddedlloinwgntshidet tRhOatRoEveskrleawysaOtfPRwa1t’9sinterventions. Thus, Ofwat’s remarks regarding expectations atPR14 are wholl irrelevant (i.e. notin that YWS is being asked tom e materially more stringent targets at PR19 and there is agreater degree of equity at risk).verall view on the balance of risk and returnOfwat concludes based on changes ma since draft det rminationsand historical evidence that its final determinations represent an 
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Non-confidentialoverall risk-reward package which is stretching but achievable forthe notionally efficient company. [CCIP/4.17, Reply-005/6.45]While company-specific factors ill drive variation betweennies, Ofwat affirms its view that the efficient notionalcompany will achieve Ofwat’s targets on average, and earn itsallowed return on capital in doing so. [CCIP/4.17]Ofwat’s determination provided YWS with a reasonable return if itmeets the cost allowances and Performance Commitments set outin our determination on the basis of the notional structure. Thecompany has significant scope to earn upside from utperformanceas well as the risk of lower returns from underperformance, with asmall positive skew overall to its overall risk range. [Reply-005/6.2,6.45]6.15.1 Ofwat simply has no evidential basis for the above statements and YWSrejects the suggestion that it has appropriately bal nced risk and returnin its entirety. It is demonst ably the cas that Ofwat has failed o applya m thodology that would result in targets being set such tha the arthe expected performance of an efficient firm. It is also demonstr bly thecase that Ofwat has failed to undertake appropr ate r sk nalysisnecessary to determine what performance an efficient firm might achieveand the uncertainty around this. This indicates scant contemplation ofe very real cus omer and environmental harm that arises in the eventthat expected returns are set below the efficient level.6.15.2 As noted ab ve, the YWS Board considers the FD represented asignificantly dow side skewed balance of risk, w ich could threaten thelong-term resili nce of the company. As such, this was fundamental toits decision to seek a redetermination with the CMA. 
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Non-confidential7. Allowed return on capital
OverviewThis section addresses the points raised by Ofwat in its Reply to YWS’sStatement of Case on allowed return on capital. YWS’s position remainsthat Ofwat’s allowed return of 1.92% (in real, RPI-stripped terms) doesnot provide a reasonable return for an efficient company.In this section, YWS elaborates on a number of points regarding theestimation of the cost of capital where YWS disagrees fundamentallywith Ofwat’s assertions. Specifically: 

 Ofwat’s short estimate window leads to statistically imprecise betaestimates, and at least five years of share price data should be used; 
 Ofwat’s suggested long-term inflation assumptions for convertingnominal cost of capital values to real is unworkable in practice andwrong in principle; 
 there must be a basic consistency between the modelling of anotional company’s likely credit rating and the selected index forthe cost of new debt; and 
 Ofwat’s one-size-fits-all cost of debt approach to cost of debtignores the financing realities of companies. Analysis by Centrusconfirms YWS’s historic funding decisions were executed efficiently.In addition, YWS submits a technical annex which addresses furtherpoints made in Ofwat’s Reply regarding the cost of capital, and alsorefers to its representation to the ongoing CMA NATS appeal on issuesincluding estimated market return and the risk-free rate.Furthermore, YWS explains why it is inappropriate for Ofwat to rely onshare price data for listed companies to support its decision on cost ofcapital, and has identified errors in Ofwat’s underlying analysis thatundermine the assertion these companies’ shares have traded at amarket premia.This analysis confirms that Ofwat has reached an incorrect conclusionon the cost of capital. 
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Non-confidential
Introduction7.1.1 Har mvianing22s8cothnastidOerfewdatt’hseapllowinetsd rraeisteudrninofO1fw.9a2t%’s R(ienplrye,aYl,WRSPI’s-sptorispitpioednterms ) does not provide a reasonable return for an efficient companybased on the available market evidence.7.1.2 YWS set out its position on issues including the risk-free rate andexpected market return in its response o the CMA’s provisional findingsin the NATS inquiry and requests that the CMA refers to theserepresentations as an input into its PR19 work.2297.1.3 For the purpose of this Response, YWS elaborates on a number of pointsthat are specific to the estimation of the cost of capital for a water andsewer ge company and where YWS disagrees fundamentally with theapproach that Ofwat is asking the CMA to take in its Reply, namely:(a) bwehtean: YeWstSimadatvioncgatbesetuasinagndatcloeansstidfeivres ytehaarts oOffwshaatr’se prriecfeerdratda,shorter estimation window gives statistically imprecise betaestimates;(b) ivnaflluaetisont:oOasrfsewuaamlt’ispstsiuuogngwewoshrtkieoannbltcehoanintvtehpretriaCncgMticAnaolshmtoeiunrmladlsucsaoensdta lowfnrogcn-tagpeirtmianlprinciple;(c) indnesxistfeonrcycobstetowfeennewthdeebCtM: tAh’seremmoduesltlinbge af btahseic ninoteiornalcompa y’s likely credit rating and the selection of the iBoxxindex/indices that appear within the formula-based allowance forthe cost of new debt; and(d) cnomt piamnpyosspeecaificoandej-susiztme-feintsts-aflol r ccoosstt ooffdedbetb: ttheallCoMwaAnscheouoldncompanies that will naturally pay different interest rates due tothe timing/tenor of their borrowing. 

228 This figure is for wholesale controls – see Ofwat, PR19 final determinations: Aligning Riskand Return Technical Appendix, page 4.229 YWS’s NATS submission was submitted to the CMA for consideration in the PR19redetermination on 16 pril 2020 (copied to waterdetermination2020@cma.gov.uk) and isavailable here. YWS’s NATS submission has also been annexed to the Response at Annex 10. 
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Non-confidential7.1.4 YWS also responds at the end of this section to the inferences that Ofwatis drawing from Severn Trent’s and United Utilities’ share prices toexpl in why they c nnot be used to assess the appropriateness ofOfwat’s cost of capital.7.1.5 Finally, given the volume of material submitted to the CMA on this topic,and for ease of navigation, YWS submits with this Response a technicalannex which addresses additional points made in Ofwat’s Rep2l3y0regarding the cost of capital, the GOSM and financeability at Annex 1.a) Beta7.2 Estimation window: Ofwat considers that its FD point estimate of0.29 for the unlevered beta remains appropriate, adequatelyreflecting uncertainty over the appropriate length of the estimationwindow. [Reply-008/3.51-3.61]7.2.1 One f the key points of differ nce between Ofwat and YWS regardi gthe cost of equity, outside of the disagreements on t e risk-free rate anexpected arket r turn, concerns he time period that the CMA shoulduse when making empirical estimates of beta.7.2.2 Table 18 reproduces Europe Economics’ calculation of unlevered watercompany betas as at 30 September 2019. 

a ep em er . ource urope conom s , ur er v ceon the allowed return on capital for the water sector at PR19 – betas andgearing.7.2.3 It can be seen from the shading in the bove table that Ofwa had o usea very narrow window of sh re price data in the FD n order to justify anunlevered beta value that was lower than 0.30. Specifically: 
230 Annex 01, YWS: Technical Annex for YWS’s Response regarding Cost of Capital, CapitalStructure and Financeability. 
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Spot 1-yr average 2-yrs average 5-yrs average2-yr daily 0.25 0.27 0.28 0.332-yr weekly 0.18 0.24 0.30 0.345-yr daily 0.32 0.33 0.33 0.315-yr weekly 0.30 0.32 0.34 0.31Table 18: Europe Economics’ estimates of the combined SVT/UU beta ast 30 S t b 2019 S : E E i (2020) F th d i
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p yr average yrs average yrs average2-yr daily 0.28 0.27 0.28 0.332-yr weekly 0.27 0.21 0.26 0.325-yr daily 0.32 0.32 0.33 0.315-yr weekly 0.33 0.31 0.33 0.32T bl 19: E E i ’ ti t f th bi d SVT/UU b t

Non-confidential(a) Owiftwhantohamdotroe ftohcaunsfiotsuratyteanrtsioonf odnateas(ti.me.atthees ospfobt/et1a-ys ecarlc/2u-ylateeadraverages for 2-year daily and 2-year weekly betas); while knowingthat(b) musoerdearombiunsimt, uanmdomf ofivree cyoenavrsenotfioshnaarle, epsrtiicmeadtiaotna gapavperoaarcahnegsethfoartthe unlevered beta of 0.30 to 0.34.7.2.4 A similar pictur is apparent in Europe Economics’ updated estimates asat a cut-off date of 29 February 2020, as set out in Table 19. S ot 2-1- 5-

a e urope conom cs es ma es o e com ne e a asat 29 February 2020. Source: Europe Economics (2020), Further advice onthe allowed return on capital for the water sector at PR19 – betas andgearing.7.2.5 In Table 19, once again:(a) othnalyt itshlessshtohratens0t .e3s0t;imwhaitlieon windows (i.e. < 4 years) give a beta(b) epsritcime adtaiotangaapvperoaarcahnegsetfhoarttuhseeuanmlevineirmedumbeotaf foivfe0.y3e1atros o0f.3s3h.are
7.2.6 YWS does not con ider that there is a single ‘righ ’ way of estimatingbeta (e.g. as r gards the use of daily, weekly or mo thly frequency data).How ver, given the noise in share price data231 and inherent statisticalimprecision in short-term beta estimates, it is recognised good practiceto use an estimation window of at least five years wherever feasible. Thispoint of principle has been applied in most UK regulatory and CC/CMAreviews, as well as much of the supporting academic research, as follows: 
231 In the case of water and sewerage companies, the 2019 General Election and Ofwat’s PR19are xamples of vents that have inject d company- and industry-specific noise into shareprice data and, hence, obscured ‘true’ betas. 
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Non-confidential(a) Wprrimigahtfaectieaclassteudtoy usefoarll UavKRailNab, l2e0d1a8t:a“t[otheesrteimisa]tea bqeutiate, nsottrojunsgta relatively short re2c3e2nt sample.” (b) Ionvdeerpaetnlesatsutdfyiv23e3 afonrdOpfrgoebmab/UlyKRteNn,y2e0a1rs8:is“Idneaslilrcaabsles.2.,.3”4a look back(c) Orefmgeamin RuInIOco-2nvseinccteodr-spheactifwicemsehthooudldolpolgaycedemciasitoenri,al w20i1g9h:t“Woneshort-term equity beta results. Stat stically, we believe this isdubious and intuitively we do no think there is materially moreinformation content within short-term (e.g. 2 to 5-year) betavalu s compared t long-run values. Our strong view is that thenoise t signal ratio is particularly high wi hin short-term results.W also observe a mean eversion effect within he data - wet rceyfcolree, abveoliiedvinegthuantdlounegbriausnosnofhdigahta-pwoiilnl htseolpr uloswto-psoeienttshwroiuthginhthe short-term date.” (d) O“s…infwsginaletg’sleese-dtvimiadyaetneiocsentimtwoainthedesow2w0hc1ia5cnhBbroiesntlsoyulbpWjreaoctvteidrtoeCMoanAesn-oinaqfpfusmhiroyo,t2v3ef5rmo2em01t5as: which do not reflect th underlying systematic risk of a company.As long-term data series ar availabl for each of the thr e listedWaSCs an lysed, we would ncourage the CMA to re ve single-day es mates from their beta assessment, placing more weightupon time series averages in their assessment of their waterindustry beta assessment as these are more reflective ofunderlying systematic risk.” (e) CthMinAk NthIaEtinitqiusiryig,2h3t6 t2o01b4a:s“eGoivuernetshtiamt abteetaoncaanrvealarytivoevleyrlotinmgerwuneof data.” 
Exhibit 054, Wright, Burns, Mason and Pickford: ‘Estimating the cost of capital forimplementation of price controls by UK regulators’ (2018).x 055, Indepen: ‘Ofgem beta study RIIO-2’ (2018).Exhibit 056, Ofgem: ‘RIIO-2 Sector Specific Methodology Decision – Finance’ (2019)paragraph 3.155.x 057, Ofwat: Ofwat response to CMA provisional findings (2015), paragraph 211.Exhibit 058, Competition Commission: Northern Ireland Electricity Limited pricedetermination (2014). 
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Non-confidential7.2.7 There is no reason that YWS can conceive of for the CMA to depart fromconventional practice when it produces its cost of capi al calculations. Asset out in Tables 18 and 19 above, unlevered b ta estimates calculatedusing between five and ten years of share price data sit within a fairlynarrow range of 0.30 o 0.34. YWS submits that PR19 unlevered betamust logically fall within this ra ge, and that the sel ction of a lowervalue would put undue weight on statistically imprecise skewed data.7.2.8 YWS’s preferred beta po nt estimate for the unlevered beta remains 0.33,as derived from share price data up to a cut-off date of February 2019.237b) Inflation assumptions7.3 The CMA should use a long-term inflation assumption. (Ofwat NATSresponse pages 6-7; Reply-008/3.128-3.131)7.3.1 Ofwat argues in its Reply that the CMA should use long-term, equil briumestimates of inflation when convert ng nominal estimates of individualcost of capital parameters into inflation-stripped, real terms equivalents.O wat proposes figures of 2.0% for CPIH inflation and 2.9% for RPIinflation (compared to figures of 2.0% and 3.0%, respectively, cited in theFD).7.3.2 YWS submits first of all that Ofwat’s proposed approach is u workin practical terms. The CMA will be aware that there is considerableu certainty at present around the future path of RPI inflation givenongoing consultations by the Government about necessary reforms tothe co23n8struction of the RPI index h will take ffect between 2025 and2030. It should be self-evident hat his renders it impossible to makethe kind of long-term RPI forecast that Ofwat proposes.7.3.3 In addition, Ofwat’s proposed approach is w ong in principle. UnderOfwat’s price control methodology, the overall return that investors takefrom AMP7 is partitioned into two parts:a) the in-year, real rate of return; and(b) CPIH/RPI inflation of the RCV.7.3.4 As a matter of basic principl , the sum of these parts must logi ally addup to the cost of capital, otherwise YWS will have either too much or too
237 YWS, SoC, paragraph 227.238 Exhibit 059, HM Treasury and UK S atistics Authority: ‘A consultation on the reform to theRetail Prices Index methodology’ (March 2020). Available at:https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/879860/RPI_Consultation_extension.pdf. 
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Non-confidentiallittle revenue to meet costs that will fall due. I methodological terms,this entails t at t e in-year real rate of return must be set equal tohowever much of the cost of capital remains after accounting for forecastAMP7 RCV indexation.7.3.5 Ofwat’s position is that the CMA should ignore the reality that is faccompanies and knowingly under- or over-remunerate companies duringeach and every pric control period. The effect of such policy can beseen cl arly in Figure 20 which illustrates the revenue that Ofwat wouldultim tely have the CMA pr vide a mpany in 2020/21 for a bond whichpays a hypothetical 4.5% nomina coupo . Using the OBR’s March 20inflation forecasts of 1.4% CPI inflation and 2.1% RPI inflation, Figure 20shows that Ofwat uld have the CMA provide in aggreg te for a costof debt allowance worth 3.75% for is year leaving a shortfall of 75 basispoints from the 4.5% interest cost that the company is obliged to pay toits lenders. 

provide a company for 2020/21 for a bond which pays a hypothetical4.5% nominal coupon. (Note: inflation and RCV indexation are a 50:50average of CPIH and RPI inflation.)
Figur 20e : Calcul ti fa on o the revenue that Ofwat would have the CMA 

7.3.6 Table 21 shows that the shortfall that Ofwat woul have the CMAengineer in 2020/21 is ot lik ly to be offset by any kind f overpaymentlater in AMP7. Nor can there b a y kind of expectation that Ofwat’sapproach would result in an offsetting error in later regulatory periods. 
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notes that he OBR’s estimates were made in March 2020 and will needa e 21: OBR March 2020 inflation forecasts. Source: OBR (NB: YWST bl 
averageCPI 1.4% 1.9% 2.1% 2.0% 2.0% 1.88%RPI 

2020/21 2021/22 2022/23 2023/24 2024/25 AMP7 
2.1% 2.9% 3.0% 2.9% 2.8% 2.77% 

to be updated).7.3.7 Accordingly, it is uncontroversial to state that Ofwat’s proposedapproach fails to ensure that investors secure a reasonable return on. The only way to ensure that companies recover their cost ofcapital – in line with Ofwat’s statutory duty to secure at a company cansecure a easonable return on capital, both within the confines of heAMP7 period and over a long-term horizon – is to strip the estimatednominal cost of capital for average expected RPI/CPIH inflation duringeach individual five-year period.c) Reference index for the cost of new debt7.4 The iBoxx A/BBB bond yield indices should be used to set anallowance for the cost of new debt. [Reply-005/Table 6.1 and 6.16;Reply-008/3.86-3.89]7.4.1 Section 9 of this Response addresses Ofwat’s analysis of financeability.One of the key points made therein is that Ofwat opted in its PR19 FD tdisregard rating agencies’ publish d ra ing methodologies and soknowingly set price controls that leave the majority of the industrystruggling to achieve a Baa1/BBB+ credit rating.7.4.2 I these circumstances, it was incorrect for Ofwat to set up a cost of debtindex for new borrowing that gives 50% weight to the iBoxx yields for Arated bonds. During the forthcoming five-year period, comp nies withindustry-average financing costs tha maintain Ofwat’s notional balancesheets, by deliberate design, will not be capable of issuing debt with Acategory ratings. Rather, the expectation is that all new borrowing willhave a BBB category rating.7.4.3 Basic internal consistency therefore demands that Ofwat should haveused a BBB only benchmark in its allowed cost of debt index. This wouldhav ensured that the allowed cost of debt is i line with companies’ xpected interest costs. Because Ofwat did not take this step, iterroneously provided for a cost of debt that is not practically attainable. 
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Non-confidential7.4.4 It is important that the CMA does not m ke th same mistake in itsredetermination. This requ res that there is a proper feedback loop fromthe CMA’s financial modelling and ts assessm nt of the achievable creditrating back to the sel c ion of the index/indices that go into the formulafor the cost of new debt.d) Company-specific costs of debt7.5 Applying a sector-wide allowance for the cost of embedded debt isconsistent with long-standing regulatory practice. [Reply-008/3.92-3.94, 3.96 and 3.98]7.5.1 In its SoC, YWS r quested that the CMA’s overall allowance for the costof debt should be based on:a) ’s actua cost of embedded debt of 4.93%; and(b) Y12W%S’rseascpteucatlivperloyp.2o39rtions of embedded and new debt of 88% and
7.5.2 Of at insists in its Reply that there must be a one-size-fits-all approach,in which all water a sewerage companies receive the same cost of debtbased on a single industry-average allowance for embedded t and aingle industry-average split between embedded and new debt. YWSubmits that this is not an appropriate regulatory policy to bring to thesetting of cost of debt allowances.7.5.3 Ofwat seems to be saying that differences between companies’borrowing costs must always and everywhere be ttributable todifferences in efficiency, su h th t companies th t pay lower-than-average interes r tes are efficient and s ould be awarded revenues thatexceed their actual in erest expenses, while companies that pay higher-than-average interest rates are inefficient and should be awardedrevenues that fall short of actual costs.7.5.4 Unfortunately, this ignores the realities of the financing challenges thatcompan es have and the way in which companies borrow. The 17c panies in the sec or do not raise debt in any kind of continuous,homogenous way. Instead, ompany costs of debt are always going tobe heterogeneous due to factors including:a) intrinsic differences in companies’ capital programmes;(b) the ensuing dates on which companies issued/issue debt; and 
239 YWS, SoC, paragraph 232. 
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Non-confidential(c) the tenor of the borrowing entered into.7.5.5 On the first two points, companies will naturally have gone, and continueto go, to the debt markets at different times, based in part on the sizeand shape of th ir investment plans. This ill injec a n tural degree ofvariation in interest costs across the sector which is then amplified by thethird factor i.e. the different dec sions that treasury eams will inevitablyhave taken about short- vs medium- long-term debt.7.5.6 Unless Ofwat and/or he CMA wishe to argue that there was/ s a singleright schedule of deb -raising and a single right tenor at any given pointin time, YWS submits that a regulatory approach that completely ignorescompany-specific costs of debt and which consciously over- or under-wards each individual company’s actual interest costs is irrational a dresult in Ofwat f iling to have rega d to relevant considerations,inconsistent with standard public law norms.7.5.7 It follows that the CMA will need to give recognition to company’s ac ualcosts f debt when it makes its cost of capital calculations. In taking thispositio , YWS re ognises that it is im ortan to consider whether acompany’s historical borrowing choices pass a test of ‘prudency’. To t isend, Annex 7 to this Response is240a paper by Centrus that reviews thebuild-up of YWS’s debt portfolio.7.5.8 The key conclusion from the analysis c nducted by Centrus is that YWS’sdebt (including the derivative portfolio) was aken out efficiently at hetime of issuance, with the cur ent variance between YWS’s actual cost ofdebt of 4.93% and Ofwat’s proposed allowance of 4.47% being due totiming, rather than inef iciency. This conclusion is supported by thefollowing key highlights from the report:(a) Cavoemrapgaer,eYdWtoS’Os f(wanatd’stahrebsitercatroy,r’sst)radiegbhtt-lbionoek1i5s-ytieltaerdtrtaoiwlinagrdisndthexolder period between 2005 and 2010, when interest rates wereconsiderably higher than they were in the period 2010 to 2020.(b) YrpeWogruSf’losaltioodreyhbabdtebnpceohermntfiaosrlsikuose. dIwnatpsiaBrrotaixcixsuelyadire,ldiefsfafailcltiedisnestublyatnincveeY,rWYsuWSs’Ss’sOcuafwrcrtaeutna’stlcost of debt as at 31 March 2020 would be 27bp higher (i.e.5.20%). 
240 Annex 07, Centrus: ‘Yorkshire Water Debt Portfolio Review’ (May 2020). 
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Non-confidential(c) Aderciovautnivtersfacatruealrespcelancaerdio wwihthere“pYuWreS”’sILin deexb-li,nkresdul(tIsL) inswapnimmaterial (3bp) difference to YWS’s actual cost of debt (4.90%versus 4.93%).(d) IoLrdebffticmienarckyetfsohrav“epunroet” hdisetobrticainllycpormovpidareisdotnhetosamderliivqautidveitsy,esp cially since 2007. For long-dated liabilities, the swap marketshave presented a better opportunity for companies to raise thedesired proportion of IL debt.(e) YpWorStfoislioniontcaonmopuatrliiseornintottehrme rsesotfotfhteheovseercatollr.tenor of its debt
7.5.9 In addi ion to the efficiency of our cost of debt, the analysis undertakenby Centrus has also shown:(a) tahnadt outperformance versus the index has decreased over time;(b) tahvertaegneo,rmofeainndinugstrtyhedreebtwiislllobnegear gthreaanteOrfwdaivte’srgtreanilcinega1t5PRye2a4rbetween actual industry embedded costs and Ofwat’s chosenmethodology7.5.10 Further detail on these key points is provided within our respons s o thepoints ra sed y Ofwat in relation to the cost of new debt andfinance bility being a short term issue, within the supplementarytechnical Annex 1.7.5.11 YWS also notes that the evidence that Ofwat has provided t support itssector wide allowance understates the actual cost of debt for the sectorfor the following reasons:(a) Oacfrwoasts’sthaenaselycstiosre, xwchluicdheusnadneursmtabters othfeswcoasptsohfedldebbtybcyocm50pbapn,i2e4s1based on previous evidence provided by Europe Economics. Asdetailed above at paragraphs 2.18.17-2.18.23, YWS sees no reasonwhy these should be excluded.(b) Ofwat ha sought to compare the cost of debt reporte ycompani s in their 2019 APR’s to their PR19 embedded debtallowance but has failed to note that the 2019 APR data is based
241 See Exhibit 060, Europe Economics: ‘PR19 – Initial Assessment of the Cos of Capital’(December 2017), Table 9.2, page 70. Available at: https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Europe-Economics-Final-report.pdf. 
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Non-confidentialon an actual March 2019 RPI of 2.44%, not Ofwat’s PR19assumption of 3.0%; hence the APR data needs to be uplifted toprovi e n appropriate compa ison. YWS’s reported cost of debtwould have been 37bp higher if reported based on an RPI of3.0%.2427.5.12 If Ofwat’s sector allowance of 4.47% is uplifte by c40-50bp to reflect theabove errors, then the sector allowance would actually be very similar toYWS’s actual cost of 4.93%.(a) UU/SVT share price premia to RCV7.6 Share prices of Severn Trent and United Utilities imply that Ofwat’sallowed return is above market return requirements. [Reply-008/3.2]7.6.1 Ofwat argues that the way in which Severn Trent’s and United Utilities’ share pr ces have reacted to Ofwat’s FD shows that Ofwat, if anything,over-estimated the cost of capital. The implication seems to be tha theCMA should herefore ot feel a pressing nee to make adjustments tothe overall rate of return to correct the errors identified in this Response.7.6.2 YWS has examined the supporting spreadsh ets that Ofwat provided tojustify its assertion that the two companies have recently exhibitedmarket premia of 1.04 to 1.08.243 YWS has identified a number of errorsand omissions in Ofwat’s analysis, as follows:(a) tohmerite itsoa acasclcruiblaetioanyerrvoarluine Otofwatht’es acriothmmpeatniciews’hincohnc-rauesgeuslaittetdobusinesses in its headline estimate of market-to-asset ratios;(b) tnhoet,qinuofatecdt, c1a.0lc4utlaote1d.08a rraannggee fisorfoUrnSiteevderUntTilirteienst;only. Ofwat has(c) tRhCeVfisndoinnlgy ttrhuaet fSoervtehrenmTroenntthhoafsFebbereunartyra2d0in2g0.aInt aApprriel maniumMatoy2020, the Severn Trent share price has, on average, traded at aratio of 0.98 to 1.02 to RCV; and(d) tmhethroadnogleogyfo, irs 0U.9n5itteod0.9U7ti-litii.e.s,UnciatelcduUlattielidtiesuhsainsgbetehnetrasdaimngeat a residual discount to RCV. 
242 Ibid.243 Data provided from Ofwat on 15 May 2020 in response to company information request. 
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Non-confidential7.6.3 A corrected version of Ofwat’s spreadsheet, highlighting a d correctingfor Ofwat’s mistakes, is enclosed at Annex 12 to this Response.7.6.4 The difficulties that Ofwat has clearly had when interpreting recent sharprices highlights how problematic it n be t use this kind of evidenceas an input into a cost of ca ital calculation particularly given howdifferent the three listed companies in the sector are from Ofwat’snotional company, as the analysis below demonstrates.7.6.5 As set ou in section (d) above, the CMA needs to remember that Ofwat’sPR19 methodology handed all compa ies an industry-average cost ofdebt, thus deliberately over-remunerating some companies while under-remunerating other . Figure 22 reproduces Ofwat’s analysis ofcompanies’ actual costs of bt s at 31 M rch 2019. As noted above7.5.11, the chart below understates companies’ actual cost of debt icomparis to the proposed PR19 allowance as t e inflationa sumptions are not consistent; however the chart shows that the threelisted companies (d noted by SVE, SWB and UUW) have the three lowestcosts of debt in the sector, and are thus the companies that take themaximum financial benefit from Ofwat’s interest reward/penalty policy.Across the sector as a whole, once inflation assumptions are aligned,there is only one other company – Wessex Water – whose interes costswill be materially lower than Ofwa ’s PR19 embedded debt costallowance (shown as the yellow line in the above chart). 

Figure 22: Actual cost of debt by company, nominal (%). Source: Ofwat(2019), PR19 FD allowed return on capital technical appendix. 
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Non-confidential7.6.6 Figure 23 adds to this picture by showing how much existing debtcompanies will be refinancing in the next five years. Again, two of thethree listed compa ies stand out from the pack as having the most debt– i.e. the equivalent of more than 30% of their borrowings – due tomature in less than five years. This compares to Ofwat’s industry-averageweight for new debt of 20%. 

Fi 23: B i t it b S : Of t (2020)ililiifitiM awecruoynapmocyyruamgure orrow ng . ,on or ng nanc a res ence.7.6.7 Insofar as corporate interes rates currently sit at or near to historicallows, Figure 23 suggests that S vern Trent and United Utilities will likelybe able to further entrench their out-performance of the cost of debtduring the new regulatory period.7.6.8 The ad antageous position that the three listed companies findthemselves in ought to translate directly int share rices that sit aboveRCVs (all other things being held equal). If, for example, investors look atthe data in Figures 22 and 23 and expect a company o out-perform eallowed cost of debt by the equivalent of ne percentage point over thelong term, the expected premia to RCV would be as follows: Out-performance of the allowed cost of = out-performance of the cost of debt capital x gearing= 1% x 0.6= 0.6% Premium to RCV = out-performance / allowed WACC= 0.6% / 5.02%= 12% 
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Non-confidential 
Equity premium vs regulatory equity = Premium to RCV / (1 – gearing)= 12% / 0.4= 30%7.6.9 If investors expect lo g-t rm out-performance of the cost of debt ofmore than one percentage point, the premia in the above calculationswill be proportionally higher.7.6.10 It follows that the three listed companies do not cu rently offer arepresentative characterisation of investor sentiment after PR19. If sharprice data for the rest of the companies in the sector were available, thepatt rn of premia/discounts to RCVs would very likely be skewed muchmore heavily to the downside.7.6.11 The CMA should ther fore avoid drawing any onclusions from this dataabout the appropriateness of Ofwat’s cost of capital calculations for thesector as a whole. 
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Non-confidential8. Capital structure 
OverviewThis section focuses principally on Ofwat’s gearing out-performancesharing mechanism. It highlights serious concerns as to the rationalefor this mechanism and the flaws in the approach taken by Ofwat.YWS’s responses refute unequivocally Ofwat’s assertions there is nobenefit for customers from gearing higher than the notional level of 60%and there is a material transfer of risk to customers. These assertionscontradict Ofwat’s own acknowledgement to the contrary during PR19.YWS notes that Ofwat’s Reply has introduced an alternative justificationfor the gearing out-performance mechanism and now adopts a new,unsubstantiated narrative regarding the potential transfer of risk tocustomers or taxpayers. In this Response: 

 YWS has set out the customer benefits of higher gearing from taxsavings which Ofwat had itself acknowledged explicitly onnumerous occasions, including at the start of the PR19 process. 
 YWS has considered Ofwat’s new assertions on transfer of risk,which ignores clear and robust protections built into YWS’s long-term financing and regulatory arrangements. YWS’s financingarrangements align lender and customer interests, complementYWS’s licence and provide a more stringent set of financialcovenants. Ofwat’s simplistic focus on gearing is not appropriatewhen assessing companies with different financing structures.YWS highlights statements by Ofwat and Moody’s which emphasise thebenefits of securitised debt structures and the ability to support higherlevels of gearing compared to a company with an unsecuritised debtstructure.Consequently, YWS has concluded that Ofwat has taken contradictorystances, changed its approach between the Reference and the Reply,and most importantly its approach lacks evidential support. 
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Non-confidential
Introduction8.1.1 The stand-out feat re of Ofw t’s Reply to the companies’ submissionson the gearing out-performance sharing mechanism is the glaringabsence of y semblance of a defence for the f rmula that Ofw usedin the FD, and which Ofwat wants the CMA to use, to calculate thegearing ‘out-performance’ amount, i.e.:Financial ou performance adjustment = (actual gearing % - 65%) x(allowed cost of equity - actual cost of debt) x 50% x closing nominalRCV.8.1.2 AsfromextpleaipnreidnciinpleYWthSa’tswSoCn, aOcfwomatphaansy gsteaatresdutphbat ytohnedfo6r5m%u“lainvisesbtuoirlstin such companies ake the benefit of the difference between the cost ofequity and the cost of debt for the actual proportion of gearing that isabove our notional assumption”.2448.1.3 However, the idea that compan es that increase gearing above 60% canprofit by taking the cost of equity fr m custom rs for a por ion of theirfinancing but pay out only the cost of debt to lenders is not somethingthat any economist or financial practitioner would recognise.2458.1.4 YstWtSsnothteast: t“h[awt]hOefrweartesgeuelmatsedtomaocnknoopwollieedsgienctrheiassien gitesaRrienpgly whleevnelistmaterially above the notional level, they may transfer some risk to equityinvestors”.246 Never heless, Ofwat fails to concede the logicalconsequence, i.e. that its preferred formula is fatally misconceived.8.1.5 YraWtioS raeliteecroatneosmthicelocgriitcicfisomr Os fmwaadt’es ainlgietsbrSao24C7 bnodustutbhmeitasbtsheantciet iosfnaonwypa ntly untenable for the CMA to roll Ofwat’s formula into its owndetermination.248 

244 Exh bit 012, Ofwat: ‘Putting the sector back in balance: consultation on proposals for PR19business plans’ (April 2018).245 YWS, SoC, paragraph 251.246 Exhibit 051, Reply-008, paragraph 5.22.247 YWS, SoC, paragraphs 246-259.248 Southern Water, in its third-party representation to the CMA published on 21 May 2020,similarly submits that Ofwat has misapplied finance theory for its gearing sharing m chanismand that important policy decisions around the issue of capital structures need to be 
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Non-confidentialOfwat’s alternative justification for the GOSM8.2 The GOSM compensates customers for a transfer of risk frominvestors to customers. [Reply-008/5.10-5.11, 5.16-5.24]8.2.1 Ofwa ’s Re ly, more generally, betrays an overall dis inct lack of clarityabout the purpose of the proposed mechanism. In its ref rence to theCMA in March, Ofwat explained to e CMA that: “[t]he mechanism wasin roduced to address a conc rn that companies a2n49d their investorsretain all the benefits of high gearing arrangements.” 8.2.2 IinstitesadRewpiltyh, Oa fnwaartr ltaivrgeetlyhaat:ba“[nwd]ohnesrethreisgulilnaetedofmaorgnuompoelnietsainndcreruansesgearing to levels materially above the notional level, they may transfesome r sk to equity investors, but also to customers or taxpayers at theirpotential expense. This underl es the importance of companies takingaccount of customer interests in financing dec sions and to be preparedto share the benefits of these arrangements with customers.”2508.2.3 As explained in further detail below, YWS takes issue both with:(a) tgheearinnsgi;naunadtion that customers obtain no benefit from higher(b) the notion that there is a material transfer of risk to customers.8.2.4 In addition, Annex 2 contains an evidence based review of the GOSM,ommissioned by YWS from Economic Insight, which assesses Ofwat’slaims as set out in 8.2.3 above. It considers the basic premise that acompany will financially b nefit from higher gearing by earning higheprofits. It conclude there is no evidence that a company profits forhigher gearing and so no support for Ofwat’s claims. Furthermore, eGOSM is viewed as mor likely to harm customers as it lowers theexpected return with consequential long-term impact on investability.8.2.5 YWS considers a number of points from Ofwat’s Reply as follows: 251 

resolved in a considered way as “it has taken 30 years to get to this position and it is hugelyexpensive to make changes” (see Exhibit 037).249 Exhibi 061, Ofwat: ‘Reference of the PR19 final determinations: Overview’, paragraph 2.25.250 Exhibit 051, Reply-008, paragraph 5.22.251 Further information on YWS’s position on the GOSM can be found in the technical annex:Annex 1. 
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Non-confidentiala) Customer benefit8.2.6 Ofwat’s Reply seeks to downplay the tax savings that YWS’s structuresecures for customers during the next fi e years. This stands in contr sto position that Ofwat has taken previously. For nstanc , at the startof the PR19 p ss, Ofwat acknow edged th t “there is a direct financialbenefit to customers from highly geared arrangements. This is becausewe currently set tax allowances on the basis of a company’ actual levelof gearing, so customers do benefit from the lower tax costs from highlygeared companies.”2528.2.7 For the sake of clarity, Table 24 compares the revenues that YWS willollect from customers in respect of tax during AMP7 to the amount thatcustomers would have to pay if YWS had only 60% gearing. It can beseen clearly here is a £32m saving for customers as a result of YWS’sforecast capital structure for AMP7.2020/21 2021/22 2022/23 2023/24 2024/25 TotalFD tax lowance 9.2 2.2 1.0 - - 12.3@ actual gearingTax all wance @60% otional 16.4 9.7 8.8 5.1 4.6 44.6gearingCustomer saving 7.2 7.5 7.8 5.1 4.6 32.3Tabl 24: YWS’s calculation of PR19 tax allowance at different gearingfigures8.2.8 O“trfwanastfeisr npoatymenetnittl”edantdoaigsnifotraextehfisficsiaevnicnygisonwhthoellyguronuimndpsortthaantt.t2a5x3 TisheaCMA will note that elsewhere Ofwat argues the exa t opposite on thispoint in its R ply whe it stresses the importance of there bein25g4regula ory incen ives on companies to minimise business rates.Consist ncy dictates that the contribution that tax savings make to lowercustom r bills should be welcomed as a customer benefit rather thandismissed as an irrelevance. 
252 Exhibit 011, Ofwat: ‘Water 2020: consultation on the approach to the cost of debt for PR19’(September 2016), pages 18-19.253 Ex i it 051, Reply-008, paragraph 5.23.254 Exhibit 062, Ofwat: ‘Reference of the PR19 final determinations: Response to NorthumbrianWater’s statement of case’, paragraphs 3.51-3.52. 
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Non-confidentialb) Risk to customers8.2.9 Ofwat similarly downplays or ignores the fact that YWS’s debt-to RCVratio is only one element of a securitised financing structure with in-builtprotections that act in the interests of customers and debt investors withlong-term horizons.8.2.10 Annex 13 to this submission describes the key features of YWS’s debtplatform.255 This paper explains how the covenants in YWS’s agreementswith lenders, through deliberate an careful design, provide enhancedagainst insolvency and disruption to services relative to theprotections typical in conventional corporate financing. These covenantsprovide, among other things, for:(a) aincolundtirnagctureasltrriinctgio-fnesncoenththaet eanbhilaitnycetos YuWndSe’srtlaickeencneonre-rsetrgicutliaotnesd,business and the acquisition or disposal of assets;(b) cteesrtsif,icraetpioonrtebdy adtirseixc-tomrosnotfh cinotmerpvlaialsncfeorwhitishtosrtircianlgaendt ffionraenccaiastlperformance;(c) aofotrrheeoqrpufeiarrecaimtlitneiegnstetfxhoparetYnaWdreiStcutaroepsmabaanliendotaifnipnteraorecvcsidet sipnsagayt1m2aellmnttiosm;nethsstofclaiqshuiadnitdy(d) mplaannsd,aatnodrysdteivpi-idnenrdighlotcskf-uorpc,reredqituoirrseminetnhtes etovepnrte‘peaarrley rweamrneidnigal’ trigger thresholds on financial ratios and ratings are breached;and(e) aouptpoomrtautnicitsytafonrdrsetsilol lpuetrioiondws iitnhothuet seivgennifticoafndtedfiasurultptthioant atolloYwWtSh’esactivities.8.2.11 These covenants re not obligations that would typically apply to non-securitised companies. All other things being equal, they significantlyreduce the risk of he kind of insolvency events that Ofwat claims in itsReply justify the introduction of the GOSM.8.2.12 Accordingly, one has to be very careful not to make simplisticcomparisons of companies’ gearing levels. In particular, it is quite wroto conclude that customers served by a company with, say, 75% gearing
255 Annex 13, Linklaters LLP: ‘Regulated Debt Platfor ’ paper (March 2020). The debt platformhas been in place since 2009 and provides a common set of terms that is applicable to debtraised to fund YWS. 
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Non-confidentialare automatically exposed to more risk than customers served by aco pany with, say, 65-70% gearing. In circumstances where the firstmpany has a securitised structure and the second company us sconventional corporate financing, the exact opposite is l kely to be true.8.2.13 YMWonSitnoortinegs tFhinaatnOcfiawlaRtehsailsienexcpelirceiptloyrrtes,caosgfnoislleodwsth: “isThpeoienxtisitnenitcseaonfntuhaelcommon terms and security package means that a company with asecuritised structure can support a higher level of gearing with limitedimpact on interest costs than a non-secur tised company whilemaintaining a similar investment grade credit rating.”2568.2.14 The CMA will also be able to obtain independent confirmation thatsecuritisation arrangements reduce the risk of financial distress from therating agencies. As one point of reference, Moody’s issued a paper inOctober 2018 entitled Covenanted financing structures help mitigategrowing risks. The paper states that:(a) “reaglluolaf etdheuthiliigtihelsy scpoavceena…nteadimfintoancreindgucaerrathnegepmroenbtasbiilnitythoefdefault”;(b) coonveetnoantwteodnsotrtuchcteusr”e; san“tdypically enhance credit quality by around(c) “gOeafwriantg vmoaicyehdavceonlocwerenrsfinthaantciacol rmespialineinecse wasiththehi“gi hepraclet voeflscoostfshocks or poor performance is magnified to a smaller equitybase”. However, the estrictions imposed on the companies anadditional creditor rights associated with highly covenantedfinancial structures mitigate a range of risks, including thoseassociated with higher leverage”.8.2.15 Tuhnedereppeorfrotrmalesdo pneoetress”. that “higher leveraged companies have not
8.2.16 As noted above, Moody’s score the benefits of the covenant package athe equivalent of a 1 to 2 notch increase in credit quality. All other ingbeing equal, this means that YWS can sustain a debt-to-RCV ratio that ishigher than a non-securitised company with no attendant additional riskof insolvency. 
256 Exhibit 063, Ofwat: ‘Monitoring financial resilience’ (November 2016), page 28. 
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Non-confidential8.2.17 Table 25 below compares the ratings of two companies with non-securitised structures with the ratings of the two PR19 appellants that arecaught by Ofwat’s GOSM.
Gearing, March 2019 Ratings, currentAnglian 79% Baa1*/A-*/A-Northumbrian 67% Baa1*/BBB+*/NRWessex 65% Baa1/BBB/BBBYorkshire 76% Baa2*/A-*/A*Table 25: Comparison of company ge r r tios and ratings fromMoody’s, S&P and Fitch. * indicates that rating has a negative outlook, ison rating watch negative, or is under review.8.2.18 Table 25 bove indicates that the ra ng agencies have, on the whole,judged that the higher-geared, securitised companies are no more likelyto default on their debts than the lower-geared, non-securitisedcompanies.8.2.19 Ofwat is, therefore, quite mistaken to now be pursuing a secondary linof argument which purports to show that low r returns can berat onalised as compensation for customers for higher risk. An arbitrarilycalibrated GOSM is completely the wrong fix for a problem that does notin fact exist.c) Concluding observations8.2.20 YWS would like to conclude by emphasis ng to the CMA the frustrationthat it feels over Ofwat’s constantly shifting stance on gearing andbenefit sharing. 2578.2.21 At the start of PR19, Ofwat was very clear in its policy:“Departing from the notional capital structure t set a differencost of capital for ighly ge red companies would mean thatshould ome of the risk associated with these structuresmaterialise, then customers may bear these costs. We do n tconsider that it is reasonable for customers to bear risks forinvestor choices around financing structure. Our notional

257 Exhibit 011, Ofwat: ‘Water 2020: consultation on the approach to the cost of debt for PR19’(September 2016). 
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Non-confidentialstructure apdporonacoht peanysurmesorethathtancucstoonmveenrsionoafllysefciunrainticsedcoapmitpaalnsiterus.cWtureetahnerefoorteiopnraolpeoffsiecietontccoonsttinoufedteobtusaepparonaoctihonfoarlall companies, including those with securitised structures.T ere is also a ques ion of whether and how customers shoulshare in the benefits wher companies adopt highly gearedciaspkitalrisstirnugctufrroems. Otnhethechooniecehaonfd,ciafpeiqtaulitysthruocldtuerres btehaernallitthiesreasonable for them to r warded for taking that risk. Yet, thequestion remains, what benefit o they deliver to customers anddo they exp se customers to additional risk? We now considerwhether or not Ofwat shoul introd c mandatory benefit sharingarrangements for securitised structures to ensure that customersshould benefit from these arrangements.Firstly, we note there is a direct financial benefit to customers fromhighly geared arrangements. This is because we currently set taxallowances on the basis of a company’s actual level of gearing, socustomers do benefit from the lower ax costs from highly gearedcompanies. There may also b indirect benefits to customers frominvestors in highly geared s ructures putting companymanagement under increased scrutiny, promoting more efficientdelivery of services by companies and so resulting in lowercustomer bills.Secondly, in terms f risks o customers from securitisestructur s, previous work undertaken by PWC for Ofwat in 2013found evidence that securitised structures were viable andsustainable over the longer term and did not necessarily presenta higher risk for customers. It recommended that a financialmonitoring regime be established to ensure that visibility ar u dthis risk over ti e. Ofwat has established its financial monitoringframework to monit r the risks relating to the financial stabilityand resilien e of all companies. Should there be any evidence thatsecuritised companies were less resilient than mor traditi nallygeared companies then we would be able to use the powersavailable to us to intervene to protect customers.Thirdly, we note that securitised structures may limit a comp ny’sflexibility, placing them into restrictive covenants. As the marketand regulation changes, for example with the transition from RPIto CPI and the opening of wholesale markets, the inflexibility of 
224274 
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8.2.23 

Non-confidentialsecuritised structur s could be me a hurdle. However, we avbeen cl ar that the risk and consequences of adopting thesestructures remains with the companies and their investors.We also note that there are costs associated with es ablishing andmaintaining securitised structures. Und r our notional cost ofdebt approach, t ese costs are borne by equi y holders. A benefitsharing approach might imply that these costs should be sharedwith customersWe do not propose to introduce a separat approach or specificbenefits s aring arrangement for securitised structures. It couldconfuse the responsibility for bearing the costs ssociat d withthe securitised arrangements, which w consider are to be borneby the equity holders of thes structures. It would also mean thatcustomer benefits would be dependent on company specificfionmanpclienxgityarinratongseemtteinngts.thIet cwoosut ldof aclasopitainl.trWodeucceonsaiddirtiothnatlcustomers re protected from the risks of these arr ngements byour notional financing approach and our financial monitoringframework.” In its written submis io s and oral presentations to the CMA, Ofwat h staken contradictory stances on most of the above matters, in particularby:(a) dgoenwenrpaltaeysi;ng the value of tax savings that higher gearing(b) ocumsittotimngerstofrommakeinvaensytorrsefeinrenhcigehltyo gtehaere“dindstiruecturbeesnepfuittstintogcompany management under increased scrutiny, promoting moreefficient delivery of services by companies and so resulting inlower customer bills”;(c) asssceurrtiitnisgedwsittrhuoctuutreesvaidreen“cveia,bltehaat ditsuisstawinraobnleg otvoer tthienklontgheartterm and do not necessarily present a higher risk for customers’;and(d) ncoomt palecxkintyowthlaetdigtsinpgropthoesedcomnefcuhsaionnismocfrearetesps.onsibilities and
Ofwat has also given the CMA one take on the purpose of the sharingmech ism – i.e. to ensure there is a sharing of th profits thatcompanies supposedly make when they take the cost of equity but pay
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Non-confidentialthe cost of debt on borrowing in excess of 65% gearing – only to backaway completely from defending this indefensible position.8.2.24 YWS submits to the CMA that Ofwat’s lines in its Reference and in itsReply are so mudd ed, so lacking in evidential support and so contrivedthat the CMA should give them very short shrift. 
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Non-confidential9. Financeability 
OverviewThis section addresses the assertions Ofwat has made regarding itsapproach to ensuring that its FD for YWS will be financeable.YWS provides evidenced-based challenges to Ofwat’s views on theapplication of its statutory duties and its assertion that the notionallyefficient firm is financeable.In respect of Ofwat’s statutory duties, YWS reiterates that financeabilityis assessed with consideration to both the ability to earn a return at leastequal to the cost of capital and the ability to raise finance on reasonableterms.YWS highlights Ofwat’s failure to allow investors the opportunity to earnan appropriate return when considering the points raised in earliersections of this Response regarding the level of allowed expenditures,performance levels that can be achieved, an incentive regime skewed topenalties and a rate of return calculated in a manner that does notreflects these risks.YWS points out Ofwat’s selective approach that cherry-picks ratingsmethodologies to support its own financeability assessment, especiallygiven YWS’s previously-raised concerns over Ofwat’s decision toaccelerate future revenues into AMP7, and Ofwat’s lack ofacknowledgement of the real-world impact of its actions.YWS agrees that a simple test is not possible but believes strongly thata rounded view must be taken of ratings agencies assessments, in linewith their individual methodologies, to reach appropriate conclusionson financeability and the ability for a notionally efficient firm to maintaina rating two notches above investment grade.YWS believes there is an opportunity for the CMA to construct a betterset of price controls which, in-the-round, will provide the necessaryassurance that the financeability duty has been met by itsredetermination. 
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Non-confidentialIntroduction9.1.1 As made clear in paragraph 2.17.2 above and paragraphs 46 and 260 ofYWS’s SoC, it has hitherto been common ground between Ofwat andcompanies that, in practice, Ofwat’s financing duty requires that:258(a) aitsncootisotnoafllcyaepfiftiacile; nant dfirm should be able to earn profits in line with(b) trheaeseofnfiacbielenttefirrms’s, icnacslhudfliongwsbsyhmoualidnteaninaibnlge aitntoinvraeisstemfeinnatn-gceraodnecredit rating.9.1.2 Ofwat has niversally held this position over time and indeed, much theame formulation has been adopted by the CMA in previous cases. Asset out in paragraph 2.17 of this Response, in a 2011 paper that Ofwatquotes in its Reply, Ofwat states that:259“Consistent with the app oach of other regulators, we interpretthis duty as having two strands.(a) Anprertouevrifndfiecaiterlneegtalyustlfaietnqeadunacsleetdorvaitcnsedscoopsputerorsafutcaeandpticttoaolm. tphaenyWsIhA9ou1ldanbde aebalrentoa(b) Price limits must secure that efficient companies can befilnoawnsceaarebles,ufsfuiccihentthatot aallcoowmpitantoy’srariesevenfiuneasn,ceprofnitsreaansdoncaabslheterms.” 9.1.3 Nmeeathr-iodeonlotigcyalanwdorddeincigsioanpdpoeacursmeinnts.e2v60erTahleoCfMOAfwhast’salsporipcerevrieovuieslwytaken a similar position.261“Aeredtuutryncboenltoawinethdeincossetcotifonca2p(i2taA)l (wc)ooulfdthneotWbIeA c1o9n9s1isttoenstecwuitrhethat the company can finance the proper carrying out of itsfunctions. […]
258 YWS, SoC, paragraphs 46 and 260.259 Exhibit 019, Ofwat: ‘Financeability and financing the asset base’ (2011); Exhibit 020, Ofwat:‘Setting price limits for 2010-15 – framework and approach’ (2008), paragraph 16.260 See, for example, Exhibit 020, Ofwat: ‘Setting price limits for 2010-15 – framework andapproach’ (2008).261 Exhibit 010 (SoC), Competition Commission: ‘Bristol Water plc redetermination report’(2010), paragraph 9.2. 
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Non-confidentialWe considered that ‘finance’ (as referred to section 2(2A)(c)) isto be realistically construed and therefore includes both eq ityanssdumdepbtitoanndabtohuatt wtheewbearleanncoet rbeeqtuwiereedn teoqmuiatyke nandydpabrtt.icuOluaroverall concern was to ensure that, at the gearing assumed in theWACC, our financial projections were consistent with Bristol Waterretaining an investment grade credit rating.” 9.1.4 As such, there can e no doubt that the analysis of bo h limbs in Ofwat’sfinancing duty will be an important part of the CMA’s task in the next sixmonths.2629.1.5 Th fact hat Ofwat is now seeking to argue the contrary is, in and ofitself, a stark admission that its consideration of these matters in PR19fell far short of the equirements of public law and Ofw t’s financeabilitduty and is a further substantial contributor to Ofwat’s failure adequa2t6e3lyto balance its relevant statutory obligations in relation to YWS’s FD.a) Expected rate of return9.1.6 YWS’s decision to reject Ofwat’s FD and seek a reference to the CMA wasdriven by Ofwat’s failure to assemble a price control package which,looked at in the round, offered inves ors a reasonable chance of earninga profit in line with the cost of capital. Multiple features of Ofwat’s FDcontributed to a likely shortfall in return:(a) uwnildl ienrc-eusrtwimhaetniopnroovfidtihneg esexprveicnedsittuorecutshtaotmaenrsebffeictwieenetnc2o0m2p0a/2n1yand 2024/25;(b) ocovmerpstaanteymcaenntreaosfontahbely peexrpfeocrtmtaonaccehielevvee; ls that an efficient(c) apafyinmaennctisa;l incentive regime that was skewed towards penalty(d) acorsatteofodf erebttuarnndoncothsteoRfCeVquthitayt; faenlldshort of the weighted average(e) inadequate interest cover and an ensuing financeability problem.9.1.7 Ofwat’s failings in the above areas were laid out in detail in YWS’s SoC.In its Reply, Ofwat has attempted to rationalise the decisions that it took.
262 See also Section 11: The impact of the FD.263 Further information on YWS’s position on financeability can be found in the technical annex:Annex 1. 

229274 



   

   

                                                                                                                                                                                                                                                                                                                                                                     
                                                          

t
o sa f nto

oa theei h t oe o

e t
e

Non-confidentialYWS has explained in his submission why Ofwat’s points of response areinadequate, incomplete and, on occasion, misleading.9.1.8 It n w falls to the CMA to assemble a price control package that satisfiell of O wat’s statutory duties, including the duty to secure that YWS isable to finance its activities. This will require the CMA members to bri gworkstreams on cos s, Performance Commitments, incentive design andfinancial issues t gether and look holistically at the overall task that YWSis being asked to take on in AMP7 alongside the overall level of returnthat an efficient company might realistically expect to take from the five-year period.9.1.9 YWS recognises that this will be challenging f r the CMA and that theCMA members will h ve to exercise a degree of expert judgment as towhat constitutes an acceptable overall package. YWS’s request ofCMA s simply t a it should ask, and consciously keep returning, to thquestion of whether the piece-by-piece decisi ns it makes cometogether into a coherent whole such that it is able to give investors a ‘fairbet’. In YWS’s assessm nt, it is only by stepping back and contemplatingthe price control in the r und that the CMA will come to appropriatelybalanced answers to the overarching question that YWS is asking of theCMA in its request for a determination.9.1.10 This important point of principle is developed further in section 12.b) Cashflows, interest cover, ratings, etc.9.2 Ofwat was entitled to depart from the opinions of rating agencieswhen assessing the impact its FD would have on the efficient firm’sability to raise debt finance. [Reply-008/4.38-4.64, 4.107, 4.11]9.2.1 Turning to the second limb of Ofwat’s financing duty, one of YWS’s chiefcomplaints about PR19 was that when Ofwat belatedly recognised thedownward pr ssure that the FD was putting on cash flows, interest cover,and rating agencies, its response fell far shor of providing any assurancethat YWS would be able to access the debt that it needs in the 2020-25period.9.2.2 Ofwat’s Reply makes it clear why this was the case:264(a) “aOgeunr cfyinmanectihnogddoulotygidesoeins onuortdreqteurimreinuastitoons……u”se specific rating 
264 Exhibit 051, Reply-008, paragraphs 4.55, 4.64, 4.58 and 4.107 respectively. 
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Non-confidential(b) “re…suslttricint athdehecroesntcteotocucsrteodmiterabtienigngaginefnluceynmceedthboydocrloegdyit wraotuinldgagencies …” (c) “gMuiodoadnyc’es fionr Mgaeyari2n0g18anadndadFjiutcshtedin inJutelyre2st01c8ovaemr efondlloewdinthgeiardowngrade to the view of the stability and predictability of theregulatory regime following publication of ur ‘Putting the sectorin balance positi n consultation’ … we do not agree that‘Putting the sector in balance position statement’ impacts thestability and predictability of the regulatory regime ...” (d) “The disputing companies argue that the use of financial lev r(PAYG and RCV run-off rates) i not an appropriate tool to addressa financ ability constraint as erta n rating agencies do notrecognise the income in the calculation of financial ratios ... Wedisagree … Revenue advancement through PAYG or RCV run-offis an appropriate approach …” YWS is extremely troubled that Ofwat has adopted a mindset thatpermi s it to ignore the views of rating agenc es when it does not l kewhat the rating agenci s have to say. The opinions of rating agenciematter – and, he c , are an important input into the regulatory process– becau e debt investors give substa tial weight to the ratings that theagencies assign. This means that when the rating agencies conclude thatOfwat’s FD reduces companies’ credit quality, lower ratings will haveunavoidable, real-world consequ nces in terms of companies’ access tonew borrowing and the cost of new debt.YWS submits that the CMA has to accept ratings methodologies as theyare (rather than as Ofwat wishes they might be). YWS agrees with Ofwatthat it is not possible o distil these methodologies into a singlequantitative pass/fail metric, but considers that the CMA will obtain agood overall feel f r the impacts that its determinations will have byreferring to the Moody’s, Fitch and S&P guidance for the thresholds onadjusted interest cover and FFO to debt ratios that companies areexpected to maintain in order to be eligible for a Baa1/BBB+ rating, asset out in Table 26. 
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9.2.7 

Non-confidential 

Table 26: Threshold values for a Baa1/BBB+ rating. 
y sAdjusted interest > 1.5x > 1.5x -coverFFO to debt 

Mood ’ Fitch S&P 
- - 9%

In the event that the CMA’s financial modelling for YWS for the 2020-25period indicates that projec ed tr jectory for one or both of these ratioslooks to be incompatible with a Baa1/BBB+ rating, it is incumbent on theCMA to fix the problematic ratio(s). This is for two reasons:(a) fciorsstt, osuf cchapmitoadl cealllicnuglawtiounl,dinretvheaatltahne ipnrtoejrncatleidncroathioersewncoeulidn nthoebe consistent with the assumptions that the CMA is making aboutthe cost of new debt (see Section 7); and(b) stheecosnedco, annddlimobroeffuOnfdwaamt’senfitnaallnyc, itnhgedmuotydewlalinsgnowtosualtdisifmiepdl.y that
YWS reiterates its view that the only reasonable course of action at thispoint would be for the CMA to revise the level of the allo d return tothe level that is necess ry to bring a proper alignment between the costof equity, cost of ebt and a Baa1/BBB+ rating. Contrary to Ofwat’s view,the financial modelling can and should ct as a ‘sanity check’ on thedetailed technical work that the CMA has done in its cost of capitalworkstream.YWS’s position on the other interventions in Ofwat’s ‘long list’ ofconceivable remedies is as follows:(a) pay-as-you-go advancement does not offer any kind of solutionto weak interest cover. As explained in the SoC, two of the threerating agencies have been clear that hey will “look through” suchadjustments. This means that any attempt that the CMA mightmake to move m ney from one AMP to an ther AMP v a eitherthe pay-as-you-go ratio or RCV run-off will do nothing to improvecredit quality;(b) aindjOufswtiantg’sthneotgioenaarilnbgaalanndc/eorshtheetpiesrtcaennttaamgeouonftintdoejxu-lstinaksesdumdeinbgtthe problem that companies face away. The CMA will not , inparticular, that Ofwat’s notional debt-to-RCV already sits below 
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Non-confidentialthe gearing of all of the equity-owned companies in the sector. Areduction to a figure of below 60% is untenable; and(c) YWS would like to under tand more clearly Ofwat’s alt rnativeapproach regarding t e peed of transition to a more CPIH-indexed RCV with the same cash flow impact as revenueadvancement. This would allow YWS to be able to consider it aspa t of any package of interventions that includes the award of afair rate of return.Ofwat suggests efficient companies with gearing aroundnotional level can maintain credit ratings two notches above theminimum investment grade (Baa1/BBB+). [Reply-005/6.26; Reply-008/4.28-4.30]Ofwat seeks in its Reply to use the recent experiences of a sele t groupof companies to downplay YWS’s concerns about ongoing financeability.In particular, Ofwat states that: “companies with capital structures thatare s milar to our notional level are capable of maintaining a cr dit ratingthat is at least two otches above the minimum of th investment grade,which s c sistent with the view th t we expressed n our finaldeterminations. This is supported by many water companies retainingcredit ratings at this level with at least one credit rating agency.”265As discussed earlier in paragraph 2.18, this is an example of Ofwatconflating actual and notional financeability. As Ofwat themselves havenoted, ratings are based on a number of factors, not just gearing, whichmeans that it is not possible for Ofwat to simplis ically assume that justbecause companies with actual gearing close to the notional level haven actual r ting of at least Baa1 / BBB+, then the notional company mustalso have a rating of Baa1 / BBB+ just because it has a similar level ofgearing.Based o the evidence provided by Of at,266 it would appear Ofwat’sstatement is referring to SVT, UU and Dwr Cymru. However thes threeex mples all fail to provide the kind of reassurance about finance bilitythat Ofwa claims. Dwr Cymru, begins AMP7 with gearing of 56% and isexpected to e d AMP7 with gearing below 55%. It is in no sense akin toOfwat’s notion l comp ny. Similarly, paragraphs 7.6.1 to 7.6.11 of thisResponse explained that the other two companies, Severn Trent andUnited Utilities, have costs of debt which are well below the industry 
ep y- paragraph 4.28.ibit 051, Reply-008, Table 4.2; and Exhibit 003 (SoC), CCIP, Tables 7.1 and 7.2. 
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Non-confidentialaverage. This translates to far stronger interest cover than a companywith a notional balance sheet and an industry-average cost of debt canhope to exhibit, which again makes them atypical vis-à-vis the notionalcompany.Conclusion9.3.4 It now fall to the CMA to construct a set of price control which properlydischarges Ofwat’s duty to secure that the licensed business is able tofinance its activities. In order to do so, an efficient company should meetthe two-limbed test set out at paragraph 9.1.2. However, Ofwatmanifestly failed to provide any credible justification that this duty hasbeen met, both in its Reply and its previous submissions.9.3.5 In relation to the requiremen to raise finance in the debt capital marketson reasonable terms, for th reasons explained in YWS’s SoC atparagraphs 263-273 and above at paragraphs 9.2.1 et seq., Ofwat’s FDfell far short of providing assurance that an efficient company will be blo access the debt that it needs in the 2020-25 period on reasonableterms.9.3.6 Furthermore, in relation to the other limb, an investor looking at Ofwat’sPR19 FD as a package could not reasonably conclude h the notionallefficient firm is a viable investm nt opp rtunity, or that it in any wayresembles a ‘fair bet’ i.e. a fair likelihood of earning a rate of return thatis commensura e with retu26r7ns that are on offer elsewhere (i.e. heopportunity cost of capital). To the contrary, investors would expect toincur financial loss as a r sult of likely over-spending, penalties forshortfalls in performance, the inadequate return on the RCV and/or thecosts of reinstating an acceptable credit rating.9.3.7 It is not appropriate to use the recent experiences of a small and selectgroup of unrepresen ative companies to downplay YWS’s seriousconcerns regarding its ongoing financeability. A truly ‘ nvestable’ proposition will req ire that the CMA consider Ofwat’s price controlas a package an guided by evidence to determine whether both limbsof the financing duty have been met. 

267 YWS, SoC, paragraphs 277-281. 
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Non-confidential10. WRFIM 
OverviewThis section concerns the inclusion of a £44m WRFIM adjustment claimwhich originated from a data input error in a PR14 submission over fiveyears ago. This error was identified when YWS completed its AnnualPerformance Report for 2015-16.Since discovery of the error, YWS has sought a resolution in an openand transparent manner. After highlighting the issue to Ofwat, YWSfollowed Ofwat’s explicit instructions to adjust its annual reporting inthe intervening period. YWS reasonably understood from Ofwat that thiserror would be corrected as part of PR19.Ofwat has provided further analysis to support its view on the impact ofthe original error which YWS does not believe is correct or is unable toconfirm. Ofwat continues to assert that the error was not unambiguousand that to allow the adjustment would negate the effect of WRFIM toincentivise companies to forecast accurately. YWS disputes these points.Ofwat states that YWS has not provided sufficient evidence to supportits claim and, furthermore, denies there was any discussion oragreement during 2015-20 as to the impact of the error and how itwould affect the WRFIM. YWS has provided further information to assistthe CMA in its review but strongly rejects Ofwat’s assertion on the lackof engagement during 2015-20. The latter point implies that YWS hasmade false or misleading statements in its SoC (and previously) and itinvites Ofwat to withdraw this comment.YWS supports Ofwat’s objective of improved forecasting accuracy butdoes not believe that this is relevant in this instance given the nature ofthe original error. 
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Non-confidentialntroduction10.1.1 In SoC paragraphs 204-215, YWS set out its reasons for i cluding a £44million Wholesale Revenue Forecasting Incentive Mechanism (WRFIM)adjustment claim.10.1.2 YWS described how it uncovered a data input error made during PR14while it was preparing its 2015-16 Annual Performance Report. As a resultof s bsequent discussions with Ofwat, YWS included an amendment toexclude certain income and include a note explaining why theperform nce in the 2015-16 APR was incorrect. YWS continued to followOfwat’s advice in subsequent years.10.1.3 YWS demonstrated in SoC, paragraphs 210-214 that the data input errorwas clearly unambiguous, and this was confirmed in a report preparedby Mark Ballamy, an independent forensic accountancy exp rt, in hisrepor included as Annex 11 (SoC).268 Further, allowing the WRFIMdjustment for a simple dat inpu error does not negate its function asa mechanism to incentivise accurate forecasting.10.2 Given this mechanism aims to incentive accurate forecasts weconsider the company should have submitted evidence of itsforecasts with data made available at the time of the submission ofPR14 business plans and not simply with outturn values for us to beable to compare forecasts with outturn as required by themechanism. [Reply-005/7.6]10.2.1 YWS has fully cooperated with Ofwat throughout this proces and it hasresponded with all of the information which Ofwat has requested duringthe last four years. It is unclear to YWS what further information could brequ red by Ofwat and if this had been spec fied then YWS would haveprov ded it where possible. YWS provided a simple version (showing justthe first year adjustm t) of the restated W9 table at SoC, paragraph 205(Table 10) (having been res ated ro the original W9 tabl submitted atPR14).269 Note that all of the information provided in the restated W9has previously been supplied to Ofwat.10.3 YWS provides Appendix 3 to Annex 11 (SoC) which ar intende toevidence the disagg eg ted value of conn ction charges included inits 2012-13 statutory accounts but there is no evidence that itsforecasts for 2015-20 were based on the income it received in 2012-13. We would expect a company to prepare forecasts for connection 
268 Annex 11 (SoC), Mark Ballamy: WRFIM paper (April 2020).269 See Annex 9 for the full original and restated W9 tables. 
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Non-confidentialcharges based on the expected level of future developer activity inits area which may be different from the past. [Reply-005/7.9]10.3.1 For the avoidance of doubt, the forecasts for 2015-20 were ba ed on the2012-13 income. The value of £5.612m in the 2012-13 accounts has beenrolled forward into the 2015-20 forecast.10.3.2 As stated in YWS’s response to Ofwat in November 2019 the costs wereincorrectly categorised and therefore YWS did not apply any forecastgrowth across the revenue control period 2015-20.27010.4 Reading the documents the company has provided to the CMAshows that the impact of the error and how to consider it in theWRFIM was not discussed or agreed at any point during 2015-20.[Reply-005/7.10]10.4.1 YWS has always maintained an open and transpar nt relations ip withOfwat on this matter. It discu sed the impact of the WRFIM with Ofwatin around May 2016 after first noticing the data err r within its PR14submissions to Ofwat. YWS and Ofwat h d a discussion concerning t eimpact of the error on table 2I and they also discussed the fact that thistable had been developed by Ofwat to feed into the WRFIMreconciliation model. These discussions took place (as noted in SoCparagraph 207, y tel phone) in around May 2016 between […] fromYWS and (YWS believ s) […] from Ofwat. As ghlighted in Annex 11(SoC), Mark Ballamy’s report paragraph 4.3.19, this is supported by YWS’s2015-16 APR reporting, which included a note on the data input error,stating among o r things that the variance would “be taken in2t7o1account through the WRFIM when tariffs are being set in 2017/18”.The narrative was based on the discussions with Ofwat escribed above.YWS therefore completely rejects Ofwat’s unfounded assertion thatthese discussions did not take place. This is an entirely unwarranted sluron the in egrity of YWS’s relevant staff and YWS would ask Ofwat towithdraw this comment.10.4.2 The conversation in 2015-16 led to Ofwat developing the reportingadjustment that YWS followed. This adjusted method was used by Ofwatwithin its subsequent Monitoring Financial R silience reports (whichshow the performance against wholesale revenues), which clearly
270 ee x i it 064, Y S: ‘PR19 query YKY-FD-PD-006 – final draft response’ for more details.271 See Exhibit 065, YWS: Annual Performance Report 2015/16’, pages 24 and 25. Available at:https://www.yorkshirewater.com/media/1831/apr-yw-march-2016-final-06092016.pdf (lastaccessed 27 May 2020). 
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Non-confidentialindicates that Ofwat was aware that the adjustment would feed into theWRFIM model.27210.5 What Yorkshire Water has failed to take into account is that as partof the PR14 Totex allowance, Ofwat made an allowance for thirdparty costs outside the Totex menu. Ofwat calculated these costsdirectly from the forecast third party income, by multiplying thecompany’s total income forecast by 114%. If Yorkshire Water hadreported £22 million as connection charges instead of third partycosts its PR14 Totex allowance would ave been lower by £25million. This in turn would have reduced t e 2019-20 closing RCV by£10 million. Our calculations also show that if Yorkshire Water hadset out its business plan as described above the amount of revenueallowed for t e calculation of bills would have increased by £27million (not the £44 million it claime ) due to:£16 million – PAYG revenue reduction due to the lower Totexallowance;£2 million reduced runoff and lower depreciation on a lowerRCV+£22 million increase due to taking off a lower third partyincome from revenues; andA further +£22 million grants and contributions incomerather than third party income.These changes would have result d in different starting revenue andK factors than Ofwat made at the PR14 final determination. [Reply-005/7.14]10.5.1 YWS has assessed the impact of the data error on the PR14 Totexallowance and has found hat the allowance would not have beenimpacted by a correction of the error. 
272 Note tha the original 2015/16 Monitoring Financial Resilience report published by Ofwatincluded the adjustment – see Exhibit 063, Ofwat: ‘Monitoring financial resilience’ (November2016). Ofwat then updated the report, and this amended version mistakenly included theoriginal unadjusted value – see Exhibit 066.1, Ofwat: ‘Monitoring in ncial resilience’(November 2016, up ate December 2016). YWS raised this issue with Ofwat and asked thatOfwat correct the updated 2015/16 Monitoring Financial Resilience r port. Ofwat did not re-issue the correction to the 2015/16 Monitoring Financial Res lien e report, but instead itupdat d the 2015/16 value within t e 2016/17 Monitoring Financial Resilience report toinclude the adjustment – see Exhibit 066.2, Ofwat: ‘Monitoring financial resilience’(November 2016, updated May 2017). See SoC Annex 11, paragraph 4.3.26 et seq. for furtherdetails. 
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Non-confidential10.5.2 YWS beli ves there are some corr ctions to the methodology that Ofwathas implied it would have used were it not for the initial error:(a) Oinfcwoamteapfpreoamrs toothhearvesoovuerrcsetsatetdo thcealpcuerlacteentatghe apToptlieexd to the . YWS understands that Ofwat ade the Totex menuadjustment based on 93% of the total income from other sourcesand not the 114% which Ofwat quoted, as this only refers to thethird-party income. The correction of the percentage results in areduction of £20.5m and not £25m as Ofwat has stated.(b) Oadfwjuastmaepnptetaorsintcoludheavteheoimipttaecdt otfhethereqcounirneedctiToontsexchmaregneuswithin the ‘costs xcluded from the menu’. This should be appliedas the costs related to the s45 income are not included within thebase cost thr shold. YWS confirmed to Ofwat in its November2019 response that the operating co ts of £4.162m per annumhad been included in table W9.273 This gives an additional Totexmenu adjustment of £20.8m.(c) Tcohnecselutswioonatdhjautsthmeerentws aosf n-£o2i0m.5pmacatntod t+he£2P0R.81m4 TleoatedxsaYlWlowS atoncites.This means t at there shoul be no adjustment to the PAYG orRCV values which were included in the PR14 FD.10.6 If the company’s argument is accepted, it is clear the impact isaterially less than the company claims. Maximum exposure is £17million, compared with £44 million claimed. [Ofwat presentation tothe CMA, 20 May 2020, slide 31274]10.6.1 OYofwrkasthsirteatWedatinerRheapdly-s0e0t 5ouptariatsgrbaupshin7e.s1s4,ptlhaant aitss dceaslccurilbateidonasbsohvoewth“ifamount of revenue allowed for the calculation of bills would havincr ased by £27 million”. It is unclear to YWS what the basis for thestated “£17 million” in Ofwat’s slides is, unless it is a typo for “£27million”.10.6.2 n any event, YWS b lieves the comparison Ofwat has made is incorrect.It is comparing values that refer to different impacts and the values arein different price bases. 
273 See Exhibit 064, YWS: ‘PR19 query YKY-FD-PD-006 – final draft response’ for further details.274 Exhibit 005, Ofwat: ‘Initial presentation in response to water companies’ statements of case’(20 May 2020). 
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Non-confidential10.6.3 As explained in the SoC, paragraph 209, the £44 milli n impact (which iscalculated using the 2017-18 CPIH average) related to:(a) thoetaabdljeus2tImweitnhtinmtahdeeFbDy (O£3fw6a.7t mtoilrlieomn)o;vaentdhe agreed adjustment(b) abnlinadddyeitaiorntraule£-u7.p3,mwihlliicohnisfoyrethteoabneticcoipnaftiremdeidm.pact of the PR14
10.6.4 The £27 million figure that Ofwat is quoting (which is calculated usingthe 2012-13 RPI average) relates just to the impact of the revenueallowance in PR14.10.7 Given the risk of creating a precedent of a company using an errorreported retrospectiv ly to avo d a forecasting penalty, we did notamend the revenue recove d in the WRFIM model to corr ct forth alleged error in Yorkshire Water’s PR14 business plan forecasts.[Reply-005/7.16]10.7.1 As has been conclusively demonstrated n Mark B llamy’s independ ntforensic accountancy report, this was a simple data input error. There isa vast difference the data input error in this situation and a forecastingerror.10.8 Ofwat considers that its final de ermination approach was apragmatic and reasonable solution to the issues that allegederror raises. Ofwat used full revenue reported in the WRFIMcalculation so as to retain the power of the forecasting incentive andprotect customers from the impacts of the alleged error, becausethe error and its impacts, was not unambiguous. [Reply-005/7.18]10.8.1 This is a restatement of Ofwat’s position. As demons rated in SoC,paragraphs 210-212 and in Mark Ballamy’s report, the error wasunambiguous. As described at SoC paragraphs 213-214, YWS rejectsconclusion that its approach to WRFIM removes the power of theforecasting incentive. YWS supports the need for forecasting accuracy.However, as explained in the SoC, YWS’s error is a simple data inpu error,so allowin a WRFIM adjustment would not have an effect overincentivising forecasts. 
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Non-confidential11. The impact of the FD
OverviewAs a result of the FD, YWS would have to step away from its customer-supported Business Plan and focus on short-term activities. This shift infocus will result in material harm to YWS and its present and futurecustomers. Nothing in Ofwat’s responsive submissions has refuted thisposition.This Section builds on the overall harm that will be caused if the FD wereto stand: 

 The final conclusions of the Arup report on the resilience impactsof the FD. 
 A case study addressing the impacts of the FD on YWS’s watermeter replacement programme. 
 An analysis on the bill impacts of the FD on YWS’s futurecustomers. 
 An explanation of the way in which the FD leaves YWS exposedto events that are outside of the company’s control (e.g. extremeweather events), and how this creates further pressures and focuson short-term mitigations, as opposed to long-term resilientplanning.The consequences of these risks materialising (and revenues reducingto a significant extent) is that YWS would have no choice other than tofurther revise its Business Plan – moving it even further away from thewell-balanced and customer-supported plan it put forward – to a planthat potentially cuts costs to an even greater extent, pushing even morelegitimate costs into PR24.The FD therefore essentially amounts to asking YWS to “take its chances” that Ofwat’s plan will be successfully delivered, and that no event willoccur to create additional pressure, in the face of weakened regularitymechanisms to manage that uncertainty.The YWS Board was unwilling to take this risk and had no choice but torequest a redetermination by the CMA. 
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Non-confidential
Introduction11.1.1 As explained in the SoC (paragraph 283) and throughout this Response,the flaws in he FD combine to mean that YWS has not been allowed thefficie t costs nec ssary to deliver its Business Plan, nd faces downsidskew in its expected risk position when considered at an overall packagelevel. As a result, YWS would have to step away from its customer-support d Business Plan, by reducing its pr gramme of capitalnvestment and diverting its resources and focus to the management ofits pena ty exposure.11.1.2 YWS relie upon and repeats the position set out in the SoC (atparagraphs 285 et seq.) n the ma e ial harm to YWS and its present andfuture customers that would esult from this shift in focus. This includes:the erosion of YWS’s long-term resilience; an increased requirement forsuboptimal investment decisions, burdening future generations with thecost of capital investment that should be made today; the need to focusn less environmentally appropriate solutions to meet YWS’s WINEPobligations; and the stifling of YWS’s innovative flood-defence schemein Hull and Haltemprice.11.1.3 Nothing in Ofw t’s submissions has refuted this (in fact, as explainedbelow, O wat has not responded at all to YWS’s submissions on theerosion of its resilience).11.1.4 In this Section of the Response, YWS provides the followingsupplementary information on the impacts of the FD:(a) TohfneltyhfpeinraFelDlicmo(rinnecfaelrurysreiwodhnestonoiftnhtehtehSeoArCSuowpCarsaetpsuopbratmraoignttreathdpe.hr2e9si4li)e,nwcheicimh pwaecrtes(b) Amectaesreresptuladcyemadednrtepssrionggratmhemiem. pacts of the FD on YWS’s water(c) Ancustoanmaelyrs.is of the bill impacts of the FD on YWS’s future(d) Anheaedxrpoloamna.tion of the adverse effects of the FD on YWS’s financial 
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Non-confidential11.1.5 YWS has also annexed a cas study on its WINEP programme to thisResponse, which addresses the detrimental effect that the FD would havein this area.27511.2 Third-party submissions on impacts of the FD11.2.1 Before tur ing to this supplementary information, YWS notes that itsposition on harm has been fully endorsed by numerous independentthird parties in their submissions to the CMA. The parties in question areeminently well placed to comment in this area a d YWS requests thathe CMA give due weight to their views. Pertinent quotes are set outbelow.11.2.2 City of Bradford Council:“I herefore share YW’s concerns t at the ov rall approach todetermination will force a focus on short term performance at thexp nse of long term nvestment and re ilience for futuregenerations a d that it will prioritise solutions that deliver shortterm operational outcomes, even where this has a clear negativeimpact on the environment. …YW are key and trusted partners both here in the Bradford Districtand across Yorks ire. They perform well o key measures andtheir plans have the support of customers. In the interests f ourlong-term sustainability and resilience, our young and growingpopulation and our efforts to tackle inequalities I would ask thatyou support th call for a redetermination and take YW up on theiroffer to engage.”27611.2.3 Don Catchment Rivers Trust:“Short-termism i hibits innovation, yet this is what is required ifwe want promising approaches like Nature-based Solutions andcatchment-scale thinking to be adopted alongside traditionalhard engin ering and decision making approaches. The b fitsthat Nature-based Solutions could offer in terms of energysavings, h bitat improvements, water quality gains and as blue-green infrastructure are immense. However, YW are now being
275 Annex 19, YWS: WINEP Case Study.276 S
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ford Council: Representation to the CMA (May 2020). Available:https://assets.publishing.s rvice.gov.uk/media/5ec502a0e90e071e28843688/City_of_Bradfo 
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Non-confidentialpushe2d77 by Ofwat’s final determination towards short termfixes.” 11.2.4 GIIA: “… it is GIIA’s beli f that Ofwat has not found the correct balancein its 2019 price determinations, placing too great an emphasis onshort term affordability to the detriment of longer-termsustainable investment objectives whilst undermining the abili yof water companies to deliver t e performance improvementsand investments their customers have signalled they wish to see.One of the impacts of this approach will be to load even morecosts for future essential investm nt on to consumer bills beyondthis 5-year period, which is neither cost efficient or fair in term ofintergenerational equity.”27811.2.5 Aire Rivers Trust:“WisedaerteerfmuritnhaetrimonorceoucoldncresrunletdinthYaWt Sthbiseifninganucniaabl lceonostcroainnttisnuoeftheir succ sful effo t to work more collaboratively withcommunities on flood risk management, water resource efficiencyand water quality improvements. …… the requirements for Phophorus removal from sewag efflu ntswill, under the proposed regime, l ad to an increased use ofc e ca s with t e resultant increased pollution risk from thosechcermeaicsealsinantdrantshpeoirrtreinsicdiduenscdeisacnhdargceodstsinanfidnalbyeffpluroenmtos,tinagn 
enmvebsetdmdeendt cainrbohnaredquiinrefrmasetnrut.cAltutrernaintcivre,aasepprtohaechecos,msupcahnya’sintegrated catchment management or Biologica NutrientRemoval are available th t could address this challenge in apotentially more sustainable and financially more effective 

Available at:277 ShettepsE: x/ h/aisbsietts068,.pubDolishningC.asetcrhmvicee.gnot v.Ruive srk/meTrdui :tsa/5eRcep50 ser2b naee itat90e tno071eo2at eh937fCffMA/Do (n_MCayatc 2h 020)men.t_Rivers_Trust_submission.pdf.278 See Exhibit 069, GIIA: Representation to the CMA (May 2020). Available at:https://assets.publishing.service.gov.uk/media/5ebebc8986650c27971c15cf/GIIA_Redacted _.pdf. 
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11.2.6 Hull City Council:“A flood-prone city like Hull requires innovative green soluti nsto be built into the fabric of the ci y in order to make the c ty morresilient and, at the same t me, fit within the societal fabric of t ecity. A reduction in funding would substantially threaten thability to implement these vitally important and innovativeschemes, which draw upon the expertise of many in the LWWP. …I remain hugely concerned that Ofwat’ decision not to allow asignificant amount of the funding Yorkshire Water had plannedfor th city risks adversely impacting the substantial progress thathas been made and that has been planned. …Toheouwroprklawnsit.hWYeohrkasvheirceoWmaptlerteodntChietyfiWrstaptehraRsesoilfietnhcisewisocrekntnradlthe second phase now requires an in-depth analysis of the WaterResilience Fr mework, su ported by LWWP and funded throughYWS as it relates to the optimisation of its sewer infrastructure inthe broader city-wide context. This work and the LWWP isfundam ntal to the city achieving its growth ambitions andobjectives moving forward.”28011.2.7 East Riding of Yorkshire Council:“The Council believes that full fund g of the proposals set out byY rkshi e Water in their business plan and continuedcollaboration between all Living wi Water (LwW) partners is theonly possible way to ensure that the East Ridi g and Hull areabecomes more resilient to extreme weather events.”28111.3 The impact of the FD on YWS’s resilience11.3.1 In paragraphs 286-299 of the SoC, YWS explained that one of the keyimpacts of the FD would be material harm to its resilience, by forcing
279 See Exhibit 070, Aire Riv rs Trust: Representation to the CMA (May 2020). Available at:https://assets.publishing.service.gov.uk/media/5ec5028986650c2791ec71b2/Aire_Rivers_Trust_submission.pdf.280 See Exhibit 071, Hull City Council: Representation to the CMA (May 2020). Available at:https://assets.publishing.service.gov.uk/media/5ebebca986650c27955a89ba/Hull_City_Council_Redacted.pdf.281 See Exhibit 035, East Riding of Yorkshire Council: Representation to the CMA (May 2020). 
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Non-confidentialYWS away from long-term capital investment towards reactiveoperational expenditure. It is noteworthy hat Ofwat does not addressthese paragraphs in its Reply, preferring instead to mischaracterise YWS’sposition by suggesting that it seeks a blank check to improve resilience,a claim which YWS categorically refutes (see paragraph 2.13.1 above). Itmay therefore be assumed that Ofwat doe not contes that YWS wouldsuffer the harm described and considers this a price worth paying to keepbills as low as possible.11.3.2 Indeed, Ofwat could not credibly co test that such harm would beunlikely to arise, since t is has now bee inde endently verified by up.The following paragraphs of this Response expl in the process that Arupimplemented to reach this conclusion and what this means in practicefor the resil ence of YWS’s systems.11.3.3 YWS commissioned Arup to undertake a strategic review of its resilience,in an effort to understand the impact of the FD on this relative to what itwould have been had Ofwat accepted it Business Plan. As p rt of this,Arup updated a review of YWS’s resilience maturity that it hadundertaken in 2018, using the same methodology.11.3.4 Arup’s approach utilised YWS’s resilience framework (as described n theSoC at paragraph 288). This embodies five aspects of resilience:sistance, Reliability, Redundancy, Response & Recov ry, andRe lection, the first four of whi h are aligned to Ofwat and the CabinetOffice’s our categories of effective infrastructure resilience. It employsra ings from British Standard 65000 to score the maturity of YWS’si ternal systems in relation to each of those fiv aspects, when(notionally) subjected to a range of internal and external shocks andstresses.11.3.5 For example, in assessing the Reliability of a given system (say, waterdistribution), there is a six-point scale:Maturity Level of protection against the shock or stress under considerationS 
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ong erm, cons ere o e n us ry es prac ce5 L t id d t b i d t b t tiTable 27: reliability six-point scale.11.3.6 Ther is a similar six-point scale for the other four aspects of theresilience framework.11.3.7 The key point to note for present purposes is the step change in qualitywhen the score drops below three, indicating tha the system is no longeat the industry-standard level of maturity. This statement is also true forR liability and Redundancy. As regard Response & Rec very, a scorbeneat thre indicates that there is only a generic plan for this in place(though impleme ted over several years) rather than a specific plan. Asregards Reflection, t ndicates evidence of previous learning havingimproved resilience in isolation (though consistently over several years)rather than its informing system-wide improvement.11.3.8 Once the scores have een derived for each of the five spects, an overallmaturity score is ascribed to the system by taking their average. It followsfrom the foregoing considerations at an overall score of less than threeindicates that the system is below the industry-standard level.11.3.9 This framew rk was well-r ceived by Ofwat in the FD,282 indicating thatOfwat was content with the robustness of the conclusions it produced:“YW’s business plan does provide high quality evidence of howthe company identifies and assesses risks to re ilienc , includingtaking a systems-bas d approach to risk assessment. It alsodem nstrates good vidence of emb28e3dding natural capitalapproaches to its resilience framework.” [emphasis added]11.3.10 For the purposes of Arup’s updated analysis, it assumed that thelikelihood of shocks and stresses was constant between 2020 and 2050.Analysis undertaken by YWS indicates that this is a conservative view. Inparticular, this analysis shows that the likelihood of extreme heat eventsis expected to rise from around 17% to 48% per annum during thatperiod and the likelihood of extreme rainfall events from 29.5% to 38%. 

282 Ofwat did suggest some areas for improvement in linking the maturity assessment to theBus ness Plan, though this does not concern the robustness of the resilience framework itself.283 Exhibit 029 (SoC), Ofwat: ‘PR19 final determinations: Yorkshire Water final determination’(December 2019), page 27. 
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Non-confidential11.3.11 Despite these conservative assumptions, Arup’s conclusions confirmhat the FD would cause material harm to YWS’s resilience as comparedto the position under the Business Plan:(a) Tthhee masasteusrsimtyeonft sfohourwsofthitast,sifysYtWemS accilel phtaevdethderoFpDp,ethebnebloyw20th25eindustry standard as compared to where YWS would have beenunder the Business Plan: water treatment and drinking watersafety; wastewater collection; customer service; and humanresource planning and management.(b) Asth sumatinPRg 1th9a, tthOefwsaittu’satFioDnabt yPR220430isissumbsattaenritaivlleylywtohres s,aamsethaesmaturity of four mo e of YWS’s ystems will have dropped belowthe industry standard: water distribution; wastewater treatmenta d effluent disposal; sludge treatment and bioresources; andenabling business and support services.(c) Banyaleyxstersa,pArolautpingconthceludtreenthdast, inbdyic2a0t5e0d, eblyevtehne o2f0Y2W5 Sa’sndsix2t0ee3n0systems are projected to be below industry stan ard.11.3.12 The following table sets out some of the direct and indirect impacts oncertain of YWS’s systems as highlighted in Arup’s report.284
System Resilience Quality Impact of FD (direct or in-direct impact)285Im d 

284 Annex 08, ARUP: Strategic Resilience Review (May 2020).285 Direct impacts are decisions made by Ofwat in the FD; indirect impacts are decisions madeby YWS in delivery planning that are a consequence of both (or either) funding decisions orservice shift decision in the FD. 
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Non-confidential
Company impacting on service levels, due to reducedSt t f di (di t) 

Table 28: impacts of Ofwat s FD on YWS s systems.11.3.13 The key point for th CMA to b ar in mind is th t Arup’s analysisconcerns YWS’s long-term resilience, and thus even a small erosion ofYWS’s resili nce scores over one five-year period can signal seriousconsequences for the future. This is illustrated by the significant erosionof YWS’ resilience that is demonstrated by Arup if the trend started bythe FD is projected into the future.28611.3.14 Indeed, Arup’s overall conclusion was as follows:“This assessment of the effects of FD19 (and a potential repeat atPR19) on YW’s resilience maturity has shown at a high level that,although the effects can be quite subtle, Ofwat’s determinati ncuts acros its statutory duty of ensuring a resilient water ector.Ongoing soci tal vents re sh wing the consequences of adefinition of effici ncy that is so narrow hat it excludes anyrelationship between levels of expenditure and resultantperformance (current or future).”28711.3.15 YWS endorses this conclusion and would invite the CMA to take intoaccount this robust third-party view on the harm that would arise to YWSif the FD were allowed to stand.11.4 Case Study – Water Meters11.4.1 In the parag aph 294 of the SoC, YWS gave a number of exa ples ofhow the short-term approac forced upon it by the FD would manifestitself in practice, one of which concerned the effect on its programme ofwater meter replacement. YWS explained that its historical approach to
286 nnex ‘ ra eg c es ence e ew’ ay , pages 6, 8 and 10.287 Annex 08, ARUP: ‘Strategic Resilience Review’ (May 2020), page 22. 
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Non-confidentialreplacement (as reflected in its Business Plan) was to do so when theybecame “asset life expired” but that the FD would force it to adopt apolicy of “fix on fail”. YWS also explained that this would have a numberof negative impacts.11.4. The foll wing paragraphs ar intend d to provide the CMA with furtherdetails of this issue. As noted above, Ofwat has not contested YWS’sposition in this regard, and i therefor taken to have accepted that theconsequences YWS describes will indeed flow from the FD.11.4. YWS h an asset stock of 1,361,877 customer meters and each meteras an asset life of 15 years measured from the date of installa ion. YWS’shistorical appro ch has been to programme the replacement of meters(on a rolling basis) when they reach the end of t ir asset life. Thealternative approach is to replace the meters only when they fail, whichis referred to as “fix on fail”.11.4. Under the programme of replacement that informed its Business Plan,YWS planned to replace 266,000 meters in total during AMP7 as theyreached the end of their 1 -year ass t life. This represents 19.5% of thetotal asset stock. A further 598,000 were planned to be replaced in AMP8(43.9% of the total asset stock).11.4. However, as explain d in paragraph 294 of the So , in order to meetUQ targets for the comparable Performance Commitments in theabsence of the funding necessary to do so, YWS has been forced toreconsider the balance in its Business Plan between long-term capitalinvestment and short-term operational expenditure.11.4. As part of this, YWS decided to reduce the n mber of meters to bereplaced in AMP7 by 73%. This equates to a reduction of £27m in Capexduring AMP7, which YWS could then move to its Opex budget. Thus, themeters in question will only be replaced during AMP7 on a fix or fail basis.11.4. However, the replacement of the meters cannot be deferred indefinitely.The meters in question must be reprogrammed for replacement ur ngAMP8, meaning that the total number of meters to be repl c d duringthat period has increased from 598,000 to 792,058. The increase in meterplac s in AMP8 will have an indicative increase in Capexrequirement of £27m.11.4. Moreover, as meters remain in operation beyond their asset lives, therate of meter failures (or their automated meter-r ading components)will increase, with the following impacts on customers:(a) Reduced billing accuracy due to inaccessible consumption data. 
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Non-confidential(b) Ttoimeentaenrdthinecpornovpeenriteyn. ce associated with allowing a meter reader(c) Cudsutocemde,r tehxrpoeucgtahtiounnsatntoaitnbaebilneg meette, randdalteaveolsr omf saenruviacle mbeeitnegrreadings.(d) Ivcmauulpnsaeecrstascbolenocnceursnct,oufmsotloeomrwgeinroguwmpesel.ld-bAiaeccionolgvd,ercaaeglslepteocfiarbelolaygduasmcmaolelnetgersr. mofoterne(e) Tt he bineahbaivliitoyutroal dneuldivgeerstoabcouustormedeurscinthgrowuagthermuosadgeernnmeeedtedrinignthe face of climate change and related environmental factors.11.4.9 In summary, t e impact of the FD in this a a means that desirableconsumer behaviour change may be more difficult to promote,ustom rs may be inconvenienced by failures, and future customers willcarry the increased future meter replacement costs in AMP8 (i. . 2025 to2030) – costs that would more fairly be borne during the current AMP7period.11.4.10 YWS would invite the CMA to consider the third-party submission ofWaterwise in this regard, particularly its view on the false economypresented by Ofwat’s short-term approach:“Yorksh re Water has highlighted to Waterwise that it does nobelieve it has suffici nt funding in the final determination to meetits water mains asset health target, and also that it will need tomove from the existing approach of replacing water meters whenthey reach the end of their asset life to a new approach ofrepl cing them only when they fail. We believe such a shift willnegatively impact customer perceptions of water meters at timwhen a option of meters is a key element in driving down leakageand reducing domestic water use – as well as impacting PCCreductions themselves. We were very supportive of YorkshireWater’s PCC reduction target in PR19 - the most ambitious inEngland and Wales. …A f nal determination that results in reductions in custom r billswhilst risking investment in water efficiency and demandmanagement programme is a false conomy. Greater waterefficiency actually saves customers money. …Research undertaken through Waterwise into water efficiencylabelling indicates that reducing water consumption by around 
251274 



   

   

                                                                                                                                                                                                                                                                                                                                                                                                           

ym e

e
m

e iat
ehn u t oe

t i

Non-confidential20% could cut UK household water and energy utilit bills by£36bn over the next 25 years (£40 per household per year) (seelink). It is ironic therefore that a stated co mitment by Ofwat inthe final determinations to reduce customer bills b yond whatwas set out in draft determinations may put at risk water efficiencyprogrammes that can deliver savings of a similar magnitude. …Ultimately, when water companies have not made sufficientinvestment in maintaining and improving resilience, it is theircustomers and the environment that suffer.”28811.5 Overall impact of deferred expenditure11.5.1 Meter replacements are just one element of capital expenditure that YWShas been forced to defer by the FD.11.5.2 YWS has carried out analysis to understand the overall impact of thedeferral of expenditure, by modelling the effect on customer bills inAMP8. This analysis is based on the following assumptions:(a) Tinhvaetstmthentimtopashctorto-tf etrhmeotprearnastfieornabl eetxwpeeennditluornegt-theartmYWcSapwitaaslforced to enact in AMP7 is reversed in AMP 8.(b) TBhuasitneanssyPlCaanpewxillrebqeuriereqmuierendt itnhathtewfaustuirdee.ntified as part of the
11.5.3 Table 29 below demonstrates that, on the basis of these assu ptions,the impact of the FD is that an extra £17 a year is added to customer billsin AMP8.11.5.4 The table shows two key blocks of cost movem nt, wh ch are thensummarised. The first block shows the impact of re llocating capex toopex in response to Ofwat’s DD (detailed in SoC, paragraph 293), andthe second block shows additional adjustmen s YWS is forced to makeas a result of the FD to minimise service impact.11.5.5 At a high level, the capex represents deferred asset maintenancexpenditure and the opex activities commenced in t e AMP7 period (dueto capex reallocation), which must co tin e into the next price con r lperiod, until capital maint nance expenditure can mitigate the impact ofreducing opex in those areas. 
288 See Exhibi 072, Waterwise: Representat on to the CMA (May 2020). Available at:https://assets.publishing.service.gov.uk/media/5ebec021d3bf7f5d3955036b/Waterwise_Redacted.pdf. 
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T bl 29: t t l i t f th FD d f d dit erunepxeerreenoeocapmaoea .11.6 The reduction of YWS’s financial headroom11.6.1 Given the multiple flaws in the FD, it might appear that YWS’s decisionto reject it would h ve been a simple one. Ofwat’s response to YWS’s DDRe resentations was very limited in the context of the major i sues angaps id ntified. However, YWS’s decision to eject the FD was reachedonly after a detailed analysis of what a delivery plan constrained by theflawed allowances and targets in the FD would mean in practice. This isof cou se the basis on which YWS has to run the company during theredetermination process.11.6.2 The onc usion of YWS’s analysis was that it would b possible to d partsufficient y fr m the Business Plan so that, in a limited numerical sense,YWS could no demonstrate automatic failure of the credi metric r tiosused as he criteria for fina ceability on an actual basis. For the avoidanceof doubt, this i no w y con licts with YWS’s position that Ofwat has mis-identified the notionally efficient firm, hereby making it uninvestable,and has therefore not discharged its duties.11.6.3 This delivery plan position could be reached only as a result of m jordepartures from the Business Plan, creating the extensive harm andintergenerational unfairness identified in Section H of the SoC. Moreover,YWS’s confidence in h delivery plan was significantly compromisedsince it depended entirely on nothing ‘going wrong’ during AMP7. Inother word , while the plan appears ‘deliverable’ on a narrow set ofassumptions, the probability that those assu p ions will not be fulfilled– and that, consequently, YWS will face a materially worse downsideposition than at already implie by the FD – is very high. This,combined with the harm created by departing from the original Plan, waswhy the YWS Board was unable to accept the FD. 
253274 



   

   

                                                                                                                                                                                                                                                                                                                                                                                    

ne
e e te l epe nn

ewould e
a ho tn

r impactn ehh are

11.6.4
11.6.5 

11.6.6 

11.6.7 

Non-confidentialAs will no doubt be evident to the CMA, with the onset of the Covid-19pandemic, something has already ‘gone wrong’, thus underscoringYWS’s concerns.In reaching its decision, the Board was mindful of the followingconsiderations:(a) The impact of ODIs changed significantly between PR14 a dPR19. The vast majority of ODIs in PR19 are ‘in p riod’ – meaningthat revenue is at risk throughout the AMP in question.(b) Tcohme PpRar1e9dpteonPRalt1ie4swahreraelspoenalallntioswwrerceovaeprpabieled thortohuegRhCrVe.vWenhuilee,PR14 penalties and rewards were substantially lower, and subj ctto an overall ‘cap’ of 3% RoRE, no such rotection for customersor the company xists at PR19. A et penalty of 3% RoRE perannum is equivalent to £90m revenue risk, or £450m over theAMP. Of course, as there is no cap o this risk, nor any mitigationsfor events outside of management control that could affectpenalties, theoretically this risk is unlimited.(c) The most likely outcome in relation to the PerformanceCommitm nt / ODI package (the P50) in the FD was that YWSface penalties in every year of AMP 7, and that penaltywould account for a significant proportion of YWS’s availablheadroom each year, limiting the company’s ability to manageunexpected items outside of management control.(d) Tsdihrgoenuifdgicehaltinvwet eroyrreppnlraontlofwnagactseodbreadsdevidnetrosoenthcaeovnmedroaitgsiotenliswkeseluaycthpeearnsacfloloynodpdiotiinsoignti,soon–r.As noted above, YWS’s a alysis suggests extreme weather eventswill become more likely in the coming period.YWS carried out fu ther analysis that captured the possibleassociated with severe weather, including capturing the penalty impactof weather events by estimati g a P90 level. Where possible, theestimates of return rates on events wer taken from recent events andt erefore excluded the impacts of longer-term factors such as climatec ange, so this analysis should be considered conservative.The modes of failure differ across the clean water and wastew ternetworks. Although the true nature of failu is complex andmultifaceted, at a broad level the primary factors are:(a) The clean water network responds to extremes in temperature. 
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Non-confidential(b) Trahienfawlal.ste water network responds to extremes and volatility in
11.6.8 The analysis showed that adverse weather c nditions could increase therisk of penalty by £18m in year one and up to £24m in year five over andabove that already forecast at a P50 level. This level of penalty removesheadroom that should be reserved to deal with unexpectecircumstances, ot cover penalty payments for situations beyondmanagement control.11.6.9 The analysis of scenarios to est ate the penalty position that YWS willface is crucial, because of the impact on headroom caused by the in-period realisation of penalty and reward. In oth r words, performa ce inyear one of AMP7 will have a direct impact on revenues collected in yearthree, and so on through to year two of AMP8.11.6.10 This concern is exacerbated by the fact that all mechanisms to allowcompanies to recover legitimate costs over and above the allowed costsin AMP7 do not crystallise until AMP8, so the only plac where thepressure on revenues and costs can sit in the AMP is on the company’sheadroom. Moreover, previous protection mechanisms have beenweakened and delayed (e.g. Totex sharing rates). The new mechanismdo not a low full recovery of costs – for example, the protection for ratescosts only pays out 75% of any overspend despite this being essentiallya tax that companies must pay, as set out in paragraph 3.68.3 of thisResponse.11.6.11 The Board therefor faced a significant decision: accepting the FDessentially meant accepting a significant risk that circumstances beyomanag ment control would lead to a further erosion of headroom andrevenues, causing even greater pressures on the actual required costs.To address this and preserve headroom, YWS would be f rced to makeadditional short-term decisions and push further costs into the future.11.6.12 In other words, should the risk material s and reve ues reduce to asignificant extent, YWS would have no choice other than to further reviseits Business Plan – moving it even further away f om the well-balancedand customer-supported Business Plan it put forward – to a plan thatpotentially would cut costs to an even greater extent, pushing these intoPR24.11.6.13 This essen ially amounts to a king the company to ‘take its chances’ that its most like y plan will be successfully delivered, and that no ventwill occur that will require it to use its headroom to replace lost revenue, 
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Non-confidentialin the face of weakened regulatory mechanisms to manage thatuncertainty.11.6.14 Th YWS Board were unwilling o take this risk, and had no choice butto request a redetermination by the CMA. 
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Non-confidential12. Potential Remedies
OverviewYWS’s evidence in these redetermination proceedings has shown thatthe FD materially underfunds YWS to deliver its Business Plan and causesa significant downside skew in its risk position. YWS has also shown thatthe notionally efficient firm would not be financeable under the FD.Ultimately this is due to the flaws in the Ofwat’s approach having createdtwo fundamental disconnects: that between costs and outcomes; andthat between risk and reward.This Section addresses ways in which the flaws in the individual buildingblocks of the FD may be addressed, in an effort to reconnect costs andoutcomes, restore the overall balance between risk and reward, andensure that the notional firm is financeable.YWS respectfully requests that the CMA adopt an objective, evidence-based approach to its analysis, and ensure that the remedies worktogether to restore the required balance at a package level.
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12.1.1 YWS s evidenc in these redetermination proceedings has conclusivelshown that the FD materially underfunds YWS’s ability to deliver i’ tsBusiness Plan (either in its original form or with Ofwat s unjustif edyintervention in the PC/ODI package) and causes a significant downsideskew in its risk position. YWS has also shown that the notionally efficientfirm would not be financeable under the FD.12.1.2 This is due to the fundamental flaws in Ofwat’s approach creating twomaterial problems: a dis onnect between the setting of costs andoutcomes, and a disconnect between the risk and return that YWS faces.12.1.3 The unavoidable consequence of the FD, if it stands, is that YWS wouldhave to step away from its Business Plan, which was firmly set in thecontext of YWS’s long-term strategy, supported by its customers andstakeh lders, and already contained a significant degree of stretch interms of c sts and utcomes. The gap created by Ofwat’s interventionsis simply too wide to bridge. 
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Non-confidential12.1.4 This would cause material harm to YWS and both its current and futurecustomers. As has been evidenced in this Response, t e flaws in the FDresult in harm to the r silience of the company and push costs into futureAMPs causing intergenerational unfairness. It is necessary to add essthese flaws, not only in respect to PR19, but also with a view to ensuringsimilar mistakes do not occur in PR24.12.1.5 YWS is aware that there is a wi e range of issues to be consid red in tFD, and this section is intended respectfully to suggest to the CMA thepotent al remedies that YWS believes are required.12.1.6 The ultimate goal of any package of remedies must be to reconnect costsand outcomes and restore the balance between risk and return hat is soevi ently lacking in the FD. It may be conceptually helpful for the CMAto distinguish the procedural and substantive aspects of this.12.1.7 In relation to procedural aspects, in making its redetermination, YWSwould encourage the CMA to: (i) examine expected returns and riskbased on the total ty of the PR19 price control, as well as consider hedetail of each individual element of the control (including but not lim tedto risk analysis of YWS’s PC/ODI package); (ii) factor risk and uncertaintyanalysis into its assessment of financeability and, in particular,investability; and (iii) consider the coherence of the direction andmagnitude of changes to returns, risks and capital structure for a notionalfirm.12.1.8 Focusing on substantive aspects, the correct remedy is to ensure that,when one nsid rs the PR19 redetermination in its totality, the returnn offer is commensura e with the isk, ensuring that appropriat levelsf investment can be attracted in order o deliver the se vice levels andoutcomes YWS’s custome s wa t. Whilst the following paragraphs f thisSecti n outline remedies relating to specific aspects of the price controlmore detail, at a high level, this requires some combination of: (i)increasing YWS’s overall allowed efficient costs; (ii) setting moreachievable outcomes targets (i.e. where, based on robust antranspare t evidence, it is clear that they reflect the expec edperformance of an efficient firm, after regional circumstances beyond thecontrol of management have been reflected); and (iii) setting a higherWACC than that proposed by Ofwat.12.1.9 I the following paragraphs, YWS suggests ways in which the flaws in theindividual building blocks of the FD may be addressed, in an effort toreconnect costs and outcomes, restore the overall balance between riskand reward, and ensure that the notional firm is financeable. 
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Non-confidential12.1.10 As the fundamental flaws that have caused YWS to request aredetermination are e disconnect between costs and outcomes andisk and return, i.e. the “in the round” assessment, YWS respectfullyrequests that the CMA adopt an object ve, evidence-based approach toits analysis, d ensure that the r medies work together to restore therequired balance at a package level.Determining the appropriate efficiency benchmark12.1.11 Ofwat has not just fied its choice of benchmark at any stage during thePR19 process (nor did it do so at PR14), yet it has incre sed the stringencyof the benchmark without providing any evidence that the quality of itsmodels has materially improved. Ofwat concedes that its decision late inthe process is not based on a revised assessment of the quality of itsmodels, but is based o an arbitrary assessment of the degree of stretchand in isolation from any consideration of performance targets.12.1.12 YWS has provided evidence that, on an outturn basis, there is a verysignificant amount of statistical oise in Ofwat’s models, which has ahighly material impact on company effic ency scores, their identific tions being efficient or o herwise, and their cost allowa ces. The a alysisalso demonstrates that the level of st tistical noise increases, and themodel quality deteriorates, when estimated using forecast data.12.1.13 In considering the appropriate level at which to set the benchmark, thequality of t e models and certainty of results should be taken intoaccount. If there are high levels of uncertainty, or concerns about howreliable s atistical predictions for costs are, then evidence and precedentsuggest that an average benchmark is appropriate. Such an approachwas previously adopted by the CMA at the Bristol Water price controlenquiry.Appropriate application of frontier shift12.1.14 Any efficiency challenge b sed on a long-run trend in productivi yimprovements from comparat ve sectors must be robustly justified toensure that the targets are achievable.12.1.15 Since frontier shift assessment s a forward-looking expectation that ismput from historical information, there is a higher level of uncertaintyinvolved in its determination than in catch-up efficiency assumptions.Ofwat’s approach suffers from several methodological flaws, has notaddressed these uncertainties sufficiently, and has overstated the scopefor frontier shift. 
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Non-confidential12.1.16 Ofwat’s frontier shift target of 1.1% p.a. is based on the upper end ofthe range of 0.6–1.2% p.a. estimated by its consultants, EuropeEcono ics.22890 YWS has outlined the limitations of Ofwat’s frontier shiftassessment, which included:(a) ashmiftiselestaidminagtesa;pproach to defining the range of feasible frontier(b) aanrguentj;uasntidfied focus on the upper end of the range to set the(c) tchoestinbcaosenss.istent application of the frontier shift target to some
12.1.17 Moreover, in the FD, Ofwat continues to rely on flawed evidence fromKPMG and Europe Economics to indicate that an even-higher scope forroductivity improvement is feasible. This gives a false basis of the truepotential, which is lower than the 1.1% p.a. target that it set.12.1.18 Following a more robust methodology - wh reby (i) only completbusiness cycles are c nsidered. and (ii) relevant comparators araggregated base on Yorkshire Water’s outturn cost structure - a ValueAdded based productivity measure results in frontier shift targets of 0.8%p.a. and 0.75% p.a. for wholesale water and wastewater respectively.291WINEP enhancement expenditure12.1.19 YWS’s p-removal programme is unlike that of the rest of the industry.p-removal obligations can be divided between two major legisl tive costdrivers: the Wa er Fram work Directive and the Urban Wastew terTreatment Directive.292 Nearly all of YWS’s load (97%) on p-removal isdriven by UWWTD obligations.293 This is in contrast to all other
289 Exhibit 073, Europe Economics: ‘Real Price Effects and Frontier Shift—Final Assessment and
290 Response to ompany Representations’ (December 2019), page 79.Annex 09 (SoC), Oxera: ‘Issues with Ofwat’s frontier shift assessment in PR19’.291 Our approach conside s an average of t e weighted and unweighted averages. This isconsi tent with the approach followed in xhibit 074, Oxera: ‘Issues with Ofwat’s frontier shiftassessment in PR19’, prepared for South East Water Ltd (August 2018).292 Exhibit 008 (SoC), Ofwat: ‘Securing cost eff ciency technical appendix’, page 104.293 This i cludes sites driven by dual obligations, where both UWWTD and WFD drivers arepresent. The UWWTD driver may or may not have the most stringent consent levels.However, in the remainder of is section we show that there is both statistical andoperational evidence to suggest that UWWTD obligations may still be more costly to meetthan WFD obligations. 
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Non-confidentialcompanies, where less than 55% of the r load is riven by U WTDobligations. These mat ers are explained in further detail in the WINEPcase study annexed to this Response.12.1.20 There are strong operational reasons why UWWTD obligations aremore co tly to meet than obligations under the WFD. As a result, YWSestimates in its WINEP plan that the unit cost of meeting UWWT29D4obligations is almost twice a high as that of me ting WFD obligations.YWS has also provided statistical evidence o demonstrate that UWWTDobligations are more costly to meet than other legislative rivers.29512.1.21 Account ng for the differences in costs for the different drivers is vitalin determining an appropriate efficient level of expenditure. On behalf ofYWS, Oxera has developed models, modifying Ofwat’s exi tingenhancement models, to account for UWWTD drivers. The results a erovided in Annex 11. The adapted models have strong explanatorypower, robust statistical properties and operationally intuitivemagnitudes and sign . Indeed, these models have a smaller level ofuncertainty around cost predictions for YWS than Ofwat’s models.12.1.22 As highlighted above, t e choice of efficiency benchmark is alsoimportant here. Wh ther the benchmark is appropriate depends on thequality of the model and the underlying da a. If the model is p orlyspecifie and the data highly uncertain, the estimated model may not bable to distinguish inefficiency from omi ted variables and noise in thedata. Thus, a stringent benchmark runs the risk of being unattainable,and a less stringent benchmark may be appropriate.12.1.23 The models used to set th be chmark in WINEP enhancement areasare highly limited for three reasons:(a) tahevmroydsemlsaalrle seasmtimplaetesdizbea,2s9e6droensuoltnilnyg10inobaserhviagthiondse, gwrheiechoisfuncertainty; 
294 Where the unit is the length of river improved, which is YWS’s preferred measure. Exhibit066-049 (SoC), YWS: ‘Appendix 8g. PR19 WINEP Technical Appendix’, Table 3.6, page 45.295 Annex 11, Oxera: ‘Addressing Ofwat’s Response to Yorkshire Water Services’ Statement ofCase’ (May 2020).296 Esp cially when compared to Ofwat’s BOTEX plus models which, for wastewater, have 80observations. 
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Non-confidential(b) dadurlieivmetroitsetfdhoerrlacimenrgitteaeidno-nfsacmcoospmtlepdsariinzveiee,rstsh,a2e9r7emmliokedeaelynlsitncogabntehooantmlyiimattcepcdo;rmtaanmndtodcaotset(c) tahheigmhoedr edlesgarreeeeosftiumnacteerdtaoinntyfotrheacnasotudttautran,29d8awtah.ich is subject to
12.1.24 Given the significant uncertainty around the modelled cost predictions,Ofwat’s models are not of sufficiently high quality t set a stringentbenchmark. This is because doing so risks conflating oise in the odelwith actual inefficiency, resulting in an excessively stringent benchmark.12.1.25 Similarly, the application of f ontier shift is also an importantconsideration. Most compa ies already apply a frontier shift challengto the forecast enhancement costs, so there is a risk that this may bedouble counted if a frontier shift assumption continues to be applied.Hull and Haltemprice12.1.26 In redetermining th cost allowances for YWS, appropriate regard fort e unique requir ments for Hull and H ltemprice shoul be included.There is a clear need for the investment, and the proposed approach setout by YWS offers not just an efficient and multi-beneficial outcome focustomers in the region, including lower whole-life costs, b t a widerblueprint for addressing resilience issu s t roughout the industry. YWSwould also ote that governance of the schemes – to ensure adequateprioritisation, optimum design and efficient costs – has ad itionalover ight through the partnership from Hull City Council, East Riding ofYorkshire Council and the Environment Agency.Industrial Emissions Directive12.1.27 YWS’s sugges ed remedy for IED compliance costs is an uncertain ymechanism that would allow for cost recovery at the end of AMP7, withan adjustment to the Bioresource RCV, to reflect the actual costsincurred.299 The level of uncerta nty is similar to some aspects of WINEP.A similar protection mechanism for the WINEP programme haspreviously been accepted by Ofwat. 
297 Ofwat’s WINEP models contain nly two cost drivers compared to Ofwat’s waste er BOTEXplus models that have three cost drive s. Triangulate across all models, Ofwat’s WINEPmodels contain just three drivers compared to the ten drivers in wastewater BOTEX plus.298 In contrast, Ofwat’s BOTEX plus models are estimated using his orical data.299 For further detail see Annex 20, YWS: Industrial Emissions Directive Case Study. 
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Non-confidentialReconnecting costs and outcomes – possible remedies12.1.28 The solution to the costs-outcomes disconnect is to ensure that YWS isfunded at an efficient level to meet its targets.12.1.29 There are two main options for achieving this:(a) tahree sfiurfstficoieptntioton cisotvo rintchreeaasdedYitWioSn’asl ceoffsitciaelnlotwcaonsctsesthsaot tYhWatSthweiyllincur as it tries to meet its targets; and/or(b) the second option is t reduce its targets to the levels that arefunded by Ofwat’s FD cost allowances.12.1.30 In both cases, it is of course necessary to recognise any regional f ctorthat influence YWS’s efficient costs and/or achievability of the targetsrelative to other companies.UQ and Leakage Performance Commitments12.1.31 In relation to t e UQ and Leakage Performance Commitments, YWSconside s tha the first option – increasing co t allowances – is anecessary part of the remedy. YWS’s customers supported its plan todeliver improved performance and said that they were willing to pay forit.12.1.32 The first ption is also an enduring olution. This is because it reducethe risk of perpetuating the costs-outcomes disconnect that hasemerged during PR19. That is, if Ofwat again sets companies UQperformance targets in PR24 (as seems likely), it w ll be harder for thoscompanies that have not been properly funded to improve performancein PR19 to deliver UQ performance in PR24 – they will fall behind. It willthen be necessary to remedy this ‘legacy’ costs-outcomes disconnect atPR24, which may be harder and more costly to solve then than it is now.12.1.33 YWS note th there are regulatory mechanisms in pla e to mitigateany risks associated with adopting the first option. In particular, properlydesigned ODIs provide incentives for YWS to deliver the UQ perform ncethat its customers have paid for and, if it fails, to pay penalties instead.12.1.34 The first option is a sufficient remedy except in the case of InternalSewer Flooding, where YWS considers that a hybrid remedy involvingboth options is required.12.1.35 As set out in paragraph 264 below and in Annex 6 (YWS’s Internal SewFlooding Case Study), a hybrid remedy is required because it is neithercost efficient nor practicable for YWS to reduce the number of incidents 
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Non-confidentialat the rate required by Ofwat’s FD targets. This is because YWS’s supplregion contains the highest proportion of cellared properties of anysupply region i England and Wales. This feature of YWS’s supply regionposes operational challenges and costs that other companies do not faceto the same extent.12.1.36 Therefore, YWS considers tha an appropriate remedy in relation toInternal Sewer Flooding is to both:(a) iYnWcrSeawsiell idtsecliovestr;aallnodwances – to fund the AMP7 improvement that(b) increase the time to improve its performance (by reducing itsAMP7 targets) – to recognise the additional operationalchallenges and cos YWS faces compared to other companies, asa consequence of its regional circumstances.12.1.37 As part of implem nting this hybrid remedy, it woul of course benecessary to calibrate the increase in cost allowances and th reductionin AMP7 targets to ensure that costs and outcomes are connected.Other Performance Commitments12.1.38 In relation to all of the other Performance Commitments, the sameoverarching principle also applies: YWS should be funded at an efficientlevel to meet its targets.12.1.39 For these, YWS considers that the proportionate remedy is for the CMAto adjust its targets so that they are set at the levels supported by theextensive customer research that underpinned its Business Plan. YWSrecognises that the alternative approach, which would involvequantifying the additional efficient costs that YWS would incur to meetall of the remaining Performance Commitments, is unlikely to be feasible(given the time available to the CMA) or proportionate.Reconnecting costs and outcomes – implementing the remedy12.1.40 To implement the remedy for the UQ and leakage PerformanceCommitme s, the CMA will need to reach an evidence-based view o(a) the quantum of the additional efficient costs that YWS will incur inorder to meet Ofwat’s FD targets and (b) the appropriate alter ativtargets for Internal Sewer Flooding. Point ( ) is considered in theparagraphs immediately below, point (b) at paragraph 12.1.44 et seq.below.12.1.41 To assist the CMA in this task, YWS and its econ mic advisors haveexplored several different sources of data and methods for arriving at a 
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Non-confidentialrobust evidence-based view on the additional efficient costs that YWSwill incur to meet Ofwat’s FD targets.(a) Using evidence in YWS’s Business Plan. YWS estimated that itwould cost £300m to meet the UQ and Leakage PerformanceCommitments it proposed in its Business Plan and IAP response.Using the same underlying evidence, YWS has estimated what itwould cost to meet the UQ Performance Commitments in Ofwat’sFD instead. This analysis points to a figure in the region of£230m.300(b) Using the incremental costs submitted by companies toOfwat. Ofwat asked companies to submit their estimates of theincremental costs associated with meeting different levels ofperformance for the purpose of setting the ODIs. EconomicInsight has used this evidence to calculate the difference betweenwhat YWS is funded to deliver (the performance of the benchmarkcompanies) and wha it would cost to meet the UQ and LeakagePerformance Commitments i Ofwat’s FD301instead. This analysispoints to a figure in the region of £145m.(c) Using data env lopment analysis (DEA) benchmarkingmod ls. Taking the data used by Ofwat, Economic Insight hascreated alternative simple DEA models, which take account ofoutcomes performance. This analysis points to a figure in theregion of £245m.302(d) Augmenting Ofwat’s econometric models. As part of its SoC,YWS submitt d analysis developed by Oxera which shows thatthis is possible.303 
nnex 14, YWS’s estimates of meeting Ofwat’s FD targets.Annex 15, Economic Insight: ‘The additional funding needed to reach upper quartileperformance’ (May 2020).Annex 15, Economic Insight: ‘The additional funding needed to reach upper quartileperformance’ (May 2020); and Annex 17, DEA benchmarking models.See Annex 08 (SoC), Oxera: ‘Integratin cost and outcomes’ (March 2020). YWS notes thatOfwat has raise several concerns regarding the inclusion of service quality variables ineconometric models. These concerns are addressed in Section 3. Th y do not resp nd to thepoints made h re or in YWS’s SoC, hich is that Ofwat failed to develop a methodology thatis capable of reaching a robust forward-looking view of what it would cost YWS t deliverthe service levels set out in its FD, and that there were (and are) several methods for doingso. 
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Non-confidential(e) As regards Leakage only, adjusting YWS’s requestedenhancement expenditure in its IAP representations to alignwith a 15% r duction target. This would amount toenhancement expenditure with a value of £89.8m Totex (£55.5mcapex and £34.4m opex) being reinstated. See further atparagraph 12.1.64 below.30412.1.42 Of course, YWS recognises that there are inevitable uncertainties andlimitations associated with all of these sources and methods. But, at thisstage, the work clearly shows that:(a) ivtieiswpoofstshieblfeunadnidngpgroappoarntidonsaoteimtporoavrreivoenaOtfwanate’svaidsesenrcteio-bnatsheadtit is possible for YWS to deliver UQ performance within its basecost al owance;(b) afullnadninalgysgeaspcliesamrlaytceorinatl;raadnidct Ofwat’s assertion and show that the(c) tbaekeinntthoegreetghieorn, tohfe£a2n0a0lmys.es suggest that the funding gap could
12.1.43 The next subsection sets out YWS’s proposed alternative AMP7 targetfor internal sewer flooding. This is foll wed by YWS’s proposed remediesin relation to its other Performance Commitments.Outcomes – Internal sewer flooding12.1.44 In the Busin ss Plan, YWS submitted an ambitious customer servicedelivery profile for internal sewer flooding. This profile was based on apredicted AMP6 year 5 outturn (i.e. number of incidents) low r thanAMP6 regulatory targe , as a result of increased activity to ensure thebusiness was ready for the upper quartile challenge intended for AMP7.12.1.45 However, as detailed Annex 6 (a case study on internal sewflooding), despite YWS’s investment, it was unabl to reduce the numberof incidents to the level assumed when setting the Business Plan deliveryprofile.12.1.46 As part of its DD Representations, YWS highlighted the practicaldifficulties experienced in improving service to customers in such a shorttime frame. YWS proposed a revise AMP7 delivery profile, assumingthat the AMP6 years 5 out urn would be 840 rather th n 582 incidents.This proposed profile was still intended to achieve the same ambition set 
304 It should be noted that this amount is included in the £230m figure in paragraph 12.1.37(a). 
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Non-confidentialby Ofwat, but over a ten-year rather than a five-year period. YWS also(conditionally) offered to accept Ofwat’s refusal to allow enhancementcosts as a compromise position.12.1.47 In the FD, Ofwat did not take account of the delivery issues YWS faced,and retained the DD deliv ry profile, which means the company will befacing high penalties in the AMP7 period.12.1.48 All service positio s at each stage of th PR19 process, with statedexpenditure and penalty positions, are represented in Table 30 below: PenaltyAMP6 AMP7 ExposureYr5 Yr1 Yr2 Yr3 Yr4 Yr5 £mBP 582 401 386 372 358 345 0 DD 391 383 374 344 323 113 DD Rep 840 782 724 666 608 550 4FD 391 383 374 344 323 35Table 30: YWS’s internal sew r floodi g service ta gets during PR19 (nrof incidents per year and expected penalty exposure over AMP7).12.1.49 The significant change in the p nalty position from DD to FDfollows YWS’s proposed reallocation of expenditure from capex to opex.This reflects that fact that the FD will force YWS to engage in short-termoperational activi y to mitigate penalty exposure, at the expense oflonger-term investment.12.1.50 The actual outturn position for AMP6 year 5 is 1,123 incidents.This is an increase of 34% from the reforecast position in YWS’s DDrep sentation, or a 93% increase from the original Business Plan,refore making th stretch to the end of AMP7 year 1 even greater forthe business to achieve.12.1.51 Considering all the evidence it has submitted, YWS believes ainciple resolution of th s issue would be a reinstatement of theproposed delivery profile in YWS’s DD Repr se tations (though, aad ressed in paragraphs 12.1.28-12.1.43 above on reconnecting costsand outcomes, with the allowance of the required nhancements costs).This would still present YWS with a significant delivery challenge butreduce i s xposure to penalties to a more reasonable level, which wouldobviate the harm described in Section 3 above. YWS’s proposal is shownin Table 31 below:AMP6 AMP7 PenaltyERemedy Yr5 (outturn)1123 Yr1 Yr2 Yr3 Yr4 Yr5782 724 666 608 550 xp£m4 osure 
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Non-confidentialTable 31: YWS’s proposed remedy for internal sewer flooding.Outcomes – Mains repairs12.1.52 There are two key issues in relation to ma ns r pairs: (i) the relationshipbetween leakage and mains r pairs and (ii) he fact that Ofwat set thetarget by cherry-picking the best years of historical performance.12.1.53 On the first issue, YWS has been clear about the relationship betweenmains repairs and leakage, providing robust evidence to quantify this, aswell s mature asset deterioration modelling techniques to show anincreasing mains ailures rate over time.12.1.54 Whilst Ofwat finally acknowledged his relatio ship at FD, itsadjustment of the mains repairs target is still insufficient to recognise thull implications of the leakage reduction requirements, which will befocussed on ‘find-and-fix’ to achieve the reduction in the short-term. Asa r sult, YWS’s proactive mains repairs over AMP7 will be higher as adirect result of its leakage targets.12.1.55 Turning to the second issue, O wat has picked the mains repairs targetsby selecting a subset of years of relatively goo performance across theindustry without understanding performance drivers in e ther the yearspicked or those discarded. For example, in its analysis, it has ignoredthose years where more extreme weather events and harsher wintehave pushed active mains repairs higher, while cherry-picking yearswith fewer extreme weather events and relatively benign winters.12.1.56 This creates two potential types f harm for custom rs. Firstly, byincentivising metric that is subject to significant weather even s withoutmaking any allowance for th m, Ofwat is asking cu tomer to rew rdcompanies for the weather being goo (and conversely customers arrewarded for a company’s supposed poor performance when theweather is bad). Secondly, by setting the target at an unrepresentativelylow level unless the w ather remains benign for the entire five-yearperiod, Ofwat crea es the likelihood of penalties under a flawed incentivethat management cannot mitigate. This further exacerbates thedownside skew of incentives and the mis-identification of the notionallyefficient firm.12.1.57 Bot of the key issues are evident in YWS’s performance for 2019/20,which shows an outturn of 195 mains epairs (compared to YWS’spredicted otal of 250). The 2019/20 period had a relatively benignwinter, so the number of reactive mains repairs was signif cantly lowerthan expected. In contrast, the number of proactive repairs has beenstable (after the increase in 2018/19 as part of YWS’s early response to
268274 

https://focussedon�find-and-fix�toachievethereductionintheshort-term.As


   

   

                                                                                                                                                                                                                                                                                                                                                        

te
n e

263.89 249.45 235.08 220.83 220.09 
1 1 

250 250 250 250 
et e le

o
e e

R
r r Exposure£m1.25o ur19533: YW ’S 236. r r r rDDepT bl 1 227.5d 218.9d 210.3f 201.7i i

Non-confidentialthe PR19 Methodology’s challenge to reduce leakage). This means thatYWS’s mains repairs total over that period is lower han expected and,without th context above, gives a misrepresentative view of YWS’sproposed remedy.12.1.58 All service positio s at each stage of the PR19 proc ss, with statedexpenditure and penalty positions are represented in the table below:AMP6 AMP7 £mPenalty
00252.3430.7ng PR19 (MP7) 

ExposureYr5 Yr1 Yr2 Yr3 Yr4 Yr5FBP IAP 263.89 249.45 235.08 220.83 220.09RespDD 164. 164.1 164.1 164.1 164.1DD 236. 227.5 218.9 210.3 201.7250 186.1 183.6 181.0 178.4 175.8TRFDeapble 32: YWS’s mains repairs targets duri nr of incidents peryear and expected penalty exposure over A .12.1.59 Taking into account all submitted evidence, YWS believ s a principledresolution would be a reinstatement of the delivery profile proposed byYWS in i s DD Representations. As was the case for internal sewerflooding, this would still give YWS a significant d livery chal nge, but itwould reduce its exposure to penalties to a more reasonable level. Thisis shown in Table 33 below:AMP6 AMP7 PenaltyY 5 ( utt n) Y 1 Y 2 Y 3 Y 4 Y 5 
e s propose reme y or ma ns repa rs.aOutcomes – Leakage12.1.60 In its IAP response, YWS proposed a leakage reduction of 25% from itsexpected outturn of 269ml/day and an enhancement allowance of£136m to achieve this.12.1.61 At the DD Representati n stage. YWS proposed a compromise positionto Ofwat that leakage would be reduced by 15% (in line with the rest ofthe industry) with no enhancement costs.12.1.62 This was in line with Ofwat’s policy position that step changes in serviceshould not b funded through enhancement. However, this r quiredYWS to transfer around £65m of capex to opex, reflecting an inevitable 
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Non-confidentialreduc on in lo g-term asset maintenance in favour of increasedoperating expenditure to drive leakage reduction and minimisepenalties.305 

AMP6 AMP7 Penalty 
12.1.63 

Exposure £mYr5 Yr1 Yr2 Yr3 Yr4 Yr5FBP 234.6 205.0 198.3 190.5 182.8 175.0 0IAP Resp 269.0 255.6 242.1 228.7 215.2 201.8 0DD 269.0 267.6 246.8 236.4 235.9 215.0 13.3DD Rep . . . . . . .FDT 262 99.0 20 676 1 21 626 5 25 515 9 29 474 3 23 343 00 66.36 2 7. 2 2. 2 1. 2 7. 2 4. 3able 34: YWS’s leakage targets uring PR19.

All service positio s at each stage of th PR19 process, with statedexpenditure and penalty positions, are represented in Table 34 below: 

12.1.64 YWS considers that a principled resolution of this issue would be toretain the 5% reducti target (though, as ad ressed in paragrap s12.1.28-12.1.43 above on reco n cting costs and outcomes), with theallowance of the required enhancements costs.AMP6 AMP7 PenaltyY 5 Y 1 Y 2 Y 3 Y 4 Y 5 
a e s propose reme y or ea age.WACC12.1.65 As explained in Section 6, YWS considers that Ofwat has made anumber of ma erial errors in i s assessment of the WACC, ultimatelyeaning that it has been set too low. In view of the volatile curre tmarket posit on, YWS does not wish to be prescriptive in its suggesti nss to how this can be remedied but again requ sts that the CMA adoptan objective approach in full view of all available evidence at the time.Gearing Outperformance Sharing Mechanism12.1.66 For all of the reasons set out in Section 8 above, YWS requests that CMAomit any such mechanism from its redetermination.WRFIM 

305 Annex 05, YWS: Leakage and Mains Repairs Case Study. 
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Non-confidential12.1.67 For the asons explained in Section 10 abov , Ofwa had no basis onwhich to refuse YWS’s claimed amount to make good the underfundingcaused by this obvious data input error. YWS therefor r quests that theCMA include a £44m adjustment to WRFIM in its redetermination toreflect this. 
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Non-confidential13. Impacts of Covid-19
OverviewThe effects of COVID-19 on YWS’s customers and business are not yetclear but YWS thought it important to convey an early assessment ofthe evolving picture which it will update as further information is tohand. YWS is closely monitoring the situation to identify the net impacton the delivery of YWSs Performance Commitments and ODIs, its Totexinvestment programmes and its bad debt position.

13 1 1 YWS’s immedia e focus during the pandemic has been on ens ring theh l h d f f ll d h bli d h i i f
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t ue essen a serv ces on w e popu a on o or s e re y. erehas been disrup ion t YWS colleagues and its service partners and, insome cases construction, operational a d monitoring and oth r activitieshave been prevented due the operation of Government guidelines.13.1.2 In addition to the impact of res u ces being diverted from plannedactiv ties, add tional costs and progra me delays are alr ady evident.This in turn will affect YWSs ability to meet, in the short term, some ofthe regulatory iance dates in AMP6 and early AMP7. Whil t theimpact on the completion of the AMP6 programme is relatively small,there has been a delay to the final sign-off of some required studies tofulfil YWS’s National Environment Programme, such as the HumberEstuary study, and outputs required to complete its Event Durationmonitoring programme. The Environment Agency as been made awareof these outputs and YWS i w rking to complete these obligations in assafe and timely a manner as possible.13.1.3 At this stage, the effects of the pandemic on the AMP7 regula oryprogramme are less foreseeable. However, YWS is already notingincreased Totex costs due to the requirements of addi ional quipmentand activity to undertake routine tasks in line with safe workingprocedures to meet government guidance. YWS sees a possible netincrease in costs following a retur to full activity, for example, increasedr pair and maintenance costs and possible unit cost increases fromservice partners and suppliers.13.1.4 W rk that requires direct interaction w th customers, such as meteringprogrammes and leakage reduction activity where the leakage is within 
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Non-confidentialhe customer’s property boundary, have also materially reduced for thetime being with an inevitable programme backlog in due course.Work is currently on oing clo ely to monit r any impacts on YWS’ significant capital programme, such as additional c sts due to hangesin site logistics and facilities. YWS will a so monitor ongoing costsallow these planned works to be delivered, whilst continuing toimplement safe working procedures.These factors are likely to combin to create a de rimental impact on thplan YWS had in place to seek to deliver the significant servicemprovements required by Ofwat in the FD. This in turn will lead oi reased penalties (over and above those that YWS already expects toncur under the FD) if no action is ta en by Ofwat to ameliorate thoseimpacts. As an xample, the 15% leakag reduction required in AMP7under the new reporting method logy uses a three-year rolling av rage,so any impacts this year will also impact on YWS’s ability to meet thearget in future years. This measure is also being adversely affected bythe company’s ability to resolve leakage repairs within customers’ property boundaries, which account for a third of leakage volumerepairs.Changes in customer behaviour may well impact YWS’s ability to meetits service level improvements on p r capita consumption (see below). Acommunicat ons campaign designed to help mitigate the impact isplace but this is unlikely to fully correct the observed upward trend inwa er use, which is a result of changing lifestyles during the pandemicrestrictions.The under/over recovery of revenues ill need be adjusted for in futuretariffs through adjustments to the allowed revenues allowances:(a) Wanhdonleosna-hleoreuvsenhuoeldismbaeriknegtsim. pacted differently by the household(b) YapWpS irss tsoeebinegdraivneninbcyrecaussetoimnehrsoubseeinhgoladt hcoomnseummpotrieono,ftewnh,iachnincreased focus on ygiene to reduce the risk of the transfer ofovid-19 virus and the warm Spring weather.(c) Cwoitnhvinertsheelyntohne-hcooumsphaonlyd ims srekeeint,gduaerteoduthcetiotenminpocroanrysucmlopsutiroensin line with govern e t guidance, staff being a ked to work fromhome, and the permanent closure of businesses. 
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Non-confidential(d) Dbueivldeliongpemr asrekrevti.ces are being impacted due to delays in the(e) Rcierctauiml shtoaunscehsowldhicihs mbeaiyngimpimacptaoctnedtheblyevcehlsanogf esos cinal tcaursiftfosm. er
13.1.9 YWS is anticipating an increase in bad bt within the retail householdcontrol, related to the impact of the pandemic on the economy. YWS hasprioritised assistance to customers experiencing financi l problems byincreasing the promotion of schemes w ich are in place to providefinancial assis ance, through social tariffs, help with payment terms anda range of ot er activities and programmes to assist the vulnerable,examples of which include:(a) Ofinffaenrciniagl dpifafyicmuletniets basreaakressuolrt opfaCymovein-1t h9.olidays for anyone in(b) Offering payment plans to help spread the payments over time.(c) Prpaoymboyttinragdiatilotenranlartoivuetepsa. yment methods for those who cannot(d) Mfoar kciunsgtoampeprlysintoggfeotr theelpheslipmtphleyr, nmeaekdi.ng it as easy as possible(e) Sdiegbntps.osting customers for advice on benefits and managing(f) Paenufosrecdemoerntraecdtuiocne.d bill reminders and debt recovery and
13.1.10 Withi the non-household market (NHH) Ofwat is developing amechanism to try to protect retailers from being forced to cease trading.The current proposal is for wholesalers to allow retailers to pay thmaximum of 60% of coll ction or the amount of collected income. Thedeferred amounts are due to be paid by the end f March 2021. There iscontinuing uncertain y regarding both the duration and scale of supportto NHH retail market. It is als not clear how recovery echanisms willoperate in the event of large offsetting swings in consum tion betweenNHH and the me ered domestic customers. In anticipation of theincrease in bad debt exposure to wholesalers, Ofwat is developing a capwhich will restrict the amount to one month of charges by retailer. 
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