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1.

1.1

1.2

Summary

One of our overall aims in setting our price control determinations is to set an
allowed return and incentive package that best aligns the interests of customers
with companies and their investors. In our final determination we did so,
carefully taking account of our duties. We have significant concerns that the
CMA'’s provisional findings materially shift the balance of the risk and return
package to the favour of investors, at detriment to customers.

In this document we set out our views that:

The CMA has failed to carry out even cursory cross checks on the overall
risk and return package it has proposed. In section 2 we set out the range of
evidence the CMA panel should consider in order to protect the interests of
customers. We encourage the panel members to engage directly with the
evidence we set out.

The CMA's proposal to ‘aim up’ the allowed return in the water sector is
unnecessary. The CMA’s ‘aiming up’ proposal addresses a problem that
does not exist in the water sector and will provide investors with
unnecessary windfall gains.

Even before it has ‘aimed up’, the CMA has erred by overstating parameters
that input to the cost of capital. The mechanistic process the CMA has
applied to ‘aiming up’ places significant weight on the end-of-range
parameters without adequate consideration as to whether the weight that is
applied is appropriate.

The low end of the CMA’s stated cost of embedded debt range is overstated
and the high end is materially overstated relative to the sector’s actual
costs. Itis an error and a failure to protect the interests of customers not to
carry out any cross checks when determining the cost of debt. We identify
several errors in the CMA'’s calculation of its point estimate that - if corrected
- would result in a lower proposed cost of embedded debt.

There is upward bias in the ranges of individual parameters stated by the
CMA in its calculation of the cost of equity:

The CMA places significant weight on AAA-rated bonds in its calculation of
the risk-free rate. This is unprecedented in regulatory decisions in the UK.
We are concerned that in placing material weight on AAA-bonds, the CMA
has upwardly biased its decision on the risk-free rate.

The CMA'’s parameter choices informing its Total Market Return range skew
it upwards. We identify several cases where the CMA omits data indicating
a lower TMR range without discussion, or chooses to inappropriately pick
assumptions that are either wrong or internally inconsistent — resulting in
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higher estimates. Collectively these decisions favour the company side and
constitute an additional layer of aiming up.

e The CMA has been inconsistent in its approach to excluding outlying
parameters when constructing plausible ranges for unlevered beta and debt
beta.

‘Aiming up’ is unnecessary and does not protect the interests of
customers

1.3 The views we set out are supported by four expert reports. These reports
individually provide compelling reasons to consider that the CMA has both
‘aimed up’ in its range estimates in arriving at its cost of capital parameters and
has then ‘aimed up’ in the cost of capital range, for reasons that are not
adequately explained.

1.4 The key reason cited by the CMA for ‘aiming up’ is to ‘promote investment in
the water sector more broadly’. This it believes is to cover the ‘overall
willingness of investors to commit capital to the sector, and therefore to ensure
that there is continuing investment in the water sector’.® ‘Aiming up’ on the
allowed return, while relevant in certain circumstances, is not appropriate nor
relevant in the water sector and is likely to lead to significant harm to customer
interests. We estimate that the approach, if applied to the sector, would cost
customers about £1.9 billion over 2020-25 and is unlikely to have any positive
impact on investment during this period or in the long term and indeed may
reduce investment.

1.5 The CMA has not explained its reasons or set out an impact assessment, but in
section 3 we assess the possible reasons for such aiming up and its
applicability to water. The level of investment is determined by regulatory
processes lead by independent regulators and is an input to price control
determinations rather than being a response by a regulated firm to the setting
of the allowed return. We explain that as a result of the regulatory incentive
mechanisms that include revenue reconciliation, the cost sharing mechanism
and outcome delivery incentives, any impact on incentives from aiming up is
dominated by the package of regulatory incentives that apply. Nor is there good
reason to think that aiming up would increase investment in the longer term
beyond 2025. We see no lack of demand from investors to invest in this sector.

1 Competition and Markets Authority, ‘Provisional findings report’, September 2020, p. 671, paragraph
9.667.
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1.6 Our analysis is supported by four expert reports, whose conclusions are set out
at a summary level below:

e Brian Williamson considers the case for ‘aiming up’ in the water sector
based on a review of the economic literature. He concludes the ‘literature on
aiming up starts from a number of assumptions, which do not necessarily
hold in general and do not hold for the water industry in particular’.
Williamson finds that the level of investment in the water sector is primarily
driven by an investment planning process and incentive mechanisms
relating to expenditure and outcomes. He concludes that ‘in short, aiming up
is a blunt and costly instrument in pursuit of a problem that has not been
shown to exist’.?

e PwC, who analyse water company performance over the past four price
control periods, compare the allowed return we have set to the evolution in
required returns during price controls. This ex-post assessment provides a
helpful indication of the likely effect of setting allowed returns at a different
point to the midpoint estimate. PwC conclude that an ‘aiming up’ of the
allowed return provides far less incentive than totex and ODI performance
incentives for companies to invest in assets or improve performance.
Drawing upon experience from the water sector over the past 20 years,
PwC conclude that ‘aiming up’ is unlikely to result in more investment or to
increase welfare for consumers, and based on evidence from past
regulatory periods illustrate that this is more likely to drive higher dividends
and shareholder returns.

e Wright & Mason, authors of the 2018 UKRN cost of capital academic study,
provide an independent assessment of the CMA’s parameter estimates for
the cost of capital and the arguments for aiming up. They conclude the
allowed return could even be very significantly below our allowed return of
2.96% - at 1.6% (in CPIH terms). In conclusion, the authors state ‘we can
see no merit in any of the CMA'’s arguments relating to aiming up. We think
the CMA has anyway aimed up as it has gone along, both implicitly in its
approach, and in setting ranges for the components of the cost of equity
which already are high. The CMA present no real evidence for broader
concerns about investment in the water sector; what evidence there is
shows very healthy premia over RCVs. Its approach to compensating firms
for missing performance targets is both perverse and disproportionate.’®

e Europe Economics state that ‘the CMA’s general approach to aiming up is
flawed, both in terms of not setting out an adequate rationale for aiming up
at all and more specifically for aiming up at what appears to us to be

2 Brian Williamson, ‘Aiming up on the WACC and prices — the welfare and incentive impacts for the
water industry’, October 2020, pp. 1-2

3 Wright & Mason, ‘Comments prepared for Ofwat on the CMA’s provisional findings: Cost of capital
considerations’, October 2020, pp. 26-27
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approximately the 95th percentile of the CMA's distribution, rather than (as
we assume it intends) something close to the 75th percentile’ of the allowed
return on equity.

1.7 A second reason for ‘aiming up’ is cited to be the asymmetry of ODI returns.
The CMA estimates* that the average performing company could face a
potential loss of 0.1% to 0.2% on its RORE in 2020-25 with no potential for
directly offsetting benefits. The CMA has provided insufficient explanation for us
to be able to understand its calculation, despite requests for further details.> As
explained in Annex A2, it appears to rest on incorrect assumptions, erroneous
calculations and flawed data, and we consider the CMA to be in error in
reaching its conclusion that there should be an expectation of negative ODI
payments for an efficiently performing company. Moreover, the CMA has failed
to scale such loss against its ‘aiming up’ and scope for financing
outperformance that materially offsets and dominates against such loss. On the
CMA’s own figures, its ‘aiming up’ has a RoRE impact of at least 0.5%,° or
0.89%" against our allowed return on equity. This is before the significant
expected outperformance that will arise on the CMA’s allowed return on
embedded debt.

1.8 The CMA has not felt the need to engage on the issue of alternative
approaches to resolve a financeability constraint because of the approach it
has adopted to ‘aiming up’. Separately, the CMA states the notional level of
gearing is not in dispute and so has not carried out further consideration of the
gearing level that is appropriate in its determination. In taking these decisions,
the CMA has failed to adequately consider our arguments on financeability.

1.9 We previously set out the approaches that could be adopted to address a
financeability constraint. Changes to gearing levels and other options, such as
use of net present value neutral adjustments and a faster CPIH transition, were
cited as options that better balanced regulatory duties than providing a revenue
uplift which is the effect of ‘aiming up’. We ask the CMA to properly consider
our representations on these issues in its final decision.

4 Competition and Markets Authority, ‘Provisional findings report’, September 2020, p. 672 paragraph
9.671.

5 In a data request of 5th October, we asked the CMA to provide and explain the calculations
underlying the 0.1-0.2% asymmetry on RORE from ODIs. On 18th October the CMA responded with 4
excel files showing the calculations for each of the disputing companies. However, these provide no
explanation of how the CMA has arrived at the assumptions and logic chosen and hence how the
RORE ranges have been derived.

6 Competition and Markets Authority, ‘Provisional findings report’, September 2020, p. 677 paragraph
9.685.

7 89 basis points calculated as the difference between the cost of equity set in our determination
(4.19%) and the CMA’s provisional decision (5.08%) in CPIH real terms.
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1.10 In our view, the allowed return will provide companies and their investors with
windfall gains and the ability to pay excessive dividends and will significantly
weaken the incentive on companies to focus on delivering services that matter
to customers. The CMA'’s higher allowed return will cost customers of the
disputing companies £0.5 billion more than our determination over 2020-25. We
are concerned that the CMA’s provisional findings, if unchanged, would result in
a very material and unnecessary increase in expected returns for investors
across the water sector and other regulated sectors. In the water sector alone,
this would cost £1.9 billion if applied at the sector level over 5 years.

1.11 We set out our detailed views on the reasons why the CMA should not ‘aim up’
the allowed return in section 3.

Allowed return on debt

1.12 With regard to embedded debt, Wright & Mason recommend that ‘regulators
should start from a position of being sceptical about allowing for the costs of
embedded debt, for the simple reason that unregulated companies do not
receive this kind of insurance from their customers’. We agree with the need for
caution in the assessment of the cost of debt for the reasons Wright & Mason
set out. Our policy of allowing for the cost of embedded debt itself recognises
the importance of taking account of all of our regulatory duties and that
companies raise debt over the long term. But it also means that considerable
care should be applied in the assessment of a reasonable allowance for the
cost of embedded debt, so that it does not provide an excessive allowance or
pass undue cost and risk to customers. Such caution is not at all present in the
CMA'’s provisional findings, where it proposes to double the length of the period
used to determine embedded debt costs from used in previous Ofwat
determinations or to ignore clear evidence that this overstates the actual cost of
debt raised by water companies.

1.13 The CMA has chosen not to carry out any cross check as to whether its
provisional cost of debt is reasonable. A cursory check of companies’ actual
cost of embedded debt from 2020 Annual Performance Reports demonstrates
that the CMA’s nominal cost of embedded debt allowance exceeds company
actual costs in nine out of the ten largest water and sewerage companies.

1.14 The reasons given by the CMA for not carrying out any cross checks are that
there are ‘significant difficulties and complications’ to use actual company debt
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to calculate the cost of debt.2 However, by failing to carry out such a cross
check, the CMA is not protecting the interests of customers: it proposes to
award an allowance above most of the sector’s verifiable cost base without any
justification as to how customers will benefit.

1.15 The necessary evidence to carry out such cross checks is available from
published Annual Performance Reports in the form of company-reported
weighted average nominal interest cost. We do not understand why the CMA
would choose not to take account of such published information, especially
when the time allowed for the reference is sufficient do so. As with company
cost assessment data (which the CMA has felt able to draw on), this data is
independently assured and is not the subject of dispute between ourselves and
water companies. This is in contrast to the analysis submitted by companies
and their advisers to date which we consider has focused on incomplete and
outdated information on the debt instruments in place.

1.16 The CMA’s dismissal of our well-established approach of placing some weight
on actual company data in favour of an index-only approach prizes simplicity
over customer interests and stability. Extending the logic of the CMA’s
proposals to the sector would mean that companies keep all of the
outperformance against the index, while customers receive no share in this
source of financing efficiency; this is inconsistent with the purpose of incentive
based economic regulation.

1.17 We request that the CMA addresses the numerous issues and errors we
identify in its approach. The most significant of these are increasing the length
of trailing average for embedded debt to 20 years from 15, and its proposal not
to make an adjustment to the market benchmark. We provide additional
evidence that debt issuance in 2000-05 - which has persuaded the CMA to
include this period in its longer 20 year trailing average - is largely attributable
to non-operational financing. It has resulted from shareholder decisions to
increase gearing levels to well above notional levels in order to distribute cash
to shareholders, and thus is not relevant to the notional perspective. In addition,
we have reviewed the company-sponsored analysis which underpins the
CMA'’s decision to not adjust the benchmark. We provide analysis which
suggests that water companies are able to issue at a discount to the debt
indices used by the CMA, even after credit rating and tenor are accounted for.
This suggests a downward adjustment to the cost of debt indices used by the
CMA continues to be justified.

8 Competition and Markets Authority, ‘Provisional findings report’, September 2020, p. 590, paragraph
9.340.
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1.18 We consider it paramount in particular that the CMA takes adequate time to
carry out adequate cross checks of the allowed cost of debt ahead of its final
decision — having regard to future price reviews (and price control reopeners)
as well as the circumstances of the disputing companies. We propose a
number of solutions which the CMA could explore to set a cost of debt more in
keeping with the characteristics of an efficient benchmark, while retaining
important features. We suggest there is common ground in the ultimate goal of
a benchmark that no one company can influence, which retains good incentives
to issue debt efficiently, and which allows customers to benefit from this
efficiency over time. We comment on these issues further in section 4.

Allowed return on equity

1.19 Even without taking into account the CMA’s decision to aim up, the cost of
equity from its provisional findings contains errors and does not account for
parameter uncertainty in an even handed way — there is a clear skew in favour
of investors.

1.20 Total market return — The CMA’s stated range of 5.25% to 6.25% (in RPI
terms) represents a move up from its 5.0%-6.0% August final determination
range for NERL RP3. The CMA’s provisional findings use the same data,
therefore we conclude that the higher range results from using changed
assumptions and different weightings on evidence. Yet rather than evaluating
the quality of inputs informing its ranges at subcomponent level, the CMA has
in several cases simply taken the top end which yields the highest TMR figure
without explanation. We agree with Wright & Mason that the most likely reason
for the CMA’s upward shift is placing greater weight on RPI: ‘It seems odd that,
despite acknowledging the likely upward bias of historic average returns, in light
of forward-looking considerations, the CMA has ended up with an upper limit of
its range so obviously at, or beyond, the range even of historic return averages.
This choice, in turn, has a disproportionate influence on their final chosen
figure, given their choice of the notional 75th percentile’. The CMA’s stated
range does not satisfactorily engage with the evidence that RPI is an upwardly-
biased and deficient measure of actual consumer inflation which cannot easily
be compared over time. Properly reflecting RPI's upward bias and the 20 year
investment horizon chosen by the CMA, we show that the most plausible figure
for TMR lies in the 5-6% RPI range, consistent with the CMA’s NERL RP3 final
determination.®

9CMA, ‘NATS (En Route) Plc / CAA Regulatory Appeal: Final report’, August 2020, p.232, paragraph
13.241
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1.21

1.22

1.23

1.24

Risk-free rate — The CMA’s approach departs from established regulatory
practice by placing weight on AAA-rated corporate bonds. We agree with the
conclusion of Wright & Mason that the CMA has not sufficiently considered the
status of the marginal investor in water (a lender), and has thus misapplied
corporate finance theory. This suggests that the correct risk-free rate should be
at (or at least placing most weight on) the index-linked gilts rate than the
corporate bonds rate. We also agree with Europe Economics that the academic
literature does not require that all investors must be able to issue new debt at
the risk-free rate used to apply CAPM and that being able to short the
instrument proxying for the risk-free rate is sufficient. It would also seem that
the use of corporate AAA bonds introduces material risk premia — raising the
risk that new distortions may outweigh any benefit in terms of increased
accuracy of the CMA’s novel approach.

Equity beta — We agree with both Wright & Mason and Europe Economics that
the CMA'’s provisional point estimate for its notional beta (0.76) is too high.

Wright & Mason analyse long-term raw equity betas and compare these to the
range applied by the CMA. Wright & Mason conclude ‘even before the CMA
applies its aiming up correction by picking the 75th percentile, we argue that it
has picked a range that is biased upwards. (We also argue that Ofwat has also
been too generous in its own estimates) ... and, given the use of a longer
sample of data, we see clear signs of an upward bias in the way the CMA (and,
by implication, Ofwat) have picked their ranges for beta’ We encourage the
panel to consider the evidence presented by Wright & Mason in Figure 9 of
their report.

Europe Economics find that the CMA has adopted an inconsistent approach to
its treatment of outlying data points in its ranges for unlevered beta and debt
beta. It has included a zero debt beta in its range despite agreeing there is a
compelling case that the regulatory model should include a positive debt beta
(thus implying that zero should be an outlier). Europe Economics show that if
the CMA adopted a consistent approach — either to exclude or include all
outlying data points — from its debt beta and unlevered beta ranges, its overall
equity beta range would be lower — at 0.65-0.79 or 0.65-0.78° — than the range
stated in its determination (0.65-0.80).1!

10 Europe Economics, ‘Responses to the CMA'’s provisional findings’, October 2020, pp.11-12.
11 We remind the CMA of the importance of beta, where a 1bp movement in beta results in an
approximate 0.20% change in the allowed cost of equity.
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Company-specific adjustments

1.25 We welcome the CMA'’s provisional decision to not allow an uplift to Bristol
Water’s cost of new debt, or cost of equity. It is reasonable given changes in
financing conditions and Bristol Water’s size as a company to capture this
evidence when considering if such an uplift remains valid.

1.26 While we are disappointed that the CMA has awarded Bristol Water a 10 basis
point uplift to its cost of embedded debt given our evidence that it is no longer a
small company and that its higher cost of debt is not size-related, we welcome
the CMA’s decision that the case for awarding such uplifts in future will be
significantly reduced.

1.27 The CMA has not included a benefits test as part of its provisional findings. We
remain unconvinced that customers of smaller companies ought to
unconditionally pay more for their water than customers of larger companies
due to decisions of the owners to maintain current ownership structures in
place. Our concern is that the CMA’s decision will perpetuate incentives that
embed inefficient ownership structures in place for customers who cannot
choose their water company. We thus remain of the view that this mechanism
protects customers interests by providing appropriate incentives for efficient
ownership structures to evolve over time that serve customer interests.

Gearing outperformance sharing mechanism

1.28 The CMA’s provisional decision to remove the gearing outperformance sharing
mechanism (‘gearing mechanism’) leaves a gap in the regulatory framework.

1.29 The primary purpose of the gearing mechanism is to address distorted
incentives for companies to choose financial structures with excessive gearing
and so to incentivise companies to make responsible choices about gearing
and consequently reduce the risk to customers of financial distress and special
administration. We also note that the CMA agrees that there are important risks
associated with poor financial resilience prior to reaching a default event and
that these are an appropriate consideration as part of the regulatory financial
framework.?

1.30 The mechanism is intended to address these issues by more effectively
aligning the interests of investors and customers. We are concerned that, in the

12 Competition and Markets Authority, ‘Provisional findings report’, September 2020, p. 649,
paragraph 9.587.

10
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absence of the mechanism, perverse incentives remain that encourage
companies and investors to have highly geared structures without bearing the
full risks of these structures. Given this concern, if the CMA does not agree with
the design of the mechanism, we think it would be more appropriate for the
CMA to substitute a different mechanism, or amend the existing mechanism,
rather than leave the concern unaddressed.

1.31 The CMA sets out that we have legitimate concerns that customers face costs
where water companies have gearing well above notional levels, and this
increase in gearing could have an adverse effect on financial resilience.
However, the CMA proposes no remedy to address this issue, suggesting only
that we should consider alternative remedies targeted more directly at specific
financial resilience. We do not understand how this is consistent with the fact
that the CMA is obliged to take the regulatory framework as it finds it. It also
ignores the point that the regulatory regime requires a suite of measures to
address different areas of concern.

1.32 The gearing mechanism is only one measure within a suite of measures we
apply. We agree there are many factors that impact on financial resilience - the
gearing mechanism does not and is not intended to address all financial
resilience issues. It is intended to complement other regulatory tools such as
the regulatory ring-fence and the special administration provisions but targeted
at the specific concern that companies and shareholders are not bearing all the
risks associated with deviating from the notional capital structure. There is
nothing else in the regime that addresses this issue.

1.33 In reaching its decision, the CMA has failed to fully consider the evidence we
provided on the relevance of Network Rail and Metronet, placing weight only on
the experiences of Wessex Water and Dwr Cymru. Although Wessex Water
and Dwr Cymru are of course in the water sector, those examples illustrate how
our regime can work effectively to protect regulated companies (and their
customers) from resilience problems elsewhere in the corporate group. As
such, the CMA appears to have ignored our evidence and has made an error
using them as examples where the ring fence has protected against the types
of risk from high gearing of the regulated company itself. The specific risk that
the gearing mechanism is targeting is the risk that is created within the
structure of the regulated company itself, and here Network Rail and Metronet
are the most relevant cases.

1.34 The gearing mechanism complements other regulatory tools such as the
regulatory ring-fence and the special administration provisions in protecting
customer interests. If the CMA retains its provisional position, the incentives for

11
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these companies to make financing choices that are not aligned with the long-
term needs of the sector will remain. We set out our reasons in section 5.

Structure of this document

1.35

1.36

1.37

1.38

1.39

The remaining structure of this document is as follows:

Section 2 - sets out the evidence we expect the CMA to consider in carrying
out its crosscheck of the allowed return.

Section 3 — sets out our views on the application of a policy of ‘aiming up’ the
allowed return in the water sector.

Section 4 — comments on the CMA'’s provisional decision on the cost of debt
Section 5 — comments on the CMA'’s provisional decision on the cost of equity
Section 6 — comments on the CMA’s provisional decision on Company-
Specific Adjustments

Section 7 — sets out our views in support of a gearing sharing mechanism

In section 8, we set out a number of our other concerns with the CMA'’s
provisional decisions. These are issues are not summarised in other sections of
our risk and return response, but it is important these issues are given due
consideration by the CMA.

In Annex A1 we set out that the CMA’s approach to ‘aiming up’ is a material
departure from recent and past CMA and Competition Commission practice.

In Annex A2 we set out that we consider there to be errors in the CMA’s
calculations that lead it to conclude the average performing company could
face a potential loss of around 0.1 to 0.2% on RoRE as a result of its
performance on ODIs.

In Annex A3 we set out our assessment of the relevance of Modigliani Miller
theorem to the gearing mechanism.

12
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2. The CMA has failed to cross check the level of the
allowed return

2.1 The allowed return for the sector in the CMA’s provisional findings exceeds the
return disputing companies themselves requested in revised business plans. It
is well in excess of the return required by investors and the companies we
regulate, despite market evidence pointing to a lower required return than was
set in our ‘early view’ of the allowed return provided in our PR19 methodology
in December 2017. The CMA has failed to adequately cross check the return it
has proposed — either at the level of the allowed return on capital or the
component level of the allowed return on debt or equity.

2.2 If the CMA retains its provisional allowed return in its final determination, it will
provide disputing companies with windfall gains and will have failed to
adequately protect the interests of customers. In this section we provide
evidence about the failure of the CMA to set a reasonable return.

Failure by the CMA to carry out adequate cross checks

2.3 The CMA has made an error in its failure to carry out adequate cross checks®®
of its proposed allowed return and has failed to take account of
contemporaneous evidence on the allowed return. We summarise as follows:4

e The CMA has set an appointee allowed return which at 3.50% (real, CPIH)
exceeds the level proposed by the disputing companies in their revised
business plans of 3.40% (on which each company provided Board
assurance that their business plan was financeable). There is considerable
evidence that market expectations of the return required by investors has
since fallen below 3.40% and that companies have been able to raise
necessary finance to fund their investment programmes.

e Not only has the CMA erred in overstating the allowed return in almost
every one of the components of the cost of capital but in addition, on top of
that, it has aimed up the allowed cost of equity within its stated range.

13 |n this context when we talk about “cross checks”, it is important to understand that this exercise is
common place/best practice and should not be a discretionary exercise due to the additional level of
assurance it provides. It is critical to perform cross_checks in this area where there can be different
results produced to “triangulate” with wider observable evidence to validify the results of the
underlying methodology.

14 The CMA proposes an Appointee allowed return of 3.50%, and a wholesale allowed return of
3.42% once adjusted for the retail margin. Our determination was 2.96% (Appointee) and 2.92%
(wholesale).

13



Reference of the PR19 Final Determinations: Risk and Return — response to CMA provisional findings

e The cost of equity in the CMA’s provisional findings is above the top end of
the range of 2.93% to 4.82%?*° set in the CMA’s most recent decision on the
cost of capital for NERL, despite investors in the water sector being
exposed to much lower levels of systematic risk.

e The CMA has failed to adequately assess the evidence from market to
asset valuations of traded companies (despite explicitly having done so in
its 2015 decision for Bristol Water).1® We consider this provides strong
evidence that the sector remains investible at our allowed return. Given the
relevance of the CMA’s decision to the forthcoming RIIO-2 determination in
energy, we submit that the CMA should consider the evidence arising from
the movement in the share price of National Grid and SSE following
publication of the provisional findings — whose share prices rose by over
10% in the days following the publication of the provisional findings,
compared with 0.85% for the FTSE 100. We previously set out that the
listed water companies were trading at premia to RCV at were close to
historic highs in the aftermath to our final determinations.’

e The CMA has made an error by failing to cross check the allowed cost of
embedded debt with debt costs incurred by companies in the water sector —
based on Annual Performance Report data reported by companies at 31
March 2020, 9 out of the 10 largest water and sewerage companies had an
actual cost of embedded debt lower than the CMA’s proposed allowance.

e The CMA’s decision is more generous even than the view expressed by
advisers to the disputing companies. First Economics, advisers to Yorkshire
Water, recommended an average allowed return of 1.7%® (RPI, equivalent
to 2.7% in CPIH terms) for the recent draft determinations for water in
Northern Ireland;*® this was lower than our final determination and materially
lower than the CMA’s provisional findings.

2.4 The only check the CMA has carried out is one of financeability and in doing so
the CMA has aimed to target specified financial ratios in its assessment. If it is
to protect the interests of customers, the CMA must also cross check all the
components of its allowed return. A financeability assessment is a test only of

15 CMA, ‘NATS (En Route) Plc / CAA Regulatory Appeal: Final report’, August 2020, p. 244, Table 13-
17

16 CMA, ‘Bristol Water plc - A reference under section 12(3)(a) of the Water Industry Act 1991 —
Report’, 06 October 2015, p. 336-339, para. 10.201-208.

17 Ofwat, ‘Reference of the PR19 final determinations: Risk and return — response to the common
issues in companies’ statements of case’, May 2020, pp.131-132, paragraph 4.121

18 First Economics recommended an allowed return of 1.89% in 2020-21, falling to 1.55% in 2026-27.
This included a post-tax cost of equity of 2.71% (RPI real), which compares to 4.14% in RPI terms in
the CMA'’s provisional findings. Table 15, First Economics, ‘PC21: NI Water’s Cost of Capital -
Prepared for the Utility Regulator’, 30 March 2020, p.13.

19 The Utility Regulator accepted and used the rate of return for its draft determination recommended
by First Economics. Utility Regulator, ‘Water & Sewerage Services Price Control 2021-27 PC21 Draft
Determination — Main Report’, September 2020, p. 16, para. 2.7.
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cashflows. It should not be confused with a test whether the allowed return (or
the components of it) is reasonable. We do not consider a financeability
assessment, on its own, is an adequate check as it risks a regulator setting a
determination specifically to meet the demands of investors, without adequate
consideration of the interest of customers. Furthermore, as we set out in
section 3, the CMA has failed to adequately consider our representations on
financeability; it would be an error to use ‘aiming up’ as a methodology to target
specific levels of certain definitions of financial ratios to solve a financeability
constraint. Our previous submissions explained there are other, more
proportionate approaches that should be considered.

By setting an excessive allowed return on debt and subsequently aiming up the
allowed return on equity, the CMA may have met the criteria it has set for the
financeability assessment but has erred by failing to carry out adequate checks
to ensure the allowed return derived from its methodology is credible viewed in
the light of other observable evidence.

Evidence that the CMA'’s allowed return is excessive

2.6

There is considerable evidence that the allowed return in Ofwat’s PR19 final
determinations is sufficient if not over-generous. The CMA has not considered
this evidence as part of its cross checks. This is an omission of relevant
evidence from its assessment. We set out the most recent market evidence
below.

Cost of embedded debt

2.7

The CMA has chosen not to carry out even a cursory cross check of the cost of
embedded debt against the debt reported by companies in their Annual
Performance Reports for the year ended 31 March 2020. Figure 2.1 shows the
cost of embedded debt proposed by the CMA exceeds the cost of debt reported
by all but one of the water and sewerage companies (which together account
for 95% of sector borrowings). It is notable that the only company reporting a
cost of debt higher than the CMA’s figure is the company (Southern Water) that
carries the lowest credit rating in the sector, at Baa3 with Moody’s.
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Figure 2.1 Actual cost of debt for large water and sewerage companies2? and
the CMA'’s proposed cost of embedded debt.
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Source: Ofwat analysis of annual performance reports

Market to asset valuations

2.8 Unlike for our determinations, the CMA has the significant benefit of being able
to observe how the market reacted to our final determinations, showing the
market’s view on the level of the allowed return.

2.9 The market to asset valuation of the listed companies was at a material
premium to the asset valuation following our final determination and has
remained at a material premium to the asset value since our final
determinations. Figure 2.2 shows the listed companies continue to trade at a
premium of around 20% and have traded at material premia to asset valuations
throughout 2020 (17% on average through September 2020), well above the
long-term average premium of ¢.9%.

2.10 Wright & Mason reference ‘the consistency of market premia ... to be
something that regulators should not simply ignore’,?! and by implication, data

20 Published interest rates have been adjusted from an RPI assumption of 2.6% to a 2.9%
assumption, consistent with the CMA’s provisional decision on long-term RPI.

21 Wright & Mason, ‘Comments prepared for Ofwat on the CMA’s provisional findings: Cost of capital
considerations’, October 2020, p. 34
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the CMA should factor into its decision making process in its final
determination.

Figure 2.2 - Market to asset premia of listed companies
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2.11 We commissioned Europe Economics to carry out further analysis of the
market to asset valuations to determine what the valuations might continue to
signal about the allowed return. As in previous submissions to the CMA,
Europe Economics’ assessment leads it to conclude that even after adjusting
for expected outperformance in 2020-25 and 2020-30, market prices for listed
companies imply that the cost of capital allowed in our determination remains
above the market cost of capital. 2

2.12 Separately, as set out in the table in section 3, we consider the CMA has
mischaracterised our previous submission on the MARs analysis.

22 Europe Economics, ‘Responses to the CMA'’s provisional findings’, October 2020, Appendix pp. 16-
20

17



Reference of the PR19 Final Determinations: Risk and Return — response to CMA provisional findings

Evidence from listed energy companies

2.13 The CMA’s provisional decision provides a further marker for the expectations
that may arise for companies and their investors in the forthcoming
determinations to be set by Ofgem.

2.14 In the ten days following publication of the CMA’s decision, National Grid’s
share price increased by 10.6%?3 and SSE’s share price increased by 11.1%,%*
outperforming the FTSE 100, which increased by 0.85% over the same
period.?® Barclays estimate the increased allowed return will allow National Grid
to achieve a 9% nominal allowed return on equity, justifying a 25% premium to
its regulatory asset base.?®

Figure 2.3 - Percentage change in National Grid and SSE share price vs FTSE
100 index since CMA provisional determination
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23 National Grid, ‘Share price download’, Closing price on LSE - 28 September 2020 = 851.40 GBP,
Closing price on LSE - 8 October 2020 = 941.60 GBP. (941.60/851.40) - 1 = 10.6% growth.

24 SSE, ‘Share Price Information’, Closing price - 28 September 2020 = 1,189.50 GBP, Closing price -
8 October 2020 = 1,321.00 GBP. ( 1,189.50/1,321.00 ) — 1 = 11.1% growth.

25 London Stock Exchange, ‘FTSE 100’, Closing 28 September 2020 = 5,927.93, 8 October 2020 =
5,978.03. ( 5,978.03/5,927.93) - 1 = 0.85%

26 Barclays, ‘National Grid — It might bet getting better — Upgrade National Grid to Top Pick’, 01
October 2020, p. 1.
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Credit rating agencies

2.15 The allowed return proposed by the CMA is above the level anticipated by the
credit rating agencies:

e A week before the CMA published its provisional determination, Fitch
commented that there was a risk that the re-determined WACC could be
lower than our final determination. Fitch stated this was because risk-free
rates and iBoxx indices had fallen considerably since December 2019.27

e Moody’s commented on the provisional determination that the CMA's
allowed return ‘is higher than we had expected’. It noted that the 5.08%
CPIH-stripped, post-tax cost of equity is above the 2.93%-4.82% range that
the CMA used in its redetermination of NATS (En Route) PLC in July 2020,
and above the 3.70-3.95% used by Ofgem in its draft determinations for
certain British energy networks in September 2020.28

The CMA'’s provisional allowed return is high by international standards

2.16 Evidence on the allowed return from other regulated utility sectors is relevant to
the CMA’s decision.

2.17 Prior to publication of the provisional findings, Moody’s stated that ‘Ofgem’s
proposal for allowed equity returns is broadly in line with recent as well as
upcoming regulatory decisions across Europe’. Moody’s expected average
allowed equity returns across the main European markets to be around 6%
(nominal) by 2023. Moody'’s reference the Australian Energy Regulator as
setting allowed nominal equity returns applicable from December 2018 as
falling to the ‘mid-4% areas for the five-year period starting in July 2020’. These
figures are well below the CMA’s provisionally proposed nominal allowed return
of 7.18% (Figure 2.4). The CMA should note Ofgem’s approach to setting the
allowed return on equity is broadly comparable to the approach adopted in our
final determination.

27 Fitch Ratings, ‘What Investors Want to Know: UK Water in AMP7’, 23 September 2020, p. 4.
28 Moody'’s, ‘Sector Comment - CMA appeals give higher returns’, 30 September 2020, p. 2.
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Figure 2.4 - Current allowed equity returns (nominal, pre-tax) for European
electricity network companies and the CMA’s provisionally proposed allowed
equity return
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Commentary from equity analysts supports a lower allowed return

2.18 Assumptions used by market analysts indicate an allowed cost of equity
consistent with our determination rather than the figure used by the CMA
(7.18% nominal).

e Barclays suggest a 6.0% nominal equity return is sufficient with an
expectation that listed companies should trade at 25-30% premia to RCV
based on a nominal achieved return on regulatory equity of 9-10%.%°

e J.P. Morgan’s June 2020 nominal cost of equity estimates used in its
valuation of United Utilities (5.9%), Severn Trent Water (5.9%) and Pennon
Group (6.1%) are all lower than our final determination nominal cost of
equity, 6.27%.3! We also note that J.P. Morgan has reduced its cost of
equity figure for United Utilities from its May valuation of 6.3%.3?

e Bank of America Global Research in May used the assumption of a 6.2%
nominal investor cost of equity for the purposes of discounting: ‘Our price
objective of 2250p uses a 24% EV premium to Severn Trent Water's March
2021 RCV, computed by using a DCF analysis which assumes a 6.2%

29 Moody'’s, 'Regulated Electric & Gas Networks — Cross Region', 8 September 2020, p. 3, Exhibit 2.
30 Barclays, ‘Pennon / UK Water — Reinstating rating on Pennon at EW, 1060p PT. Capital allocation
is key. UU is preferred’, 25 September 2020, p. 68 — Figure 99, p. 1.

31 J.P. Morgan, ‘Pennon: FY20 - Confident AMP7 outlook but capital return clarity needed, remain
Neutral’, 4 June 2020, ‘Our DDM valuation assumes a post-tax cost of equity of 6.1%, higher than
peers UU and SVT (5.9%) on account of PNN’s riskier asset mix.’

32 J.P. Morgan, ‘United Utilities : Uncertainty around dividend will continue to weigh on shares near
term, but valuation provides support, United Utilities’, 22 May 2020, ‘Our DDM valuation assumes a
post-tax cost of equity of 6.3%.’
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discount rate, 2.8% annual asset base growth and 1% RORE
outperformance in each of the next regulatory period from 2020 to 2025.’23
In its April 2020 note on Pennon Group, Credit Suisse states that it
‘believe[s] that the returns are now set around the cost of capital’ and uses
‘a 3.3% cost of debt and ¢6.7% cost of equity...[which leads to] a c4.8%
nominal cost of capital’.* We note that both Credit Suisse’s nominal cost of
equity and nominal cost of capital are significantly below the CMA’s
provisional findings. Further, its nominal cost of capital is below the 5.02%
we allowed at final determination.

Evidence from within the water sector

2.19 We have seen enthusiasm from companies to bring forward and make new
investment in respect of the ‘green recovery’ following our PR19 final
determinations, which is contrary to the CMA’s view there is a need to ‘aim up’
the allowed return to incentivise investment. Examples of such proposals that
are in the public domain include that:

Northumbrian Water proposes six separate schemes requiring additional
investment of over £364 million. In addition, it proposes accelerating the
second stage of its Tees and Central Strategic Transfer Pipeline Project,
worth £22.9 million;3®

Anglian Water proposes to bring forward smart water systems schemes
worth £150 million from AMPS8, alongside the acceleration of £315 million
worth of ‘Amber’ WINEP schemes;36

South West Water proposes a number of areas for accelerating investment,
including water resource, bathing water and event duration monitoring
schemes. It also proposes several additional schemes, some of which are
new proposals with some brought forward from AMP8.

33 Bank of America, ‘Severn Trent: FY19/20 results call feedback: dividend relief, but performance
pressures’, 20 May 2020, p. 2

34 Credit Suisse, ‘Pennon Group - Assessing options post the sale of Viridor’, 14 April 2020, p. 10.

35 Northumbrian Water, ‘Green Economic Recovery — The Water Industry’s role in building a resilient
future’, 10 September 2020

36 CIWEM, ‘Guest blog: Water companies should be central to a green recovery from Covid-19’,
October 2020
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3. Aiming up the allowed return

The CMA’s provisional findings
3.1 The CMA used four assessment criteria in its ‘aiming up’ assessment:

(a) Aiming up to promote investment in new assets in AMP7;

(b) Aiming up to promote investment in the water sector more broadly;
(c) Asymmetry of returns; and

(d) Other sense-checks on the overall level of the WACC.

3.2 Inits assessment, the CMA proposes there is no reason to ‘aim up’ solely to
ensure firms have incentives to undertake specific new asset investments in
AMP7. It considers, however, that there are well-established arguments that
underinvestment caused by a cost of capital being set too low damages the
overall welfare of customers; that there is a long history of regulatory decisions
highlighting the asymmetry of risk from setting the cost of capital too high or too
low; and that the most common regulatory decision has been that some ‘aiming
up’ has been merited to promote investment in a sector.

3.3 The CMA states there are broader considerations for considering an allowed
return above the mid-point in its determination, relating to financeability and
asymmetric risk:

e The CMA considers that penalty-only and asymmetric ODIs expose
companies and their investors to asymmetric risk, with an average
performing company facing a potential loss of around 0.1% to 0.2% on
RORE.

e The CMA considers the WACC to be the main driver of expected financial
ratios and suggests if the WACC is set too low, notionally geared
companies would not be able to retain strong investment grade credit
ratings.

3.4 The CMA subsequently concludes that aiming away from the mid-point in its
range is appropriate, citing a significant investment requirement in AMP7 and
beyond, in particular in projects to help control and prevent climate change. It
subsequently picked a point estimate between the midpoint and the top of its
cost of equity range. It considered this represents the varying potential for error
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in its estimates while adjusting also for asymmetric risks to customers without
being unnecessarily generous to shareholders.3’

A summary of our response

3.5

3.6

3.7

3.8

3.9

We strongly disagree that in the context of water, aiming up on the allowed
return can be justified in terms of delivering benefits to customers.

The CMA has failed to articulate the means by which it considers aiming up
benefits customers, nor has it considered how investment decisions are taken
in the water sector or that the design of price controls protect water companies
from demand uncertainty. The reasons the CMA articulates for ‘aiming up’,
which focus mainly on attracting investment for discretionary spend, do not
exist and are not relevant to the water sector. The level of investment is
explicitly determined as part of the price review process, it is not decided by
water companies in response to the level of allowed return. The majority of
enhancement spend (some 70%) is required to meet environmental or quality
obligations following appraisal by the Environment Agency or other regulators
and Ofwat. The remaining discretionary spend, amounting to approximately
£2.5 billion for sector at PR19 is subject to totex sharing if it is not delivered,
and to some extent is subject to clawback mechanisms if it is not delivered
under our outcome delivery incentives. The imperative therefore that exists in
other sectors to induce investors to fund discretionary, often new, innovative,
spend does not exist in water.

We do not consider that any of the theories as to how customers benefit from
aiming up are relevant in water. We have considered each of the theories the
CMA advance. Neither individually, nor collectively do they justify ‘aiming up’.

When the CMA refers to ‘aiming up to promote investment in the water sector
more broadly’, it is unclear whether it is concerned with investors providing
finance to the water sector, or companies spending money to develop capital
schemes beyond AMP7 — and so in our assessment we split the CMA’s second
criteria to consider both elements.

We set out our assessment against these criteria in more detail in the
remainder of this section 3, but in summary:

37 Competition and Markets Authority, ‘Provisional findings report’, September 2020, p. 673, para.

9.675.
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