
Following Ofwat’s 2019 price review of water companies, four 
companies have appealed to the CMA for a redetermination of 
PR19. Each company has submitted its Statement of Case (SoC), 
which outlines its disagreements with Ofwat’s methodology and 
findings. An important part of Ofwat’s Final Determination is the 
costs that each company should be allowed to incur over the five-
year period covered by the price review (2020–25). 

While each company has its own specific issues, a few key themes 
can be drawn out across the four submissions. (These themes are 
pertinent to a number of regulated sectors and jurisdictions, so 
how they are eventually determined by the CMA will be of interest 
to many regulated companies and regulators.)
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1. Base expenditure includes 
operating expenditure 
and capital maintenance 
expenditure.
 
2. This would be between 
the fourth- and fifth-ranked 
companies on water, and 
the third- and fourth-ranked 
companies on wastewater.

3. Bristol Water’s argument 
on the efficiency challenge for 
enhancement expenditure is 
mainly about a 10% ‘company-
specific challenge’ applied to 
enhancement items covered 
by a ‘shallow dive’ (a high-level 
bottom-up review), rather than 
those areas that are modelled 
econometrically (this issue 
is also raised by the other 
companies).

4. These include uncontrolled 
costs such as business rates 
and abstraction charges.

Oxera Consulting LLP is a 
limited liability partnership 
registered in England no. 
OC392464, registered office: 
Park Central, 40/41 Park End 
Street, Oxford OX1 1JD, UK; 
in Belgium, no. 0651 990 
151, branch office: Avenue 
Louise 81, 1050 Brussels, 
Belgium; and in Italy, REA no. 
RM - 1530473, branch office: 
Via delle Quattro Fontane 
15, 00184 Rome, Italy. Oxera 
Consulting (France) LLP, a 
French branch, registered 
office: 60 Avenue Charles 
de Gaulle, CS 60016, 92573 
Neuilly-sur-Seine, France and 
registered in Nanterre, RCS 
no. 844 900 407 00025. Oxera 
Consulting (Netherlands) LLP, 
a Dutch branch, registered 
office: Strawinskylaan 3051, 
1077 ZX Amsterdam, The 
Netherlands and registered in 
Amsterdam, KvK no. 72446218. 
Oxera Consulting GmbH is 
registered in Germany, no. 
HRB 148781 B (Local Court 
of Charlottenburg), registered 
office: Rahel-Hirsch-Straße 
10, Berlin 10557, Germany. 
Although every effort has been 
made to ensure the accuracy of 
the material and the integrity of 
the analysis presented herein, 
Oxera accepts no liability 
for any actions taken on the 
basis of its contents. No Oxera 
entity is either authorised or 
regulated by any Financial 
Authority or Regulation within 
any of the countries within 
which it operates or provides 
services. Anyone considering 
a specific investment should 
consult their own broker or 
other investment adviser. Oxera 
accepts no liability for any 
specific investment decision, 
which must be at the investor’s 
own risk. © Oxera 2020. All 
rights reserved. Except for the 
quotation of short passages 
for the purposes of criticism or 
review, no part may be used or 
reproduced without permission. 

1) Catch-up efficiency and the choice of 
the benchmark

Ofwat uses econometric models to calculate 
an allowed base expenditure1 for each 
company. At the earlier stages of this price 
review, Ofwat applied a catch-up efficiency 
challenge based on upper quartile cost 
performance in the water and wastewater 
service areas.2 For the Final Determination, 
Ofwat changed its choice of benchmark to 
the fourth-ranked company in water and the 
third-ranked company in wastewater. 

All of the four SoCs note that this change 
to a more stringent benchmark was not 
based on any empirical evidence. Indeed, 
they argue that the new benchmark is 
disproportionate on the basis of confidence 
in the accuracy of the models, its 
unrepresentative nature, and the unique 
circumstances of some of the companies 
used to set the benchmark and regulatory 
precedent. The companies therefore 
suggest that the CMA should reconsider 
what an appropriate benchmark should be.

The majority of enhancement costs 
(expenditure to meet new legislative 
requirements and improve the level 
of service) are considered by Ofwat 
separately to its base cost modelling. All 
four companies argue that the efficiency 
challenges applied to these costs (based 
on the upper quartile for a large proportion 
of appellants’ enhancement costs) are also 
too stringent because of the simplicity of the 
models, the use of forecast data (which, by 
definition, is more uncertain than outturn 
data), and the use of models that are based 
on a limited number of observations.3 

2) Frontier shift and real price effects

After calculating the modelled cost 
allowance and applying a catch-up 
efficiency challenge, Ofwat imposes a 
‘frontier shift’ challenge of 1.1% p.a. This is 
overlaid to capture productivity advances 
expected in the sector over the upcoming 
regulatory period. Some of the companies 
argue that Ofwat’s methodology was flawed 
and that the challenge is too high compared 
with regulatory precedent. They also argue 
that the frontier shift should not be applied to 
unmodelled costs,4 and that the frontier shift 
applied to wastewater WINEP enhancement 
costs (relating to compliance with certain 
statutory environmental obligations) 
constitutes a ‘double-count’, as it is applied 
in addition to a forward-looking benchmark.

Ofwat also takes into consideration ‘real 
price effects’ (RPEs). These are intended 
to capture changes in the specific costs 
that water companies face, additional to 
general inflation in the economy. In its Final 
Determination, Ofwat decided to take into 
account only the changes in input prices 
relating to labour costs. The companies 
put forward the argument in their SoCs that 
other input prices should also have been 

included by Ofwat, particularly energy and 
chemical costs.

3) Growth costs

Ofwat changed its approach during PR19 
to include costs associated with a growing 
population within its modelling of base costs, 
rather than as a separate cost area. At the 
Final Determinations, Ofwat introduced an 
ex post modelling adjustment to adjust its 
cost allowance if companies forecast higher 
or lower population growth compared with 
the historical average for the sector. 
In their SoCs, some companies set out 
how they consider the Final Determination 
allows inadequate recovery of growth costs 
associated with above industry average 
growth due to, in their view, the use of 
unreliable forecast household growth by 
Ofwat and not adequately accounting 
for the higher costs associated with new 
connections. Northumbrian, in contrast, 
only disputes Ofwat’s ex post modelling 
adjustments introduced at the Final 
Determinations.

4) The impact of quality of service on 
costs

The four companies also raised the issue 
that the Final Determination does not 
adequately allow companies to recover 
costs relating to providing a high quality of 
service. Companies have varying levels 
of service, and Ofwat considered that 
companies could meet certain quality 
targets from their allowed modelled base 
costs, which were based on historical 
performance—i.e. that there was no direct 
link between cost reduction and quality. All 
four companies dispute this, arguing that 
maintaining a high level of service is not 
costless and therefore Ofwat’s approach 
underfunds companies in this area and does 
not incentivise high performance.


