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1.   Executive summary 

PR19 presents a huge opportunity 

 

 

Our determinations 

 

 All water customers should experience operational excellence and efficiency 
over the next five years, and they should not have to pay extra for 
companies that are lagging behind the performance of others; 
 

 Water companies should earn a reasonable return when they effectively 
deliver for customers and the environment, rather than through financial 
engineering; 
 

                                            
1 By ‘water companies’, we mean companies holding appointments (licences) as water and/or 
sewerage undertakers under the Water Industry Act 1991. Water and wastewater companies (such as 
Anglian Water, Northumbrian Water and Yorkshire Water) are each both a water undertaker and a 
sewerage undertaker and water-only companies (such as Bristol Water) are each only a water 
undertaker. 
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 We support additional funding for investment to improve service, resilience 
and the environment. Additional allowances should be well-justified, 
supported by evidence and linked to outcomes. 

 

Outcome 
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Thirteen companies have accepted the challenge; four have not.  

The four requests for a redetermination 

 

What would the final determinations deliver for customers? 
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Our submission 

 

 Challenges facing the sector and our approach to PR19: recent 
developments in the water sector that we took into account when designing 
and carrying out our price review; 

 Overview of the price control framework: the framework we used to make 
our final determination, as well as how we developed our methodology, 
carried out our price review and met our statutory duties in doing so; 

 Our approach to key areas of the price review: how we conducted our 
costs, outcomes, risk and return and past delivery assessments; and 

 Key elements of our methodology appendix: further detail on our 
approach to certain policy areas of PR19. 

 
Separately, we provide the following documents: 
 
 Cross-cutting issues: we set out further detail on our approach to setting 

the level of overall challenge (‘stretch’) for companies, to setting the allowed 
return on capital, and our assessment of financeability; 

 Explanation of our final determination: we provide an overview of our 
final determinations for each of Anglian Water, Bristol Water, Northumbrian 
Water and Yorkshire Water, as well as a series of supplementary 
documents for each company; 

 List of documents: a list of relevant published material relating to PR19 for 
each disputing company; and 

 Glossary: definitions of key terms and acronyms used in our documentation. 

 

https://www.ofwat.gov.uk/regulated-companies/price-review/2019-price-review/final-determinations/
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2. Challenges facing the sector and our approach to   
 PR19 

 

 

 

 

 

                                            
2 See, for example, Financial Times, ‘Britain’s water industry must turn the tide’, 2019. 
3 National Audit Office, ‘The economic regulation of the water sector’, 2015. 
4 Citizens Advice, ‘Monopoly Money: How consumers overpaid by billions’, 2019. 

https://www.ft.com/content/7dc84ea8-2016-11ea-92da-f0c92e957a96
https://www.nao.org.uk/wp-content/uploads/2014/07/The-economic-regulation-of-the-water-sector.pdf
https://www.citizensadvice.org.uk/Global/CitizensAdvice/Consumer%20publications/Monopoly%20Money%20-%20How%20consumers%20overpaid%20by%20billions.pdf
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Water company performance has stagnated in recent years – and we 

have seen some notable failures in service delivery 

 

                                            
5 National Infrastructure Commission, ‘Strategic investment and public confidence’, 2019. 
6 EFRA Committee, ‘Regulation of the water industry’, 2018. 
7 National Audit Office, ‘The economic regulation of the water sector’, 2015. 
8 Environment Agency, ‘Water and sewerage companies’ performance: 2018 summary’, 2019. 

https://www.nic.org.uk/wp-content/uploads/NIC-Strategic-Investment-Public-Confidence-October-2019.pdf
https://publications.parliament.uk/pa/cm201719/cmselect/cmenvfru/1041/1041.pdf
https://www.nao.org.uk/wp-content/uploads/2014/07/The-economic-regulation-of-the-water-sector.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/815129/Water_company_performance_report_2018.pdf
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Figure 2.1: Total number of pollution incidents (thousands) 

 

 Figure 2.2: Total leakage (ml/day) 1992-3 to 2017-18 

 

Figure 2.2: Total Leakage (ml/day) 1992-93 to 2017-18 
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Some companies have shown that significant improvements in 

performance are possible 

 

 Water supply interruptions performance between 2012-13 and 2016-17
ranged from the reductions of over 70% achieved by Dŵr Cymru and SES 
Water to the total increases in supply interruptions sustained by three 
companies.  

 South West Water reduced internal sewer flooding by 51% between 2015-
16 and 2018-19. 

                                            
9 See Ofwat’s final decision to impose a financial penalty on Southern Water Services Limited for 
further details. 
10 See Notice of Ofwat’s imposition of a financial penalty on Thames Water Utilities Limited for further 
details. 
11 See our report Out in the Cold: Water companies’ response to the ‘Beast from the East’ for further 
details. 
12 We assess historic delivery of water supply interruptions between 2012-13 and 2016-17 to exclude 
the effect of freeze thaw in 2017-18 and subsequent recovery in 2017-19. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/10/Ofwat’s-final-decision-to-impose-a-financial-penalty-on-Southern-Water-S....pdf
https://www.ofwat.gov.uk/wp-content/uploads/2018/08/Notice-of-Ofwats-imposition-of-a-financial-penalty-on-Thames-Water-Utilties-Limited.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2018/06/Thaw-report-FINAL.pdf
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 Northumbrian Water reduced pollution incidents between 2013 and 2018  
by 71%.14 

 

Water sector productivity has shown little improvement in recent years 

 

 

 

                                            
13 We assess historic delivery of pollution incidents between 2013 and 2018 calendar years due to the 
Environment Agency’s reporting and to capture a five-year period for comparability to the length of the 
price control. 
14 We compare historic company performance on these measures in PR19 final determinations: 
Overall level of stretch across costs, outcomes and allowed return on capital appendix, p. 29, Table 8. 
15 We discuss the change in customer bills since privatisation in PR19 final determinations: Policy 
summary, pp. 4-5. 
16 Frontier Economics, ‘Productivity improvement in the water and sewerage industry in England since 
privatisation’, 2017. 
17 See PR19 final determinations: Overall level of stretch across costs, outcomes and allowed return 
on capital appendix, p. 14, for further details. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Overall-level-of-stretch-across-costs-outcomes-and-allowed-return-on-capital-appendix.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Overall-level-of-stretch-across-costs-outcomes-and-allowed-return-on-capital-appendix.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Policy-summary.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Policy-summary.pdf
https://www.water.org.uk/wp-content/uploads/2018/11/Water-UK-Frontier-Productivity.pdf
https://www.water.org.uk/wp-content/uploads/2018/11/Water-UK-Frontier-Productivity.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Policy-summary.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Policy-summary.pdf
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Water companies have not always taken the interests of customers or 

wider society into account in making their financing decisions 

 

                                            
18 See PR19 final determinations: Overall level of stretch across costs, outcomes and allowed return 
on capital appendix, p. 17, for further details around our estimation of sector productivity levels. 
19 See PR19 final determinations: Securing cost efficiency technical appendix, section A3.1, pp. 166-
186 for further details around our estimation of the efficiency frontier shift and the productivity benefits 
of the totex and outcomes framework. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Overall-level-of-stretch-across-costs-outcomes-and-allowed-return-on-capital-appendix.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Overall-level-of-stretch-across-costs-outcomes-and-allowed-return-on-capital-appendix.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Securing-cost-efficiency-technical-appendix.pdf
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Figure 2.3: Growth of debt and equity since 1990, £ billion, 2017-18 prices, 

CPIH deflated 

 

 

Table 2.1 Companies’ reported (2019) and forecast (2025) year-end gearing for 

their actual structures (%) 

Company Name 2019 2025 

Anglian Water 78.6 77.1 

Dŵr Cymru 56.0 54.8 
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Hafren Dyfrdwy 66.5 63.1 

Northumbrian Water 66.8 69.7 

Severn Trent Water 63.7 65.1 

South West Water 58.9 62.1 

Southern Water 68.8 69.1 

Thames Water 81.9 76.9 

United Utilities 64.8 60.0 

Wessex Water 64.7 69.1 

Yorkshire Water 75.8 69.8 

Affinity Water 79.7 76.8 

Bristol Water 64.6 67.9 

Portsmouth Water 66.3 55.3 

South East Water 78.5 76.0 

South Staffs Water 70.6 69.6 

SES Water 60.9 69.8 

Sector average 68.7 67.8 

Source: Companies’ reported 2019 figures taken from the latest 2018-19 annual performance 
report. Companies’ forecast for 2025 taken from company draft determination representations 
where companies have provided this information, otherwise taken from company April business 
plans. 

 

 

 

                                            
20 Source: Ofwat analysis of Refinitiv data. Average of the monthly FTSE 100 index dividend yield for 
the period January 2000 to March 2019.  
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Figure 2.4: Gross dividend as a percentage of the equity component of the RCV 

for each year ended 31 March 

Source: actual dividends reported in annual performance reports divided by the closing equity 
component of the RCV (calculated as regulatory capital value less net debt). Nominal outturn 
cost of equity is the real cost of equity (RPI) applied to final determinations for the years 2000-
01 to 2018-19 multiplied by the actual RPI inflation for each year. In 2017-18 Anglian Water 
declared a special dividend that was used by its parent company to repay intercompany loans 
provided by the regulated company as part of its restructuring in 2002-03. 
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21 For example, see Cathryn Ross’s speech at Moody’s conference in 2017. 
22 See Putting the sector in balance: position statement on PR19 business plans for further details. 

https://www.ofwat.gov.uk/wp-content/uploads/2017/10/Cathryn-Ross-speaking-notes-Moodys-2017-UK-Water-Sector-Conference.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2018/04/Putting-the-sector-in-balance-position-statement-on-PR19-business-plans-FINAL2.pdf
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3.  Overview of the price control framework 

Background 

 

 

 

 

                                            
23 Condition B of water companies’ appointments (licences) provides for the reference to, and 
determination by, Ofwat, and now the CMA, of price controls. No licence modification is needed to 
implement the determined price controls. 
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 Cost assessment: we set the efficient cost allowances for each company. Our 
allowance includes expenditure related to the day-to-day running of the 
business (‘base costs’) as well as expenditure to improve the environment, 
enhance resilience against future challenges (for example, against droughts, 
flooding or critical asset failure), and improve services to customers. 

 Outcomes: we set the levels of service that companies should deliver for their 
customers, as well as their incentives to do this, linking financial payments to 
the delivery of services for customers. We set ‘common’ performance 
commitments covering customers’ key priorities, and companies proposed 
‘bespoke’ performance commitments, reflecting local circumstances and 
customer priorities.  

 Risk and return: we set an allowed return on capital to provide investors with a 
reasonable return in line with the risk inherent in the sector, and ensured that 
companies were able to finance the proper carrying out of their functions. 

 

 the PR19 final methodology, published in December 2017; 
 the ‘Putting the sector in balance position statement’, published in July 2018, 

which set out our targeted amendments to the PR19 methodology aimed at 
addressing concerns about trust and confidence in the sector; 

 the policy summary, published alongside our final determinations; and 

                                            
24 We set out these risk sharing arrangements in more detail later in this section. 
25 We set out the incentives we reconciled at PR19 in section 4. 

https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Final-methodology-1.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2018/04/Putting-the-sector-in-balance-position-statement-on-PR19-business-plans-FINAL2.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Policy-summary.pdf
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 the policy and technical appendices to the final determinations, set out in the 
‘List of documents’ for each disputing company. 

Meeting our duties and the UK Government and Welsh Government 

strategic policy statements 

 

 further the consumer objective to protect the interests of consumers, 
wherever appropriate by promoting effective competition; 

 secure that companies properly carry out their functions; 
 secure that the companies are able (in particular, by securing reasonable 

returns on their capital) to finance the proper carrying out of those 

functions; and 
 further the resilience objective to secure the long-term resilience of 

companies’ systems. 
 

These are our primary duties. They are equal in weight and we must satisfy 
them all in the decisions we make. Subject to those duties, we also have duties 
to, among other things, promote economy and efficiency and contribute to 
sustainable development. 

 

Table 3.1: UK and Welsh Government strategic priorities 

UK Government Welsh government 

Securing long-term resilience 

Protecting customers 

Making markets work 

Affordability 

Innovation 

Long-term 

Markets and competition, where appropriate 

Resilience 

Strong customer focus 

                                            
26 We set out more detail on how the PR19 final determinations delivered the UK and Welsh 
Governments’ strategic priorities in UK Government priorities and our 2019 price review final 
determinations and Welsh Government priorities and our 2019 price review final determinations. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/UK-Government-priorities-and-our-2019-price-review-final-determinations.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/UK-Government-priorities-and-our-2019-price-review-final-determinations.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/UK-Government-priorities-and-our-2019-price-review-final-determinations.pdf
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Sustainable management of natural resources 

 

 

 

Key themes for PR19 

 

 

 Great customer service. We challenged companies to do much more to 
understand customers’ needs and reflect them in their business plans. 

 Long-term resilience in the round. We encouraged companies to consider 
all aspects of resilience, including operational, corporate and financial 
resilience, in line with our seven resilience planning principles.27 

 Affordable bills. Recognising that water is an essential service, we 
expected companies to understand and address affordability concerns for 
both current and future customers. 

 Innovation. In order to deliver on the above themes, companies need to 
innovate to deliver more of what matters to customers and the environment, 

                                            
27 We confirmed these principles in Delivering Water 2020: Our final methodology for the 2019 price 
review, pp. 78-80. 

https://www.ofwat.gov.uk/wp-content/uploads/2018/04/Putting-the-sector-in-balance-position-statement-on-PR19-business-plans-FINAL2.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2018/04/Putting-the-sector-in-balance-position-statement-on-PR19-business-plans-FINAL2.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Final-methodology-1.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Final-methodology-1.pdf
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including developing new ways of working and building on best practice 
from within and outside the water sector. 

Development of the PR19 methodology 

 

Figure 3.1: timeline of the 2019 price review 

 

 We strengthened our expectations about companies’ customer engagement 
and the improved outcomes that companies should achieve. We placed 
greater emphasis on the importance of companies understanding the needs 

                                            
28 Reflections on the price review – learning from PR14. 
29 Towards Water 2020 – meeting the challenges for water and wastewater services in England and 
Wales. 
30 Water 2020: Regulatory framework for wholesale markets and the 2019 price review. 
31 Water 2020: Our regulatory approach for water and wastewater services in England and Wales. 

https://www.ofwat.gov.uk/wp-content/uploads/2015/10/pap_pos201507lessonslearned.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_con20150912water2020.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_pos20150520w2020.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/03/1941_OFWAT_Cust_Participation_Report_final.pdf
http://ttps/www.ofwat.gov.uk/consultation/consultation-outcomes-framework-pr19/
https://www.ofwat.gov.uk/wp-content/uploads/2015/10/pap_pos201507lessonslearned.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/10/pap_tec201507challenges.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/10/pap_tec201507challenges.pdf
https://www.ofwat.gov.uk/consultation/water-2020-consultation/#Consultation
https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_pos20150520w2020.pdf
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of all their customers and a strengthened role for customer challenge groups 
(‘CCGs’), which provide challenge to companies on the quality of their 
customer engagement;32 

 In line with best practice,33 we moved towards a more robust index of inflation 
– CPIH34 – for customers’ bills and indexation of the RCV. We took a 
transitional approach to reduce risks for investors and manage bill impacts;35 

 We put emphasis on the role of markets in water resources and bioresources 
in England and, where it aligns with Welsh Government policy, in Wales. This 
included setting separate binding price controls for bioresources and water 
resources; and 

 We introduced direct procurement for customers, which encourages the 
greater use of markets in the financing, design and delivery of new water and 
wastewater assets by third parties, rather than incumbent water companies. 

 

 

 to develop our econometric cost models, we worked with stakeholders 
through our cost assessment working group during 2016 and 2017 and then 
consulted on the resulting models, as well as models independently proposed 
by companies, in 2018; 

                                            
32 CCGs are made up of a diverse range of customer representatives and stakeholders, reflecting 
local circumstances and challenges. They are not a substitute for a company engaging with its actual 
customers. We set out the role of CCGs in Ofwat’s customer engagement policy statement and 
expectations for PR19, section 3.2, pp. 21-29. 
33 Since March 2013, RPI has no longer been classified as an official governmentstatistic. In January 
2015, a report by the UK Statistics Authority (UKSA) stated that ‘government and regulators should 
work towards ending the use of the RPI as soon as practicable’. Other regulators, such as Ofgem, 
have moved away from RPI indexation towards either CPI or CPIH. 
34 Consumer Price Index including owner occupiers’ housing costs. 
35 We set out this transitional approach in May 2016. See Water 2020: Our regulatory approach for 
water and wastewater services in England and Wales, pp. 70-76. 
36 In particular, the licence changes made in April 2017 allow the setting of separate price controls for 
water resources and bioresources activities, provided for the move from RPI to CPIH for the 
indexation of price controls and allow the price controls of all 17 of the largest water companies to 
change between price reviews (in-period) to reflect their performance against certain performance 
commitments.    

https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_pos20160525w2020cust.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_pos20160525w2020cust.pdf
https://www.statisticsauthority.gov.uk/archive/reports---correspondence/current-reviews/executive-summary.pdf
https://www.ofgem.gov.uk/system/files/docs/2018/07/riio-2_july_decision_document_final_300718.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_pos20150520w2020.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_pos20150520w2020.pdf
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 before we consulted on our draft methodology, we consulted companies and 
stakeholders in 2016 on our outcomes framework to consider how we could 
develop the framework further;  

 we worked with other economic regulators on a UK Regulators Network 
(UKRN) report on the allowed return on capital, and drew on this and recent 
publications from other regulators to inform our decision;  and 

 we worked with the Environment Agency to set and develop a number of 
common performance commitments and their definitions, such as pollution 
incidents, treatment works compliance and risk of sewer flooding in a storm. 

 

The 2019 price review 

 

 

                                            
37 See A consultation on the outcomes framework for PR19 for further details. 
38 UKRN, ‘Estimating the cost of capital for implementation of price controls by UK regulators’, 2018. 
39 Delivering Water 2020: Consulting on our methodology for the 2019 price review. 
40 Delivering Water 2020: Our final methodology for the 2019 price review.  
41 See PR19 initial assessment of plans: Overview of company categorisation for further details about 
each test area assessment and our categorisation for each company. 

https://www.ofwat.gov.uk/regulated-companies/price-review/2019-price-review/business-plans/
https://www.ofwat.gov.uk/wp-content/uploads/2016/11/Consultation-on-the-outcomes-framework-for-PR19.pdf
https://www.ukrn.org.uk/wp-content/uploads/2018/06/2018-CoE-Study.pdfhttps:/www.ukrn.org.uk/wp-content/uploads/2018/06/2018-CoE-Study.pdf
https://www.ofwat.gov.uk/consultation/delivering-water2020-consulting-on-our-methodology-for-the-2019-price-review/
https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Final-methodology-1.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/01/PR19-inital-assessment-of-plans-Overview-of-company-categorisation-FINAL.pdf
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Wholesale and retail price controls 

 

 network plus water; 
 network plus wastewater; 
 water resources; and 
 bioresources. 

 

https://www.ofwat.gov.uk/regulated-companies/price-review/2019-price-review/draft-determinations/
https://www.ofwat.gov.uk/regulated-companies/price-review/2019-price-review/draft-determinations/
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Figure 3.2: Overview of the wholesale value chain and form of control 

Wholesale price controls 

 

 water resources;  
 network plus water;  
 network plus wastewater; and  
 bioresources (sludge treatment, transport, recycling and disposal).  
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 Pay-as-you-go (PAYG) expenditure – the proportion of allowed total 
expenditure (totex) that is recovered in each year of the price review period. 

 Regulatory capital value (RCV) run off – the revenue allowance to reflect 
the annual depreciation of the RCV. This reflects the long-term nature of the 
benefit to customers of previous company investment in its assets. 

 Return on capital – the allowed return for the providers of equity and debt 
finance. 

 Corporation tax allowance – this is estimated from projected corporation tax 
rates, profit forecasts and assumed levels of tax relief. 

 An allowance for PR14 reconciliation – this reflects the ex post adjustment 
for incentive payments, such as outcome delivery incentives, incurred in the 
PR14 price control period (2015-20). This is also included in the retail 
controls. 

 Other components42 – including grants and contributions,43 non-price control 
income, a collectively-funded innovation competition,44 and adjustments made 
to smooth the bill profile (revenue re-profiling).45 

                                            
42 For further details, see section 4.1.1 of each of the company final determination documents. 
43 This refers to revenue that we expect to be received from developers in respect of work undertaken 
by companies to service new developments. 
44 We introduced an ‘innovation fund’ as part of PR19 to stimulate innovation in the sector. For further 
details, see Time to act, now: driving transformational innovation in the sector, pp. 8-16. 
45 Evidence shows that customers have a strong preference for stable bills. Revenue profiling helps 
ensure that during a regulatory period, customers’ bills remain as stable as possible. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Anglian-Water-final-determination.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/Time-to-act-now-driving-transformational-innovation-in-the-sector-decision-document.pdf


Reference of the PR19 final determinations: Overview 

28 

Figure 3.3: Calculation of revenue allowances in wholesale controls 

 

 cost sharing incentives, where wholesale totex out and underperformance of 
our cost baselines is shared with customers. This ensures that customers 
benefit from outperformance and are protected when companies overrun their 
allowance. At PR19, we introduced a simpler cost sharing mechanism to 
incentivise efficient business plans.46 

 inflation indexation of the RCV and allowed wholesale revenues, which 
protects against general inflation risk.  

 reconciliation mechanisms, many of which are newly introduced at PR19, 
which adjust revenue allowances based on actual information, including wage 
rates, new cost of debt, business rates, abstraction charges and tax. These 
mechanisms reduce the risks to companies of differences between the 
forecasts included in the price control and actual outturns. 

                                            
46 See Delivering Water 2020: Our final methodology for the 2019 price review, section 9.3, pp. 139-
143 for further details. 

https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Final-methodology-1.pdf
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 reconciliation adjustments for volume based controls that apply to the retail 
and bioresources controls and reconciliation mechanisms that mitigate risk 
associated with under or over recovery of revenue for the network plus and 
water resources controls; and 

 interim determinations, which include ‘substantial effect’ provisions in 
companies’ licences. These provisions allow us to change the level of price 
controls in certain circumstances if particular thresholds are met. This protects 
companies (and customers) from material changes in circumstances. 

Retail price controls 
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Figure 3.4: Calculation of revenue allowances in the retail controls 

 

 a retail cost per customer; and 
 a net retail margin on total wholesale and retail cost allowances.  
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4.  Our approach to key areas of the price review 

Background 

 

 Engaging customers: we expected companies to understand what their 
customers want and what they are prepared to pay for. This begins at 
paragraph 4.2 below. 

 Delivering outcomes for customers: we set the level of performance 
commitments and associated incentives to encourage and reward delivery for 
customers. This begins at paragraph 4.8 below. 

 Securing cost efficiency: we set efficient cost allowances for base and 
enhancement expenditure. This begins at paragraph 4.36 below. 

 Accounting for past delivery: we reconciled the incentives we set as part of 
the PR14 price control to ensure that customers only pay for the service that 
they received. This begins at paragraph 4.71 below. 

 Aligning risk and return: we set the allowed return on capital and ensured 
that water companies could finance their activities. This begins at paragraph 
4.77 below. 

Engaging customers 
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 performance commitment levels; 
 bespoke performance commitment proposals; and  
 proposed financial incentive rates and structure, including outcome delivery 

incentives, out and underperformance payments, caps, collars and 
deadbands (within which financial incentives are not applied).  

 

 

 

 

                                            
47 Ofwat’s customer engagement policy statement and expectations for PR19. 
48 Our principles of good customer engagement, set out in the PR19 final methodology, pp. 25-26, 
emphasised that companies’ engagement processes should take account of the particular 
circumstances of each company and its household and non-household customers. Our principles also 

https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_pos20160525w2020cust.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_pos20160525w2020cust.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Final-methodology-1.pdf
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The role of CCGs 

CCGs provide assurance to us on the quality of a company's customer 
engagement and the extent to which the results of this engagement are driving 
decision making and are reflected in the company's plan. Each CCG submitted 
assurance reports to us at the same time as the company submitted their original 
business plan (September 2018), the revised business plan (April 2019) and some 
CCGs submitted representations on our draft determinations.50 

The role of CCGs was to focus on issues that customer engagement could 
helpfully influence. We do not expect CCGs to endorse a company’s overall plan. 
They are also not a substitute for a company engaging with its actual customers – 
it would not be reasonable to ask them to substitute for the views of customers.51 

Companies are responsible for the appointment and remuneration of CCG 
members. We encouraged both companies and CCGs – to consider CCG 
governance and transparency about funding arrangements. We set out that the 
chair of each CCG should not represent a particular organisation or groups of 
customers.  

Our approach to customer engagement in PR19 was an evolution of the approach 
taken in PR14. We will consider future role of customer engagement and customer 
challenge groups for PR24 including: 

 how to promote independence of CCGs so from the company; 
 the skills, capabilities, time and training required and the ability to access 

information independent from company; and 

                                            
noted Ofwat’s responsibility to challenge companies’ business plans as required in order to protect 
customers’ interests. 
49 For example, we discouraged the use of deadbands to ensure companies had an incentive to 
stretch themselves.  
50 See Representations received on our draft determinations for further details. 
51 We set out the roles and responsibilities of Customer Challenge Groups in Ofwat’s customer 
engagement policy statement and expectations for PR19, pp. 21-29.  

https://www.ofwat.gov.uk/regulated-companies/price-review/2019-price-review/draft-determinations/representations-received-on-our-pr19-draft-determinations/
https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_pos20160525w2020cust.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/12/pap_pos20160525w2020cust.pdf
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 the relative balance between national and company specific research, and 
areas in which customer research has most benefit.52 

Delivering outcomes for customers 

 

 

 

 Performance commitments set out the services that customers should 
receive.  

 Outcome delivery incentives specify the financial or reputational 
consequences for the companies if they outperform or underperform against 
each of these commitments. 

 

 

 

                                            
52 See PR19 final determinations: Policy summary, pp. 30-31. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Policy-summary.pdf
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 the quality of evidence companies provided to support their proposed 
performance commitments, performance levels and outcome delivery 
incentives;  

 individual companies’ current and historical performance;  
 a comparative assessment of companies’ historical, current and forecast 

performance, where this information was available;  
 the views of other regulators and stakeholders; and 
 the combination of performance commitment levels and outcome delivery 

incentives for each company and across companies. 

Common and comparable performance commitments  
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Figure 4.1: The 15 common performance commitments for PR1953   

 

 

                                            
53 Treatment works compliance is a measure of asset health, as well as a statutory measure. Pollution 
incidents, internal sewer flooding, treatment works compliance, sewer collapses and risk of sewer 
flooding in a storm apply to wastewater companies only. The remaining performance commitments 
apply to all companies. 
54 An alternative approach would be to include performance levels in our econometric modelling. 
However, neither companies nor us have been able to develop robust models that link service levels 
to costs.  

Common 
performance 

level measures

• Water supply interruptions
• Pollution incidents
• Internal sewer flooding

Reducing water 
demand

• Leakage
• Per capita consumption

Statutory 
measures

• Compliance risk index
• Treatment works compliance

Asset health 
measures

• Mains repairs
• Unplanned outage
• Sewer collapses

Resilience 
measures

• Risk of sewer flooding in a storm
• Risk of severe restriction in a drought

Vulnerability 
measures • The priority services register

Customer 
experience

• Customer experience measure (C-MeX)
• Developer services experience measure (D-MeX)
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 water supply interruptions;  
 internal sewer flooding; and 
 pollution incidents.  
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Bespoke performance commitments 

 

 each price control – for companies whose areas are wholly or mainly in 
Wales, this included the business retail price control; 

 vulnerability; 
 the environment; 
 resilience; and 
 the abstraction incentive mechanism (AIM). 

 

 

 

                                            
55 We outline these approaches in PR19 final determinations: Delivering outcomes policy appendix, 
Table 3.1, p. 16. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/07/PR19-draft-determinations-Delivering-outcomes-for-customers-policy-appendix.pdf
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Outcome delivery incentives 

 

 

 

 

 

                                            
56 Our exact approach for determining whether or not to intervene was set out in PR19 final 
determinations: Delivering outcomes for customers policy appendix, pp. 92-99. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Delivering-outcomes-for-customers-policy-appendix.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Delivering-outcomes-for-customers-policy-appendix.pdf
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Securing cost efficiency 

 

 

 

 

                                            
57 See Delivering Water 2020: Our methodology for the 2019 price review, Appendix 2: Delivering 
outcomes for customers, pp. 76-8, for further details on our approach to caps and collars. The Return 
on Regulated Equity (RoRE) is the return to shareholders, as a proportion of the equity component of 
RCV calculated by reference to the notional capital structure. 

https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Appendix-2-Outcomes-FM-final.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Appendix-2-Outcomes-FM-final.pdf
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Base expenditure: For companies’ day-to-day operational and maintenance 
costs, and costs to accommodate population growth, we used econometric models 
to benchmark historical costs and set efficient cost allowances.  

Enhancement expenditure: We used company forecast data and compared costs 
for similar activities to allow each company efficient costs for investment to 
enhance services for customers and the environment. 

Cost adjustment claims: Companies could present evidence of unique operating 
circumstances or atypical expenditure which drive higher efficient costs for the 
company relative to its peers, and which may not have been taken into account in 
our benchmarking analysis. 

Direct procurement for customers: For schemes forecast to cost at least £100 
million, we expected companies to assess whether direct procurement for 
customers would be an efficient mechanism for delivering the investment. We 
allowed companies to recover the costs of running the procurement process. 

Base expenditure 
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Catch up efficiency challenge 

 

 

                                            
58 Our approach to setting a catch up efficiency challenge is discussed in PR19 final determinations: 
securing cost efficiency technical appendix, section 3.1.3, pp. 28-36. 
59 For further details on how we determined company value of the cost drivers for the period 2020-25, 
see PR19 final determinations: Securing cost efficiency technical appendix, section 3.1.2, pp. 23-27. 
60 See CMA final determination for Bristol Water plc, final report, paragraph 22, p. 6.  

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Securing-cost-efficiency-technical-appendix.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Securing-cost-efficiency-technical-appendix.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Securing-cost-efficiency-technical-appendix.pdf
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
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Frontier shift and real price effects 

 

 

                                            
61 In our historical sample from 2011-12 to 2018-19, there are 10 wastewater companies as Hafren 
Dyfrdwy did not exist in its current form during these years. 
62 See PR19 final determinations: Securing cost efficiency technical appendix, section 3.1.3, pp. 28-
36. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Securing-cost-efficiency-technical-appendix.pdf
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Enhancement expenditure 

 

 

 

                                            
63 We considered an expenditure proposal to be of low materiality (hence subject to a shallow dive 
assessment) if it was less than 0.5% of the proposed wholesale cost for the relevant service (ie water 
or wastewater).  
64 See PR19 final determinations: Securing cost efficiency technical appendix, section 4, pp. 48-104. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Securing-cost-efficiency-technical-appendix.pdf
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Environmental obligations65  

The water sector, and society as a whole, depends crucially on a healthy natural 
environment. Protecting and improving the ecosystem is an integral part of the 
business of a water company, one that cannot be separated from the services they 
provide.  

Water companies have statutory obligations to deliver environmental 
improvements and help meet the environmental targets set out in legislation. For 
companies operating in England, the Environment Agency sets out these 
obligations in the Water Industry National Environment Programme (WINEP), and 
for companies operating in Wales, Natural Resources Wales sets out the 
obligations in the National Environment Programme (NEP). 

These obligations protect a range of environments including bathing waters, 
shellfish waters and other conservation areas. In addition, these obligations cover 
issues relevant to water companies such as intermittent discharges of wastewater 
to rivers and coastal waters.  

The interventions that the water companies are expected to make to meet these 
obligations include treating wastewater discharges to a higher quality standard, 
better managing flows of wastewater and minimising the impacts of abstractions of 
water for drinking water production. 

The investment requested by the industry to deliver the programme at PR19 is 
significantly larger than the investment required at PR14. We did not challenge the 
need of company proposals under WINEP and NEP given the statutory nature of 
the requirements. However, we challenge companies on the efficient delivery of the 
programme. At PR19, we allowed companies £4.8 billion to deliver the ambitious 
environmental programmes.  

Long-term resilience66 

Long-term resilience was central to PR19. We required companies to demonstrate 
their approach to managing risks to resilience in their business plans.  Companies 
have duties to develop and maintain systems for water supply and sewerage 

                                            
65 We set out our assessment of the impact on the environment in the final determinations in PR19 
final determinations: Overview of companies' final determinations. 
66 We set out our assessment of resilience in the final determinations in PR19 final determinations: 
Overview of companies' final determinations. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Overview-of-final-determinations.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Overview-of-final-determinations.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Overview-of-final-determinations.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Overview-of-final-determinations.pdf
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services, which need to be resilient in the long term. In this context most of the 
funding we provided to maintain resilient systems and services is within base 
costs. We also provided enhancement funding where companies demonstrated 
that they could achieve real reductions in risk and improvements in resilience.  

While we provided significant additional funding, it should be emphasised that most 
companies’ original business plans lacked a clear line of sight between the risks to 
resilience identified by the company, the proposed mitigations presented in the 
plan to tackle these risks, and how these mitigation plans were reflected as service 
improvements in the form of stretching performance commitments.67 

To ensure that companies could avoid, cope with and recover from disruption over 
the long term, we allowed companies more than £1 billion to protect the 
environment, homes, businesses and drinking water supplies from flooding. This 
includes funding the Hull and Haltemprice sewer flooding scheme for Yorkshire 
Water.  

We also allowed £643 million to increase the resilience of water and wastewater 
infrastructure against potential failures. In tandem, we set companies common 
performance commitments, with financial incentives attached, to reduce mains 
repairs, unplanned outages, sewer collapses and sewer flooding in a storm as well 
as to treat effluent effectively in their treatment works. 

The sector also faces significant long-term drought resilience challenges. We were 
concerned that company business plans were not taking sufficient action to 
address this issue and that companies had failed to work together to develop 
appropriate regional and national solutions. To help address this issue, we stepped 
in and provided up to an additional £469 million (provided through a gated process) 
for companies to work together to investigate alternative sources of water. 
Companies also received £1.6 billion of funding to install meters and to help 
balance supply and demand for water.  

Cost adjustment claims and direct procurement for customers 

 

                                            
67 Our assessment of company plans on resilience is summarised in PR19 initial assessment of 
business plans: summary of test area assessment, pp. 58-67. Further details are provided in PR19 
final determinations: Securing long term resilience. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/01/PR19-initial-assessment-of-plans-Summary-of-test-area-assessment.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/01/PR19-initial-assessment-of-plans-Summary-of-test-area-assessment.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Securing-long-term-resilience.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Securing-long-term-resilience.pdf
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Our view of cost allowances 

 

 

 the conditional funding of £480 million we are providing to Thames Water to 
improve the resilience of water supplies in London and to improve the 
performance of the London water network; and 

 the £469 million we are providing through a gated process for the 
development of strategic regional water resources solutions to help support 
drought resilience challenges. 

                                            
68 We set out these criteria in Delivering Water 2020: Our final methodology for the 2019 price review, 
Appendix 11: Securing cost efficiency, p. 14. 

https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Appendix-11-Cost-efficiency-FM.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Appendix-11-Cost-efficiency-FM.pdf
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 £200 million of funding we are providing for the innovation fund; and 
 over £600 million that companies are allowed to recover through direct 

procurement for customers (DPC) projects. 

 

Figure 4.2: Comparison of PR19 cost allowances to historical costs69 (£ billion, 2017-

18 CPIH deflated prices)70 

Overall stretch on costs and outcomes 

 

                                            
69 We include forecast enhancement operating expenditure in wholesale base costs to allow for a like-
for-like comparison of historical to forecast base costs (due to the inability to distinguish and remove 
enhancement operating expenditure from historical base costs). Therefore, enhancement expenditure 
is presented on a capex basis only. 
70 Residential retail expenditure is presented in nominal terms. 
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Accounting for past delivery – the reconciliation of PR14 
incentives 

 

 

 cost efficiency – where a company over or underperformed on its totex 
allowance, the over or underspend is shared with customers, mitigating the 
impact on the company of any overspending and sharing the benefits of any 
underspending with customers; 

 outcomes performance – outperformance or underperformance payments 
resulting from outcome delivery incentives; 

 revenue forecasting (using the wholesale revenue forecasting incentive 
mechanism, or WRFIM) – financial incentives for companies to make 
accurate forecasts for wholesale revenue; 

 residential retail revenue – adjustments to reflect actual customer 
numbers so companies can recover the full amount of their allowed costs 
per customer; 

 customer service (using the service incentive mechanism) – to incentivise 
good customer service performance relative to other water companies; 

 water trading – incentive payments for new water trades that started in 
the 2015-20 period; and  

 land sales – sharing any proceeds from disposals of interest in land equally 
with customers. 

 

                                            
71 We set out whether each mechanism is reconciled through an adjustment to the RCV or the 
allowed revenue in PR19 final determinations: Accounting for past delivery technical appendix, p. 5, 
Table 2.1. 

https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Accounting-for-past-delivery-technical-appendix.pdf
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Aligning risk and return 

 

                                            
72 We published Consultation on the PR14 reconciliation rulebook in March 2015, PR14 reconciliation 
rulebook policy document in July 2015, Update to the PR14 reconciliation rulebook policy document in 
February 2016, and updated versions of the PR14 reconciliation rulebook in February 2016, October 
2016 and our final version in December 2017. 
73 The PR14 reconciliation rulebook does not cover how the service incentive mechanism was 
reconciled. See PR19 final determinations: Accounting for past delivery technical appendix, pp. 14-30 
for details on how we reconciled these incentive mechanisms.  
74 See PR19 final determinations: Accounting for past delivery technical appendix, pp. 8-12, Table 
2.2. 

https://www.ofwat.gov.uk/publication/ofwat-pr14-reconciliation-rulebook/
https://www.ofwat.gov.uk/consultation/consultation-on-the-pr14-reconciliation-rulebook/
https://www.ofwat.gov.uk/consultation/the-pr14-reconciliation-rulebook-policy-document/
https://www.ofwat.gov.uk/consultation/the-pr14-reconciliation-rulebook-policy-document/
https://www.ofwat.gov.uk/consultation/the-pr14-reconciliation-rulebook-policy-document/
https://www.ofwat.gov.uk/publication/ofwat-pr14-reconciliation-rulebook/
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Accounting-for-past-delivery-technical-appendix.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2019/12/PR19-final-determinations-Accounting-for-past-delivery-technical-appendix.pdf


Reference of the PR19 final determinations: Overview 

52 

Aligning risk and return 
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 Bristol Water, relating to costs for abstractions from the Gloucester and 
Sharpness Canal. 

 Anglian Water, for costs that may arise in the event that a ban on the 
outdoor use of metaldehyde is delayed or not reintroduced; and  

 Anglian Water, to address the possibility that a direct procurement for 
customers scheme might need to be delivered by the company rather than a 
competitively appointed provider. 

The allowed return on capital 

 

 

                                            
75 We explain this further in ‘Cross cutting issues’. 
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Financeability 
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Assessing company proposals for improving trust and confidence 

 

 We set out a gearing outperformance mechanism. This requires companies 
with gearing levels materially above our notional assumption to share benefits 
with customers. The mechanism was introduced to address a concern that 

                                            
76 See Putting the sector in balance: position statement on PR19 business plans for further details. 

https://www.ofwat.gov.uk/wp-content/uploads/2018/04/Putting-the-sector-in-balance-position-statement-on-PR19-business-plans-FINAL2.pdf
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companies and their investors retain all the benefits of high gearing 
arrangements, with little evidence of benefits to customers.  

 We set out our expectations that companies should demonstrate how dividend 
and performance related executive pay polices reflect performance delivery for 
customers. 

 We confirmed our expectations for companies to demonstrate how they will 
maintain long term financial resilience in business plans. 
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