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What does this appendix do?  

This document supports the submission of South East Water’s business plan for 

2020-2025 and provides: 

 Our position on the cost of capital 

 An assessment of the financial resilience of our business 

 An analysis of the financial performance of our business called the Return 

on Regulated Equity (RoRE) 

 Our position on tax funding for our business 

 An explanation of the financial modelling carried out to support the 

business plan 

The evidence you will find in this appendix  

The following evidence is included in this document: 

 A technical assessment of the cost of capital and financeability by the 

independent consultant NERA Economics set out in Annex A and Annex B 

The decisions we have made based on this evidence  

We have made the following decisions based on this evidence:  

 We have provided transparency on our dividend policy 

 We have reduced our debt levels to 75 per cent gearing 

 We have concerns about how Ofwat has assessed the reasonable rate of 

return and consider this to be inconsistent with the available economic 

evidence.  We have nevertheless devised a plan that results in a wholesale 

rate of return of 2.3 per cent over the course of the PR19 price control 

period (RPI real, wholesale business) in order to meet Ofwat’s 

expectations. We have done so on the basis that we can finance our 

activities if all of the other critical elements of our plan – including our totex, 

performance commitments and outcome delivery incentives – are 

materially accepted in full. 

 We find the business is financially resilient with a 4 per cent Pay As You 

Go adjustment 

Need further information?  

Please email yourwateryoursay@southeastwater.co.uk if you require further 

information or wish to clarify anything in this document.  

 

mailto:yourwateryoursay@southeastwater.co.uk
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1. Financial resilience 

1.1 Setting the scene  

Over the next regulatory period, 2020 to 2025, we intend to invest an estimated £961 

million of totex into our business. This is to ensure that we enhance and maintain all 

our customer service commitments, while increasing the resilience of our service 

provision. This will be achieved by securing new water supplies, increasing our 

operational resilience and not just maintaining but enhancing our natural 

environment. We have also forecast our costs not just for the next five years but over 

the next 25 to 40 years so that we continue to maintain or enhance our assets to 

deliver the least cost solution for our customers. 

Our credit ratings are important as they are a strong indicator of our financial 

resilience and consequently are the reference point for lenders when assessing the 

interest rates at which they are willing to lend us money to invest.  In the current 

regulatory period, 2015 to 2020, we have raised additional finance while maintaining 

a stable investment grade rating.  This is despite the downward pressure resulting 

from one rating agency’s concerns about the financial strength of the sector as a 

whole.1   Our financial resilience has been helped by improvements that we have 

made in cost efficiency and operational performance (e.g. SIM) over 2015 to 2020, 

as well as our financial structure which enables us to raise debt to fund our capex 

programme on reasonable terms.   

Our proposals are designed to ensure we can maintain our current investment grade 

rating during 2020 to 2025 and are able to continue to raise finance at low interest 

rates.   

NERA, our independent economic consultants, has concluded that the fair cost of 

capital for our business is in the range 3.85 to 4.24 per cent, Ofwat’s view that the 

rate of return for the water sector should be 2.3 per cent is significantly lower than the 

bottom end of this range. We therefore have fundamental concerns about how Ofwat 

has assessed the reasonable rate of return and consider that this is inadequate and 

may deter much needed investment in the water sector over the long-term.  

Nonetheless, we have devised a plan that results in a wholesale rate of return over 

the course of the 2020 to 2025 price control period of 2.3 per cent.  

                                                
 

1 Moody’s (May 2018), Regulated Water Utilities – UK Regulator’s proposals undermine the stability and predictability of the 
regime, 
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Our shareholders have agreed to provide the investment required over the 2020 to 

2025 period, on the understanding that the critical elements of our plan are materially 

accepted as a package.  We believe this condition is appropriate as we have finely 

balanced the many components of our plan, setting highly ambitious targets, with 

significant penalties for under-performance, setting efficiency targets that drive us to 

seek to do more for less and a suite of wider promises that help vulnerable 

customers, the environment and local communities. 

For water companies with greater than 70 per cent gearing, a new mechanism has 

been introduced that applies a penalty to companies with gearing above this level.  

We continue to disagree with the premise of the gearing penalty proposed. However, 

in order to reduce this gearing penalty, £55 million of equity will be invested in the 

business at the start of the 2020 to 2025 period to reduce our level of debt, and we 

will also significantly reduce dividends over the same five-year period.  For 2020 to 

2025 this represents a nominal dividend yield of around 2.3 per cent, compared to 

the current dividend yield of around three per cent. These dividend yields are 

significantly lower than Ofwat’s view of what is a reasonable nominal dividend yield – 

which is five per cent.  These actions will ensure that our gearing reduces to 75 per 

cent at the very start of the 2020 to 2025 period and is kept at this level, which is a 

step reduction from the 80 per cent level of gearing we are at in this period.  

We have the ability within prices to adjust to some extent the revenues that drive 

customer prices across the 10 year period 2020 to 2030.  The lever we can use to 

make this adjustment relates to the proportion of fast money i.e. collected from 

customers in the short-term and slow money collected over a much longer time 

horizon. We believe there are three factors that lead to a requirement for an 

adjustment to an increase in fast money:   

 We have assessed our financial resilience on a notional basis in accordance 

with Ofwat’s guidance.  Our assessment confirms that we can maintain our 

current investment grade rating but with limited headroom on our financial 

ratios.  Increased headroom will provide much needed financial resilience  

 engagement with our customers found that around 90 per cent of our 

customers support stable bills and by increasing the proportion of fast 

money in 2020-25 and reducing the proportion in 2025-30, it delivers more 

stable customer bills 

 we have also assessed our proportion of fast money compared to the rest of 

the industry and have found that a greater proportion of our investment is 

paid for by future customers than by current customers compared to other 

water companies, which implies that our natural rate of fast money may be 

too low  
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We have also assessed our financial resilience using our forecast financial structure 

including the aforementioned reduction in debt and have concluded that our current 

credit ratings can be maintained. 

We have modelled a range of potential downside financial shocks of increasing 

severity.  We have found that in some scenarios we may suffer a sufficiently large 

deterioration in our financial performance that our lenders would prevent our 

shareholders from being paid any dividends until the cause is resolved and we may 

also have our credit ratings reduced.  However, we have found that the company will 

be able to continue to deliver for our customers and thus our financial resilience 

would be maintained. 

We have also looked at the return on regulated equity (RoRE) as prescribed by 

Ofwat to assess the risks to which we are subject and the balance of risk and return 

between the company and our customers and other stakeholders.  We have found 

that shareholders would earn a base return of 4.6 per cent on regulated equity if the 

company performs in line with our plan and this can reduce by 6.3 per cent on the 

downside if the company performs poorly (meaning shareholders make a loss on 

their investment) or an additional 3.4 per cent on the upside if the company performs 

well. We consider these figures to be in line with Ofwat’s expectations. 

In conclusion, an extensive interrogation of the forecast credit ratings of the business 

and our ability to withstand financial shocks has been carried out.  This has been 

balanced with customers’ strong preference for flat bill profiles.  Taking into account 

the commitment to invest additional equity of £55 million, the reduction in the 

dividend to approximately half the level that Ofwat considers to be reasonable and 

the adjustment to the rate of fast money, we consider the business to be financially 

resilient. 

The Board of South East Water has approved the business plan having regard to its 

financial resilience on this basis. 
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2. Dividend policy 

Our dividend policy will be transparent and reflect overall company 

performance.  Overall performance is measured in the short term by performance 

against the ODIs and in the longer term against the improved resilience that we have 

delivered across our network through investment. These performance metrics have 

been designed to align with providing a high level of service to our customers. The 

alignment of the interests of our employees with the Company’s is also important and 

in determining our overall performance we will also take into account employee 

satisfaction and how our obligations in areas such as provision of pension benefits 

are performing. 

Our dividend payments to our shareholders will be reflective of and take 

consideration of both our short term performance and how we are performing in 

delivering longer term sustainability. Whilst Ofwat do not specifically include longer 

term metrics in their list of considered items for a dividend policy we consider it is 

important that they are considered as they are key to incentivising the correct 

behaviours for a long term industry such as our own.  In addition to considering both 

shorter and longer term metrics, any dividend payable to our shareholders will also 

be considered against Ofwat’s notional dividend guidance and our ambition to 

enhance the financial resilience of the company through degearing. 

Our dividend policy is linked to our business plan. This plan is the most ambitious we 

have ever created in that it sets stretching targets in all areas customers value. We 

did this to drive the business to new areas of performance but not necessarily 

because performance is currently below customers’ expectations now.  Indeed in 

many areas we have challenged ourselves to perform to a level customers have 

shown no desire to support but the nature of the stretching targets will drive the right 

behaviours and levels of innovation we feel are important to improve trust and 

credibility and indeed support our focus on customers’ expectations for a responsible 

business. 

When we consider the payment of dividends we will do so in the context of the 

service that we have delivered to our customers which will take into account our 

performance against the pre-set stretching ODI targets and our performance outside 

of the ODI framework. This will include whether we have delivered against other 

commitments we have made to our customers, the quantum and nature of 

adjustments for out/ underperformance against regulatory metrics and benefit sharing 

and specifically whether it is appropriate to return these to customers or whether they 

should be shared with the company. In addition we will also consider the interests of 
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our employees which will include all the elements of staff remuneration, health, safety 

and wellbeing via well-established performance metrics. The funding of our 

employees past and present pension obligations will also be an important factor 

before the payment of dividends. We will also take into account our capital structure 

and any commitments we have made with respect to degearing the business. 

In addition to the shorter term considerations as set out above, prior to paying a 

dividend we will also give consideration to the need to finance future investment in 

both assets and processes in our business and thus improve resilience for both 

current and future generations. Our financial resilience and our ability to absorb 

shocks will also be a determining factor before any dividend payment is made. 
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3. Cost of capital 

3.1 Summary 

We invest in long lived assets that serve customers over many decades, and in some 

cases over a hundred years. We provide the up-front investment in these assets and 

we recover the costs from our customers through an annual depreciation charge and 

an allowed return on capital. This section focuses on our approach to setting the 

return on capital element of our charges to customers. 

Ofwat’s proposed wholesale return on capital for the PR19 price control period is 2.3 

per cent. This is a substantive reduction relative to the PR14 return of 3.6 per cent 

and is significantly lower than the bottom end of the range determined by NERA 

Economic Consulting (NERA), the independent economic consultants. 

NERA has concluded that the adoption of Ofwat’s proposed rate of return is likely to 

materially understate our long-term financing costs, notably given Ofwat’s reliance on 

short-run market evidence instead of historical realised returns in determining the 

cost of equity and underfunding of our actual cost of debt which was efficiently 

incurred as a small company.  NERA has also identified areas where the cost of debt 

indexation mechanism prescribed by Ofwat may not be sustainable for us, e.g. the 

industry approach to setting the funding of debt costs does not reflect our circa 3 per 

cent of debt raised in the next regulatory period compared to debt raised prior to 

2020. Overall, NERA estimates our wholesale financing costs in the range of 3.8 to 

4.2 per cent (real RPI) for PR19 compared to Ofwat’s proposed allowance of 2.3 per 

cent.  

We therefore have concerns about how Ofwat has assessed the reasonable rate of 

return and consider this to be inconsistent with the available economic evidence.  We 

have nevertheless devised a plan that results in a rate of return of 2.3 per cent over 

the course of the PR19 price control period (RPI real, wholesale business) in order to 

meet Ofwat’s expectations. We have done so on the basis that we can finance our 

activities if all of the other critical elements of our plan – including our totex, 

performance commitments and outcome delivery incentives – are materially accepted 

in full. However, as explained further below, we consider that Ofwat’s approach 

materially understates our actual financing costs. 

As explained in section 4.7, our business plan assumptions provide for flat bills over 

AMP7. The adoption of Ofwat’s lower allowed return contributes to offsetting the impact 

of the switch from RPI to CPIH on revenues and customer bills. 
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For the purpose of assessing AMP8 customer bills, we have adopted a wholesale 

rate of return of 3.5 per cent (subject to review at PR24), which is more consistent 

with NERA’s lower-bound estimate of the long-run cost of equity and our modelled 

cost of debt for AMP8.   

3.2 Ofwat’s PR19 guidance reflects a substantive step-down in the rate of return 

Ofwat has set out its early view on the return for both debt and equity in its December 

2017 final methodology, as well as the balance of these two sources of finance for an 

efficient company in the water industry, referred to as notional gearing. Together, 

they provide for an overall allowed rate of return on the assets that provide services 

to customers in our industry.  

Overall, Ofwat has identified an allowed return of 2.3 per cent (real RPI, wholesale 

business)2 for PR19 which represents a substantive reduction relative to its PR14 

decision of 3.6 per cent.3 

3.3 Ofwat places greater emphasis on forward looking market evidence in 

determining its early view of the cost of equity  

In line with established finance theory and other UK economic regulators, Ofwat 

determines our allowed cost of equity based on evidence on the return to the stock 

market as a whole, referred to as total market return (TMR), adjusted for the 

difference in risk for our business relative to the market as a whole (referred to as 

“beta risk”).  The allowed return needs to reflect the return investors can earn 

elsewhere on a risk-adjusted basis, as we compete for funds from UK and global 

investors that can otherwise choose to invest elsewhere.   

In its guidance, Ofwat presented its early view on the TMR of 4.85 to 6.13 per cent 

(real RPI) with a point estimate of 5.44 per cent.   

Ofwat’s early view of the TMR is substantially lower than regulatory precedent at 

recent reviews, including the most recent Competition and Markets Authority (CMA) 

decision for Bristol Water in 2015, which determined a TMR of 6.5 per cent (RPI 

real)4.  The proposed reduction reflects Ofwat’s view that expected returns to equity 

holders have fallen due to the current low interest rate environment, and its intention 

                                                
 

2  Ofwat (2017) Delivering Water 2020: Our methodology for the 2019 price review, Appendix 12: Aligning risk and 
return, p. 16.  Link: https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Appendix-12-Risk-and-return-CLEAN-
12.12.2017-002.pdf  

3  Ofwat (2014) Final price control determination notice: policy chapter A7 – risk and reward, p.41.  Link:  
https://www.ofwat.gov.uk/wp-content/uploads/2015/10/det_pr20141212riskreward.pdf  

4  CMA (2014) Bristol Water price control determination, p.332. Link: 
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.p
df  

https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Appendix-12-Risk-and-return-CLEAN-12.12.2017-002.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Appendix-12-Risk-and-return-CLEAN-12.12.2017-002.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/10/det_pr20141212riskreward.pdf
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
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to place greatest weight on forward-looking approaches to estimating the cost of 

equity. 

In terms of our relative risk compared to the wider market, Ofwat proposes an equity 

beta of 0.77 which means that we are less risky in Ofwat’s view than the market as a 

whole.  By definition, the market as a whole has a beta of 1.00. Ofwat’s view of our 

relative risk to the market is that it has decreased since PR14 but not as materially as 

the TMR.5    

3.4 Ofwat’s allowance is insufficient to attract equity finance in the long-term  

We have adopted Ofwat’s return in our business plan on the basis that we can 

finance our activities if all critical elements of our plan are materially accepted in full. 

However, when taken in isolation, Ofwat’s allowed return does not allow us to finance 

our activities. Drawing on a report we commissioned from NERA, we have material 

concerns with Ofwat’s cost of equity which leads us to conclude that Ofwat’s 

guidance substantially understates our actual cost of equity:6   

 Ofwat considers that continued relaxed monetary policy and corresponding 

low debt costs (“lower for longer”) have resulted in lower equity financing costs 

and that this will remain the case for the AMP7 period. Ofwat claims that 

returns to equity decline when government yields are low, but there is no 

evidence that expected market returns have fallen in the current low risk-free 

rate environment. Rather, NERA shows that equity holders’ required premium 

has increased during the period of economic uncertainty, which offsets any 

reduction in expected returns from lower government yields7.    

 In estimating the TMR, Ofwat considers a range of evidence including “ex-

post” (historical realised returns data), “ex-ante” (decomposing historical 

returns into expected return plus uncertainty adjustment) and “forward-

looking” approaches, such as dividend growth models (DGM), placing most 

weight on “ex-ante” and “forward looking” approaches in selecting the point 

estimate which support its range.8 As there is no evidence that required 

returns have declined in today’s low interest rate environment, we consider 

that Ofwat should focus principally on historical realised returns as the 

                                                
 

5  At PR14, Ofwat determined an equity beta of 0.80 based on an asset beta of 0.32.  Source: Ofwat (2014) Final price 
control determination notice: policy chapter A7 – risk and reward, p.41.  Link: https://www.ofwat.gov.uk/wp-
content/uploads/2015/10/det_pr20141212riskreward.pdf 

6  We explain these issue in greater detail in Annex A 

7 See for example, Bank of England, (August 2016), Inflation Report, p.2, which noted: “There remains, however, substantial 
uncertainty about the nature of the UK’s future trading arrangement and the implications for competitiveness. This may have 
increased the risk premium required by investors to hold sterling-denominated assets” or the Bank of England (May 2018), 
Inflation report, p.9, which states that “[…] equity risk premia — the additional return that investors require for holding equities 
instead of less risky government debt — are estimated to have increased for UK-focused companies in recent years.” 

8  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 
risk and return, pp.32-33. 

https://www.ofwat.gov.uk/wp-content/uploads/2015/10/det_pr20141212riskreward.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/10/det_pr20141212riskreward.pdf
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objective measure of required equity financing costs, with forward-looking 

measures used as a cross-check only.  This is the approach taken by the CMA 

and other UK regulators, including Ofwat at previous reviews. 

NERA estimates a TMR based on long-run historical returns for the UK stock market 

of between 6.5 and 7.1 per cent (real RPI), drawing on established statistical 

techniques to calculate the return as considered by the CMA in its recent network 

determinations. Ofwat places no or little weight on this established evidence. 

NERA also considered Ofwat’s forward looking evidence. Ofwat’s TMR of 5.44 per 

cent (real RPI) is based on its own advisers’ estimate of the DGM. This compares 

with the Bank of England’s independent DGM which provides for a TMR of 7.2 to 8.1 

per cent (real RPI).   

NERA finds that Ofwat advisers’ DGM results are downward biased, as, instead of 

using a measure of worldwide GDP growth to be consistent with the rest of their 

assumptions, Ofwat’s advisers use the UK GDP growth, a key driver of the cost of 

equity when applying the DGM method.9   

3.5 Market evidence indicates we are exposed to greater risk relative to 

comparators 

NERA has also reviewed Ofwat’s approach to determining beta. NERA estimates a 

beta of between 0.33 to 0.35, higher than Ofwat’s guidance of 0.3.   

NERA’s approach is similar to Ofwat’s advisers, other than Ofwat’s advisers place 

greater weight on Severn Trent (SVT) and United Utilities (UU) and ignore Pennon 

(owner of South West Water and Bournemouth) and National Grid, which NERA 

considers are reasonable comparators.  NERA also estimates an uplift of 0.03 to the 

observed betas for the comparators to allow for the difference in the cost structure of 

South East Water relative to the wider industry, applying the CMA’s approach at the 

2010 and 2015 Bristol Water appeals.  

3.6 Ofwat’s notional cost of debt allowance should include a small company debt 

premium of 0.3 per cent 

Ofwat proposes an allowance of 1.59 per cent (real, RPI) for embedded debt based 

on its assessment of industry embedded debt costs.  Ofwat’s notional debt allowance 

                                                
 

9 As NERA explains in Annex A Ofwat’s advisers ignore the fact that FTSE companies derive more than 70 per cent of their 
earnings from outside of the UK, where expected GDP growth is higher as well as ignore short run dividend forecasts from 
independent equity analysts, which the Bank of England uses in its DGM analysis.  Moreover, NERA considers that forward 
looking DGM evidence should be treated with caution, given the sensitivity of the results to dividend growth assumptions.  It 
therefore relies primarily on long-run historical returns in estimating the cost of equity.  However, these figures are far higher 
than Ofwat’s interpretation of the evidence. 
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should include a small company adjustment of 0.3 per cent for the efficient 

incremental debt costs incurred by small companies like South East Water.  

3.7 There should be an adjustment to account for our relative high proportion of 

embedded debt versus new debt  

At previous reviews, Ofwat has set a new cost of debt based on its view of the likely 

financing costs over the price control period (ex-ante approach).  The difficulty with 

such an approach is that debt costs are difficult to forecast, and customers may pay 

too much or companies may fail to recover efficient costs.  To address this issue, 

Ofwat proposes to true-up the cost of new debt allowance at the end of PR19 based 

on an average of the A and BBB rated iBoxx Corporate non-financial 10 Y+ indices.   

In principle, we are supportive of a cost of debt indexation mechanism, and we have 

adopted the mechanism as the basis for our business plan.  However, we have three 

concerns which question its long run sustainability as a mechanism that will 

adequately compensate our investors.  First, NERA finds no evidence to support 

downward adjustment of 15 bps to the benchmark iBoxx indices for alleged company 

outperformance (or “regulatory halo”), as Ofwat proposes in its guidance10.  Second, 

we disagree with Ofwat’s proposal to true-up for a nominal iBoxx in combination with 

an ex ante inflation assumption of 2 per cent (CPIH), as this may change over the 

course of review, affecting our real debt costs which would then diverge from the 

allowance.  We propose that inflation is reviewed at the end of AMP7.  

Third, Ofwat assumes 30 per cent of debt is raised in AMP7 and 70 per cent is raised 

prior to 2020. Ofwat’s assumption differs materially from our expected profile of 3 per 

cent of debt being raised in AMP7 and 97 per cent being raised prior to AMP7.  The 

proportion of debt we raise in AMP7 differs because of our relatively small scale and 

therefore relatively concentrated debt profile, and as a result we have no material re-

financing needs over AMP7.  

NERA has also estimated a higher ex-ante cost of new debt allowance (subject to the 

true-up) of 1.20 per cent compared to Ofwat’s estimate of 0.38 per cent. NERA’s 

approach is similar to Ofwat’s but notably includes an allowance of 30 bps which 

recognises our higher costs as a relatively small company and ignores the 15 bps 

downward adjustment.   

3.8 There is no evidence to support a reduction in the notional gearing to 60 per 

cent 

Ofwat proposes a notional gearing assumption of 60 per cent, a reduction from 62.5 

per cent at PR14.  It does so on the basis that “some companies’ gearing has 

                                                
 

10 Moody’s (22 May 2018) Regulator’s proposals undermine the stability and predictability of the regime, p. 4 



 

PR19 Supporting Appendix 14, Financial | 3 September 2018 
 

Not confidential | Author: James Grant | Last saved: 03/09/18 

File name: Appendix 14 Finance FINAL 180903  Page 16 of 48 
 

declined”, and there is a wider decline in corporate gearing.  Ofwat’s first statement 

ignores the fact the wider industry gearing has not materially changed over PR14, 

with average gearing around 70 per cent, as shown in Figure 1.  NERA’s analysis of 

UK utilities also shows that gearing has not declined. 

Figure 1: Net debt to RCV shows no discernible decline since PR14 

 

Source: NERA analysis.  Each individual bar shows rating for licensee.  Grey lines 

show average industry gearing. 

Table 1 sets out NERA’s estimate for the cost of equity for South East Water.  

Overall, NERA estimates a WACC for the wholesale business of between 3.85 and 

4.24 per cent, compared to Ofwat’s central estimate of 2.30 per cent.  The 

differences are due to an amalgamation of differences in approach as summarised in 

the previous sections. 

For AMP7, we have adopted Ofwat’s guidance on the basis that we can finance our 

activities if our business plan is accepted as a whole, but we consider the allowed 

return is inadequate when considered in isolation.  For AMP8, we have adopted a 

cost of capital more consistent with NERA’s lower bound long run cost of equity and 

our modelled debt costs to ensure continued access to funds over the longer-term 

that is essential in underpinning our long-term planning for improvements and 

resilience.  
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Table 1: We estimate a Vanilla post-tax cost of capital for South East Water Wholesale 

of 3.73 to 4.12 per cent (real, RPI) 

Parameter 
Ofwat 
guidance 

NERA: Lower 
bound 

NERA: 
Upper 
bound 

NERA approach: 

Gearing 60 62.5 62.5  

Cost of equity     

TMR 5.44 6.50 7.10 Long run market evidence 

RfR -0.88 1.00 1.50 Long run market evidence 

ERP 6.31 5.50 5.60 Calc. (=TMR – RFR) 

Asset beta (no debt beta) 0.32 0.33 0.35 Wide comparator set, 
including NG 

Asset beta (with uplift) 0.32 0.36 0.38 Calc. 

Debt beta 0.10 0.00 0.00 Market evidence 

Asset beta (including debt beta) 0.37 0.36 0.38 Calc. 

Equity beta (notional gearing) 0.77 0.96 1.01 Calc. 

Cost of equity (real post-tax) 4.01 6.28 7.17  

Cost of debt     

Cost of embedded debt 1.59 2.06 2.06 SEW cost of debt 
embedded debt 

Cost of new debt 0.38 1.20 1.20 Market evidence, gross of 
halo, forward uplift and 
small company premium 

Ratio of embedded to new debt 70:30 97:3 97:3 SEW financial model 

Issuance and liquidity costs 0.10 0.52 0.61 SEW debt issuances 

Cost of debt 1.33 2.55 2.64 Calc 

Appointee WACC (vanilla) 2.40 3.95 4.34 Calc 

Retail net margin deduction 0.10 0.10 0.10 Ofwat PR14 assumption 

Wholesale WACC (vanilla) 2.30 3.85 4.24  

Table Source: NERA analysis 
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4. Financeabililty 

4.1 Summary 

Our AMP7 business plan depends on our ability to continue to attract finance on 

reasonable terms, both to support the refinancing of one third of our debt which 

matures just prior to AMP7 and to continue to meet long-term capital expenditure 

requirements to deliver innovation in service provision and enhanced resilience.   

In determining the financeability of our business plan we have considered the 

following parameters: 

 Ofwat’s cost of capital for AMP7 which represents a significant reduction 

compared to AMP6, the impact on revenues is partially off-set by the partial 

switch from RPI to CPIH indexation, as required by Ofwat, which brings 

revenues forward in the near term 

 Our research, which suggests that our customers would like stable bills 

 Our investment programme based on our business plan and the revised water 

resources management plan (rWRMP19) 

 Ofwat’s decision to introduce a benefit sharing mechanism for companies with 

gearing above 70 per cent of net debt/RCV, which will mean that our company 

will need to de-gear significantly over AMP7 to minimise the penalties  

 Our external credit ratings which we have maintained stable (Moodys Baa2, 

Standard and Poor’s BBB) over the AMP6 period despite severe downward 

ratings pressure throughout the water sector based on the regulatory outlook 

 Finally, our upcoming refinancing maturities and timing thereof 

In summary, the following highlights underpin the financeability of our business plan: 

We have reviewed headroom on our notional credit ratios which are financeable but 

with limited headroom and our customer bill profile and customer preferences, and 

have identified the need for an average 4 percentage points increase in the pay-as-

you-go (PAYG) relative to the calculated natural rate over AMP7 to provide more 

headroom for notional credit ratios and stable bills to customers.  

We have also reviewed our PAYG and run-off rates with respect to industry norms 

which shows that we will continue to recover a low proportion of costs from today’s 

customers based on the calculated natural rate.  Even with our proposed PAYG 

adjustment, our PAYG and run off rate taken together provide an average bill that is 
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around 6 per cent lower than it would otherwise be if both were set equivalent to the 

PR14 industry average. 

Our bills will reduce on average by -1.9 per cent relative to our 2019/20 bills before 

legacy adjustments such as water volume adjustments.  This corresponds to -0.1 per 

cent including legacy adjustments. 

For the reasons set out in section 7.5.3 of the main business plan and section 4.12 of 

this appendix, we disagree with the premise of the gearing penalty proposed by 

Ofwat and do not think it is in the interests of customers, stakeholders or the water 

industry as a whole. Nevertheless, since Ofwat has required the inclusion of such a 

mechanism in order for a plan to be considered compliant, we have included this 

penalty mechanism in line with Ofwat’s methodology. 

£55 million of equity will be invested in South East Water at the start of the period to 

reduce the level of debt, and we will significantly reduce dividends over AMP7, 

representing a nominal dividend yield of around 2.3 per cent over AMP7 (compared 

to Ofwat’s reasonable nominal base dividend yield of 5 per cent and an AMP6 

dividend yield to date of around 3 per cent).  This will ensure that our gearing 

reduces to 75 per cent at the very start of AMP7, a step reduction from around 80 per 

cent over AMP6.   

We have reviewed the financial ratios generated by our business plan and compared 

them to rating agency ratio guidance levels and our bank financial covenant levels.  

The proposed level of gearing allows us to maintain our current investment grade 

credit ratings over the period, albeit with tighter ratios (notably around adjusted 

interest cover ratio (AICR) and funds from operations (FFO) to net debt) than before.  

In addition, we show that we are financially resilient to reasonable cost and revenue 

shocks, with our financial covenant protections and stand-by bank facilities providing 

protection to both customers and creditors.   

4.2 Our financing structure has allowed us to finance substantive investment over 

AMP6 and maintain a stable investment grade credit rating, despite downward 

ratings pressure for the sector 

Over AMP6, we expect to deliver an estimated £455 million capex programme which 

corresponds to around 10 per cent real growth in our RCV.11  This represents a 

sizable investment programme compared to our industry peers and allows us to 

deliver improvements in service provision and enhanced resilience in the South East 

Water region. 

                                                
 

11  See Moody’s (3 November 2017) South East Water Limited. P.4.  
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Over AMP6, we have raised additional finance while maintaining a stable investment 

grade rating, despite the downward pressure resulting from one rating agency’s 

concerns about the financial strength of the sector.12  Our financial resilience has 

been helped by improvements in cost efficiency and operational performance (e.g. as 

measured by SIM) over AMP6, as well as our financial structure which enables us to 

raise debt to fund our capex programme on reasonable terms.   

We will need to raise new debt immediately prior to AMP7 to refinance circa £300 

million of debt that needs to be repaid in 2019, to obtain an equity injection to 

enhance our financial resilience and over the longer-term to meet investment needs 

and to continue to reduce our debt as a proportion of our RCV.  Our proposals are 

designed to ensure we can maintain our current investment grade rating over AMP7 

to raise finance efficiently. 

4.3 As our starting point, we calculated PAYG and run-off rates based on the natural 

rate 

Our business plan is based on Ofwat’s guidance on the allowed rate of return.  The 

other critical regulatory levers that influence our financial strength are the PAYG and 

run-off rates, as these both influence the balance of revenues recovered from 

customers today and in the future.   

In line with Ofwat’s guidance, we first calculated our PAYG and run-off rates for each 

separate wholesale control (water network plus and water resources) with reference 

to the so-called “natural rate”.13,14   We have also considered the associated bill 

profile and customer preferences for stable bills in setting these regulatory levers. 

Overall, we calculate a natural rate PAYG over the AMP7 period of 59 per cent, and 

a run-off rate of 3.3 per cent.  Those are below our AMP6 PAYG and run-off rates, 

which were themselves towards the low-end for the industry at PR14, as we explain 

further below (see Figure 2).   

Our PAYG rate assumes that all Infrastructure Renewals Expenditure (IRE) is 

included in operating costs consistent with our approach at PR14.  We understand 

that an alternative approach could be to include a proportion of IRE in capex.  If this 

                                                
 

12  See Moody’s (October 2017) Lower returns will pressure credit quality from 2020 

13  Ofwat states: “we expect companies to explain their choices of PAYG and RCV run-off rates by reference to the 
economic substance that underpins their business plans (that is, by reference to the substance of expenditure that is expensed 
and that which reflects the rate of RCV depreciation) and the balance between current and future customers. We also expect 
companies to provide customer support for the associated bill profile and to ensure that their proposals balance the needs to 
customers both now and in the future.”  Ofwat (2017) Delivering Water 2020: Our methodology for the 2019 price review 
Appendix 12: Aligning risk and return, p. 110.  Link: https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Appendix-12-Risk-
and-return-CLEAN-12.12.2017-002.pdf 

14 For detail of natural rate PAYG and run-off by control, see NERA (2018) SEW Financeability Assessment for PRI19, Section 
2.4.1 

https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Appendix-12-Risk-and-return-CLEAN-12.12.2017-002.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/12/Appendix-12-Risk-and-return-CLEAN-12.12.2017-002.pdf
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approach had been adopted it would have reduced our PAYG rate and increased our 

RCV run-off rate but the impact on the balance of revenues recovered from 

customers today and in the future would have been neutral. 

4.4 We continue to recover a relatively low proportion of costs from today’s 

customers, compared to industry average 

Compared to other companies, we recovered a lower proportion of costs from today’s 

customers relative to future customers over AMP6.   

For example, our proposed PAYG and run off rate for PR19, taken together, provide 

bill levels that are around 6 per cent lower than they would otherwise be if both were 

set equivalent to the PR14 industry average.  Our low proportion of costs recovered 

in-year is mainly explained by our low RCV run off rate, which in turn may be 

explained by different industry approaches to calculating asset values and asset lives 

for depreciation purposes.  Our low proportion of PAYG may be explained by 

different accounting policy differences between companies. 

Figure 2: We recover a low proportion of costs from today’s customers compared to 

future customers, relative to the industry average (South East Water PR19 vs PR14) 

 

 

4.5 The natural rate provides increasing bills over time, contrary to customers’ 

preferences for stable bills 

Combining the calculated natural PAYG and run-off rate with our other business plan 

assumptions, leads to a customer bill profile that first steps down over the 2020-2025 

period by around 3 per cent before inflation but then increases to above today’s level 

by 2030 before inflation.  One of the reasons for the step-down is the impact of the 

lower cost of capital in AMP7, based on Ofwat’s PR19 guidance, in part off-set by the 

change to inflating 50 per cent of the RCV by CPIH.  We have also assumed a cost 
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of capital in line with the lower end of NERA’s estimation of the fair cost of capital in 

AMP8. 

For these reasons, bills first fall but then increase under our natural rate scenario.  In 

addition, the water volume adjustment, deferring collection of revenues from AMP6 

into AMP7 to help our customers have more stable bills, has the effect of increasing 

bills by around 2 per cent over AMP7.  Excluding this effect, the step-down in bills of 

3 per cent (prior to PAYG adjustment) is even more pronounced at around 5 per 

cent. 

4.6 Our customer research shows that consumers prefer stable bills over time 

The movement in bills under natural PAYG rate is not in line with our customer 

research, which shows that consumers overwhelmingly would prefer stable real bills 

over time.  As set out in section 3.14 within Appendix 1: Engagement, we asked 

customers to choose between three options for both a five-year period and 20-year 

period.  

 Option A: A bill decrease in the first year (or first five years) before an increase 

in the following four years (or the following 15 years) 

 Option B: A bill increase in the first year (or first five years) before a decrease 

in the following four years (of following 15 years) 

 Option C: Stable bills across the five years (or 20 years) 

Option A is essentially our customer bill profile based on natural PAYG and run-off 

rates, i.e. a step-down then increase in bills.  Option C is provided by a PAYG of 

approximately 4 per cent, and Option B is provided by a PAYG somewhat greater 

than 4 per cent. Around 90 per cent of customers supported a stable bill profile (see 

Figure 3), i.e. Option C. 

Figure 3: Around 90 per cent of our customers support stable bills 
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4.7 We require a PAYG adjustment relative to the natural rate of 4 per cent to deliver 

stable bills 

As we set out above, around 90 per cent of our customers expressed support for a 

stable bill profile, which would be achieved with a PAYG adjustment of around 4 per 

cent.  We therefore have adopted this profile in our plan.  To achieve flat bills in real 

CPIH terms over the AMP7 period, we start with a 6 per cent PAYG adjustment 

declining to 3 per cent by the end of the period. As set out in Figure 4 below, 

following a slight increase in the real average household bill in April 2020, our 

business plan provides for stable bills. 

Figure 4: Our PAYG adjustment of 4 per cent provides flat bills

 

 

Our proposed PAYG adjustment from 59 per cent to 63 per cent brings our PAYG 

towards the PR14 industry average of 64 per cent, while our run-off rate of 3.3 per 

cent remains below the industry average of 4.4 per cent. 

The lower cost of capital means current customers are potentially receiving a 

disproportionately large benefit  

In recent periods as the real cost of capital has fallen, we have received a smaller 

portion of returns through in-period revenues and a larger proportion of returns have 

been received through inflation of the RCV.15  Increasing the proportion of the return 

that is added to the RCV through inflationary returns reduces the proportion of the 

return that is remunerated in-period. This means current customers are potentially 

benefitting more than they should from the reduction in the real cost of capital which 

                                                
 

15 Ofwat Final Methodology p.194 
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is lower than historic returns and lower than long term forecasts.  The increase PAYG 

adjustment as set out above will off-set this effect.   

4.8 We are financeable on a notional basis but with limited headroom 

A financeability test involves assessing whether expected financial ratios (such as 

the net cash-flows available to meet our debt obligations) are sufficiently robust to 

meet our debt obligations and raise new capital, and ensure that we are financially 

resilient and thus mitigate risk to customer services.  To assess our financeability, we 

draw on Moody’s and S&P rating methodologies, as two of the foremost agencies 

that also provide rating reports for us. 

Ofwat has asked us to ensure the business is financeable on a notional basis at 60 

per cent gearing and at the allowed rate of return which is in line with Ofwat’s PR19 

guidance.16  We looked at our notional financeability first by fixing dividends at a 

nominal yield of 5 per cent in line with the Ofwat reference as a reasonable dividend 

yield.  This results in gearing increasing from 60 to 65 per cent over the period.  

Credit metrics are tight with Moody’s adjusted interest cover ratio at 1.38x on 

average over AMP7 on this basis. 

We assessed notional financeability both based on a natural PAYG as well as an 

average 4 per cent PAYG adjustment.  Under all these variants, the company was 

financeable on a notional basis.  The credit metrics below reference to notional 

financeability with gearing at 60 per cent in all years and an average 4 per cent 

PAYG adjustment. 

As we explain in more detail in NERA’s technical Annex B, Moody’s assesses credit 

rating based on a combination of qualitative factors (60 per cent weight in overall 

rating) and four key credit metrics (40 per cent weight in overall rating).  Table 2 

below sets out a summary of Moody’s key financial ratios, which when combined with 

Moody’s qualitative factors, which provides an investment grade credit rating of 

Baa1.  

                                                
 

16  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 
risk and return, Table 1, p. 17. 
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Table 2: Moody’s credit metrics for PR19 support Baa1 notionally financed South East 

Water 

 
2020/21 2021/22 2022/23 2023/24 2024/25 AMP7 Average 

AICR  1.38 1.46 1.47 1.52 1.53 1.47 

 Gearing  60% 60% 60% 60% 60% 60% 

 FFO/Net Debt  10.4%  10.4%  10.1%  10.0%  9.8%  10.2%  

 RCF/Net Debt  7.9%  8.9%  9.1%  8.0%  7.8%  8.3%  

Source: NERA calculations based on SEW notional PR19 Ofwat model 

 

We have also implemented S&P’s approach in our notional financeability 

assessment.  As explained in Annex B, S&P assesses companies’ credit rating along 

two dimensions: i) business risk profile and ii) financial risk profile.  S&P rates our 

business risk profile as “excellent”, which reflects the highest possible score.  The 

“excellent” business risk assessment combined with an expected FFO:debt ratio of 

9.3 per cent over AMP7 on average, implies an investment grade credit rating of A- 

(see Table 3).  

Table 3: S&P FFO:debt ratio support A- rating over AMP7 on notional basis 

Core ratios 2020/21 2021/22 2022/23 2023/24 2024/25 AMP7 average 

FFO/debt  9.7%  9.5%  9.2%  9.1%  8.9%  9.3% 

Debt/EBITDA  7.0x 7.1x 7.2x 7.3x 7.4x 7.2x 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

 

On a notional financeability assessment with natural PAYG, we calculate an overall 

rating of Baa2/BBB. 

We have also considered the financial headroom associated with the individual 

wholesale controls, and can confirm that both are financeable on a notional basis. 

We also show that we have sufficient financial headroom for our retail business.17 

4.9 We intend to de-gear to 75 per cent before the start of AMP7 

Our policy is to maintain a debt level that is commensurate with a solid investment 

grade credit rating.  As a result of Ofwat’s introduction of a penalty for higher gearing, 

we will target a 75 per cent net debt to RCV over the AMP7 period.  This level of 

gearing is well below the level our debt providers require us to maintain (85 per cent 

                                                
 

17  See NERA (2018) SEW Financeability Assessment for PR19, section 4.1 
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net debt to RCV) and is also lower than our gearing level over the current regulatory 

period which was closer to 80 per cent.  

This massive reduction in gearing will be achieved through a further investment of 

£55 million of equity prior to 2020 to reduce gearing to 75 per cent.  In order to 

maintain this gearing level over the period, the shareholders will only receive a 

dividend yield of 2.3 per cent which is well below Ofwat’s guidance of 5 per cent.  

The dividend policy reflects a continuation of modest dividend payments over the 

current period with a dividend yield to date over AMP6 around 3 per cent on 

average.18   

A large part of our debt structure is comprised of long term fixed rate bonds and 

inflation linked debt.  The issuance of debt that does not require to be repaid for 

many years (in some cases more than 20 years) is undertaken to reduce the level of 

refinancing risk, as we cannot raise new debt on a regular basis at efficient rates 

given our small size.  Our limited refinancing requirements during AMP7 imply no 

further substantive change to our actual cost of debt, given the prohibitive cost to 

paying back debt holders before the maturity date of the debt.   

Figure 5: Our gearing will decline to 75 per cent for AMP7 

 

 

                                                
 

18 Moody’s (3 November 2017) South East Water p.5 
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4.10 We are financially resilient over AMP7 based on our proposed financing 

structure, albeit with tighter ratios around AICR and FFO to net debt 

Based on our proposed gearing targets over AMP7, dividend policy and actual 

borrowing rates and assuming Ofwat’s proposed allowed return and the PAYG 

adjustment as per the notional financeability analysis above, our business plan 

maintains investment grade ratings.  

Table 4 below sets out the key Moody’s financial ratios calculated using SEW’s 

actual financial structure.  Combining the actual credit metrics from Table 4 with the 

qualitative factors considered by Moody’s in its wider assessment, we calculate an 

investment grade credit rating from Moody’s albeit we have a weaker AICR than our 

current rating assessment.19   

Table 4: Moody’s methodology supports an investment grade credit rating of Baa2 

based on SEW actual financial structure 

  

2020/21 2021/22 2022/23 2023/24 2024/25 

AMP7 Average 

 AICR  1.29 1.31 1.31 1.33 1.34 1.32 

 Gearing  75% 75% 75% 75% 75% 75% 

 FFO/Net Debt  8.2%  8.1%  7.9%  7.7%  7.6%  7.9% 

 RCF/Net Debt  8.2%  7.3%  7.2%  6.6%  6.3%  7.1% 

Source: NERA calculations based on SEW actual PR19 Ofwat model 

 

Table 5 below sets out the S&P core ratios assuming SEW actual financial structure.  

On average, we calculate S&P FFO/debt of 6.3 per cent over AMP7.  S&P’s core 

ratios combined with an “excellent” business risk profile, supports an overall 

investment graded credit rating of BBB from S&P. 

Table 5: S&P supports BBB rating based on SEW actual financial structure  

Core ratios 2020/21 2021/22 2022/23 2023/24 2024/25 AMP7 average 

FFO/debt  6.6%  6.5%  6.3%  6.2%  6.1%  6.3% 

Debt/EBITDA  8.5x 8.6x 8.7x 8.8x 8.9x 8.7x 

Source: NERA calculations based on SEW actual PR19 Ofwat model 

 

                                                
 

19 Moody’s calculate an AICR of 1.6x for the financial year ending 2017.  See Moody’s (3 November 2017) South East Water, p. 
2 
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4.11 Our covenant protections and liquidity facilities provide protection for creditors 

and customers 

The terms on which our lenders invested in South East Water includes enhanced 

protection measures for our lenders and reinforces many aspects of our licence.  The 

“lock up covenant”, at which point we must not make payments to our shareholders, 

is set at 85 per cent net debt to RCV.  Therefore, our proposed de-gearing to 75 per 

cent over AMP7 is well below the level required to provide sufficient headroom and 

protection for our lenders and for our customers.   

In addition to our proposed de-gearing, we have access to substantive un-drawn 

bank facilities including £70 million of undrawn capex and working facilities available 

until 2022 which will be refinanced with a replacement facility of circa £125m.  We 

also have access to designated undrawn stand-by bank facilities of £36 million to 

fund any shortfall in cash to fund debt interest costs and £18 million to fund any 

shortfall in cash to pay for operating costs and maintenance costs, which we maintain 

under the terms agreed with our lenders and are available to cover stress 

scenarios.20 

We have tested the financial resilience of our model against the scenarios prescribed 

by Ofwat, as well as our own specific South East Water scenarios that focus on risks 

that are most likely to affect us.  The scenarios are set out in detail in Annex B 

Section 5.2, p.36.  In a number of those scenarios, AICR falls below these 

thresholds, and financial resilience can be maintained through lock-up provisions.  In 

none of these scenarios do we breach the default event triggers, and therefore we 

consider that our plan is financially resilient. 

4.12 We introduce the financial gearing penalty despite concerns about the adverse 

impact on customer bills  

We have considered the customer impact from the introduction of the financial 

gearing penalty over AMP7 (to which we remain opposed for the reasons set out in 

section 7.5.3 of the main business plan and Annex B, p.40).  Ofwat’s proposals to 

reduce allowed returns for companies with gearing above 70 per cent will incentivise 

companies, including South East Water, to reduce borrowing levels, resulting in an 

increase in companies’ tax liabilities, which would be passed through to customers in 

the form of higher bills.  It also reduces the company’s financial resilience by 

introducing an actual drain on cash flows (without any compensation).  We have 

considered the prospective increases in bills from tax effects, and equity issuance 

costs relative to the prospective reduction in customer bills from the penalty. 

                                                
 

20  Moody’s (3 November 2017) South East Water p.6 
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As set out in the technical appendix, our analysis shows that the increase in tax 

liabilities will increase the South East Water average annual household bill by £1.28, 

and there is a further increase of £1.72 from equity issuance, which is the efficient 

cost we incur in raising equity finance.  These effects outweigh any alleged “benefit”, 

assuming this is (inappropriately) calculated on the difference between notional 

equity and South East Water’s actual cost of debt as per Ofwat’s proposals, of £1.58.   

Notwithstanding our opposition to the introduction of the penalty and the resulting 

adverse customer bill impacts,21 in order to meet Ofwat’s requirement we have 

assumed that a financial gearing penalty based on Ofwat’s proposal applies from 

2020, with corresponding payments to customers over AMP8 consistent with the 

position statement issued by Ofwat in July 2018 which stated that any mechanism 

Ofwat impose would not have any cashflow effect until 2025.   

4.13 Ofwat’s tax claw-back should operate in a symmetric way, to allow companies 

to recover tax where they have a step-down in gearing during review period 

Ofwat has confirmed that it will recover any tax benefits arising from any capital 

restructuring in 2020-25, as a result of a one-off step change in gearing.22  We 

propose that this mechanism works in a symmetric way, such that any further one-off 

de-gearing over the period 2020-25 (in addition to the de-gearing to 75 per cent that 

we propose) leads to a recalculation of our tax liabilities, such that we can recover 

the additional tax costs associated with de-gearing.  

                                                
 

21 SEW response dated 17 May 2018 to Ofwat’s Putting the sector in balance consultation, p.9 

22 Ofwat (2017) op. cit., Appendix 12: Aligning Risk and Return, p.105. 
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5. Return on regulatory equity (RoRE) 

5.1 Summary 

The range in the return on regulatory equity (RoRE) in the business plan shows the 

assessment of the likely upside and downside to the financial performance of the 

company for the price control period. This assessment takes into account: 

 The risk factors (costs, service incentives, financing, etc) that may affect the 

out-turn return and an assessment of the impact and likelihood of these 

factors 

 The links between the multiple risk factors and the likelihood of risks occurring 

in combination 

 The effect of management mitigation on the downside risks 

We have assessed the following risk factors in line with Ofwat’s guidance that may 

have an impact on the RoRE for the next regulatory period: 

 Revenue risk 

 Wholesale totex (sum of operational and capital expenditure) risk and 

residential retail cost risk; 

 Outcome delivery incentives (ODIs) and service quality incentives for 

residential customers and developers (C-MeX and D-MeX) 

 Interest cost on new debt compared to Ofwat’s allowance 

The assessment of high and low scenarios reflects historical evidence on risks 

experienced by South East Water and other water companies and our judgement on 

the ability of management to address adverse conditions. 

The resulting RoRE range is shown in the table 6 below.  In our high RoRE scenario, 

the return to shareholders is 8.04 per cent from the appointed business; while in our 

low RoRE scenario, the return is -1.81 per cent. The range shows the risk involved 

for the shareholders in investing in South East Water’s appointed business. 

Table 6: High and low RoRE scenario, resulting RoRE range 

 Scenarios Water Resources Network  Appointee 

Base case 4.42%  4.33%  4.61% 

RoRE upside 9.72%  6.95%  8.04%  

RoRE downside -8.84%  -0.42%  -1.81%  
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The results of our RoRE analysis suggests that the overall level of risk on the RoRE 

range at the appointee level appears broadly in line with Ofwat’s expectation in its 

December Final Methodology document. 

5.2 Introduction 

This section presents and explains the calculation of the return on regulated equity 

(RoRE) that we can make over a period. This depends on various factors including: 

the baseline allowed rate of return Ofwat sets out in the price review determination, 

revenue and our ability to control our costs, and any additional financial reward and 

penalties South East Water accrues as a result of the incentives mechanisms built 

into the price control.  

The calculation of the RoRE range in the business plan shows our upfront 

assessment of the likely upside and downside scenarios of our financial performance 

for the price control period. This assessment takes into account: 

 The risk factors that may affect the out-turn return and an assessment of the 

impact as well as likelihood of these risk factors materialising 

 Any correlation of multiple risk factors materialising simultaneously 

 The effect of management mitigation on the downside risks 

5.3 How we have approached the assessment of RoRE 

The purpose is to assess both the risks to which South East Water is subject and the 

balance of risk and return between us and our customers and other stakeholders. In 

line with Ofwat’s guidance on balancing the risk and reward, we have assessed the 

following risk factors that may have an impact on the RoRE that we expect to earn in 

the period of AMP7: 

 Revenue risk compared to allowed revenue 

 Wholesale totex (sum of operational and capital expenditure) compared to 

allowance 

 Residential retail costs compared to allowance 

 Outcome delivery incentives (ODIs) 

 Service quality incentives for residential customers and developers (C-MeX 

and D-MeX) 

 Interest cost on new debt compared to Ofwat’s allowance 

We considered whether to develop our own additional scenarios with other risk 

factors, and included one additional risk area which concerns the financing 

performance on embedded debt with fixed nominal coupon due to inflation risk.  We 
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have not identified any other additional risk factors over and above Ofwat’s guidance 

explained above.   

The assessment of high and low scenarios reflects historical evidence on risks 

experienced by South East Water and other water companies and our judgement on 

the ability of management to address adverse conditions. 

We provide information on the effects of the high and low cases relative to the base 

case and provide accompanying commentary (detail can be found in commentary to 

Business Plan Table App26).  In assessing the effects, we consider a full range of 

financial impacts for each scenario. This includes any direct impacts, but also takes 

account of the interactions between different risk factors. 

For ODIs, the high and low cases are first calculated at the level of each individual 

incentive measure. Since performance against each individual ODI will be driven by 

different factors, not all ODIs will be perfectly correlated with each other. This means 

that the overall high and low cases cannot be simply a sum of the high and low cases 

of the individual ODIs (as doing so would assume a perfect correlation between all 

ODIs). We have therefore employed well-established statistical techniques to 

account for such correlations, using both variances for individual ODIs and 

covariance’s between ODIs to calculate the overall upside and downside of ODIs for 

the purpose of the RoRE analysis. 

5.4 RoRE analysis results 

Inputting the high and low figures of the risk factors explained above into the financial 

model, and assuming a totex sharing ratio of 50 per cent (i.e. customers and 

shareholders share any out/under-performance on totex equally), the resulting RoRE 

impact of these factors on each price control are shown in table 7 below. 

Table 7: Impact of high and low RoRE scenarios 

Scenarios Water Resources Network Appointee 

Interest cost high case 0.82%  0.79%  0.79%  

Interest cost low case -0.82%  -0.79%  -0.79%  

Revenue low case -0.06% -0.03% -0.03% 

ODI high case 0.81%  0.22%  0.29%  

ODI low case -7.35%  -1.71%  -2.21%  

Totex high case 3.67%  1.55%  1.68%  

Totex low case -5.03%  -2.09%  -2.27%  

Developer service quality incentives high 
case 

 0.06%  0.06%  

Developer service quality incentives low 
case 

 -0.12%  -0.11%  
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Scenarios Water Resources Network Appointee 

Retail revenue high case   0.01% 

Retail revenue low case   -0.01% 

Retail cost high case   0.21%  

Retail cost low case   -0.21%  

Residential customer service quality 
incentives high case 

  0.38%  

Residential customer service quality 
incentives low case 

  -0.78%  

 

To summarise the total RoRE upside and downside, we add up all the high and low 

cases over the base case. The resulting RoRE range is shown in table 8 below. 

Table 8: High and low RoRE scenario, resulting RoRE range 

 Scenarios Water Resources Network  Appointee 

Base case 4.42%  4.33%  4.61% 

RoRE upside 9.72%  6.95%  8.04%  

RoRE downside -8.84%  -0.42%  -1.81%  

 

The base rate of return the shareholders are allowed to earn on the regulated equity 

is 4.42 per cent and 4.33 per cent for the water resource business and network plus 

business, respectively. The appointed business (appointee) is also allowed to earn a 

net margin on the retail business (which currently does not have any regulated equity 

allocated to it), beside the returns allowed on the two above wholesale businesses. 

Altogether, the base rate of return appointee’s shareholders are allowed to earn is 

4.61 per cent.23   

The results of our RoRE analysis suggests that the overall level of risk on the RoRE 

range at the appointee level appears broadly in line with Ofwat’s expectation in its 

December Final Methodology document. We note that our results include the risk 

elements proposed in Ofwat’s methodology document with one additional element – 

the inflation risk on our nominal fixed embedded debt for the AMP7 period. 

In our high RoRE scenario, the shareholders can earn up to 8.04 per cent from the 

appointed business; while in our low RoRE scenario, they could earn up to -1.81 per 

cent (i.e. making a loss of up to 1.81 per cent over the regulated equity). The range 

                                                
 

23 These base rates of return are taken from the Ofwat Financial Model output and can differ from the allowed cost of equity due 
to factors such as the reconciliation adjustments.  In addition, order to extract the upside and downside ranges from the Ofwat 
we made a number of small corrections to the presentation of the RoRE table in the model (for example to ensure that the retail 
ODI impacts were included in the appointee level figures). 
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shows the risk involved for the shareholders in investing in South East Water’s 

appointed business.   

5.5 Observations and remarks  

The totex sharing mechanism serves to align the interest of the customers with that 

of South East Water, as any gain in cost efficiency is shared between customers and 

the company. Furthermore, in identifying the upside and downside scenarios, our 

estimates are not based on the sum of all cost elements that could potentially vary all 

at the same time. Instead, we have taken into account latest evidence from the 

industry and historic evidence from our business. We consider this to already reflect 

the potential effect from management mitigation when companies face cost over-

runs. Furthermore, we have considered interactions between cost variation and other 

risk factors such as revenue variation and inflation. 

We have a risk management procedure in place with the risk register identifying all 

significant risks in the company including an assessment of the likelihood and scale 

of harm they could cause.  The risk register is regularly updated and is reported at 

both Executive and Board level meetings. Risks are attributed two scores, a current 

score and a target score. Scoring is completed using a likelihood and consequence 

matrix defined using potential impacts on departments. Controls linked to each of the 

risks highlight procedures already in place to maintain risk stability. Actions are linked 

to risks to reduce the overall score of the risk. Risk scores are subject to change 

depending on current performance levels, changes to internal processes to reduce 

risks and external contributing factors such as weather and the political landscape. 

The risk register is maintained centrally to ensure that all risks are assessed in a 

consistent manner.  The risk register is regularly updated and reported to the Board.  

Our RoRE range on totex is broadly in line with Ofwat’s guidance of ±2 per cent, 

despite the fact that our high case and low case are not symmetric due to the 

possibility of events that might lead to cost over-runs (such as major incidents) but 

the lack of equivalent upside to these events.  

Compared with AMP6, the balance of risk and reward is now more heavily tilted 

towards ODIs. This reflects our increasing focus on the outcome for customers. ODIs 

incentivise us to achieve what customers value most, and if we achieve good 

outcomes which benefits customers, then the benefit is shared between the company 

and the customers.  

More importantly, our ODI design is intrinsically asymmetric and predominantly tilted 

towards the downside. This reflects the toughness of our performance commitment to 

achieve efficiency gains to deliver the outcomes that customers told us that they care 

about. The significant downside risk built into the ODI design means that should the 

Company fail to meet the performance commitments, customers will be compensated 
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with lower bills funded by shareholders in the form of a lower financial return (or even 

a loss in extreme cases).  Due to the asymmetric nature of the ODIs, combined with 

Ofwat’s indication of stretching targets for ODIs and totex at PR19, we expect that in 

the AMP7 period our equity returns are likely to be lower than Ofwat’s allowed 

headline figure and some of our financial metrics are likely to be stretched. 

The downside RoRE points to a financial loss to the shareholders and may require 

special measures to cashflow management including withholding payment of 

dividends to shareholders and drawing down on stand-by bank facilities. More 

detailed analysis has been carried out in the financeability section, which suggest 

that we will be able to sustain downside scenarios without affecting the quality of 

service to customers.   

Figure 6: Explanation of the RoRE variances from the baseline 

 

Source: Frontier Economics analysis 
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6. Tax 

6.1 Summary 

This section sets out our approach to the calculation of our tax allowance based on 

the forecast levels of revenue and costs associated with the appointed business.   

We have based our calculation of a tax allowance on the use of higher opening pool 

balances which include disclaimed allowances from previous reviews consistent with 

Ofwat guidance.  We consider that this approach is inconsistent with Ofwat’s stand-

alone principle for determining tax allowances.  Ofwat’s proposed approach is also 

contrary to the CMA decision at the NIE 2014 price control.  

Notwithstanding these points, if Ofwat’s intention is to capture the benefits of group 

relief, then the change in the rule should apply for disclaimed amounts from PR19 

onwards only, so that we can determine how to optimise our group tax affairs based 

on the revised set of rules going forward.   

We propose that Ofwat’s approach to the recovery of tax benefits where there is a 

one-off step change in gearing that is the result of a financial restructuring works in a 

symmetric way, such that we are not penalised in tax terms from de-gearing over 

2020- to 2025. 

6.2 Stand-alone company principle and the deferral of capital allowances 

We have completed the opening pool balances in APP29 in line with Ofwat’s 

guidance24.  Although we have followed Ofwat’s guidance in the calculation of the tax 

allowance, we disagree with the use of the higher opening pool balance which 

includes disclaimed allowances25. 

                                                
 

24 Ofwat (2017) op. cit., Appendix 12: Aligning Risk and Return, p.106.  Ofwat states: “In our calculation of tax allowances, we 

will assume that companies make full use of all the capital allowances available to them. Therefore, where companies have 

chosen to disclaim capital allowances resulting in a higher opening capital allowances pool balances, we will use the higher 

opening pool balances in our calculation of tax allowances. We will also assume that full use is made of all capital allowances 

available as a result of any capital expenditure in each year.”  Link: 

https://www.ofwat.gov.uk/publication/delivering-water-2020-final-methodology-2019-price-

review-appendix-12-aligning-risk-return/  

25 Disclaimed allowances typically arise where the wider group has more losses to surrender than the regulated entity is able to 

utilise if it were to make a full capital allowances claim. In this case, the regulated entity disclaims some or all of its potential 

capital allowances, thereby increasing its taxable profits; it then claims a higher amount of losses as group relief.  

https://www.ofwat.gov.uk/publication/delivering-water-2020-final-methodology-2019-price-review-appendix-12-aligning-risk-return/
https://www.ofwat.gov.uk/publication/delivering-water-2020-final-methodology-2019-price-review-appendix-12-aligning-risk-return/
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As per previous price controls, we accept that tax allowances should be calculated 

assuming a full capital allowances claim.  However, this principle does not mean that 

any previously disclaimed capital tax allowances should be included within the 

opening pool.  Instead, the opening capital tax pool balances should be based on a 

notional basis excluding the disclaimed amounts, consistent with the stand-alone 

principle for determining tax allowances.   

In recognising the higher actual capital tax allowances including the disclaimed 

amounts, customers benefit twice from the disclaimed capital allowances: once when 

they were assumed to be fully utilised in previous price control periods and again 

when they are included in the opening balances and utilised in AMP7.  We estimate 

the difference in opening pool balance due to disclaimed amounts between the Ofwat 

revised approach and the approach consistent with the stand-alone principle is 

£59.6m. The tax funding calculated under the Ofwat revised approach is £9.4m 

whereas the tax funding calculated with the stand-alone principle applied is £416.6m 

resulting in a shortfall in tax funding of around £7.2m (17/18 prices). 

The approach also amounts to retrospective regulation, by capturing the benefit of 

historically disclaimed amounts.  If Ofwat’s intention is to capture the benefits of 

group relief, then the change in the rule should apply for disclaimed amounts from 

PR19 onwards only, so that we can determine how to optimise our group tax affairs 

based on the revised set of rules going forward. 

6.2.1 The guidance is inconsistent with CMA decision on disclaimed tax allowances 

As we explain below, Ofwat’s guidance is contrary to the CMA decision at the NIE 

2014 price control which found that the use of notional balances was in the public 

interest.     

The treatment of disclaimed capital tax allowances was one of the issues considered 

in the Northern Ireland Electricity (NIE) appeal to the Competition and Markets 

Authority (CMA) in 201326. 

In summary, NIE had been disclaiming capital allowances as part of its group tax 

planning to enable it to claim group relief from other (non-regulated) entities in the 

same group.  In calculating the capital tax allowances, NIE proposed the following 

treatment:27 

                                                
 

26 For decision, see: CMA (2014) Northern Ireland Electricity Limited price determination. The NIAUR issued a final price control 
for NIE in October 2012 in respect of its transmission and distribution business, together with proposed draft Licence 
modifications to implement the price control was for RP5.  NIE rejected the licence modifications and in April 2013 referred the 
matter to the then Competition Commission (CC), which issued its final determination in March 2014. 

27 CMA (2014) Northern Ireland Electricity Limited price determination, para 16.21. Link: 
https://assets.publishing.service.gov.uk/media/535a5768ed915d0fdb000003/NIE_Final_determination.pdf  

https://assets.publishing.service.gov.uk/media/535a5768ed915d0fdb000003/NIE_Final_determination.pdf
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“The UR [Utility Regulator] has, to date, argued that the [capital allowance] term 

should be applied so as to assume that NIE has utilised all available capital 

allowances in the year in which they first become available. This assumption is 

generally favourable to consumers, since it leads to the maximum possible 

reduction in NIE's taxable profits in the year in which capital allowances first 

become available.” 

“But if, in practice, NIE does not utilise all its capital allowances in the year in 

which they first become available (e.g. because deferral is more favourable to the 

corporate group of which NIE forms part), then, in applying the [capital allowance] 

term in future years, any capital allowances which were assumed […]  to have 

been used in a previous year, should be assumed no longer to be available to NIE, 

so as to avoid any ‘double counting’ of such capital allowances.” 

Overall, NIE argued that the proposed approach would “maximise benefits to 

consumers (by allowing them to take advantage of all available capital allowances as 

soon as they are available to NIE) whilst leaving NIE free to plan its tax affairs to the 

overall benefit of the corporate group of which it is a member, and protecting NIE 

from any risk of double counting of its capital allowances.” 

The CMA agreed that NIE’s proposed approach was in the public interest, satisfying 

itself that NIE would be able to reconcile both the actual and notional capital 

allowances (the principal concern of the CMA).28 

6.2.2 Ofwat’s guidance amounts to retrospective regulation 

Ofwat’s approach also amounts to retrospective regulation, by changing the rules to 

capture the benefit of historically disclaimed amounts at future price controls.  If 

Ofwat were to continue with its intended approach, then the rule change should apply 

to disclaimed amounts over AMP7 only, such that we can then plan our tax affairs 

based on the new rules going forward. 

The principle of regulatory consistency or stability has been the focus of the 2012 

CMA (then CC) appeal concerning Phoenix Natural Gas (PNG) disagreement with a 

proposal by the regulator Utility Regulator to retroactively reduce PNG’s total 

regulatory value (TRV) to remove outperformance earned at previous price control 

periods and capitalised in the TRV.  In its final determination, the CMA upheld the 

appeal by PNG noting that regulatory instability can undermine investor confidence, 

increase the cost of capital, and result in higher prices for network users. The CMA 

concluded that: 

                                                
 

28 CMA (2014) Northern Ireland Electricity Limited price determination, para 16.31     
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 “any revision to previous regulatory determinations should be: well-reasoned, 

properly signaled, subject to fair and effective consultation, clear and understood, 

and normally, forward-looking.”29 

The UK Government has also published core principles for the development of the 

UK economic regulators which identify predictability as a key principle, and noting 

that “the framework of economic regulation should not unreasonably unravel past 

decisions”:30 

6.2.3 Ofwat’s tax advisers disagree with Ofwat’s proposed approach 

Deloitte, Ofwat’s tax advisers, considered the issue of disclaimed amounts and 

concluded:31 

 “[that companies should] take the latest available capital allowance pools per the 

tax returns, … and eliminate the effect of any capital allowance disclaimers.”   

Deloitte further states that the elimination of disclaimers is necessary under the 

“single entity approach” which requires the regulated business to be treated on a 

notional “stand alone” basis, with its tax computed as if it were a separate entity.32    

6.2.4 Ofwat’s approach is inconsistent with its own objectives to regulate 

companies on a single entity or notional basis 

Ofwat regulates water licensees on a standalone basis, as though they are 

independent of other related companies.  The Licence and Board Leadership, 

Transparency and Governance Principles33 require companies to operate the 

business as though it is their sole business.34  Specific to tax, Ofwat’s reported 

objective is to ensure that tax allowances should be calculated on a stand-alone 

basis, i.e. as an assumed notional single entity35. Therefore, Ofwat’s proposed 

approach, which passes the benefit of tax allowances generated by non-regulated 

businesses through to the customers of the regulated business, is inconsistent with 

its approach to regulate companies on a standalone basis. 

                                                
 

29 CC (2012), “Phoenix Natural Gas Limited price determination”, 28th November, p.9-26. 

30 UK Department for Business and Skills (April 2011) Principles for Economic Regulation, p.5 
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/31623/11-795-principles-for-economic-
regulation.pdf  

31 Deloitte (2018) Ofwat PR19 Taxation, p.72.  Link: https://www.ofwat.gov.uk/wp-content/uploads/2017/07/Ofwat-PR-19-
Taxation-Final-Report-14-March-2017.pdf  

32 Deloitte (2018) Ofwat PR19 Taxation, p.68  

33 Board Leadership Transparency and Governance Principles 

34 See for example, Ofwat (May 2018) Change control and its application to Thames Water, p.13.  Link: 
https://www.ofwat.gov.uk/wp-content/uploads/2018/05/Change-of-control-general-policy-and-its-application-to-Thames-Water-
final.pdf  

35 Deloitte (2018) Ofwat PR19Taxation, p.10 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/31623/11-795-principles-for-economic-regulation.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/31623/11-795-principles-for-economic-regulation.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/07/Ofwat-PR-19-Taxation-Final-Report-14-March-2017.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2017/07/Ofwat-PR-19-Taxation-Final-Report-14-March-2017.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2018/05/Change-of-control-general-policy-and-its-application-to-Thames-Water-final.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2018/05/Change-of-control-general-policy-and-its-application-to-Thames-Water-final.pdf
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6.3 Other topics 

In this section, we briefly comment on the implications of BEPS legislation, our group 

tax policy and group relief in calculating our tax allowances for PR19, and the tax 

claw-back mechanism.   

6.3.1 Treatment of BEPS legislation 

The group has adopted the Base Erosion Profit Sharing (BEPS) legislation using the 

option of the group ratio.  The impact of BEPS has created a disallowance of interest 

within the group but this does not impact the appointed business other than 

restricting the amount of group relief losses available for offset against profits. 

6.3.2 Group tax policy and group relief 

We can confirm that we make use of group relief losses from within the group.36  All 

losses utilised by the regulated company are paid for at the standard corporation tax 

rate, thus maintaining the stand-alone approach. 

Our approach is consistent with Ofwat’s PR19 guidance that requires companies to 

pay full tax value for any group losses used.37 

6.3.3 Changes in gearing and tax allowances 

Ofwat has confirmed that it will recover any tax benefits arising from any capital 

restructuring in 2020-25, as a result of a one-off step change in gearing.38   

We propose that this mechanism works in a symmetric way, such that any one-off 

de-gearing over the period 2020-25 leads to a recalculation of tax liabilities.  Our 

proposed change is important to ensure that we avoid under-recovering on tax, in the 

event that we decide to de-gear further than our business plan. 

6.4 Tax computations 

The tax calculation is shown in Table 9 resulting in a tax payable sum of £9.392m (in 

2017-18 prices) for wholesale. 

                                                
 

36 Details of the group tax policy can be found on the company website. 

37 Ofwat (2017) op. cit., Appendix 12: Aligning Risk and Return, p.101.  Ofwat requires: “that companies should pay full tax value 
for any group losses that they utilise (or charging full tax value for any losses surrendered to other group companies)”. 

38 Ofwat (2017) op. cit., Appendix 12: Aligning Risk and Return, p.105. 
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Table 9 – Tax calculation 

 2020/21 2021/22 2022/23 2023/24 2024/25 

      

£m (2017-18 prices)      

Current tax computation      

Profit before tax - Wholesale 24.878 22.149 20.179 18.745 17.143 

      

Add      

Disallowed expenditure 0.104 0.102 0.100 0.098 0.097 

Fixed asset depreciation 46.277 47.781 49.635 51.211 52.523 

Grants and contributions 6.615 6.883 7.095 7.257 7.376 

      

Less      

Total capital allowances -61.266 -62.185 -62.952 -61.688 -61.329 

Finance lease depreciation -0.549 -0.539 -0.528 -0.518 -0.508 

Adjustment for pension contributions -3.273 -3.273 -3.273 -3.273 -3.273 

Other adjustments -0.537 -0.528 -0.519 -0.507 -0.499 

      

Taxable profit 12.249 10.390 9.737 11.345 11.530 

      

Corporation tax payable (2017-18 prices)  

2.082 

 

1.766 

 

1.655 

 

1.929 

 

1.960 
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7. Financial modelling 

7.1 Summary 

We have provided a populated Ofwat PR19 financial model alongside our 

submission. In developing that model we have used the latest version of the Ofwat 

model (v14h) but have made some minor changes which we considered were 

necessary to allow us to submit an overall business plan in line with the Ofwat 

methodology for the price review and in line with our customers’ preferences. This 

section sets out how we have populated, prepared and checked that the model is 

correct. It also sets out each of the specific changes that we have made to the model.  

7.2 Our overall approach to financial modelling 

Our plan has been developed through extensive engagement with our customers. 

Once the overall structure and approach to our business plan for the 2020-25 period 

was finalised, we populated the Ofwat data tables for the business plan submission. 

The tables were then linked to the Ofwat mapping tool and the SEW version of the 

Ofwat model was linked to the same mapping tool which populates the ‘F Inputs’ tab 

of the model. There are other inputs to the model that do not derive from the 

business plan tables and these have been sourced from Ofwat feeder models, 

management analysis and workings and fed separately into the mapping tool and the 

model. 

We made some specific amendments to the model that are described below.    

7.3 Input changes in the model 

The vast majority of the inputs to the model derive directly unedited from the 

Business Plan (BP) tables, however, in some instances the values of individual lines 

from the BP tables have been extended to cover the AMP 8 period and these inputs 

were made to the mapping tool and flow through to the model. In one instance the 

mapping tool was overwritten with information compared to the BP tables, to correct 

what appears to be an error in the model and in one instance we made an 

amendment to the model directly in the ‘InputOverride’ tab. 

 Lines where the values were added to include the AMP 8 period in the 

mapping tool flowing through to the model included R3017, R3018, R8001, 

A23019, A23020, A12007, A13001, A13002, A13003, A13005, A13006, 

APP14001, A12015, A12016, WS1019WR, A22007, A23018, A23016, 

A12010, A13021, A13010, A13012, A23015, APP19001, APP19002, A23010, 

A9001, A22002, A22001, A3023, A3015WR, WS1011WR, A12020, 

A19031WR, A19032WR, A19033WR, A19034WR, APP290013, APP290014, 
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APP290016, A19043WR, A19031WN, A19033WN, A19032WN, A19034WN, 

APP290019, APP290020, APP290022, A19021WN, WS1019RWD, 

WS1019WT, WS1019TWD, A19046WN, A13022, A3009WN, A3014WN, 

A3027WN, WS1011RWD, WS1011WT, WS1011TWD, A19043WN, 

WR50019, WN50019, WR50018, WN50018, WR50011, WN50011, 

A13012WN, A13012WR, A3015WN, A31015WR, APP290048 and 

APP290049. Where values have been extended for these lines we have 

generally taken the 2024-25 values and assumed a flat profile over AMP 8. 

 We amended the mapping tool values for PB00113BP (RPI: Financial year 

average indices) where the mapping tool and model appeared to be taking an 

index rather than a %age value which did not appear to be consistent with the 

modelling. In this case we hard coded figures from the model into the mapping 

tool which appeared to be more appropriate. 

 The notional cost of debt assumption was extended to cover the AMP 8 period 

by adjusting the values in the InputOverride tab in the financial model row 729. 

These values simply extended the AMP 7 values. 

There are also a number of inputs to the financial model from other sources 

(including for example feeder models). These values were copied into the mapping 

tool and then feed the model. 

7.4 Approach to tax – including the impact of notionalisation  

In the PR19 financial model, the revenue allowance for tax is calculated such that it is 

equal to the tax charge (row 1769 of the <Water Resources> and <Water Networks> 

tabs). This row links directly to the revenue allowance in row 195 as well as the tax 

charge in line 1786.   

The notional case calculates the tax revenue allowance based on (1) actual gearing; 

and (2) the notional cost of debt, consistent with Ofwat’s policy to date.  

The model estimates the change in interest due to different levels of net debt 

assumed in the Notional and Actual case for the purposes of calculating tax. This 

calculation is shown for example in rows 332 to 350 of the <Water Resources> and 

<Water Network> tabs. 

When the model is switched to the actual financial structure, because the revenue 

allowance for tax is always equal to the tax charge, the allowance for tax is based on 

(1) actual gearing; and (2) the actual cost of debt.  

The total revenue allowance over AMP7 differs between the actual structure and the 

notional structure in the model as they reflect the notional and actual cost of debt 

respectively. The variance in the tax allowance across the actual and notional 
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structures does not appear to reflect Ofwat’s policy for setting ex-ante tax allowances 

as set out above and the model has limited functionality in this area. 

In addition, the allowance for tax varies when scenarios/shocks (e.g. totex) are run 

using the model. For example, a variance between allowed and actual operating 

costs in the Water Resources control in the third year of AMP7 (2022/23) can be 

modelled in the <Sensi> tab by (1) adding the forecast variance between allowed and 

actual operating costs in cell N134; and (2) by setting the value of the switch in cell 

F133 to ‘1’, the variance between actual and allowed opex flows through the model.  

In the PR19 model the variance between allowed and actual operating costs 

translates into an increase / decrease in Water Resources operating expenditure 

(lines 428 and 432 of the <Water Resources> tab), which then impacts on taxable 

profit (line 1656 of the <Water Resources> tab) and tax charges in line 1769. As the 

tax charge in line 1769 is also linked to the revenue allowance line (line 195 in the 

water resources and water networks tab) an opex scenario leads to a change in the 

AMP7 revenue allowance in the model. 

To address the above issues the following steps were undertaken:  

 Initially the inputs to the model were completed with the model set on an actual 

post-financing adjustment basis.  

 The switches on ‘InputOverride’ sheet on F950 and F593 were set to zero to 

notionalise the structure of the model.  

 Then the switch on F1184 was set at zero to set the model on a pre 

financeability adjustment basis.  

 With the model set on a notional pre financeability adjustment basis the tax 

calculations in row 1472 to 1474 is copied and hardcoded into rows 1488 to 

1490 and 1493 to 1495.  

 To ensure that the notional pre financeability adjustment tax figures are used 

the switch in F1484 is set at one. The model is now using the appropriate tax 

levels.  

 The aforementioned switch on F1184 can be turned on to provide a notional 

post financeability adjustment with the correct tax calculations.  

 Then the switches on F950 and F593 can be set to one to set the model to an 

actual post financeability adjustment basis with the correct tax calculations.    

7.5 Interest rates – including the approach to inputs for index-linked debt 

In the user guide in the PR19 financial model Ofwat provides guidance on how to run 

the notional financing structure in the model.  
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Row 165 in the <User guide> tab suggests that in order to notionalise the model the 

“Notional cost of debt override – real” should be “set to a cost of debt consistent with 

the nominal appointee cost of debt deflated by long term CPIH. Ofwat's early view of 

the real notional cost of debt is 2.32%.” 

Row 166 in the same tab suggests that the indexation rate for IL debt under the 

notional financing structure should be “consistent with year-on-year RPI indexation”. 

A real interest rate for RPI linked debt at 2.32% would imply (assuming c.3% RPI) a 

nominal cost of debt for IL debt of c.5.36%. This is 100bps higher than the weighted 

average notional cost of debt (4.36% nominal), and therefore inconsistent with both 

the WACC and the other parameters of Ofwat’s notional financing structure (e.g. 

weighted average cost of fixed debt at 4.36%). Therefore the real interest rate for IL 

debt (row 666 of the <InpOverride> tab) should be 1.32%, giving a nominal cost of IL 

debt of 4.36%. 

7.6 RCV indexation amendment  

We added an indexation override in ‘InpActive’ at row 157 for the CPI(H)+RPI wedge 

to account for the fact that the vanilla Ofwat model did not apply the full wedge in 

2020/21. 

7.7 ‘Errors’, ‘Alerts’ and ‘Track change’ warnings: 

The model contains the following ‘Error’: 

Sheet Row Description 

FinStat_Appointee 140 Values do not match in years where dividends are paid out due to row 137 

referencing Appointee profit after tax (pre dividend), and rows 138-139 

referencing relevant retained earnings values (post dividend). This 

calculation is unchanged from the Ofwat-released model. 

The model contains no ‘Alerts’. 

The model contains 410+ warnings on ‘Track’ as no track has been stored in the 

current version so all live values appear different to the all-zero default track values. 
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Executive Summary 

South East Water (SEW) commissioned NERA Economic Consulting (NERA) to prepare a 
study of SEW’s cost of capital at PR19.  In preparing our study, we have also considered 
Ofwat’s “early view” on the cost of capital as set out in its PR19 methodology decision. 

Overall, we estimate a vanilla wholesale WACC of 3.85 to 4.24 per cent, compared to 
Ofwat’s early view of 2.3 per cent (all real RPI). 

We rely on long-run historical returns to derive a real total market return (TMR) of 6.5 to 
7.1 per cent (real RPI) 

We use a TMR approach to estimate the risk-free rate (RfR) and equity risk premium (ERP), 
recognising the substantial body of empirical and academic evidence supporting the inverse 
relationship between the two components of equity market returns.  Similarly, Ofwat 
proposed a TMR approach at PR19 as per its approach at previous reviews, although we 
disagree with its evidence on TMR. 

We estimate a TMR based on long-run historical returns for the UK market, drawing on 
different holding periods and averaging techniques as considered by the Competition and 
Market Authority (CMA) in its Northern Ireland Electricity (NIE) 2014 determination.  This 
supports a real TMR range of 6.8 to 7.1 per cent (RPI-deflated).  We apply a downward 
adjustment of 0 to 30 bps to the historical returns data to reflect 2010 changes to the Office 
for National Statistics (ONS) methodology of data collection (“formula effect”), which is 
expected to increase RPI inflation going forward relative to the historical period.  Our 
adjustment captures the uncertainty around the effect of the change in data collection on RPI 
and the appropriateness of applying a single known adjustment, which ignores all other 
potential changes over the 100+ years of historical data. 

We also consider forward-looking evidence on the TMR based on the dividend growth model 
(DGM) by the Bank of England, consistent with the CMA’s approach in its 2014 NIE 
determination.  The Bank of England DGM supports a real TMR estimate of 7.2 to 8.1 per 
cent (RPI-deflated).  We consider that forward looking DGM evidence should be treated with 
caution, given the sensitivity of the results to dividend growth assumptions.  We therefore 
rely primarily on long-run historical returns in estimating the cost of equity. 

Overall, we estimate a TMR in the range of 6.5 to 7.1 per cent, where the bottom end of our 
range is consistent with the TMR determined by the CMA in its 2014 NIE and 2015 Bristol 
Water determinations. 

By contrast, Ofwat estimates a real TMR of 4.85 to 6.13 per cent.  Ofwat’s range is lower 
than ours for two mains reasons.  First, Ofwat draws on forward looking estimates of the 
TMR based on its own advisers’ (PwC and Europe Economics) DGM estimates which are far 
below independent DGM estimates published by the Bank of England, as noted above.  We 
find that Ofwat advisers’ DGM results are downward biased due to low dividend growth rate 
assumptions based on UK GDP growth.  This assumption ignores the fact that FTSE All 
Share companies derive more than 70 per cent of their earnings from outside of the UK, 
where expected GDP growth is higher as well as ignores short run dividend forecasts from 
independent equity analysts, which the Bank of England uses in its DGM analysis.   
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Second, Ofwat does not place any weight on realised historical average returns using Blume 
and JKM estimators which weight arithmetic and geometric means to provide unbiased 
estimates.  Ofwat considers that the current low yield environment has resulted in lower 
expected returns, and therefore historical returns are less relevant to PR19.  We show that 
there is no evidence to support a reduction in expected returns as reductions in the risk-free 
rate (RFR) are off-set by increases in the equity risk premium (ERP), leaving the TMR 
broadly constant over time. 

We recommend a RfR (real, RPI) of 1.0 to 1.5 per cent for PR19, in line with the range 
considered by the CMA in its 2015 Bristol Water determination   

Our proposed RfR of 1.0 to 1.5 per cent (real, RPI) is higher than the spot or forward rate 
evidence for PR19.  However, it is consistent with UK regulators’ approach of placing greater 
weight on long-run evidence to avoid setting the allowed rate of return which varies with the 
business cycle which contributes itself to co-variant risk, as well as regulatory risk.   

We estimate an ERP of 5.5 to 5.6 per cent as the residual, that is, calculated as the difference 
between the TMR and RfR under our TMR approach. 

We estimate an asset beta for SEW in a range between 0.33 and 0.35 (zero debt beta), and 
an uplift of 0.03 for SEW to reflect its higher operational leverage 

Consistent with the CMA’s approach at Bristol Water’s 2015 appeal, we estimate betas for a 
range of estimation period and data frequencies (daily, weekly and monthly estimated for 1 
and 2 years), and averaging periods (last year, last 2 and 5 years).   

Applying the CMA approach at Bristol Water of using the interquartile range for the 16 
values, provides an asset beta range of 0.34 to 0.42.  Of the set of beta estimates, we prefer to 
draw on two year daily estimates based on recent averaging periods of 0.33 to 0.35 (as 
highlighted in grey in Table 1), as these estimates provide sufficient data points and draw on 
the most recent relevant averaging periods.  Our proposed betas are at the bottom-end of the 
CMA interquartile range.   

Table 1: CMA approach supports an asset beta range of 0.34 to 0.42; higher than our 
preferred range of 0.33 to 0.35 (zero debt beta)  

 
  Averaging Period 

Estimation period Today1 Last Year Last 2 Years Last 5 Years 

All comparators     

2-year daily  0.35 0.33 0.34 0.33 

2-year weekly 0.51 0.44 0.42 0.37 

5-year weekly 0.41 0.39 0.36 0.30 

5-year monthly 0.47 0.44 0.35 0.25 

Source: NERA analysis.  1) Information cut-off date is June 8th 2018 

Our empirical beta estimates are higher than those presented by Europe Economics (EE), 
Ofwat’s consultants, who concluded on a range of 0.27 to 0.37 and a mid-point of 0.32.  Our 
overall approach is similar other than EE places greater weight on two listed water 
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comparators Severn Trent and United Utilities and ignores another utility comparator Pennon, 
although EE notes that its results are not sensitive to the inclusion or otherwise of Pennon.  
Likewise, our beta results are not sensitive to the inclusion of Pennon.  However, the 
inclusion of Pennon and National Grid combined explains our slightly higher beta range and 
mid-point of 0.34.  We consider that NG provides a reasonable comparator for water sector 
beta risk, as the regulatory regimes in energy and water are closely aligned.   

We also estimate an uplift of 0.03 to the industry beta estimate to allow for the greater 
operational leverage of SEW relative to the wider industry, applying CMA’s approach at the 
2010 and 2015 Bristol Water appeals.  

Ofwat’s notional debt allowance should include small company debt premium of 30 bps 

Ofwat proposes an allowance of 1.59 per cent (real, RPI) for embedded debt based on its 
assessment of industry embedded debt.  Ofwat’s notional debt allowance should include a 
small company adjustment for the efficient incremental debt costs incurred by small 
companies.  Based on updated evidence of the yield-at-issuance for WoC and WaSC bonds, 
and traded yields for SEW relative to a WaSC benchmark, we estimate a small company debt 
premium of 30 bps.  Our updated evidence is consistent with evidence on Artesian debt and 
bank debt finance considered at PR14 by Ofwat, and CMA’s allowance of around 40 bps at 
both the 2010 and 2015 Bristol Water appeals.  

Figure 1: We estimate debt premium of 30 bps based on updated evidence of: 
(a) yield-at-issuance for industry and (b) SEW debt traded yields 

 
Source: NERA Analysis of data from Bloomberg and Bank of England 

We have also examined SEW’s embedded cost of debt for comparison with Ofwat’s notional 
assumption of 1.59 per cent (real RPI).  We estimate a cost of embedded debt of 2.06 per cent 
based on SEW’s business plan submission; this is around 20 bps higher than Ofwat’s notional 
debt assumption of 1.59 per cent plus a 30 bps uplift for the small company debt costs. 

SEW should have a bespoke cost of debt indexation mechanism to reflect its atypical debt 
profile 

In the final methodology, Ofwat has proposed to true-up the cost of new debt allowance at 
end of PR19 based on an average of the A and BBB rated iBoxx Corporate non-financial 10 
Y+ indices.   
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We disagree with Ofwat’s cost of debt indexation for three reasons.  First, we find that there 
is no evidence to support a downward adjustment of 15 bps to the benchmark iBoxx indices 
for supposed company outperformance (or “regulatory halo”), as Ofwat proposes.  Ofwat 
draws principally on analysis by EE which observed a lower yield on an iBoxx Utilities index 
relative to iBoxx Corporate bond indices.  We find that EE’s supposed company 
outperformance or halo effect reflects the stronger historical rating of utility bonds issuances.  
While the iBoxx Utilities index has historically comprised a high proportion of A-rated 
bonds, the benchmark iBoxx Corporate indices represent an average of A and BBB rated 
bonds.  The 15 bps difference identified by EE therefore does not reflect either historical or 
prospective outperformance per se: simply a difference in average rating over the period of 
analysis.   

As shown in Figure 2, as the utility issuers’ ratings have weakened over time, the spread 
between the iBoxx Utilities index and the average of A and BBB rated iBoxx indices has 
entirely disappeared.   

Figure 2: The spread between the iBoxx Corporate and iBoxx Utilities indices has 
disappeared as ratings have aligned 

 
Source: NERA analysis of FactSet data 

At the British Gas Trading (BGT) 2015 appeal of Ofgem’s RIIO-ED1 Final Determinations, 
the CMA also concluded that there was no evidence to support a halo effect over the most 
recent period.  

Second, we disagree with Ofwat’s proposal to true-up for a nominal iBoxx in combination 
with an ex ante inflation assumption of 2 per cent (CPIH), as nominal interest rates and 
inflation co-vary and should not be treated independently.  As an alternative, Ofwat should 
derive real cost of debt allowance based on the inflation measure used to index SEW’s RCV.  
This ensures that investors recover their nominal cost of debt: the inflation element of the 
cost of debt is recovered as a capital gain on the RCV, and the remaining real element is 
recovered as a return on RCV. 
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Third, Ofwat assumes a ratio of 70:30 for embedded: new debt based on EE’s analysis of 
industry debt.  However, Ofwat’s assumption differs materially from SEW’s actual ratio of 
embedded:new debt over PR19 of 97:3.  SEW’s ratio of embedded:new debt differs because 
of its relatively small scale and therefore relatively concentrated debt profile. As a result, over 
PR19 it has no material re-financing needs.  It also has limited financing needs in relation to 
capital investment. 

Ofwat should consider a bespoke cost of debt indexation mechanism for SEW over PR19 to 
reflect its 97:3 embedded: new debt profile.  In similar circumstances, regulators have 
designed bespoke mechanisms for small companies with atypical debt profiles, e.g. for small 
scale of NI gas distribution, and SHETL. 

We have also estimated a higher ex-ante cost of debt allowance broadly based on Ofwat’s 
approach but gross of the so-called regulatory halo and including a small company debt 
premium of 1.20 per cent compared to Ofwat’s estimate of 0.38 per cent. 

There is no evidence to support a reduction in the notional gearing assumption to 60 per 
cent 

Ofwat proposes a notional gearing assumption of 60 per cent, a reduction from 62.5 per cent 
at PR14.  It does so on the basis that “some companies’ gearing has declined”, and there is a 
wider decline in corporate gearing.  Ofwat’s first statement ignore the fact the wider industry 
gearing has practically not changed over PR14, with average gearing around 70 per cent.  Our 
analysis of UK utilities also shows that gearing has not declined. 

At previous reviews, the CMA and other GB regulators have considered that the cost of 
capital is relatively insensitive to the assumption on gearing.  However, given Ofwat’s 
proposed “gearing outperformance” mechanism, which penalises companies with gearing 
above notional, the gearing assumption could materially affect companies’ value.  In the 
absence of any evidence to suggest that utilities have de-geared, and given that 16 out of 17 
companies have net debt:RCV gearing above 60 per cent, we consider that notional gearing 
should be set at least as high as the PR14 assumption of 62.5 per cent. 

Overall, we estimate a vanilla WACC for the wholesales business of between 3.85 and 4.24 
per cent, compared to Ofwat’s central estimate of 2.3 per cent 

Table 2 sets out our estimate for the vanilla post-tax cost of equity for SEW Appointee and 
wholesale business.  To derive the wholesale business WACC, we assume a retail margin for 
households of 0.1 per cent as per PR14.  Overall, we estimate a vanilla WACC for the 
wholesale business of between 3.85 and 4.24 per cent, compared to Ofwat’s central estimate 
of 2.3 per cent. 
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Table 2: We estimate a Vanilla post-tax cost of capital for SEW Wholesale of 3.85 to 
4.24 per cent (real, RPI) 

 Ofwat PR19: NERA  

Parameter 
Point 
estimate Range Lower bound 

Upper 
bound 

Gearing 60 60 62.5 62.5 

Cost of equity     

TMR 5.44 4.85 to 6.13 6.50 7.10 

RfR -0.88 -1.27 to -0.48 1.00 1.50 

ERP 6.31 6.12 to 6.61 5.50 5.60 

Asset beta (no debt beta) 0.32 0.31 to 0.33 0.33 0.35 

Asset beta (with uplift) 0.32 0.31 to 0.33 0.36 0.38 

Debt beta 0.10 0.10 0.00 0.00 

Asset beta (including debt beta) 0.37 0.37 to 0.37 0.36 0.38 

Equity beta (notional gearing) 0.77 0.76 to 0.78 0.96 1.01 

Cost of equity (real post-tax) 4.01 3.41 to 4.69 6.28 7.17 

Cost of debt     

Cost of embedded debt 1.59 1.30 to 1.79 2.06 2.06 

Cost of new debt 0.38 0.21 to 0.65 1.20 1.20 

Ratio of embedded to new debt 70:30 70:30 97:3 97:3 

Issuance and liquidity costs 0.10 0.10 0.52 0.61 

Cost of debt 1.33 1.07 to 1.55 2.55 2.64 

Appointee WACC (vanilla) 2.40 2.01 to 2.81 3.95 4.34 

Retail net margin deduction 0.10 0.10 0.10 0.10 

Wholesale WACC (vanilla) 2.30 1.91 to 2.71 3.85 4.24 

Source: NERA analysis
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1. Introduction  

South East Water (SEW) commissioned NERA Economic Consulting (NERA) to undertake a 
study of the expected cost of capital to inform the preparation of its business plan submission 
to Ofwat at PR19.  In preparing our study, we have also considered Ofwat’s “early view” on 
the cost of capital as set out in its PR19 methodology decision.1   

In this Chapter, we briefly explain the methodology for estimating for the cost of capital, and 
set out the structure of our report. 

1.1. Methodology 

In common with Ofwat and other GB regulators, we draw on the weighted average cost of 
capital (WACC) methodology to estimate SEW’s cost of capital.  The WACC for a given 
firm is the weighted return on equity and debt, where the respective weights are determined 
by the relative proportions of debt and equity or gearing.  A standard way to express this is: 
WACC = (1-g)RE + gRD 

We measure the cost of equity using the capital asset pricing model (CAPM), which assumes 
that the cost of equity for a firm is given by 
RE = RFR + β(TMR – RFR) 
where RE is the return on equity, RFR is the risk-free rate, β is the measure of the systematic 
risk of the company’s equity with the market portfolio, and TMR is the total return on the 
market portfolio. 

We estimate the cost of debt (RD) based on a weighted average of SEW’s embedded cost of 
debt and new debt costs, where the weights are based on SEW’s new issuance over PR19 
relative to total debt.   

We understand that Ofwat intends to draw on an industry average for the embedded cost of 
debt allowance and true-up new costs based on a benchmark index, and we compare Ofwat’s 
estimate of notionally efficient costs with SEW’s actual embedded debt costs. 

For the cost of new debt, Ofwat intends to set an ex-ante allowance and then true-up the 
allowance based on benchmark iBoxx Corporate bond indices.  We evaluate Ofwat’s 
proposed approach, and identify changes to the design of the indexation mechanism to allow 
SEW to recover its efficient debt costs.  

We do not directly address the issue of the household retail margin, and instead we assume a 
retail margin of 10 basis points (bps) consistent with Ofwat at PR19 guidance to convert from 
our estimate of the Appointee cost of capital to derive a wholesale cost of capital.2   

In the report, we present real figures relative to RPI unless otherwise stated.   

                                                      
1  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return 
2  Ofwat (December 2017), op.cit., Appendix 12, p.18. 
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1.2. Structure of report 

The remainder of the report is structured as follows: 

▪ Section 2 sets out our estimate of the TMR and its constituent elements, RFR and ERP; 
▪ Section 3 sets out our estimate of the asset beta drawing on evidence from listed 

networks; 
▪ Section 4 sets out our approach to cost of debt; 
▪ Section 5 draws conclusions on the cost of equity; 
▪ Section 6 draws conclusions on the Appointee and Wholesale WACC.  
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2. Total Market Return, Risk-free rate and Equity Risk Premium 

In this section, we set out our estimate of the total market return (TMR) for the PR19 period 
and its constituent elements the risk-free rate (RfR) and the equity risk premium (ERP). 

We estimate a TMR of 6.5 to 7.1 per cent (real, RPI) based on realised historical returns, and 
using the Blume and JKM estimators.  By contrast, Ofwat estimates a real TMR estimate of 
4.85 to 6.13 per cent.  Ofwat’s range is lower principally because it draws on its own 
advisers’ DGM estimates and because it does not place any weight on realised average 
returns using Blume and JKM estimators, the established approach. 

2.1. Summary of Ofwat’s PR19 Proposals 

In its December 2017 methodology document, Ofwat presented its “early view” on the cost 
of capital for PR19 including a real (RPI-deflated) TMR estimate 4.85 to 6.13 per cent with a 
point estimate of 5.44 per cent.3 

Ofwat’s estimate of the TMR is based on the work undertaken by its advisors PwC4 and 
Europe Economics (EE)5, as well as Ofwat’s own analysis.6 

Ofwat’s early view of the TMR is substantially lower than regulatory precedent at recent 
reviews, including the most recent CMA decision for Bristol Water in 2015, which 
determined a real (RPI-deflated) TMR of 6.5 per cent.7 This reflects Ofwat’s view that equity 
returns have fallen due to the current low interest rate environment. 

In estimating the TMR, Ofwat considers a range of evidence including “ex-post” (historical 
realised returns data), “ex-ante” (decomposing historical returns into expected return plus 
good/bad luck) and “forward-looking” approaches (e.g. evidence from dividend growth 
models), placing most weight on “ex-ante” and “forward looking” approaches in selecting the 
point estimate.8  Ofwat notes that its point estimate of the TMR lies towards the top end of 
the range recommended by PwC of 4.9 to 5.4 per cent and near the bottom end of the range 
recommended by EE of 5.2 to 6.0 per cent.  Ofwat also notes that its TMR lies within the 
range considered by the CMA for NIE in 2014 of 5.3 to 6.8 per cent.9 

In Appendix A, we comment in detail on the analysis presented by Ofwat in the December 
2017 methodology document as well as the analysis of Ofwat’s advisors PwC and EE.  In 
summary, first, we show that there is no evidence that expected market returns have fallen in 
                                                      
3  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, p.16. 
4  PwC (June 2017), Refining the balance of incentives for PR19; PwC (December 2017), Updated analysis on cost of 

equity for PR19.    
5  Europe Economics (December 2017), PR19 – Initial Assessment of the Cost of Capital. 
6  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, section 5.4. 
7  CMA (March 2014) Northern Ireland Electricity price determination, para. 13.146, 

link:https://assets.publishing.service.gov.uk/media/535a5768ed915d0fdb000003/NIE_Final_determination.pdf  
8  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, pp.32-33. 
9  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, pp.33-34. 
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the current low risk-free rate environment, due to the offsetting increase in the equity risk 
premium (as we also discuss below in section 2.2).  We note that Ofwat appears to accept this 
relationship, given it reports estimates of negative correlation between the RfR and the ERP 
of -0.88 for the period 2010 to 2016 estimated by its advisors PwC.10  Second, we show that 
Ofwat presents a selective view of the evidence on the TMR for the various methods it 
considers, and many of Ofwat’s estimates are based on flawed assumptions.  For example: 

▪ Historical “ex-post” evidence:  Ofwat presents historical (“ex-post”) returns of 4.7 to 5.7 
per cent (based on geometric mean), which are understated due to Ofwat’s incorrect 
approach to accounting for holding periods longer than one year, as we discuss in section 
2.3 below. 

▪ Forward looking evidence:  Ofwat presents DGM estimates of the TMR in a range of 5.1 
to 5.9 per cent, based on its advisors’ (PwC and EE) own application of the DGM to the 
FTSE All Share index.  Ofwat’s advisors’ DGM estimates are substantially below 
independent DGM-based estimates of the TMR from the Bank of England, which the 
CMA relied on in its 2014 NIE determination, and which support a real TMR of 7 to 8 
per cent (RPI-deflated), as we show below in section 2.3.2.   
Ofwat advisors’ DGM estimates are principally understated due to low assumptions on 
dividend growth based on UK GDP, which fail to reflect that over 70 per cent of FTSE 
All Share listed companies derive earnings from outside the UK, where expected GDP 
growth is higher.  (See Appendix A.) 

▪ Historical “ex-ante” evidence:  The historical “ex-ante” estimates presented by Ofwat do 
not represent any new evidence or information on this topic11, and do not demonstrate 
that TMR has fallen in the current low risk-free rate environment.   
These estimates have been fully considered by the CMA in its NIE 2014 (and Bristol 
Water 2015) determinations, and have been quoted by the CMA as one of the principal 
reasons for reducing the TMR to 6.5 per cent.  As a result, we do not consider the 
historical ex-ante estimates cited by Ofwat, which have been widely considered by the 
CMA and others at successive reviews, justify a reduction to the TMR at PR19.  (See also 
Appendix A.) 

As we have set out in associated appendices, we consider that Ofwat’s TMR range is not 
justified. Drawing on the established approach to estimating the TMR as employed by the 
CMA, in the following sections we show that there is no reason to support a TMR lower than 
the NIE and Bristol Water decision of 6.5 per cent. 

2.2. We use a TMR approach to estimate the cost of equity in line with 
Ofwat and CMA precedent 

There are two principal approaches to estimating the RfR and ERP components of the 
CAPM: (i) estimate the risk-free rate and ERP parameters separately, and in combination 
derive the market cost of equity; (ii) estimate the TMR directly, and the risk-free rate, and 

                                                      
10  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, p.38. 
11  In discussing so-called ex-ante historical approaches, Ofwat references papers from 2007.  Ofwat (December 2017), 

Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning risk and return, p.42. 
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derive the ERP as the residual (referred to as the “TMR approach”).  We adopt the second 
approach, consistent with the approach used by the CMA and other UK regulators. 

The reason for adopting a TMR approach is the inverse relationship between the RfR and 
ERP elements of the TMR.  Estimating the two parameters separately therefore creates the 
risk of combining inconsistent estimates, e.g. an RfR based on low short-term market data 
with a long-run historical ERP, providing an overall TMR which is biased downwards. 

Finance theory explains that the negative relationship between the RfR and the ERP is 
associated with increased risk aversion and the so called “flight to safety” effect during 
periods of economic and financial crisis.  At times of economic uncertainty, investors dispose 
of risky assets such as equity in favour of risk-free assets such as government bonds.  This 
reduces the price of equities and increases the premia for holding risk while reducing yields 
on risk free assets, giving rise to the negative correlation between the ERP and the RfR.12  
Empirically, a number of studies find a positive relationship between volatility and expected 
equity returns and a negative relationship between the RfR and ERP while the TMR remains 
stable over time.13  As an example, some of the most compelling evidence is provided by 
Siegel (1998), who analysed 200 years of US stock market data, which shows a remarkable 
degree of stability in equity returns over time, in contrast to the risk-free rate and by 
extension the ERP:14 

“the growth of purchasing power in equities not only dominates all other assets but is 
remarkable for its long-term stability. […] This remarkable stability of long-term 
real returns is a characteristic of mean reversion, a property of a variable to offset 
its short-term fluctuations so as to produce far more stable long-term returns. […] As 
stable as the long-term real returns have been for equities, the same cannot be said of 
fixed-income assets.” 

Consistent with financial literature, prominent economic institutions such as the Bank of 
England have recognised that low interest rates and economic uncertainty have led to 
increased ERPs.15  Indeed, the Bank of England’s estimates of the ERP derived from its 

                                                      
12  See for example: (1) Campbell and Cochrane (1999), By force of habit: A consumption-based explanation of aggregate 

of stock market behaviour, Journal of Political Economy, 107, 205-51; (2) Wright, S. et al. (September 2006), Report 
on the Cost of Capital – provided to Ofgem, Smithers & Co Ltd; (3) Harris, Robert, and Marston, Felicia (1999) , The 
Market Risk Premium: Expectational Estimates Using Analysts’ Forecasts, Darden Business School Working Paper No 
99-08; (4) Maddox, F., D. Pippert and R. Sullivan (1995), An Empirical Study of ex ante Risk Premiums for the electric 
Utility Industry,” Financial Management, 89-95. 

13  See for example: (1) Graham and Harvey (2010), The equity risk premium in 2010. (2) Cochrane and Piazzesi (2008), 
Decomposing the yield curve, Graduate School of Business, University of Chicago. Working Paper; (3) Wright, Mason, 
Miles (2003), A Study into Certain Aspects of the Cost of Capital for Regulated Utilities in the UK, Smithers & 
Company Limited.; (4) Scruggs (1998), Resolving the puzzling intertemporal relation between the market risk premium 
and conditional market variance: A two-factor approach. The Journal of Finance, 53(2), 575-603.; (5) Siegel W (1998), 
Stocks for the Long Run McGraw Hill, Second Edition. 

14  Siegel (1998), Stocks for the Long Run. McGraw-Hill, second edition, p.11, 13. 
15  See for example, Bank of England, (August 2016), Inflation Report, p.2, which noted: “There remains, however, 

substantial uncertainty about the nature of the UK’s future trading arrangement and the implications for 
competitiveness. This may have increased the risk premium required by investors to hold sterling-denominated assets” 
or the Bank of England (May 2018), Inflation report, p.9, which states that “[…] equity risk premia — the additional 
return that investors require for holding equities instead of less risky government debt — are estimated to have 
increased for UK-focused companies in recent years.”  
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dividend growth model (DGM) have increased markedly with the recent fall in interest rates 
(see Figure 2.1). 

Figure 2.1: Bank of England DGM shows reduction in RfR offset by increases in ERP 
over recent period 

 

Source: NERA analysis of Bank of England data  

The German Bundesbank also noted that there is a strong negative correlation between ERP 
and risk free rates: 16 

“[…] the correlation between returns from stocks and long-term government bonds is 
a suitable measure of risk aversion... In times of heightened risk aversion, it is 
therefore often possible to observe that investors demand higher equity risk premiums 
or undertake shifts from stocks into secure government bonds (safe haven flows). The 
resulting contrasting price developments of stocks and government securities are 
accompanied by a negative correlation.” 

Overall, financial literature and empirical evidence supports the theory of an inverse 
relationship between the RfR and the ERP, which supports the use of a TMR approach for 
estimating the two parameters jointly. 

The use of a TMR approach is also consistent with UK regulatory precedent including 
Ofwat’s approach at PR14 or the CMA’s approach in its most recent reviews (NIE 2014 and 
Bristol Water 2015).17  Indeed, Ofwat has also adopted a TMR approach at PR19, although 
we do consider that it has interpreted the evidence on market returns correctly (for reasons set 
out in section 2.1).18 

                                                      
16  Deutsche Bundesbank, (Nov 2007), Monthly Report. 
17  Ofwat (December 2014), Final price control determination notice: policy chapter A7 – risk and reward; CMA (March 

2014), NIE Limited price determination; CMA (October 2015) Bristol Water price determination 
18  See for example, Ofwat (December 2017), op. cit., Appendix 12, p.31 
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2.3. Latest evidence on the TMR 

There are two principal approaches to estimating the TMR: i) to draw on long run historical 
evidence, or ii) to draw on forward looking estimates based on dividend growth model 
(DGM).  We discuss current estimates of the TMR based on the two approaches in the 
following sections. 

2.3.1. Long-run historical data support a TMR of at least 6.5 per cent 

The most common approach to estimating the TMR is to draw on historical realised returns.  
This approach assumes that historical realised returns provide an unbiased estimate of the 
expected return over long time periods.  As discussed in the previous section, the relative 
stability of the TMR over time supports the use of long run historical returns as a basis of 
estimating the expected TMR going forward. 

We present long-run historical estimates of the TMR based on data from Dimson, Marsh and 
Staunton (DMS) database, which provides long-term time series data on returns on stocks, 
bonds, bills as well as inflation over the period since 1900, i.e. including 118 years of data in 
the latest publication.19  The DMS database is the standard reference point for UK regulators 
including the CMA as well as financial practitioners.20 

In estimating the TMR based on historical data, a key question is whether the expected return 
should be estimated based on arithmetic or geometric averages of historical realised returns.21  
Assuming a single period or one year investment horizon, the correct estimate of the expected 
return is the simple arithmetic mean.22   

In case of investment horizons which are greater than one year, the simple arithmetic mean 
will be an upward biased estimate of the expected return.  Blume (1974) was among the first 
to propose unbiased estimates of returns for investment horizons longer than a single 
period.23  Blume shows that if the investment horizon (or holding period, N) is less than the 
period for which we have historical data (T), the arithmetic mean (AM) will provide an 
upward biased estimate of expected returns, whereas the geometric mean (GM) will provide a 
downward biased estimate, and therefore an unbiased estimate will lie somewhere between 
the two.24  Blume suggested a number of unbiased measures of expected returns if the 
holding period N is longer than one year.  These include:25 

▪ The “simple estimator” which is based on the arithmetic mean of returns for non-
overlapping investment horizons or holding periods of N years.  For example, for a 

                                                      
19  DMS (February 2018), Credit Suisse Global Investment Returns Yearbook 2018. 
20  See e.g. CMA (March 2014), NIE Limited price determination, para 13.139. 
21  The arithmetic average is calculated as the sum of the historical annual returns divided by the number of years in the 

historical period, while the geometric average corresponds to a constant rate of return that an investor would receive 
each year to achieve the same asset value as generated by the variable annual returns by the end of the period. 

22  Jacquier, Kane, Marcus (2005), Optimal Estimation of the Risk Premium for the Long Run and Asset Allocation: A 
Case of Compounded Estimation Risk, Journal of Financial Econometrics, vol 3, no 1, pp 37-55. 

23  Blume (1974), Unbiased Estimators of Long-Run Expected Rates of Returns, Journal of the American Statistical 
Association 69, p.634–663. 

24  Blume (1974), op.cit., p.634–663  
25  Blume (1974), op.cit., p.634–663. 
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holding period of 5 years, we have 20 or so observations using a hundred years of 
historical data series, which are then used to calculate the arithmetic mean to form the 
expected return. 

▪ The “overlapping estimator” which is based on the arithmetic mean of returns for 
overlapping investment horizons or holding periods of N years.  This approach greatly 
increases the number of observations relative to the simple estimator, but Blume 
simulations suggested the estimator was less efficient. 

▪ The third estimator is the “adjusted unbiased” estimator which is a weighted average of 
arithmetic and geometric means.  To calculate this estimator, the shorter the investment 
horizon (N) relative to the historical estimation period (T), as in our case, the greater the 
weight on the arithmetic mean relative to the geometric mean, as shown in the Blume 
formula below: 

𝑇𝑇𝑇𝑇𝑇𝑇 = [
𝑇𝑇 − 𝑛𝑛
𝑇𝑇 − 1

𝑇𝑇 ∗ (1 + 𝐴𝐴𝑇𝑇)𝑛𝑛 +  
𝑛𝑛 − 1
𝑇𝑇 − 1

∗ (1 + 𝐺𝐺𝑇𝑇)𝑛𝑛]
1
𝑛𝑛 − 1 

Jacquier, Kane and Marcus (JKM, 2005)26 also derive an unbiased estimator of the expected 
return.  As with Blume, the JKM estimator is calculated as the weighted average of the 
geometric and arithmetic means, with greater weight placed on the arithmetic mean the 
longer the historical period compared to the investment horizon.  

In its 2014 NIE decision, the CMA presented historical TMR estimates based on the Blume 
and JKM estimators discussed above, for different investment horizons or holding periods.27  
Table 2.1 below shows an update of the CMA calculations using data over the period 1900-
2018 from the latest DMS 2018 publication. 

                                                      
26  Jacquier, Kane, and Marcus (2005), Optimal estimation of the risk premium for the long run and asset allocation: a case 

of compounded estimation risk, Journal of Financial Econometrics. 
27  CMA (March 2014), NIE Limited price determination, p. 13-27, Table 13.7. 
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Table 2.1: Long-run DMS TMR estimates lie in range of 6.2 to 7.1 per cent (real, RPI-
deflated) 

 
Simple Overlapping Blume JKM 

1Y holding 7.1 7.1 7.1 7.1 

2Y holding 6.6 7.0 7.1 7.1 

5Y holding 6.7 6.8 7.0 7.0 

10Y holding 6.8 6.7 7.0 6.7 

20Y holding 7.1 6.8 6.8 6.2 

Source:  NERA calculations using DMS (February 2018), Credit Suisse Global Investment 
Returns Yearbook 2018 (DMS data since 1988 converted to real RPI-deflated figures for 
consistency with earlier data).28 

Table 2.1 shows that the assumed holding period is an important factor in estimating the 
TMR.  We consider evidence supports the use of relatively short averaging periods for the 
following reasons:  

 The use of short-term holding periods is consistent with evidence from a survey of equity 
market participants by the CFA Institute UK that suggests that the average holding period 
is between 1-2 years.29 

 Helm and Tindall (2009)30 find that most utilities are held by private equity or 
infrastructure funds, where the former have an average holding period of 4-5 years while 
the latter tend to be more long-term. 

We therefore propose to draw on holding periods of 1 to 5 years.  Also, we do not propose to 
place weight on the Blume simple average, as the number of observations is relatively limited 
for holding periods of 2 to 5 years (e.g. for 5 years, the TMR is based on around 20 or so 
observations) and the estimates are not stable over time. 31  Taking into account these 
considerations, the evidence supports a historical real TMR (RPI-deflated) of 6.8 per cent to 
7.1 per cent, as per grey highlighted cells in Table 2.1.   

                                                      
28  DMS (February 2018), Credit Suisse Global Investment Returns Yearbook 2018, p.214-217.  We note that the 2018 

DMS publication includes real returns for the UK market since 1988 which have been calculated using CPI as opposed 
to RPI inflation. (See DMS (February 2018), Credit Suisse Global Investment Returns Yearbook 2018, p.210.)  As a 
result, the DMS reported historical real return for the UK market of 7.3 per cent over the period 1900-2017 should not 
be interpreted as a real RPI-deflated measure.  To ensure consistent treatment of inflation, we have re-calculated the real 
UK historical returns to be based on a RPI deflated basis.  This provides an estimate of historical real returns of 7.1 per 
cent for the UK market over the period 1900-2017. 

29  Kay Review of UK Equity Markets and Long-Term Decision Making, Interim Report, Feb 2012I; CFA UK response to 
the Kay Review of UK Equity Markets and Long-Term Decision Making – Call for Evidence. 

30  Helm and Tindall (November 2009), The evolution of infrastructure and utility ownership and implications, Oxford 
Review of Economic Policy, Vol 25, pp 411 – 434. 

31  For our TMR range, we do not draw on 2-year and 5-year TMR estimates using the simple average approach, as these 
are very volatile, depending on the cut-off date used for the calculation.  For example, using the DMS 2017 dataset 
results in 2-year and 5-year simple average TMR estimates of 7.5 and 7.2 per cent (using data up to 2016), while the 
DMS 2018 dataset (using data up to 2017) shows estimates of 6.6. and 6.7 per cent respectively, a difference of 50-90 
bps by adding just one year of data.  We therefore do not consider that these estimates are reliable for estimating the 
TMR for PR19. 
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2.3.1.1. Changes to the calculation of RPI, and conclusions on historical TMR 

At recent reviews, UK regulators have discussed changes to how RPI inflation is measured 
and the implications for setting a real RPI allowed rate of return going forward.  In 2010 the 
ONS modified the way certain clothing and footwear price indices were collected.  The 
change in data collected raised the variation of the relevant samples and had an impact on the 
relative difference between RPI and CPI, because they are calculated using different formulae 
at the lowest level of aggregation: arithmetic and geometric means respectively.  The ONS 
concluded that, going forward, the wedge between RPI and CPI attributed to differences in 
the formulae (“the formula effect”) increased by about 32bps as a result of this change.32  

We have considered whether there is a rationale for an adjustment to the real (RPI-deflated) 
historical TMR data to reflect the relative increase in RPI post 2010.  First, we note that here 
are other factors which contribute to the difference between RPI and CPI (“the RPI-CPI 
wedge”) which may have also changed following the 2010 methodology change, thus 
offsetting the impact of the “formula effect” estimated by the ONS at 32bps.  For example, in 
2015 the Office for Budget Responsibility (OBR) suggested a downward adjustment to the 
RPI-CPI wedge for the “weights effect” from 0 to -0.4 per cent.33  As OBR notes, part of this 
difference “represents interactions between categories, in particular between the formula 
and weights effect”.  This shows the change in the weights effect may have potentially offset 
an increase in the “formula effect” arising from the 2010 changes to the method for collecting 
clothing, as identified by ONS as 32 bps.  Second, we note that the adjustment associated 
with the 2010 change reflects only one of potentially many changes to the RPI methodology 
which could have had opposite effects and indeed the adjustment could reverse in the future. 

On balance, we consider that a 30bps downward adjustment is the maximum that can be 
justified in terms of an adjustment to historical RPI-deflated returns to capture the increase in 
the forward looking RPI-CPI wedge.  This supports a lower bound real TMR (RPI-deflated) 
of 6.5 per cent, equal to the 6.8 per cent lower bound historical TMR minus 30 bps for the 
“formula effect”.  We make no adjustment to our upper-bound estimate of 7.1 per cent to 
reflect the uncertainty over the other off-setting adjustments for the “formula effect”. 

2.3.2. Bank of England estimates forward looking TMR of 7 to 8 per cent 

As an alternative to the long-run historical approach, the TMR can be calculated based on forward 
looking evidence, as derived using the dividend growth model (DGM).  At previous reviews, 
the CMA as well as other regulators used evidence from the DGM as a cross-check on the 
TMR estimated from long-run historical data.34  

The DGM solves for a discount rate which equates the present value of future expected 
dividends to the current stock price.  If applied to the entire market index (e.g. FTSE 100), 
the discount rate implied by the DGM reflects the expected return on the whole market (i.e. 
the TMR). 

                                                      
32  ONS (December 2010), CPI and RPI: Increased impact of the formula effect in 2010, p. 1. 
33  OBR (March 2015), Economic and fiscal outlook, p.62. 
34  See e.g. Ofwat (January 2014), Setting price controls for 2015-20 - risk and reward guidance, section A1.4 or CMA 

(March 2014), NIE Limited price determination, para 13.137. 
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Figure 2.2 below shows estimates of the TMR from the Bank of England.  The Bank of 
England estimates the TMR for the FTSE 100 index, using equity analyst estimates of short-
term dividend growth and a long-run dividend growth assumption based on long-run GDP 
growth estimates for the different regions from which FTSE 100 companies derive their 
earnings. 

Figure 2.2: Bank of England DGM shows TMR has been relatively stable, with elevated 
values during GFC and Greek Euro crisis 

 

Source: NERA analysis of Bank of England (2017), An improved model for understanding equity 
prices, Quarterly Bulletin 2017Q2, p.94 and Bank of England yield curve data. 
Note:  The Bank of England estimates the DDM using a time varying risk-free rate for all maturities 
(where available) and a long-run risk-free rate assumption.  We calculate a TMR as the sum of the 
Bank of England’s reported ERP and an i) average of the real risk-free rate for all available 
maturities and 2) the real risk-free rate at the longest maturity available.   

As can be seen from Figure 2.2, the TMR estimate from the DGM has been relatively stable 
over time, apart from the global financial crisis period as well as the Greek euro crisis period 
where it showed elevated values.  The relative stability of the TMR supports the theory that 
the recent reductions in the risk-free rate have been offset by increases in the ERP resulting in 
a stable TMR over time (as discussed in section 2.1). 

Table 2.2 below shows the estimates of the TMR based on Bank of England DGM data.  To 
smooth for volatility in equity markets, we present evidence of the forward-looking TMR for 
spot (March 2017 in line with latest data from the BoE) as well as 1 and 5 year historical 
averaging periods. 
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Table 2.2: Bank of England DGM support a real TMR in the range of 7.2 to 8.1 per cent 

 

Spot 
(Mar 2017) 

1Y average 
(Mar 2017) 

5Y Average 
(Mar 2017) 

BoE TMR (average RfR) 7.2 7.3 7.8 

BoE TMR (LT RfR) 7.6 7.6 8.1 

Source: NERA analysis of Bank of England (2017), An improved model for understanding equity prices, 
Quarterly Bulletin 2017Q2, p.94 and Bank of England yield curve data using March 2017 as cut-off date (later 
data from BoE on the TMR not available) 
Note:  The Bank of England estimates the DDM using a time varying risk-free rate for all maturities (where 
available) and a long-run risk-free rate assumption.  We calculate a TMR as the sum of the Bank of England’s 
reported ERP and an i) average of the real risk-free rate for all available maturities and ii) the real risk-free 
rate at the longest maturity available.   

Depending on the averaging period, the forward-looking estimates of the real TMR based on 
the Bank of England’s DGM lie in a range between 7.2 and 8.1 per cent.  The forward-
looking estimates are therefore higher compared to the historical estimates presented by 
CMA at NIE 2014, and discussed in Appendix A. 

2.4. We conclude a TMR of 6.5 to 7.1 per cent 

In deriving the TMR for the PR19 period, we rely on long-run historical averages as the 
primary source of evidence, with forward looking estimates based on the DGM used only as a 
cross-check. 

We consider forward looking evidence should be treated with caution, given the relative 
sensitivity of the results to the long-term dividend growth assumption, for which there are no 
independent analyst forecasts.  The use of historical evidence as a measure of the expected 
TMR is supported by the stability of the TMR over time as documented in financial literature. 

In summary, we recommend a TMR in the range between 6.5 and 7.1 per cent for PR19, in 
line with our estimates based on historical data.  Forward looking evidence supports a higher 
TMR estimate between 7.2 and 8.1 per cent.   

We note that the bottom end of our TMR range is consistent with CMA TMR at the 2014 
NIE and 2015 Bristol water determinations.35  As we discuss in Appendix B, our update of 
the different approaches the CMA considered in determining the TMR at the 2014 NIE and 
2015 Bristol water determinations show a slight increase in the estimates using latest 
available data compared to the evidence presented by the CMA in 2014 NIE and 2015 Bristol 
water determinations.  This supports our conclusion that the TMR for PR19 should be no 
lower than 6.5 per cent. 

2.5. Division of TMR between RfR and ERP 

There are two broad approaches used by UK regulators to estimate the RfR (and therefore 
ERP) components of the TMR: i) relying on long-run historical averages or ii) relying on 
short-run market evidence, such as spot or forward rates. 

                                                      
35  CMA (March 2014), NIE Limited price determination, p. 13-39, Table 13.11 and CMA (October 2015), Bristol Water 

plc, A reference under section 12(3)(a) of the Water Industry Act 1991, Report, p332, para 10.186. 
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In its PR19 methodology decision, Ofwat concludes on a range of -1.27 per cent to -0.48 per 
cent (RPI real) based on spot market evidence for UK gilts and a forward up-lift of between 
49 and 59 bps.36 

2.5.1. Long-run estimates 

Long-run estimates of the RfR based on UK government bonds yields as calculated by DMS 
over the period 1900-2017 suggest a long-run RfR estimate for the UK of 2.4 per cent (real, 
RPI).37 

2.5.2. Short-run market evidence 

Government bond yields in the UK and internationally have fallen since the global financial 
crisis, reflecting the impact of central banks’ unconventional monetary policy and 
quantitative easing aimed at stimulating economic recovery.  In the UK, government bond 
yields have fallen further following the Brexit vote in 2016 and the Bank of England’s 
reaction by further loosening of monetary policy, resulting in yields reaching historical lows 
around negative 2 per cent (real) in summer 2016 (see Figure 2.4).   

Since then, yields in the UK have increased by around 50bps and current market expectations 
suggest further increases in yields in the UK and internationally.  In its November 2017 
statement, the Bank of England announced the first increase in the base rate since 2007 from 
0.25 to 0.5 per cent, and further increased the base rate from to 0.75 per cent in August 2018. 
(as shown in Figure 2.3 below).38  

                                                      
36  Ofwat (December 2017), op. cit., Appendix 12: Aligning risk and return, pp.16, 67 
37  Calculated based on DMS bond returns data, adjusted post 1988 deflated using RPI inflation.  See footnote 28 for 

details. 
38  Bank of England (August 2018), Inflation report. 
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Figure 2.3: Bank of England data shows markets expect further base rate increases in 
the lead up to PR19 

  
Source:  Bank of England, (August 2018), Inflation Report, p.5. 

Evidence from forward gilt rates suggests markets are expecting real yields to increase in the 
run-up to and during the PR19 period.  As shown in Figure 2.4 below, current yields on 10Y 
government bonds are around -1.6 per cent in real terms and forward rates indicate that the 
market expects these yields to increase to around -1 per cent on average over the PR19 
period.39  

                                                      
39  Calculated based on a 3-month average of forward rate evidence from Bloomberg. 
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Figure 2.4: Forward rate evidence supports expected increase in gilt rates during 
PR19 

 
Source:  NERA analysis of Bloomberg data, Bank of England data and regulatory precedent, cut-off date 10 
August 2018. 

As can be seen from Figure 2.4 and Table 2.3, at recent reviews, UK regulators including the 
CMA at NIE 2014 and Bristol water 2015 determinations, generally placed greater weight on 
long-run evidence on the RfR, with some downward adjustment to long-run data to reflect the 
lower spot and forward yield evidence. 

Table 2.3: Regulators have not generally drawn on low spot and forward yield 
evidence at recent reviews 

Decision Date Real RfR 

Ofwat PR09 April 2009 2.0% 

CMA Bristol February 2010 2.0% 

Ofgem RIIO-1 December 2012 2.0% 

CMA NIE March 2014 1.5% 

Ofgem RIIO ED1 November 2014 1.6% 

Ofwat PR14 December 2014 1.25% 

CMA Bristol October 2015 1.25% 

Source:  NERA analysis of regulatory determinations 

We conclude an RfR of 1 to 1.5 per cent for PR19, in line with the range considered by the 
CMA in its 2015 Bristol Water determination.  We note that the proposed RfR is higher than 
the spot or forward rate evidence for PR19.  However, it is consistent with UK regulators’ 
approach of placing greater weight on long-run evidence to avoid setting the allowed rate of 
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return which varies with the business cycle which contributes itself to co-variant risk, as well 
as regulatory risk. 

2.6. Conclusions on TMR and decomposition 

Table 2.4 summarises our recommendations on the TMR and how this should be decomposed 
between the RfR and ERP components. 

Table 2.4: We recommend a TMR of 6.5 to 7.1 per cent, with a RfR of 1.0 to 1.5 per cent 
and an implied ERP of 5.5 to 5.6 per cent 

Parameter 
Ofwat PR19  
point estimate 

Ofwat PR19  
range 

NERA  
lower bound 

NERA  
upper bound 

TMR 5.44 4.85 to 6.13 6.50 7.10 

RfR -0.88 -1.27 to -0.48 1.00 1.50 

ERP 6.31 6.12 to 6.61 5.50 5.60 

Source:  NERA calculations 

By contrast, Ofwat estimates a real (RPI-deflated) TMR estimate of 4.85 to 6.13 per cent with 
a point estimate of 5.44 per cent.40  As explained above, Ofwat’s range is lower principally 
because it draws on DGM estimates which we consider are flawed and below Bank of 
England estimates, and because Ofwat does not appear to place any emphasis on realised 
average returns using Blume and JKM estimators, an established approach.  Ofwat also 
assume a negative RfR of -0.88 per cent based on spot market evidence; however, we note 
that the decomposition of the TMR into the RfR and ERP has a relatively small impact on the 
cost of equity estimate relative to starting point TMR.  

  

                                                      
40  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, p.16. 
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3. Beta  

In this section, we set out our estimate for the beta risk of SEW at PR19.  We first present a 
summary of Ofwat’s PR19 consultation before setting out our own evidence for beta risk. 

We recommend a beta range of 0.36 to 0.38 compared to Ofwat’s central estimate of 0.32 
(zero debt betas).  Our estimates are higher as we draw on a wider comparator set, and 
include an uplift for operational leverage. 

3.1. Summary of Ofwat PR19 Consultation 

In its recent consultation document, to estimate beta risk Ofwat takes the average of the 
equity beta of Severn Trent (SVT) and United Utilities (UU) based on a 2-year estimation 
window and daily data, and de-levers the equity beta using the average enterprise value 
gearings of the two listed companies.41   

In addition, Ofwat assumes a debt beta of 0.1, on the basis that the returns to debt will display 
some covariant market risk and given the actual gearing of SVT and UU is different from the 
notional gearing of 60 per cent.  Ofwat estimates the asset beta including a debt beta of 0.1 to 
be 0.37 (or 0.32 without a debt beta), and calculates the re-levered equity beta with notional 
gearing of 60 per cent to be 0.78.42   

Ofwat does not consider that there is a robust argument for smaller WoCs to have higher 
assets betas because of higher operational leverage asserting that the adjustments made by 
CMA at Bristol Water appeal in 2010 and 2015 were “unreliable and unworkable across the 
water only companies”.43 

3.2. Empirical beta analysis 

3.2.1. Like Ofwat, we prefer recent estimation windows and high frequency 
data 

In line with Ofwat, our preferred method is to draw on ordinary least squares (OLS) statistical 
techniques based on daily data and two-year estimation periods, and taking an average of 
these regression results over the last year or two year periods. 44  However, to demonstrate the 
sensitivity of beta estimation to the time period and data frequency and for consistency with 
the CMA approach at previous reviews, we also present beta estimates for a wider range of 
estimation windows and data frequency (2 and 5 years, and daily, weekly, monthly) and 
averaging periods (1, 2 and 5 years). 

                                                      
41  Ofwat does not include Pennon in the comparator list due to its large waste management division. Source: Ofwat 

(December 2017): op. cit. p.59, footnote 101. 
42  The effect of the inclusion of the debt beta is to decrease the notional equity beta from 0.80 to 0.78, since the notional 

gearing is higher than the actual estimated gearing. 
43  Ofwat (December 2017), Appendix 12: Aligning Risk and Return, p. 87 
44  As well as Ofwat, our approach is in line with wider standard UK regulatory practice to draw on relatively recent 

estimation windows combined with daily data.  Ofcom, for example, only considered one-year and two-year estimation 
windows in its Business Connectivity Market Review.  It finally decided to use a two-year window, because it 
“provides the most appropriate balance between a short enough estimation period to remain relevant on a forward-
looking basis, whilst having enough data points to be sufficiently statistically robust”.  Ofcom (2016), Business 
Connectivity Market Review, Annex 30, p80.  
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The estimation window (2, 5 years) and frequency of data (daily, weekly, monthly) should be 
considered together to ensure sufficient observations in the regression to lead to precise 
estimates, i.e. estimates with relatively low standard errors.   

In terms of the estimation window, more recent time periods provide more relevant estimates 
of the risks faced by investors over the control period.  The estimation period also must be 
sufficiently long to provide the requisite number of observations to estimate statistically 
robust betas.  We consider that a 2-year period and daily observations provide both relevant 
and robust beta estimates.  

The only reason not to draw on high frequency data observations is for stocks that are 
infrequently traded, and illiquid.  For such stocks, daily stock returns are likely to exhibit 
serial correlation, where the returns on successive days are not independent, and which 
weakens the efficiency of the beta estimates.45  For these stocks, monthly data may be 
justified.  However, in our case, the comparators considered in this report have liquid stocks 
(based on bid-ask spreads), and hence we use daily return data, which provide statistical 
robust estimates in combination with 2-year estimation periods.   

In contrast with Ofwat, we assume a zero debt beta.  Ofwat and Ofgem used a zero debt beta 
in estimating cost of equity at PR14 and the recent RIIO reviews.46  CEPA also assumes a 
zero debt beta for its recent report to Ofgem, and the UKRN report provides empirical 
evidence that the debt beta for UK energy networks is likely to be close to zero when using 
daily data.47  The debt beta assumption also tends to have a negligible effect on the overall 
cost of equity, as observed by the CMA.48,49 

In terms of comparators, we draw on empirical market evidence from Pennon, SVT and UU, 
as well as National Grid (NG), and we discuss the relevance of these comparators below.  

3.2.2. The empirical evidence supports beta of 0.34 to 0.42 based on CMA 
approach 

As described above, at Bristol Water appeal, the CMA estimated the beta using regressions 
based on various data frequencies and estimation windows, and taking an average of the 
regression results over different periods.  The CMA then determined a beta range based on 
                                                      
45  We look at bid-ask spreads as a proxy for the liquidity of the listing.  We consider stocks with bid-ask spreads below 1 

per cent are sufficiently liquid/ frequently traded, based on UK and European regulatory approaches.  See for example, 
NERA (2016) Update of the Equity Beta and Asset Beta for BT, A report for Ofcom.  Section A4, pp 58-59.  Link:  
https://www.ofcom.org.uk/__data/assets/pdf_file/0028/97039/annex_31.pdf.  

46  Ofgem (December 2012), RIIO-T1: Final Proposals for National Grid Electricity Transmission and National Grid Gas - 
Finance and uncertainty supporting document; Ofgem (December 2012), RIIO-GD1: Final Proposals - Finance and 
uncertainty supporting document; Ofgem (July 2014), RIIO-ED1: Draft determinations for the slow-track electricity 
distribution companies – Financial Issues; Ofwat (December 2014), Setting price controls for 2015-20 Final price 
control determination notice: policy chapter A7 – risk and reward, p41, 42. 

47  CEPA (February 2018), Review of the cost of capital ranges for Ofgem’s RIIO-2 for onshore networks, p51. S Wright, 
P Burns, A Mason, D Pickford (2018), Estimating the cost of capital for implementation of price controls by UK 
Regulators (“UKRN Report”), p55.  

48  The assumed debt beta affects the notional cost of equity only to the extent that leverage for the comparators differs 
from the notional assumption.  If empirical leverage is the same as notional and consistent debt betas are used for un-
levering and re-levering, there is no impact on the re-levered cost of equity.  

49  For example, at the BW 2015 appeal, the CMA assumed a debt beta of zero, noting that debt beta has very little impact 
on the overall cost of capital as BW’s notional gearing level was similar to the comparators. 

https://www.ofcom.org.uk/__data/assets/pdf_file/0028/97039/annex_31.pdf
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the 25th and 75th percentiles (interquartile range) based on the sixteen different approaches.  
Reproducing the CMA approach, we estimate an asset beta range of 0.34 to 0.42 based on the 
interquartile range (see Table 3.1) for our set of comparators (Pennon, SVT, UU and NG).   

The asset beta range for our preferred two-year daily beta estimate, and based on today to the 
last two years averaging periods, is 0.33 to 0.35 (as highlighted in grey) towards the lower-
end of the implied CMA range of 0.34 to 0.42. 

Table 3.1: CMA approach supports a range of 0.34 to 0.42; higher than our preferred 
range of 0.33 to 0.35 (zero debt beta)  

 
  Averaging Period 

Estimation period Today Last Year Last 2 Years Last 5 Years 

All comparators     

2-year daily  0.35 0.33 0.34 0.33 

2-year weekly 0.51 0.44 0.42 0.37 

5-year weekly 0.41 0.39 0.36 0.30 

5-year monthly 0.47 0.44 0.35 0.25 

Pennon     

2-year daily  0.41 0.39 0.34 0.33 

2-year weekly 0.57 0.49 0.48 0.40 

5-year weekly 0.44 0.42 0.40 0.35 

5-year monthly 0.44 0.39 0.32 0.27 

UU     

2-year daily  0.30 0.29 0.33 0.31 

2-year weekly 0.42 0.38 0.38 0.33 

5-year weekly 0.38 0.36 0.33 0.28 

5-year monthly 0.43 0.43 0.34 0.23 

SVT     

2-year daily  0.32 0.31 0.34 0.33 

2-year weekly 0.49 0.44 0.41 0.38 

5-year weekly 0.42 0.40 0.37 0.31 

5-year monthly 0.55 0.52 0.43 0.28 

NG     

2-year daily  0.39 0.35 0.36 0.36 

2-year weekly 0.58 0.45 0.41 0.36 

5-year weekly 0.41 0.39 0.35 0.27 

5-year monthly 0.45 0.42 0.32 0.21 

Source: NERA analysis of Bloomberg data, including Pennon, UU, SVT and NG.  We assume zero debt beta 
Information date is June 8th, 2018 (for monthly returns, we used May 31th, 2018). Asset beta is calculated using 
gearing based on net debt. 



   Beta 

  
 

© NERA Economic Consulting  20 
 
 

3.2.3. Our beta estimates are higher than Ofwat’s consultants given our 
wider comparator set 

Our empirical beta estimates are higher than those presented by EE, Ofwat’s consultants, who 
concluded on a wide range of 0.27 to 0.37 and a mid-point of 0.32.50  Our overall approach is 
similar to EE other than it places greater weight on SVT and UU, and ignores Pennon 
although EE notes that its results are not sensitive to the inclusion or otherwise of Pennon.51  
Likewise, our beta results are not sensitive to the inclusion of Pennon.  However, the 
inclusion of Pennon and NG largely explains our slightly higher beta range and mid-point of 
0.34. 

Along with the three listed water companies, we consider that NG provides a reasonable 
comparator for water sector beta risk.  In general, the regulatory regimes in energy and water 
are closely aligned.  Water companies face greater risk from the treatment of pension costs 
relative to energy networks which bear no market risk on established deficits as of 2013. 52  
On the other hand, energy networks face greater risk from the longer regulatory review 
period of 8 years under RIIO, and from the cost of debt indexation mechanism which 
increases the pro-cyclicality of returns relative to a fixed ex ante allowance.  However, Ofwat 
intends to introduce a cost of debt indexation mechanism for new debt at least at PR19.53  At 
RIIO-2, Ofgem has also proposed to reduce the length of the price control to five years.54  
Therefore, we expect further alignment between energy and water following RIIO-2 and 
PR19 price control reviews. 

Moreover, NG plc’s composite beta is likely to understate the risk associated with UK energy 
and therefore water networks.  NG plc’s composite beta reflects the combined systematic 
riskiness of NG plc’s UK and US operations.  UK and US operations have a similar share of 
NG plc’s overall regulated asset base, but US regulatory regimes impose lower risks on 
investors due to a number of factors, including: some assets are regulated under cost-plus 
rather than incentive regulation; objective methods for setting cost allowances; and, greater 
investor security offered by court based proceedings which have enshrined property rights 
and “prudence standards” which imposes a high evidentiary bar for the disallowance of costs.  
These considerations imply that NG plc’s beta is likely to understate UK network beta risk.55   

                                                      
50  EE (December 2017) op. cit., p. 57, footnote 68. 
51  At RIIO-1, Ofgem allowed energy networks to recover costs associated with funding the established deficit of defined 

benefit (DB) pension schemes as at 31 March 2013 cut-off date.  New deficit repair costs (repair costs of the 
incremental deficit related to service of active members of the DB scheme after the 31 March 2013 cut-off date) as well 
as ongoing pension costs are no longer subject to specific pension cost allowances but are instead treated as part of 
overall totex costs, with any over/underspend relative to the ex-ante allowance subject to sharing under the totex 
incentive mechanism.  Source: Ofgem (2012): RIIO-GD1 Final Proposals – Finance and uncertainty supporting 
document, 17 December 2012, Appendix 5 para 1.12. 

52  Network operators’ DB schemes are generally closed mature schemes with the majority of members either pensioners 
or deferred pensioners with the average age of active members around 48-50 years.  Source: Ofgem (2012): RIIO-GD1 
Final Proposals – Finance and uncertainty supporting document, 17 December 2012, Appendix 5 para 1.12. 

53  Ofwat (December 2017) Delivering Water 2020: Our final methodology for the 2019 price review, Link: 
https://064f1d25f5a6fb0868ac-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-
content/uploads/2017/12/Final-methodology-1.pdf  

54  Ofgem (July 2017) op. cit., p.11. Link: 
https://www.ofgem.gov.uk/system/files/docs/2017/07/open_letter_on_the_riio2_framework_12_july_final_version.pdf  

55  As Makholm writes, “The prudent investment standard, as defined by Brandeis, sets a high evidentiary bar for 
disallowances of utility costs, and thus significant imprudence disallowances of costs are comparatively uncommon for 

https://064f1d25f5a6fb0868ac-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-content/uploads/2017/12/Final-methodology-1.pdf
https://064f1d25f5a6fb0868ac-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-content/uploads/2017/12/Final-methodology-1.pdf
https://www.ofgem.gov.uk/system/files/docs/2017/07/open_letter_on_the_riio2_framework_12_july_final_version.pdf
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3.3. “Return to normal” and regulatory risks explain increase in beta  

We have considered how beta risk for the water sector has changed since PR14 because of 
macroeconomic and regulatory changes. 

3.3.1. Increased risk following emergence from financial crisis 

We have conducted an empirical analysis of the change in beta risk for listed water and 
energy companies over the period 2007 to 2018, and the reasons for the change.  Under the 
OLS CAPM, the equity beta derived from market data can be decomposed into: i) correlation 
of the stock return with the market, and ii) relative volatility of the stock return to that of the 
market: 

𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒𝑒 = 𝜌𝜌𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠,𝑚𝑚𝑚𝑚𝑚𝑚𝑠𝑠𝑚𝑚𝑠𝑠 × 
𝜎𝜎𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠
𝜎𝜎𝑚𝑚𝑚𝑚𝑚𝑚𝑠𝑠𝑚𝑚𝑠𝑠

 

We show the results of this decomposition for UU in Figure 3.1.  As with other defensive 
stocks, UU’s equity beta fell in the aftermath of the financial crisis due to higher market 
volatility relative to UU’s volatility (blue line), and much reduced correlation (green line).  
However, UU’s equity beta has returned to pre-crisis levels with the return to normal market 
conditions.  The trend of greater relative volatility and higher correlation, and increases in 
equity betas can also be observed for the other listed water companies and NG. 

Figure 3.1: United Utilities beta risk has increased following PR14 review 

 

Source: Bloomberg, NERA analysis, cut-off: 9 March 2018, daily data, reference index: FTSE All Share. 

                                                      
North American utilities.”  See: NERA (2015) Half a century of estimating the cost of capital, p. 7 Link: 
http://www.nera.com/content/dam/nera/publications/2015/PUB_Cost_of_Capital_1115.pdf 
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3.3.2. Greater regulatory risks 

The increase in empirical betas may also be explained by increased political and regulatory 
risk.  For example, in its recent sector credit rating report, citing Ofwat’s recent proposals on 
“gearing outperformance”, and the politicisation of the regulatory regime, Moody’s notes:56 

“In our view, these developments evidence a modest deterioration in the stability and 
predictability of the regulatory regime, in the face of a difficult political environment for 
the sector.  We also see increasing risk of future political interference in the design of the 
regulatory framework, and have changed our assessment of stability and predictability of 
the UK water regulatory regime under our methodology to Aa from Aaa […]” 

As well as the gearing outperformance and politicisation, we also consider that there is 
increased in beta risk related to competition, debt indexation and Ofwat’s approach to cost 
assessment, as we explain below. 

3.3.2.1. Increased competition implies increase in investors’ required returns 

Competition and its attendant asset stranding risk implies that investors required returns will 
increase relative to PR14.  For water resources, Ofwat has outlined two prospective means for 
third party entrants to water resources:57 

 A bidding market model, under which third parties submit bids for supply or 
demand/leakage management services to an incumbent water company to help it meet the 
future water needs in the company’s water resource zone (WRZ) or zones. 

 A bilateral market model in line with the Water Act 2014, in which third party providers 
of water resources (who could be out-of-area water companies or other third parties) 
contract directly with independent retailers in the non-household sector. 

Ofwat has also proposed an adjustment factor which will adjust allowed revenues to reflect 
the level of bilateral market entry with lower revenues the greater the market entry.58  Ofwat 
states that:  

“we do not consider it to be in customers’ interests for the price control framework to 
provide complete risk protection to incumbent water companies against the effects of 
bilateral market entry by third parties that can help meet demand for water more 
efficiently.” 

Ofwat has confirmed that it will provide regulatory capital value (RCV) protection for 
efficient expenditure up to 31 March 2020.  However, it intends that incumbent companies 
bear under-utilisation risk for investment in new water resource capacity from 1 April 2020. 
59 

                                                      
56  Moody’s (22 May 2018) Regulator’s proposals undermine the stability and predictability of the regime, p. 4 
57  Ofwat (May 2016), Water 2020: Our regulatory approach for water and wastewater services in England and Wales, 

p.130.   
58  Ofwat (May 2016), op. cit., p.  
59  Ofwat (May 2016), Water 2020: Our regulatory approach for water and wastewater services in England and Wales, 

p.130.  
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As Ofwat acknowledges, its proposal not to recognise post 2020 RCV assets within the 
regulatory ring-fence (for water resources) exposes the business to stranding and competition 
risk.  It states:60 

“We propose that the water resources price control framework should be designed to 
expose incumbent water companies to utilisation risk for their investment in new water 
resource capacity from 1 April 2020, when that under-utilisation arises because they 
have lost market share to third parties. Passing on risk to water companies rather than 
customers is appropriate for developing water resource markets. Customers should not 
be expected to provide protection to incumbent water companies against the risks 
associated with bilateral market entry.” 

EE, Ofwat’s advisers, has stated that it does not consider competition risks to be systematic 
risks.  Irrespective of how the risk is reflected in the CAPM-WACC framework, investors 
will require greater compensation for the risks relative to water resource revenues relative to 
PR14.  For example, Ofwat, in the context of bulk supply agreements, has previously allowed 
for stranded asset risk.61  GB regulators, including CMA, have recognised such uplifts to 
allowed returns in setting the allowed rate of return, e.g. for BAA risks associated with 
Terminal 5.62  

3.3.2.2. The PR19 framework also increases systematic risk, and risk of under-
recovery 

EE, Ofwat’s advisers, state that the only regulatory factor that is likely to affect systematic 
risk is debt indexation, which it considered should reduce systematic risk.63  We disagree.  
The use of cost of debt indexation will increase the co-variance of returns relative to previous 
reviews where the cost of debt is fixed ex-ante.  An ex ante approach mitigates volatility in 
returns: networks tend to outperform the ex-ante allowance when the wider economy and 
credit market conditions are weaker than expected, and underperform when the economy is 
stronger.  The use of an index, which tracks the market, will therefore enhance systematic 
risk.   

There are also greater risks in relation to the prospects for the cost recovery of totex given 
Ofwat’s proposed approach to cost benchmarking which will interpret the difference between 
companies’ costs and frontier company costs as strictly “inefficiency” as opposed to 
statistical error,64 and its switch from RPI to CPIH which exposes water companies to greater 

                                                      
60  Ofwat (May 2016) op. cit., p.162. 
61  In the case of Ofwat, Ofwat’s advisers (then also EE) added a premium to the allowed rate of return to account for the 

stranding of bespoke assets used in the supply to the large user.  See: Europe Economics (4 June 2007): “Shotton Case 
– Appropriate Rate of Return for Industrial Non-potable Water Supplies”. 

62  At Q4, the then CC proposed an uplift to the allowed return of 25 bps to accommodate risks associated with Terminal 5 
construction.  See: CMA (2007) Appendix F, F-37.  
http://webarchive.nationalarchives.gov.uk/20140402235745/http:/www.competition-
commission.org.uk/assets/competitioncommission/docs/pdf/non-inquiry/rep_pub/reports/2007/fulltext/532af.pdf  

63  EE (2017) op. cit., p. 58 
64  Ofwat (2017) Delivering Water 2020: Our final methodology for the 2019 price review. pp. 147-148 

http://webarchive.nationalarchives.gov.uk/20140402235745/http:/www.competition-commission.org.uk/assets/competitioncommission/docs/pdf/non-inquiry/rep_pub/reports/2007/fulltext/532af.pdf
http://webarchive.nationalarchives.gov.uk/20140402235745/http:/www.competition-commission.org.uk/assets/competitioncommission/docs/pdf/non-inquiry/rep_pub/reports/2007/fulltext/532af.pdf
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risk around under-recovery from real price effects (RPEs), as well as more challenging ODI 
targets with “more revenue at risk from operational performance”.65  

3.3.2.3. Water resources and networks face higher risk than the composite beta 

A 2015 report for Ofwat also concluded that water resources (and bioresources) faced higher 
beta risk given greater exposure to competition risk, and that sewerage collection faced the 
lowest risk, given its relatively high capital intensity.66  The implication is that the 
disaggregated beta for WoCs such as SEW is likely to be higher than the composite empirical 
betas for WaSCs. 

3.4. SEW faces greater risk from operational leverage 

In its recent consultation, Ofwat considers that there is no reason for WoCs to have higher 
betas due to higher operational leverage.  Ofwat notes that it has rejected such arguments at 
previous price controls, and that its advisers could not establish a conceptual basis for greater 
exposure to systematic risk because of a high ratio of operational cash flows to revenue at 
PR14.67  It also considers that the approach taken by CMA at Bristol Water was not suitable 
for analysing systematic risk. 

At the Bristol Water Competition Commission appeal in 2010, the CMA (then CC) noted that 
operational leverage (or operational gearing) was relevant to the level of beta and allowed for 
an uplift to Bristol Water’s beta estimate (of around 20 per cent) relative to the listed UK 
water networks to reflect this risk.  The CMA considered the relevant measure was the 
proportion of revenue that was accounted for by the return and depreciation elements of the 
revenue building blocks (i.e. operational cash-flow as a proportion of revenue), and noted 
that Bristol Water’s lower share implied greater systematic risk. 68 

At the Bristol Water 2015 appeal, CMA also supported an adjustment for operational 
leverage.  At this review, it also considered totex to RCV as well as revenue to RCV as its 
measure of operational gearing as well as the operating cash-flow measure adopted in its 
2010 decision.69  In its decision, derives the beta adjustment based on its measure of 

                                                      
65  For example, in terms of increased risk, Ofwat notes: “We expect all companies to adopt an increased number of 

financial and in-period ODIs. We have increased the expected range of ODI out/underperformance to ±1% to ±3% of 
RoRE (from PR14 level of ±1% to ±2%). This will not be capped but we expect companies to propose approaches to 
protect customers if their ODI payments turn out to be much higher than their expected RoRE range.  Companies’ 
commitments will require a greater level of stretch than at PR14. This is consistent with increasing revenue at risk from 
operational performance. Higher returns for high performing companies and lower returns for poor performers.” 
Ofwat (2017) Delivering Water 2020: Our final methodology for the 2019 price review. P. 163 

66  PwC (December 2015) Balance of risk: Risk and reward across the water and sewerage value chain.  Link: 
https://www.ofwat.gov.uk/wp-content/uploads/2015/12/rpt_com201512pwcrisk.pdf  

67  Ofwat (2017) Delivering Water 2020: consultation on PR19 methodology Appendix 13: Aligning risk and return, p. 18  
68  Competition Commission (2010) Bristol Water plc price determination, Appendix N, N36 

https://assets.publishing.service.gov.uk/media/55194c7240f0b614040003d2/558_appendices.pdf. Specifically, the CMA 
noted that the proportion of revenue for the next five years not accounted for by projected opex and tax (that is, return 
and depreciation over the next five years) is 50 per cent for Bristol Water compared with 59 per cent for WaSCs. 
Therefore, the ratio of revenue to unexposed asset value is consequently 18 per cent (=(100/50/(100/59)–1) greater for 
Bristol Water than for WaSCs; and hence that the asset beta for Bristol Water is likely to be 18 per cent greater. 

69  CMA (2015) Bristol Water plc price determination, Appendix 10, (1) 26 
https://assets.publishing.service.gov.uk/media/5627997640f0b60368000001/Appendices_5.1_-_11.1_and_glossary.pdf   

https://www.ofwat.gov.uk/wp-content/uploads/2015/12/rpt_com201512pwcrisk.pdf
https://assets.publishing.service.gov.uk/media/55194c7240f0b614040003d2/558_appendices.pdf
https://assets.publishing.service.gov.uk/media/5627997640f0b60368000001/Appendices_5.1_-_11.1_and_glossary.pdf
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operating cash-flows to revenues consistent with its approach in 2010.70  The CMA 
concluded that Bristol Water had greater exposure to operational leverage, and determined an 
uplift to the observed empirical betas for listed UK water companies calculated as the 
percentage difference between Bristol Water’s operating cash-flow to revenues ratio (45 per 
cent) and the average ratio of the Water companies, which was 51 per cent, and hence 13 per 
cent higher than that of Bristol Water. This translates into an asset beta uplift of around 0.03 
to 0.04 (from 0.30 to 0.34)71, based on the same approach as CMA’s 2010 decision. 

Based on CMA 2010 and 2015 decisions, we have calculated the operational leverage for 
SEW relative to WaSCs.  Our analysis shows that SEW has a lower operating cash-flows of 
43 per cent relative to WaSCS 51 per cent, measured as a proportion of revenues (see Figure 
3.2).  Again, drawing on the CMA approach the implied uplift for SEW is around 17 per cent, 
close to the allowed up-lift for BW of between 13 and 18 per cent at 2015 and 2010 review 
respectively.72  On this basis, we therefore propose a similar beta uplift of 0.03 for SEW. 

Figure 3.2: SEW has a lower operating cash-flows to revenues ratio than all WASCs 

 
Source: NERA analysis of company-specific appendices 

                                                      
70  CMA (2015) Bristol Water plc price determination, Appendix 10, (1) 33, para. 136 

https://assets.publishing.service.gov.uk/media/5627997640f0b60368000001/Appendices_5.1_-_11.1_and_glossary.pdf 
71  Updated asset beta is calculated as 0.3 * (1+13%) = 0.34. Source: CMA (2015) Bristol Water plc price determination, 

Appendix 10, (1) 33, pp. 325-328.  Link: 
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf    

72  In Bristol Water 2015, CMA examined Bristol Water’s and WaSCs’ operating-cash-flow-to-revenue ratios. CMA 
defines the operating cash-flow as the proportion of wholesale and wastewater revenue (excluding adjustments) which is 
made up of return on capital and RCV run-off. For SEW, the operating-cash-flow-to-revenue ratios is 0.437, calculated 
as compared to the WaSCs average is 51. The uplift would be around 16.8% [(51 / 43.6) – 1] based on PR14 final 
determination company specific data. Calculation: return on capital + rcv run-off) / final allowed revenues = 
(203.8+202.1)/929.7 = 0.4366. Sources: CMA (June 2015): Bristol Water 2015, Appendix 10.1, A10(1)-33, para 134; 
Ofwat (2014): Final price control determination notice: company-specific appendix – South East Water, Table A2.11. 
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3.5. We conclude an asset beta range of 0.36 to 0.38, zero debt beta 

Based on our review of empirical evidence for a set of comparator water companies and NG, 
we identify an asset beta range of 0.33 to 0.35 based on our preferred 2-year estimation 
period and daily data.  Our preferred range is at the bottom end of the range implied by the 
CMA approach at BW 2015 appeal, which supports a range of 0.34 to 0.42.  Both a return to 
normal macroeconomic conditions and regulatory risks are likely to explain the increase in 
beta risk since PR14. 

Our analysis shows that SEW faces a level of operational risk higher than WaSCs, and like 
Bristol Water.  Adopting the CMA approach, we propose an adjustment of 0.03 to the 
empirical beta estimates, providing an overall range of 0.36 to 0.38 (zero debt beta).   

Our estimate compares to Ofwat’s central estimate of 0.32.  Our higher estimate is explained 
by our wider (yet relevant) comparator set to inform the industry asset beta, and an uplift for 
SEW’s higher operational leverage. 
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4. Cost of Debt  

In this section, we set out the cost of debt estimate for SEW in PR19.  First, we summarise 
Ofwat’s proposed cost of debt allowance.  We then present our preferred approach and set out 
our estimate of SEW’s cost of debt for PR19, drawing on both market data and regulatory 
precedent. 

4.1. Summary of Ofwat’s proposed approach 

In its PR19 methodology decision, Ofwat proposes to set the cost of debt allowance as the 
weighted average of embedded debt cost and new debt cost (see Table 4.1.). 

For the cost of embedded debt, Ofwat has examined both the historical average of the A and 
BBB rated iBoxx Corporate (non-financial) indices of 10Y+ remaining maturity, as well as 
companies’ actual embedded debt costs.73  Ofwat estimates a range for the cost of embedded 
debt between 4.34 per cent (weighted average of embedded debt for the sector) to 5.10 per 
cent (iBoxx 10-year trailing average).  It proposes to set the allowance based on the company 
level sector median embedded debt cost of 4.64 per cent.74  The corresponding real allowance 
is 1.59 per cent, assuming Ofwat’s RPI assumption of 3 per cent. 

For new debt, Ofwat has proposed to set an ex-ante allowance of 0.38 per cent (real RPI) 
which is then trued-up based on an iBoxx market benchmark.   

Table 4.1: Ofwat's proposed cost of debt for PR19 (%) 

 

Source: Ofwat.  Note: Ofwat assumes a CPIH of 2% and RPI of 3% for PR19. 

                                                      
73  In its analysis, Ofwat has excluded swaps and other derivatives, and has made assumptions about the cost of debt issued 

prior to the start of the price control.   
74  Ofwat (December 2017), Appendix 12: Aligning Risk and Return, p.79. 

Cost of Debt 
parameters 

Nominal Real 
(RPI) 

Real range 
(RPI) 

Ofwat rationale 

Embedded debt 4.64 1.59 1.30 - 1.79 lower bound based on weighted 
average of embedded debt for the 
sector; upper bound based on iBoxx 10-
yr trailing average; point estimate based 
on company level median embedded 
debt cost. 

New debt 3.40 0.38 0.21 - 0.65 based on spot iBoxx A/BBB non-
financial 10yr+ index, plus 54 bps 
forward uplift, and minus 15 bps 
assumed outperformance against iBoxx 
index 

Ratio 
embedded: new  

 70:30  based on EE's analysis of company 
debt data and extrapolation of RCV 
growth rates 

Issuance cost  0.10  based on 3-6 bps for issuance costs, 
and 3.5-4.5 bps for cash holding costs 

Allowance 4.36 1.33 1.07 - 1.55 Calcs. 
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4.2. Embedded debt costs 

For embedded debt, we examined SEW’s embedded cost of debt for comparison with 
Ofwat’s notional assumption of 1.59 per cent (real RPI).75  We include SEW’s planned 
issuance of debt over the remainder of PR14, which will form part of its embedded debt 
portfolio in PR19.76   

Table 4.2 and Table 4.3 below summarise SEW’s existing nominal and index linked debt 
instruments which will remain outstanding during PR19, respectively.77   

Table 4.2: SEW nominal debt instruments for PR19  

Debt Instrument 
Opening 

Amount (£m) Maturity Date Interest rate 

Debenture 1.0 31/03/2042 4.23% 

Nominal fixed rate bond 1 166.0 29/03/2029 5.58% 

Nominal fixed rate bond 2 175.6 31/03/2039 3.24% 

Nominal floating rate bond 1 85.7 31/03/2027 2.93% 

Bank loan via committed facilities 53.0  2.80% 

Capitalised operating leases 2.4  5.37% 

Weighted average nominal cost 
  

3.89% 

Weighted average real cost (RPI) 
  

0.91% 

Source: NERA analysis of SEW data. Note: we assume RPI of 2.95% consistent with SEW’s inflation 
assumption in the business plan submission App19.  We calculate the weighted average debt cost based on 
average outstanding amounts for PR19, as per SEW's business plan submission App19 and App19 commentary. 

  

                                                      
75  We consider the cost of embedded debt for SEW drawing on the actual cost of SEW’s existing debt instruments over 

PR19.  To convert the nominal and index linked debt cost to a common real basis, we use our estimated expected 
inflation over PR19 of 2.95% to calculate the corresponding real cost debt.  The 2.95% RPI inflation is consistent with 
SEW's assumptions in its business plan submission, as per indexation for index-linked debt assumed in App19.  

76  SEW’s synthetic index linked bond maturing at 30 September 2019 is assumed to be refinanced as a combination of 
nominal fixed-rate debt with principal amount of £ 175.6 million with 20-year maturity and a refinancing cost of 3.24 
per cent (nominal), a £85.7 million floating rate debt maturing in 2027 with a margin of 1.30% over 6-month GBP 
Libor, and an equity injection of £54 million  We note that this assumption will have to be updated by the time of the 
PR19 decision once the actual cost of debt issued over the remainder of PR14 is known. 

77  The amounts of nominal and ILD debt reported in the tables below are calculated based on average outstanding 
amounts during PR19 (as per SEW's business plan submission in App19).  We note that we treat all floating debt 
reported by SEW in App19 as ”embedded”, given the cost of this debt is based on SEW's existing facilities which are 
committed.  The interest rates for nominal debt and ILD are calculated as the weighted average cost over PR19, based 
on the amounts and rates used included in App19, which for floating rate debt take into account SEW's expected 
increase in LIBOR costs over PR19.  Finally, we convert nominal cost of debt into real RPI terms using inflation of 
2.95%, in line with SEW's assumption in App19. 
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Table 4.3: SEW index linked debt instruments for PR19  

Debt Instrument 
Opening 

Amount (£m) Maturity Date Interest rate 

Index-linked bond 1  177.5  03/06/2041 2.54% 

Index-linked bond 2  121.4  01/12/2037 2.43% 

Index-linked loan 1  225.3  30/09/2032 3.69% 

Index-linked loan 2  52.6  30/09/2033 2.80% 

Weighted average real cost (RPI) 
  

2.99% 

Source: NERA analysis of SEW data. Note: we calculate the weighted average debt cost based on average 
outstanding amounts for PR19, as per SEW's business plan submission App19. 

As shown in Table 4.4, we calculate the cost of embedded debt cost as the weighted average 
of expected interest cost of nominal and index linked debt instruments, which is 2.06 per cent 
(real, RPI).  These figures exclude transaction fees, which we consider separately in Section 
4.6. 

Table 4.4: Average cost of debt for South East Water over PR19  

Debt Instrument Average Amount (£m) Real interest rate (RPI) 

Nominal debt 497.1 0.91% 

Index linked debt 609.2 2.99% 

Total debt 1106.3 2.06% 

Source: NERA analysis of SEW data. Note: we assume RPI of 2.95% consistent with SEW’s inflation 
assumption in the business plan submission App19.  We calculate the weighted average debt cost based on 
average outstanding amounts for PR19, as per SEW's business plan submission  

Ofwat’s notional allowance should also include a small company adjustment for the debt 
premium that small companies incur relative to the industry benchmark.  As set out in the 
following section, we estimate the debt premium of 30 bps based on updated evidence on 
yield-at-issuance and SEW’s traded yields.  Adding 30 bps to Ofwat’s notional assumption of 
1.59, yields a notional embedded debt allowance for SEW of 1.89 per cent, 17 bps lower than 
our estimate of SEW’s actual embedded debt costs of 2.06 per cent. 

4.3. Company specific cost of debt adjustment 

In its PR19 methodology, Ofwat acknowledges that small companies have higher embedded 
debt costs although considers that this is mainly explained by timing and tenor, factors within 
companies’ control. 78  Ofwat considers that its approach to company specific adjustments for 
debt issuance costs at PR14 remains appropriate (which involves comparison of water-only-
company cost of debt and Ofwat’s view of efficient debt costs). 79  Ofwat proposes to apply a 
customer benefits test to any small company adjustment, although the CMA’s considered that 
the test was not valid at Bristol Water’s appeal.80   

                                                      
78  Ofwat (December 2017), Appendix 12: Aligning Risk and Return, p. 88. 
79  Ofwat (December 2017), Appendix 12: Aligning Risk and Return, p. 89 
80  In undertaking the test, Ofwat expects to follow the methodology set out in its “Statement of methods”, for assessing 

mergers in the water sector.  The test involves three main questions: a) has the company had a beneficial impact on our 
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To estimate a company specific adjustment for SEW for PR19, we have reviewed market 
evidence on the efficient cost associated with SEW’s debt costs relative to a notionally 
efficient company.  We estimate the company specific adjustment for SEW, drawing on 
evidence on public bond yields-at-issuance, as well as traded yields as per Ofwat’s approach 
at PR14.81   

4.3.1. Updated evidence on bond yields at issue 

Figure 4.1 shows the spreads at issuance for all outstanding WoC and WaSC bonds82, as well 
as their respective averages over the period of analysis.  We calculate the spread as the 
difference between the WoC bond yield-at-issuance and the benchmark UK government bond 
yield with the same tenor, consistent with Ofwat’s approach in PR14.  The comparison of 
spreads as opposed to yields ensures that we control for differences in the tenor of the bonds, 
type of bond, and time of issuance. 83 

                                                      
cost benchmarks; b) has the company had a beneficial impact on our service benchmarks?; c) are there benefits in other 
areas?  Source: Ofwat (December 2017), Appendix 12: Aligning Risk and Return, p. 92 

81  We do not update Ofwat’s PR14 estimates of the premium associated with Artesian finance as there are no further 
public issues.  Nor have we updated Ofwat’s PR14 evidence on bank debt, as there is no further available public 
evidence on the relative costs of bank debt.   

82  We consider all outstanding GBP-denominated, fixed rate, with no embedded options, bullet bonds.  We removed 
bonds with negative spreads over gilt yields. 

83  A comparison of yields may not provide a measure of the relative premium as the difference in yields for bonds with 
different maturity reflects 1) the difference in benchmark gilt rate for the two different maturities, and 2) the differences 
in credit risk.  To estimate the WoC debt premium, we need to isolate the difference in credit risk, and therefore our 
preferred approach is to compare the spread, based on the WoC bond yield-at-issuance over the benchmark gilt yield. 
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Figure 4.1 
Updated market evidence on yield-at-issuance supports a premium for debt costs 

 
Source: NERA Analysis of data from Bloomberg and Bank of England 

Overall, we calculate the average spreads at issuance for WoCs and WaSCs to be 1.46 per 
cent and 1.18 per cent respectively, implying a debt premium of 28 bps as shown in Table 4.5   

Table 4.5 
We calculate an average difference in spreads between WoCs and WaSCs of 28 bps 

 Average spread to benchmark gilt 

Water-only-companies 1.46% 

Water-and-sewerage companies 1.18% 

Difference (%) 28 bps 

Source: NERA calculation of data from Bloomberg and Bank of England 

We consider that our analysis is more comprehensive and robust than Ofwat’s PR14 analysis 
of the small company premium, as our sample includes 12 WoC bonds compared to the 7 
bonds analysed by PwC, Ofwat’s advisers, at PR14, and a far greater set of WaSC bonds.84   

                                                      
84  At PR14, PwC restricted the sample to bonds issued in the period between January 2008 and June 2014.  We do not 

understand PwC’s rationale for excluding the pre-2008 period, particularly given the small number of WoC bond issues 
for PwC’s selected period.  In our analysis, we have included both pre-2008 bonds and the most recent bond issues 
since Ofwat’s PR14 analysis. 
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4.3.2. Updated evidence on traded yields 

We estimate the debt premium for SEW based on traded yields of its public bond issues.  To 
ensure a like-for-like comparison, we identify comparator WaSC bonds using a set of 
selection criteria consistent with the approach taken by Ofwat in PR14.85   

We estimate the debt premia for nominal and index linked bonds using different approaches.  
For nominal bonds, we compare debt spreads for SEW against the debt spreads for 
comparable WaSCs, as shown in  Figure 4.2.  Over the past three years, the average nominal 
debt spread for SEW against the comparator bonds is 35 bps.   

Figure 4.2: The average nominal debt spread for SEW relative to comparator WasC 
bonds is 35 bps 

 
Source: NERA analysis of Bloomberg data. Note: The SEW nominal bond is rated Baa and its maturity 
date is 2029/3/29. 

For index-linked bonds, due to limited data on debt spreads86, we compare the traded yields 
of the SEW bond and WaSC comparators, as shown in Figure 4.3.  We calculate the real 
yield spread between SEW’s ILD bond and the WaSC comparators’ ILD bonds to be 22 bps 
over the past three years.  

                                                      
85  Our selection criteria include: GBP-denominated bond (to control for currency risk); fixed-rate bond (to control for 

interest rate risk); no embedded options; bullet bonds, meaning that there is no repayment prior to redemption; credit 
rating (to control for differences in credit risk); and maturity (to control for differences in spreads over time).  Unlike 
Ofwat, we also exclude bonds with less than ten years remaining maturity. We exclude short maturity bonds because as 
a bond approaches maturity, the credit spread will tend to zero since at maturity the spread will be zero by definition.  
Therefore, we expect any difference in the spread for SEW and the WaSCs comparator bonds to be low close to 
maturity, and will understate the adjustment to debt costs required by SEW (which needs to be compensated for the 
estimated difference in spread at issuance). 

86  Bloomberg does not provide a reliable estimate for the spread to benchmark gilt for index-linked bonds. 
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Figure 4.3: SEW yield spread to WaSC comparator is 22 bps 

 
Source: NERA analysis of Bloomberg data. Note: The SEW ILD bond is rated Baa and its maturity 
date is 2041/06/03. 

Overall, we consider that the evidence supports SEW’s bond spread relative to the wider 
industry of around 30 bps, as shown in Table 4.6. 

Table 4.6: Estimate of debt premia for SEW bonds based on traded yields 

Bond Trade Yield Spread 

Nominal, 2029/3/29, Baa2 35 bps 

ILD, 2041/3/6, Baa2 22 bps 

Average 29 bps 

Source: NERA analysis of data from Bloomberg 

4.3.3. Overall estimate of Company Specific Adjustment 

Table 4.7 summarises the results of our updated market evidence for SEW compared to 
Ofwat’s PR14 estimates.  Our analysis of the empirical evidence on yields-at-issuance shows 
that WoC spreads are 28 bps above WaSCs, consistent with PwC’s estimate of 30 bps at 
PR14.  Our analysis of the evidence on traded yields shows that on average SEW spreads are 
29 bps above those of the comparator WaSC.  By contrast, PwC found no evidence for a 
WoC premium for traded yields at PR14.   
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Table 4.7: Comparison of Ofwat PR14 and NERA updated market evidence for an 
adjustment for SEW debt costs 

Source  
Ofwat PR14 and 

CMA 

NERA 
updated 
evidence Comment 

Market evidence for bonds 

Yield at issue 30 bps 28 bps NERA estimate based on all GBP 
outstanding debt issues from 1998 to 2017; 
Ofwat restricted to 2008-2014 

Traded yields No evidence 29 bps  
 

NERA estimate based on 2 SEW bonds.   

Artesian and bank finance  

Artesian 26 bps (Ofwat) 
40 bps (CMA) 

As per 
PR14 

 

There are no further Artesian issues since 
PR14, and no further evidence on relative 
bank loan finance costs 

Bank loan 20 bps (PR14 BP)  
40 bps (survey) 

Source: NERA analysis of data from Bloomberg, Bank of England, and PwC report. 

Overall, the evidence for an adjustment for debt costs for SEW relative to the notionally 
efficiency company is more compelling than at PR14: the evidence from both bonds yield-at-
issuance and traded yields is based on a wider sample, and supports a value of around 20 to 
30 bps.  Further considering the evidence from PR14 on Artesian loan finance of 26 bps to 
40bps, and bank loan evidence of between 20 and 40 bps, for which we do no further data, 
we conclude that the evidence supports an uplift of 30 bps for SEW for PR19. 

For comparison, in its Bristol Water 2015 decision, the CMA estimated a company specific 
adjustment for debt financing costs of 37 bps based on Ofwat’s own estimates of the higher 
costs associated with Artesian debt finance relative to the allowed cost of debt based on the 
industry average.87  The 2015 decision was in line with CMA’s (then CC) 2010 estimate of 
40 bps. 88   

4.3.4. Ofwat’s proposed customer benefit test is not valid 

At PR14, Ofwat determined that small WoCs have a higher cost of debt than the wider 
industry, but subjected the recovery of such costs to a customer benefits test.  Ofwat 
considered that the benefits test was required to strike an appropriate balance between its duty 
to making sure efficient companies are financeable, and its other statutory duties, and in 

                                                      
87  The CMA’s 2015 estimate was based on the higher cost of Artesian finance relative to the benchmark iBoxx index as 

identified by Ofwat’s advisers of 11 bps, and allowing for the lower WaSC financing cost relative to the benchmark of 
26 bps.  Source: CMA (2015) Bristol Water plc, p 308.  Link: 
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pd
f  

88  In BW 2010 appeal, the CMA (then CC) estimated a premium for small companies’ financing costs of 40 bps consistent 
with Ofwat’s estimate at PR09.  Source: CMA (2015) Bristol Water plc, p 307.  Link: 
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pd
f 

https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
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particular its consumer objective.89  Ofwat considered the benefit of the independent 
comparator in conducting its wholesale cost and customer service assessment. 
In its PR19 guidance Ofwat has stated that “if any company considers its size specifically 
results in it having higher financing costs than a notionally efficient company, and it 
considers these should be reflected in a company-specific cost of capital adjustment, we 
would expect the additional costs to customers would be more than offset by the benefits 
customers receive from the company.”90   
The CMA considered Ofwat’s customer benefits test as part of the Bristol Water 2015 appeal.  
Overall, the CMA did not consider that Ofwat’s test was relevant, and could result in Ofwat 
not setting a cost of capital consistent with WoCs’ efficient financing cost.91   
The CMA was unconvinced that there was a causal link between the cost of debt required to 
finance the companies, and the benefits outlined by Ofwat.  As a result, it did not believe that 
the customer benefits test was necessary to meet its duty to customers.  The CMA noted that 
customers of small companies would pay more because of the uplift to debt costs.  However, 
there are many reasons why bills are different for customers of smaller companies, and it was 
not clear that this implied a need to adjust the approach to the cost of capital.92  
The CMA also noted that regulatory consistency has a beneficial effect.  The CMA expressed 
a concern that removing the debt premium from the notional cost of embedded debt 
calculation (without evidence of changing market conditions) raised the risk of stranded 
costs.  It considered Ofwat’s approach ran contrary to the reasonable expectation of investors 
that they could, on average over time, recover the cost of efficiently incurred debt.  
In response to the CMA’s provisional findings, Ofwat disagreed with the CMA’s 
interpretation of the customer benefits test.   The CMA characterises Ofwat’s position as 
follows:93  

the new special water merger regime reduces the disincentive on companies to merge if 
appropriate, to avoid the higher costs associated with smaller companies; and  
in that context, the customer benefits test was required to ensure that customers only pay a 
premium where companies can be shown to demonstrate clear benefits as a comparator.  

In response to Ofwat, the CMA stated that in its view the primary consideration in setting the 
cost of capital was whether efficient companies could finance their functions.  The CMA 
noted that Ofwat accepted that small companies have, on average, a higher cost of capital, 

                                                      
89  Ofwat (2014) Final price control determination notice: policy chapter A1 – Annex 3: benefits assessment of an uplift on 

the cost of capital, p. 11.  Link: https://0980a19b0bb02fe4a86d-
0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-
content/uploads/2015/10/det_pr20141212riskrewardbenefits.pdf 

90  Ofwat (July 2017) Delivering Water 2020: Consulting on our methodology for the 2019 price review, p.206.  Link:  
https://0980a19b0bb02fe4a86d-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-
content/uploads/2017/07/Delivering-Water-2020-Consulting-on-our-PR19-draft-methodology-2.pdf  

91  CMA (2015) Bristol Water plc, para 58.  Link: 
https://assets.publishing.service.gov.uk/media/5627997640f0b60368000001/Appendices_5.1_-_11.1_and_glossary.pdf  

92  See: CMA (2015) op. cit. p.309.  Link: 
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pd
f  

93  See: CMA (2015) op. cit. p.310. 

https://0980a19b0bb02fe4a86d-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-content/uploads/2015/10/det_pr20141212riskrewardbenefits.pdf
https://0980a19b0bb02fe4a86d-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-content/uploads/2015/10/det_pr20141212riskrewardbenefits.pdf
https://0980a19b0bb02fe4a86d-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-content/uploads/2015/10/det_pr20141212riskrewardbenefits.pdf
https://0980a19b0bb02fe4a86d-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-content/uploads/2017/07/Delivering-Water-2020-Consulting-on-our-PR19-draft-methodology-2.pdf
https://0980a19b0bb02fe4a86d-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-content/uploads/2017/07/Delivering-Water-2020-Consulting-on-our-PR19-draft-methodology-2.pdf
https://assets.publishing.service.gov.uk/media/5627997640f0b60368000001/Appendices_5.1_-_11.1_and_glossary.pdf
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
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and the CMA considered that this should be considered in the assumption on the cost of 
finance.  
The CMA added that if Ofwat was concerned that some small WoCs were not efficient, and 
therefore did not represent good comparators, then it would expect this to be reflected within 
the price control settlement in its determination of efficient costs.  
As well as conceptual concern with the customer benefits test, the CMA also considered 
Ofwat’s assumptions on the likelihood of a merger, and whether any merger would result in 
the estimated customer effects, was subject to a wide range of uncertainty. 
As per CMA Bristol Water decision, we consider that Ofwat should allow companies their 
efficient financing cost consistent with its financing duty.  Ofwat has acknowledged at all 
previous reviews that small WoCs face higher debt costs, and our review shows that market 
evidence continues to support an uplift to small companies’ cost of debt allowance.  Ofwat’s 
duties require it to secure that companies can finance their activities, including by securing 
reasonable returns on capital.94  This means that Ofwat should set an allowance for SEW that 
reflects the debt premium of 30 bps:  there is no requirement to submit the recovery of 
efficient costs to a consumer benefits test. 

4.4. Cost of new debt: ex-ante estimate 

For the cost of new debt, Ofwat sets the allowance based on the spot value of iBoxx A/BBB non-
financials 10 years+ index, which was 3.01 per cent (nominal).95  Ofwat then adjusts the index by a 
market-implied increase in interest rate based on forward yield by 54 bps, but applies a downward 
adjustment of 15 bps based on expected outperformance of the index (often referred to as “regulatory 
halo”).  The overall new debt assumption is 3.40 per cent (nominal) and 0.38 per cent (real). 

Our approach to estimate the cost of new debt for SEW over the PR19 period also draws on the 
current cost of debt for A/BBB corporate debt issuers, and the expected movement in debt costs 
between the time of the current cost of debt estimate and PR19.  However, we do not consider 
Ofwat’s downward adjustment to the iBoxx benchmark in setting the cost of new debt at PR19 to be 
justified, based on our review of the evidence presented by Ofwat and its advisors.  We discuss our 
analysis of the sector performance against the benchmark index in detail in section 4.5. 

As a starting point, we take the average of the A and BBB iBoxx corporate non-financials 10 years+ 
indices to calculate the benchmark cost.  Instead of taking the spot value of the iBoxx index, we draw 
on average yields estimated over a period of time, given the volatility in spot estimates.  We estimate 
the current cost of debt for A/BBB issuers based on a 3-month average of the iBoxx corporate non-
financial benchmark index, yielding an estimate of 3.26% (nominal).   

We then use evidence from forward gilt markets to calculate an adjustment to current debt costs, 
reflecting the markets’ expectations of the future cost of debt during PR19.  Figure 4.4 shows the 
expected forward rate for a 10-year maturity gilt between now and the end of the PR19 period.96  As 
shown in Figure 4.4, markets are currently expecting gilt yields to increase from current levels by 
around 80 bps over the period of PR19.   

                                                      
94  WIA 91 Section 2(2(A)).  Link: http://www.legislation.gov.uk/ukpga/1991/56/section/2 
95  As of 31 March 2017 
96  We use the 10-year maturity to estimate the forward rate, which is shorter than the average maturity of the iBoxx index, 

due to the illiquidity at the long end of the yield curve.  We note that the forward rate adjustment is insensitive to the 
maturity assumption, as the forward rate uplift captures the differential between the forward rate and a current market 
estimate which both reflect the assumed maturity of 10 years 
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Figure 4.4: Markets expect increase in gilt yields of 80 bps over the period of PR19 
(forward Rate for 10Y nominal gilt) 

 
Source: NERA analysis of data from Bloomberg and Bank of England; estimated at 
information date of 8 June 2018. 

We calculate an adjustment to current rates equal to the difference between the average 
forward rate on a 10-year maturity nominal gilt during PR19, and the spot yield on a 10-year 
nominal gilt.97  Our calculations yield an adjustment to current costs of 63 bps (as set out in 
Table 4.8).   

Table 4.8: Derivation of adjustment of expected increase in cost of debt 

 % 

Average forward rate for PR19 (3M average)  2.05% 

Yield on 10Y nominal gilt (3M average) 1.41% 

Adjustment to current debt costs 0.63% 

Source: Calculations based on Bloomberg and Bank of England data; estimated at information date 8 June 
2018. 

In our estimate of the cost of new debt, also include our estimate of small company 
adjustment for debt costs of 30 bps for SEW for PR19, as discussed in 4.3. Overall, we 
estimate a nominal cost of new debt of 4.19 per cent for SEW over the PR19 period or 1.20 
per cent (real RPI), as set out in Table 4.9.   

                                                      
97  Consistent with our current debt cost approach, we estimate the adjustment using a 3-month average of the spot rate and 

the forward rate to smooth out fluctuations in daily market data.   
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Table 4.9: Cost of New Debt in PR19 

  % 

Current cost of A/BBB debt 3.26 

Forward rate adjustment 0.63 

Small company adjustment 0.30 

SEW cost of new debt for PR19 (nominal) 4.19 

SEW cost of new debt for PR19 (real, RPI) 1.20 

Source: NERA calculations.  Note: we assume RPI of 2.95% consistent with SEW’s inflation assumption in the 
business plan submission App19. 

4.5. Cost of new debt indexation mechanism 

In the final methodology, Ofwat has proposed to true-up the cost of new debt allowance at 
end of PR19 based on an average of the A and BBB rated iBoxx Corporate non-financial 10 
Y+ indices adjusted downwards by 15bps to reflect water companies’ ability to outperform 
the benchmark index.  Ofwat has also proposed to set an ex-ante inflation assumption of 
CPIH (2.0%) to derive the cost of debt in real terms from the nominal iBoxx benchmark 
index. 98  In setting the initial calculation of the cost of debt allowance, Ofwat has assumed a 
ratio of 70:30 for embedded:new debt, but stated that it will revisit this assumption once the 
companies have submitted their business plans.99   

As we discuss in the following sections, we disagree with Ofwat’s cost of debt indexation 
approach: 

▪ There is no evidence to support downward adjustment of 15 bps for supposed company 
outperformance (“regulatory halo”) 

▪ Ofwat’s fixed ex-ante inflation assumption is incorrect and accentuates risks 
▪ Ofwat’s assumed 70:30 new to embedded debt ratio does not reflect SEW’s atypical debt 

profile.  

4.5.1. There is no evidence to support outperformance of the index 

Ofwat has proposed to set the cost of new debt allowance based on an average of the iBoxx 
benchmark indices adjusted downwards by 15bps to reflect water companies’ ability to 
outperform the benchmark index.   Ofwat draws principally on analysis by EE which 
observed a lower yield on an iBoxx Utilities index relative to iBoxx Corporate bond indices.  
GB regulators, including Ofwat, typically refer to the supposed ability of companies to 
outperform debt markets as the “halo effect”, or the (positive) effect of the regulatory regime 
on credit quality. 

We have reviewed the evidence presented by Ofwat, as well as evidence from the energy 
sector and notably the findings of the British Gas Trading (BGT) 2015 appeal of the ED1 
price controls to the CMA which considered the halo effect.  We find that EE’s supposed 
company outperformance or halo effect reflects the stronger historical rating of utility bonds 
issuances.  While the iBoxx Utilities index (at least prior to 2010) comprised a high 

                                                      
98  Ofwat (December 2017), Appendix 12: Aligning Risk and Return, p.71. 
99  Ofwat (December 2017), Appendix 12: Aligning Risk and Return, p. 73. 



   Cost of Debt 

  
 

© NERA Economic Consulting  39 
 
 

proportion of A-rated bonds, the benchmark iBoxx Corporate indices represent an average of 
A and BBB rated bonds.  The 15 bps difference identified by EE therefore does not reflect 
either historical or prospective outperformance per se: simply a difference in average rating 
over the period of analysis.   

As shown in Figure 4.5, as the utility issuers’ ratings have weakened over time, the spread 
between the iBoxx Utilities index and the average of A and BBB rated iBoxx indices has 
entirely disappeared.   

Figure 4.5: The spread between the iBoxx Corporate and iBoxx Utilities indices has 
disappeared as ratings have aligned 

 
Source: NERA analysis of FactSet data 

The CMA also concluded at the BGT 2015 appeal that there was no evidence to support a 
halo effect over the most recent period since 2009. 100 Moreover, the recent downgrade of the 
sector by Moody’s to Aa from Aaa in terms of its view of the stability and predictability of 
the water regulatory regime, and the general rating and financial metric deterioration, implies 
that there is no prospect for industry outperformance of the benchmark index at PR19 due to 
a regulatory halo or any other effects. 101   

In conclusion, we do not consider the EE evidence cited by Ofwat supports the notion that 
SEW will outperform over PR19; indeed, the CMA’s analysis and the deteriorating credit 
quality of the sector strongly suggest otherwise.  Therefore, we consider any downward 
adjustment to the iBoxx benchmark in setting the cost of new debt at PR19 is unjustified. 

4.5.2. The use of ex ante inflation assumption accentuates risk 

Ofwat’s ex ante inflation approach deflates the actual outturn nominal iBoxx cost at the time 
of refinancing using its estimate of ex ante inflation set at the price control.  However, 
                                                      
100  CMA (2015) British Gas Trading Limited v The Gas and Electricity Markets Authority, p.150 
101  Moody’s (22 May 2018) Regulator’s proposals undermine the stability and predictability of the regime, p. 4 
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nominal debt costs and inflation co-vary, i.e. a movement in inflation will result in a 
movement in nominal debt costs.  Therefore, it is incorrect to treat these two elements as 
independent, and the forecast debt costs should not be set based on the nominal iBoxx in 
combination with an ex ante inflation assumption.   

Based on the empirical data, the use of an ex ante inflation assumption is likely to accentuate 
risk.  For example, an increase in inflation is likely to lead to an increase in the nominal debt 
cost – leaving real debt costs unchanged.  However, if the allowance is set based on the 
outturn nominal iBoxx benchmark, and yet a fixed ex ante inflation, the real allowance will 
increase and companies will over-recover.  Likewise, a step-down in inflation during the 
review period may lead to under-recovery. 

As an alternative, Ofwat should derive real cost of debt allowance based on the inflation 
measure used to index SEW’s RCV.  This ensures that investors recover their nominal cost of 
debt: the inflation element of the cost of debt is recovered as a capital gain on the RCV, and 
the remaining real element is recovered as a return on RCV. 

4.5.3. Ofwat should use embedded: new debt weighting which reflects SEW 
atypical debt issuance 

Ofwat has assumed a ratio of 70:30 for embedded: new debt based on EE’s analysis of 
industry debt and extrapolation of RCV growth rates from PR14.  However, Ofwat’s 
assumption differs materially from SEW’s actual ratio of embedded:new debt over PR19 of 
97:3, as shown in Table 4.10.   

Table 4.10: SEW's new to embedded debt ratio for PR19 

  New Debt% Embedded Debt% 

Mar 2021 0.0 100.0 

Mar 2022 2.54 97.5 

Mar 2023 4.86 95.1 

Mar 2024 4.67 95.3 

Mar 2025 4.50 95.5 

PR19 average 3.40 96.6 

Source: NERA analysis of SEW data 

SEW’s ratio of embedded:new debt differs from Ofwat’s notional industry average because 
of SEW’s relatively small scale.  As a consequence of its scale, SEW has a relatively 
concentrated debt profile, and over PR19 it has no material re-financing needs.  It also has 
limited financing needs in relation to capital investment. 

Ofwat should consider a bespoke cost of debt indexation mechanism for SEW over PR19 to 
reflect its 97:3 embedded:new debt profile.  In other instances, regulators have designed 
bespoke mechanisms for small companies with atypical debt profiles, e.g. UREGNI for 
smaller NI gas distribution networks at GD17, and Ofgem for SHETL at RIIO-T1.102   

                                                      
102  We describe these bespoke mechanisms in more detail in Appendix A 
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4.6. Issuance and liquidity costs 

Ofwat proposes an overall issuance and liquidity cost allowance of 10 bps, based on EE’s 
estimate of 3 to 6 basis point for issuance cost, and 3.5 to 4.5 basis point for cash holding 
cost.103   

In PR14, SEW submitted an estimate of the issuance and carry cost which ranged between 57 
to 67 bps104.  Since SEW has an almost identical debt portfolio over PR19 as to PR14, SEW’s 
estimates remain relevant, although we do not include the cost of carry for refinancing the 
£305m index linked debt in 2019.  Table 4.11 summarises the issuance and carry costs faced 
by SEW.  Overall, we assume the issuance and liquidity cost for SEW over PR19 is 0.52 per 
cent to 0.61 per cent. 

Table 4.11: SEW's issuance and liquidity costs over PR19 

Item Lower bound Upper bound Rationale 

Issuance costs 7 bps 11 bps fees charged by financial intermediaries 
for issuing debt 

Cost of carry – 
facilities 

20 bps 20 bps costs of holding liquidity facilities and a 
payment guarantee to comply with 
ratings agency requirements 

Cost of carry 
(Small company 
cash reserves) 

25 bps 30 bps Costs associated with holding additional 
levels of cash balances due to the 
smaller size of SEW 

Total 52 bps 61 bps  

Source: SEW and Frontier Economics PR14 submission 

At PR14, SEW explained these costs as follows: 

Issuance costs:  

SEW estimated the incremental cost associated with the two representative debt issues by 
calculating the differential between the internal rate of returns (IRR) on all cashflows 
including the issuance costs and excluding the issuance costs. 105   In PR14, SEW estimated 
the associated cost to be between 7 to 11 bps. 

Cost of carry – facilities: 

SEW is required to hold several liquidity facilities to comply with the rating agencies’ 
criteria, which has led to additional fees associated with maintaining access to these unused 
facilities and which will remain in place over PR19.  In PR14, SEW has estimated the 
ancillary costs to be 20 bps across all associated debt instruments. 

                                                      
103  Europe Economics (2017), PR19 – Initial Assessment of the Cost of Capital, p.72. 
104  Frontier (November 2013): Cost of capital for PR14, a report prepared for South East Water – Annex 3, p.15. 
105  Frontier (November 2013): Cost of capital for PR14, a report prepared for South East Water – Annex 3, p.15. 
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Cost of carry – small company cash reserves:  

SEW incurs additional cost of issuing debt relative to a WaSC, because SEW’s smaller size 
means it is subject to the constraints of minimum efficient size of debt issues, and SEW has 
to issue debt in advance of when the funds are needed for capital expenditure.  SEW 
estimates the additional cost of holding higher levels of cash reserves relative to WaSCs to be 
25 to 30 bps. 

4.7. Cost of Debt Conclusions 

Combining the estimates from the previous sections, we derive a total real cost of debt 
estimate for SEW over PR19 of 2.55 to 2.64 per cent.  Table 4.12 summarises the component 
of cost of debt for SEW. 

Table 4.12: SEW cost of debt over PR19 

Parameter 
Ofwat PR19  
point estimate 

Ofwat PR19  
range 

NERA  
lower bound 

NERA  
upper bound 

Cost of embedded debt 1.59 1.30 to 1.79 2.06 2.06 

Cost of new debt 0.38 0.21 to 0.65 1.20 1.20 

Ratio of embedded to 
new debt 

70:30 70:30 97:3 97:3 

Issuance and liquidity 
costs 

0.10 0.10 0.52 0.61 

Overall cost of debt 1.33 1.07 to 1.55 2.55 2.64 

Source: NERA analysis 
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5. Gearing 

5.1. Summary of Ofwat’s approach 

Ofwat proposes to decrease the notional gearing level from 62.5 per cent to 60 per cent for 
PR19.  Ofwat’s stated reasons for doing so are:106 

▪ “evidence that some companies in the sector have reduced gearing from 2014 levels to 
some extent”;  

▪ “the downward trend in debt to enterprise value observed for listed utility and non-
financial corporates in the UK and Europe, over the last 4-5 years” 

▪ “our proposals to make greater use of markets on a forward looking basis and to put 
more revenue at risk associated with service performance.” 

5.2. Ofwat provides no evidence to reduce notional gearing 

Ofwat’s first statement that “some companies have reduced gearing” ignores the more 
relevant observation that average gearing for the sector has barely changed since PR14.107  As 
set out in Figure 5.1, net debt to RCV shows no discernible decline since PR14.  Indeed, in 
2013-14, the base year used to inform PR14 notional gearing of 62.5 per cent, the average 
gearing was 71 per cent.  For the latest available year 2016-17, the average gearing is 70 per 
cent (as indicated by grey bars).  

Figure 5.1: Net debt to RCV shows no discernible decline since PR14 

 

Source: NERA analysis 

In relation to Ofwat’s second point about the decline in net debt to enterprise value, again its 
statement reflects a partial interpretation of the evidence.  Our own analysis of UK listed 

                                                      
106  Ofwat (2017) op. cit., Appendix 12, p. 21 
107  EE, Ofwat’s advisers, state that: “There is however perhaps some mild suggestion of a drop, with 10 firms having lower 

gearing in 2016/17 than in 2014/15, and only 5 firms a higher gearing.” EE (2017) op. cit., p.45 
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utility companies (comprising Centrica, NG, Pennon, UU, SVT) shows that net-debt to RCV 
has increased over PR14.  (See Figure 5.2.) 

Figure 5.2: Net debt to market cap has remained broadly constant for UK utilities 

 

In addition, we do not consider that net debt to enterprise value (i.e. market value of equity) is 
relevant to informing notional gearing.  It is the regulatory capital value which reflects the 
present value of future net cash-flows to the company, and therefore the relevant denominator 
for measuring indebtedness.  Ofwat’s own advisers agree; EE states:108 “We consider RCV 
gearing to be primarily of interest for the notional level of gearing”.   

5.3. We propose notional gearing in line with PR14 of 62.5 per cent 

Established finance theory explains that the WACC is broadly unaffected by the level of 
gearing (referred to as the capital structure irrelevancy).  The theory explains that increasing 
the level of gearing increases the share of relatively cheaper debt in the WACC, but this is 
offset by the increase in cost of equity due to higher equity risk caused by greater financial 
leverage, leaving the overall WACC broadly unchanged.  

This conclusion is consistent with the position of the CMA.  In the 2010 Bristol Water 
appeal, the CMA analysed the impact on WACC of gearing changes in a range between 50 
and 80 per cent and concluded that the cost of capital is not sensitive to the level of gearing: 

“[…] while a level of gearing above the company’s actual gearing may lead to a lower 
WACC, the effect does not seem likely to be large  […] our analysis suggests that, after 
taking account of the tax effect, the WACC is not sensitive to the level of gearing”109 

                                                      
108  EE (2017) op. cit., p.45 
109  CMA (February 2010), BRISTOL WATER plc Notice of Reference: Determination of Adjustment Factor for the period 

2010- 2015, Appendix N para 30 and 32. 
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However, for PR19, given Ofwat’s proposed “gearing outperformance” that will penalise 
companies for gearing above the notional level, the notional gearing level will have a 
material impact on companies’ value.110   

At PR19, it is therefore of greater importance that the gearing decision reflects the efficient 
level, which we consider should be principally informed by the industry practice.  We 
conclude that the gearing level should be no lower than the notional level determined at PR14 
of 62.5 per cent, given that 16 out of 17 companies have gearing levels (as of March 31st, 
2017) higher than 60 per cent, and 13 have a gearing higher than the 62.5 per cent level 
decided in PR14 (see Figure 5.3). 

Figure 5.3: Nearly all water companies have higher gearing level than 60 per cent, as 
proposed for PR19 

  
Source: NERA analysis of 2017 annual performance reports 
  

                                                      
110  Ofwat (April 2018), Putting the sector back in balance: Consultation on the proposals for PR19 business plans, p.4. 
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6. Conclusions on WACC for PR19  

Overall, we estimate an Appointee WACC range to be 3.95 per cent to 4.34 per cent, 
compared to Ofwat’s range of 2.01 per cent to 2.81 per cent (all real, RPI).  

We assume a household retail margin of 0.10 per cent in line with Ofwat’s PR19 guidance to 
derive a wholesale WACC range of 3.85 per cent to 4.24 per cent, compared to Ofwat’s range 
of 1.91 per cent to 2.71 per cent.   

Table 6.1: Our estimate of WACC for SEW over PR19 (real, RPI) 

 Ofwat PR19: NERA  

Parameter 
Point 
estimate Range Lower bound 

Upper 
bound 

Gearing 60 60 62.5 62.5 

Cost of equity     

TMR 5.44 4.85 to 6.13 6.50 7.10 

RfR -0.88 -1.27 to -0.48 1.00 1.50 

ERP 6.31 6.12 to 6.61 5.50 5.60 

Asset beta (no debt beta) 0.32 0.31 to 0.33 0.33 0.35 

Asset beta (with uplift) 0.32 0.31 to 0.33 0.36 0.38 

Debt beta 0.10 0.10 0.00 0.00 

Asset beta (including debt beta) 0.37 0.37 to 0.37 0.36 0.38 

Equity beta (notional gearing) 0.77 0.76 to 0.78 0.96 1.01 

Cost of equity (real post-tax) 4.01 3.41 to 4.69 6.28 7.17 

Cost of debt     

Cost of embedded debt 1.59 1.30 to 1.79 2.06 2.06 

Cost of new debt 0.38 0.21 to 0.65 1.20 1.20 

Ratio of embedded to new debt 70:30 70:30 97:3 97:3 

Issuance and liquidity costs 0.10 0.10 0.52 0.61 

Cost of debt 1.33 1.07 to 1.55 2.55 2.64 

Appointee WACC (vanilla) 2.40 2.01 to 2.81 3.95 4.34 

Retail net margin deduction 0.10 0.10 0.10 0.10 

Wholesale WACC (vanilla) 2.30 1.91 to 2.71 3.85 4.24 

Source: NERA analysis
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Appendix A. Critique of Ofwat and Its Advisors Evidence on 
TMR Presented at PR19 

In this section, we discuss the evidence on the TMR presented by Ofwat in the December 
2017 methodology document111 as well as the evidence presented by Ofwat’s advisors PwC 
in its June 2017 report (updated in December 2017)112 and Europe Economics (EE) in its 
December 2017 report.113 

A.1. Ofwat TMR evidence presented in December 2017 methodology 

A.1.1. There is no evidence that equity returns are low in current low RfR 
environment 

In its December 2017 methodology document, Ofwat argues that interest rates over PR19 are 
expected to remain low compared to historical standards and that this low interest rate 
environment will lead to low equity returns as a result.  To support this statement, Ofwat 
presents data from DMS which shows a positive relationship between real interest rates and 
real equity returns from cross-country data (i.e. the lower the interest rate, the lower the 
equity return and vice versa).114 

Below, we explain that there is no evidence to support Ofwat’s assumption that expected 
equity returns have fallen as a result of the low risk-free rate environment. 

The cross-country evidence showing a positive relationship between real interest rates and 
real equity returns presented by Ofwat is misleading.  As DMS recognise, “historically, the 
bulk of the low real rates occurred in inflationary periods, in contrast to today’s low-
inflation environment”.115  Thus, the apparent positive relationship between real interest rates 
and equity returns presented by Ofwat from cross-country data is in fact driven by a negative 
relationship between both variables and inflation.  As DMS show, historically bond and 
equity returns have shown a negative relationship with inflation, with bond returns 
particularly affected compared to equities, as shown in Figure A.1.  Ofwat misconstrues the 
DMS evidence as a positive relationship between low real bond returns and low equity 
returns, despite a clear statement from DMS that the relationship arises due to the relatively 
greater effect of high inflation on bond returns than equity. 

                                                      
111  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return. 
112  PwC (June 2017), Refining the balance of incentives for PR19 and PwC (December 2017), Updated analysis on the cost 

of equity for PR19. 
113  Europe Economics (December 2017), PR19 – Initial Assessment of the Cost of Capital. 
114  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return., section 5.4.1. 
115  DMS (February 2018), Credit Suisse Global Investment Returns Yearbook 2018, p.20. 
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Figure A.1: Bond returns react more negatively to high inflation compared to equities 
(LHS), giving rise to apparent “positive” relationship between low real bond returns 

and low equity returns (RHS) 

 
Source: DMS (February 2018), Global Investment Returns Yearbook 2017 – Slide Deck, p.11 and 14. 

However, this relationship between bonds and equity returns in high inflation periods is not 
relevant for the assessment of the implications of the current low risk-free rate environment 
on equity returns, as the low risk-free rate is not driven by high inflation but is a result of 
loose monetary policy since the Global Financial Crisis. 

As we explain in section 2.2, there is no evidence that expected market returns have fallen in 
the current low risk-free rate environment, due to the offsetting increase in the equity risk 
premium.   

We note that Ofwat appears to accept the negative relationship between the RfR and the ERP, 
given it reports estimates of negative correlation between the RfR and the ERP of -0.88 for 
the period 2010 to 2016 estimated by its advisors PwC.116 

                                                      
116  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, p.38. 
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A.1.2. Ofwat’s evidence on the TMR is selective with many estimates based 
on flawed assumptions 

In its December 2017 methodology document, Ofwat presents a range of evidence on the 
TMR based on different approaches (consistent with those considered by the CMA in its 
2014 NIE determination), including i) historical “ex-post” approaches, ii) historical “ex-ante” 
approaches and iii) forward looking evidence (for a more detailed explanation, see Appendix 
B).117 

Historical ex-post evidence: 

Ofwat presents estimates of 4.7 to 5.7 per cent for geometric and 6.0 to 6.9 per cent for 
arithmetic averages using different holding periods, and incorporating a downward 
adjustment for RPI formula effect of 33 bps.  It concludes that the true estimate lies between 
these two estimates.118 

Ofwat correctly cites Blume and JKM approaches as a potential means to determine unbiased 
estimates for the expected TMR from long horizons, where these papers show that an 
unbiased estimate is a weighted average of the arithmetic and geometric mean, where the 
weights depend on the length of the historical time series and forecast period.  However, 
Ofwat does not actually apply the established Blume and JKM approaches to derive unbiased 
estimates of the expected rate of return.  As we show in section 2.3, the application of these 
methods to long run historical data provide unbiased estimates for the TMR of between 6.2 
and 7.1 per cent, a substantively higher range than Ofwat’s cited range of 4.7 to 6.9 per cent.  
The explicit use of the Blume and JKM approaches to derive unbiased estimates of the 
expected return is consistent with the CMA approach at NIE, as we describe in Appendix B. 

Historical ex-ante evidence: 

Ofwat presents an estimate of the TMR of 4.2 per cent to 5.6 per cent using the Fama French 
approach applied to Barclays equity gilts study data 1990-2016 (lower bound) and 1900-2016 
(upper bound).119 

Ofwat also presents adjusted figures 5.1 per cent to 6.3 per cent which take into account 
volatility of share price growth versus dividend growth, in line with the approach adopted by 
Fama French.  Ofwat correctly notes that the “the authors recommend an uplift calculated 
using their proposed corrective factor of half the difference in the variances of share price 
growth rate and dividend growth rate, respectively.”  However, Ofwat then considers that: 
“that the case for making this adjustment is greatly weakened if we consider the relative 
variances of total equity yield (that is dividends and share buybacks) and share price growth. 

                                                      
117  Ofwat (2018) Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning risk and 

return, p. 31. 
118  Ofwat (2018) Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning risk and 

return, p. 40. 
119  Ofwat (2018) Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning risk and 

return, p. 42. 
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PwC’s analysis suggests that the former has been more volatile than the latter in almost all 
years since 2004 except for the last few months of 2017”.120   

Ofwat lower bound estimate based on short run data does not provide a robust estimate.  The 
Fama French approach, as applied by Fama and French themselves, needs to be applied to 
long run data given the volatility in stock market returns; Ofwat simply selects a period since 
1990 which supports its view of a lower TMR.  It is well established that ex-post approaches 
need to consider long run time series given the volatility in returns, e.g. DMS recommend the 
use of the longest time series available; equally ex-ante estimates of the TMR need to draw 
on long-time series.  Hence, Ofwat’s lower bound estimate is selective and not robust. 

We agree with Ofwat’s derivation of the upper bound estimate of 6.3 per cent when applying 
the Fama French approach, as calculated by us in Appendix B in replicating CMA NIE.  We 
disagree with Ofwat’s notion that the adjustment for the difference in variation between price 
and dividends should not apply.  Ofwat’s assertion that the Fama French is not required is 
based on selective examination of the volatility of price and dividend growth over a recent 13 
year period; Fama French conclusions relate to examination of this issue over a much longer 
time period.  As with its lower bound evidence, inferences made from short-term data are not 
robust. 

We also note that the historical “ex-ante” estimates presented by Ofwat do not represent any 
new evidence or information on this topic, and do not demonstrate that TMR has fallen in the 
current low risk-free rate environment.  These estimates have been fully considered by the 
CMA in its NIE 2014 (and Bristol Water 2015) determinations, and have been quoted by the 
CMA as one of the principal reasons in determining a TMR of 6.5 per cent.   

Forward looking evidence: 

Ofwat presents a DGM TMR of 5.1 per cent to 5.9 per cent, based on DGM models applied 
by its advisors EE and PWC to the FTSE All Share index.  As we explain in Appendix A.2 
and 3, the estimates presented by Ofwat’s advisors are substantially below independent 
DGM-based estimates of the TMR from the Bank of England, which the CMA relied on in its 
2014 NIE determination, and which support a real TMR of 7 to 8 per cent (RPI-deflated), as 
we present in section 2.3.2.  Ofwat advisors’ DGM estimates are principally understated due 
to low assumptions on dividend growth based on UK GDP, which fail to reflect that over 70 
per cent of FTSE companies derive earnings from outside the UK, where expected GDP 
growth is higher.   

Ofwat notes that Bank of England DGM is overstated because it relies on analyst forecasts 
which suffer from optimism bias.  However, Ofwat did not provide any evidence that 
supports its assertion of bias.  By contrast, the CMA did rely on the Bank of England DGM 
evidence in its 2014 NIE decision.   

Ofwat also presents evidence from MAR analysis by PWC and EE which supports a TMR 
7.4-8.6 nominal).  As we explain in appendix A2 and A3, the MAR evidence by PWC and 
EE is based on errors and correcting for these errors supports a far higher range.    

                                                      
120  Ofwat (2018) Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning risk and 

return, p. 43. 
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A.2. PwC 

A.2.1. June 2017 report 

In its June 2017 report, PwC argued that the current low risk-free rate environment, which 
PwC expects to prevail over the PR19 period, implies a reduction in the TMR, as supported 
by evidence on reductions in recent realised returns for the UK equity market.  Based on this 
assertion, PwC concluded that long-term historical data is inappropriate for estimating the 
TMR in the current market environment, because it is too slow to react to short-term 
dynamics.  Instead, PwC recommended to estimate the TMR drawing on “current” or 
“forward-looking” approaches, such as the dividend growth model (DGM) applied to the UK 
FTSE market index or market-to-asset ratio analysis for listed UK water stocks (MAR).  
Based on its application of these “current” approaches, PwC estimated a real (RPI- deflated) 
TMR of 5.1 to 5.6 per cent, substantially below estimates based on historical data of around 7 
per cent.121 

In our November 2017 and December 2017 reports prepared for National Grid,122 we 
demonstrated that PwC’s approach to estimating the “forward-looking” TMR in its June 2017 
report is flawed and leads to a substantial understatement of the TMR for PR19.  As 
explained in section 2.3.2, we consider the most reliable forward-looking estimates of the 
TMR are based on the Bank of England’s DGM which support a real (RPI deflated) TMR of 
around 7 to 8 per cent. 

There is no evidence of a reduction in TMR due to low RfR environment 

First, we explained that there is no evidence that the TMR has declined in the current market 
environment as argued by PwC in its June 2017 report, given reductions in the RfR are 
broadly offset by increase in the ERP (as discussed in section 2.3).  In its June 2017 report, 
PwC presented evidence seemingly showing a decline in realised equity or total market 
return over recent periods for the UK, which it considered demonstrates that investors’ 
expected returns are lower in the current period of low interest rates.123  In our November 
2017 report for National Grid, we showed that PwC’s evidence is weak and selective.  We 
showed that in most major equity markets (e.g. US and Germany), the realised TMR has 
increased over recent period despite the low RfR environment, a direct contradiction to 
PwC’s conclusions.  We also noted that it is unsafe to draw conclusions from short-term (e.g. 
decadal) averages of realised returns, given the volatility of stock market returns which 
results in high standard errors of these short-run averages, an accepted point in the academic 
literature.124 

                                                      
121  PwC (June 2017), Refining the balance of incentives for PR19.  Real TMR range derived from PwC’s nominal estimate 

of 8.0 to 8.5 per cent, using PwC’s RPI inflation assumption of 2.8 per cent (p. 50 fn. 86) and the Fisher formula. 
122  NERA (November 2017), Total Market Return for Determining the Cost of Equity at RIIO-2 and NERA (December 

2017), Implications of Observed Market-to-Asset Ratios for Cost of Equity at RIIO-2. 
123  PwC (June 2017), Refining the balance of incentives for PR19, pp. 79-80. 
124  NERA (November 2017), Total Market Return for Determining the Cost of Equity at RIIO-2, pp. 6-8. 
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PwC’s estimates of TMR based on “current” approaches are unreliable 

Second, we showed that PwC’s estimates of the TMR based on DGM and MAR analysis are 
based on incorrect assumptions and methodology, resulting in a substantial understatement of 
the “forward-looking” TMR.   

In relation to PwC’s DGM analysis, we explained that PwC’s DGM-based TMR is 
understated, due to implausibly low assumptions around dividend growth rates, a key 
determinant of the implied TMR, when compared to independent estimates from the Bank of 
England.  PwC assumed that FTSE dividends grow in line with short-term and long-term 
nominal growth in UK GDP, but provided no basis for the assumption that UK GDP forecast 
growth rates are a good proxy for investors’ expectations of FTSE dividend growth rates.  We 
explained that PwC’s assumption is flawed, not least because FTSE companies derive over 
70 per cent of their earnings from outside of the UK, which have higher forecast GDP growth 
than the UK.  In addition, short-term UK GDP forecast growth rates are somewhat depressed 
(e.g. due to Brexit) and are substantially lower than independent analyst forecasts of dividend 
growth rates for FTSE stocks, which are used by the Bank of England as a basis of 
forecasting short-term dividend growth in its DGM.125  PwC’s understatement of the TMR 
based on its own DGM is evident when compared to independent estimates of the TMR 
based on the Bank of England’s DGM which support a real (RPI deflated) TMR of around 7 
to 8 per cent (as discussed in section 2.3.2). 

In relation to PwC’s MAR analysis, we explained that PwC failed to adequately adjust for 
important drivers of water companies’ valuations, including value of non-regulated activities, 
value of regulated activities unrelated to wholesale, value of pension deficit/surplus, as well 
as expected outperformance.  We explained that the value of these adjustments is subject to 
substantial uncertainty, but evidence from independent analyst reports suggests that the 
regulatory capital value (RCV) premium calculated by PwC is fully explained by these 
factors, and there is therefore no evidence that the “adjusted” MAR for listed water 
companies is different from 1. 126 

We also showed that even if we were to accept PwC’s calculation of the “adjusted” MAR for 
listed UK water companies of around 1.1 (which we do not), PwC’s calculations of the 
implied TMR of 4.7 to 5.2 per cent based on this MAR include two methodological errors, 
confusing real and nominal terms and ignoring real growth in RCV, which lead to PwC 
understating the implied TMR by 140-170bps.127   

A.2.2. December 2017 report 

In its December 2017 report, PwC presented an updated estimate of the real (RPI deflated) 
TMR of 5.1 to 5.6 per cent and commented on some of the issues discussed in section 

                                                      
125  NERA (November 2017), Total Market Return for Determining the Cost of Equity at RIIO-2, pp. 5-6. 
126  NERA (December 2017), Implications of Observed Market-to-Asset Ratios for Cost of Equity at RIIO-2, pp. 7-9. 
127  NERA (December 2017), Implications of Observed Market-to-Asset Ratios for Cost of Equity at RIIO-2, pp. 9-10.  

Specifically, PwC incorrectly interprets the MAR to represent a ratio of the allowed rate of return and investors’ 
expected cost of capital nominal as opposed to real terms, which is incorrect for UK water companies and leads to an 
understatement of the TMR by PwC.  In backing out the implied expected cost of equity and TMR, PwC also implicitly 
assumes zero real growth in RCV, which results in an understatement of the implied TMR given expected positive real 
growth in the RCV for water companies. 
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A.2.1.128  Below, we explain that PwC’s responses fail to address the issues discussed in 
section A.2.1 and that PwC’s December 2017 updated TMR estimate remains understated as 
a result. 

PwC failed to correct errors in its DGM and MAR analysis 

In relation to its DGM estimates, in its December 2017 report, PwC acknowledged that FTSE 
companies derive a substantial portion of its earnings from outside of the UK but argued that 
its reliance on UK GDP growth as a proxy of future dividend growth is appropriate, as its 
objective is to derive a TMR for the UK market, as opposed to a world TMR.129 

PwC’s approach is illogical: In drawing on a FTSE stock market index value and FTSE 
dividend payments for its DGM, both of which reflect UK and foreign earnings, PwC must 
use a consistent dividend forecast, i.e. also based on UK and foreign GDP.   

In relation to its MAR analysis, in its December 2017 report, PwC argued that it did not 
ignore growth in RCV in its MAR analysis.  Specifically, PwC stated that in estimating the 
present value of expected cost and incentive outperformance, its calculations included an 
assumption on future growth in the RCV and there is therefore no need for an adjustment to 
reflect RCV growth.130 

Accounting for growth in RCV in calculating the value of cost and incentive outperformance 
only partially addresses the impact of a growing RCV on the observed MAR.  RCV growth 
must also be taken into account when backing out the “implied” TMR from the “adjusted” 
MAR, even after having adjusted for the impact of RCV growth on the value of cost and 
incentive outperformance.  Since the effect of this outperformance is compounded with the 
expected growth in the RCV, any “outperformance” of the cost of equity will result in a 
higher observed MAR the higher the expected real growth in RCV.  As we showed in our 
December 2017 report for National Grid, PwC failed to take this RCV growth into account in 
backing out the TMR, resulting in its implied TMR being understated.131 

A.3. Europe Economics 

In its December 2017 report, EE estimated a real (RPI deflated) TMR of 5.22 to 5.96 per 
cent, based on a range of evidence including forward-looking approaches (DGM and MAR 
analysis), historical realised returns (based on DMS) and regulatory precedent.132  Below, we 
explain the issues with the evidence presented by EE which result in an understatement of the 
TMR for PR19. 

                                                      
128  PwC (December 2017), Updated analysis on the cost of equity for PR19.  Real TMR range derived from PwC’s 

nominal estimate of 8.0 to 8.6 per cent, using PwC’s RPI inflation assumption of 2.8 per cent (PwC (June 2017), 
Refining the balance of incentives for PR19, p. 50 fn. 86) and the Fisher formula. 

129  PwC (December 2017), Updated analysis on the cost of equity for PR19, para 4.30-4.31. 
130  PwC (December 2017), Updated analysis on the cost of equity for PR19, para 5.8. 
131  NERA (December 2017), Implications of Observed Market-to-Asset Ratios for Cost of Equity at RIIO-2, pp. 9-10.   
132  EE (December 2017), PR19 – Initial Assessment of the Cost of Capital, section 5. 
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EE’s forward-looking evidence suffers from similar issues as PwC’s analysis 

In relation to EE’s forward-looking evidence, we consider the TMR estimates presented by 
EE based on its own DGM model as well as MAR analysis lead to an understatement of the 
forward looking TMR for the following reasons: 

▪ DGM evidence:  Similarly to PwC’s analysis (discussed in section A.2), EE’s DGM-
based real (RPI deflated) TMR estimates of around 4 to 6 per cent133 are low compared to 
independent estimates from the Bank of England which support a real (RPI-deflated) 
TMR of 7 to 8 per cent (as explained in section 2.3.2).  The EE DGM based TMR 
estimate is understated due to low estimates of future dividend growth based on UK GDP 
growth, which is incorrect for the same reasons as explained in section A.2.   

▪ MAR evidence:  We understand EE’s MAR calculations are based on the MAR analysis 
undertaken by PwC,134 which fails to adjust for important drivers of water company 
valuations which can fully explain the observed MAR and includes calculation errors 
which leads to an understatement of the implied TMR (as discussed in section A.2).  As a 
result, the errors in PwC’s analysis discussed in section A.2 are also present in EE’s 
results. 

We note that EE also calculated an alternative MAR for UU and SVT based on a 
“regulatory market value of debt” calculated as 70 per cent book value of debt plus 30 per 
cent fair market value of debt reported in companies’ accounts,135 resulting in a higher 
MAR and lower implied TMR compared to PwC.  EE is incorrect to assume that the 
value of debt for UU and SVT should be 30 per cent of the market value and 70 per cent 
of the book value of debt.  This assumes that companies retain 30 per cent of the 
benefit/cost of the change in the value of debt since it was issued, which does not reflect 
the way Ofwat sets allowed cost of debt.  Ofwat’s approach to setting the allowed cost of 
debt is to allow companies to recover the cost of debt at the point when it was issued 
(both embedded and new debt) and there is no benefit/cost from re-valuations of this debt 
after it was issued by companies.136   

As explained in section 2.3.2, we consider the most reliable forward-looking estimates of the 
TMR are based on the Bank of England’s DGM which support a real (RPI deflated) TMR of 
around 7 to 8 per cent. 

                                                      
133  EE (December 2017), PR19 – Initial Assessment of the Cost of Capital, p. 36, Table 5.3. 
134  EE (December 2017), PR19 – Initial Assessment of the Cost of Capital, p. 37. 
135  Reflecting Ofwat’s weighting on embedded (70 per cent) and new (30 per cent) debt for setting the allowed rate of 

return. 
136  The fact that when Ofwat sets the allowed cost of debt at review, it has to estimate the cost at which new debt will be 

issued (the 30 per cent assumed by EE) is completely unrelated to the fact that at after debt is issued, it may have a 
market value which is different from book value, due to changes in interest rates since the debt was issued (which is 
what EE reflects in its MAR estimate by including the 30 per cent fair market value of debt).  As explained above, 
companies do not benefit/or bear the cost of changes in interest rates on its existing debt, as they recover the cost of 
debt at the time when it was issued. 
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EE misinterprets historical DMS returns data and applies downward adjustments as 
per DMS world index which do not apply to the UK 

In relation to historical realized returns, EE states that historical realized returns from DMS 
support a real (CPI-deflated) TMR of 7.3 per cent.  EE also notes that historical returns were 
affected by “non-repeatable” factors such as changes in P/D ratios and real dividend growth 
which justify a 1 per cent reduction to historical returns of 100bps to calculate the expected 
return going forward (based on DMS adjustment for world index).137 

As we explain in footnote 28, the returns for the UK market reported in the DMS publication 
of 7.3 per cent are based on a part RPI (until 1988) and part CPI (post 1988) historical 
inflation measure.  EE is therefore incorrect to interpret the reported figure of 7.3 per cent as 
a real CPI-deflated measure, as all DMS historical returns data prior to 1988 reflect RPI 
inflation.  As we explain, in footnote 28, we have re-calculated the DMS historical returns on 
a consistent real RPI-deflated basis which support a TMR of 7.1 per cent. 

We do not consider that EE’s adjustment of 100bps based on DMS adjustment to the world 
index for “non-repeatable” factors is appropriate for the UK market.  DMS makes two 
adjustments to the TMR for the world index.  First DMS adjusts for the historical expansion 
of the P/D ratio of around 50bps.  Second, it applies a 30 bps adjustment for the difference 
between historical and forward looking dividend growth.138   

In relation to the first adjustment, DMS (2018) show that the historical growth in the P/D 
ratio for the UK market has been 1bps (as opposed to 51 bps for the world index).139  As a 
result, no adjustment for the expansion of P/D ratio for the UK market is necessary.  In 
relation to the second adjustment for future dividend growth, DMS (2018) note “if we 
assume that the historical real growth rate of dividends on the world index was at least half 
attributable to past good fortune, then the prospective premium on the world index 
declines”.140  As demonstrated by the DMS quote, the adjustment for good fortune can only 
be considered as illustrative, rather than an objective adjustment based on evidence of 
historical good fortune.  In the absence of any firm evidence that historical growth in 
dividends may be due to good fortune (equally, they may be understated by “bad fortune”), 
we do not consider an adjustment to historical realised returns is appropriate. 

For these reasons, we do not consider that EE’s adjustment to long-run average historical 
returns is reasonable, and conclude that the historical evidence supports a TMR range of 6.5 
to 7.1 per cent (real RPI), as we set out in section 2.4.  

Regulatory precedent supports TMR higher than EE’s TMR range 

In relation to precedent, we note that EE presents evidence on recent TMR determinations by 
UK regulators including the CMA in range of 6 to 6.75 per cent real (RPI-deflated), all of 
which are higher than EE’s own TMR estimate of 5.22 to 5.96 per cent real (RPI-deflated). 

                                                      
137  EE (December 2017), PR19 – Initial Assessment of the Cost of Capital, section 5.2.5. 
138  DMS (February 2018), Credit Suisse Global Investment Returns Yearbook 2018, p. 36. 
139  DMS (February 2018), Credit Suisse Global Investment Returns Yearbook 2018, Table 10. 
140  Credit Suisse Global Investment Returns Yearbook 2017, p37. 
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As we discuss in Appendix B, our update of the different approaches the CMA considered in 
determining the TMR at the 2014 NIE and 2015 Bristol water determinations show a slight 
increase in the estimates using latest available data compared to the evidence presented by the 
CMA in 2014 NIE and 2015 Bristol water determinations.  This supports our conclusion that 
the TMR for PR19 should be no lower than 6.5 per cent real (RPI-deflated). 
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Appendix B. Updating CMA Approach to Estimating TMR at NIE 
2014 

In its NIE 2014 price control determination, the CMA considered three types of evidence for 
estimating the TMR:141 

▪ studies that assume that historical realised returns are equal to investors’ expectations (so-
called “historical ex post” approaches);  

▪ studies that fit models of stock returns to historical data to separate out ex-ante 
expectations from ex-post good or bad fortune (so-called “historical ex ante approaches”);  

▪ studies that use current market prices and surveys of market participants to derive current 
forward-looking expectations (so-called “forward-looking approaches”).  

The CMA noted that it used historical approaches (both ex-ante and ex-post) as its primary 
sources for estimating the equity market return, with forward-looking approaches being used 
as a cross-check.142  

Historical ex-post approaches 

The CMA used the DMS and Barclays capital databases as the basis for its long-run historical 
estimate.  Drawing on a number of different measures differentiated by holding period and 
averaging technique (as discussed in section 2.3), the CMA concluded a TMR of around 6 to 
7 per cent (real RPI) for UK and world markets in 2014.143   

Our replication of the CMA’s NIE calculations using DMS data up to 2017, as shown in 
Table 2.1, shows that the long-run historical averages have increased slightly relative to the 
2014 NIE decision, with updated estimates in a range between 6.2 and 7.1 per cent (real RPI). 

Historical ex-ante approaches 

The CMA noted that an alternative approach to estimating expected returns from historical 
data can be made under the assumption that the dividend-price ratio is stationary, referred to 
as the Fama and French underlying return.144  Under this assumption, the expected return can 
be estimated as the sum of the average dividend yield and the average annual dividend 
growth rate.  Drawing on Barclay’s data set up to 2009, the CMA estimated an expected 
market return of 4.5 to 5.5 per cent.  The top end of the range was based on the CMA’s 
application of the Fama French estimate to the historical data from Barclay’s, while the 
bottom end of the range reflected a downward adjustment to the historical data to account for 
the fact that current dividend yields were about 1 per cent below historical averages.145   

The CMA also acknowledged that the application of the Fama French approach may lead to 
an understatement of the expected market return due to dividend growth being less volatile 

                                                      
141  CMA (March 2014), NIE Limited price determination, para, p.13-26, para 13.137. 
142  CMA (March 2014), NIE Limited price determination, para, p.13-26, para 13.137. 
143  CMA (March 2014), NIE Limited price determination, p.13-27, para 13.141. 
144  Estimated based on the approach developed in Fama and French (April 2002), The Equity Premium, the Journal of 

Finance, Vol. 57, No. 2, pp. 637-659. 
145 CMA (March 2014), NIE Limited price determination, p.13-27, para 13.143-13.144 
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than equity price index growth, with the understatement being equal to half the variance of 
the two growth rates (as suggested by Fama and French). 146   Applying the CMA’s estimate 
of this understatement of around 75 bps results in a market return estimate between 5.25 and 
6.25 per cent. 

We have updated the CMA’s calculations of the Fama French underlying return for the UK 
market based on the updated Barclay’s data set up to 2015 and found that the estimate 
remains broadly unchanged relative to NIE 2014.147 

The CMA also cited the DMS estimate of the expected market return for the world index.  
The DMS decomposes the historical returns into four elements: i) dividend yield (the 
dominant effect), ii) dividend growth rate, iii) the annual expansion in the price/dividend 
ratio, and iv) real exchange rate changes.  The DMS then determines an expected market 
return based on consideration of which elements correspond to investor expectations, and 
elements of non-repeatable good or bad luck.  Drawing on DMS forecasts, the CMA cited a 
value of 5.5 to 6 per cent for the world index.148   

Our review of the most recent DMS forecast indicates that the forecast has not changed 
relative to NIE 2014.149 

Forward-looking approaches 

Finally, the CMA considered evidence from the Bank of England’s DGM which it concluded 
supported a market return of between 5 and 6 per cent.150   

As we set out in section 2.3.2, current estimates of the market return from the Bank of 
England’s DGM are between 7.1 and 8.2 per cent (with the range based on a spot and 5-year 
average of monthly DGM estimates ending December 2016).151 

The Table below summarises the CMA’s estimates of the total market return for the different 
approaches considered in the NIE decision, and our updated estimates drawing on latest 
evidence, as discussed above.   

                                                      
146  CMA (March 2014), NIE Limited price determination, pp. A13(2)3-A13(2)4, para 8. 
147  Based on Barclay’s (March 2016), Equity Gilt Study 2016, we calculate an updated estimate of the Fama French 

underlying return of 6.27 per cent, using data up to 2015 (based on 4.5 per cent historical dividend yield, 1.1 per cent 
historical dividend growth and 70bps historical volatility adjustment). 

148  CMA (March 2014), NIE Limited price determination, para 13.145 
149  DMS (20178), Credit Suisse Global Investment Returns Yearbook 2018., p. 36.  DMS (2018) cites an arithmetic risk 

premium of 5 per cent relative to bills, and reports a historical bill return of around 0.81 per cent, supporting a forward-
looking TMR of around 6 per cent. 

150  CMA (March 2014), NIE Limited price determination, p.13-31, para 13.155. 
151  We note that the Bank of England changed its methodology in applying the DGM in 2017, compared to the approach 

used in the 2013 study cited by the CMA in the NIE (2014) decision. 
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Table B.1: Updating studies used by CMA at NIE 2014 does not support a reduction in 
the TMR 

 CMA NIE 2014 evidence Latest evidence 

DMS long run 
(historical ex post) 

6 – 7 % 6.2 – 7.1% 

DMS decomposition 
(historical ex ante) 

5.5 – 6 % 6 % 

Fama-French 
(historical ex ante) 

5.25 – 6.25 % 5.27 – 6.27 % 

Bank of England DDM 
(forward looking) 

5 – 6% 7.1 – 8.2 % 

Sources: NERA analysis of CMA (March 2014) Northern Ireland Electricity price determination. section 13; 
DMS (February 2018), Credit Suisse Global Investment Returns Yearbook 2018; Barclay’s (March 2016), 
Equity Gilt Study 2016; Bank of England (2017), An improved model for understanding equity prices, Quarterly 
Bulletin 2017Q2(4) and Bank of England yield curves.  

As can be seen from the Table above, the latest evidence on the TMR based on the different 
methods considered by the CMA in the 2014 NIE determination does not support a reduction 
in the TMR.  These results are clearly at odds with Ofwat’s assertion that expected equity 
returns have fallen at PR19. 
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Appendix C. Regulators Bespoke Cost of Debt Mechanisms 

In this section, we set out examples of regulators that set the cost of embedded debt based on 
a notional capital structure and efficient market index, but where the design of the mechanism 
recognises the timing or debt profile of the network company (notably, where the debt profile 
is atypical because of the size of the company or the size of the investment programme).  

The examples we cite correspond to Ofwat’s approach to TTT, Ofgem’s approach for 
Scottish Hydro Electric Transmission (SHETL), as well as UREGNI’s cost of debt indexation 
for NI gas distribution.   

C.1. Ofwat’s cost of debt for TTT reflects its atypical debt structure 

For the Thames Tideway Tunnel (TTT), Ofwat developed a cost of debt mechanism where 
the ex-ante allowed cost of debt is adjusted over time in line with changes in market cost of 
debt.  The adjustment provides TTT with a cost of debt allowance based on the efficient 
market cost of debt (measured by the BBB iBoxx index) at the time of actual debt 
issuance.152  That is, the mechanism recognises the actual debt issuance profile over the 
construction and initial operational phase of the project. 

In addition, in the post construction phase, Ofwat has acknowledged that it would need to 
consider TTT specific factors in determining the cost of debt allowance.  Notably, Ofwat has 
proposed an alternative assumption for the embedded debt: new debt ratio (90:10) for the 
TTT relative to the industry average (75:25), in recognition of TTT’s specific debt issuance 
schedule.  Ofwat also recognises that the cost of TTT’s embedded debt could be different to 
the industry as a whole, and “it is likely that such factors will be taken into account in 
arriving at the overall cost of debt”.153 

C.2. Ofgem’s cost of debt allowance for SHETL reflects its specific 
circumstances as a relatively small TO 

For the gas distribution (RIIO-GD1), and gas and electricity transmission (RIIO-T1) price 
controls, Ofgem adopted a cost of debt indexation based on 10-year trailing average of 
benchmark index yield for most network companies.  However, for Scottish Hydro Electric 
Transmission’s (SHETL), Ofgem developed a bespoke cost of debt index with a weighting 
based on the company’s investment profile (proxied by change in RAV).   

In its decision, Ofgem stated that the expected atypical investment and debt profile as the 
reason to adopt a bespoke approach: “we acknowledged that a simple trailing average index 
may not fully reflect the cost of debt of a company with a rapidly-growing RAV if interest 
rates change sharply.”154   

                                                      
152  Ofwat (September 2014), Draft license for the Infrastructure Provider of Thames Tideway Tunnel, p. 65, para. 6.7 
153  Ibid, p.18 
154  Ofgem (February 2012), RIIO T1: Initial Proposals for SP Transmission Ltd and Scottish Hydro Electric Transmission 

Ltd, para. 5.44 
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C.3. UREGNI recognises debt profile of NI gas distribution networks 

UREGNI has established a cost of debt indexation mechanism which recognises the 
benchmark cost of debt at the time of actual issuance for both Phoenix Natural Gas (PNG) 
and Firmus Energy (FE), gas distribution networks in Northern Ireland.   

Specifically, UREGNI proposes to set a cost of debt allowance based on the benchmark value 
in the month corresponding to the networks’ debt issuance.  UREGNI’s approach recognises 
the concentrated and lumpy financing requirements for these two entities.155  PNG’s 
circumstance is particularly analogous to that of SEW: with PNG having a single public bond 
given its small size relative to the minimum efficient scale to access public bond markets. 

  

                                                      
155  UR (September 2016) Final Determinations, Annex 14   

http://www.uregni.gov.uk/uploads/publications/Annex_14_-_Rate_of_Return_Adjustment_Mechanism.pdf 

http://www.uregni.gov.uk/uploads/publications/Annex_14_-_Rate_of_Return_Adjustment_Mechanism.pdf
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Executive Summary 

South East Water (SEW) commissioned NERA Economic Consulting (NERA) to undertake a 
study of financeability issues to inform the preparation of its business plan submission to 
Ofwat at PR19. 

Our report addresses three broad issues.  We first consider the conceptual basis for a 
financeability test, and whether Ofwat’s proposed cost of capital is consistent with the 
implied outturn metrics.  We then consider whether SEW’s business plan provides for an 
investment grade rating, on a notional and actual basis.  We also consider Ofwat’s proposed 
gearing penalty. 

I: The Consistency of Ofwat’s Proposals 

Notional financeability test: requires companies to achieve rating consistent with rating 
underlying allowed return, namely average of A and BBB 

A notional financeability test should assess whether a licensee is able to finance its operations 
on reasonable terms and consistent with the terms assumed in the allowed return element of 
its allowed revenues.  Specifically, the test should establish whether there is consistency 
between the credit rating underpinning the notional cost of debt in the allowed rate of return 
(an A/BBB rating for Ofwat’s notional cost of debt) and the credit rating implied by the 
projected financial ratios under a notional financing structure, as shown in Figure 1.   

Figure 1: Financeability test – test for consistency between allowed return and the 
expected financial metrics 

 
Source: NERA illustration 

If the projected financial ratios imply that a regulated business cannot raise debt finance on 
the terms as assumed in Ofwat’s allowed rate of return (i.e. credit rating of A/BBB), Ofwat 
has not set overall revenues that allow SEW to have a reasonable prospect of recovering its 
costs.  In these circumstances, the allowed rate of return cannot be considered reasonable.   

Where the test is failed, the principal remedy is to reconsider the cost of equity allowance 
until the outturn financial ratios are consistent with an A/BBB rating.  By contrast, at PR19 
Ofwat has directed that companies should consider changes to PAYG and/or the run-off rate 
to address notional financeability issues, which also need to be considered in the wider 
context of customer bill profiles and customer preferences. 
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Notionally financed SEW achieves Moody’s Baa2 and S&P BBB rating based on 
“natural” rate PAYG 

We have conducted the notional financeability test based on Ofwat’s proposed cost of capital, 
including the proposed notional gearing and cost of debt, as adopted by SEW’s in its business 
plan submission.  As our starting point, we have also conducted the test based on the “natural 
rate” PAYG and run-off rate. 

Our assessment of credit metrics for notionally financed SEW supports a Baa2 rating from 
Moody’s and a BBB rating from S&P.  While our analysis suggests that a notionally financed 
SEW would be able to maintain an investment grade credit rating during PR19, the implied 
notional rating for both Moody’s and S&P is lower than the credit rating assumed by Ofwat 
for determining the allowed cost of (new) debt of A/BBB (which in addition incorporates a 
negative 15bps adjustment for supposed outperformance).  The implied credit metrics on a 
notional basis with the natural rate PAYG also provide limited headroom.   

Our analysis implies that Ofwat’s cost of capital is inadequate, as it does not allow a 
notionally financed SEW to achieve the assumed A/BBB rating. 

Our analysis shows that a PAYG adjustment of around 3.4 per cent is required to pass 
test 

In principle, Ofwat should address this inconsistency by increasing the cost of equity to 
ensure the implied credit metrics support an A/BBB rating for a notional company.  However, 
in its business plan submission, SEW has adopted Ofwat’s cost of capital.  Taking this into 
account, the alternative to resolve this inconsistency in the notional financeability assessment 
would be to adjust the PAYG/run-off to achieve the target A/BBB rating assumed by Ofwat, 
in a way that is net present value (NPV) neutral to customers.   

We calculate a PAYG adjustment of 3.4 per cent would be required to achieve a notional 
rating of A/BBB, consistent with Ofwat’s assumption underpinning the allowed rate of 
return.   

We have also considered notional financeability based on SEW’s actual (efficient) debt 
costs, which supports a further PAYG adjustment of around 3 per cent  

We have also considered notional financeability based on SEW’s actual debt costs of 5.06 per 
cent (nominal, pre-tax), in place of Ofwat’s assumed nominal cost of debt of 4.36 per cent.  

SEW’s actual cost of debt over PR19 is expected to be higher than the “industry average” 
assumed by Ofwat for PR19.  Ofwat’s allowance comprises an embedded cost of debt 
allowance and new debt allowance, with the expectation that new debt costs will be lower.  
The large part of SEW’s debt is comprised of long term fixed rate bonds and inflation linked 
debt, as this minimises debt costs which result in lower customer bills.  However, SEW’s 
relatively small size means less frequent issuance compared to the wider industry, and 
minimal issuance over PR19.   

SEW’s actual cost of debt cannot (or should not) be interpreted as inefficient and should be 
recognised in the notional assessment.  Both Ofgem at ED1 and CMA at recent appeals have 
considered actual debt costs in the context of notional financeability, and the required 
changes to regulatory levers. 
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We calculate a further PAYG adjustment of 3 per cent would be required to achieve a 
notional rating of A/BBB, based on SEW’s actual cost of debt, as opposed to Ofwat’s 
“industry average” cost of debt.  This adjustment is in addition to the adjustment of 3.4 per 
cent identified above, providing an overall PAYG adjustment of around 6 per cent to achieve 
a notional financeability rating of A/BBB based on SEW’s debt costs. 

II: SEW’s Business Plan Implied Credit Rating 

SEW’s business plan submission for PR19 (based on 4% PAYG adjustment) is 
financeable on a notional and actual basis 

We consider the credit rating from Moody’s and S&P for SEW’s notional and actual financial 
structure over PR19 assuming allowed revenues are calculated as per SEW’s business plan 
submission to Ofwat for PR19.   

In its business plan, SEW is proposing to apply a 4 per cent PAYG adjustment to the “natural 
rate” to take into account customer preferences for flatter bills over PR19 and PR24.  In the 
absence of a PAYG adjustment, bills would first decrease then increase over the period 
through to PR24 contrary to customer preferences.   

SEW proposed adjustment is also justified on the basis that the use of natural rate PAYG 
does not provide for ratios consistent with A/BBB rating, consistent with the (new) cost of 
debt assumption in Ofwat’s WACC guidance.  Indeed, SEW’s proposed PAYG adjustment of 
4 per cent is lower than the PAYG adjustment of around 6 per cent required to address 
inconsistencies in Ofwat’s approach to setting the allowed WACC, as explained above. 

On a notional basis with a 4 per cent PAYG adjustment, we find that SEW’s business plan 
submission supports a Baa1 grid rating from Moody’s and an a- rating from S&P.  We also 
show that each individual wholesale control, network plus and water resources, is financeable 
on a notional basis, and that SEW has sufficient financial headroom to meet is working 
capital requirements for the residential retail business.  

On an actual basis, we find that SEW’s business plan submission supports a Baa2 grid rating 
from Moody’s and bbb rating from S&P, consistent with SEW’s current rating from both 
rating agencies.1  We also find that SEW is expected to comply with its financial covenants 
without resulting in a Trigger Event during PR19. 

SEW actual capital structure is financially resilient 

SEW overall business plan, with a step-down in gearing to 75 per cent over AMP7, provides 
enhanced financial resilience relative to the current AMP6 where SEW has nonetheless 
demonstrated continued ability to maintain a Baa2/bbb rating and raise capital efficiently, 
despite wider rating pressure throughout the sector. 

We have run the Ofwat financial resilient scenarios, as well as specific SEW scenarios that 
focus on risks that are most likely to affect SEW around totex, ODI, inflation, and financial 
penalties in combination.  SEW has also considered the relevance of its scenarios, with two 
(“severe major incident”, and “sustained adverse condition”) plausible, and the pervasive 

                                                      
1  Moody’s (November 2017), South East Water Limited: Update following second year of AMP6 reporting and S&P 

(October 2017), South East Water (Finance) Ltd. Senior Secured Debt Ratings Affirmed At ‘BBB’: Outlook Stable. 
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underperformance less plausible but included as an extreme sensitivity to test the financial 
resilience of SEW’s plan and the methods to put SEW back on a stable financial footing.   

SEW will manage the downside risk identified above through covenants, licence protections 
(e.g. substantive adverse effects clauses), and liquidity facilities.   

The first means of addressing downside risk is through distribution lock-up.  Notably the 
“lock up covenant”, at which point SEW must not make payments to its shareholders, is set at 
85 per cent net debt to RCV. AICR Trigger Events occur at AICR less than 1.10 for any 
period, and average AICR <1.20.  In a number of the scenarios identified above, AICR falls 
below these thresholds, and financial resilience can be addressed through lock-up provisions.  
However, in none of these scenarios does SEW breach the Default Event Triggers, defined as 
gearing>95 per cent, ICR<1.40. 

In addition to lock-up provisions, SEW has access to substantive un-drawn bank facilities – 
including £70 million of undrawn capex and working facilities to fund any additional capex 
or working capital requirements and £36 million to fund any shortfall in cash to fund debt 
interest costs and £18 million to fund any shortfall in cash to pay for operating costs and 
maintenance costs, which are available to cover stress scenarios. 

III: Financial Gearing Penalty 

Ofwat’s reasons for financial gearing penalty are flawed 

We disagree with Ofwat’s proposal to share “outperformance” associated with gearing levels 
above 70 per cent.  Ofwat’s rationale for the penalty is flawed.  First, companies do not 
derive any “benefit” from higher gearing that is to the detriment of customers.  All companies 
earn the same post-tax allowed return based on Ofwat’s notional assumption and companies’ 
actual financial structure choices have no impact on customer bills.  Second, equity investors 
do not benefit from higher gearing, but instead the higher return reflects the greater risk 
assumed by equity as the residual claimant on companies’ cash-flows.  The effect of financial 
leverage on the cost of equity is acknowledged by Ofwat, all GB regulators (including CMA), 
and has a thorough grounding in financial theory.  Third, companies face lower tax liabilities 
from higher leverage, a benefit that is passed-through to customers.  In this regard, Ofwat’s 
proposals will have the effect of increasing customer bills. 

We have considered the customer impact from the introduction of the penalty over PR19.  
Our analysis shows that the increase in tax liabilities will increase the SEW average annual 
household bill by £1.28, and there is a further cost of £1.72 from equity issuance, reflecting 
the costs of raising equity finance and analogous to debt transaction costs.  These effects 
outweigh the supposed benefit, assuming the benefit is based on the difference between 
notional equity and SEW’s actual cost of debt a per Ofwat’s proposals, of £1.58.   

Ofwat’s tax claw-back should operate in a symmetric way, to allow companies to 
recover tax where they have step-down in gearing during review period 

Ofwat has confirmed that it will recover any tax benefits arising from any capital restructuring in 
2020-25, as a result of a one-off step change in gearing.2  We propose that this mechanism works 

                                                      
2  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

Risk and Return, p.105. 
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in a symmetric way, such that any further one-off de-gearing over the period 2020-25 (in addition 
to the de-gearing to 75 per cent that SEW proposes) leads to a recalculation of tax liabilities, such 
that SEW can recover the additional tax costs associated with de-gearing.  
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1. Introduction 

South East Water (SEW) commissioned NERA Economic Consulting (NERA) to undertake a 
study of financeability issues to inform the preparation of its business plan submission to 
Ofwat at PR19. 

We address three broad issues.  We consider the conceptual basis for a financeability test, and 
whether Ofwat’s proposed cost of capital is consistent with the implied outturn metrics.  We 
then consider whether SEW’s business plan provides for an investment grade rating, on a 
notional and actual basis.  We also consider Ofwat’s proposed gearing penalty. 

This report is structured as follows: 

▪ Section 2 sets out our methodology for the notional and actual financeability assessment; 
▪ Section 3 presents the results of our test for consistency of Ofwat’s financial proposals, 

namely whether its proposed cost of capital provides for financial metrics that support 
A/BBB rating, as per its cost of (new) debt assumption; 

▪ Section 4 presents the results of our notional and actual financeability assessment of 
SEW’s business plan submission (based on SEW proposed PAYG/run-off for PR19), 
namely SEW’s ability to maintain investment grade credit rating during PR19; 

▪ Section 5 presents results of downside sensitivities and SEW’s financial resilience during 
PR19; 

▪ Section 6 shows that Ofwat’s gearing penalty will result in an increase in bills and is not 
in the customer interest; and, 

▪ Appendices provide supporting evidence. 
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2. Methodology for Financeability Assessment 

In this section, we set out our methodology for undertaking the financeability assessment of 
SEW’s business plan submission to Ofwat for PR19. 

2.1. Conceptual basis for notional financeability test 

A notional financeability test should assess whether a licensee is able to finance its operations 
on reasonable terms and consistent with the terms assumed in the allowed return element of 
its allowed revenues.  Specifically, the test should establish whether there is consistency 
between the credit rating underpinning the notional cost of debt in the allowed rate of return 
and the credit rating implied by the projected financial ratios under a notional financing 
structure, as shown in Figure 2.1.   

Figure 2.1: Financeability test – at test for consistency between allowed return and the 
expected financial metrics 

 

Source: NERA illustration 

If the projected financial ratios imply that a regulated business cannot raise debt finance on 
the terms (i.e. credit rating) as assumed in the allowed rate of return, the regulator has not set 
overall revenues that allow the company to have a reasonable prospect of recovering its costs.  
In these circumstances, the allowed rate of return cannot be considered reasonable.   

Regulators conduct such tests to ensure that companies are able to finance their activities, a 
standard regulatory objective.  For example, Ofwat has a “financing duty” which requires it 
to ensure that “relevant undertakers are able (in particular, by securing reasonable returns 
on their capital) to finance the proper carrying out of those functions”.3,4 

In principle, the test should draw on notional gearing and efficient cost of debt.  On the cost 
of debt, where a company’s actual cost of debt differs from the regulators’ allowance (e.g. 
where the regulator has allowed an industry wide embedded debt cost rather than a company 
specific cost of debt), this provides a rationale for using companies’ actual debt costs in the 
test.  As we show in section 3.2, this is an important issue for SEW at PR19 given its atypical 

                                                      
3  Water Industry Act (WIA 1991), Section 2 2(A)c.  Link: 

http://www.legislation.gov.uk/ukpga/1991/56/section/2#commentary-c19757181  
4  Other GB regulators also conduct financeability tests.  For example, Ofgem must have regard to the need to secure that 

companies can finance their activities.  Source: Ofgem (July 2014), RIIO-ED1 Draft determination for the slow-track 
electricity distribution companies - Financial Issues, para 3.1, p.16.) 

http://www.legislation.gov.uk/ukpga/1991/56/section/2#commentary-c19757181
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debt issuance profile over PR19 and its higher cost of debt relative to Ofwat’s industry 
average assumption.   

UK regulators have also considered financeabilty (and financeability adjustments) based on 
actual debt costs.  For example, Ofgem has provided for the use of PAYG adjustments to 
address notional financeability concerns related to companies’ actual cost at the recent RIIO-
ED1 price control.5 The CMA in the case of Bristol Water also considered actual debt costs.6   

In terms of solutions, if the projected ratios are weaker than the credit rating underpinning the 
cost of debt allowance at PR19, then the direct resolution is for Ofwat to increase the cost of 
equity allowance to ensure the integrity of the revenue proposals.7 

2.1.1. Ofwat has stated that notional financeability issues should be 
addressed through PAYG and/or run-off rates 

In its guidance document, Ofwat confirms that it will assess financeability at appointee level 
by reference to the notional structure that underpins the cost of capital.  It states that it will 
use a suite of financial metrics, although has not identified the specific thresholds. 8 

Ofwat notes that companies have a number of options to address financeability at the notional 
level, and specifically identifies changes to the pay-as-you-go (PAYG) or run-off rate.  It 
notes that where companies use such levels, “we expect companies to provide compelling 
evidence that their approach benefits customers and has the support of customers.”9  It also 
states that it should not matter whether PAYG or run-off rates are applied to address 
financeability issues. 

Contrary to the correct conceptual approach, Ofwat does not identify changes in the cost of 
equity allowance as the principal remedy. 

In line with Ofwat guidance, in this report we consider changes to PAYG (and or run-off 
rate) to address notional financeability issues, although we consider in principle any failure of 
the test should be addressed by changes to the assumed allowed rate of return.   

                                                      
5  At RIIO-ED1, ENWL was allowed a PAYG increase of 4 percentage points to address financeability issues arising 

from its higher cost of embedded debt compared to industry average.  Source: Ofgem (November 2014), RIIO-ED1: 
Final determinations for the slow-track electricity distribution companies -Overview, paras 5.21, 5.26, 5.30. 

6  See for example, CMA (2015) Bristol Water plc. Link: 
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pd
f  

7  An alternative solution may be to set the cost of debt indexation mechanism based on an index which corresponds to the 
projected rating (e.g. BBB).  As an example, Ofwat determined a BBB rated iBoxx index for the Thames Tideway 
Tunnel based on projected BBB credit metrics and rating for the infrastructure provider to support the integrity of the 
framework.  Thames Tideway Tunnel Project Licence, August 2015, p.72.  Link: https://www.ofwat.gov.uk/wp-
content/uploads/2015/10/lic_lic_baz.pdf  

8  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review, p. 187 
9  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, p. 109 

https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/10/lic_lic_baz.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2015/10/lic_lic_baz.pdf
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2.2. Actual financeability used to demonstrate financial resilience 

We also consider financeability on an actual basis, using SEW’s projected actual gearing and 
debt costs over PR19, to assess the financial resilience of SEW’s business plan in line with 
Ofwat’s guidance.  

Ofwat requires companies to demonstrate the financial resilience of the plan based on 
companies’ actual capital structure, and it sets out a minimum suite of downside scenarios for 
its assessment of financial resilience, e.g. totex underperformance (10% of totex); ODI 
penalty (3% of RoRE) in one year.10  

2.3. We assess financeability based on Moody’s and S&P and SEW 
covenants 

We assess financeability using the approach taken by Moody’s and S&P for assessing 
companies’ credit rating11 as well as against SEW’s financial covenants.  In this section, we 
briefly describe the rating methodologies used by Moody’s and S&P.  The results of our 
implementation of these methodologies are discussed in the remainder of the report. 

2.3.1. Overview of Moody’s approach to assessing credit rating 

Moody’s assesses credit rating for regulated water companies like SEW using a range of 
qualitative as well as quantitative factors (financial ratios), as set out in Table 2.1 below. 

Table 2.1: Moody’s assesses water companies credit rating based on qualitative and 
quantitative factors  

 
Source: Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 4. 

                                                      
10  Ofwat (2018), Putting the sector back in balance – summary of Ofwat’s decision on issues for PR19 business plans, p. 4 
11  Moody’s and S&P are the two credit rating agencies which cover SEW and hence we have applied their methodologies 

to assess SEW’s financeability. 
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The qualitative factors include two key areas: 

▪ Business profile: which has a weight of 50 per cent in the overall rating and includes five 
sub-factors (stability and predictability of the regulatory environment, asset ownership 
model, cost and investment recovery, revenue risk and scale and complexity of the capital 
programme) and 

▪ Financial policy: which has a weight of 10 per cent in the overall rating. 

The quantitative factors (leverage and coverage) have a weight of 40 per cent in the overall 
rating are assessed based Moody’s calculation of four key financial ratios: 

▪ Adjusted interest cover ratio (AICR); 
▪ Net debt/Regulated asset base; 
▪ Funds from operations (FFO)/Net Debt; and 
▪ Retained cash flows (RCF)/Net Debt. 

A key assumption for calculating financial ratios by Moody’s is the calculation of interest 
based on “cash” costs, which benefits ratios for companies with index-linked debt liabilities.  
(This is different from the approach taken by S&P, which considers interest costs as reported 
in the P&L, as discussed in the next section). 

As a first step of its rating assessment, Moody’s assigns a rating score based on Moody’s 
broad categories Aaa, Aa, A, Baa, Ba, B, Caa, or Ca to each of the sub-factors set out in 
Table 2.1. 

The rating score for qualitative factors is based on Moody’s criteria set out in the 
methodology document and for financial ratios based on rating thresholds as shown in Table 
2.2 below. 

Table 2.2: Sub-factor rating thresholds for Moody’s financial ratios 

 
Source: Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 21. 

In the second step, Moody’s converts the rating score into a numerical score based on Table 
2.3 below. 
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Table 2.3: Conversion of rating scores into numerical scores for each sub-factor 

 
Source: Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 5. 

As a third step, Moody’s applies an additional “penalty” to the weights for each sub-factor 
(set out in Table 2.1) for categories with lower rating scores, to reflect Moody’s assessment 
that a strength in one area cannot fully offset a weakness in another area.  The additional 
weight “penalties” are set out in Table 2.4 below.   

Table 2.4: Additional weight “penalty” for categories with lower rating scores 

 
Source: Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 5. 

The final weight for each of the factors is calculated as the product of the “standard weight” 
(as set out in Table 2.1) and the weight penalty (as set out in Table 2.4), divided by the sum 
of these products for all sub-factors (to ensure weights for the sub-factors add up to 100 per 
cent).  

As a last step, Moody’s combines the numerical scores for each sub-factor determined under 
step 1 and 2 with the adjusted weights determined under step 3 to calculate an overall 
numerical rating score, which is then used to determine the final “grid” rating as per Table 
2.5 below (grid for investment grade rating only). 

Table 2.5: Moody’s converts overall rating score into implied “grid” rating  

 
Source: Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 6. 

Moody’s also applies potential uplifts to the implied “grid” rating for structural 
considerations.  However, we understand from Moody’s latest update for SEW that the 
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overall impact of adjustments on SEW’s rating should be neutral, given Moody’s assigned 
rating of Baa2 was consistent with the assessment of the grid rating.12 

In addition to the general methodology for regulated water utilities, in May 2018 Moody’s 
published specific guidance for the UK water sector which sets out target ranges for the 
gearing and AICR which take into account the effect of qualitative factors on the required 
thresholds for achieving a certain rating, as shown in Table 2.6 below.13 

Table 2.6: Moody’s specific guidance for UK water sector on gearing and AICR 

 
Source: Moody’s (May 2018), Regulated Water Utilities – UK Regulator’s proposals undermine the stability 
and predictability of the regime, p.5. 

2.3.2. Overview of S&P’s approach to assessing credit rating 

To determine credit rating, S&P assesses companies’ risk along two key dimensions: i) 
Business risk profile and ii) Financial risk profile. 

To assess companies’ business risk profile, S&P considers three broad areas including: 

▪ Country risk: which considers a range of factors including economic, institutional and 
governance, legal and financial systems, that arise from doing business with or in a 
specific country. 

▪ Industry risk: which considers a range of factors which affect the industry in which the 
rated company operates including industry growth trends, market structure & competition 
and industry cyclicality. 

▪ Competitive position: which looks at the competitive position of the rated company, 
including competitive advantages; scale, scope & diversity; operating efficiency and 
profitability. 

There are six possible scores from S&P’s assessment of Business risk profile based on the 
above factors: excellent, strong, satisfactory, fair, weak and vulnerable. 

To assess Financial risk profile, S&P considers a range of financial ratios as follows: 

▪ “Core” ratios including: 

– Funds from operations (FFO)/debt; and 
– Debt/EBITDA. 

▪ “Supplementary” coverage and payback ratios including: 

                                                      
12  Moody’s (November 2017), South East Water Limited: Update following second year of AMP6 reporting, p. 7 
13  Given UK water companies achieve comparatively higher scores on the qualitative factors, the rating thresholds in 

Moody’s specific guidance are less demanding compared to the general methodology.   
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– Funds from operations (FFO)/cash interest; 
– EBITDA/interest; 

– Cash flow from operations (CFO)/debt; 
– Free operating cash flow (FOCF)/debt; and 

– Discretionary cash flow (DCF)/debt. 

We note the key difference between S&P’s and Moody’s approaches to calculating financial 
ratios is treatment of accrued interest on index linked debt.  Moody’s takes a “cash-flow” to 
interest costs which recognises the cash benefit of index-linked debt by calculating FFO and 
other ratios after subtracting cash interest but not the accrued interest on index-linked debt.  
In contrast, S&P takes a “P&L” approach to interest and calculates FFO and other ratios 
taking into account the full interest expense, including cash interest and the accrued interest.  
As a result of different treatment of debt interest costs, companies with index-linked debt will 
exhibit weaker ratios (e.g. FFO/debt) from S&P compared to Moody’s. 

S&P publishes explicit guidance on the relevant thresholds for each ratio which translate into 
one of six possible scores for Financial risk profile: minimal, modest, intermediate, 
significant, aggressive and highly leveraged.  We understand that for SEW and other UK 
water companies, S&P uses thresholds for a “low volatility” company,14 as set out in Table 
2.7 below. 

Table 2.7: S&P ratios thresholds for SEW and other UK companies 

 
Source: S&P (November 2013), S&P Corporate Methodology, p. 35. 

Unlike Moody’s, S&P does not have a prescribed approach of combining the different 
financial ratios in a final score for Financial risk profile.  In case of SEW and other UK water 
companies, we understand that S&P focusses primarily on the FFO/debt core ratio for 
determining companies Financial risk profile.15 

                                                      
14  S&P (October 2017), South East Water (Finance) Ltd. Senior Secured Debt Ratings Affirmed At ‘BBB’: Outlook 

Stable, p.3. 
15  S&P (October 2017), South East Water (Finance) Ltd. Senior Secured Debt Ratings Affirmed At ‘BBB’: Outlook 

Stable. 
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Based on its assessment of Business risk profile and Financial risk profile, S&P then 
combines the two risk factors to form a rating anchor according to the “anchor” matrix set out 
in Table 2.8 below. 

Table 2.8: S&P determines anchor rating based on assessment of business and 
financial risk 

 
Source: S&P (November 2013), S&P Corporate Methodology, p. 8. 

SEW’s current rating from S&P stands at bbb, which reflects the combination of an 
“excellent” Business risk profile and an “aggressive” Financial risk profile assessment by 
S&P (as per Table 2.8).16   

To determine a final rating, S&P may apply a number of modifiers (upwards and downwards) 
to the rating anchor derived based on Table 2.8 to reflect the effect of diversification, capital 
structure, financial policy, liquidity, management governance and comparable rating analysis 
as well as additional adjustments from “stand-alone” rating to “issuer” rating, as set out in 
Figure 2.2 below.17  

                                                      
16  S&P (October 2017), South East Water (Finance) Ltd. Senior Secured Debt Ratings Affirmed At ‘BBB’: Outlook 

Stable. 
17  S&P (November 2013), S&P Corporate Methodology, p. 5. 



   Methodology for Financeability Assessment 

  
 

© NERA Economic Consulting  15 
 
 

Figure 2.2: S&P applies a number of modifiers to determine final rating 

 

 
Source: S&P (November 2013), S&P Corporate Methodology, p. 5. 

We understand that the overall impact of S&P’s modifiers on SEW’s “anchor” rating is 
neutral, with one negative adjustment (for comparable ratings analysis) and one positive 
adjustment (for structural enhancement given the securitized structure). 18  As a result, SEW’s 
current rating from S&P’s is consistent with the assessment from the anchor matrix set out in 
Table 2.8. 

2.3.3. SEW’s financial covenants  

In our assessment of actual financeability, we have also considered compliance with SEW’s 
debt covenants. 

The relevant financial covenants included in SEW’s debt documentation relate to levels of 
gearing and adjusted interest cover (AICR) ratios (as well as interest cover ratio, ICR) 
achieved by SEW as follows:19 

▪ Trigger Events: gearing > 90 per cent, AICR for any period <1.10, average AICR <1.20;  

▪ Default Events: gearing>95 per cent, ICR<1.40. 

The consequences of Trigger Events include:20 

▪ No payment of distributions; 

                                                      
18  Based on information from S&P provided by SEW. 
19  Based on information from SEW. 
20  Based on information from SEW. 
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▪ A remedial plan to be agreed with Security Trustee (who acts for the debt investors on a 
collective basis); 

▪ Security Trustee may commission an independent review; and 

▪ If continuing for more than six months it can appoint non-executive directors up to 20% 
of the Board. 

For gearing, SEW has an additional covenant that results in no payment of distributions at 85 
per cent. 

The AICR definition in SEW’s debt documentation is slightly different from Moody’s and is 
calculated as net cash flows from operating activities (which relate to operating activities 
only) less regulatory depreciation over net interest (cash only).  It therefore does not make 
any adjustments for adjustments to “natural” PAYG/run-off rates as per Moody’s approach.  
There are also some small differences between gearing as calculated by Moody’s and the 
gearing calculated for the purpose of financial covenants.21 

2.4. Modelling assumptions for calculating credit metrics 

In this section, we set out the key assumptions made for assessing financeability. 

2.4.1. Financeability assessment to test for consistency of Ofwat’s financial 
proposals (based on “natural” PAYG/run-off) 

As a first step of our financeability assessment, we have conducted a financeability test to 
assess the consistency of the implied credit metrics for a notionally financed SEW with the 
credit rating assumed by Ofwat for the calculation of allowed cost of debt element in the 
WACC. 

To undertake this test, we make the following assumptions for the purpose of calculating 
financial ratios: 

▪ Allowed revenues are calculated in line with costs included in SEW’s business plan 
submission to Ofwat for PR19, which reflects Ofwat’s guidance on the allowed rate of 
return, but assuming PAYG/run-off rates are set equal to their “natural rate” 

– We understand, SEW has calculated the PAYG natural rate as operating costs as per 
its statutory accounts plus all IRE (including the portion of IRE which is capitalised in 
its statutory accounts) for each of the wholesale controls (water resources and water 
network plus) in line with Ofwat’s guidance.22  SEW has also calculated the run-off 
rate based on asset lives for above ground assets only for consistency with fully 
expensing IRE in PAYG, and again has taken this approach for both wholesale 

                                                      
21  Based on information from SEW. 
22  Ofwat (December 2017) Delivering Water 2020: Our final methodology for the 2019 price review, p.193.  Link: 

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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controls.  The approach to calculating “natural” PAYG and run-off rates is consistent 
with SEW’s approach, and that of the wider industry, at PR14. 23,24  

Table 2.9: SEW has determined PAYG and run-off rate for each control based on 
natural rate 

Control Water Resources Water Network Plus Wholesale (average) 

PAYG 58.1% 59.0% 58.8% 

Run-off rate 3.2% 3.3% 3.3% 

Source: NERA calculations based on SEW notional PR19 Ofwat model 
Note: Wholesale average PAYG and Run-off calculated as the weighted average for water resources and water 
network plus using totex as weights. 

▪ We assume all PR14 legacy adjustments are equal to zero, as the notional assessment 
should consider financeability on a standalone basis (consistent with the approach by 
Ofwat).25 

▪ To calculate notional financial metrics, we assume a notional gearing of 60 per cent and 
actual cost of debt equal to 4.36 per cent (nominal, pre-tax) as per Ofwat’s December 
2017 WACC methodology.26   We solve for a constant gearing equal to 60 per cent by 
adjusting notional dividends, which results in a 2.0 per cent dividend yield. 27    

▪ We also assume a share of 33 per cent of index-linked debt (ILD) in total debt as per 
Ofwat’s PR19 assumption for the notional company.28 

▪ We also consider the impact of using Ofwat’s notional gearing assumption of 60 per cent 
but SEW’s actual cost of debt (which is expected to be higher than assumed by Ofwat due 
to the absence of any new material debt issuance during PR19, as we explain in detail in 
section 3.2). 

2.4.2. Financeability assessment of SEW’s business plan (based on SEW 
proposed PAYG/run-off) 

As a second step, we considered the notional and actual financeability of SEW’s business 
plan submission to Ofwat for PR19, including the effect of SEW’s proposed PAYG 
adjustment of 4 per cent which takes into account customer preferences on bill impacts as 
discussed in SEW’s business plan submission, as well as addresses (albeit only in part) our 

                                                      
23  Ofwat (Dec 2014), Final price control determination notice: policy chapter A8 – financeability and affordability, pp. 14-

16 
24  An alternative (and yet equivalent approach in terms of revenues and customer impact) would be to include only the 

expensed portion of IRE in the PAYG while capitalising the residual IRE in the RCV.  This would result in an increase 
in the run-off to reflect the additional depreciation associated with the capitalised IRE.  The decrease in the PAYG 
amounts would be offset by the increase in the run-off amounts, with no impact on the calculation of allowed revenues 
or customer impacts. 

25  Ofwat (December 2017) Delivering Water 2020: Our methodology for the 2019 price review, Chapter 11 
26  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, Table 1, p. 17. 
27  In Appendix A, we also present the results of a notional financeability test based on a dividend yield of 5 per cent,. 
28  Ofwat (December 2017) Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, pp. 83-84. 
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conceptual concern that the rating on a notional basis without a PAYG adjustment is weaker 
than the requisite A/BBB rating.   

For assessing notional financeability of SEW’s PR19 business plan submission, we make the 
same assumptions as set out in section 2.4.1, with the exception of including a PAYG 
adjustment of 4 per cent to reflect customer preferences on bill impacts during PR19 and 
PR24 (the PAYG adjustment is profiled starting at around 6 per cent and ending at around 3 
per cent to achieve flat bills in PR19)  

For assessing actual financeability of SEW’s PR19 business plan submission, we depart from 
the notional assumptions in the following areas: 

▪ We assume actual gearing in line with SEW’s actual projections for PR19 of 75 per cent. 
This assumes a £55m equity injection at the start of PR19 and a dividend profile over 
PR19 which ensures a stable gearing during PR19. 

▪ We assume actual cost of debt as per SEW’s actual projected costs over PR19 (on 
average, SEW projects actual cost of debt of 5.06 per cent (nominal, post-tax),29 which is 
higher than Ofwat’s notional assumption of 4.36 per cent, principally due to the absence 
of any material new debt issuance by SEW during PR19.  

▪ We assume share of ILD in total debt as per SEW’s actual exposure of around 54 per cent 
over PR19.30  

▪ We include the impact of PR14 legacy adjustments on the calculations of credit metrics as 
these will affect the revenues SEW will earn during PR19 and hence will impact rating 
agencies’ assessment of actual rating for SEW. 

▪ In our modelling of actual financeability for PR19, we do not reflect the impact of the 
Ofwat proposed gearing outperformance mechanism, consistent with SEW proposal to 
reflect the effects of this mechanism from AMP7 only in AMP8 allowed revenues.  

2.4.3. Changes to Ofwat PR19 modelled financial ratios 

We assess notional and actual financeability using the populated Ofwat PR19 model 
assuming a notional and actual financial structure as provided to us by SEW.  We calculate 
the Moody’s and S&P key financial ratios using data from the Ofwat model.  Our approach to 
calculating key ratios from the Ofwat model is described in Appendix B. 

  

                                                      
29  Calculated based on SEW data from App19. 
30  Calculated based on SEW data from App19 
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3. Test for Consistency of Ofwat’s Financial Proposals 

In this section, we set out the results of our test for consistency of the implied notional credit 
metrics and the rating assumed by Ofwat in setting the allowed cost of debt element of the 
WACC (assuming PAYG/run-off are set equal to their “natural” rates).   

We show that the implied notional credit metrics support a rating of BBB, which is lower 
than the average of A and BBB rating assumed by Ofwat to calculate the notional cost of 
(new) debt for PR19.  In principle, this inconsistency should be addressed by Ofwat by 
changing the allowed cost of equity.   

As an alternative, we calculate that SEW would require a PAYG adjustment of around 6 per 
cent to achieve outturn financial ratios consistent with an average A and BBB rating, 
assuming Ofwat’s notional gearing and drawing on SEW’s own (efficiently incurred) debt 
costs. 

3.1. Central case results 

In this section, we set out the results of our financeability assessment for SEW based on 
Ofwat’s financing assumptions for a notional company (gearing, cost of debt and share of 
ILD) and assuming PAYG/run-off are set equal to their “natural” rates.31   

3.1.1. Moody’s assessment 

As discussed in section 2.3.1, Moody’s assesses credit ratings based on a combination of 
qualitative factors (60 per cent weight in overall rating) and four key credit metrics (40 per 
cent weight in overall rating).  Table 3.1 below sets out the assessment of Moody’s 
qualitative factors for a notionally financed SEW. 

Table 3.1: Moody's assessment of qualitative factors for notionally financed SEW 

Category Sub-rating 

Factor 1: Business Profile (50%)  
a) Stability and Predictability of Regulatory Environment (15%) Aa 

b) Asset Ownership Model (5%) Aa 

c) Cost and Investment Recovery (15%) A 

d) Revenue Risk (5%) A 

e) Scale and Complexity of Capital Programme (10%) A 

Factor 2: Financial Policy (10%)  
a) Financial Policy (10%) Baa 

Source: Moody’s (November 2017), South East Water Limited: Update following second year of AMP6 
reporting, p. 7 and NERA adjustments. 

We use Moody’s assessment of the qualitative factors for SEW based on its November 2017 
rating update for SEW and make the following adjustments: 

                                                      
31  See section 2.4.1 for our key assumptions used to derive credit metrics.   
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▪ We set the sub-rating of the “Stability and Predictability of Regulatory Environment” 
factor to Aa, reflecting Moody’s May 2018 decision to downgrade the UK regulatory 
regime score from Aaa to Aa.32 

▪ We calculate the sub-rating for the “Scale and Complexity of the Capital Programme” 
factor based on forecast capex/RCV for SEW over PR19 of 6.7 per cent, which 
corresponds to a sub-rating of A under Moody’s methodology.33 

▪ We assume a rating of Baa for the “Financial Policy” factor, based on Moody’s guidance 
which states that a sub-rating of Baa reflects “an average level of debt for the industry 
and a balance between shareholders and creditors”,34 which is consistent with a notional 
assessment given Ofwat derives notional WACC parameters in reference to industry 
average values.35 

Table 3.2 below sets out the four key Moody’s financial ratios calculated for a notionally 
financed SEW, together with the implied sub-rating for each ratio based on Moody’s 
guidance.36   

Table 3.2: Moody’s credit metrics for PR19 assuming notionally financed SEW 

  
2020/21 2021/22 2022/23 2023/24 2024/25 PR19 

Average 
Sub-
rating 

 AICR  1.36 1.44 1.45 1.49 1.51 1.45 Ba 

 Gearing  60% 60% 60% 60% 60% 60% Baa 

 FFO/Net Debt  9.1%  9.2%  9.2%  9.2%  9.2%  9.2% Ba 

 RCF/Net Debt  7.1%  8.1%  8.4%  7.7%  7.7%  7.8% Baa 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

Table 3.2 shows that two of the Moody’s ratios (AICR and FFO/Net Debt) are below the 
investment grade threshold, while the remaining two (gearing and RCF/Net Debt) are 
consistent with Baa thresholds.   

Combining the credit metrics in credit metrics from Table 3.2 with the qualitative factors 
from Table 3.1, we calculate an overall Moody’s score of 8.53 on average over PR19, which 
implies a credit rating from Moody’s grid of Baa2 for notionally financed SEW, as set out in 
Table 3.3 below. 

                                                      
32  Moody’s (May 2018), Regulated Water Utilities – UK Regulator’s proposals undermine the stability and predictability 

of the regime, p. 4. 
33  Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 15. 
34  Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 17. 
35  By contrast, SEW’s actual sub-rating for this factor is Ba, which reflects its higher gearing compared to Ofwat’s 

notional assumption. 
36  Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 21. 
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Table 3.3: We calculate a Baa2 grid rating from Moody’s for a notionally financed SEW 
for PR19  

Category Rating 
Numeric
al Score 

Penalty Total 
Score 

Factor 1: Business Profile (50%)     
a) Stability and Predictability of Reg. Env’t (15%) Aa 3 1 0.35 

b) Asset Ownership Model (5%) Aa 3 1 0.12 

c) Cost and Investment Recovery (15%) A 6 1 0.70 

d) Revenue Risk (5%) A 6 1 0.23 

e) Scale and Complexity of Cap. Programme (10%) A 6 1 0.47 

Factor 2: Financial Policy (10%)     
a) Financial Policy (10%) Baa 9 1.15 0.80 

Factor 3: Leverage and Coverage (40%)     

AICR (12.5%) Ba 12 2 2.33 

Gearing (10%) Baa 9 1.15 0.80 

FFO/Net debt (12.5%) Ba 12 2 2.33 

RCF/Net Debt (5%) Baa 9 1.15 0.40 

Total Moody’s Grid Score & Implied Rating Baa2   8.53 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

As explained in section 2.3.1, in May 2018 Moody’s also published specific guidance for the 
UK water sector, which provides credit rating thresholds for gearing and AICR ratios, which 
take into account the effect of Moody’s assessment of the qualitative factors.  Using this UK 
water specific guidance, our calculation of average AICR over PR19 of 1.45 suggests a credit 
rating of Baa2.  This result is consistent with our assessment based on Moody’s general 
methodology for regulated water utilities (as set out in Table 3.3). 

We therefore conclude that the application of Moody’s methodology supports a Baa2 credit 
rating for a notionally financed SEW on average over PR19. 

3.1.2. S&P assessment 

As explained in section 2.3.2, S&P assesses companies’ credit rating along two dimensions: 
i) Business risk profile and ii) Financial risk profile.  We understand that S&P rates SEW’s 
Business risk profile as “Excellent”, which reflects the highest possible score from S&P (as 
set out in Table 2.8).37 

Table 3.4 below sets out the two “core” credit ratios as well as the “supplementary” ratios 
considered by S&P calculated assuming notionally financed SEW and the corresponding 
assessment of financial risk based on S&P’s guidance (as set out in Table 2.7). 

                                                      
37  Based on information from S&P provided by SEW. 
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Table 3.4: S&P ratios support “Aggressive” financial risk profile for notionally 
financed SEW  

 

2020/21 2021/22 2022/23 2023/24 2024/25 PR19 
average 

S&P 
assessment 

Core ratios 
FFO/debt  8.4%  8.3%  8.3%  8.3%  8.3%  8.3% Aggressive 

Debt/EBITDA  7.8 7.8 7.8 7.8 7.8 7.8 Highly leveraged 

Supplementary coverage ratios 
FFO/cash interest  2.3  2.4  2.4  2.4  2.4  2.4  Significant 

EBITDA/interest  2.9  2.9  2.9  3.0  3.0  2.9  Significant 

Supplementary payback ratios 
CFO/debt  12.7%  12.7%  12.7%  12.7%  12.7%  12.7%  Intermediate 

FOCF/debt  2.9%  0.1%  -0.4%  2.7%  2.1%  1.5%  Significant 

DCF/debt  0.9%  -1.0%  -1.1%  1.2%  0.6%  0.1%  Significant 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

Unlike Moody’s, S&P does not apply an explicit methodology of combining the results for 
the different ratios to determine a final score for companies’ Financial risk profile.  Instead, 
we understand that for UK water companies, S&P focusses on FFO/debt as the key ratio for 
determining credit rating.38 

We calculate an average FFO/debt of 8.3 per cent over PR19 for notionally financed SEW, 
which is consistent with an “Aggressive” Financial risk profile assessment from S&P.  We 
note that the second “core” ratio Debt/EBITDA supports a weaker “Highly leveraged” score 
for financial risk.  However as explained above the key ratio S&P focusses is FFO/debt and 
the “supplementary” ratios support a lower level of financial risk. 

We therefore conclude that S&P’s assessment supports an “Aggressive” Financial risk 
profile, which taken together with an “Excellent” Business risk profile implies a bbb rating 
for a notionally financed SEW on average over PR19 (as set out in Table 2.8). 

3.1.3. Conclusions: Ofwat WACC inconsistent with implied credit metrics 
supporting a PAYG adjustment of 3.4% to ensure consistency  

As set out above, our assessment of credit metrics for notionally financed SEW supports a 
Baa2 rating from Moody’s and a bbb rating from S&P (assuming PAYG/run-off are set equal 
to their “natural” rates). 

Our analysis reveals an inconsistency in Ofwat’s cost of capital published in its December 
2017 final methodology (and used in the notional finananceability assessment above).  As 
explained in section 2.1, the financeability test assuming notional financial structure should 
confirm that the credit metrics calculated based on the allowed rate of return support a credit 
rating which is consistent with the credit rating assumed for setting the allowed cost of debt, 
to ensure that a notionally financed company will be able to raise debt on the same basis as 
assumed in the allowed return. 

                                                      
38  For example, in its latest rating report for SEW, S&P focusses its discussion on the FFO/debt ratio forecasts versus 

target thresholds as a basis of issuing its credit opinion. 
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Our assessment above reveals that the implied rating for PR19 of Baa2 from Moody’s and 
bbb from S&P for a notionally financed SEW is lower than the credit rating assumed by 
Ofwat for determining the allowed cost of (new) debt of A/BBB (which in addition 
incorporates a negative 15bps adjustment for supposed outperformance).  This implies that 
Ofwat’s cost of capital published in its December 2017 final methodology is inadequate, as it 
does not allow a notionally financed SEW to achieve the assumed A/BBB rating. 

We note that in principle, Ofwat should address this inconsistency by increasing the cost of 
equity to ensure the implied credit metrics support an A/BBB rating for a notional company.   

We understand that in its business plan submission, SEW has adopted Ofwat’s cost of capital 
published in its December 2017 final methodology.  Taking this into account, we consider it 
is reasonable for SEW to resolve this inconsistency in the notional financeability assessment 
by adjusting the PAYG/run-off away from the “natural rate” to achieve the target A/BBB 
rating assumed by Ofwat.  This would resolve the inconsistency in a way which is net present 
value (NPV) neutral to customers.   

We calculate a PAYG adjustment of 3.4 per cent would be required to achieve a notional 
rating of A/BBB, consistent with Ofwat’s assumption underpinning the allowed rate of 
return.39   

3.2. Impact of using SEW’s actual cost of debt 

In this section, we set out the results of our financeability assessment based on SEW’s actual 
cost of debt but otherwise assuming gearing and share of ILD in line with Ofwat’s notional 
assumptions (and assuming PAYG/run-off are set equal to their “natural” rates). 

We use the SEW populated actual PR19 financial model to calculate a weighted average cost 
of debt for PR19 of 5.06 per cent (nominal, pre-tax) and use this in the notional model instead 
of Ofwat’s assumed nominal cost of debt of 4.36% per cent40 and calculate the impact on 
credit metrics.  As explained in a separate report for SEW,41 SEW’s actual cost of debt over 
PR19 is expected to be higher than the “industry average” cost assumed by Ofwat in its 
December 2017 final methodology, principally due to the absence of any material issuance 
during PR19, driven by SEW small size which results in infrequent issuances compared to 
large WaSCs.  As a result, SEW’s actual cost of debt above Ofwat’s assumed “industry 
average” cannot (or should not) be interpreted as inefficient and should be recognised in the 
notional assessment.  

3.2.1. Moody’s assessment 

Table 3.5 below sets out the four key Moody’s ratios calculated assuming SEW’s actual cost 
of debt and Ofwat’s notional gearing. 

                                                      
39  We calculate the PAYG adjustment as the minimum additional PAYG required to achieve S&P FFO/debt of 9% (for a- 

rating) and Moody’s FFO/debt of 10% (for Baa1 rating from Moody’s). 
40  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review Appendix 12: Aligning 

risk and return, Table 1, p. 17. 
41  NERA (August 2018), Cost of Capital for PR19, A report for South East Water, section 4. 
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Table 3.5: Moody’s notional credit metrics for PR19 using SEW actual cost of debt 
continue to support Baa2 rating with risk of Baa3 downgrade 

  
2020/21 2021/22 2022/23 2023/24 2024/25 PR19 

Average 
Sub-
rating 

 AICR  1.14 1.20 1.20 1.23 1.25 1.20 Ba 

 Gearing  60% 60% 60% 60% 60% 60% Baa 

 FFO/Net Debt  8.4%  8.5%  8.5%  8.5%  8.5%  8.5% Ba 

 RCF/Net Debt  7.4%  8.0%  8.1%  7.8%  7.7%  7.8% Baa 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

Table 3.5 shows that using SEW’s actual cost of debt deteriorates the AICR and FFO/Net 
Debt metrics compared to the full notional assessment set out in Table 3.2, however the sub-
rating remains the same.42  As a result, the overall grid rating remains at Baa2. 

The average AICR over PR19 of 1.20 is below the 1.3 minimum threshold for Baa2 rating 
included in Moody’s specific guidance for UK water companies (as set out in Table 2.6).  
However, we assume that the grid assessment is Moody’s principal approach, as per Moody’s 
most recent rating report for SEW,43 which supports a Baa2 rating from Moody’s. 

3.2.2. S&P assessment 

Table 3.4 below sets out the “Core” and “Supplementary” S&P ratios calculated assuming 
SEW’s actual cost of debt and Ofwat’s notional gearing. 

Table 3.6: S&P notional ratios for PR19 using SEW actual cost of debt continue to 
support “Aggressive” financial risk profile and bbb rating 

 

2020/21 2021/22 2022/23 2023/24 2024/25 PR19 
average 

S&P 
assessment 

Core ratios 
FFO/debt  7.7%  7.6%  7.6%  7.6%  7.6%  7.6%  Aggressive 

Debt/EBITDA  7.8 7.8 7.8 7.9 7.9 7.8 Highly leveraged 

Supplementary coverage ratios 
FFO/cash interest  1.8  1.8  1.8  1.8  1.8  1.8  Aggressive 

EBITDA/interest  2.5  2.5  2.5  2.5  2.5  2.5  Significant 

Supplementary payback ratios 
CFO/debt  12.7%  12.8%  12.7%  12.7%  12.7%  12.7%  Intermediate 

FOCF/debt  2.9%  0.1%  -0.4%  2.7%  2.1%  1.5%  Significant 

DCF/debt  1.9%  -0.5%  -0.7%  1.9%  1.4%  0.8%  Significant 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

Table 3.5 shows that using SEW’s actual cost of debt deteriorates the FFO/debt to 7.6 per 
cent (compared to 8.3 per cent based on Ofwat’s “industry average” cost of debt).  However, 
this is still higher than the 6 per cent minimum threshold for aggressive financial risk and 
                                                      
42  Gearing and RCF/Net debt remain unaffected, as we adjust dividends downwards to ensure the higher SEW actual cost 

of debt is paid from lower equity distributions, leaving gearing and RCF/Net Debt ratios unchanged compared to the 
fully notional level. 

43  Moody’s (November 2017), South East Water Limited: Update following second year of AMP6 reporting, p. 7. 
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therefore continues to support an overall bbb rating from S&P for a notionally financed SEW 
(using actual cost of debt). 

3.2.3. Conclusions: SEW actual COD supports further PAYG adjustment of 
3.0%  

As set out above, we find that using SEW’s actual cost of debt results in weaker financial 
metrics but leaves the implied credit rating from Moody’s and S&P unchanged relative to the 
fully notional assumptions based on Ofwat’s “industry average” cost of debt. 

As explained in section 3.1.3, the implied notional rating of Baa2/bbb is inconsistent with the 
credit rating of A/BBB assumed by Ofwat for cost of (new) debt.  In the absence of an 
adjustment to the allowed rate of return to address this inconsistency, we consider it is 
reasonable for SEW to resolve this inconsistency by applying adjustments to the PAYG/run-
off to achieve the target A/BBB rating assumed by Ofwat.  This adjustment would be NPV 
neutral to customers. 

We calculate a further PAYG adjustment of 3.0 per cent is required to achieve a rating of 
A/BBB, assuming SEW actual cost of debt, as opposed to Ofwat’s “industry average” cost of 
debt and notional gearing.  This adjustment is additional to the adjustment of 3.4 per cent 
discussed in section 3.1.3. 44   

3.3. Conclusions 

In this section, we have tested for consistency of the implied notional credit metrics and the 
rating assumed by Ofwat in setting the allowed cost of debt element of the WACC (assuming 
PAYG/run-off are set equal to their “natural” rates).  Our calculations considered both 
Ofwat’s “industry average” cost of debt as well as SEW’s projected actual cost of debt over 
PR19, which is above Ofwat’s “industry average” because of SEW’s infrequent debt 
issuances associated with its smaller size compared to WaSCs. 

We find that a notionally financed SEW would achieve a Baa2 and bbb rating from Moody’s 
and S&P respectively, assuming Ofwat cost of debt as well as SEW’s actual debt costs. 

We conclude that the implied credit rating of Baa2/bbb is inconsistent with Ofwat’s notional 
rating assumed for setting the cost of (new) debt in the WACC of A/BBB, demonstrating the 
WACC included in Ofwat’s December 2017 final methodology for PR19 is insufficient.   

This inconsistency should be addressed by setting a higher allowed return to ensure that a 
notionally financed SEW can achieve the credit rating assumed by Ofwat in setting the cost 
of (new) debt during PR19 of A/BBB.  However, we understand that in its business plan 
submission, SEW has adopted Ofwat’s cost of capital published in its December 2017 final 
methodology.   

Taking this into account, we consider it is reasonable for SEW to resolve the inconsistency 
through an increase to the PAYG/run-off to achieve the target A/BBB rating assumed by 
Ofwat in the WACC.  We calculate a required total PAYG adjustment of around 6 percentage 
points for PR19, a 3.4 per cent adjustment to achieve A/BBB rating based on notional 

                                                      
44  We calculate the PAYG adjustment as the minimum additional PAYG required to achieve S&P FFO/debt of 9% (for a- 

rating) and Moody’s FFO/debt of 10% (for Baa1 rating from Moody’s). 
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industry debt costs, and a further 3.0 per cent adjustment when incorporating SEW’ actual 
cost of debt for PR19. 

This adjustment would resolve the inconsistency in a way which is net present value (NPV) 
neutral to customers, and is in line with Ofwat’s guidance on resolving notional financeability 
issues as we explain in section 2.1.1.  
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4. Notional and Actual Financeability of SEW Business Plan 

In this section, we consider whether SEW’s business plan for PR19 achieves an investment 
grade rating, on a notional and actual basis.   

SEW’s business plan is based on a proposed PAYG adjustment relative to the natural rate of 
4 percentage points to reflect customer preferences for stable bills.  This is lower than the 
PAYG adjustment of up to around 6 percentage points which we consider would be required 
to address inconsistencies in Ofwat’s approach to setting the allowed WACC (as set out in 
section 3).   

We conclude that SEW’s plan achieves an investment grade rating on an actual and notional 
basis, and is therefore financeable. 

4.1. Notional financeability of SEW Business plan 

Our notional financeability assessment of SEW’s business plan draws on Ofwat’s financing 
assumptions for a notional company (gearing, cost of debt and share of ILD) and a 4 
percentage points adjustment to PAYG.45   

4.1.1. Moody’s assessment 

As discussed in section 2.3.1, Moody’s assesses credit rating by combining a range of 
qualitative factors (60 per cent weight) and financial ratios (40 per cent weight). 

Table 4.1 below sets out the four key Moody’s ratios together with the implied sub-rating for 
each ratio based on Moody’s guidance, 46 calculated assuming a notionally financed SEW 
and allowed revenues calculated as per SEW’s Business Plan submission to Ofwat for PR19.   

Table 4.1: Moody’s credit metrics for PR19 assuming SEW notional financial structure  

  
2020/21 2021/22 2022/23 2023/24 2024/25 PR19 

Average 
Sub-
rating 

 AICR  1.38 1.46 1.47 1.52 1.53 1.47 Ba 

 Gearing  60% 60% 60% 60% 60% 60% Baa 

 FFO/Net Debt  10.4%  10.4%  10.1%  10.0%  9.8%  10.2% Baa 

 RCF/Net Debt  7.9%  8.9%  9.1%  8.0%  7.8%  8.3% Baa 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

Table 4.1 shows that all the notional ratios except for AICR support a Baa sub-rating from 
Moody’s.  The key Moody’s ratio AICR supports a lower sub-rating of Ba, in line with the 
results set out in section 3.1, as Moody’s unwinds the effects of PAYG adjustments on 
allowed revenues in the calculation of the AICR.47  As a result, changes to PAYG will have 
no impact on the calculation of Moody’s AICR.  

                                                      
45  See section 2.4.1 for our key assumptions used to derive allowed revenues for the notional assessment.   
46  Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 21. 
47  Moody’s (May 2013), Speed of Money cannot Address Potential Financeability Concerns, Appendix I, pp.11-12.  The 

AICR calculated from Ofwat’s notional model with a 4 per cent PAYG adjustment is slightly higher than the AICR 
calculated using PAYG based on natural rate.  This is because the Ofwat notional model generates a slightly lower cost 
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Combining the notional credit metrics from Table 4.1 with the qualitative factors from Table 
3.1, we calculate an overall Moody’s score of 7.86 on average over PR19, which implies a 
credit rating from Moody’s grid of Baa1 for SEW based on notional financial structure, as set 
out in Table 4.2 below. 

Table 4.2: We calculate a Baa1 grid rating from Moody’s for PR19 assuming SEW 
notional financial structure  

Category Rating 
Numeric
al Score 

Penalty Total 
Score 

Factor 1: Business Profile (50%)     
a) Stability and Predictability of Reg. Env’t (15%) Aa 3 1 0.38 

b) Asset Ownership Model (5%) Aa 3 1 0.13 

c) Cost and Investment Recovery (15%) A 6 1 0.76 

d) Revenue Risk (5%) A 6 1 0.25 

e) Scale and Complexity of Cap. Programme (10%) A 6 1 0.51 

Factor 2: Financial Policy (10%)     
a) Financial Policy (10%) Baa 9 1.15 0.88 

Factor 3: Leverage and Coverage (40%)     

AICR (12.5%) Ba 12 2 2.54 

Gearing (10%) Baa 9 1.15 0.88 

FFO/Net debt (12.5%) Baa 9 1.15 1.10 

RCF/Net Debt (5%) Baa 9 1.15 0.44 

Total Moody’s Grid Score & Implied Rating Baa1   7.86 

Source: NERA calculations based on SEW actual PR19 Ofwat model 

As explained above, the AICR of 1.47 is unaffected by PAYG adjustments and therefore 
continues to support a Baa2 rating based on Moody’s May 2018 specific guidance for the UK 
water sector (as discussed in section 3). 

4.1.2. S&P assessment 

As explained in section 2.3.2, S&P assesses companies’ credit rating by assessing companies 
i) Business risk profile and ii) Financial risk profile. 

As explained in section 3.1.2, we understand that S&P rates SEW’s Business risk profile as 
“Excellent”.48  To assess the “Financial risk profile”, S&P looks at a range of “core” and 
“supplementary” financial ratios, with particular focus on the FFO/debt “core” ratio.   

Table 4.3 below sets out the “Core” and “Supplementary” S&P and the corresponding 
assessment of financial risk based on S&P’s methodology, calculated assuming a notionally 
financed SEW and allowed revenues calculated as per SEW’s Business Plan submission to 
Ofwat for PR19. 

                                                      
of debt assuming a PAYG adjustment of 4 per cent which slightly improves the AICR.  In theory, the AICR should 
nevertheless be unchanged. 

48  Based on information from S&P provided by SEW. 
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Table 4.3: S&P ratios support “Significant” financial risk profile and a- rating for SEW 
notional financial structure  

 

2020/21 2021/22 2022/23 2023/24 2024/25 PR19 
average 

S&P 
assessment 

Core ratios 
FFO/debt  9.7%  9.5%  9.2%  9.1%  8.9%  9.3%  Significant 

Debt/EBITDA  7.0 7.1 7.2 7.3 7.4 7.2 Highly leveraged 

Supplementary coverage ratios 
FFO/cash interest  2.7  2.7  2.7  2.7  2.6  2.7  Significant 

EBITDA/interest  3.3  3.2  3.2  3.2  3.1  3.2  Significant 

Supplementary payback ratios 
CFO/debt  14.0%  13.8%  13.6%  13.4%  13.2%  13.6%  Intermediate 

FOCF/debt  4.2%  1.1%  0.3%  3.2%  2.5%  2.3%  Significant 

DCF/debt  1.6%  -0.4%  -0.7%  1.2%  0.5%  0.4%  Significant 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

We calculate an average S&P FFO/debt of 9.3 per cent on average over PR19 assuming SEW 
notional financial structure, supporting a “Significant” Financial risk profile assessment from 
S&P which requires an FFO/debt in a range of 9 to 13 per cent.49  Combining an “Excellent” 
Business risk profile and “Significant” Financial risk profile supports an overall a- rating 
from S&P for SEW notional financial structure. 

4.1.3. Notional financeability of the network plus and water resources 
controls 

Ofwat has also stated that it will consider the notional financeability at the individual control 
level. It notes that “if individual controls are not financeable on a standalone basis, we will 
consider how to address this to ensure an appropriate balance between the customers 
affected by each control.”50 

We can confirm that SEW’s separate controls are financeable on a standalone basis, as the 
controls have been set to recover costs, including notional financing costs. 

As set out in section 2.4.1, SEW has calculated the PAYG natural rate as operating costs as 
per its statutory accounts plus all IRE (including the portion of IRE which is capitalised in its 
statutory accounts) for each of the controls (water resources and network plus) in line with 
Ofwat’s guidance.51  SEW has also calculated the run-off rate based on asset lives for above 
ground assets only for consistency with fully expensing IRE in PAYG, and again has taken 
this approach for both wholesale controls.  SEW has also adopted the same Ofwat guidance 
allowed return for both water resources and network plus controls.  The result is that both 
controls recover their costs, including notional financing costs, as SEW’s starting point.  The 

                                                      
49  As discussed in section 3.1.2, the second “core” ratio Debt/EBITDA implies a weaker “Highly leveraged” score, but we 

consider that this likely not change S&P’s assessment given S&P focusses on the FFO/debt ratio which supports a 
“Significant” score and the supplementary ratios also support a lower level of financial risk. 

50  Ofwat (December 2017) Delivering Water 2020: Our final methodology for the 2019 price review, p.187 
51  Ofwat (December 2017) Delivering Water 2020: Our final methodology for the 2019 price review, p.193.  Link: 

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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4 per cent uplift to the PAYG, to ensure smooth bills for customers, is also applied equally to 
both controls.   

As a result, the wholesale network controls contribute proportionately to the notional 
financeability of the Appointee business, and collectively (at the Appointee level) and 
individually are financeable.   

In Table 4.4 below we report the key Moody’s (AICR) and S&P (FFO/debt) ratios for the 
water resources and water network plus controls as generated by the Ofwat model.52   

Table 4.4: Wholesale water resources and water network plus controls are notionally 
financeable also on a standalone basis 

Control 
Moody’s AICR 
(PR19 average) 

S&P FFO/debt 
(PR19 average) 

Water Resources 1.22 9.7% 

Water Network Plus 1.40 8.7% 

Source: NERA calculations based on SEW notional PR19 Ofwat model 
Note: We note that the calculation of FFO in the Ofwat model for water resources and water network plus is 
overstated, due to adding back an incorrect amount of interest.  We have corrected the calculation to reflect the 
correct interest as reported in the FinStat_Water Resources and FinStat_Water Network tabs in the Ofwat 
model. 

As Table 4.4 shows, the water network control shows an AICR of 1.40, above the Moody’s 
1.3 threshold for Baa2 rating for UK water companies (as discussed in section 2.3.1).  The 
water resources price control shows a slightly weaker AICR of 1.22.  The weaker ratio is in 
part a consequence of how the Ofwat model works, which allows for the gearing for this 
control to increase above the notional 60 per cent, to ensure that at the Appointee level, given 
the positive net cash-flows generated by retail, gearing is stable at 60 per cent.  The AICR for 
water resources is consistent with investment grade rating from Moody’s albeit with limited 
headroom reflecting the pressure on notional ratios.  Both controls show an FFO/debt above 
the 6 per cent threshold for bbb rating.  We therefore conclude that both wholesale controls 
are each individually (as well as collectively) financeable on a notional basis but with limited 
headroom. 

Likewise, SEW has set the residential retail price control to recover its costs, including 
efficient cost to serve and the Ofwat guidance on the retail margin of 1 per cent for residential 
customers.  This provides sufficient headroom to meet SEW’s working capital needs, as 
required by Ofwat,53 as demonstrated by the headroom checks in the Ofwat model which 
show headroom of 83 per cent.54 

                                                      
52  We note that the calculation of FFO in the Ofwat model for water resources and water network plus is overstated, due 

to adding back an incorrect amount of interest.  We have corrected the calculation to reflect the correct interest as 
reported in the FinStat_Water Resources and FinStat_Water Network tabs in the Ofwat model. 

53  Ofwat (December 2017), Delivering Water 2020: Our final methodology for the 2019 price review, p.191. 
54  As reported in the Ofwat model tab “Headroom check” line 44. 
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4.2. Actual financeability of SEW Business plan 

In this section, we set out the results of our actual financeability of SEW’s Business Plan 
submission to Ofwat for PR19, taking into account SEW’s actual financial structure including 
gearing, cost of debt and share of ILD. 

4.2.1. Moody’s assessment 

Table 4.5 below sets out the assessment of Moody’s qualitative factors for SEW based on its 
actual financial structure. 

Table 4.5: Moody's assessment of qualitative factors for SEW actual financial 
structure  

Category Sub-rating 

Factor 1: Business Profile (50%)  
a) Stability and Predictability of Regulatory Environment (15%) Aa 

b) Asset Ownership Model (5%) Aa 

c) Cost and Investment Recovery (15%) A 

d) Revenue Risk (5%) A 

e) Scale and Complexity of Capital Programme (10%) A 

Factor 2: Financial Policy (10%)  
a) Financial Policy (10%) Ba 

Source: Moody’s (November 2017), South East Water Limited: Update following second year of AMP6 
reporting, p. 7and NERA adjustments. 

For the actual financeability assessment, we make one change to the qualitative factors 
relative to our notional assessment set out in Table 3.1: we set the “Financial Policy” factor 
to Ba rating, in line with Moody’s November 2017 rating update for SEW.55 

Table 4.6 below sets out the key Moody’s financial ratios calculated using SEW’s actual 
financial structure and allowed revenues calculated as per SEW’s Business Plan submission 
to Ofwat for PR19, together with the implied sub-rating for each ratio based on Moody’s 
guidance.56   

                                                      
55  Moody’s (November 2017), South East Water Limited: Update following second year of AMP6 reporting, p. 7. 
56  Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 21. 
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Table 4.6: Moody’s credit metrics for PR19 assuming SEW actual financial structure 

  
2020/21 2021/22 2022/23 2023/24 2024/25 PR19 

Average 
Sub-
rating 

 AICR  1.29 1.31 1.31 1.33 1.34 1.32 Ba 

 Gearing  75% 75% 75% 75% 75% 75% Ba 

 FFO/Net Debt  8.2%  8.1%  7.9%  7.7%  7.6%  7.9% Ba 

 RCF/Net Debt  8.2%  7.3%  7.2%  6.6%  6.3%  7.1% Baa 

Source: NERA calculations based on SEW actual PR19 Ofwat model 

Compared to notional ratios set out in Table 3.2, the sub-rating for actual ratios is the same 
for AICR and RCF/Net Debt, while it is lower for the gearing and FFO/Net Debt ratios (Ba 
for actual structure instead of Baa for notional structure). 

Combining the actual credit metrics from Table 4.6 with the qualitative factors from Table 
4.5, we calculate an overall Moody’s score of 9.41 on average over PR19, which implies a 
credit rating from Moody’s grid of Baa2 for SEW based on actual financial structure, as set 
out in Table 4.7 below. 

Table 4.7: We calculate a Baa2 grid rating from Moody’s for PR19 assuming SEW 
actual financial structure  

Category Rating 
Numeric
al Score 

Penalty Total 
Score 

Factor 1: Business Profile (50%)     
a) Stability and Predictability of Reg. Env’t (15%) Aa 3 1 0.31 

b) Asset Ownership Model (5%) Aa 3 1 0.10 

c) Cost and Investment Recovery (15%) A 6 1 0.62 

d) Revenue Risk (5%) A 6 1 0.21 

e) Scale and Complexity of Cap. Programme (10%) A 6 1 0.41 

Factor 2: Financial Policy (10%)     
a) Financial Policy (10%) Ba 12 2 1.65 

Factor 3: Leverage and Coverage (40%)     

AICR (12.5%) Ba 12 2 2.06 

Gearing (10%) Ba 12 2 1.65 

FFO/Net debt (12.5%) Ba 12 2 2.06 

RCF/Net Debt (5%) Baa 9 1.15 0.36 

Total Moody’s Grid Score & Implied Rating Baa2   9.41 

Source: NERA calculations based on SEW actual PR19 Ofwat model 

As discussed in section 2.3.1, in May 2018 Moody’s also published a specific guidance for 
AICR and gearing for the UK water sector, which takes into account the effect of Moody’s 
assessment of the qualitative factors on the ratio thresholds.  Our calculated average AICR of 
1.32 over PR19 (as set out in Table 4.6) is slightly above the minimum threshold for Baa2 
rating of 1.30 in the UK water sector specific guidance (as set out in Table 2.6), consistent 
with the grid rating. 
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We assume that the grid assessment is Moody’s principal approach, as per Moody’s most 
recent rating report for SEW.  Based on Moody’s grid assessment, we conclude that SEW 
would be rated Baa2.57 

4.2.2. S&P assessment 

Table 4.8 below sets out the S&P ratios calculated assuming SEW actual financial structure 
and the corresponding assessment of financial risk based on S&P’s methodology (as set out 
in Table 2.7). 

Table 4.8: S&P ratios support “Aggressive” financial risk profile and bbb rating for 
SEW actual financial structure  

 

2020/21 2021/22 2022/23 2023/24 2024/25 PR19 
average 

S&P 
assessment 

Core ratios 
FFO/debt  6.6%  6.5%  6.3%  6.2%  6.1%  6.3%  Aggressive 

Debt/EBITDA  8.5 8.6 8.7 8.8 8.9 8.7 Highly leveraged 

Supplementary coverage ratios 
FFO/cash interest  1.9  1.9  1.8  1.8  1.8  1.9  Aggressive 

EBITDA/interest  2.4  2.4  2.3  2.3  2.2  2.3  Aggressive 

Supplementary payback ratios 
CFO/debt  11.6%  11.5%  11.3%  11.2%  11.0%  11.3%  Significant 

FOCF/debt  3.8%  1.3%  0.7%  3.0%  2.4%  2.2%  Significant 

DCF/debt  3.8%  0.5%  -0.0%  1.8%  1.2%  1.5%  Significant 

Source: NERA calculations based on SEW actual PR19 Ofwat model 

We calculate an average S&P FFO/debt of 6.3 per cent on average over PR19 assuming SEW 
actual financial structure, supporting an “Aggressive” Financial risk profile assessment from 
S&P which requires an FFO/debt in a range of 6 to 9 per cent.58  Combining an “Excellent” 
Business risk profile and “Aggressive” Financial risk profile supports an overall bbb rating 
from S&P for SEW actual financial structure. 

4.2.3. SEW financial covenants 

As explained in section 2.3.3, SEW’s financial covenants principally relate to the level of 
gearing and AICR, with Trigger Events occurring in the event gearing exceeds 90 per cent 
and the average AICR falls below 1.2 (or 1.1 in any given year). 

Using Moody’s gearing and AICR ratios calculated in Table 4.6, which are reasonable 
approximations of the covenant ratios,59 we conclude SEW is expected to comply with its 
financial covenants without resulting in a Trigger Event. 

                                                      
57  Moody’s (November 2017), South East Water Limited: Update following second year of AMP6 reporting, p. 7. 
58  As discussed in section 3.1.2, the second “core” ratio Debt/EBITDA implies a weaker “Highly leveraged” score, but we 

consider that this likely not change S&P’s assessment given S&P focusses on the FFO/debt ratio which supports an 
“Aggressive” score and the supplementary ratios also support a lower level of financial risk. 

59  As explained in section 2.3.3, one of the key differences between Moody’s and Covenant definitions of the AICR is that 
the Covenant AICR does not make any adjustments for PAYG above natural rates and as a result the Moody’s AICR is 
expected to be lower than the Covenant AICR.  There are also small differences in the definition of gearing, but given 
SEW actual gearing of 75 per cent is expected to be significantly below the Trigger level of 90 per cent, we do not 
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4.3. Conclusions: SEW’s Business Plan submission supports Baa1/a- 
rating on notional basis and Baa2/BBB rating on an actual basis 

In this section, we considered the notional and actual financeability of SEW’s Business Plan 
submission to Ofwat for PR19. 

In its business plan submission, SEW proposes a PAYG adjustment of 4 per cent to take into 
account customer preferences for stable bills.  The PAYG adjustment is also justified given 
the weaker rating than the requisite A/BBB rating.  Indeed, the proposed adjustment is also 
lower than the PAYG adjustment of up to around 6 per cent which we consider would be 
required to address inconsistencies in Ofwat’s approach to setting the allowed WACC (as set 
out in section 3). 

On a notional basis with the PAYG adjustment, we find that SEW’s financeability supports a 
Baa1 rating from Moody’s and an a- rating from S&P. 

On an actual basis, we find that SEW’s financeability supports a Baa2 rating from Moody’s 
and bbb rating from S&P, consistent with SEW’s current rating from both rating agencies.60  
We also find that SEW is expected to comply with its financial covenants without resulting in 
a Trigger Event during PR19.  

                                                      
consider these differences to be material for our assessment of SEW’s compliance with financial covenants during 
PR19. 

60  Moody’s (November 2017), South East Water Limited: Update following second year of AMP6 reporting and S&P 
(October 2017), South East Water (Finance) Ltd. Senior Secured Debt Ratings Affirmed At ‘BBB’: Outlook Stable. 
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5. Scenario Modelling and Financial Resilience 

5.1. We have identified Ofwat and SEW specific scenarios 

In its business plan guidance, Ofwat has stated that it expects to see the following common 
scenarios modelled:61  

▪ Totex underperformance (10% of totex) over 5 years.  
▪ ODI penalty (3% of RORE) in one year.  
▪ Inflation (high inflation scenario RPI 4%, CPIH 3%; low inflation scenario RPI 2%, 

CPIH 1% for each of the five years of the price control).  
▪ Increase in the level of bad debt (5%) over current bad debt levels.  
▪ Debt refinanced as it matures, with new debt financed at 2% above the forward 

projections.  
▪ Financial penalty – equivalent to 3% on one year Appointee turnover. 

Ofwat has also asked for companies to model a combined scenario comprising 
underperformance of both totex and retail expenditure of 10% in each year of the price 
control along with an ODI penalty equivalent to 1.5% of RORE in each year and a financial 
penalty equivalent to 1% of revenue in one year. 

5.1.1. SEW specific scenarios include plausible and extreme scenarios 

Along with SEW, we have considered the extent to which Ofwat’s prescribed scenarios are 
relevant to SEW, and identified additional scenarios.  Of the factors that affect risk, given 
SEW’s limited refinancing over the period, SEW faces limited risk for new debt issuance 
costs relative to the ex-ante forward rate.  The risk of this deviation reflects a modest impact 
on within period cash-flows, which is then trued-up at the end of the period.  Of the set of key 
risk factors, totex, ODI and financial penalties, represent the greatest risks for SEW.   

We have identified the following specific scenarios for SEW, drawing on its Long-Term 
Viability Statement and in discussion with its staff.62  SEW has also considered the relevance 
of these scenarios, with the first two the most plausible (severe major incident, and sustained 
adverse condition) and the pervasive underperformance less plausible but included as an 
extreme sensitivity to test the financial resilience of SEW’s plan and the methods to put SEW 
back on a stable financial footing.  These scenarios are described in Table 5.1. 

                                                      
61  Ofwat (July 2018), Putting the sector in balance: position statement on PR19 business plans, chapter 8, p. 61 
62  SEW (June 2018), Long Term Viability Statement 
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Table 5.1: SEW has identified scenarios that reflect its specific risks 

Sensitivities Parameters Downside Assumption 

Sensitivity A: Severe 
major incident 

Compensation payment in year 3 £2.6m penalty (real CPIH terms) 

3.75% Totex overspend in year 3 Calculated based on model inputs 

ODI penalty in year 3 £1m penalty (in real CPIH terms) 

Sensitivity B: Sustained 
adverse condition 

Out-turn inflation CPIH equals -1% and RPI to 0% 
for the first 3 years of AMP7; 2% 
and 3% thereafter 

5% Totex overrun in first 3 years 
of AMP7 

Calculated based on model inputs 

Sensitivity C: Pervasive 
under-performance 

5% Totex overrun in first 3 years 
of AMP7 

Calculated based on model inputs 

Refinancing rate 1% above forecast 

Out-turn inflation CPIH equals 1% and RPI to 2% 
for the first 3 years of AMP7; 2% 
and 3% thereafter 

Financial penalty / 1% revenue 
loss for 1 year 

Calculated based on model inputs 

1.5% ODI penalty for the first 3 
years of AMP7 

Calculated based on model inputs 

10% retail cost overrun for the 
first 3 years of AMP7 

Calculated based on model inputs 

Source: NERA analysis of SEW LTVS 2018 

5.2. We have modelled impact on key ratios, thresholds and rating 

We have modelled the impact of the Ofwat scenarios as well as the SEW specific scenarios 
on key credit metrics during PR19 using SEW’s populated actual Ofwat model.  In our 
modelling, we have assumed the financial impact of the modelled risk factor will affect 
SEW’s financial performance in the same year in which it occurs (i.e. we have assumed no 
lag between the risk factor materializing and its impact on financial performance, while in 
practice for some risk factors, e.g. ODIs, there will be a two-year lag between the period 
when the reward/penalty is incurred and its impact on financial performance).  With the 
exception of the inflation risk factor, we have assumed no adjustment to allowed revenues 
within the PR19 period to mitigate the impact of the relevant risk factor under the Ofwat’s 
regulatory framework for PR19 (e.g. part of totex over/underspend will be shared with 
customers at the end of PR19 based on the applicable sharing factor, but we have not 
modelled the risk mitigation properties of sharing factors on the credit metrics within PR19). 

The impact of the modelled sensitivities for the Ofwat scenarios and the SEW scenarios are 
shown in Table 5.2 and Table 5.3 below, including commentary on the implications for credit 
rating and covenant ratios.  We note that we do not model the impact of the refinancing risk 
as SEW is expecting limited new debt issuance during PR1963 and hence refinancing risk 
does not represent a material risk factor.  

                                                      
63  As explained in out WACC report, SEW’s weight of new debt during PR19 is only 3 per cent in overall debt (see 

NERA (August 2018), Cost of Capital for PR19, A report for South East Water, section 4). 
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Table 5.2: Ofwat Scenarios Modelled Results (Impact on Average Ratios for PR19) 

Scenario 
Net debt/RCV 

(Moody’s) 
AICR 

(Moody’s) 
FFO/debt 

(S&P) 
Implied 
Rating 

Comment 

Totex underperformance 
(10%) 

78.6% 1.05 5.2% Baa3 
(Moody’s); 
bbb- (S&P) 

Moody’s grid rating drops to Baa3; S&P FFO/debt drops below 6% 
target for bbb, implying risk of bbb- 
Average AICR Trigger covenant of 1.2 breached, but headroom for 
ICR Default Trigger 

ODI penalty (3% in year 3) 75.6% 1.24 6.0% Baa2 
(Moody’s); bbb 

(S&P) 

Substantial impact in year 3 where ODI penalty modelled (AICR<1, 
but ICR>1.4. Compliant with AICR covenant trigger in all other 
years and on average. 
Assume no wider credit implications given one-off event and 
average ratios otherwise support current Baa2/bbb rating.   

High inflation (CPIH 3%, 
RPIH 4%) 

73.8% 1.37 6.1% Baa2 
(Moody’s); bbb 

(S&P) 

Improvement in AICR given high inflation provides higher cash-
flows and cash cost of debt largely unchanged; small reduction in 
FFO/debt due to higher cost of ILD but compliant with bbb threshold 
Compliant with covenant average AICR/gearing Trigger thresholds. 

Low inflation (CPIH 1%, 
RPIH 2%) 

76.2% 1.27 6.6% Baa2 
(Moody’s); bbb 

(S&P) 

Deterioration in AICR given low inflation provides lower cash-flows 
and cash cost of debt largely unchanged, small improvement in 
FFO/debt due to lower cost of ILD.  Continues to support current 
Baa2/bbb rating. 
Compliant with covenant average AICR/gearing Trigger thresholds. 

Bad debt 75.3% 1.28 6.2% Baa2 
(Moody’s); bbb 

(S&P) 

Slight deterioration in AICR and FFO/debt, but continue to support 
current Baa2/bbb rating. 
Compliant with covenant average AICR/gearing Trigger thresholds. 

Financial penalty (3% of 
Appointee turnover in year 3) 

75.3% 1.29 6.2% Baa2 
(Moody’s); bbb 

(S&P) 

Impact in year 3 where penalty incurred but AICR>1.1 covenant 
Trigger for year 3 (and above 1.2 on average). 
Average ratios support current Baa2/bbb rating from Moody’s and 
S&P. 

Combined downside 80.8% 0.77 4.2% Sub-IG without 
mitigation 

Substantial deterioration in ratios, with AICR<1, breaching covenant 
Trigger (but ICR remains >1.4 Default trigger). 
Would imply sub-IG rating from Moody’s grid and (likely) S&P 
assuming no mitigation (however no mitigation is unrealistic in such 
an extreme downside scenario) 

Source: NERA calculations based on SEW actual PR19 Ofwat model  
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Table 5.3: SEW Scenarios Modelled Results (Impact on Average Ratios for PR19) 

Scenario 
Net debt/RCV 

(Moody’s) 
AICR 

(Moody’s) 
FFO/debt 

(S&P) 
Implied 
Rating 

Comment 

Sensitivity A: Severe major incident 
(year 3) 
- Financial penalty £2.6m 
- Totex overspend of 3.75% 
- ODI penalty £1m 

75.5% 1.28 6.2% Baa2 
(Moody’s); bbb 

(S&P) 

Deterioration in ratios in year 3 when impact of risk factors 
modelled 
AICR falls but >1.10 covenant level in year 3 and >1.20 on 
average  
Assume no wider credit implications given one-off event and 
average ratios otherwise support current Baa2/bbb rating 

Sensitivity B: Sustained adverse 
condition (first 3 years of PR19) 
- CPIH of -1% (RPI of 0%) in first 3 
years (LR level thereafter) 
- Totex overspend of 5% in first 3 
years 

79.3% 1.16 6.4% Baa3 
(Moody’s); bbb 

(S&P) 

AICR falls below 1.1 in first 3 years when impact of risk 
factors modelled, breaching covenant Trigger.  AICR 
remains >1.2 in the last 2 years (above Trigger threshold). 
Moody’s grid rating drops to Baa3 due to deterioration in 
AICR. 
S&P FFO/debt improves due to low inflation but deteriorates 
due to totex overspend, with average level >6% during PR19 
(although below 6% in last 2 years when inflation assumed 
to increase to long-run level) 
 

Sensitivity C: Pervasive under-
performance 
- Totex overspend of 5% in first 3 
years 
- CPIH of 1% (RPI of 2%) in first 3 
years (LR level thereafter) 
- Financial penalty 1% Appointee 
revenues in year 1 
- ODI penalty 1.5% in first 3 years 
- Retail cost overrun of 10% in first 
3 years 

78.8% 1.06 5.5% Risk of sub-IG 
from Moody’s; 
IG from S&P 

Substantial deterioration in ratios in first 3 years when 
impact of risk factors modelled, with AICR<1, breaching 
covenant trigger (but ICR remains >1.4 Default trigger). 
Moody’s grid rating falls below IG in the first 3 years when 
risk factors modelled (albeit within Baa3 for PR19 on 
average). 
S&P FFO/debt falls to close to 5% by year 3, which may 
result in downgrade to bbb-. 
However, above assumes no mitigation which seem 
unrealistic for such an extreme downside case. 

Source: NERA calculations based on SEW actual PR19 Ofwat model 
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5.3. SEW approach to mitigate downside risk and ensure financial 
resilience 

SEW overall business plan, with a step-down in gearing to 75 per cent at the start of AMP7, 
provides enhanced financial resilience relative to AMP6 where SEW has nonetheless 
demonstrated continued ability to maintain a Baa2/bbb rating and raise capital efficiently, despite 
wider rating pressure throughout the sector. 

SEW will manage the downside risk identified above through covenants, licence protections (e.g. 
substantive adverse effects clauses), and liquidity facilities.   

The first means of addressing downside risk is through distribution lock-up.  As explained in 
section 2.3.3, SEW debt covenants includes enhanced protection measures for creditors and 
consumers.  Notably the “lock up covenant”, at which point SEW must not make payments to its 
shareholders, is set at 85 per cent net debt to RCV. AICR Trigger Events occur at AICR less than 
1.10 for any period, and average AICR <1.20.  In a number of the scenarios identified above, 
AICR falls below these thresholds, and financial resilience can be addressed through lock-up 
provisions (e.g. Ofwat totex underperformance scenario). 

In none of these scenarios do SEW breach the Default Event Triggers, defined as gearing>95 per 
cent, ICR<1.40. 

In addition to lock-up provisions, SEW has access to substantive un-drawn bank facilities.  These 
are £70 million of undrawn capex and working capital facilities available until 2022 which will 
be refinanced with a replacement facility of circa £125m.  SEW also has access to designated 
undrawn stand-by bank facilities of £36 million to fund any shortfall in cash to fund debt interest 
costs and £18 million to fund any shortfall in cash to pay for operating costs and maintenance 
costs, which SEW maintain under the terms agreed with its lenders and are available to cover 
stress scenarios.64 

   

                                                      
64  Moody’s (3 November 2017) South East Water p.6 
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6. Gearing Penalty 

In its recent decision document, Ofwat has decided to introduce a gearing penalty.65  In this 
section, we show why Ofwat’s reasoning for the penalty is flawed, and demonstrate that the 
introduction of the penalty is not in the customer interest.66   

6.1. Ofwat’s reasoning for penalty is flawed 

6.1.1. All companies earn the same allowed post-tax return irrespective of 
gearing 

We disagree with Ofwat’s proposal to share “outperformance” associated with gearing levels 
above Ofwat’s notional assumption.  Companies do not derive any “benefits” from higher 
gearing that is to the detriment of customers.  All companies earn the same allowed return based 
on Ofwat’s notional assumption and companies’ actual financial structure choices have no 
impact on customer bills.  Indeed, this is the reason why Ofwat and most other UK regulators, 
including the CMA in its consideration of the Bristol Water appeal,67 adopt a notional approach, 
i.e. to ensure that the allowed revenues reflect the allowed WACC for a notionally financed 
company, irrespective of companies’ actual financial structure choices.   

6.1.2. Equity investors do not benefit from higher leverage 

Equity investors also do not benefit from higher leverage, as higher equity returns represent 
compensation for increased equity risk, as explained by mainstream finance theory.  Mainstream 
finance theory also explains that companies’ cost of capital is broadly insensitive to the level of 
gearing, as higher share of relatively cheaper debt is offset by the increase in cost of equity.   

Standard financial literature describes a direct relationship between equity risk (as measured by 
the equity beta) and financial leverage, e.g. through the Miller formula: 

𝐵𝐵𝐵𝐵𝐵𝐵𝐵𝐵equity =
𝐵𝐵𝐵𝐵𝐵𝐵𝐵𝐵asset

(1 − 𝐺𝐺𝐵𝐵𝐵𝐵𝐺𝐺𝐺𝐺𝐺𝐺𝐺𝐺) 

                                                      
65  Ofwat (3 July2018) Putting the sector back in balance – summary of Ofwat’s decision on issues for PR19 business plans.  It 

also published a further decision that set out its reasons, Ofwat (31 July 2018) Putting the sector in balance: position 
statement on PR19 business plans together.  Link: https://www.ofwat.gov.uk/wp-content/uploads/2018/04/Putting-the-
sector-in-balance-position-statement-on-PR19-business-plans-FINAL2.pdf    

66  SEW also responded to Ofwat’s consultations, and made similar points to those summarised here. See: SEW (2018) 
Response to Ofwat’s consultation on Putting the sector back in balance 

67  CMA (October 2015) Bristol Water plc: A reference under section 12(3)(a) of the Water Industry Act 1991, p. 308, para 
10.28.  Link: 
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.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/2018/04/Putting-the-sector-in-balance-position-statement-on-PR19-business-plans-FINAL2.pdf
https://assets.publishing.service.gov.uk/media/56279924ed915d194b000001/Bristol_Water_plc_final_determination.pdf
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Figure 6.1: Standard finance theory shows that equity risk increases with gearing  

 
Source: NERA illustration 

Ofwat and indeed other UK regulators including the CMA68 recognise this relationship between 
the cost of equity and level of gearing in setting the allowed cost of equity.  For example, in the 
PR19 final methodology, Ofwat calculated the equity beta based on its assumed asset beta and 
notional gearing, applying the Miller formula set out above.69 

6.1.3. Gearing has increased for a number of legitimate reasons 

Water companies, in line with other GB and European network utilities, have increased gearing 
over recent years for a number of reasons: as a means to impose discipline on management; to 
seek higher equity risk; and, to take advantage of favourable debt markets, with the latter fully 
passed-through to customers by Ofwat’s low cost of debt allowance.  None of these factors imply 
that equity investors outperform at high levels of gearing. 

                                                      
68  CMA (October 2015), Bristol Water plc: A reference under section 12(3)(a) of the Water Industry Act 1991, Appendices 

5.1-5.11 and glossary, p. A10(1)-34, fn 75. 
69  Ofwat (December 2017), Delivering Water 2020: Our methodology for the 2019 price review, Appendix 12: Aligning risk 

and return, pp. 61-62.  The Miller formula presented above assumes a zero debt beta (for simplicity).  We note that in the 
PR19 final methodology, Ofwat used a non-zero debt beta assumption, using an expanded version of the formula  

𝐵𝐵𝐵𝐵𝐵𝐵𝐵𝐵equity =
𝐵𝐵𝐵𝐵𝐵𝐵𝐵𝐵asset − 𝐵𝐵𝐵𝐵𝐵𝐵𝐵𝐵debt ∗ 𝐺𝐺𝐵𝐵𝐵𝐵𝐺𝐺𝐺𝐺𝐺𝐺𝐺𝐺

(1 − 𝐺𝐺𝐵𝐵𝐵𝐵𝐺𝐺𝐺𝐺𝐺𝐺𝐺𝐺)  
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6.1.4. De-gearing will increase customer bills from higher tax liability 

Indeed, the only benefit associated with higher leverage relates to reducing the tax liability due to 
the higher debt tax shield.  However, this benefit is fully passed through to customers through 
lower bills.  Our analysis shows that a customer of a company that chooses to adopt a leveraged 
structure of, say, 75 per cent, saves £3.20 on their annual bill compared to a customer of a 
company with notional gearing of 60 per cent (as per PR14).  

Ofwat’s proposals to reduce allowed returns for companies with gearing above notional will 
incentivise companies to de-gear to the notional level, resulting in an increase in companies’ tax 
liabilities, which would be passed through to customers in form of higher bills, as we quantify 
below.  Therefore, Ofwat’s proposals are demonstrably not in the customers’ interest, as they 
result in higher customer bills without any corresponding benefit. 

6.2. Transitional arrangements are in the customer interest 

If Ofwat decides to implement a gearing “outperformance” penalty, then it should provide for 
transitional arrangements to allow companies to de-gear to avoid the penalty.  It should also 
allow for the cost of equity issuance required to de-gear balance sheets. 

We show that the adoption of the penalty as proposed by Ofwat will result in higher bills, and is 
therefore not in the customer interest.   

We have quantified the customer impact from the introduction of the penalty over PR19 as 
follows: 

▪ We have calculated the increase in the tax liability if SEW were to de-gear to the level of 65 
per cent to avoid the penalty.  We calculate the total cost to customers from the associated 
increased tax liability equal to £1.28 increase in the annual water bill over PR19.70   

▪ In addition, we have assumed a notional equity issuance cost of 5 per cent, in line with 
regulatory allowances in the energy sector. 71  We calculate the cost to customers from the 
equity issuance costs of £1.72 increase in the annual water bill over PR19 (assuming the 
equity issuance costs are spread over the 5-year period). 

▪ We have calculated the potential benefit to customers of Ofwat’s proposed mechanism, 
where companies reduce customer bills by the difference between the allowed cost of equity 
less the actual cost of debt to the extent to which gearing is above 65 per cent and assuming a 
50 per cent sharing factor.  Using SEW’s projected actual gearing of 75 per cent, SEW’ 
projected nominal cost of debt of 5.06 per cent and Ofwat’s allowed nominal cost of equity 
of equity of 6.89 per cent and assuming a tax rate of 17 per cent, we calculate the benefit to 

                                                      
70  This is calculated as: change in gearing (10 per cent), based on SEW gearing over PR19 (75 per cent) to 65 per cent, 

multiplied by Ofwat’s notional debt cost 4.36%, multiplied by the average PR19 RCV multiplied by the marginal tax rate 
(17 per cent), divided by average number of customers for PR19 

71  See for example, Ofgem price financial model (PCFM),  
https://www.ofgem.gov.uk/system/files/docs/2017/11/et1_pcfm_november_2017.xlsm  

https://www.ofgem.gov.uk/system/files/docs/2017/11/et1_pcfm_november_2017.xlsm
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customers of Ofwat’s proposed penalty of £1.58 reduction in the annual water bill over 
PR19. 

Taking the costs and benefits set out above, we calculated a net increase in the annual water bill 
associated with Ofwat’s proposed penalty of £1.42 over PR19. 

6.2.1. Ofwat’s tax claw-back should operate in a symmetric way 

Ofwat’s tax claw-back should operate in a symmetric way, to allow companies to recover tax 
where they have step-down in gearing during PR19 period, given Ofwat’s intention to penalise 
gearing. 

As per the current AMP, for AMP7 Ofwat has confirmed that it will recover any tax benefits 
arising from any capital restructuring in 2020-25, as a result of a one-off step change in 
gearing.72  We propose that this mechanism works in a symmetric way, such that any further 
one-off de-gearing over the period 2020-25 (in addition to the de-gearing to 75 per cent that 
SEW propose) leads to a recalculation of SEW’s tax liabilities, such that SEW can recover the 
additional tax costs associated with de-gearing.  

  

                                                      
72  Ofwat (2017), op. cit., Appendix 12: Aligning Risk and Return, p.105. 
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Appendix A. Notional Financeability Test: Dividend Yield of 5 
Per Cent 

We have also modelled the impact on notional financeability of using a starting point gearing 
of 60 per cent and a dividend yield of 5 per cent in line with Ofwat’s “reasonable level for 
assessing a base dividend”,73 allowing gearing over PR19 to fluctuate accordingly, together 
with natural rate PAYG and run-off rate, as described in section 2.1. 

The result of using a higher 5 per cent dividend yield is that gearing increases over PR19 
from 60 per cent at the start of the PR19 period to around 65 per cent at the end of the period.  
The notional ratios deteriorate as a result of the higher gearing. 

In section 2.4.1, we assume a dividend yield which ensures the notional gearing is 60 per cent 
on average over PR19, as the basis for testing the consistency of Ofwat’s proposed WACC 
with the implied credit rating.  

A.1. Detailed Notional Financeability Results Assuming 5% Dividend 
Yield 

A.1.1. Moody’s ratios and grid rating 

Using a 5 per cent dividend, the Moody’s ratios are relatively weaker (relative to results in 
section 3) due to the higher gearing, but continue to support the same sub-rating as under our 
preferred approach, with the exception of RCF/Net debt which has a lower score (Ba instead 
of Baa), as shown in Table A.1. 

Table A.1: Moody's financial ratios: Notional Financeability with Dividend Yield of 5 
Per Cent 

 

2020/21 2021/22 2022/23 2023/24 2024/25 PR19 
Average 

Sub-
rating 

 AICR  1.35 1.40 1.37 1.38 1.38 1.38 Ba 

 Gearing  61%  62%  64%  64%  65%  63% Baa 

 FFO/Net Debt  9.0%  8.9%  8.6%  8.4%  8.2%  8.6% Ba 

 RCF/Net Debt  5.7%  5.8%  5.6%  5.6%  5.5%  5.6% Ba 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

Despite deterioration in the sub-rating for RCF/debt, the implied grid rating from Moody’s 
remains at Baa2 but with limited headroom, as shown in Table A.2. 

                                                      
73  Ofwat (July 2018), Putting the sector in balance: position statement on PR19 business plans, p.   Ofwat states: “Our 

consultation proposed a 5% nominal dividend yield as a reasonable level for assessing a base dividend for water 
companies in 2020-25.” 
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Table A.2: Moody's rating: Notional Financeability with Dividend Yield of 5 Per Cent 

Category Rating 
Numeric
al Score 

Penalty Total 
Score 

Factor 1: Business Profile (50%)     
a) Stability and Predictability of Reg. Env’t (15%) Aa 3 1 0.34 

b) Asset Ownership Model (5%) Aa 3 1 0.11 

c) Cost and Investment Recovery (15%) A 6 1 0.68 

d) Revenue Risk (5%) A 6 1 0.23 

e) Scale and Complexity of Cap. Programme (10%) A 6 1 0.45 

Factor 2: Financial Policy (10%)     
a) Financial Policy (10%) Baa 9 1.15 0.78 

Factor 3: Leverage and Coverage (40%)     

AICR (12.5%) Ba 12 2 2.26 

Gearing (10%) Baa 9 1.15 0.78 

FFO/Net debt (12.5%) Ba 12 2 2.26 

RCF/Net Debt (5%) Ba 12 2 0.90 

Total Moody’s Grid Score & Implied Rating Baa2   8.77 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

The AICR is lower at 1.38 on average relative to results in section 3, but remains consistent 
with the range in the Moody’s UK water guidance for Baa2 of 1.3 to 1.5. 

A.1.2. S&P ratios 

Using a 5 per cent dividend, the S&P ratios are also weaker relative to the results in section 3, 
with the new FFO/debt of 7.8 per cent (instead of 8.3 per cent in section 3).  This is above the 
6 per cent threshold and continues to support bbb rating from S&P with limited headroom. 

Table A.3: S&P ratios: Notional Financeability with Dividend Yield of 5 Per Cent 

 

2020/21 2021/22 2022/23 2023/24 2024/25 PR19 
average 

S&P 
assessment 

Core ratios 
FFO/debt  8.3%  8.0%  7.7%  7.6%  7.4%  7.8%  Aggressive 

Debt/EBITDA  7.9 8.0 8.2 8.4 8.4 8.2 Highly leveraged 

Supplementary coverage ratios 
FFO/cash interest  2.3  2.3  2.2  2.2  2.1  2.2  Significant 

EBITDA/interest  2.9  2.8  2.8  2.8  2.7  2.8  Significant 

Supplementary payback ratios 
CFO/debt  12.6%  12.4%  12.2%  11.9%  11.7%  12.2%  Intermediate 

FOCF/debt  2.9%  0.1%  -0.3%  2.5%  2.0%  1.4%  Significant 

DCF/debt  -0.4%  -3.0%  -3.3%  -0.3%  -0.8%  -1.6%  Aggressive 

Source: NERA calculations based on SEW notional PR19 Ofwat model 
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Appendix B. Methodology for calculating financial ratios from 
populated Ofwat models 

As discussed in section 3.2.1, we calculate four key ratios for Moody’s: AICR, gearing, 
FFO/net debt and RCF/net debt from the Ofwat model as follows: 

▪ For AICR, we use the “Alternative” specification from the Ofwat model which reflects 
Moody’s adjustment for deviations of allowed PAYG from “natural” rates. 

▪ For gearing, we use the figures directly reported in the Ofwat model (which reflect 
closing gearing). 

▪ For FFO/net debt and RCF/net debt, we use the “Ofwat” specification for these ratios, 
which correspond to the Moody’s definition.  We make one adjustment to the Ofwat 
calculations, using average net debt in the denominator, as opposed to closing debt used 
by Ofwat.  We consider our approach of using average net debt is more appropriate when 
comparing “flow” variables like FFO or RCF to “stock” variables like net debt. 

As discussed in section 3.2.2, we calculate two key and five supplementary ratios for S&P: 
FFO/net debt, Debt/EBITDA, FFO/cash interest, EBITDA/interest, CFO/debt, FOCF/debt 
and DCF/debt from the Ofwat model as follows: 

▪ For FFO/debt, we use the “Alternative” specification from the Ofwat model which 
reflects S&P’s approach of calculating FFO taking into account all interest (including 
indexation for ILD).  We make one adjustment to the Ofwat calculations, using average 
net debt in the denominator, as opposed to closing debt used by Ofwat, for the same 
reasons as explained above. 

▪ All the other S&P ratios are not included in the Ofwat model and we therefore calculate 
these based on the Appointee financial statements included in the Ofwat model as 
follows: 

– Debt/EBITDA:  We calculate this ratio using average net debt and EBITDA figures 
reported in the Appointee Analysis sheet in the Ofwat model.  We adjust EBITDA by 
subtracting pension costs, as these do not appear to be subtracted in the Ofwat 
calculation. 

– FFO/cash interest: We calculate this ratio using the FFO (S&P definition, consistent 
with Ofwat’s “Alternative” definition) and divide by cash interest figures reported in 
the Appointee Analysis sheet in the Ofwat model. 

– EBITDA/interest: We calculate this ratio using the EBITDA from the Ofwat model 
(adjusted for pension costs as explained above) and divide by total interest (same 
amounts as used for calculating S&P’s FFO, i.e. including ILD indexation). 

– CFO/debt: We calculate CFO as FFO (S&P definition) plus total interest, divided by 
average net debt (as per above). 

– FOCF/debt: We calculate FOCF as CFO minus appointee capex, as reported in the 
Appointee Analysis sheet in the Ofwat model, divided by average net debt (as per 
above). 
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– DCF/debt: We calculate DCF as FOCF minus dividends, as reported in the Appointee 
Analysis sheet in the Ofwat model, divided by average net debt (as per above). 
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Qualifications, assumptions and limiting conditions 

This report is for the exclusive use of the NERA Economic Consulting client named herein. 
This report is not intended for general circulation or publication, nor is it to be reproduced, 
quoted or distributed for any purpose without the prior written permission of 
NERA Economic Consulting. There are no third party beneficiaries with respect to this 
report, and NERA Economic Consulting does not accept any liability to any third party. 

Information furnished by others, upon which all or portions of this report are based, is 
believed to be reliable but has not been independently verified, unless otherwise expressly 
indicated. Public information and industry and statistical data are from sources we deem to be 
reliable; however, we make no representation as to the accuracy or completeness of such 
information. The findings contained in this report may contain predictions based on current 
data and historical trends. Any such predictions are subject to inherent risks and uncertainties. 
NERA Economic Consulting accepts no responsibility for actual results or future events. 

The opinions expressed in this report are valid only for the purpose stated herein and as of the 
date of this report. No obligation is assumed to revise this report to reflect changes, events or 
conditions, which occur subsequent to the date hereof. 

All decisions in connection with the implementation or use of advice or recommendations 
contained in this report are the sole responsibility of the client. This report does not represent 
investment advice nor does it provide an opinion regarding the fairness of any transaction to 
any and all parties. 
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