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1. Executive Summary 

Ofwat has proposed an allowed return at DD that is even lower (by 21 bps) than its ‘early 
view’ of the cost of capital presented in its PR19 methodology. This represents the lowest 
cost of capital ever since the privatisation of the water sector. We have material concerns 
about how Ofwat has assessed the cost of capital, in particular the regulator’s selective 
reliance on current market data, and the impact that this will have upon much needed 
investment in the water sector.  

The lower cost of capital has reduced our projected credit metrics, which we consider (1) is 
credit negative for both the notional and actual company; and (2) reduces financial resilience 
and our ability to withstand and recover from severe shocks. The resilience challenge is 
exacerbated by Ofwat’s changes to its cost assessment approach and an increasingly 
negatively skewed position on outcomes. This negative impact on resilience is consistent 
with the latest analysis carried out by rating agencies. Moody’s for example highlights that 
‘overall, the lower allowed returns will leave little room for manoeuvre to tackle potential cost 
overruns or performance penalties, both of which appear more likely in AMP7.’  

As we have expressed throughout the PR19 process, all of the critical elements of our plan – 
including performance commitments (PCs), outcome delivery incentives (ODIs), totex and 
cost of capital – are designed to work together as a complete package and cannot be viewed 
in isolation. Material changes to any of these elements are likely to have a significant impact 
on the deliverability of the plan as a whole.  

In this chapter, we outline our challenges to Ofwat’s Draft Determination (DD) on the financial 
aspects of our plan.  The paragraphs below summarise our objections to Ofwat’s 
assessment of our financeability, followed by an explanation of the impact this will have on 
the financeability assessment of the notional company and the financeability assessment of 
the actual company. 

1.1.1 Ofwat’s assessment of our financeability at DD  

Ofwat has carried out a flawed assessment of our financeability that is not consistent with 
rating agency methodologies and contains multiple errors. As a result, Ofwat has materially 
overstated key metrics and understated our credit risk based on the financial projections set 
out in its Draft Determination. Ofwat’s failure to check and demonstrate at the DD that the 
notional company is able to achieve a Baa1/BBB+ rating based on market tests and rating 
agency methodologies is inconsistent with Ofwat’s overarching objective for PR19 to 
promote financial resilience and also inconsistent with Ofwat’s statutory duty to ensure that 
water companies are able to finance the proper carrying out of their functions.   

Ofwat’s departure from rating agency methodologies is at odds with our licence requirement 
to maintain an investment grade credit rating from Moody’s, S&P or Fitch. In its recent 
decision on strengthening the regulatory ring-fence Ofwat acknowledges that credit ratings 
are ‘helpful for monitoring Appointees because they provide a widely recognised and 
independent, forward-looking view of an Appointee’s financial strength and resilience’.1 

                                                
 

1  Ofwat (2019), Conclusions on strengthening the regulatory ring-fencing network, p. 7 
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However, Ofwat has not reflected or considered these widely recognised and independent 
methodologies – which are binding on companies through their licences – in its own 
financeability assessment.  

Ofwat is also wrong to exclude funded pension deficit repair costs from the financial 
projections it has assessed. The omission of these efficient, funded costs implies 
outperformance in our base case projections, materially overstates key metrics and 
undermines the meaningfulness of the tests that Ofwat has carried out.  

When we correct our financial projections and metrics to (1) include funded pension deficit 
repair costs; and (2) reflect rating agency methodologies (in particular the treatment of 
excess fast money, which rating agencies exclude from coverage metrics), our key financial 
ratios deteriorate significantly (for example AICR under our notional financing structure drops 
significantly from 2.22x in Ofwat’s analysis to 1.40x).  

1.1.2 Our financeability assessment of the notional company 

For the notional company, we target a Baa1/BBB+ rating on the basis that: 

 Ofwat has determined its cost of debt allowance based on an average of the IHS 
Markit iBoxx ‘A’- and ‘BBB’-rated GBP non-financials indices for bonds with 10 years 
or more to maturity, where the average of the ‘A’ and ‘BBB’ indices is BBB+/ Baa1); 

 where companies have targeted a lower rating Ofwat has challenged companies to 
justify how this could be consistent with financial resilience; and  

 Ofwat has historically targeted a Baa1/BBB+ rating or above for the notional 
company.  

However, Ofwat’s DD leads to financial ratios consistent with a Baa2/BBB rating for the 
notional financing capital structure.  The notional company is not able to achieve a 
Baa1/BBB+ rating based on the financial projections in the DD, as both the AICR (adjusted 
cash interest cover ratio) and FFO (funds from operations)/Net Debt are below the 
Baa1/BBB+ thresholds. This evidences the limited financial headroom available to us based 
on the DD and suggests: 

 Ofwat’s proposed DD WACC (weighted average cost of capital) may be too low to 
support resilience; and  

 Additional adjustments are required to improve the financeability of the notional 
company. 

Where financeability issues are identified for the notional company, Ofwat has directed 
companies to consider whether regulatory levers can be used to remedy these issues. As the 
notional company is not able to achieve a Baa1/BBB+ rating based on Ofwat’s DD, we have 
recalibrated the PAYG adjustment we proposed at IAP.  

At IAP, to be compliant with Ofwat, we calculated a required PAYG adjustment of 3.4% to 
achieve notional financeability based on Ofwat’s early view cost of capital. Our PAYG 
adjustment was accepted by Ofwat. Following the reduction in the cost of capital at DD (of 21 
bps), we calculate that a further PAYG adjustment of 1.4% (or 4.8% in total) is required to 
ensure that we are financeable on a notional basis and achieve a Baa1/BBB+ rating, if Ofwat 
retains its DD cost of capital at the Final Determination (FD).  

We remain concerned that our coverage metrics for the notional company are below 
Baa1/BBB+ thresholds. For example, AICR is the primary rating metric for Moody’s and is 
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consistently below the 1.5x Baa1 threshold – ultimately this could constrain the overall rating 
achieved by the notional company to Baa2 and corroborates our concern that the cost of 
capital is too low. 

Ofwat has also indicated the WACC could fall by an additional 37 bps at the FD from the 
level in the DD, based on the latest market data. Such a reduction would lead to a Baa2 
rating for the notional company, which is below Ofwat’s target for the notional company. This 
would still be the case if Ofwat accepts the required further PAYG adjustment of 1.4% (i.e., 
4.8% in total). Therefore, we do not think this provides sufficient headroom to manage the 
risks to which we are exposed and a further 37 bps reduction in WACC would therefore not 
constitute a financeable outcome.2 

1.1.3 Our financeability assessment of the actual company  

We have reviewed our targeted credit rating for the actual corporate structure and are 
satisfied that a Baa2/BBB credit rating remains appropriate. Assuming Ofwat’s DD WACC 
and 4.8% PAYG adjustment, we can also confirm that our updated business plan continues 
to be financeable on an actual basis and supports our current rating of Baa2/BBB, both on an 
appointed company and total company basis.  

We have carried out stress testing to demonstrate the financial resilience of the actual 
company to plausible but severe shocks. The overall conclusions from our analysis are 
unchanged from our IAP response and we conclude that our plan is financeable for the 
actual company, is financially resilient and will allow us to maintain an investment grade 
credit rating in the 2020 to 2025 period.  

The stress testing of our plan, based on the downside scenarios we modelled to inform our 
2019 long-term viability statement (LTVS), shows that in all scenarios the actual company is 
financially resilient and would maintain an investment grade credit rating. The more severe 
scenarios we considered (which assume sustained under-performance of the regulatory 
settlement) could trigger a one notch downgrade to the minimum investment grade rating 
Baa3/BBB- in the absence of any mitigating actions.  

We expect that if exposed to a severe downside sensitivity we would undertake a series of 
actions (contingent on the nature of the shock) to ensure financial resilience and mitigate the 
impact of a shock on the business. We have recently published our resilience action plan and 
believe that our approach to identification, monitoring and mitigation of risks will support and 
enhance our ability to withstand and rapidly recover from shocks. 

We remain committed to de-levering and our shareholders will inject £54m later this year, 
which will allow us to de-lever to 75.4% by the end of AMP7. Overall our projected level of 
gearing by the end of AMP7 has increased slightly from the IAP position due to a lower 
opening RCV, lower inflation and a lower cost of capital. We expect this to result in a higher 
expected penalty for ‘gearing outperformance’. We continue to fundamentally disagree with 
this penalty, however we have incorporated an estimate of the penalties associated with 
Ofwat’s gearing outperformance mechanism in our AMP8 financial projections, as directed 
by Ofwat.  

                                                
 

2 For the implications of Ofwat’s approach to the WACC and its financeability duty generally for the assurances we are able to 
provide please see SEW Board Assurance Statement (30 August 2019). 
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1.1.4 Adjustments to Appointee dividends modelled  

The following tables show the dividend profile and yield included in our Draft Determination 
response compared to the level included in our response to the IAP. 

Taken alongside the other changes we have outlined in our Draft Determination response we 
have also significantly reduced the level of dividends for the appointed business, in line with 
our commitment to reduce gearing. This reduction in dividends is in addition to the £54m 
equity injection noted above.  This results in an overall dividend yield of 1.77%, compared to 
2.35% at the IAP, both of which are significantly below the threshold of 5% which is 
considered to be a reasonable yield by Ofwat. This is presented below in Table 1-1 and 
Table 1-2. 

Table 1-1: Appointee dividends – IAP submission vs. DD response  

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

IAP  -   6.84  8.83  13.18  15.68  44.53 

DD response  -   10.00  9.70  4.00  7.00  30.70 

Movement   - 3.16  0.87  -9.18 -8.68 -13.83 

Source: SEW actual PR19 Ofwat model 

Table 1-2: Appointee dividend yield – IAP submission vs. DD response 

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

IAP  - 1.96% 2.41% 3.45% 3.95% 2.35% 

DD response  - 3.05% 2.81% 1.11% 1.87% 1.77% 

Movement   - 1.08% 0.40% -2.34% -2.07% -0.59% 

Source: SEW actual PR19 Ofwat model 

The remainder of the chapter has been structured around the actions Ofwat has set out at 

the DD, namely: 

Section 2: Analysis of Ofwat’s DD WACC and financeability 

1.1. Ofwat’s Approach to WACC and Financeability At DD Is Incorrect  

1.2. We Require an Additional 1.4% PAYG Adjustment if Ofwat DD WACC is 

Applied to Support Notional Financeability 

1.3. Notional and Actual Financeability Under Ofwat’s DD WACC 

Section 3: Further evidence on interventions 

 3.1: SEW.RR.A1 

 3.2: SEW.RR.A2 

 3.3: SEW.RR.C1 

 3.4: SEW.RR.C2 

 3.5: SEW.RR.C3 

 3.6: SEW.RR.C4 
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Section 4: Treatment of funded pension payments to repair pension scheme deficits in the 
published Ofwat Draft Determination model  

Appendix A: Detailed Notional and Actual financeability under Ofwat’s DD WACC 

Appendix B: Return on Regulated Equity 
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2. Analysis of Ofwat’s DD WACC and 

financeability  

Summary 

In this section, we set out our response to Ofwat’s approach to estimating the cost of capital 
and notional financeability in its draft determination (DD).  We show that market evidence 
supports a higher cost of capital than Ofwat’s proposed DD allowed return.  We also show 
that Ofwat’s DD revenue control fails to meet the notional financeability test.  We conclude 
that Ofwat should revisit its estimate of the cost of capital and ensure compliance with the 
financeability test.   

We summarise our key points as follows:  

▪ Ofwat’s DD wholesale cost of capital of 5.14% (nominal) materially understates our actual 
financing costs which we estimated at 5.96 to 6.3% (nominal) in our September 2018 
business plan.  As a key area of difference, Ofwat relies on current market data to inform 
many key parameters (e.g. TMR, RFR) whereas we draw on long-run market evidence 
as per Ofwat’s approach at all previous price controls.  Our approach ensures 
consistency over time, whereas Ofwat’s switching appears to be cherry-picking in order 
to enable Ofwat to set these parameters as it sees fit. 

▪ As per its “early view” cost of capital, Ofwat’s DD leads to financial ratios consistent with 
a Baa2/BBB rating for the notionally financed capital structure and is therefore 
inconsistent with the A/BBB rating that underpins Ofwat’s cost of debt allowance.  Ofwat’s 
draft determination therefore fails the financeability test, which is a test of the consistency 
and appropriateness of its overall proposals.   

▪ Ofwat’s own analysis of SEW’s financeability is flawed because it incorrectly excludes 
pension costs in the calculation of ratios and indeed fails to assess ratios in line with 
rating agencies’ approaches (notably Moody’s Annual Issuer Comment Report (AICR)).  
The failure to ensure the DD meets the financeability test is inconsistent with Ofwat’s 
overarching objective for PR19 to promote financial resilience and also inconsistent with 
Ofwat’s statutory duty to ensure that water companies are able to finance the proper 
carrying out of their functions. 

▪ We submitted our business plan based on Ofwat’s “early view” cost of capital, but 
accepted the early view conditionally on acceptance of our wider plan.  In contrast to our 
plan, Ofwat’s DD increases risk to the Company by adopting a lower totex allowance and 
likelihood of overspend, and by setting PCs and associated ODIs that fail to reflect our 
operating environment and in response to which we will incur penalties over the period 
governed by PR19.  In the FD, as well as addressing our wider concerns, Ofwat should 
revisit its cost of capital such that it reflects long-run market evidence as opposed to 
short-term market data, as we suggest above and in line with its approach at all previous 
price controls.  It should also show that the overall revenue control passes the 
financeability test.   

▪ At PR19, Ofwat mandated companies to propose adjustments to the natural rate PAYG 
or RCV run-off to ensure that companies are financeable on a notional basis.  At IAP, to 
be compliant with Ofwat, we calculated a required PAYG adjustment of 3.4% to achieve 
notional financeability based on Ofwat’s early view cost of capital.  The PAYG adjustment 
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was accepted by Ofwat.  Following the reduction in the cost of capital at DD, we calculate 
a further PAYG adjustment of 1.4% (or 4.8% in total) is required to ensure that we are 
financeable on a notional basis and achieve a Baa1/BBB+ rating, if Ofwat retains its DD 
cost of capital.  Given our very low RCV run-off rate, we will still recover a low proportion 
of costs from today’s customers relative to the industry average despite our PAYG 
adjustment.   

▪ Without prejudice to the fact that we disagree with Ofwat’s mandated cost of capital, we 
have submitted a plan that is nevertheless compliant with Ofwat’s cost of capital, subject 
to Ofwat accepting the critical elements of our DD response.  In addition, we have 
incorporated penalties associated with Ofwat’s gearing outperformance mechanism 
within our business plan, as directed by Ofwat. For the reasons outlined in our business 
plan and our response to the Ofwat consultation dated 17 May 2018, we disagree with 
the proposed mechanism as it has no basis in finance theory or regulatory practice, and 
will increase customers’ bills. 

1.1. Ofwat’s Approach to WACC and Financeability at DD is Incorrect 

1.1.1. Ofwat’s DD WACC materially understates SEW’s financing costs  

In its early view of the cost of capital, Ofwat determined a wholesale cost of capital of 5.37% 
(nominal).  In its draft determination, its updated view of the wholesale cost of capital is 23 
bps lower at 5.14% (nominal).  In its draft determination, Ofwat retains the same approach to 
cost of capital as per its early view, and in addition cites a recent study commissioned by the 
UK Regulator Network (UKRN) on the cost of capital (published since its “early view”) 3 as 
well as drawing on updated market evidence. 

As set out in our business plan, NERA, our independent economic advisers, concluded that 
Ofwat’s early view WACC materially understates our actual financing costs for AMP7.  NERA 
estimated that the fair cost of capital for our wholesale business for AMP7 is in the range of 
5.9 to 6.3% (nominal, assuming 2% CPI),4 which is substantially higher than Ofwat’s early 
view estimate of 5.37% (nominal) and indeed Ofwat’s DD view of 5.14% (nominal). 

We have fundamental concerns about how Ofwat has assessed the reasonable rate of return 
and consider that this may deter much needed investment in the water sector over the long-
term, and make the sector less resilient to financial and operational shocks, which is a key 
objective of Ofwat’s at PR19.5  Below, we summarise our major areas of disagreement with 
Ofwat, as per our business plan, and we comment on further evidence from Ofwat presented 
in the DD. These areas of disagreement including the following, each of which we expand on 
below. 

Ofwat’s estimate of the TMR draws on unreliable dividend growth models (DGM)  

For its estimate of the total market return (TMR), Ofwat draws on forward looking estimates 
based on its own advisers’ (PwC and Europe Economics) DGM estimates which are far 
below independent DGM estimates.  NERA has shown that Ofwat’s advisers’ DGM results 
are downwardly biased due to low dividend growth rate assumptions based on UK GDP 

                                                
 

3 Wright, S, Burns, P, Mason, R, and Pickford, D (2018), Estimating the cost of capital for implementation of price 
controls by UK Regulators, An update of Mason, Miles and Wright (2003). 

4  Calculated as NERA real RPI deflated wholesale WACC of 3.84 to 4. 24 per cent, and assuming forecast CPI of 2 per 
cent, using Fisher equation.  Source: NERA (August 2018) Cost of Capital for PR19, Table 2, page vi 

5  Ofwat (April 2018) Putting the sector back in balance: Consultation on proposals for PR19 business plans, section 6.  
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growth.6  In its draft determination, Ofwat’s advisers draw on updated market evidence but 
otherwise do not correct for errors in their dividend growth assumptions.7  As a consequence, 
Ofwat’s advisers’ estimates of the forward looking TMR of around 6 to 8% (CPIH range)8 
remain below independent DGM estimates from the Bank of England of around 9 to 10% 
(nominal) as we have set out in our business plan.9 

Whilst we have concerns about the underlying assumptions, Ofwat also ignores the most 
recent DGM evidence from its own adviser, PwC, that supports a TMR of 8.2% (CPIH 
deflated)10, instead focusing on 5 year averages.  The variation of the DGM TMR according 
to the selected time-period further demonstrates the subjectivity of the DGM results.  Ofwat’s 
disregard for the most recent time period is also inconsistent with its approach to the risk-free 
rate which relies on current market data.11   

For long-run historical TMR, Ofwat cites UKRN report which draws on unreliable “CPI 
series” 

Ofwat also draws on long-run historical evidence on market returns to inform its TMR 
estimate.  In its draft determination, it calculates historical returns with reference to CPI 
indices, following the recommendation of the UKRN report.12  Drawing on UKRN report and 
Millennial and Dimson Marsh & Staunton (DMS) back-cast CPI series, Ofwat determines a 
historical TMR of 6.5 to 6.6%.13  As NERA has shown in separate reports, the back-cast CPI 
data series do not provide a reliable measure of historical CPI inflation and this has been 
clearly acknowledged by the ONS and academic research.  For example, for the period 
1950-1988, all of the CPI series used by Ofwat are based on back-estimates of “CPI” derived 
from the official published RPI index.  The ONS14 itself raises concerns regarding the 
reliability of this data stating that: “[t]he method provides only approximate results and there 
is no way to determine how accurate our method is as sufficient data to calculate the CPI do 
not exist prior to 1987.”15  Further, for the two “Millennium CPI” series used by Ofwat, the 
data used for the period 1915-1949 was constructed as a proxy for RPI, and yet Ofwat 
erroneously concludes that these data are closer to a CPI series.16  

                                                
 

6 NERA (August 2018) Cost of Capital for PR19, Appendix A  

7 Ofwat (July 2019) Cost of capital at PR19, Table 3.8, p.41 

8 Ofwat (July 2019) Cost of capital at PR19, Table 3.10, p.43 

9 NERA (August 2018) Cost of Capital for PR19, section 2.3 

10 Ofwat (July 2019) Cost of capital at PR19, Table 3.10, p.40 

11 Ofwat (July 2019) Cost of capital at PR19, Table 3.10, pp.40-41 

12 Ofwat (July 2019) PR19 draft determinations, Cost of capital technical appendix, pp 28-29 

13 Ofwat (July 2019) PR19 draft determinations, Cost of capital technical appendix, p.44 

14 ONS (2013), Modelling a Back Series for the Consumer Price index, Robert O’Neill and Jeff Ralph 

15 ONS (2013), Modelling a Back Series for the Consumer Price index, Robert O’Neill and Jeff Ralph, p.4. 

16 Ofwat states that:  “[..] there are important differences between the DMS series and the Bank of England’s Millennium Dataset 
series […] the DMS data relies on […]the Cost of Living Index (COLI) between the years 1914-1947. In contrast, the Millennium 
Dataset uses an implied consumers’ expenditure deflator, inferred from the National Accounts, and covering 1870-1947. The 
Office for National Statistics has stated its preference for using the implied deflator [relative to COLI].  The implied deflator is 
constructed through analysis of the unofficial national accounts of the UK, which we consider to be closer to CPI than RPI by 
design.”  However, the author of the deflator series (O’Donoghue et.al.) states that the deflator series was constructed as a 
proxy measure for the existing national statistic at that time, which is RPI.  ONS simply states that the deflator series is preferred 
to another series (COLI).  It is not the view of the ONS that the deflator series is a proxy for CPI; it is only Ofwat’s view that the 
series is closer to CPI than RPI.  See: Ofwat (July 2019), PR19 draft determinations, Cost of capital technical appendix, p. 29; 
and, NERA (August 2018), Review of UKRN Report Recommendations on TMR, a study for the Energy Networks Association, 
p.8.   
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Even if we were to accept the validity of the constructed CPI series, Ofwat’s historical TMR 
data supports a range of 6.5% (CPIH deflated) (based on the JKM estimator and a 10 year 
holding period) to 7.2% (based on DMS data and a 1 year holding period).17  Thus, Ofwat’s 
TMR of 6.5% is only true for a specific estimator (JKM) and a 10 year holding period. 

For these and other reasons identified in recent reports responding to the use of back-cast 
CPI data, we do not consider that a reliable historical CPI series exists prior to its publication 
in 1989.  Instead, NERA concludes that the historical TMR back to 1900 must instead be 
calculated relative to established RPI inflation and only then converted to a CPI measure 
using an estimate of RPI-CPI wedge.18   

As per our business plan, our estimate of the TMR draws on historical market returns 
measured with reference to the established RPI series, and averaging and holding periods 
as per the approach of the CMA.  Using this established approach provides for a range of 6.5 
to 7.1% (RPI deflated)19 or 7.5 to 8.1% allowing for Ofwat’s assumed CPI-RPI wedge of 100 
bps.20  This is materially above Ofwat’s TMR estimate of 6.5% (real CPIH). 

Ofwat draws on short-run RFR, changing its approach relative to previous reviews 

We disagree with Ofwat’s approach to setting the risk-free rate based on short-run market 
evidence.  In setting the allowance, Ofwat places all weight on index linked gilts (ILG) yields 
rather than nominal gilts.  Ofwat ignores the fact that CMA and market participants recognise 
that long-term real gilts may not provide an objective measure of the risk-free rate because of 
the structural imbalance in demand from UK pension funds which depresses yields.21 As set 
out in our business plan, Ofwat should use a risk-free rate based on long-run data, as per its 
approach at all previous price controls.22   

The use of short-run market data increases cyclicality of returns and is a source of regulatory 
risk, with the risk that Ofwat cherry-picks between the lowest of short and long-run historical 
averages at review. 

Ofwat’s beta analysis focuses on short term data which is depressed and excludes 
relevant comparators  

For the beta estimate, consistent with the CMA’s approach at Bristol Water’s 2015 appeal, 
NERA estimated betas for a range of estimation periods and data frequencies (daily, weekly 
and monthly estimated for 1 and 2 years), and averaging periods (last year, last 2 and last 5 
years).  Based on this evidence, NERA concluded a beta range of 0.33 to 0.35.  NERA also 
estimated 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 the CMA’s approach at the 2010 and 
2015 Bristol Water determinations.23  The overall beta range of 0.36 to 0.38 compares to 
Ofwat’s updated evidence of 0.29 (zero debt betas).24 

                                                
 

17 Ofwat (July 2019) PR19 draft determinations, Cost of capital technical appendix, p. 32 

18 NERA (August 2018), Review of UKRN Report Recommendations on TMR, a study for the Energy Networks Association. 

19 NERA (August 2018), Cost of Capital for PR19, section 2.4. 

20 Ofwat (July 2019), PR19 draft determinations, Cost of capital technical appendix, p. 9. 

21 See for example: Schroders (June 2016), Pension funds and index-linked gilts – A supply/demand mis-match made in hell.  
See also CMA (November 2008) Stansted Airport Ltd Q5 price control review, Appendix L – Cost of Capital, para 51 

22 NERA (August 2018), Cost of Capital for PR19, section 3.4. 

23 NERA (August 2018), Cost of Capital for PR19, section 3.4. 

24 NERA (August 2018), Cost of Capital for PR19, section 3.5; Ofwat (July 2019) PR19 draft determinations, p. 60. 
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We have two main concerns with Ofwat’s approach.  First, it focuses on the most recent two-
year estimation period25, where betas have declined because of an increase in regulatory risk 
(due to the price control announcements) and political risk (related to the nationalisation 
debate).  These effects temporarily depress the correlation of water company returns with the 
market and result in beta estimates that do not reflect longer-term beta risk.  Instead, Ofwat 
should consider a wider set of estimation periods, as we set out in our business plan.  
Second, Ofwat ignores evidence from both Pennon and National Grid betas, whereas 
NERA’s relative risk assessment shows that National Grid provides a reasonable comparator 
for water sector beta risk, as the regulatory regimes in energy and water are closely aligned.  
We also disagree with Ofwat’s proposed increase in the debt beta to 0.125, which is far 
higher than recent market evidence for UK regulated companies of around zero.26 

In its draft determination, Ofwat’s consultants also draw on GARCH techniques to estimate 
beta based on the recommendations of the UKRN report.27  In a separate report, NERA has 
found that the use of GARCH techniques involves greater complexity and subjective 
decisions on the model specification.  It also shows that, if applied correctly, the approach 
leads to almost identical beta estimates.  It therefore recommends the continued use of 
established OLS techniques.28  

Ofwat makes an error in deducting 25 bps outperformance wedge in setting cost of 
new debt 

Ofwat proposes to base the cost of new debt on the average of A and BBB rated iBoxx 
Corporate non-financial indices with 10 years or more remaining maturity less a 25 basis 
“outperformance wedge”, which represents an increase from 15 basis points set out in its 
“early view”.  We continue to disagree with Ofwat’s cost of debt indexation mechanism for 
determining the cost of new debt.  First, we find that there is no evidence to support a 
downward adjustment of 25 bps to the benchmark iBoxx indices for supposed company 
outperformance (or “regulatory halo”), as Ofwat proposes.  NERA has shown that the alleged 
outperformance is a consequence of a failure to adjust for differences in tenor and rating 
between UK water company bonds and the benchmark index.29   

In its draft determination, Ofwat has stated that there is no requirement to adjust for tenor 
and differences in rating.30  We disagree.  Ofwat intends to set the cost of new debt 
allowance for a notional company and therefore, for consistency, it must assume that 
companies issue debt at the notional rating (average of A and BBB, as per its benchmark 
index) and for a tenor consistent with this benchmark index (at around 20 years).  By 
contrast, its outperformance wedge assumes that companies issue debt at a stronger rating 
and short tenor, on average.  Ofwat’s failure to account for differences in rating and tenor is 
also at odds with the CMA which made such adjustments in its consideration of the 
outperformance wedge (or regulatory halo) at the 2015 British Gas Trading (BGT) appeal.   

                                                
 

25 Ofwat (July 2019), PR19 draft determinations, p.50 & p.55 

26 For example, see: Zalewska, A. (April 2019), Estimation of the debt beta of the bond issued by Nats (En-Route) plc.  
Professor Zalewska derives debt betas using a variety of methods (OLS, ML, GARCH, Kalman-Filter) and considered the 
sensitivities of the results to alternative definitions of the market portfolio, the period of assessment and data frequency.  For 
example, Professor Zalewska regresses the excess returns on the iBoxx indices against an equity market index (FTSE All 
Share), which results in negative debt beta estimates over several estimation periods, although relatively closer to zero in the 
most recent period. 

27 Ofwat (July 2019), PR19 draft determinations, pp 54-55 

28 NERA (May 2019), Review of UKRN report recommendations on beta estimates, a report for National Grid. 

29 NERA (August 2018), Cost of Capital for PR19, section 4.5. 

30 Ofwat (July 2019), PR19 draft determinations, p. 66 
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The CMA also concluded at the 2015 BGT appeal that there was no evidence to support a 
halo effect over the most recent period. 31 

Ofwat’s cost of embedded debt does not reflect small company premium  

Ofwat proposes to determine a cost of embedded debt based on a 15 year average of its 
benchmark iBoxx index less 25 basis points for expected outperformance.     

At the DD, Ofwat determined the industry cost of debt based on iBoxx less the 
outperformance wedge.32  However, as set out above, the deduction of the outperformance 
wedge is not warranted.  Ofwat should also draw on a 20-year trailing average index value, 
which is in line with the average tenor at issuance and therefore encompasses a far greater 
share of company historical debt issuance.  Further, Ofwat’s notional embedded debt 
allowance should include a small company adjustment for the efficient incremental debt costs 
incurred by small companies of 30 bps, which NERA estimated based on evidence on 
Artesian debt and bank debt finance considered at PR14 by Ofwat, and consistent with the 
CMA’s allowance of around 40 bps at both the 2010 and 2015 Bristol Water appeals.33 

The weighting on embedded:new debt should reflect SEW’s actual ratio 

Second, in its draft determination, Ofwat assumes a ratio of 80:20 for embedded: new debt 
based on its analysis of industry debt, which represents a slight change from its “early view” 
ratio of 70:30.  However, Ofwat’s assumption differs materially from SEW’s actual ratio of 
embedded:new debt over PR19 of 94:6. SEW’s ratio of embedded:new debt differs because 
of our relatively small scale and therefore relatively concentrated debt profile. As a result, we 
have no material re-financing needs and limited financing needs in relation to capital 
investment over the PR19 period. 

Other aspects of the revenue control impose asymmetric risk, which is not reflected in 
Ofwat’s allowed return 

Ofwat’s DD increases asymmetric risk in terms of its lower totex allowance and likelihood of 
overspend, and the setting of PCs and associated ODIs that fail to reflect our operating 
environment and where we will incur penalties over PR19, unless Ofwat addresses our 
concerns.  Ofwat’s proposed expenditure allowances and PCs/ODIs create downside 
asymmetric risk, as evidenced by Ofwat’s and our own downwardly skewed RoRE 
assessment, but the downside risk is not reflected in Ofwat’s DD cost of capital. 

Ofwat has also retained its “gearing outperformance mechanism”, which is unjustified 
and not in the customer interest 

As with the cost of capital, we have incorporated penalties associated with Ofwat’s gearing 
outperformance mechanism within our business plan, as directed by Ofwat to ensure 
compliance. However, we continue to disagree with Ofwat’s proposal (as set out in our 
business plan and response to the Ofwat consultation dated 17 May 2018). 

Ofwat’s mechanism introduces a penalty where actual gearing exceeds notional gearing, 
with the penalty based on the difference between the allowed return on equity and cost of 
debt.  Yet customer bills are based on an allowed WACC for a notionally efficient Company, 

                                                
 

31 CMA (2015), British Gas Trading Limited v The Gas and Electricity Markets Authority, p.150. 

32 Ofwat (July 2019), PR19 draft determinations, p. 79 

33 NERA (August 2018), Cost of Capital for PR19, section 4.3. 



 

Draft Determination response – Aligning risk and return  | 30th August 2019 
 

 Page 14 of 55  
 

irrespective of companies’ actual capital structure.  Therefore, we do not accrue any benefits 
associated with higher gearing.   

Ofwat considers that shareholders enjoy benefits from higher gearing from higher returns, 
but there is no support for this assertion in theory or in regulatory practice.  Mainstream 
finance theory shows that a Company’s cost of capital is independent of its capital structure.  
The only benefit associated with higher gearing is the reduction in companies’ tax liabilities 
which is already fully-passed through to customers under the existing regulatory rules.   

Ofwat has until now considered capital structure to be a matter for companies, subject to the 
Company meeting its licence obligations to maintain an investment grade credit rating.  The 
change in approach – which did not give companies sufficient notice to consider the change 
– increases regulatory risk and unfairly penalises and is therefore prejudicial to those 
companies (like SEW) that have chosen a capital structure above the notional level.  

1.1.2. Ofwat’s approach to financeability at DD includes material errors 

In the DD, Ofwat argued that SEW is financeable on a notional basis, based on the 
application of Ofwat’s DD WACC and other elements of Ofwat’s DD, including a PAYG 
adjustment above the natural rate of 3.4% (as proposed by SEW in the IAP response and 
accepted by Ofwat). 

To support this conclusion, Ofwat presented a calculation of a number of ratios, including 
gearing, interest cover, ACICR, FFO/net debt, dividend cover, RCF/net debt and RORE. 
However, Ofwat did not assess these ratios against the relevant thresholds used by rating 
agencies and also did not conclude on the overall implied notional credit rating.34 

We have fundamental concerns with Ofwat’s notional financeability assessment presented in 
the DD, as we explain below. These concerns include the following, for which we provide 
further detail below: 

 Ofwat’s DD model for SEW includes material errors which overstate notional ratios; 

 Ofwat’s notional financeability assessment does not reflect the ratios and methods 
used by rating agencies to determine credit ratings; 

 Conceptually the purpose of the notional financeability test should be to confirm the 
consistency of WACC and outturn credit metrics; and 

 Correcting Ofwat’s mistake in the calculation of notional ratios in the DD and applying 

rating methodologies shows SEW achieves notional rating of Baa2/BBB, inconsistent 

with Ofwat’s assumption of A/BBB rating in the WACC. 

Ofwat’s DD model for SEW includes material errors which overstate notional ratios 

We have reviewed the calculation of notional ratios in Ofwat’s DD financial model and 
identified a material mistake in the way Ofwat accounted for pension costs. Specifically 
Ofwat has omitted efficient, funded pension deficit repair costs from our financial projections. 
We have set out the error in our treatment of pension deficit repair costs in section 4. This 
mistake has resulted in Ofwat calculating substantially higher notional ratios compared to 
reality. 

                                                
 

34  Ofwat (July 2019), PR19 Draft Determinations, South East Water draft determination, p.52. 
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Ofwat’s notional financeability assessment does not reflect the ratios and methods 
used by rating agencies to determine credit ratings 

Ofwat’s assessment of notional financeability at the DD fails to present the relevant ratios 
used by rating agencies and also fails to assess the notional credit rating implied by these 
ratios using rating agency methodologies. 

The relevant ratios and rating methodologies applied by Moody’s and S&P, two of the 
agencies that provide rating reports for us, are explained in detail in an earlier report by 
NERA submitted together with our business plan.35 

In summary, Moody’s general approach to assessing credit rating uses a range of qualitative 
factors (given a weighting of 60 % of the overall rating) and four key credit metrics (given a 
weighting of 40 % of the overall rating). These are summarised in Table 2-1. 

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. 

For each of the qualitative and quantitative factors, Moody’s assigns a “sub-rating” score, 
which for financial ratios is determined by relevant thresholds, as set out in Table 2-2 below.   

                                                
 

35  See NERA (2018), SEW Financeability Assessment for PR19, section 2. 
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Table 2-2: Sub-factor rating thresholds for Moody’s financial ratios 

 

Source: Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 21. 

Moody’s calculates financial ratios based on a “cash-only” definition of 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.  This approach 
benefits ratios for companies with index-linked debt liabilities. 

In calculating the key Moody’s ratio, AICR, Moody’s stated that it will unwind, i.e. remove, the 
effects of PAYG/run-off adjustments on allowed revenues in the calculation of this key ratio.36   

The total credit rating is then calculated by Moody’s based on converting the assigned “sub-
ratings” for individual qualitative and quantitative factors into numerical scores, which are 
then combined together using the weighting shown in Table 2-1.  The calculation of Moody’s 
total rating score also includes “penalties” for categories with lower rating scores, which 
reflects Moody’s assessment that a strength in one area cannot fully offset a weakness in 
another area. 

In addition to the general rating methodology described above, in May 2018 Moody’s 
published specific guidance for the UK water sector which sets out target ranges for the two 
key ratios: gearing and AICR. This guidance takes into account the effect of qualitative 
factors on the required thresholds for achieving a certain rating, as shown in Table 2-3 
below.37 

Table 2-3: 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. 

                                                
 

36  Moody’s (May 2013), Speed of Money cannot Address Potential Financeability Concerns, Appendix I, pp.11-12. 

37  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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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, industry risk and competitive position, assigning one of six possible scores for 
this risk factor: excellent, strong, satisfactory, fair, weak or vulnerable.  SEW receives an 
“excellent” business risk assessment from S&P.38 

To assess companies’ financial risk profile, S&P calculates a number of ratios including 
“core” ratios, of which FFO/debt is the key for S&P’s assessment, as well as “supplemental” 
ratios.  For each of the ratios, S&P defines specific thresholds which translate into one of six 
possible scores for this risk factor: minimal, modest, intermediate, significant, aggressive or 
highly leveraged, as shown in Table 2-4 below. 

Table 2-4: S&P ratios thresholds for SEW and other UK companies 

 

Source: S&P (November 2013), S&P Corporate Methodology, p. 35. 

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. 

Based on its assessment of business risk profile and financial risk profile, S&P combines the 
two risk factors to form a rating anchor according to the “anchor” matrix set out in Table 2-5 
below. 

                                                
 

38  S&P (October 2017), South East Water (Finance) Ltd. Senior Secured Debt Ratings Affirmed At ‘BBB’: Outlook 
Stable. 
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Table 2-5: S&P determines anchor rating based on assessment of business and 

financial risk 

 

Source: S&P (November 2013), S&P Corporate Methodology, p. 8. 

Ofwat’s approach to assessing notional financeability is inconsistent with the above rating 
agency approaches in a number of areas: 

▪ Ofwat calculates all the key Moody’s and S&P ratios relevant for the rating agencies’ 
assessment in the DD financial model, but fails to present the relevant ratios in the DD.39  
Notably, instead of the Moody’s key ratio AICR, Ofwat presents its own ratio “ACICR”, 
which does not unwind the effects of PAYG/run-off adjustments and hence shows 
substantially stronger results compared to Moody’s actual calculation.  Ofwat also does 
not appear to present the key S&P ratio of FFO/debt in the DD and instead presents the 
stronger Moody’s FFO/debt ratio, which includes the benefit of index-linked debt which 
S&P does not recognise.  As a result, neither of the two key ratios considered by rating 
agencies - Moody’s AICR and S&P’s FFO/debt - are presented in Ofwat’s DD. 

▪ Ofwat also fails to assess the key ratios against the relevant thresholds to conclude on 
the implied notional credit rating.  As we explain below, the purpose of a notional 
financeability test should be to confirm the consistency between the assumed credit 
rating in the WACC and outturn financial ratios. 

Conceptually, the purpose of the notional financeability test should be to confirm the 
consistency of WACC and outturn credit metrics 

As explained in detail in an earlier report by NERA submitted together with our business 
plan,40 the 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 (in Ofwat’s case, the assumed rating of A/BBB and 25bps outperformance) and 
the credit rating implied by the projected financial ratios under a notional financing structure. 

If the projected financial ratios imply that SEW cannot raise debt finance on the terms (i.e. 
credit rating) as assumed in the allowed rate of return of A/BBB including 25bps 
outperformance, this implies that Ofwat has not set overall revenues that allow us to have a 
reasonable prospect of recovering its costs.  In these circumstances, the allowed rate of 

                                                
 

39  Ofwat (July 2019), PR19 Draft Determinations, South East Water draft determination, p.52. 

40  See NERA (2018), SEW Financeability Assessment for PR19, section 2. 
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return cannot be considered reasonable and should be adjusted to ensure the consistency 
and integrity of the overall financial package for AMP7.   

Correcting Ofwat’s mistake in the calculation of notional ratios in the DD and applying 
rating methodologies shows SEW achieves notional rating of Baa2/BBB, inconsistent 
with Ofwat’s assumption of A/BBB rating in the WACC 

Correcting for Ofwat’s modelling mistake in the calculation of pension costs and applying the 
relevant rating agency methodologies, we calculate that Ofwat’s DD proposals lead to SEW 
achieving a notional rating of Baa2 from Moody’s and BBB from S&P. 

The key notional ratios implied by Ofwat’s DD calculated using Moody’s and S&P's 
methodologies are shown in Table 2-6 and Table 2-7 below.   

Table 2-6: Corrected Moody’s credit metrics from Ofwat’s DD support a Baa2 notional 

rating 

 AMP7 Average 

AICR  1.40 

Gearing  60% 

FFO/Net Debt  9.4% 

RCF/Net Debt  7.4% 

Source: NERA calculations based on SEW notional PR19 Ofwat DD model 

Table 2-7: Corrected S&P’s core credit metrics from Ofwat’s DD support a BBB notional 

rating 

 AMP7 Average 

FFO/debt  8.4% 

Debt/EBITDA 7.7x 

Source: NERA calculations based on SEW notional PR19 Ofwat DD model 

Combining the Moody’s ratios with the qualitative factors, as discussed in Appendix A.1, 
supports an overall notional rating from Moody’s grid of Baa2 under Ofwat’s DD.  Similarly, 
using the Moody’s specific guidance for UK water companies (as shown in Table 2-3 above), 
an average notional AICR over AMP7 of 1.40 lies in the middle of the range required for 
Baa2 rating. 

For S&P, the average notional FFO/debt lies in the range of 6-9% which supports an 
“aggressive” financial risk profile and an overall BBB rating from S&P under Ofwat’s DD (as 
shown in Table 2-4 and Table 2-5). 

The implied notional rating of Baa2/ BBB is inconsistent with the credit rating assumed by 
Ofwat in the calculation of the DD WACC of A/BBB, revealing an inconsistency in Ofwat’s 
financial proposals for AMP7.  Indeed, Ofwat has also assumed that water companies would 
be able to issue debt at 25 bps below the A/BBB index, which is unsupported by the outturn 
notional credit metrics. 

As explained above and by NERA in their earlier report, this inconsistency should be 
addressed by Ofwat by adjusting the allowed rate of return to ensure SEW can achieve 
notional credit metrics consistent with the credit rating assumed in the WACC (of A/BBB), to 
restore the consistency and integrity of the overall financial package for AMP7.  

The notional financeability results of Ofwat’s DD further confirm our assessment from section 
1.1.1 that Ofwat’s DD WACC is inadequate for AMP7.  Ofwat’s overall DD revenue control is 
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inconsistent with its own overarching objective to promote financial resilience at PR1941 and 
it is inconsistent with Ofwat’s statutory duty to ensure that water companies are able to 
finance the proper carrying out of their functions. 

1.2. We Require an Additional 1.4% PAYG Adjustment if Ofwat DD WACC is 
Applied to Support Notional Financeability 

As explained in section 1.1.1, we disagree with Ofwat’s DD WACC for the wholesale 
business of 5.14% (nominal).  In this section, we explain that if Ofwat were to continue to 
apply its DD WACC, we would require an additional adjustment to the PAYG determined at 
the DD of 1.4% to ensure SEW remains notionally financeable under Ofwat’s DD WACC (for 
a total PAYG adjustment of 4.8%).  A further PAYG adjustment would be required if Ofwat 
were to lower its WACC at FD because, as explained further below, we do not believe that 
SEW would remain notionally financeable during AMP7 if Ofwat were to further reduce the 
WACC.  In addition, if the AICR were to fall below 1.20, then no PAYG adjustment would be 
able to offset the weakness of the AICR ratio and improve the notional credit rating under 
Moody’s grid. 

The list of issues we examine in this section are:  

 Ofwat’s reduction in the WACC at DD exacerbates notional financeability issues 
implied by Ofwat’s “early view” WACC; 

 the adoption of a lower DD WACC requires an additional adjustment to PAYG of 
1.4% to ensure SEW is financeable on a notional basis (4.8% PAYG adjustment in 
total);  

 even with a 4.8% PAYG adjustment, we recover a lower proportion of costs from 
today’s customers compared to future customers relative to industry average; and  

 a further reduction in WACC at FD would further compromise notional financeability. 

Ofwat’s reduction in the WACC at DD exacerbates notional financeability issues 
implied by Ofwat’s “early view” WACC 

As explained in the previous section, the implied notional credit metrics from Ofwat’s DD 
support a Baa2/BBB rating, which is lower than the A/BBB rating assumed by Ofwat in 
calculating the DD WACC. 

We have already raised the inconsistency between the assumed rating in Ofwat’s WACC 
and the outturn financial metrics for a notionally financed SEW in our business plan and IAP 
submission.  Applying Ofwat’s “early view” WACC to our business plan and IAP submission, 
we showed that a notionally financed SEW would achieve a Baa2/BBB rating if we were to 
use the “natural rate” of PAYG and RCV run-off, which is lower than the notional rating of 
A/BBB assumed by Ofwat in the WACC.  We also explained that the conceptually correct 
response would be for Ofwat to adjust the WACC to correct this inconsistency.42 

In the absence of Ofwat adjusting its “early view” WACC, at the IAP we applied a PAYG 
adjustment of 3.4% to improve the credit metrics of a notionally financed SEW to just achieve 
a rating of A/BBB in line with Ofwat’s assumption in the WACC.  As explained in section 
1.1.2 of this chapter, Moody’s unwinds the effects of PAYG adjustments in the calculation of 

                                                
 

41 Ofwat (April 2018) Putting the sector back in balance: Consultation on proposals for PR19 business plans, section 6. 

42 See NERA (2018), SEW Financeability Assessment for PR19, section 3.1. 
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AICR, but not for the other credit metrics, which implies that there is some scope to improve 
Moody’s rating using fast money adjustments.  At BP/IAP, we calculated that a PAYG 
adjustment of 3.4% above natural rates would allow us to achieve an overall rating of Baa1 
from Moody’s grid and A- from S&P.  However, we highlighted that Moody’s notional AICR 
would be unaffected by the PAYG adjustment and remain close to yet below the minimum 
threshold of 1.50 required for a Baa1 rating under Moody’s specific guidance for UK water 
companies (as shown in Table 2-3 above) and hence would continue to support a lower 
Baa2 notional rating.43   

Given Ofwat lowered the WACC at DD relative to its “early view”, our proposed PAYG 
adjustment of 3.4% would no longer be sufficient to allow us to achieve a notional rating of 
A/BBB in line with Ofwat’s rating assumed in the WACC and would instead result in a weaker 
Baa2/BBB rating, as discussed in section 1.1.2. 

Adoption of a lower DD WACC requires an additional adjustment to PAYG of 1.4% to 
ensure SEW is financeable on a notional basis (4.8% PAYG adjustment in total) 

We calculate that if Ofwat were to apply its DD WACC to our DD response, we would require 
an additional PAYG adjustment of 1.4% to allow SEW to achieve a notional rating of A/BBB 
consistent with Ofwat’s rating in the DD WACC.  Our calculation is based on the same 
approach as adopted at BP and IAP to support the adjustment of 3.4% under Ofwat’s “early 
view” WACC. 

If Ofwat were to apply its DD WACC, we would require a total PAYG adjustment of 4.8% 
(3.4% as per DD and an additional adjustment of 1.4%) to ensure financeability on a notional 
basis.  However, this is the minimum required adjustment: there is very limited headroom 
which puts pressure on the resilience of the notional company.   

Alternatively, NERA calculates that we would be able to achieve a notional rating of A/BBB 
under Ofwat’s DD WACC using the 3.4% PAYG adjustment as per Ofwat’s DD and an 
additional increase of around 0.2 % in the run-off rate.  However, rather than adjusting both 
levers, we propose to apply a single adjustment to the PAYG rate of 4.8% for simplicity, and 
to avoid changes to asset values and depreciation asset lives that underpin our natural run-
off rate. 

Even with a 4.8% PAYG adjustment, we recover a lower proportion of costs from 
today’s customers compared to future customers relative to industry average 

One reason why we require a PAYG adjustment above the natural rate to allow us to achieve 
a notional rating of A/BBB is that our run-off rate is the lowest among the industry, as shown 
in Figure 2.1 below.  The low run-off results in less headroom in our notional financial metrics 
which rely on operational cash-flows and explains why our notional ratios are weaker 
compared to industry peers. 

                                                
 

43 See NERA (2018), SEW Financeability Assessment for PR19, section 4.1. 
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Figure 2.1: Need for PAYG adjustment is driven by SEW’s low run-off relative to 

industry peers 

 

NERA analysis of Ofwat Draft Determinations for individual companies available at 
https://www.ofwat.gov.uk/regulated-companies/price-review/2019-price-review/draft-determinations/ 

Taking our calculated PAYG and run-off rates together, which jointly determine the amount of 
fast money recovered from current customers, and assuming Ofwat were to apply its DD 
WACC to our DD response, we would nevertheless recover a lower proportion of costs from 
today’s customers compared to future customers relative to industry average – just as we did 
at the last price review.  For example, NERA calculates that our customer bills would be 
around 5% lower than they would have been if we were to adopt the industry average PAYG 
and run-off rates included in Ofwat’s draft determinations for the water business, and 
assuming Ofwat were to apply its DD WACC to our DD response.  

A further reduction in WACC at the FD would further compromise notional 
financeability 

In the DD, Ofwat stated it would update its WACC calculation at DD which, using a cut-off 
date of 28 June 2019, could lead to a 37bps reduction in the Appointee WACC at FD.44   

We do not consider that a further reduction in WACC at FD would allow SEW to remain 
notionally financeable during AMP7. 

As explained above, Ofwat’s WACC proposals since its early view exhibit an inherent 
inconsistency between the assumed rating in the WACC and outturn financial metrics for a 
notionally financed SEW.   

We have calculated that PAYG adjustments are required to correct this inconsistency in the 
absence of Ofwat correcting the WACC. In response to Ofwat’s “early view” WACC, we 
calculated that a 3.4% PAYG adjustment would be needed, and, in response to Ofwat’s DD 
WACC, we calculated that a 4.8% PAYG adjustment would be needed. 

However, we also explained that Moody’s key ratio, the AICR, cannot be improved by PAYG 
adjustments, and this ratio continued to deteriorate under Ofwat’s proposals.  Using Ofwat’s 
early view WACC, we calculated an AICR which was close to but below the 1.50 threshold 
required by Moody’s for Baa1 rating under Moody’s specific guidance for UK water 
companies (as shown in Table 2-3 above).  Using Ofwat’s DD WACC, we calculated a 
weaker AICR of around 1.40, which lies in the middle of Moody’s range for UK water 
companies of 1.30-1.50 required for Baa2 rating.  Using Ofwat’s forecasted reduction of 

                                                
 

44  Ofwat (July 2019) PR19 draft determinations Cost of Capital technical appendix, p.6-8. 
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37bps to the Appointee WACC at FD, we calculate the AICR would fall even further to 1.27.45  
This lies below the minimum threshold of 1.30 to achieve a Baa2 rating under Moody’s 
specific guidance for UK water companies. 

If Ofwat were to lower the WACC even further at FD, additional PAYG adjustments would be 
required to improve the notional rating, which demonstrates that Ofwat’s financial package 
for AMP7 does not lead to a financially resilient notional company.  Indeed, given Moody’s 
general approach to applying penalties for particularly weak ratios as discussed in section 
1.1.2, if the AICR were to fall below 1.20 then no PAYG adjustment would be able to offset 
the weakness of the AICR ratio and improve the notional credit rating under Moody’s grid.46 

1.3. Notional and Actual Financeability Under Ofwat’s DD WACC 

In this section, we present the results of the notional and actual financeability assuming 
Ofwat were to apply its DD WACC to our DD response in the FD.  As explained in section 
1.2, in this scenario, we would require an additional PAYG adjustment of 1.4%, i.e. a total 
PAYG adjustment of 4.8%, to ensure SEW remains notionally financeable.  

The list of issues we examine in this section are: 

 assuming Ofwat’s DD WACC and 4.8% PAYG adjustment, SEW is financeable on a 
notional basis supporting a Baa1 rating from Moody’s and A- rating from S&P, but 
with limited headroom and therefore with limited resilience against operational 
shocks;  

 we assess actual financeability for the appointed business as well as total Company; 

 assuming Ofwat’s DD WACC and 4.8% PAYG adjustment, SEW’s appointed 
business is financeable on an actual basis supporting continuation of existing 
Baa2/BBB rating, but with limited headroom and therefore with limited resilience 
against operational shocks to a downgrade; 

 assuming Ofwat’s DD WACC and 4.8% PAYG adjustment, SEW’s total business is 
financeable on an actual basis supporting existing Baa2/BBB rating;  

 implications of a further reduction in WACC for the financeability of the actual 
company; 

 our commitment to reducing gearing over AMP7; 

 additional testing of our base case DD response for financial resilience for the actual 
company; and 

 financial mitigation in the event of extreme downside scenarios. 

Assuming Ofwat’s DD WACC and with a 4.8% PAYG adjustment, SEW is financeable 
on a notional basis supporting a Baa1 rating from Moody’s and A- rating from S&P, 

                                                
 

45  We also note that Ofwat’s DD financial model understates notional interest costs, given it assumes that interest is paid 
on the opening as opposed to average debt amount.  This results in understating the average notional cost of debt and 
overstating the notional AICR in the model. 

46 For the implications of Ofwat’s approach to the WACC and its financeabilty duty generally for the assurances we are able to 
provide please see SEW Board Assurance Statement (30 August 2019). 
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but with limited headroom and therefore with limited resilience against operational 
shocks  

We have assessed notional financeability for SEW’s appointed business, assuming Ofwat 
were to apply its DD WACC to our DD response and an increase in PAYG of 4.8% above the 
natural rate. 

To assess notional financeability, we draw on rating methodologies applied by Moody’s and 
S&P, as two of the agencies that provide rating reports for us, in line with our approach at BP 
and IAP response. 

As explained in section 1.1.2, Moody’s assesses credit rating based on a combination of 
qualitative factors (given a weight of 60% of the overall rating) and four key credit metrics 
(given a weight of 40% of the overall rating).  Table 2-8 below sets out a summary of 
Moody’s key financial ratios projected for AMP7, which, when combined with qualitative 
factors that Moody’s considers in its wider rating assessment set out in Appendix A.1, 
support a notional investment grade credit rating of Baa1 for AMP7. 

Table 2-8: Moody’s credit metrics for AMP7 support Baa1 notional rating for SEW (based 

on Ofwat’s DD WACC and 4.8% PAYG adjustment) 

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

AICR  1.37 1.39 1.41 1.43 1.44 1.41 

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

FFO/Net Debt  10.5% 10.4% 10.1% 9.9% 9.8% 10.1% 

RCF/Net Debt  8.5% 9.0% 9.3% 8.1% 7.8% 8.5% 

Source: NERA calculations based on SEW notional PR19 Ofwat model 

As shown in Table 2-8 and Appendix A.1Error! Reference source not found., the notional 
ratios include limited headroom to achieve the Baa1 notional rating, given we have 
calculated a minimum adjustment to the PAYG to allow us to achieve a borderline notional 
rating of Baa1 from Moody’s grid.   Therefore, our proposed PAYG adjustment allows for a 
Baa1 rating, but one that is not very resilient to operational or financial shocks that would 
lead to a downgrade. 

Indeed, the key Moody’s ratio, which is unaffected by PAYG adjustments (AICR of 1.41 on 
average over AMP7), is consistent with a weaker Baa2 rating based on Moody’s May 2018 
specific guidance for the UK water sector (as shown in Table 2-3).  At IAP, based on Ofwat’s 
“early view” WACC, we calculated an AICR for the notional business close to the Moody’s 
threshold of 1.5x for Baa1.  However, following Ofwat’s reduction in the DD WACC, the AICR 
falls to 1.41, in the middle of Moody’s range for Baa2, further demonstrating limited 
headroom and pressure on financial resilience for the notional company under Ofwat’s DD 
WACC. 

As explained in section 1.1.2, S&P assesses companies’ credit rating along two dimensions: 
i) business risk profile and ii) financial risk profile.  Table 2-9 below sets out the S&P core ratios 
assuming SEW notional financial structure.  On average, we calculate S&P FFO/debt of 9.2 % 
over AMP7, which supports a “significant” financial risk profile, which combined with an 
“excellent” business risk profile, supports a notional investment graded credit rating of A- from 
S&P. (The detailed calculation of S&P ratios is set out in Appendix Error! Reference source 
not found.) 
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Table 2-9: S&P FFO:debt ratio support A- rating over AMP7 on notional basis (based on 

Ofwat’s DD WACC and 4.8% PAYG adjustment) 

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

FFO/debt  9.5% 9.4% 9.2% 9.0% 8.9% 9.2% 

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

Source: NERA calculations based on SEW notional PR19 Ofwat model 

As with the ratios calculated for Moody’s, the S&P ratios in Table 2-9 include limited 
headroom, given we have calculated a minimum adjustment to the PAYG to allow us to 
achieve a notional rating of A- from S&P for AMP7. 

The above notional ratios are close to the minimum thresholds required for Baa1/A- rating 
from Moody’s and S&P.  Any downside shocks, e.g. arising from asymmetric risk of ODI 
penalties (as recognised by Ofwat in its RORE assessment)47, totex underperformance or 
financial risks to RPI-ILD debt under CPIH indexation would result in the notional metrics 
dropping below the Baa1 level.   

We assess actual financeability for the appointed business as well as total Company 

Our assessment of actual financeability includes two aspects.  First, we assess actual 
financeability of the appointed business, as captured in the Ofwat financial model.  Second, 
we assess actual financeability of SEW’s actual business at the total Company level, based 
on our own internal modelling.  We consider the assessment of actual financeability of the 
total Company to be relevant, given this reflects the business which is assessed by credit 
rating agencies. 

There are some important differences between our modelling of actual financeability for the 
appointed business based on the Ofwat model and how rating agencies assess SEW’s 
financeability in reality.  The key ones include: 

■ All AMP7 revenues are in line with the PR19 DD Business Plan (we hold our IAP position 
on totex and ODIs); 

■ No out or under-performance is assumed in respect of the wholesale business over AMPs 
7 and 8; 

■ Borrowing costs are adjusted to reflect (1) the successful refinancing in 2019 and (2) 
forecast expectations for RPI and CPIH and LIBOR; 

■ Post-financeability adjustments are included based on Ofwat’s DD; 

■ The allowed WACC is in line with Ofwat’s DD WACC; 

■ Inclusion of non-appointed revenues and costs; and 

■ Higher tax paid predominantly due to higher revenue given the inclusion of financial 
projections relating to the non-appointed business. 

Our assessment reflects changes in our actual financing costs relative to our IAP 
submission, including the 21bps reduction in the allowed WACC and Ofwat’s updated (lower) 
inflation assumptions.   

Assuming Ofwat’s DD WACC and with a 4.8% PAYG adjustment, SEW’s appointed 
business is financeable on an actual basis supporting continuation of existing 

                                                
 

47  Ofwat (July 2019), PR19 Draft Determinations, South East Water draft determination, p.50. 
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Baa2/BBB rating, but with limited headroom and therefore with limited resilience 
against operational shocks to a downgrade 

We have assessed actual financeability for SEW’s appointed business, assuming Ofwat 
were to apply its DD WACC to our DD response and an increase in PAYG of 4.8% above 
natural rate. 

We assess actual financeability for the appointed business using Moody’s and S&P 
methodologies, in line with our approach at BP / IAP. 

Table 2-10 sets out the key Moody’s financial ratios for the appointed business calculated 
taking into account of our actual financial structure.   

Table 2-10: Moody’s credit metrics for AMP7 support Baa2 actual rating for SEW 

appointed business (based on Ofwat’s DD WACC and 4.8% PAYG adjustment) 

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

AICR  1.17 1.20 1.22 1.24 1.25 1.22 

Gearing  77% 77% 77% 76% 76% 77% 

FFO/Net Debt  7.8% 7.7% 7.6% 7.4% 7.4% 7.6% 

RCF/Net Debt  7.8% 6.8% 6.7% 7.1% 6.8% 7.1% 

Source: NERA calculations based on SEW actual PR19 Ofwat model 
 

Combining the credit metrics from Table 2-10 with the qualitative factors which Moody’s 
considers in its wider rating assessment set out in Appendix A.2, we calculate an investment 
grade credit rating of Baa2 on average over AMP7 for the actual appointed business, in line 
with our current rating from Moody’s. 

Table 2-11 sets out the key updated S&P financial ratios for the appointed business 
calculated based on our actual financial structure.  We calculate an FFO/debt, the key ratio 
considered by S&P, of 6.0% over AMP7.  The core ratios support an “aggressive” financial 
risk profile, which taken together with our “excellent” business risk profile, support an overall 
investment grade credit rating from S&P of BBB on average over AMP7 for the actual 
appointed business, consistent with our current rating from S&P. 

Table 2-11: S&P FFO:debt ratio supports BBB actual rating for SEW appointed business 

(based on Ofwat’s DD WACC and 4.8% PAYG adjustment) 

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

FFO/debt  6.3% 6.1% 6.0% 5.8% 5.8% 6.0% 

Debt/EBITDA  8.8x 8.9x 9.0x 9.1x 9.2x 9.0x 

Source: NERA calculations based on SEW actual PR19 Ofwat model 

 

Assuming Ofwat’s DD WACC and with a 4.8% PAYG adjustment, SEW’s total business 
is financeable on an actual basis supporting existing Baa2/BBB rating  

We have updated our assessment of financeability for the actual company (SEW Ltd) to take 

into account our response to the DD, including an increase in the PAYG adjustment we 

require and a 21bps reduction in the WACC. To assess our financeability, we draw on 

Moody’s and S&P’s rating methodologies, as two of the agencies that provide rating reports 

for us. 
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Table 2-12 sets out the key updated Moody’s financial ratios calculated taking into account 

our actual financial structure, including both appointed and non-appointed activity.  

Table 2-12: Moody’s credit metrics for the actual company (base case) 

 

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

AICR  1.35x 1.31x 1.37x 1.40x 1.41x 1.37x 

Gearing  76.3% 76.5% 76.6% 76.1% 75.9% 76.3% 

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

RCF/Net Debt  7.9% 6.6% 6.6% 6.6% 6.5% 6.8% 

Source: Actual company model  

Combining the credit metrics from Table 2-12 with the qualitative factors which Moody’s 

considers in its wider rating assessment, we achieve an investment grade credit rating of 

Baa2 which is consistent with our current rating from Moody’s. AICR for the actual company 

is consistently above our target level for Baa2 (1.3x), and on average 0.17x above the Baa2 

minimum threshold. 

 

Our analysis based on S&P’s latest methodology is shown in Table 2-13. 

Table 2-13: S&P’s credit metrics for the actual company (base case) 

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

FFO/debt  7.2%  6.8%  6.6%  6.6%  6.5%  6.7% 

Source: Actual company model 

Table 2-13 sets out the key updated S&P’s financial ratios calculated based on our actual 
financial structure. We calculate an FFO/debt, the key ratio considered by S&P’s, of 6.7% 
over the 2020 to 2025 period. The core ratios, taken together with our excellent business risk 
profile, support an overall investment grade credit rating from S&P’s of BBB, consistent with 
our current rating. 

On this basis we conclude that our plan for the actual company continues to achieve a 

Baa2/BBB rating and the actual company is financeable. This is consistent with our IAP 

assessment, although headroom is now more limited driven by the 21bps reduction in WACC 

at DD. 

Implications of a further reduction in WACC for the financeability of the actual 
company 

Ofwat has indicated the FD WACC could be 37bps lower than the DD WACC based on the 
latest market evidence. We have assessed the effect of a 37bps reduction on the actual 
company as per SEW.LR.A2. The results are set out in Table 2-14 below. 
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Table 2-14: Moody’s credit metrics for the actual company (base case) including a 

further 37bps reduction in the WACC 

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

AICR  1.23x 1.20x 1.25x 1.28x 1.30x 1.25x 

Gearing  76.3% 76.5% 76.6% 76.1% 75.9% 76.3% 

FFO/Net Debt  7.7% 7.3% 7.3% 7.3% 7.2% 7.3% 

RCF/Net Debt  7.9% 6.7% 6.7% 6.7% 6.5% 6.9% 

Source: Actual company model 

A further 37bps reduction in the WACC would weaken credit metrics but – all else being 
equal – would not result in a rating downgrade for the actual company. It is possible that the 
actual company would be on negative outlook as AICR would fall below the 1.3x target. 

In this case our ability to maintain a Baa2 rating would be predicated on our non-appointed 
income and the financial headroom this provides. We therefore conclude that a further 37bps 
reduction in the WACC would not support a financeable outcome for the Appointee based on 
the actual financing structure. 

We remain committed to reducing gearing over AMP7 

We remain committed to de-levering over AMP7 and our shareholders will inject £54m in 
2019, which will allow us to de-lever to 75.4% by the end of AMP7. The projected level of 
gearing has increased slightly from the IAP position due to a lower opening RCV, lower 
inflation and a lower cost of capital.  

Our projected level of gearing (75.4% by the end of AMP7, based on Ofwat’s methodology) 
remains well below our covenanted level of 85%. Furthermore, there are features of our 
capital structure which reduce our overall risk profile. For example, our risk profile in many 
ways is consistent with a Baa1/BBB+ credit rating, exemplified through our recent refinancing 
which indicated that investors view our credit as equivalent to Cadent Gas Ltd which is rated 
Baa1/BBB+. 28% of total debt raised was at competitive rates, signalling lenders are 
confident in our actual structure as it stands, notwithstanding the proposed de-gearing. Our 
recent refinancing exercise means we have limited refinancing needs moving into AMP8. 

We acknowledge that higher gearing would incur a higher expected penalty for ‘gearing 
outperformance’, which we have reflected in our DD response financial projections. We have 
considered the impact of our revised target gearing on the gearing penalty mechanism 
proposed by Ofwat in their final methodology. As a result of the lower DD WACC, the AMP8 
penalty is expected to be £1.4m less than our estimate at IAP. We continue to fundamentally 
disagree with this penalty, however we have incorporated an estimate of the penalties 
associated with Ofwat’s gearing outperformance mechanism in our AMP8 financial 
projections, as directed by Ofwat. 

Additional testing of our base case DD response for financial resilience for the actual 
company 

We regularly review and consider the risks to which the business is exposed and potential 
impacts on viability on an ongoing basis; this includes structured, systems-based risk 
identification processes and management controls, robust budgeting and forecasting and 
continuous sensitivity analysis.  
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Principal risks represent all factors that could prevent the Company from delivering its 
strategic objectives and business plan. As a result, not all principal risks translate directly into 
a downside sensitivity. The Company has considered the principal risks set out above as well 
as uncertainties for the Company and their potential impact on viability. Where it is deemed 
that (1) a principal risk is likely to occur and (2) the financial impact could be material, the 
implications for financial resilience are assessed in the LTVS through defined downside 
sensitivities  

Based on the principal risks, we have identified below the relevant risk factors that may 
cause a negative impact on the financial position of the Company. We then construct 
downside sensitivities focusing on different combinations of the risk factors.  

Our sensitivities combine qualitative and quantitative criteria and cover the following risk 
factors to assess their impact on liquidity and compliance with financial ratios until March 
2029: 

• Outturn inflation under forecast: Inflation risk primarily relates to the fact that the price 
control is in real terms and the allowed revenue moves up by a designated inflation figure 
(CPIH for PR19) while some of the costs are fixed in nominal terms. This means that, when 
inflation is lower than was assumed when the real-term costs were calculated, the Company 
will face the risk of underfunding on these elements.  

• Interest rate above forecast: Interest rate risk can result in an increase in borrowing rate 
for new debt raised, and it can increase the borrowing cost for any floating rate debt.  

• Revenue losses/financial penalties: Revenue risk may manifest itself as wholesale 
revenue under recovery, as the amount that the vast majority of our customers pay depends 
on the amount of water they consume.  

• Financial penalties: We have also considered the risk of financial penalties in this 
category to capture the possibility of the Company receiving (non ODI) fines from regulators.  

• Compensation payments: Compensation payments can be due to one-off unexpected 
events, such as major incidents caused by severe weather events or critical asset failure. 
The recent freeze/thaw event provides a good example of the level of compensation 
payments the Company can incur.  

• ODI penalties: The effect of ODI penalties as a result of Company underperformance or 
unexpected adverse conditions may materialise within the AMP7 period, and has been taken 
into account in our assessment. 

• Totex overspend: Totex overspend is a risk that we have assessed carefully when 
considering scenarios of Company underperformance, as well as unexpected costs due to 
severe weather-related incidents.  

• Retail cost overspend: Retail cost to serve forms a part of the allowed revenue, which the 
Company may underperform against for reasons such as cost escalation and bad debt.  

We are confident the principal risks to our business (as identified in our LTVS) remain the 
same based on our Company representation.  

Sensitivity tested Specification of sensitivity  

Macroeconomic shock - 
High inflation and 
interest/low inflation and 
interest 

The Company’s revenues are linked to inflation. Low or 
negative inflation tends to adversely impact profits and 
cash flows as decreases in revenues exceed decreases 
in costs. 
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Totex underperformance Significant overspending could result in a deterioration in 
financial metrics and performance, which could impact 
on the Company’s liquidity and credit rating. 

ODI penalty Failure to deliver performance at the committed level can 
lead to significant ODI penalties. 

Severe major incident The Company’s risk management process has identified 
a number of risks including extreme weather events that 
might have a significant impact on the Company’s 
operational and financial performance. This scenario 
considers a severe major incident comparable to the 
freeze/thaw in 2018. 

Sustained adverse 
conditions 

The Company’s risk management process has identified 
a number of risks including a deflationary environment. 
This scenario considers a combination of low inflation 
and cost overspending. 
Significant overspending could result in a deterioration in 
financial metrics and performance, which could impact 
on the Company’s liquidity and credit rating. 

Pervasive under-
performance 

The Company’s risk management process has identified 
a number of risks including extreme weather events and 
failure of key assets that might have a significant impact 
on the Company’s operational and financial 
performance. 
This sensitivity will focus on shorter-term external shocks 
potentially caused by the wider economy, weather 
conditions, or a combination of the two, leading to a 
short-term adverse effect on multiple risk factors.  

Severe scenario The Company’s risk management process has identified 
a number of risks including extreme weather events and 
failure of key assets that might have a significant impact 
on the Company’s operational and financial 
performance. 
The combined scenario represents a situation where 
several of the severe scenarios above occur 
simultaneously. 

 

The results of the additional stress testing for each of the scenarios above are set out below 
in Table 2-15. 

Table 2-15: Impact of severe but plausible shocks on key credit metrics 
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Scenario 
AICR 

(Moody’s) 

FFO/Net 
Debt 

(Moody’s) 
FFO/Debt 

(S&P) 
Moody’s 

rating 

Macro shock – high inflation and 
interest 

1.41x 7.9% 6.4% Baa2 

Macro shock – low inflation and 
interest 

1.32x 7.6% 7.1% Baa2 

Totex – underperformance 1.25x 7.3% 6.2% Baa2* 

ODI – penalty 1.27x 7.4% 6.3% Baa2* 

Severe major incident 1.35x 7.7% 6.6% Baa2 

Sustained adverse condition 1.21x 7.2% 7.2% Baa2* 

Pervasive under-performance 
(extreme downside) 

1.15x 7.0% 6.1% Baa3 

Severe scenario 1.21x 7.2% 6.0% Baa2* 

Source: Actual company model. Baa2* denotes Baa2 (negative outlook); as Moody’s AICR is 
below the 1.30x target in these scenarios the Company could be placed on negative outlook 
at the Baa2 rating could be at risk. 

A number of the downside sensitivities that we have assessed could put SEW’s Baa2 rating 
at risk. However, only the most extreme downside (‘Pervasive under-performance’) reduces 
Moody’s AICR below the 1.20x threshold on average over AMP7. In the absence of 
mitigating actions, this scenario is likely to result in a downgrade to Baa3. It is expected that 
we would maintain our investment grade credit rating in all sensitivities modelled.  

Overall, the results of our assessment reveal that none of the stress-testing scenarios would 
lead to a default event in servicing the Company’s debt, nor would they lead to any adverse 
impact on customer service or the Company’s ability to carry out normal operational 
activities.  

Furthermore, none of the scenarios resulted in an impact on the Company’s expected 
financial metrics that could not be reasonably mitigated using the existing safeguards within 
the Company’s financing structure. 

 
Financial mitigation in the event of extreme downside scenarios 

 
The terms on which our lenders invest in our business include enhanced protection 
measures for our lenders and reinforce many aspects of our licence. 

The `lock up covenant’, at which point we must not make payments to our shareholders, is 
set at 85% net debt to RCV. 
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In addition to our commitments to de-gear, we have access to substantive undrawn bank 
facilities including our capex and working facilities (available until 2022) which have been 
refinanced with a replacement facility of circa £125m around 12 months prior to maturity. We 
also have access to £57m of designated undrawn stand-by bank facilities comprising of 
£38m which can be used, if necessary, to fund debt interest costs, and a further £19m to 
fund our operating costs and maintenance costs. We maintain these facilities under the 
terms agreed with our lenders. 
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3. Further evidence on Interventions   

 SEW.RR.A1 

3.1.1 Ofwat’s Intervention 

‘Intervention required.  

The Company has provided its arguments for the downside skew in its RoRE risk range for 
totex. However, our monitoring financial resilience report for 2018 shows that South East 
Water has achieved cost outperformance of 1.5% measured in RoRE terms in 2015-18; 
which is greater than the overall upside South East Water considers possible on a P90 basis 
in its business plan.  

The Company should consider further its assessment of its totex range in response to the 
draft determination in the context of its reported past performance.’ 

3.1.2 Our response 

We note that Ofwat’s observation on our achieved outperformance in 2015-2018 does not 
provide a complete picture of the entire period of AMP6. In particular, the outperformance in 
the two last years of AM6 is significantly lower than those three years to which Ofwat refers. 
Taking all five years together, the average totex outperformance seen in AMP6 is well within 
the upside totex scenario in our analysis.  

We therefore do not propose to change our analysis on the upside and downside scenarios 
of totex from our original and updated business plan analysis. We provide below in detail our 
methodology and analysis in estimating the upside and downside for our AMP7 totex 
performance. 

Methodology 

In identifying any potential variation on totex, we have considered evidence from recent 
industry totex performance as well as SEW’s own past experience, combined with our 
judgement on the degree to which management mitigation can dampen the adverse effect in 
the low case scenario. 

According to APRs from companies in previous years, some companies have been able to 
outperform the totex allowance, whilst others have under-performed. However, for the 
assessment of potential variation in totex performance for AMP7, it is not the absolute AMP6 
performance that matters but the relative variation between companies. In comparing 
different companies’ performance against their respective target, we acquire a distribution of 
variation with which we can study the P10 and P90 scenarios. This could help identify what a 
high and low case could be for a Company relative to the target allowance at AMP7, 
regardless of how the target actually will be set in Ofwat’s PR19 final determination. 

Our analysis shows that taking the average Company’s relative performance as a central 
scenario, the P10 and P90 scenarios point to a -8% and +8% difference from the central 
scenario (negative denoting higher costs than average and positive denoting cost savings). 
We consider this already captures companies’ management mitigation efforts as the data is 
based on actual out-turn performances rather than theoretical scenarios of cost elements 
that could vary from target to target. However, as this is the P10/P90 over one year, the 
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P10/P90 of the entire AMP is unlikely to be simply a repetition of the yearly P10/P90 for five 
years. 

We therefore consider a slightly lower five-year average outperformance of 5% per year for 
five years is more likely to reflect the P90 scenarios for the entire AMP. Ofwat pointed out 
that our actual out-turn outperformance in the year 2015-2018 was higher than the upside in 
this analysis. We note, however, that these three years alone are not representative of the 
entire AMP6. Table 3-1 shows the outperformance in each of the five years within AMP6 (the 
last year is based on current latest forecast data). 

Table 3-1: Outperformance in AMP6 

2015-16 2016-17 2017-18 2018-19 2019-20 

2.4% 7.5% 9.6% 2.1% -3.2% 

Source: Frontier analysis 

It can be seen that the average out-performance in 2015-2018 is 6.5%, which is indeed 
higher than our P90 estimate of 5%. However, if the entire AMP6 is taken into account, the 
average is only 3.7%. This is well within our P90 of 5%.  

Equally, we consider an average under-performance of -5% per year for five years is more 
likely to be the P10 scenario for the entire AMP7. However, we draw attention to the 
possibility of asymmetric downside cost risks such as asset health related and weather 
related incidents which could materialise but which do not have the equivalent upside 
potential. In our P10 case, we have therefore considered a scenario where the Company 
under-performs at -8% for the first three years of the AMP, followed by a -5% performance in 
the remaining two years. This reflects the asymmetric downside costs, our observation that 
such downside risks usually tend to be temporary, and our assumption that management 
intervention within the first three under-performing years would have resulted in at least 
partial alleviation of the problem and some recognisable improvement. 

 SEW.RR.A2 

3.2.1 Ofwat’s Intervention 

‘Intervention required.   

South East Water has completed the action. In particular the Company has provided 
evidence of its recent fund raising through a number of tranches at a reasonable cost of debt, 
as well as the protection provided by the covenanted debt structure, alongside the 
commitment to provide an equity injection to de-gear to 75%.  

However, we consider that certain financial ratios provide limited headroom against the 
target credit rating which in turn provides just one notch headroom to a minimum investment 
grade rating as set out in ‘Aligning risk and return technical appendix’.    

We are not intervening in respect of the financial ratios achieved under South East Water’s 
actual financial structure in our draft determinations as it is South East Water that is 
responsible for ensuring it maintains financial resilience and the financeability of its activities 
over the long term.    

Pursuant with action SEW.LR.A5 on financial resilience we expect the Company to provide 
further assurance that the targeted gearing level and credit rating for its actual financial 
structure are consistent with maintaining financial resilience in the long term.’ 
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3.2.2  Our response  

We have reviewed our targeted credit rating for our actual corporate structure and are 
satisfied that a Baa2/BBB credit rating remains appropriate.  

A proposed credit rating of Baa2/BBB has proven to show that we are financially resilient, 
over time, and not least as shown by the recent successful completion of our large 
refinancing exercise in which we were able to raise around 28% of our total debt at 
competitive rates. This is the first time we have raised debt in the US Private Placement 
market and we were well received. 

Furthermore, a Baa2/BBB rating is also not uncommon within the industry. For example, at 
the last price review, we and South Staffs Water were both rated Baa2/BBB. This number 
has increased to four at the present date (South East Water, South Staffs Water, Southern 
Water and Yorkshire Water). 

Demonstrating financial resilience 

We have recently completed the re-financing of our maturing debt ahead of the start of the 
2020 to 2025 period, including: 

• Raising £175m in a private placement, consisting of £75m fixed rate debt for a 12-
year period at a cost of 2.94% and £100m fixed rate debt for a 23 year period at a 
cost of 3.22%; 

• Raising £120m loan at a floating rate cost of LIBOR + 1.2%; and 

• Securing an equity injection from our shareholders to de-gear the Company to 75%. 

The total funds raised of £349m will be used to fund the circa £306m of debt that matures on 
30 September 2019, and the excess will be used to pay down the drawings on our capex 
facility. 

On this basis, we maintain that the successful completion of our refinancing is a further 
demonstration of our financial resilience. 

Covenanted debt structure 

Our covenanted debt structure will provide protection to customers in the event of financial 
stress and is simpler than those adopted by other companies in the sector.  

In addition, our covenant structure comprises measures that protect customers in a situation 
of financial stress. We have adopted a simpler financial structure than some of our peers 
which puts downward pressure on our ratings. 

Financial mitigation 

Our “lock-up” covenant is set at 85% and has provided sufficient mitigation for lenders to 
support our business. We have further reinforced our commitment to maintaining long-term 
resilience by de-gearing over the AMP, although this has not been mandated by our lenders. 
We also have substantial undrawn facilities which can be used to fund debt servicing to 
prevent a downgrade to our credit rating. 
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Financeability assessment for the actual company (base case financial projections) 
based on our DD response 

For our financeability assessment of Actual Financeability, see section 1.3. 

 SEW.RR.C1 

3.3.1 Ofwat’s intervention  

‘South East Water's approach to setting PAYG rates is to recover operating expenditure and 
capitalised infrastructure renewal expenditure. The application of efficient totex in our draft 
determination has resulted in a change to the mix of opex and capex in totex to the extent 
that PAYG rates are no longer aligned with South East Water's stated approach. 

We are making a technical intervention to align PAYG rates to South East Water's stated 
approach of recovering operating expenditure plus capitalised infrastructure renewal 
expenditure for each year for each wholesale control.’ 

3.3.2 Our response 

Ofwat has not required us to make an intervention in relation to this action.  

Ofwat’s allowance for wholesale totex at DD increased by £47m compared to its IAP 
assessment. We have taken the decision to not alter our September business plan costs in 
the IAP or for the DD. This results in a wholesale totex shortfall of £139m compared to the 
DD. 

We calculate the PAYG natural rate as operating costs per our statutory accounts plus all 
IRE (including the portion of IRE which is capitalised in our statutory accounts) for both water 
resources and water network in line with Ofwat’s guidance48. This is consistent with our 
approach at IAP, PR14 and consistent with Ofwat guidance for PR1449.  

In line with our Business Plan and IAP submission, we calculate our wholesale water natural 
rate for our DD response to be 59% on average over AMP7 and we believe this appropriately 
reflects the nature of the underlying capex and opex.  

Table 3-2 sets our natural rate for each control and Ofwat’s DD intervention: 

Table 3-2: “Natural” PAYG rates for wholesale water 

 2021 2022 2023 2024 2025 

BP and IAP – WN+ 51.67% 55.63% 57.10% 62.84% 63.32% 

Ofwat DD - WR 51.67% 55.63% 57.10% 62.84% 63.32% 

BP and IAP – WN+ 66.14% 55.99% 53.58% 60.93% 58.61% 

Ofwat DD – WN+ 66.51% 56.28% 53.86% 61.32% 59.00% 

                                                
 

48 Ofwat (December 2017) Delivering Water 2020: Our final methodology for the 2019 price review, p.193 

49 Ofwat (December 2014), Final price control determination notice: policy chpater A8 – financeability and affordability 
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Source: SEW data tables and Ofwat DD  

At DD, Ofwat made a technical amendment to its calculation of PAYG to be consistent with 
SEW’s approach. Ofwat has (with minor differences) endorsed our approach and determined 
the same PAYG rate at DD as we adopted in our September and IAP plans.50 

We nonetheless consider it is appropriate to comment on Ofwat’s approach to determining 
the natural PAYG rate for the level of totex funded at DD, notwithstanding our response to 
the DD which assumes totex consistent with our plan submitted in response to the IAP.  

We have reviewed Ofwat’s DD and considered whether the natural rate above would remain 
appropriate for this lower level of totex. Our starting point is as follows and is shown in Table 

3-3: 

 All IRE is classified as operating costs (consistent with our approach at IAP, BP and 
PR14).  

 Allocation of Ofwat’s aggregated base allowance across opex and capex is in line 
with our IAP proposal  

 Allocation of Ofwat’s enhancement expenditure is as detailed in Ofwat’s models.  

Table 3-3: Composition of Ofwat’s DD Totex allowance 

£m WR WN+ Wholesale 

Modelled base Opex 46.7 272.7 319.4 

Base capex - IRE 4.8 74.4 79.2 

Base capex - MNI 11.3 118.2 129.4 

Enh opex incl in base -1.5 -4.5 -6.0 

Enh capex incl in base 0 57 57 

Base allowance 61.3 517.8 579.1 

Unmodelled base opex 18.9 90.5 109.4 

Base totex 80.2 608.3 688.4 

Enhancement Opex 5.6 0 5.6 

Enhancement capex – gross 32.7 139.6 172.3 

Enhancement totex - gross 38.3 139.6 177.9 

Totex (gross) 118.5 747.9 866.4 

                                                
 

50 0.3% difference in water network plus control 
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G&C 0 -60.4 -60.4 

Totex - net - to Cost Sharing 118.5 687.5 806.0 

Source: SEW analysis of Ofwat DD  

However, the underlying balance of costs across opex and capex based on the above would 
not reflect how we would seek to deliver best outcomes for customers if Ofwat’s Final 
Determination does not allow the efficient costs we have proposed in our plan.  

We have reassessed the split of opex and capex that would be required to allow us to 
achieve the outcomes we are committed to providing for our customers. For instance, at DD, 
Ofwat has not funded £10.5m of enhancement opex which we require to meet our PC 
concerning leakage targets. In practice, it would be necessary to re-allocate capex to opex to 
ensure that this critical operating expenditure is funded.  

Our view generates a wholesale natural rate of 66.4% (64.1% for WR and 66.7% for WN+) 
and we propose that this should be applied if Ofwat adopts a similar position on totex at FD. 
We welcome engagement with Ofwat in the event our IAP position is not granted at FD in 
order to determine the most appropriate “natural” PAYG rate for the FD allowance. 

 SEW.RR.C2 

3.4.1 Ofwat’s intervention: 

‘We are intervening to adjust South East Water’s risk range for the cost of new debt to 100 
bps on the upside and 25 bps on the downside. This intervention is consistent with the PR19 
methodology. It is also consistent with historical data on bond issuance costs in the sector 
compared to our benchmark index for the cost of new debt. However, as set out in the Risk 
and return technical appendix, we are considering the assessment of debt cost risk further 
for the final determination.’ 

3.4.2 Our response 

In our response to Ofwat’s query (query number SEW-DD-RR-002, we have provided 
additional evidence regarding our analysis of the risk range for financing costs. In particular, 
we have explained that our analysis included not only the risk on the cost of new debt, but 
also the cost of embedded fixed-coupon nominal debt regarding out-turn inflation being 
different from Ofwat’s assumed inflation when calculating the real WACC. 

As Ofwat is yet to confirm its final approach on this for the final determination, we await 
further guidance from Ofwat regarding any eventual treatment of risk on the cost of 
embedded nominal fixed-coupon debt, as per our analysis. In the meantime, we have 
therefore retained our methodology as adopted in our original and revised business plan. For 
completeness, we explain our detailed methodology below. 

Methodology 

New debt 

For the cost variation of new debt, the risk factor lies in how the Company’s issuance of debt 
compares to the market benchmark used by Ofwat for the indexation mechanism. This is 
because the indexation mechanism trues up the allowance on the cost of new debt to the 
benchmark, so that any residual out/under-performance in relation to the benchmark affects 
the Company’s RoRE. As with the risk assessment for other cost items, for the sake of 
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simplicity, we assume that the central case cost would be equal to Ofwat’s allowance. What 
this analysis focuses on is the cost risk variation around the central scenario. 

To identify a reasonable range for the cost variation, we turn to historic data on water 
companies’ corporate bond issuances. More specifically, we compare the coupon on the 
latest bonds issued by water companies in the corporate bond market with the yield on the 
average between A-rated and BBB-rated iBoxx benchmarks (we initially used the A-rated 
benchmark only, but have now switched to using both A-rated and BBB-rated as per Ofwat’s 
suggestion). We look at the coupon rate of each new issuance over/under the market index 
yield to maturity on the date on the issuance, in order to acquire a proxy for over/under 
performance compared to the market.  

In order to allow for any discrepancy created by the cost of financing not included in the 
coupon rate (such as fees), we do not focus on the level of out/under performance as such, 
but instead concentrate on the distribution of such out/under performance around the 
average, in order to identify the range in which a water Company’s newly issued bond is 
likely to perform in relation to the market benchmark (which is why following Ofwat’s 
suggestion of switching to A-rated and BBB-rated indices does not change our results).  

Our findings, based on ten water bonds issued by WaSCs (water and sewerage companies) 
and Affinity Water since 2012, suggest a rounded P10/P90 range of -40 bps/ +40 bps away 
from the average performance. 

Embedded debt 

Apart from the cost variation risk that new debt faces, there will also be inflation risk on the 
existing embedded debt that is not linked to inflation. This is applicable predominantly to 
nominal fixed coupon debts. Because the cost of debt allowance is in real terms, the higher 
the out-turn inflation, the higher the effective allowance will be relative to the actual cost of 
these nominal fixed coupon debts. 

We assume a low and high scenario of out-turn inflation rate at -1%/+1% in relation to the 
assumed inflation rate (i.e. if the assumed inflation is 2% CPIH, then our low and high case 
inflation rates are 1% and 3% respectively). This is in line with the analysis carried out for our 
LTVS. This may be a narrower range than the P10/P90 inflation risk suggested by historic 
evidence. However, as there may be a relation between inflation rate and general cost level 
(e.g. higher inflation may lead to higher costs due to labour and material), we consider that a 
narrower range on the inflation variation could take account of this offsetting effect. 

 SEW.RR.C3 

3.5.1 Ofwat’s Intervention 

‘We are intervening to align the RoRE risk ranges for outcome delivery incentives in our risk 
and return assessment with the ranges determined under our Outcomes framework.’ 

3.5.2 Our response 

 

In the DD, Ofwat presents its calculations of our RoRE range for ODIs.  These RoRE ranges 

presented by Ofwat are calculated on the basis of its own assumptions for our P10/P90 

levels. 

“We consider an adjustment is necessary where the Company’s P10 performance estimate 

appeared to be an outlier or unrealistic…Where we adjust the P10 performance levels, we 
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apply the industry average proportionate distance between the performance commitment 

level and P10 level to the Company’s performance level where we have concerns about the 

Company’s P10 performance value being an outlier or unrealistic. The rationale is that the 

resulting P10 remains Company-specific as it is centred on the Company’s own performance 

level, but reflects industry wide information on extent to which performance varies around 

target.”51 

We are particularly concerned about this amendment in Ofwat’s DD, as we do not agree with 

the approach that Ofwat has adopted or the resulting P10 levels. In our view, these amended 

P10 levels are not appropriate and this results in an underestimate of the potential risk to 

which the DD exposes us.  

In general, we consider that our approach to the assessment of P10 and P90 figures for 

ODIs as set out in our business plan remains appropriate.  Nevertheless, we have reviewed 

the P10 performance levels that we submitted in our original business plan, and have 

amended some of them slightly, now that we have more available data (e.g. we have an 

estimate of our performance for 2019/20). These are set out in detail in of Chapter 2: 

Delivering outcomes for customers of our DD response. 

We note that all of our assumptions are based on us being allowed the level of totex that we 

submitted in our September 2018 business plan and we maintain that we still need this same 

level of totex, as explained in Chapter 3 of our response to Ofwat’s DD. If Ofwat chooses not 

to allow us this level of required expenditure, then our P10 performance levels will be further 

away from our PC levels, as lower cost allowances would lead to an increased likelihood that 

our performance will be worse. 

 

 SEW.RR.C4 

3.6.1 Ofwat’s Intervention 

‘We expect companies to update their overall RoRE risk range analysis in updated App26 
submissions as part of their response to the draft determination. This should take account of 
the guidance we have provided in the ‘Aligning risk and return technical appendix’ that 
accompanies our draft determination and ‘Technical appendix 3: aligning risk and return’ 
published with the IAP, and the context that achieved cost and outcomes performance has 
been positively skewed at a sector level in previous price review periods. Companies are 
strongly incentivised to achieve and outperform regulatory benchmarks. Therefore where 
companies consider there to be a potential downward skew in forecast risk ranges for 
returns, we expect companies to provide compelling evidence that this is expected to be in 
the context of expected performance delivery of the Company, taking account of the 
Company’s reported level of actual performance delivered in 2015-19 and taking account of 
the steps it is already taking or plans to take to deliver against regulatory benchmarks and 
mitigate downside risk.’ 

                                                
 

51  Ofwat (2019) Draft Determination, Delivering outcomes for customers policy appendix, p. 117-118 
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3.6.2 Our response 

We have reviewed all of the elements of our RoRE range in the updated App26.  We have 

taken account of Ofwat guidance, historical performance (including the most up-to-date 

information), as well as the context of a regulatory framework where companies are 

incentivised to improve and optimise performance (irrespective of where the benchmarks are 

set).  The assessment of P10 outcomes also takes account of efficient management 

responses to mitigate downside risk. 

Nevertheless, the result of this updated assessment shows that there remains a material 

downward skew in the RoRE range.  This downward skew primarily arises from Ofwat’s 

methodology for PR19, including asymmetric incentives for ODIs and C-MeX alongside very 

stretching PC levels and cost benchmarks. We note that Ofwat considers the PC levels to be 

P50 levels for a notionally efficient company; however we disagree with this view. Ofwat has 

used comparative information and set PC levels with reference to upper-quartile levels of 

performance for a number of PCs, or at least used comparative information to justify its 

amendments to proposed PC levels.  It is not realistic to assume a notionally efficient 

company can perform relatively well on all outcomes, as well as being an upper-quartile 

company on costs. Ofwat’s approach is therefore fundamentally flawed. 
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 Other amendments 

 Treatment of funded pension payments to repair pension scheme deficits in 

the published Ofwat Draft Determination model  

In our September 2018 business plan and IAP response we assumed in our plan and base 
case financial projections for the notional company that we would (1) recover pension deficit 
repair costs in line with IN 13/07 (extracts below); and (2) incur costs equal and opposite to 
the revenue allowance provided for the recovery of deficit repair costs. We assumed forecast 
costs equal to the allowance provided, notwithstanding that we expect to incur costs in 
excess of the allowance provided, as we will incur unfunded as well as funded deficit repair 
costs: 

 For us to set companies’ price controls, we need to consider the reasonably efficient 
level of costs [emphasis added] that they are likely to incur in providing water and 
wastewater services.  

 All the companies have operated defined benefit pension schemes for their 
employees. The estimates of liabilities of these schemes typically exceed the 
estimates of assets – they have a deficit. So, additional contributions (pension deficit 
repair costs) or other interventions are needed to close these deficits. These costs 
are separate from companies’ ongoing costs of contributing to pension schemes 
[emphasis added] 

 For most companies, we based their price control allowance for pension repair costs 
on them having a 10- to 15-year deficit repair period starting in 2009 or 2010. We also 
assumed that they would recover about 50% of these costs from customers 
[emphasis added], with the rest dealt with by management action or contributed by 
companies and their shareholders.  

 The cash costs of pension deficits to companies may vary considerably over time, as 
the calculation of deficits are sensitive to a range of factors including long-term 
interest rates [emphasis added]. As is the case for businesses operating in other 
sectors, these are matters for companies’ management and shareholders to deal 
with. 

Ofwat has included revenues for the recovery of pension deficit repair costs in line with IN 
13/07 in its Draft Determination. However, it has deliberately removed the corresponding 
cash costs included in our plan in its financial model published alongside the DD; this has the 
effect of understating our costs and overstating our credit metrics and financial headroom.  

Ofwat has justified this change by noting that “where business plans include pension 
contributions that are not funded through the price control, we consider these a matter for 
companies and their investors and not customers. Therefore, we have excluded the 
movement in pensions provisions from our financial model when assessing notional 
financeability.” 

The cash flows included in our plan related solely to funded pension payments to repair 
pension scheme deficits. On a notional basis, we assumed in the base case in our plan that 
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SEW would be funded for its efficient costs. The notional company would not be expected to 
out/underperform in the base case; disallowing costs would effectively imply outperformance. 
As such, we assume costs equal and opposite to the corresponding revenue allowance for 
pension deficits.   

The inclusion of funded costs in our plan is consistent with the treatment of funded pension 
deficit repair costs at PR14, which were included in Row 76 of the <Appointee Fin Stats> tab 
of the final PR14 regulatory model.  

In addition, we have reviewed the early Draft Determination models published by Ofwat. In 
the DD model published for Severn Trent, for example, £211m of funded pension costs are 
included in cash flows across AMP7 (in row 45 of the <FinStat_Appointee> tab) and reflected 
in credit metrics. Ofwat’s omission of pension costs from the slow track companies’ models 
introduces a prejudicial difference in treatment of pension costs across fast and slow track 
companies that has not been signalled or justified.  

The omission of these costs creates artificial headroom under Ofwat’s DD financeability 
assessment and does not provide an accurate basis on which to assess financeability or 
financial resilience. This cannot be justified as (1) Ofwat acknowledges that cash costs 
relating to deficit repair are difficult to predict; (2) there is no rationale for assuming 
outperformance over AMP7; and (3) outturn cash costs are expected to be higher than 
funded repair costs.  

As a result of the above, we queried this change in the DD model with Ofwat. Ofwat 
responded to our query as follows:  

“Some companies include additional pension expenses in their revised business plans to 
address historic pension deficits to beyond what is allowed for in PAYG revenue. We 
consider these expenses are a matter for companies and their shareholders and not 
customers, therefore we exclude these costs in our assessment of financeability for the 
notional company. We have explained this intervention, where it applies, in the relevant 
company summary documents.” 

Ofwat suggests that it would exclude additional, unfunded costs relating to pension deficits. 
However, Ofwat has removed all deficit repaid costs from its DD model and not solely 
additional, unfunded costs. By omitting all pension deficit costs from the model it has 
implicitly made an assumption that all pension costs are unfunded. This assumption is not 
consistent with Ofwat’s approach to funding pension repair costs at PR19: 

“We will make allowances for companies to recover remaining deficits in line with the 
recovery period assumed in 2009. Companies will be allowed to recover 50% of these 
allowances from customers, in line with our policy set out in IN 13/17. However, companies 
will not be allowed to recover remaining deficits from customers after this time. It will be 
wholly up to companies’ management and shareholders to deal with any remaining deficit.” 

Ofwat’s follow-up response to our query confirmed that funded pension deficit costs are not 
included elsewhere in the model and are being intentionally omitted. 

“These payments are not included elsewhere in the model. To the extent that a company 
considers the cash flows relate solely to funded pension payments, it should reflect this in its 
representations and we will consider this for the final determinations.” 
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Ofwat has welcomed representations on the omission of pension costs and stated that it will 
consider this in its FD. Ofwat’s IN 13/17 implies that companies actually incur pension costs 
that are at least double more than the notional amount.  

Although our actual costs will be higher, we will only include efficient, funded pension costs in 
our base case financial projections for the notional company. The costs will be equal and 
opposite to the allowance, as set out in Table 4-1. This would be consistent with our base 
case assumption that we do not out-/under-perform the regulatory settlement. 

Table 4-1: Pension deficit allowance and funded costs incurred 

 2021 2022 2023 2024 2025 

Allowance (£m) 3.46 3.53 3.60 3.67 3.75 

Cost (£m) 3.46 3.53 3.60 3.67 3.75 

Source: SEW data 
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Appendix A. Detailed Notional and Actual Financeability Under 
Ofwat’s DD WACC 

We commissioned NERA Economic Consulting (NERA) to support us in assessing notional 
and actual financeability assuming Ofwat were to apply its DD WACC to our DD response.   

NERA assessed financeability against Moody’s and S&P’s methodology, employing the 
same methodology as described in detail in its earlier report for us.52   

A.1. Notional Financeability 

Moody’s Grid Rating 

As explained in section 1.1.2 of this document, Moody’s assesses credit rating by combining 
a range of qualitative factors (60% weight) and financial ratios (40% weight). 

Table A-2 below shows the ratings for the set of qualitative factors considered by Moody’s in 
its assessment for the notional capital structure.  These remain unchanged relative to our 
BP/IAP response submission, as described in NERA’s earlier report.53 

Table A-2: 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. 

The projected financial ratios are set out in section 1.3 of this document. Table A-3 below 
shows the implied sub-rating for each ratio on average over AMP7 based on Moody’s 
guidance. 54 

                                                
 

52 NERA (2018), SEW Financeability Assessment for PR19. 

53 NERA (2018), SEW Financeability Assessment for PR19, Table 3.1, p.19. 

54 Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 21. 
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Table A-3: Moody’s sub-rating for average AMP7 credit metrics assuming SEW 

notional financial structure (based on Ofwat’s DD WACC and 4.8% PAYG adjustment) 

  AMP7 Average Sub-rating 

 AICR  1.41 Ba 

 Gearing  60% Baa 

 FFO/Net Debt  10.1% Baa 

 RCF/Net Debt  8.5% Baa 

Source: NERA calculations based on SEW notional PR19 Ofwat model for the DD response 

Combining the notional credit metrics from Table A-3 with the qualitative factors from Table 
A-2, we calculate an overall Moody’s score of 7.86 on average over AMP7, which implies a 
notional investment grade credit rating of Baa1 from Moody’s, as set out in  
Table A-4 below. 

Table A-4: NERA calculates a Baa1 grid rating from Moody’s for AMP7 assuming SEW 

notional financial structure (based on Ofwat’s DD WACC and 4.8% PAYG adjustment) 

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 notional PR19 Ofwat model for the DD response 

S&P Financial and Business Risk Profile 

As explained in section 1.1.2 of this document, S&P assesses companies’ credit rating by 
assessing companies’ i) business risk profile and ii) financial risk profile. 

As described in NERA’s earlier report, S&P rates SEW’s Business risk profile as “Excellent”.  
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. 55 

                                                
 

55 NERA (2018), SEW Financeability Assessment for PR19, p.28. 
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Table A-5 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. 

Table A-5: S&P ratios support “Significant” financial risk profile and a- rating for SEW 

notional financial structure (based on Ofwat’s DD WACC and 4.8% PAYG adjustment) 

 

2020/21 2021/22 2022/23 2023/24 2024/25 PR19 
average 

S&P 
assessment 

Core ratios 

FFO/debt  9.5%  9.4%  9.2%  9.0%  8.9%  9.2%  Significant 

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

Supplementary coverage ratios 

FFO/cash interest  2.8x 2.8x 2.7x 2.7x 2.6x 2.7x Significant 

EBITDA/interest  3.3x 3.3x 3.2x 3.2x 3.1x 3.2x Significant 

Supplementary payback ratios 

CFO/debt  13.9%  13.7%  13.5%  13.3%  13.1%  13.5%  Intermediate 

FOCF/debt  3.9%  0.7%  -0.0%  2.9%  2.2%  1.9%  Significant 

DCF/debt  1.9%  -0.6%  -0.8%  1.1%  0.2%  0.3%  Significant 

Source: NERA calculations based on SEW notional PR19 Ofwat model for the DD response 

NERA calculates an average S&P FFO/debt of 9.2% over AMP7, which supports a 
“significant” financial risk profile, which requires an FFO/debt in the range to 9 to 13 %.  
Combining the “significant” financial risk profile with an “excellent” business risk profile 
supports a notional investment graded credit rating of A- from S&P. 

A.2. Actual Financeability 

Moody’s Grid Rating 

Table A-6 below shows the ratings for the set of qualitative factors considered by Moody’s in 
its assessment for the actual capital structure.  These remain unchanged relative to our 
BP/IAP response submission, as described in NERA’s earlier report.56 

Table A-6: Moody's assessment of qualitative factors for SEW actual capital 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. 7 and NERA adjustments. 

                                                
 

56 NERA (2018), SEW Financeability Assessment for PR19, Table 4.5, p.31. 
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The projected financial ratios are set out in section 1.3 of this document. Table A-7 below 
shows the implied sub-rating for each ratio on average over AMP7 based on Moody’s 
guidance. 57 

Table A-7: Moody’s sub-rating for average AMP7 credit metrics for SEW actual 

appointed business (based on Ofwat’s DD WACC and 4.8% PAYG adjustment) 

  AMP7 Average Sub-rating 

 AICR  1.22 Ba 

 Gearing  77% Ba 

 FFO/Net Debt  7.6% Ba 

 RCF/Net Debt  7.1% Baa 

Source: NERA calculations based on SEW actual PR19 Ofwat model for the DD response 

Combining the actual credit metrics from Table A-7 with the qualitative factors from Table 
A-6, we calculate an overall Moody’s score of 9.41 on average over AMP7, which implies an 
investment grade credit rating of Baa2 from Moody’s for the actual appointed business, as 
set out in Table A-8 below. 

Table A-8: NERA calculates a Baa2 grid rating from Moody’s for AMP7 assuming SEW 

actual financial structure (based on Ofwat’s DD WACC and 4.8% PAYG adjustment) 

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 for the DD response 

S&P Financial and Business Risk Profile 

Table A-9 below sets out the “Core” and “Supplementary” S&P and the corresponding 
assessment of financial risk based on S&P’s methodology, calculated for the appointed 
business assuming actual financial structure. 

                                                
 

57 Moody’s (June 1018), Rating methodology: Regulated water utilities, p. 21. 
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Table A-9: S&P ratios support “Aggressive” financial risk profile and a- rating for SEW 

actual appointed business (based on Ofwat’s DD WACC and 4.8% PAYG adjustment) 

 

2020/21 2021/22 2022/23 2023/24 2024/25 PR19 
average 

S&P 
assessment 

Core ratios 

FFO/debt  6.3%  6.1%  6.0%  5.8%  5.8%  6.0%  Aggressive 

Debt/EBITDA  8.8x 8.9x 9.0x 9.1x 9.2x 9.0x Highly leveraged 

Supplementary coverage ratios 

FFO/cash interest  1.9x 1.8x 1.8x 1.8x 1.7x 1.8x Aggressive 

EBITDA/interest  2.4x 2.3x 2.3x 2.2x 2.2x 2.3x Aggressive 

Supplementary payback ratios 

CFO/debt  11.1%  11.1%  10.9%  10.7%  10.7%  10.9%  Significant 

FOCF/debt  3.3%  0.9%  0.3%  2.6%  2.1%  1.8%  Significant 

DCF/debt  3.3%  -0.0%  -0.5%  2.3%  1.5%  1.3%  Significant 

Source: NERA calculations based on SEW actual PR19 Ofwat model for the DD response 

NERA calculates an average S&P FFO/debt of 6.0% over AMP7, which supports an 
”aggressive” financial risk profile, which requires an FFO/debt in the range of 6 to 9%.  
Combining the “aggressive” financial risk profile with an “excellent” business risk profile 
supports an investment graded credit rating of BBB from S&P for the actual appointed 
business. 
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Appendix B. Return on Regulated Equity (RoRE) 

B.1. Executive summary 

The range in the Return on Regulatory Equity (RoRE) in our 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; and 

 the effect of management mitigation on the downside risks. 

We have assessed the following risk factors in line with Ofwat’s guidance that they 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); and 

 Interest cost on new debt compared to Ofwat’s allowance. 

Table B- 1: DD RoRE ranges 

 Scenarios Water Resources Network  Appointee 

Base case 3.83%  3.75%  4.04% 

RoRE upside 7.18%  5.63%  6.47%  

RoRE downside -3.13%  0.32%  -0.36%  

Source: Frontier analysis 

The results of our RoRE analysis suggest 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 2017 Final 
Methodology document. 

B.2. Introduction 

This section presents and explains the calculation of the RoRE that the Company 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 the Company’s ability to control 
its costs, and any additional financial reward and penalties the Company accrues as a result 
of the incentives mechanisms built into the price control.  

The calculation of the RoRE range in the business plan shows the Company’s upfront 
assessment of the likely upside and downside scenarios of its 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; and 
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 the effect of management mitigation on the downside risks. 

B.3. How we have approached the assessment of RoRE 

The purpose is to assess both the risks to which the Company is subject and the balance of 
risk and return between the Company and its customers and other stakeholders. In line with 
Ofwat’s guidance on balancing risk and reward, we have assessed the following risk factors 
that may have an impact on the RoRE that the Company expects 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); and 

 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 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 
SEW 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 (details can be found in our commentary to the 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. 

B.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% (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 below. 

Table B- 2: RoRE impact on each price control 

Scenarios Water Resources Network Appointee 

Interest cost high case 0.76%  0.74%  0.74%  

Interest cost low case -0.76%  -0.74%  -0.74%  
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Revenue low case -0.06%  -0.03%  -0.03% 

ODI high case 0.72%  0.21%  0.24%  

ODI low case -3.59%  -1.31%  -1.45%  

Totex high case 1.87%  0.79%  0.85%  

Totex low case -2.56%  -1.06%  -1.15%  

D-MeX high case  0.15%  0.14%  

D-MeX low case  -0.29%  -0.27%  

Retail revenue high case   0.01%  

Retail revenue low case   -0.01%  

Retail cost high case   0.23%  

Retail cost low case   -0.23%  

Retail ODI high case   0.02%  

Retail ODI low case   -0.14%  

C-MeX high case   0.19%  

C-MeX low case   -0.37%  

Source: Frontier analysis 

We note that the figures in this table slightly differ from the ones in our original Business Plan 
submitted in September 2018. The discrepancies are due to the following factors: 

 Changes to RCV and revenue figures.  These are predominantly due to changes in the 

WACC and updates to the PR14 reconciliation models; 

 Revision to ODI rates and our response to Ofwat’s DD in our revised Business Plan; 

 Ofwat’s new guidance on C-MeX which leads us to believe that, by Residential Retail 

Revenue, Ofwat means the retail component of the total revenue, whereas previously 

we had interpreted this as the total revenue recovered by the residential retail business; 

 Ofwat’s clarification on the way that C-MeX is calculated;  

 The increased scale of D-MeX; and 

 Our totex RoRE range is affected by the changes that Ofwat made to its financial 

model, such as tax uplift and the 50% sharing mechanism (it would appear that the field 

we previously used for wholesale cost with uncertainty mechanism did not properly 

account for the 50% sharing mechanism but now, in the updated Ofwat financial model, 

it does). 

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 the table below. 

Table B- 3: Aggregated RoRE ranges 

 Scenarios Water Resources Network  Appointee 
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Base case 3.83%  3.75%  4.04% 

RoRE upside 7.18%  5.63%  6.47%  

RoRE downside -3.13%  0.32%  -0.36%  

Source: Frontier analysis 

The base rate of return the shareholders are allowed to earn on the regulated equity is 3.83% 
and 3.75% 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 the Appointee’s 
shareholders are allowed to earn is 4.04%.  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, in 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).   

The results of our RoRE analysis suggest 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 2017 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 6.47% from the appointed 
business; whilst in our low RoRE scenario, they could earn up to -0.36% (i.e. making a loss of 
up to 0.36% over the regulated equity). The range shows the risk involved for the shareholders 
in investing in SEW’s appointed business.   

B.5. Observations and remarks  

The totex sharing mechanism serves to align the interest of the customers with that of the 
Company, 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 the latest evidence from the industry and historic evidence from SEW. 
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. 

SEW 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 that are 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 at each 
Board meeting.  
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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 that benefit 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 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. We provide more detail on this in section 1.3.3 of Chapter 1 of our DD response.  

The downside RoRE points to a financial loss to the shareholders and may require special 
measures to cash flow 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 suggests that the Company will be able to 
sustain downside scenarios without affecting the quality of service to customers.  
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