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B.7 Financial Projections

Executive summary

Financing plan

• We have assumed a weighted average cost of capital (WACC) of 4.8%, based on 
analysis for Water UK by NERA.  This is the same as we assumed for our Draft 
Business Plan, and lower than the 5.1% for PR04.  

• A number of risk elements relevant to us in AMP5 are not taken into account in this 
analysis, in particular the increased revenue risk arising from our metering 
programme, Ofwat competition proposals and the size of our capital programme.

• A number of our key financial ratios are in decline during the review period. In some 
cases these are close to the limit of acceptability to protect our investment grade 
credit rating and ensure the continued availability of finance.

• A sustained period of deflation would severely restrict the company’s access to 
capital markets, and hence its ability to finance its capital investment programme.

Notified items

• We set out in this section a number of areas of particular uncertainty for AMP5.  We 
believe the most appropriate means to deal with these particular risks is by inclusion 
as Notified Items rather than through an uplift in the WACC. 

Depreciation 

• There is ‘broad equivalence’ between CCD and MNI over the period 2007-08 to 2024-
25.  No adjustment to depreciation is therefore necessary during AMP5.  

• The Infrastructure Renewals Charge is expected to increase by around £10m by
2010-11, reflecting the significant forecast increase in IRE and the move to a new 
steady state.  

Economic indices

• No allowance has been made for capital price inflation above RPI. 

Tax

• The tax allowed in price limits is based on the amount that is actually payable, 
capturing the benefits of our efficient financing structure for customers.

• We believe there remains a risk of significant impacts arising from the withdrawal of 
infrastructure renewals accounting under FRED29.  We have not allowed for this 
impact, but believe it should be a Notified Item for AMP5.  
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B.7.1 Financing Plan

B.7.1.1 Estimates for WACC

In this section, we set out information to support our proposal for a post tax WACC of 4.8% for 
AMP5.  This is the same level as we proposed in our Draft Business Plan.

This section includes our assumptions relating to the cost of debt, the cost of equity, equity 
beta and the level of gearing and implied capital structure.

Background

In its document on setting price limits for 2010-15
1
, Ofwat stated that it will set a single cost of 

capital for the industry using the CAPM framework.  On this basis Water UK commissioned 
NERA to estimate the cost of capital for the industry for PR09.

2
NERA produced an initial 

report in June 2008, prior to companies’ Draft Business Plan submissions.  

For our Draft Business Plan we used the June 2008 NERA report as the foundation for our 
assumed WACC.  However we also set out a strong case for additional risk factors which 
were not reflected in the NERA analysis but should be recognised in companies’ allowed 
costs of capital for AMP5.  The predominant additional risk factors relevant to us were 
identified as the impacts of competition, universal household metering, and the company-
specific aspects of our capital programme.  Our views were supported by a separate note 
prepared for us by NERA, which we included as an appendix to our Draft Business Plan. At a 
bondholder road show held in February 2009, the two key concerns of debt investors were 
the impact of competition and the impact of deflation.

In our Draft Business Plan we also set out our view that a single cost of capital for the industry 
is inappropriate given the different risk profiles of companies within the industry.

Since the draft business plans were submitted in August 2008, the capital markets have 
experienced a period of increased uncertainty and volatility.

In January 2009 NERA published their revised report on the cost of capital for PR09 in light of 
changes in capital markets data up to the end of November 2008.  NERA noted that the 
deterioration in capital markets during 2008 had led to a re-pricing of risk in both the debt and 
equity markets.

In overall terms, NERA’s estimate for the cost of capital moved from a range of 4.4%-4.9% in 
their June 2008 report to 4.6%-5.1% in their January 2009 update (post-tax WACC).

NERA stressed that its latest assessment will need to be updated before price limits are set, 
and emphasized that the real costs of debt observed at the end of 2008 were high relative to 
historical levels.

Overall approach

For our Final Business Plan we have again used the NERA report as the foundation for our 
assumed WACC.  However, the approach taken and report produced by NERA suffers from 
the following principal limitations:

• an entirely empirical approach:  As we recognised in our Draft Business Plan, NERA’s 
empirical approach is consistent with its aim of promoting objective and transparent 
methods within the regulatory regime.  However, it does not reflect the impact of future 
developments within the UK water industry, most notably Ofwat’s proposals to promote 
competition within the industry.  These developments may not have had a significant 

  
1

Setting price limits for 2010-15: Framework and approach. Ofwat, 27 Mar 08.
2

Water UK previously commissioned Indepen to carry out an investor survey.  This report was 
published in March 2008.  The NERA report takes account of the Indepen report.
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impact on water companies’ cost of capital to date, but are increasingly likely to do so 
during AMP5.  In their January 2009 report NERA explicitly state that they have not 
considered the impact of competition on the cost of capital, but note that investors’ 
perception of the potential opening of the market to competition will increase the cost of 
capital and is likely to reduce the availability of funds.  Thus, whilst this limitation is 
acknowledged by NERA, it is not reflected in the proposed cost of capital.  During 
discussions prior to the Southern Water bond issue in February 2009 it was clear that 
investors perceived competition as a risk factor; 

• a single cost of capital:  We maintain that Ofwat’s stated intention to set a single cost of 
capital for the industry is inappropriate as it does not provide for the different risk profiles 
of companies within the industry.  Southern Water is atypical both in respect of its 
metering plan and the size of its capital programme in relation to its RCV and turnover.  
Ofwat’s ‘one size fits all’ approach shifts additional burdens of risk onto the investors in 
some companies, but not others, during AMP5.  We elaborated on the additional risks 
borne by our investors in our Draft Business Plan (see our Draft Business Plan Appendix 
B.7.1) , and still firmly believe that Southern Water should be given additional reward for 
the higher risks incurred by its investors during AMP5; and

• a period of unprecedented financial turmoil:  NERA’s January 2009 report was prepared 
at a period of extreme turmoil in the world’s capital markets.  NERA noted that the turmoil 
has resulted in significant changes to the cost of capital data, some of which may be short 
term and some of which may be more structural.  The situation in late 2008 would be 
expected to result in a wider range of possible estimates of the cost of capital, with a bias 
towards a higher central estimate.  NERA point to the need to reconsider the cost of 
capital close to PR09 Price Determinations.

For our Final Business Plan submission we have assumed that a period of relative stability in 
capital markes will persist in 2009 and, on this basis, an updated analysis using NERA’s 
approach in the latter part of 2009 will indicate a range for the cost of capital at around the 
levels set out in NERA’s June 2008 report.  For our Final Business Plan, we have therefore 
kept the same overall level of assumed post-tax WACC of 4.8% as our Draft Business Plan.  
We have made slight modification to the components within the CAPM framework, as set out 
in the following sections.

Components of the CAPM framework

Table B.7.1 below sets out our proposals within the CAPM framework to support a post-tax 
WACC of 4.80% (pre-tax vanilla WACC of 5.44%).  This compares with a PR04 Final 
Determination figure of 5.10% and a NERA range for PR09 of 4.6%-5.1%.
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Table B.7.1 – Southern Water proposed WACC under the CAPM framework

PR04 PR09

All rates are 'real'
Final

Determination.
NERA

(January 2009) SWS FBP

Risk of free rate (RfR) 3.0% 2.5% 2.50%

Margin 1.30% 1.3% - 1.7% 1.30%

Kd(pre-tax) 4.30% 3.8% - 4.3% 3.80%

Tax rate 30% 28% 28%

C
o

s
t 

o
f 

D
e
b

t

Cost of debt (post-tax) 3.00% 2.74%

Equity risk premium (ERP) 4.0% - 5.0% 5.4% 5.40%

Equity beta (geared) 1.00 0.88 – 1.13 1.0

C
o

s
t 

o
f 

E
q

u
it

y

KE (post-tax) 7.70% 7.4% - 8.2% 7.90%

Gearing assumption 55% 60% 60%

WACC (post tax) 5.10% 4.6% - 5.1% 4.80%

W
A

C
C

WACC ('vanilla', pre-tax) 5.83% 5.3% - 5.8% 5.44%

Cost of Debt

Ofwat has noted that market rates point to a lower Risk Free Rate (RfR) than at PR04.  NERA 
provides a cogent argument for basing the RfR on UK swap rates, rather than recent UK gilt 
yields.  NERA’s results are consistent with UK and Continental regulatory precedent.

For an A- rating NERA proposes a range for pre-tax cost of debt of 3.8%-4.3%. NERA’s 
estimates include an allowance for transaction and pre-funding costs. In NERA’s latest 
(January 2009) analysis the range arises from two factors:

• Different costs of debt:  NERA identify significant differences between the historic cost of 
debt which NERA attribute to the proportion of debt the sector will not refinance over 
AMP5, and the current cost of debt which NERA attribute to the proportion of new debt to 
be raised (whether for refinancing of existing debt or to finance AMP5); and

• Different possible weighting of historic and current cost debt.

For a notional capital structure NERA propose a point estimate of 3.4% for the cost of historic 
debt and 5.8% for current debt.  Furthermore, NERA propose a weighting 30:70 
current:historic as appropriate in deriving a weighted average cost of debt for the industry as 
a whole.  

However, NERA also suggest that the weights to attach to the historic and forward-looking 
debt costs should be determined by a detailed analysis of company financing and re-financing 
requirements over AMP5.  Based on the draft business plans NERA include some company-
specific analysis of companies’ existing debt and estimated additional debt requirements prior 
to or during AMP5.

Whilst we have argued for a WACC that reflects the different external risk factors that 
companies face, our view is that a company-specific weighting on this basis would unfairly 
penalise those companies that have raised long-term finance in an efficient manner.  The 
concept of efficient financing should cover both the price and maturity of debt.  Southern 
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Water should not be penalised in AMP5 or future periods for having raised debt in the past 
not only at advantageous prices, but at long maturities.

Notwithstanding these comments, we have assumed a cost of debt (pre-tax) of 3.80%, which 
implies a margin of 1.30% over the RfR of 2.50%.  We believe that this is a pragmatic 
approach, representing a lower limit and assuming no marked deterioration in market rates.

Cost of Equity

NERA propose an equity risk premium (ERP) of 5.4%.  NERA backs up its CAPM approach 
and analysis with dividend and earnings growth model approaches and academic surveys.  A 
level of 5.4% is higher than the Ofwat PR04 range, but consistent with a higher notional 
gearing assumption and increased investor uncertainty and volatility in the equity markets.  

We have used a Draft Business Plan assumption for the ERP of 5.4%, but consider this a 
minimum level for Southern Water in view of our company-specific additional risk factors.  

For the equity beta, NERA provides academic and empirical evidence to support an asset 
beta of 0.35-0.45.  This equates to a geared equity beta of 0.88-1.13 for a 60% gearing (A-) 
assumption.  We have assumed 1.0.

Based on the same RfR of 2.50%, this results in a cost of equity of 7.90%.  This is higher than 
the PR04 Final Determination and also marginally higher than our Draft Business Plan
assumption for the reasons set out in NERA’s report and referred to above.

WACC

Ofwat has indicated that it will assume a higher level of gearing than at PR04.  It has not said 
by how much, only that it will look to ensure that the capital structure assumption remains 
consistent with a rating ‘comfortably’ within investment grade.  On this basis NERA focuses 
on 60%, consistent with an A- credit rating. (NERA’s alternative scenario is at 68%, consistent 
with BBB+.)

Using the CAPM approach and formula, the assumptions set out above result in a post-tax 
WACC of 4.80% (pre-tax debt 5.44%).  As noted above, this is based on a relatively benign 
capital markets outlook throughout 2009 relative to the upheavals of 2008.  It does not
provide any contingency for further deterioration in capital markets during 2009 and the 
difficulty this will cause for future funding beyond current liquidity levels.  We look to Ofwat to 
ensure that the Final Determination reflects the most recent market information. 

B.7.1.2 Financeability 

A summary of key financial ratios in our Final Business Plan is shown in the table below:

2010-11 2011-12 2012-13 2013-14 2014-15

Adj cash interest cover 
(post-maintenance charges) 

2.11 2.14 2.04 1.97 1.91

Ratio of net debt to RCV % 57.1 58.2 59.1 59.8 60.0

In our Draft Business Plan we noted that a number of our key financial ratios were in decline 
during the review period, and in some cases were close to the limit of acceptability to protect 
our investment grade credit rating and ensure the continued availability of finance. In our 
Final Business Plan, whilst the ratios and trends indicate a lower level of financial stress, they 
continue to show a deterioration and remain sensitive to changes to key financial planning 
assumptions. In particular our projected adjusted cash interest cover (post maintenance 
charges) and ratio of debt to RCV at the end of the period will be adversely affected by any
reductions to the assumed WACC.
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Should these or other key financial ratios be projected to approach a breach of certain levels 
it is likely that Rating Agencies will downgrade our credit rating and providers of finance will 
tighten the availability of credit. As a result, the availability of finance will be restricted which 
will put at risk our ability to finance our capital programme. The company's credit risk profile, 
for the notional geared company, is higher than the average for the sector as a result of our 
relatively large capex programme and increased revenue volatility arising from the metering 
programme.

In preparing our financial scenario we have:

• treated the preference shares within our capital structure as equity rather than debt. 
This treatment is consistent with the characteristics of these instruments and their 
position and function in our capital structure. This was reflected in both Standard & 
Poor’s and Ofwat’s review of our refinancing plan, and our Final Determination at 
PR04. In our Draft Business Plan we applied the same principle and treatment to 
our mezzanine debt. However, we now plan to repay all of this debt before AMP5
and have reflected this accordingly in our Final Business Plan;

• treated the  million loan to a parent company as a long term inter-company 
debtor at zero interest rather than bringing this into the opening level of gearing.
This was also reflected in our Draft Business Plan; and

• entered our remaining fixed rate and indexed linked debt in accordance with the 
Final Business Plan Reporting Requirements and PR09 FBP Financial Model User 
Manual. In our Draft Business Plan we had used an alternative workaround for 
index linked debt.

As agreed with Ofwat in November 2008 we have applied a gearing adjustment to bring our 
gearing (Debt/RCV) in AMP5 to a level consistent with that assumed in our estimated WACC 
for AMP5. The result is an opening notional level of gearing of 57.6% at the end of AMP4 
(below the level of 58.8% in our PR04 Final Determination), an average of 58.8% for the 

AMP5 period as a whole, and a closing level of gearing of 60.0% at the end of the period. The
impact of the gearing adjustment is to put the notionally geared company into a cash positive 
position throughout the AMP5 period. This is assumed to earn an average return of 1.5% 
throughout AMP5.

Financing Plan 

For the actual company we expect that all future funding requirements will be met from fixed 
rate finance. The availability of index-linked funding is not considered to be a sufficiently 
reliable source of funding for inclusion in financial forecasts

Our current financing plan includes issues of bonds in the capital markets to raise  
 in 2011-12,  in 2012-13, and a further  in 2013-14 (the last of 

which is to refinance existing borrowings) .  Additional financing will also be required at the 
latter end of the period if there is a need to pre-finance capital investment in AMP6.  The 
company raised in February 2009 primarily to fund capital investment in AMP5.  
In conclusion we are likely to raise around  of new capital during AMP5.

The company’s ability to raise this level of new capital is dependant upon it having continued 
access to capital markets.  In the event of a sustained period of deflation, the company would 
quickly hit the distribution lock-up debt covenant whereupon any dividends would be blocked.  
Furthermore, credit ratings would be compromised by the company running at the lock-up 
level and the company would not be able to raise funds to finance its capital investment 
programme.
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Our dividend projections for the notionally geared company include dividend payments at a 
level such that the total cash amounts paid in each year to debt and equity investors is 
broadly equal to the return on capital within the revenue requirement. This is consistent with 
that assumed for the PR04 Final Determination and our PR09 Draft Business Plan.  

Actual dividends paid will be in accordance with the company’s dividend policy. This policy 
requires any such payment to be made following an assessment of the impact of the payment 
on the company’s credit rating, headroom under debt covenants, financial flexibility and ability 
to deliver its capital programme over the period.  The policy also takes account of directors’ 
duties at law and under the Ofwat administered regulatory arrangements. 

For the actual geared company our own analysis shows that under the projections set out in 
our Final Business Plan, we will continue to remain within existing debt covenants. However, 
the projections indicate limited available headroom and any significant adverse change 
relative to our Final Business Plan assumptions could lead to a projected breach of our debt 
covenants.

B.7.1.3 Economic indices

Forecasts of RPI are particularly uncertain at the current time.  We have based our forecasts 
on those published by the Treasury in the Pre-Budget Report of November 2008. 

These financial year average figures are based on the index numbers input to Ofwat Table 
C9.  There appears to be an error in the financial model whereby alternative monthly index 
numbers are calculated from the year end RPI figure (Ofwat Financial Model Table S1).  This 
gives a slightly different annual average figure for a number of years. For deflating outturn 
numbers to 2007-08 prices for inclusion in the Business Plan we have generally used the 
numbers in the above table. However our auditor has pointed out that in a number of places 
the numbers generated by the financial model have instead been used (for example to 
deflated our pension contributions forecasts).  The error in the financial model was not 
identified until very late in the process and as the effect is not material it has not been 
corrected.  In a number of places this will give rise to small discrepancies between financial 
data included in the Business Plan. 

In its PR09 methodology paper, published in March 2008 Ofwat said that it proposes to adopt 
the infrastructure output price index (IOPI) as the index of national construction costs. 

Along with the rest of the industry, through Water UK, we have been trying to understand 
better the make-up of this index. It now appears that the initial understanding of both Ofwat 
and the industry, that the index represented a balanced index of capital prices across all 
infrastructure industries, was mistaken.  It is now apparent that IOPI is very heavily (>70%) 

Financial year 
average RPI

2007-08 4.1%

2008-09 2.9%

2009-10 (0.5)%

2010-11 2.5%

2011-12 3.7%

2012-13 3.5%

2013-14 3.0%

2014-15 2.5%
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weighted towards road construction.  This makes it a poor indicator of the capital price 
inflation faced by the water industry and worse than the more balanced COPI index that it was 
due to replace.  In the light of this information we believe the use of IOPI is now untenable.  

Nonetheless concerns remain over the use of COPI and in particular its volatility and frequent 
restatements.  

Our preference is for RPI to be used as the sole measure of inflation for both capital and 
operating expenditure.  Whilst it is clear that there are different cost pressures in the 
construction sector, over time we would expect the two to move together and we believe that 
as a company we can manage short-term divergences between the two indices.  This greater 
stability and certainty would, we believe be in customers best interests.  

We have therefore modelled on the basis that both COPI and IOPI for AMP5 is equal to 
forecast RPI. 

Details of our assumptions of the key economic indices are included in Ofwat Table C9.1.

B.7.1.4 Tables B7.1 and B7.2

Opening value of RCV
The opening value of the RCV is as provided by Ofwat in its letter of 9 December 2008. We 
can confirm that no adjustments have been made to this value. 

Interest receivable / received

There is no interest receivable/received for investments, other than interest on cash balances 
separately calculated within the financial model.

Working capital assumptions

Forecast working capital values are based on the actual position recorded in the Statutory 
Accounts at March 2008, with debtor days reduced by short term timing differences existing at 
this date. Our calculations for debtor days-measured at March 2008 also include an 
allowance for the measured income accrual.  This ensures that the financial projection will 
capture the impact of metering on our working capital.  We have not input any assumption for 
the measured income accrual in table C.9.1, as this would lead to double-counting.

Maintaining a constant level of debtor days will result in a challenging target for us against a 
backdrop of continued stress on customer willingness-to-pay. The value of outstanding debt is 
however forecast to increase significantly for each year of the next period as a result of the 
cash flow impact from the metering programme where the billing cycle changes from 
unmeasured customers who are billed in advance to measured customers billed in arrears.

Creditor days are also consistent with payment cycles as at March 2008 and are not forecast 
to change.

Other debtor and creditor balances are assumed to remain constant in real terms, with the 
exception of a  reduction to other creditors following payment of the fine in April 2008.  
These assumptions are entered in table C.9.1 in output prices in accordance with the financial 
model data dictionary. 

B.7.1.5 Notified Items 

We have considered particular risks that we are likely to face over the AMP5 period in the 
context of our suggested WACC. We believe there is a number of material items of particular 
uncertainty where allowing a Notified Item would better serve customers interests than 
allowing an uplift to the WACC and/or by attempting to quantify the impact costs of inherently 
uncertain items. 

We have reduced the number of potential Notified Items compared to our draft, reflecting our 
view of the appropriate level of risk which should be borne by shareholders within the WACC. 
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(i) Energy prices
We have forecast an increase in our energy costs over AMP5 which represents a central 
estimate based on the best available data at this point in time. However, recent extreme 
movements in energy prices mean that it is very difficult to predict with any certainty the level 
of market prices we will face when we need to renew our main power contracts in AMP5.  We 
therefore think there is a case for specifying a Notified Item for market energy prices, such 
that if prices do come down customers will benefit, but equally will share in the risk of rising 
prices.  We support the Notified Item mechanism proposed by Anglian Water to ensure that 
incentives for efficient energy management are retained.  A brief summary of this mechanism 
is set out in Appendix B.7.1.

(ii) Bad debt
We have allowed for an increased level of bad debts in our base opex forecast.  However, 
there remains significant uncertainty about the precise impact of future price increases on 
customers’ ability and/or willingness to pay, particularly in the current economic climate.  A 
continuation of the Notified Item for bad debt may be the best option for handling this 
uncertainty in price limits.  

(iii) Tax impact from future changes to capital allowances
During the current regulatory period, with no prior consultation on the matter, the Government 
abolished industrial buildings allowances. The adverse impact of the changes on the Water 
Industry was far more severe than other business sectors in view of the water industry’s high 
levels of affected capital expenditure. Further changes are possible, particularly in the event 
of a change of Government during AMP5.  Given the atypical profile of expenditure within the 
water industry where material amounts of its capital expenditure are currently eligible for tax 
allowances, we believe that a specific tax notified item should be included for PR09 in relation 
to this area.

(iv)Tax impact of IFRS convergence and FRED29
Our plan assumes no impact from Financial Reporting Exposure Draft 29 (FRED 29). 
Following the withdrawal of renewals accounting, infrastructure assets will be depreciated 
over their useful lives (average 88 years) and in accordance with TB53 a tax deduction will 
only be available as the depreciation is charged to the profit and loss account. This will have a 
significant impact on the company’s tax charge as currently approximately 10% of projected 
net capital expenditure is expected to receive an immediate revenue deduction in the year of 
spend (lines 7 and 17).  It may be possible to re-categorise some of the IRE as capital for tax 
purposes or indeed as opex included in the Profit and Loss account.  This may reduce the 
effect on the tax charge. However it is still considered significant. Our best estimate of the 
possible impact is set out in Section B.7.3 below, but this is subject to a great deal of 
uncertainty.  We believe that this should continue to be a Notified Item. 

(v) Pensions 
In our plan we have allowed for enhanced deficit contributions based on an agreed schedule 
of payments which relates to our March 2007 actuarial valuation.  This payment schedule 
assumes that the deficit will be cleared over a 10-year period. We have highlighted to Ofwat 
the fact that market conditions have deteriorated markedly since March 2007 and that we 
expect that the deficit will have grown significantly.  We are proposing a full actuarial valuation 
at 31 March 2009 to ensure that decisions are made on the most up to date information 
available.  This will be made available to Ofwat at the earliest opportunity. 

We have discussed with the Pensions Regulator the possibility of extending the deficit 
repayment period over a significantly longer period, reflecting the stable nature of the 
regulated business and the 25-year notice period in the licence. These discussions are 
ongoing. We have informed Ofwat of these discussions and encouraged Ofwat to have a 
similar dialogue with the Regulator. 
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A revised formal schedule of contributions needs to be agreed on the basis of the next 
triennial valuation in 2010. If agreement can be reached with the pension trustees on a longer 
deficit repayment period, and they can in turn satisfy the Pensions Regulator of the case for a 
longer deficit write-out period, the level of cash contributions shown in this Business Plan will 
remain broadly appropriate despite the increased deficit. However, if the pension trustees can 
not satisfy the Pensions Regulator, our contributions will need to be significantly higher. A 
Notified Item to cover this eventuality would ensure that only the minimum necessary 
contributions are included within price limits.  It would also give the opportunity for customers 
to benefit should market conditions significantly improve before the next actuarial valuation, 
resulting in lower scheduled deficit contributions.     

Whilst the Notified Item will cover the necessary level of cash payments into the scheme, 
regardless of the level, we remain keen to explore whether there are alternative methods for 
allowing for deficit contributions within price limits, which would minimise bill impacts.  Our 
favoured method would be through an addition to the RCV, in line with the approach taken by 
Ofgem - we set out our views on this more fully above.  

(vi) Lane Rentals
The Traffic Management Act 2004 allows for the introduction of lane permit schemes by local 
highway authorities. Within our region, Kent and Hampshire County Councils have proposed 
to introduce such schemes during 2009. Other councils are expected to follow during AMP5. 
On the basis of lane permit schemes being introduced throughout the region during AMP5, 
we believe we will incur substantial extra costs due to both the introduction of these charges 
and the projected increase in the maintenance activity during AMP5. In addition there will be 
internal costs in managing new processes relating both to lane permits and fixed penalty 
notices under the same Act. The precise level of these charges is very difficult to estimate at 
this stage but is likely to be substantial. A Notified Item would in our view be the best way to 
allow for this risk in setting price limits.  

(vii) Changes since the Draft Business Plan
In our Draft Business Plan we highlighted a wide range of uncertainties, which could have 
been addressed by Notified Items.  We recognise that it is important to strike a balance 
between stability and certainty of prices for customers and risk-sharing consistent with the 
allowed WACC. We note however, Ofwat’s proposal to revise the triviality threshold for IDoKs 
to exclude from the materiality calculation any items representing less than 2% of service 
turnover (double the current threshold of 1%).  This leaves shareholders carrying an explicitly 
greater between-review risk than during AMP4. Nonetheless, we have therefore withdrawn 
the following potential Notified Items and are willing to accept the risks associated with the 
following items within our proposed WACC: 

• Increases in regulatory licence fees above RPI. 

• Costs arising from the Carbon Reduction Commitment system of emissions trading, 
starting in 2010.

• The costs of competition where these are restricted to key regulatory initiatives such 
as accounting separation. If more comprehensive proposals for widescale 
competition reform are brought forward in AMP5, we assume that these will require 
legislative change and thus be a Relevant Change of Circumstance and eligible for 
an IDoK. 

• Further significant contraction of the available landbank for outing sludge to land.
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B.7.2 Depreciation and IRC 

B.7.2.1 Tables B7.3 and B7.5 Depreciation on fixed asset additions

Depreciation on Assets Existing at 31/3/08 (line 20)

The depreciation contained within this table is consistent with the asset valuations contained 
with tables C3.1 and C3.3.

The detailed asset valuation procedure is contained in Part C3. In summary, an asset 
inventory listing asset numbers, types and size, was prepared with data being sourced from 
SWS corporate databases.    The cost of the modern equivalent, using SWS cost data and 
standard technical specifications, was applied to the assets.

These re-valued assets have then been depreciated using the standard SWS asset lives to 
produce an annual CCD charge.    

This annual CCD charge has then been reduced by the “fall out” of fully depreciated assets in 
order to produce the declining profile shown against this line. 

The CCD on assets existing as at 31 March 2008, excluding WIP, falls from £187m in 
2008/09 to £149m by 2014/15 and £125m by 2019/20.

Our asset life review is discussed below.

WIP Commissioned After 31/3/08 (lines 21 and 23)

The total WIP as at 31 March 2008 amounted to £291m, of which £235m related to 
depreciable assets. The water service depreciable WIP amounted to £43m, with the 
remaining £192m arising from the sewerage service. The depreciation relating to these 
assets has been calculated by applying their normal asset lives, with an assumption being 
made that 1/2 of the WIP would be commissioned during 2008/09, and the remaining 1/2th 
being commissioned in 2009/10.

The CCD relating to WIP as at 31 March 2008 amounts to £6.6m for 2008/09, rising to 
£13.1m in 2009/10 when all the schemes will have been commissioned.   This sum falls to 
£7.5m by 2014/15 and £6.5m by 2019/20.

New Investment Since 31/3/08 (lines 22 and 24)

The CCD shown against these lines has been taken from the Reservoir financial model.

Profile of CCD on Base Service Provision (lines 20 to 22)

For the water service the profile of the base service provision is declines during AMP5 and 
AMP6. For the Sewerage service the profile of the base service provision is level during 
AMP5 but rises during AMP6.

These movements are driven by changing levels of MNI expenditure which are explained in 
Part B3.

B.7.2.2 Table B7.7 – Historical Cost Depreciation and Amortisation

An estimate of future historical cost depreciation (HCD), in respect of those assets 
commissioned as at 31 March 2008, has been prepared on a scheme by scheme basis by 
extracting data from our historical cost asset register.   Hence, the annual HCD for each year 
is supported by a schedule which shows the projected charge against each individual 
scheme.
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These projections have then been increased to include provision for HCD in respect of those 
assets included in WIP at 31 March 2008.   The HCD relating to WIP as at 31 March 2008 
amounts to £6.6m for 2008/09, rising to £13.1m in 2009/10 when all the schemes will have 
been commissioned.   This sum falls to £6.5m by 2019/20.

The commissioning of WIP in 2008/09 and 2009/10 broadly offsets the reduction in HCD 
during these years arising from the “fall out” of fully depreciated assets during these years.

The asset lives used to complete this table are consistent with those used to populate Table 
B7.3 and B7.5 and those used to produce JR08.   With the exception of the relatively minor 
amendments described in the section on the asset life review below, they are also consistent 
with the asset lives used to produce PR04.

B.7.2.3 Table B7.9 – Depreciation of Assets (Non Infrastructure Lives)

Asset Life Review

As part of PR09 we engaged ChandlerKBS to undertake a thorough review of our asset lives 
and our equated life methodology.   In order to verify our asset lives ChandlerKBS obtained 
and reviewed information from the following sources:

• Manufacturers of equipment;

• Suppliers of equipment;

• SWS technical design standards; and

• Benchmarking of lives against other UK water companies.

The conclusions of this review showed that all of our lives were reasonable with the exception 
of the five listed below, where changes were recommended:

Previous 
Life

Revised 
Life

2007/08 CCD 
Impact

£m

Office Equipment 4 7 (0.5)

Data and Voice IT 
systems

7 5 1.2

Customer Meters 7 10 -1.9

Source/System 
Meters

40 20 0.5

Misc Equipment 4 5 0

Total (0.7)

These recommendations were accepted and the lives were amended in both the 2007/08 
historical and current cost accounts.  These revised lives have also been used in the 
preparation of the PR09 Final Business Plan.  The ongoing projections for both historical and 
current cost depreciation have therefore been produced using these revised lives. 

ChandlerKBS were also asked to review our 30 year equated life.  When undertaking this 
exercise ChandlerKBS reviewed £206m of capital expenditure that had been allocated to 
asset categories which have the 30 year equated life assigned to them.   This expenditure 
was broken down into the constituent parts (buildings, civils, pumps, telemetry, 
instrumentation, computers etc) and an asset life, confirmed by ChandlerKBS, was applied to 
each item.   This allowed a “built up” depreciation charge to be derived, which was used to 
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calculate a revised equated life for each category of asset.   The results obtained were as 
follows:  

• Water Supply Boosters – 29 years;

• Water Supply Works – 26 years;

• Sewerage Pumping Plant – 29 years;

• Sewerage Treatment Works - 30 years; and

• Sludge Works – 29 years.

As the results of this exercise were not significantly different from our existing equated life of 
30 years, we decided to continue with the current equated life.   This will ensure consistency 
as the major element of our asset value will have been depreciated by the same asset life 
since AMP1.    

With the exception of the five asset categories listed above, all Annual Accounts, Regulatory 
Accounts, June Returns and Business Plans produced since AMP1 will have been prepared 
using the same asset lives.  

A copy of the ChandlerKBS report has been provided to our Reporter. 

Lives Shown On Table

As stated above, SWS depreciates the majority of its operational assets using an equated life 
of 30 years.  This equated life includes a life for operational structures of 60 years and plant 
and machinery of 20 years and these lives are shown against the appropriate lines on the 
table.   

For the majority of the lines in this table there are one-to-one matches with our asset life 
schedule. However, the following lines have assets grouped with an average life shown. 

• Plant and Machinery - Other (lines 13 and 24) include investigations, studies and 
surveys which all have an asset life of 10 years.

• Operational Assets – Other (line 27) include temporary offices which have an asset life 
of 10 years.

• Other Tangible assets (line 38) include office alterations (three years); AMP costs (five 
years) laboratory equipment (seven years) and office contents (seven years), with an 
average of five years shown against this line.

B.7.2.4 Table B7.10 and B7.11 – Comparison of CCD and MNI for 1997/98 to 2024/25

We have incorporated your broad equivalence test, as run by the Reservoir financial model, in 
this plan. This shows a broad equivalence adjustment is not applicable for AMP5.    

Notwithstanding this, we continue to believe that the broad equivalence calculation should 
only be used as a test of reasonableness for the CCD charge, not as a means of 
automatically calculating it. The overall price setting methodology should in essence be 
forward looking rather than being significantly influenced by the past, which is the effect of the 
broad equivalence methodology. Variations in the levels of historical annual MNI are driven by 
wider business needs involving links to the quality programme, maintaining compliance and 
the efficient procurement of the capital programme.

As part of the preparation of the Draft Business Plan our asset lives have been independently 
reviewed as described above.

The relationship between our HCD and CCD (pre-broad equivalence adjustment) is now 
stable and is in line with industry norms. The SWS depreciation for the past three years is as 
follows:
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2005/06 2006/07 2007/08

£m £m £m

Current Cost Depreciation 153 163 184

Historic Cost Depreciation 93 99 115

Ratio 1.6 1.6 1.6

The historical cost depreciation shown above is net of the IRC.    The 2005/06 HCD figure of 
£100m shown in the Regulatory Accounts has been reduced by the £7m write off in respect of 
the Brighton and Hove UWWTD scheme, which was discussed in the commentary to that
year’s June Return Table 34.

MNI Expenditure Excluding Future Efficiency (line 1)

The MNI in respect of the years up to 2006/07 have been taken from the respective June 
Return’s and inflated to 2007/08 prices using RPI.

From 2007/08 onwards, the MNI has been taken from the Final Business Plan, prior to the 
planned efficiency savings.  

Total MNI for Adjustment (line 2)

The data shown against this line has been taken from the Reservoir financial model.

Total CCD on Adjustment on 1997/98 Asset Base (line 3)

The data shown against this line has been taken from the Reservoir financial model.

CCD On Assets Not Replaced In Period (line 5)

A distortion in the broad equivalence methodology concerns the treatment of those assets 
that were owned at 1 April 1998 but which have expected remaining life of greater than 28 
years.   As detailed below in the section on Net MEA, shown within tables B7.13 and B7.14, 
we do not have an asset register which shows the remaining lives of our assets on an asset 
by asset basis. This particularly applies to the assets that were inherited from our 
predecessor authorities.

In order to complete this line we have therefore looked at our asset categories individually 
and used the asset lives for each group. Those categories with asset lives above 28 years 
must therefore contain assets which will not be replaced within the broad equivalence period.

We have examined our current cost records for the period back to 1986/87 (the first year for 
which these records were retained) and have identified the capital expenditure before 1

st

April 1997 which should be excluded from the broad equivalence calculation.   

An example of our approach relates to water supply works, where we use an equated life of 
30 years. As the broad equivalence period extends for 28 years, assets purchased in the two 
years prior to April 1997 should be excluded from the broad equivalence calculation. Our CCA 
records show that for water supply works our expenditure amounted to £6.421m during these 
two years. Using our 30 year equated asset life, the CCD impact of this amounts to £0.214m.

The total result of this analysis for all our assets shows that £277m of our gross book value 
will not require replacing until after 2024/25. The CCD relating to these assets amounts to 
£5.9m. The asset lives of the categories included within this calculation range from 30 to 80 
years.
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In the absence of a detailed record for each asset, we believe our approach is the most 
reasonable possible to establish the impact of this known distorting factor.

CCD on MNI Expenditure on Enhancements (line 8)

This line shows the CCD attributable to the MNI expenditure on line 12 below. We have 
calculated this CCD on a scheme by scheme basis using the asset life allocated to each 
individual scheme involved. The total CCD calculated amounts to £30m during the broad 
equivalence period, including £7m in K5.

MNI Expenditure on Enhancements (line 12)

In order to complete this line we have first identified post 1997/98 quality obligations that 
relate to depreciable assets. We have then examined our post 1996/97 June Return working 
papers and our PR09 scheme by scheme MNI projections in order to identify all MNI 
expenditure that relates to these obligations. The total MNI identified amounts to £72m during 
the broad equivalence period, including £17m in K5.   

B.7.2.5 Table B7.13 and B7.14 – Modern Equivalent Asset Valuation

A description of the detailed process for undertaking the MEA asset revaluation is contained 
within the commentary to tables C3.1 and C3.3.

In summary, when undertaking the MEA revaluation exercise for PR09 we have split our 
assets into four main groups, as follows:

• Our operational assets have been individually valued by Faithful+Gould in order to 
produce a gross MEA for each asset. The gross MEA of assets valued in this way 
amounts to £24,569m, which is 96.6% of the total gross MEA of £25,434m.

• The land value has been taken from the 2007/08 Regulatory Accounts, added to the 
total of the site MEA values produced above and included in the Draft Business Plan at 
an asset category level.

• Our office buildings, depots, laboratories and staff houses have been valued by 
multiplying the area of each building by the replacement cost values taken from the 
BCIS (Building Cost Information Services) indices.

• The remaining assets have been included at their 2007/08 Regulatory Accounts values.   
They include various investigations, surveys drainage area plans, IT software and 
miscellaneous equipment etc.

Total Gross MEA

The total Gross MEA amounts to £25,434m, which compares to our Regulatory Accounts 
figure of £18,718m. The main variation relates to our infrastructure assets, as can be seen 
below.
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JR08 Table 25 –
2007/08

PR09 - FBP Variation

£m £m £m

Depreciable – Water  1,412  1,387 (25)

Depreciable – Wastewater  4,554 4,926 372

Depreciable - Total  5,966 6,313 347

Infra – Water  3,174 5,145 1,971

Infra - Wastewater  9,578 13,976 4,398

Infra – Total 12,752 19,121 6,369

Total 18,718 25,434 6,716

The major movements in the Gross MEA for depreciable assets are summarised below.

JR08 Table 
25 – 2007/08

Variations in 
Unit Costs

Impact of RPI 
in Reg A/c

PR09 - FBP

£m £m £m £m

Water Treatment Works  733  -89  42 686

Water Storage  203 58  14 275

Water Pumping Stations  304  -45  21 280

Water Ancillaries  78  -26  4 56

Water M&G  94  -4  0  90

Water Total  1,412  -106  81  1,387

Sewage Pumping Stations  1,067  -128  67 1,006

Sewage Treatment Works 2,553 218  142 2,913

Sludge Treatment Works 653 61  30 744

Wastewater M&G  281  -18  0 263

Wastewater Total  4,554 133  239 4,926

Total  5,966 27  320  6,313

The movement in the Gross MEA of depreciable assets of £347m is due to three main 
reasons:

• The use of RPI rather than COPI in the regulatory Accounts which has understated 
the impact of construction price inflation;

• The introduction of enhanced and more extensive treatment technologies, improved 
odour and noise control systems/mitigation, increased costs relating to planning 
applications/site selection, increased planning restrictions imposed during the 
construction process and the automation of operational sites;

• Cost reductions due to efficiency gains realised.  
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First, and most significantly, since PR04 the Regulatory Accounts have been inflated on an 
annual basis by RPI, leading to a cumulative increase of 18% since 2003.   However, the 
COPI index, which we believe more accurately reflects increases in constructions cost, has 
risen by 26% during this period.   Consequently, we believe that the Regulatory Accounts 
have “under-inflated” the 31

st
March 2003 Gross MEA by some 8% during the past five years.   

This amounts to £320m out of the total increase in Gross MEA of £347m and is shown in the 
“other” column in Tables B7.13 and B7.14.

Our PR09 MEAV values are based on our current construction costs, calculated as per the 
OFWAT guidance.   The process used is described in paragraph C.3.3.2 of this commentary.   
COPI has therefore played no part in the calculation of these valuations.    The issue relating 
to COPI and RPI refers to the explanation for the difference between our Regulatory Accounts 
Gross MEA as at 31 March 2008 and our revalued PR09 GMEA.

The Regulatory Accounts Gross MEA as at 31 March 2008 is based on the last asset 
revaluation, inflated by RPI, plus capital expenditure since then.  Our view is that this has 
understated the Gross MEA in the Regulatory Accounts as construction costs will have risen 
by COPI rather than RPI.   We therefore believe that it would have been more appropriate to 
use COPI as the inflation index in the Regulatory Accounts rather than RPI.    

This understatement of the impact of inflation on the last revaluation has been shown in the 
“other” column on Tables B7.13 and B7.14, in order to explain part of the movement between 
the Regulatory Accounts Gross MEA and the PR09 MEAV.       

We have not increased our MEAV on the basis that we have preferred an alternative inflation 
index, but have merely used the difference between COPI and RPI to explain part of the 
variation in our asset values between PR09 and the 2007/08 Regulatory Accounts, for the 
purposes of completing tables B7.13 and B7.14.

Second, as discussed in the asset costing section above, asset values have been increased 
by factors such as the introduction of enhanced and more extensive treatment technologies, 
improved odour and noise control systems/mitigation, increased costs relating to planning 
applications/site selection, increased planning restrictions imposed during the construction 
process and the automation of operational sites.   

Third, the above cost increases have been offset by efficiency savings.    In recent years we 
have successfully obtained lower overall capital expenditure costs in real terms due to 
significant improvements in construction efficiency and capital programme procurement 
methods.   

The net impact of these last two reasons is only £27m (0.45%).  This demonstrates that the 
numerous factors that have increased our cost levels in recent years have been virtually 
matched by the increased levels of capital efficiency obtained.  The main area of cost 
increase relates to Sewage Treatment and Sludge Works which is where the main areas of 
additional costs reside; tighter consents, odour issues, EU Directives, site selection and 
general planning expenditure.   Virtually all the other categories of depreciable assets show a 
cost reduction which demonstrates our success in achieving efficiency savings.      

Our ability to absorb these additional costs has meant that we have been able to avoid 
passing them onto our customers.  

The major movements in the Gross MEA for infrastructure assets are summarised below.
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JR08 Table 
25 – 2007/08

Variations in 
Unit Costs

Impact of RPI 
in Reg A/c

PR09 - FBP

£m £m £m £m

Water Resources  153 125  13  291

Water Mains  3,021 1,624 209 4,854

Water Total  3,174 1,749 222  5,145

Sewers 9,070 3,653 628 13,351

Sewer Structures  201 76  16 293

Sea Outfalls  307 3  22  332

Wastewater Total  9,578 3,732 666 13,976

Total 12,752 5,481 888 19,121

The variation in the Gross MEA of infrastructure assets of £6,369m is due to three main 
reasons.   

• The use of RPI rather than COPI in the regulatory Accounts which has understated 
the impact of construction price inflation;

• The introduction of the Traffic Management Act 2004 increased restrictions by local 
authorities for working in highways, the increased cost of disposal for excavated 
materials (landfill tax) and increases in the cost of materials

• Cost reductions due to efficiency gains realised.  

Firstly, the issue described above regarding the use of RPI rather than COPI in the 
Regulatory Accounts also applies here.  The impact on infrastructure assets amounts to
£888m and is shown in the “other” column in Tables B7.13 and B7.14.

Secondly, as discussed in the sections on the asset costing above, asset values have 
increased during the past ten years due to factors such as the introduction of the Traffic 
Management Act 2004 which increased restrictions by local authorities for working in 
highways through the introduction of permits to work.   There have also been significant 
increases in the disposal costs for excavated materials (landfill tax) and the cost of new 
materials.  

Finally, the above cost increases have been offset by efficiency savings.    In recent years we 
have successfully obtained lower overall capital expenditure costs in real terms due to 
significant improvements in construction efficiency and capital programme procurement 
methods.   

Impact on Annual Current Cost Depreciation (CCD)

We have modelled the impact on CCD of modifying the Gross MEA values contained within 
the 2007/08 Regulatory Accounts to reflect the revised PR09 values.    This exercise has 
been undertaken for each asset category within each service and results in an increase in 
annual CCD of £6m at 2007/08 prices. This increased level of CCD has been applied to 
Tables B7.3 and B7.5 from 2008/09 onwards.            

Our financial projections of CCD on assets existing as at 31
st

March 2008 shows that, prior to 
the inclusion of the PR09 revaluations, the forecast 2008/09 CCD of £188m would decline to 
£151m by 2014/15 and £126m by 2019/20. After revising the calculations to include the 
impact of the PR09 revaluations, the revised 2008/09 CCD of £194m is projected to fall to 
£156m by 2014/15 and £131m by 2019/20. The projected increase in annual CCD arising 
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from the PR09 Gross MEA valuations of £6m per annum as at 2008/09 therefore marginally 
falls to £5m per year for 2014/15 and 2019/20.

The drivers for the change in annual CCD are detailed in the section C.3.6.1 Total Gross MEA 
above.

The methodology used to produce these projections is described in the commentary to Tables
B7.3 and B7.5.

Net MEA

As with a number of other larger companies, we do not have an asset register which shows 
the remaining lives of our assets on an asset by asset basis.   A significant proportion of our 
1997/98 asset base was inherited from our predecessor authorities at nil cost.   We do not 
therefore have details of these assets in our historic asset register. 

Consequently, the existing SWS historic accounting system for fixed assets is made up of a 
listing of individual capital schemes since 1974/75, which are not allocated to individual sites.  
Although each scheme relates to one asset category (wastewater treatment works, service 
reservoirs, etc), many of the schemes relate to more than one site within its particular 
category.   As the register does not identify the site or sites relating to each scheme, it is not 
possible to identify either the gross or net book value of each site or location.    The schemes 
also do not identify the section of the site to which the expenditure relates, e.g. inlet works, 
primary tanks, etc.   

We are therefore only able to obtain an analysis of the annual capital expenditure and 
depreciation, together with the to-date gross and net book value, by grouping the schemes 
according to their asset category, e.g. water supply works, service reservoirs, etc.   This 
provides an accurate summary of, for example, water supply works in total, but does not 
provide information on a site-by-site basis.      

Due to this, the current cost accounts system is maintained at the level of each asset 
category and does not hold information on a site-by-site basis.   We do not, therefore, hold a 
gross or net book value of each site in our current CCA records. 

Consequently, we are unable to identify where the PR09 asset revaluation exercise has 
produced a change in the value of our assets on a site-by-site basis.   We are only able to do 
this at an asset category level.

For those asset categories where we have produced a PR09 Gross MEA valuation we have, 
therefore, revised the total Net MEA of that asset category in proportion to the change in the 
Gross MEA arising from the valuation. 

For those assets where the Gross MEA has been taken from the 2007/08 Regulatory 
Accounts, we have also taken the Net MEA from this source.  

The major movements in the Net MEA for depreciable assets are shown below.

JR08 Table 
25 – 2007/08

Variations in 
Unit Costs

Impact of RPI 
in Reg A/c

PR09 - FBP

£m £m £m £m

Water Treatment Works 348 -46 20 322

Water Storage  95 27 7 129

Water Pumping Stations 134 -22 9 121

Water Ancillaries  29  -8 1 22

Water M&G 42  -2 0 40

Water Total  648 -51 37 634
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JR08 Table 
25 – 2007/08

Variations in 
Unit Costs

Impact of RPI 
in Reg A/c

PR09 - FBP

Sewage Pumping Stations 413 (46) 26 393

Sewage Treatment Works 1,524 90 85 1,699

Sludge Treatment Works 389 27 18 434

Wastewater M&G 114 (10) 0 104

Wastewater Total 2,440 61 129 2,630

Total – B7.13 and B7.14 3,088 10 166 3,264

B.7.2.6 Infrastructure Renewals Charge (IRC)

Principles 

The underlying principles of Infrastructure Renewals Accounting are set out in RD07/03, 
which discusses the Long Run Normative Charge (LRNC). RD07/03 explains that the 
Infrastructure Renewals Expenditure can be treated as being a proxy for the depreciation 
charge for the infrastructure asset, as long as the asset remains in steady state. If the charge 
starts to increase then this implies that the steady state no longer applies and a new steady 
state has been reached. Any difference between the IRC and the IRE is held as a 
prepayment or an accrual in the Balance Sheet. This reflects the fact that if the asset is in a 
steady state, over a reasonable planning horizon the total of the IRC charges will be equal to 
the total of the IRE. Use of IRC allows a consistency of charge year on year to the Profit & 
Loss, avoiding the expected annual fluctuations of the IRE. If equivalence does not occur then 
the system is not in steady state.

The IRC should be unchanged in real terms where the size of the (infrastructure) system 
remains basically unchanged and the standards of operating effectiveness also remain 
unchanged.

The checks for a credible LRNC should include:-

• The IRC should, ceteris paribus, be broadly the same in real terms each year.

• Any accrual/prepayment should not be ever growing. 

Calculation of charge for AMP5 and AMP6

Our IRC charge, for the purposes of Table B3.5 and B3.7 is calculated separately for water 
and sewerage services. 

The charge has been set in three phases; the first covers AMP4, the second AMP5 and 
AMP6 and the third covers AMP7. The overall principal is to set IRC in line with the above 
principles of LRNC and a steady state covering the period April 2005 to March 2025. IRC 
calculations have been made to set the accrual/prepayment position to zero for both services 
by the end of March 2020. Thereafter the steady state remains with IRC broadly equal to IRE. 
This uses the five year back: ten year forward approach anticipated by the financial model.

The IRE is forecast to the end of AMP4 broadly in line with the current Final Determination, 
but allowing for additional sums within the IRC in readiness for the AMP5 step change. This 
will leave an accrual on the Water service and a prepayment on the Sewerage service at the 
end of March 2010.

For AMP5 and AMP6, in the case of the Water Service the IRE is modelled on maintaining 
the current steady state whilst keeping the current risk of deterioration at the same level. This 
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requires a step change in IRC associated with maintaining this level of risk which is reflected 
in the plan. At the end of 2020 there will be no accrual or prepayment. 

The same approach applies to the Wastewater Service but with an increased effort to move 
from marginal to stable serviceability.

Water service (Table B3.5)

Block A receives inputs from the SWS Business Plan capex database and sums the entries.

Block D takes the IRE gross figure and requires the deduction of grants for infrastructure 
maintenance. This is taken to be the income received from diversions. In our capital 
programme we keep a separate scheme each year for this income. The figures for AMP4 are 
taken from the latest capital programme at time of input or from JR08 for 2007-08. Thereafter 
the income has been linked to the diversion expenditure estimates in AMP5-7. Some 82% of 
this is taken as being rechargeable in accordance with the New Roads and Streetworks Act
provisions. For the purposes of the plan we have included expenditure on diversions of  
pa, giving a receipt of . 

In line with the methodology incorporated in the Ofwat financial model, the charge has been 
considered in three elements:-

i. The average of the IRE over the 15-year period 2005-06 to 2019-20 (5 years back and 
10 years forward). This first element amounts to £26.928m.  If there were no 
prepayment or accrual and we were at the start of the period, this is the level that the 
charge would need to be set at. 

ii. The second element of the charge relates to the accrual balance of £26.236m held 
within the Reservoir Financial model.  We understand this is based on Ofwat’s PR04 
assumption that the balance at that point would be written-out over the ten years to 
2014-15.  This element is written out over the period to the end of AMP5. This second 
element equates to £3.748m. Addition of these two elements gives the AMP5 charge of 
£30.676m as shown in Table B3.5. 

iii. The third element relates to the remaining accrual balance to be unwound.  At 2014-15 
the remaining balance is forecast to be £21.640m:

Current balance £40.047m

Less balance unwound in AMP5 (£26.236m)

Plus additional accrual arising during AMP4* £6.160m

Balance arising from period 2005/06 to 2007/08 £1.668m

£21.640m

* This additional accrual arises from the staged step-up of the IRC in the final two years of AMP4.  We propose to 
increase the charge by £1m in 2008-09 and a further £1m in 2009-10 giving a charge of £27.096m and £28.096m 
respectively.  The sum of the difference between this charge and the £30.676m calculated above produces an 
additional accrual balance. 

** This additional balance arises because the 15-year average used to calculate the IRC is slightly lower than the 
average for the 12-year period from 2008-09 to 2019-20 (£27.076m compared with £26.928m).  

This remaining balance is unwound over the AMP6 period leaving a zero balance at 2019-20. 
This gives a charge for AMP6 of £26.928m plus 1/5 * £21.640m = £31.256m as shown in 
Table B3.5. 

Sewerage service (Table B3.7)

As for Table B3.5, the diversions receipts are based on expenditure of circa  pa and an 
estimate of receipt of circa  pa. The IRC charge has been calculated in the same 
manner as for the water service, as described above. The elements of the charge are: 
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i. 15-year average of IRE: £23.782m
ii. Ofwat PR04 balance to be unwound by 2014/15 £zero
iii. Remaining balance to unwind in AMP6* £2.340m

* The forecast balance at 2014-15 is £11.7m, representing the current actual balance £9.824m plus additional accrual 
arising during AMP4 (£7.096m) less prepayment arising from period 2005-06 to 2007-08 (£5.220m)

This produces a charge of £23.782m for AMP5 and a slightly higher AMP6 charge of 
£26.121m as shown in Table B3.7.

Total IRC 

Based on the above, the aggregate IRC for AMP5 is £54.458m, increasing slightly to 
£57.377m in AMP6. This compares with the charge in 2007/08 of £44.830m.  We intend to 
begin to increase the IRC in the remaining years of AMP4 to begin the step up to the higher 
forecast level.  

B.7.3 Taxation 

The tax charge, both current and deferred, is calculated to the inputs to Tables B7.12 and 
C.9.1.  

The interest charge in table B7.1 has been calculated following a ‘gearing adjustment’ as part 
of the K setting routine. This is different to the interest charge in table B.7.12 which relates to 
the pre-gearing adjustment level of interest. This also impacts upon the reported total 
effective tax rate. 

B.7.3.1 Corporation Tax creditor

There is no Corporation Tax creditor at 31 March 2008 shown in the statutory accounts.  Any 
outstanding payments due in respect of group relief are included in the Balance sheet as 
amounts owing to Group companies.

B.7.3.2 Group position

Tax projections have been carried out in accordance with Ofwat guidelines. If the projections 
were to be made from a group perspective the tax charge will be reduced by losses 
surrendered from group companies. However the company will be making payment in full for 
any losses it receives by way of group relief, consequently the payment in respect of tax will 
not be lower than it would be if the company was a single entity.

B.7.3.3 Table B7.12

Specific comments on the data entry lines are as follows:

Block A – Capital expenditure

The percentage allocation of capital expenditure to the individual capital allowance pools as 
shown in Table B.7.12 has been based upon forecasts produced for the company by 
ChandlerKBS (CKBS). CKBS have carried out the full capital allowance service for Southern 
Water since 2005. They have analysed the proposed PR09 capital programme by assessing 
each individual project using information supplied to CKBS from the company’s PR09 team 
plus CKBS’s own experience of analysing similar engineering projects throughout the 
industry.
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The AMP5 projected tax allocations have been compared against the past three tax 
schedules. This demonstrates that the overall correlation of tax categories is relatively good, 
with variances reflecting the change in nature of the AMP5 programme.

Capital expenditure analysis is based upon the ‘most likely’ scenario from CKBS, who 
consider that an overall Ofwat confidence grade of C2 should be applied on the basis that 
whilst the assessments are not based on detailed cost breakdowns, the accuracy is within +/-
5% for each tax category.

Grants and contributions have been netted off capital expenditure.

Specifically, capital expenditure has been reported as follows;

Line 2 :- Additions in the period qualifying for 100% First Year Allowances based 
on forecasts produced for the company by CKBS, and represent 0.16% to 
1.83% of annual expenditure. This is based on the assumption that 100% 
FYA for qualifying water meters is withdrawn.

Line 3 :- Plant & machinery (substantially non-infrastructure assets) qualifying for 
capital allowances having a life of less than 25 years. Projected annual 
allocations are based upon forecasts produced for the company by 
CKBS, ranging from 29.43% to 36.85%.

Line 4:- Plant & machinery non-infrastructure assets qualifying for capital 
allowances which have a life of more than 25 years, together with all 
infrastructure assets considered as enhancements to the system. 
Projected annual allocations are based upon forecasts produced for the 
company by CKBS, ranging from 11.36%% to 17.49%. An additional pool 
for integral features will be used from 2009/10. Forecast annual 
allocations for this pool have been added to the long life pool as both 
have the same rate of written down allowance. Projected annual 
allocations range from 1.38% to 2.22%

Line 5:- Infrastructure receipts taxed as revenue in year of receipt (line 12) have 
been grossed-up against this long life pool, at the rate of 1.33% per 
annum.

Line 6:- Expenditure qualifying for Industrial Buildings Allowances, both commissioned 
and non-commissioned. Projected allocations are based upon forecasts 
produced for the company by CKBS, ranging from 12.01% to 18.24%. This line 
includes the element of Long Life Structures treated as IBA’s.  Refer to the 
note on Block B below.

Line 7:- We do not expect to purchase any assets under finance leases.
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Line 8:- Infrastructure renewals expenditure in line with the forecast capital expenditure 
programme, ranging from 8.28% to 13.88%.
No formal agreement has been made with HMRC that either IRE or IRC is a 
revenue deduction. The full IRE expenditure is analysed by CKBS each year, 
with the relevant proportion treated as a revenue deduction.  Non-infrastructure 
capital expenditure on which a revenue deduction is allowed for tax purposes 
in the year of spend equal to the depreciation charge, in accordance with TB 
53. Capital allowances are calculated as a written down allowance from a 
specific ‘deferred revenue pool’. Projected allocations are based upon 
forecasts produced for the company by CKBS, ranging from 18.15% to 
24.80%. The asset life used for claiming DRE is calculated on an annual basis 
by CKBS based on the relevant mix of asset lives.

Line 9 :- Nil – capitalised infrastructure costs excluded from IRE.

Line 10:- Nil – Land remediation expenditure capitalised.

Line 11:- This line includes capital expenditure not qualifying for capital allowances or a 
revenue deduction. Projected allocations are based upon forecasts produced 
for the company by CKBS, ranging from 1.09% to 1.59%. 

Line 12:- Infrastructure receipts taxed as revenue in year of receipt. Projected allocation 
based upon average of 2006 to 2008 (1.33%) and grossed against the long life 
pool (line 4).

Block B – deductions for capital expenditure

During the current PR04 period, the Government, with no prior consultation, increased the 
rate of deduction on the long life pool, reduced the rate of deduction on the general pool, and 
reduced to zero Industrial Buildings Allowance. Whilst the abolition of Industrial Buildings 
Allowance was included as part of a package of reform, the adverse impact of the changes on 
the water industry was potentially far more severe than other business sectors in view of the 
water industry’s high levels of affected capital expenditure. The water industry has since been 
lobbying HMRC to ascertain whether a proportion of capital expenditure can be allocated to 
the long life pool rather than treated for tax as industrial buildings, and after a long period of 
silence, HMRC have recently responded with a letter setting out some tax legislation points re 
capital allowances. This position remains uncertain and tax allocations outlined in block A 
above have been carried out in a consistent manner to existing practice.
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Line 13:- FY08 IBA claim is as shown in the draft corporation tax computation for the 
year ended 31 March 2008.
Projections reflect the phased decrease in the rate of IBA from 4% at 2007/08 
to 0% from 2011/12. 

Line 14:- We do not expect to purchase any assets under finance leases.

Line 15:- FY08 notional depreciation from ‘deferred revenue pool’. Projections are 
calculated as prior year balance plus proportion of non-infrastructure capital 
spend (Line 1 multiplied by line 8) divided by average asset life (line 18).

Line 16:- Nil – as per line 9.

Line 17:- FY08 is as shown in draft corporation tax computation for the year ended 31 
March 2008. Projections are calculated as proportion of infrastructure capital 
spend (Line 1 multiplied by line 7) multiplied by 90.5% (average proportion of 
historic capex deducted for FY06 to FY08).

Line 18:- The average asset life of 27 years is consistent with that stated in the June 
Return 2008, being based on a weighted average calculation method between 
water and wastewater non-infrastructure asset lives.

Line 19:- The average asset life of 88 years is consistent with that stated in the June 
Return 2008, being based on a weighted average calculation method between 
water and wastewater infrastructure asset lives.

Line 20:- Manually calculated with reference financial outputs from the FBP.

Block C  - Closing balances

The closing position reflected in Block C is based on the draft tax computations for the 
statutory accounts year ended 31 March 2008.

The balance of uncommisioned IBA’s as at 31 March 2008 is assumed to be a constant future 
balance so has not been included within block C.

Block D – Other deductions/adjustments

Revenue expenditure not allowable for tax purposes relates to items such as entertainment 
and adjustments for expensive car leasing.

It has been assumed that there will be no increase/decrease in general provisions up to 2014-
15.

There are no material chargeable gains assumed to arise in the period to 2014-15. 

Block E – Deferred tax
Deferred tax per the accounts amounted to £405.1m, comprising an accounting liability of 
£425.4m of accelerated capital allowances and an accounting asset of £20.3m relating to 
deferred income of grants and contributions and provisions.
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B.7.3.4 Future tax legislative changes

PR09 forecasts have been prepared under prevailing tax legislation. An example of a possible 
future change is:

• Following its sponsoring of the report of the Tax Reform Commission ( “Tax Matters; 
Reforming the Tax System”) in October 2006, the Conservative party is advocating a 
future simplification of the tax system involving a broad replacement of the existing 
capital allowance regime with a system based on accounting depreciation.

In view of the above, together with the atypical profile of expenditure within the water industry 
where material amounts of its capital expenditure are currently eligible for tax allowances, we 
believe that a specific tax notified item should be included for PR09 in relation to this area. 

B.7.3.5 Potential impact of UKGAAP/IFRS convergence

PR09 forecasts have been prepared under UKGAAP. An example of a potential impact from 
convergence of UKGAAP to IFRS is as follows:

• Renewals accounting (FRED29). Following the withdrawal of renewals accounting, 
infrastructure assets will be depreciated over their useful lives (average 88 years) and 
in accordance with TB53 a tax deduction will only be available as the depreciation is 
charged to the profit and loss account. This will have a significant impact on the 
company’s tax charge as currently approximately 10% of projected net capital 
expenditure is expected to receive an immediate revenue deduction in the year of 
spend (lines 7 and 17).  If this were to occur from 2010/11, the increased tax charge 
could be an average of approximately £11m per year over the PR09 period, based 
upon an average depreciable asset life of 88 years.

It may be possible to recategorise some of the IRE as capital qualifying for capital 
allowances or indeed as opex included in the Profit and Loss account.  This may 
reduce the effect on the tax charge. However it is still considered significant.

We believe that this should continue to be a notified item.
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Appendix B.7.1

Proposed IDoK mechanism for power costs

Anglian Water has proposed a mechanism for an energy costs Notified Item.  Their proposal 
involves agreeing the total energy consumption for each year of the price review period and 
an appropriate market price benchmark. Where the market benchmark diverges materially 
from the level assumed in price limits (on a unit cost basis) an IDoK could be triggered.  The 
IDoK would not apply simply because a company had used more energy than assumed or 
had procured its energy needs at above or below the benchmark level.  

The proposed mechanism would maintain strong incentives for companies to outperform by 
either using less energy than the agreed benchmark level or procuring more efficiently.  At the 
same time customers would be protected from bearing the costs of excessive consumption or 
poor procurement. Only a material rise or fall in the market price of energy, as measured by 
the benchmark, would be captured.  

A simplified example is shown in Table A.1 below.  Neither actual consumption nor actual unit 
price – either of which may be above or below the agreed level – is relevant to the calculation.

Table A.1 – Energy costs Notified Item illustration

2010-11 2011-12 2012-13 2013-14 2014-15

A Agreed no. units (includes 
additional energy costs arising 
from new obligations)

100 105 115 120 120

B Agreed benchmark price 50 50 55 60 60

C Allowed cost (A*C) 5,000 5,250 6,325 7,200 7,200

D Actual benchmark price 50 50 50 65 65

E ‘Actual cost’ for IDoK (A*D) 5,000 5,250 5,750 7,800 7,800

F Relevant costs for IDoK - - (575) 600 600

Basis of power forecasts included in Base Opex

Details of our assumptions on energy costs are set out in Part B3 of the Business Plan. In 
summary we have based our power cost assumptions on a recent projection provided by our 
independent advisors EIC.  Their central estimate is for wholesale power costs to increase 
from an annual average of £40/MWh in 2009 to £65/MWh in 2013.  EIC estimates by year are 
shown in Table A.2 below.

3

Table A.2 - EIC power cost central estimate 2009-2013

£/MWh in outturn prices 2009 2010 2011 2012 2013

EIC power scenario I 40 46 55 60 65

  
3

Source: EIC, UK Baseload power price, 2009-2013 (nominal outturn, £/MWh), Power Scenario I.
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In using these estimates as the basis for our proposed adjustments to base service operating 
expenditure, we have apportioned EIC’s calendar year estimates to financial years, 
discounted outturn prices to base year prices using the RPI and assumed unit costs remain 
constant beyond 2013.

We have also made a reduction to our proposed operating cost adjustment to reflect the fact 
that if power costs increase in the manner projected by EIC, some of this increase will directly 
impact RPI which in turn will be captured through the regulatory pricing mechanism.  For 
these purposes, we have assumed that the impact of an increase in power prices of 
approximately 40% between 2010 and 2013 should be offset by a downward adjustment of 
0.1% of base year operating costs in 2009/10, rising incrementally by 0.1% each year to 
reach 0.5% of base year operating costs in 2014/15. This is broadly consistent with the 
assumptions made by Ofwat for PR04.  

Table A.3 shows our assumed levels of power consumption for the purposes of this final 
business plan.

Table A.3 - Electricity consumption assumptions

Mar-08 Mar-09 Mar-10 Mar-11 Mar-12 Mar-13 Mar-14 Mar-15

Projected electricity consumption (GWH)

Base service 409 409 409 409 409 409 409 409

AFCs 0 9.5 19 28.5 38

Total 409 409 409 409 418.5 428 437.5 447

AMP4 AMP5




