Annual Performance
Report 2018-19

Regulatory reporting

...................

e
W 3

— _:__; ‘}. 2 A
_Southe P
N Water. ==

* Ensuring water for life
gl



Southern Water Annual Performance Report 2018-19

Contents

Regulatory information and annual performance report

1 Introduction

1 Board Statement of Company Direction and Performance
6 Annual risk and compliance statement

1 Regulatory matters

Section 1 - Regulatory financial reporting

13 Income statement

14 Statement of comprehensive income

15 Statement of financial position

16 Statement of cash flows

17 Net debt analysis

18 Financial flows

22 Notes to the regulatory financial statements

Section 2 - Price control and other segmental reporting
30-39 Tables2Ato 2K

40 Independent auditor’s report

Section 3 — Performance summary
43-49 Tables 3Ato 3D

50 Independent limited assurance report

Section 4 - Additional regulatory information
52-60 Tables 4Ato 4l

61 Data assurance summary

Appendices

64 1— Transactions with associates

67 2 — KPI definitions and status assessment rules

76 3 — Glossary of regulatory terms



Southern Water Annual Performance Report 2018—-19 Page 1

Regulatory information and
annual performance report

Introduction

We operate in accordance with an Instrument

of Appointment (our ‘Licence’) issued, by the
Secretary of State, to us as a water and sewerage
undertaker under the Water Industry Act 1991.
The Water Services Regulation Authority (Ofwat)
has a duty under the Water Industry Act 1991to
ensure compliance with the conditions of this

Licence.

The Annual Performance Report sets out

the performance in 2018-19 of Southern
Water’s regulated business, as defined under
our Licence, in financial terms and against
our business outcome and performance
commitments.

The Annual Performance Report comprises four
sections:

1. Regulatory financial reporting

2. Price control and additional segmental
reporting

3. Performance summary
4. Additional regulatory information.

It alsoincludes a Board statement of company
direction and performance and a compliance
statement in relation to our position with regard
to compliance with relevant statutory, licence
and regulatory obligations and how we are
taking appropriate steps to manage and/or
mitigate any risks we face.

In addition we have also published a data
assurance summary on our website —
southernwater.co.uk/our-reports. This sets out
the results of the data assurance undertaken on
our reporting for 2018-19.

Board Statement of Company
Direction and Performance

This statement sets out how the Board of
Southern Water set the direction of the
company and ensures it is delivering
performance that meets our customers and
stakeholders expectations. It describes how
we developed our long-term vision and how
we developed our Business Plan for the period
2020-25. It also describes how the Board
monitors performance and risk and how
performance affects the returns to shareholders
and the pay of our executive team.

Details of our performance against our targets
for this business plan period 2015-20 and in
particular 2018—19 are provided in the Strategic
Report section of our Annual Report and
Financial Statements. In addition details of our
performance against performance commitments
are provided in the performance summary on
page 43 of this report.

Preparing for the future

As part of our preparations for the next business
plan period 2020-25, we are focusing, in
2019-20, on ensuring that we are doing the basics
well. This includes a transformation plan to deliver
cost efficiencies which should prepare us to deliver
the Business Plan and improve the service we
provide to customers and the environment.

During 2019-20 these changes will include:

e arenewed focus on a set of clearly defined
performance indicators to encourage
employees to shift their focus on achieving
our targets in critical areas

o further development of our Water First,
Environment+ and Operational Excellence
programmes, promoting cross-team
collaboration with a focus on compliance and
cost efficiency

e ahalton projects that are adding least value
so resources can be redirected to more critical
tasks

e the promotion of our innovation lab bluewave
as a problem-solving resource for the business

* anew cost-management system to integrate
key capital project scope, cost, schedule and
risk data

e implementation of a new buyer/supplier portal
allowing costs to be controlled more efficiently
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e further embedding our revised company
values to drive culture change within the
business

e investmentin our IT infrastructure to bring
services backin house.

Our vision and business plan
for 2020-25

Our ambitious vision is to create a resilient water
future for customers in the South East. This
vision has been developed based on analysis of
the key influences on our sector and within our
region. These include:

e The future challenges facing our sector, our
region and society

e The future direction of regulation and
Government policy

e The views of our stakeholders and customers

To inform development of our long-term vision
we commissioned a groundbreaking report
from futurist Peter Kingsley called “Water
Futures in the South East: Towards 2050”. This
report identified six major trends that would
affect our business over the next thirty years.
These were, global climate and environment,
new forms of regional governance, ecosystem
thinking, new technologies such as nanoscale
filtration, sensors and artificial intelligence, the
growth of radical innovation, and the changing
cultural values of the public, customers and
stakeholders. This work, along with reports from
many other organisations including the World
Economic Forum provides a clear context for the
challenges and opportunities we face, and the
need to move beyond conventional water sector
thinking to tackle these.

Alongside these future challenges political and
regulatory expectations are increasing. For
example, the government recently published a
new 25-year plan to improve the environment,

in which water companies will have a key role to
play. The government and Ofwat have also made
clear that a step change in transparency and
governance of the sector is required.

Our stakeholders and customers have also
played a key role in shaping our vision and our
business plan. Over the course of this five-year
business plan period 2015-20, we have carried
out a programme to significantly improve how we
engage with our customers and stakeholders,
and used the insight to put them at the heart of
our business. In practice this means building on

how we use customer insight to drive decision
making across Southern Water, from establishing
an insight function, to using customer data to
drive continuous improvement initiatives in

our operational teams. For the next business
planning period 2020-25 we will go much
further. We will move beyond listening to active
customer participation in the development and
delivery of our services. We have already carried
out over 42,000 direct interviews with customers
and other stakeholders to develop our business
plan for 2020-25.

In developing the plan we have widened the
traditional definition of a customer to encompass
all users of water, not just those who pay a water
bill to Southern Water. This reflects the vital role
that water plays in all of our lives and recognises
that as a monopoly water company, we have a
special responsibility to society as a whole. This
broader sense of our role and the wider value

of water to society is reflected in our refreshed
branding ‘Water for Life’ which forms part of a
wider mission to ensure that we recognise the
true value of water in our lives.

This long-term vision forms the ambition for the
five-year business plan, covering 2020-25,
which we submitted to Ofwat in September
2018. Our customers have told us that as well
as thinking about the challenges of the future,
they have an expectation that we will continue
to deliver on the basics — clean, high quality
drinking water and effective wastewater
systems.

These twin goals of delivering the basics
brilliantly and planning for the future are
reflected in our plan which is built around
five service-based outcomes and five
transformational programmes.

The plan that we submitted to Ofwat included
significant performance improvements, including
a 15% reduction in leakage, improving 537
kilometres of rivers and supporting 155,000
customers through financial assistance schemes,
with bills reducing by 3% in real terms. Following
Ofwat’s initial review and challenge we revised
the planin April 2019, to include additional
efficiency savings over and above those in our
original plan. The revised plan will deliver the
same outcomes for customers, alongside a 5%
reduction in bills.
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OUR AMBITIOUS VISION IS

To create a resilient water future
for customers in the South East
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Delivering for our customers Customer Challenge Group (CCG) monitors and

challenges our performance and publishes an
annual report on the delivery of our business plan
commitments. The CCG chair regularly attends
the Board meeting, providing Board members
with an external perspective on our performance
and our improvement programmes.

Our current five-year business plan, developed
in 2014, takes us to 2020. As part of that plan we
committed to 33 explicit performance targets for
each year of the period, with financial penalties
and rewards attached to 21 of these. Our
performance against all of these targets is set
outin Table 3A on page 43. Performance against the targets setin our 2014
business plan has been mixed, with some good
performance in a number of areas, but significant
challenges in others. For example we have
delivered excellent performance in reducing

per capita consumption, beating our targets,

and providing a strong platform for our industry-

The Board and Executive closely monitor
performance against these commitments
through a business promises dashboard,
directing corrective action where performance
is not on target. In addition, our independent
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leading Target 100 initiative. We have also
improved customer service performance very
significantly from a relatively poor position in
recent years, though we recognise that there is
still more to do in this area.

Significant challenges remain however. We
need to improve operational performance in
respect of our environmental and drinking water
performance and resilience. Following historic
issues relating to the reporting to our regulators
of performance data, it is vital that we focus

on ensuring a strong culture of compliance in
our business. We must also ensure that we are
delivering in the most cost-effective way and
spending customers’ money on the things that
matter most to them.

To address these challenges we have
established a company-wide transformation
programme, with a number of sub-programmes
to address specific areas of improvement. These
programmes include

e Water First — our long-term improvement
programme, developed in collaboration with
the Drinking Water Inspectorate (DWI), to
embed public health protection at the heart
of our water services. It spans our people,
processes, systems, culture, training, risk
and information management — supported
by asset improvements and expanded
catchment management.

e Environment+ — our holistic Environment+
programme is building on work already
underway to improve how we manage our

FUTURES

risk and assets to improve our performance,
capabilities and compliance. It is embedding
more collaborative, effective and
transparent practices, alongside sustainable
improvements to our policies, processes and
reporting.

e Modern Compliance Framework — we are
working with leading experts in ethical
business practice to adapt their work into our
transformation and guide the development
of specific activities under the Modern
Compliance Framework.

The Board has been instrumental in the
establishment of the transformation programme
and is closely tracking progress. Together, these
programmes will enable us to get the basics right
in this business plan period to deliver our plan
through to the next business plan period and
beyond.

As well as delivering against the commitments
in our business plan, we are changing the way
that we engage with customers to ensure that
we adapt to changing customer preferences in
an agile way. Historically, customer engagement
in the sector has been focused on developing a
five-year business plan, with less emphasis on
ongoing engagement between price reviews.

To ensure that we can meet the challenges

of the future we have putin place a new
customer engagement and participation
strategy. Our approach starts with the customer,
looking at all the different ways we engage,
bringing teams together and defining our
preferred future. Our model is described below:

We co-imagine and co-create the future with customers

. LISTENING AND

CUSTOMER COMMUNITY BEHAVIOUR CcoOMMS CUSTOMER
EXPERIENCE ACTING CHANGE :DRIVEN CULTURE
We engage We listen to . We engage customers . We make it easy for . We have a continuous . Customers interests are
customers in customers and . as citizens in improving customers to act conversation with . first in all the decisions
improving their act on what the future for water to help achieve a customers and their we make and the
customer-service we hear where they live resilient future representatives actions we take

experience for water

INSIGHT

We integrate our insight to provide a holistic view with evidence to inform our plans and actions

CUSTOMER ACTIVITY GOES ACROSS ALL THE PILLARS
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Aligning performance and rewards

The regulatory regime provides incentives for us
to deliver more of what our customers want for
less. Many of our performance targets include
financial penalties and rewards associated
with delivering for our customers. If we beat
our operational targets, delivering more of
what customers want, we can earn rewards,
which mean shareholders enjoy higher returns.
Conversely, if we fail to meet our performance
targets we can incur penalties, meaning
shareholders receive a return below market
rates. These incentive mechanisms provide a
strong alignment between the interests of our
shareholders and our customers.

We are also strongly incentivised to deliver
efficiently. At each price review Ofwat assesses
the efficient costs for delivering our business
plan. If we are able to beat these, we share

the benefits of that outperformance with our
customers. Broadly speaking, for every pound
that we save, 50 pence is returned to customers
via lower bills.

Our employees are incentivised to deliver for
customers through a company-wide bonus
scheme, ‘yourBonus’. 75% of the measures
associated with the bonus scheme relate to
delivering excellent operational performance
and efficient delivery of our plan. It aligns the
incentives for all employees with the interests of
our customers.

The remuneration of our Executive directors is
closely tied to operational performance. Ofwat
recently published a set of principles for linking
executive pay to performance and we have
further revised our executive pay policy to build
on the principles in our existing remuneration
policy (updated less than 12 months ago),
which already considers performance across

a balanced set of outcomes for stakeholders.
We will maintain a link to things our customers’
value; we will continue to report transparently
on performance against bonuses; and we will
formally review our policy annually.

As well as ensuring the right incentives are in
place, itis important that we strike the right
balance between providing a fair return to
shareholders and investing for customers.

We recently updated our dividend policy to
incorporate a wide range of measures, including
financial and customer performance measures.
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We have also taken on board recent public
concerns about the complexity of financial
structures in the sector, in particular the use of
offshore holding and finance companies, and are
closing our Cayman Island finance subsidiary to
enhance customer trust and confidence in our
company.

Ofwat Board Leadership,
Governance and Transparency
principles

In 2014 Ofwat published its first set of principles
on Board Leadership, Governance and
Transparency. These principles set out high level
expectations of companies’ Boards, but crucially,
did not prescribe how companies should

meet these principles. As part of its Company
Monitoring Framework (CMF) Ofwat assesses
companies’ compliance with these principles.

In Ofwat’s 2018 CMF, Ofwat concluded that we
“Met Expectations” with respect to compliance
with the principles.

During 2018, Ofwat consulted on updating

its principles and published its conclusions

in January 2019. It also plans to introduce a
licence condition, requiring compliance with
the principles. These updated principles are
operational from April 2019, but we are taking
steps to ensure that we meet the objectives of
the new principles going forward. In our Annual
Report and Financial Statements, we set out how
we are changing our business to ensure we can
meet and exceed these new principles.
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Annual risk and compliance statement
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The purpose of the annual risk and
compliance statement is to give
assurance to Ofwat, customers and
other stakeholders that we have
understood their expectations

in relation to compliance with all
our relevant statutory, licence and
regulatory obligations and are
taking appropriate steps to comply
or manage and mitigate any risks
identified.

Customer expectations

In September 2018 we submitted to Ofwat

our business plan for the period 2020-25.

In developing our plan we spoke to more

than 42,000 customers and stakeholders to
understand their expectations, preferences and
willingness to pay for service improvements.
Mobile apps, sophisticated ‘willingness-to-

pay’ research, and ‘co-creation’ workshops
with customers and stakeholders are just

some of the tools we have used for the first

time in the preparation of our plan. The rigour
of this approach was reflected in independent
research by the Consumer Council for Water,
which showed that 81% of customers found our
proposals acceptable and only 4% rated the plan
as unacceptable.

A key part of understanding our customers’
expectations is being clear on who our
customers are. We know that amongst our bill
payers different types of customers will have
different needs and expectations. Splitting our
household customers into segments with similar
characteristics helps us to tailor propositions to
different customer needs. We have developed
customer service-led personas to assist with our
retail service delivery, and we are using these
personas to evolve our segmentation for the rest
of our services.

But, we have also deliberately broadened the
definition of who our customers are, beyond
justthose who pay water bills. As well as bill
payers, we consider all of those who interact
with the water environment as customers of the
services we provide. This includes, for example,
the many visitors to our regions beaches and
bathing waters, who may not be Southern
Water bill payers, but who benefit from the
improvements we are making to bathing waters.
Engagement with this wider group of water
users is fundamental to ensuring we meet the
expectations of society as a whole.

We recognise that if we are to meet customers’
changing expectations, this engagement must
be ongoing and to build on our solid foundation
of engagement to date, we have developed a
new Customer Engagement and Participation
model, which we are now using to underpin all of
our future engagement. (See above for details of
our new model.)

Our Customer Challenge Group, comprised of
independent experts in customer representation
and advocacy and environmental stakeholders,
has supported and challenged us in the
development of both our business plan and our
future engagement and participation strategy.
They provide an important external perspective
on all of the work we do to understand, and
deliver services that meet our customers’
expectations. They will continue to monitor

our delivery of the commitments in our plan

and ensure that our delivery is grounded in

the expectations of all of our customers and
stakeholders.

Statutory and regulatory obligations

Our primary obligations and duties are set outin
the Water Industry Act 1991, the Water Resources
Act1991and our Licence.

Our purpose is to deliver water for life to enhance
health and wellbeing, protect and improve the
environment and sustain the economy. In order
to achieve this we must deliver on our customers’
expectations.

We have failed to do this in the past, and our
historic performance has not been as good

as our peers in the industry or as good as our
customers might expect. We know we also
need to address current and historic challenges
from our regulators, Ofwat, the Drinking

Water Inspectorate and Environment Agency,
regarding our performance, reporting standards
and data quality. We set out the details below.

We repeat our sincere apologies to our
customers and other stakeholders, and we
are working very hard to make improvements
in those areas where we have fallen short of
the expectations of our customers and wider
stakeholders.

The Environment Agency

The Environment Agency has expressed
concerns about our performance in a number of
areas including pollution incidents, abstraction
licences and abstraction metering compliance,
and the action being taken to resolve the supply
deficit in South Hampshire. We recognise



Southern Water Annual Performance Report 2018-19

the need to improve in these areas and are
transforming certain areas of the business.
This includes progress against pollution
reduction plans, which have been shared with
the Environment Agency. We expectto see a
decrease in the number of pollution incidents
in the second part of 2019 as these plans are
implemented.

Over abstraction events occurred at Newmarket
and on the Bewl/Medway scheme during

2018. This was followed by us agreeing an
environmental undertaking for the Newmarket
over abstraction, which we are in the process

of implementing. We are also making
improvements in our abstraction monitoring and
metering as a result of detailed reviews of on-site
monitoring.

We are under investigation by the Environment
Agency regarding the historic performance

of certain wastewater treatment sites and the
reporting of relevant compliance information.
We are seeking to work proactively with them
to resolve these investigations which are still
evolving. At this time, there is no clarity of the
findings of these investigations or further action
or associated financial impact, if any.

The Environment Agency has recognised that
we have made good progress in areas including
discharge permit compliance, self-reporting

of pollution incidents and our approach to
catchment management. Our Environment +
programme focuses our improvement activities
and is driving internal transformation.

Ofwat

We have also been co-operating with Ofwat
in relation to its investigation into the historic
management, operation and performance
of our wastewater treatment works. For full
details of the Ofwat investigation, read visit
southernwater.co.uk/ofwat-investigation.

That investigation has resulted in Ofwat giving
notice that it intends on taking enforcement
action against us. Notice of Ofwat’s intention to
issue Southern Water with a financial penalty
amounting to £3 million has been published

on its website. The cost of this penalty will not
be passed on to our customers. We have also
agreed to make direct customer rebates totalling
£111.7 million (in 201718 prices), which will be
paid back to customers, in equal amounts,
between 2020 and 2025. We have also agreed
an immediate customer bill rebate of £11.2 million
(in 201718 prices) in financial year 2020-21.

We will also be supplying Ofwat with a number of
formal undertakings in relation to the numerous
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changes we have putin place, and are putting in
place, to ensure that the issues identified in the
investigation have been stopped and cannot be
repeated.

Over the past two years, people have left the
business and new, often more experienced,
colleagues have been brought on board. A full
company restructure, a new executive team and
a strengthened Board have also ensured we are
making change at pace, transforming our past
practices and putting things right.

We have also put new systems in place to
safeguard our services and ensure we meet the
high standards our customers and regulators
expect. Our whistle-blowing procedures have
been enhanced and a new set of company
values have been embedded. These actions,
along with a Modern Compliance Framework,
are already successfully changing the culture in
Southern Water.

The Drinking Water Inspectorate

Southern Water has been subject to prosecution
by the Drinking Water Inspectorate (DWI), the
Regulator for drinking water quality in England
and Wales. In August 2018, Southern Water
pleaded guilty to the supply of water unfit for
human consumption from Cooks Castle water
service reservoir on the Isle of Wight during
2013. The company was fined £65,000 and
additional costs of £44,621.

We remain under enforcement by the DWI via
two Final Enforcement Orders under section

18 of the Water Industry Act. The first Final
Enforcement Order requires the company to
demonstrate compliance regarding scheduling,
monitoring and reporting of our water quality
sampling programme. We are also subjectto a
Final Enforcement Order over the delivery of a
nitrate scheme at Shoreham water supply works.

During 2018—19 Southern Water has continued to
work with the DWI to formulate a legally binding
transformation programme. Water Firstis a
collaborative programme designed to improve
water quality performance, reduce the level of
risk and improve company culture with regard to
public health protection. The programme covers
a range of improvement initiatives including:

e improvementsto the company’s catchment
and water supply works risk assessment
process,

e anincreased inspection frequency for water
storage assets,

e enhanced training of company personnelin
the subject of water quality,
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e anovel approach to network management
utilising the latest developments in smart
networks,

e improvements to the company’s information
management systems, and

e significantinvestmentin water treatment and
storage facilities.

This programme of work is scheduled to
continue until 2032.

Reporting our performance

We provide a significant amount of data to

the EA and Ofwat about the performance of

our assets, and any wastewater or sewage
discharges we make into what is known as the
‘water environment’ such as rivers, streams and
coastal waters. We are committed to transparent
reporting of high-quality data that can be trusted
by our customers, stakeholders and regulators.

We are required to provide the EA with the
number, and details, of Category 3 Pollution
Incidents, and report wastewater treatment
works compliance. In our 201617 and 201718
Annual Reports we indicated that our external
assurers PricewaterhouseCoopers (PwC)
were unable to obtain the necessary evidence
to support the accuracy of the following
wastewater metrics:

e  WW!1a: Category 3 pollution incidents

o  WW1: Wastewater asset health Wastewater
treatment works population equivalent
compliance

o WWG6: Wastewater treatment works numeric
compliance.

While issues remain in relation to the accuracy
of our Category 3 pollution data, PwC has been
able to provide an assurance opinion on these
metrics for 2018-19. A significant focus of our
assurance has been on wastewater reporting
tothe EA. This is an area of concern for the
business and is a critical part of the improvement
plans communicated to Ofwat. A key area of
work is focused on wastewater spill and pollution
reporting, and supported by detailed end-
to-end process reviews of all our wastewater
regulatory reporting and business as part of our
Environment+ programme.

These improvements are being led by our

Risk and Compliance directorate which is
ensuring compliance reporting to our regulators
is subjectto increased internal review and
assurance. The process reviews are prompting
action plans, which are strengthening first and

second-line assurance processes for all our
regulatory reporting. Further information on this
programme can be found in our Data Assurance
Summary 2018-19, which is available at:
southernwater.co.uk/our-reports.

We continually review performance information
against a wide range of measures. Reporting to
the Board and the Executive Leadership Team
(ELT) focuses on delivery of our regulatory

and statutory obligations. This information is
provided by way of a detailed performance
dashboard, including our business plan promises
and additional regulatory targets.

The Audit Committee has monitored the
completion of a risk-based programme of
assurance activities during the year, as part of

a three-year rolling programme, covering the
practices, procedures and systems used to
secure compliance with our Licence and related
statutory obligations.

Each year we also engage with our customers,
employees and stakeholders to help us identify
any risks, strengths and weaknesses associated
with our reporting. We published the findings

of this exercise in November 2018, with an
invitation to stakeholders to comment on the
findings. The publication set out how we would
respond to stakeholders’ feedback, detailed
how our corporate assurance practices would
meet our reporting compliance obligations. Our
final Assurance Plan was published on 29 March
2019. It set out how we planned to assure the
financial and non-financial information that we
publish in our Annual Performance Report.

In line with the Assurance Plan, PwC, as our
independent non-financial assurer, completed
the audits of our Performance Commitments
and Outcome Delivery Incentives. As reported
above, PwC has recognised that significant
improvements have been made during the year,
though some issues remain. Areas of further
improvement continue to be required in data
quality, further improvements to the control
environment and strengthening understanding
of the audit and regulatory reporting process.
The issues identified will be a focus of the work
to be addressed in the forthcoming year. For
more detail see our Data Assurance Summary
2018-19.

As required by Ofwat, an audit was also
performed on sections 1and 2 of the Annual
Performance Report by our auditor, Deloitte
LLP together with agreed upon procedures in
relation to section 4.

In approving the Annual Report and Financial
Statements, each director has confirmed that
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he or she has taken all the steps that he or she
ought to have taken as a director in order to
be aware of any relevant audit information and
to establish that our auditor is aware of the
information. So far as the directors are aware,
there is no relevant audit information of which
the company’s auditor is unaware.

Senior managers and ELT members are
accountable for the provision and sign-off of
information from their business areas. This
includes ensuring adequate procedures and
processes are in place for data collection and
reporting. Data providers are accountable for
submitting accurate data to set timescales.
Subject matter experts within the relevant
business areas are accountable for ensuring that
this data, and the processes and procedures
used in collating it, comply with Ofwat’s reporting
requirements. This process is managed through
our Regulatory Compliance Framework (RCF)
which is a system of controls that has been rolled
out for data capture, collation and reporting
within the business to make sure information
used to measure compliance is complete,
accurate and reliable.

The RCF framework is subject to external
assurance by PwC as part of our annual data
submission to Ofwat. As part of our work to
improve the robustness and quality of our
regulatory reporting we have implemented a
number of improvements to strengthen our
annual non-financial regulatory reporting
processes and controls. This was reflected in
observed improvements as reported in the
technical audit from our non-financial external
assurers (PwC).

Compensation payments are made to customers
for failures to deliver against a number of
commitments within Southern Water’s Customer
Charter some of which are covered by the “Water
Supply and Sewerage Services (Customer
Service Standards) Regulations” as amended in
2017. As part of the year-end reporting assurance
process, we have confirmed that the number
reported in our Annual Report and Financial
Statements is consistent with the number of
payments made.

We have included within our transformation
plan a review of the processes and controls in
relation to these compensation payments. We
will be improving the processes for making and
recording customer appointments within some
functions that undertake tasks on a customer’s
premises. Ateam has been set up to review
the Customer Charter, policy, procedures and
monitoring in relation to appointments, which
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will focus on identifying past, current and future
compliance with the regulations and further
improving the customer experience.

While the end-of-year audit of our reporting has
highlighted improvements and progress in some
areas, we need to work hard to embed changes
throughout the organisation. It is important

to ensure that data quality issues are the
responsibility of everyone, rather than specialist
data and assurance teams. In addition, making
data assurance a continuous activity rather

than just an end-of-year process is an area that
requires continued significant focus.

All members of the ELT are required, every

six months, to provide a declaration that they

and their teams are fully compliant with our
procedures and controls for areas of the business
for which they are accountable. An action planis
required to address any areas of non-compliance,
for example as in the case of wastewater
compliance as described above.

We have made improvements to this process
during the year, and have embedded the
‘Statement of Compliance’ across all directorates.
The updated process includes additional internal
assurance and coordination of resulting action
plans, and provides a compliance maturity
assessment of each directorate.

Managing risks

Save for those matters mentioned on pages 6
to 8 above (where the company has identified
shortcomings or potential shortcomings in the
monitoring and effectiveness of its water and
wastewater compliance controls, its reporting
and data integrity, and where the company
has set out the steps itis taking or will take to
manage, mitigate and/or improve those), the
Board confirms that the company has appropriate
systems and processes in place to identify,
manage and mitigate its material risks.

As part of delivering better outcomes for our
customers and regulators, and becoming a

more resilient organisation, we are undergoing a
transformation programme. We have recognised
where we have fallen short of meeting standards
required by our regulators and ourselves — for
example, asset compliance, or data reporting and
assurance — we are working to materially improve
processes and systems, underpinned by values-
based ethical business practice, to ensure the
mistakes of the past are not repeated.

Our approach to managing risk is to incorporate
checks at every stage of our business so that
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they become part of our routine. Our Board is
one of the drivers behind promoting a culture of
assessing potential risks to every aspect of our
business operations. Teams are encouraged to
formally and regularly consider any risks in their
aspect of the business, how they might impact
on outcomes, and ensure that, as far as possible,
they are managed to within acceptable levels.

The company’s Executive Leadership Team (ELT)
conducts a ‘top down’ identification of potential
risks across the business on a quarterly basis.
This supplements each directorate’s ‘bottom

up’ evaluation, performed quarterly. In addition,
consideration of risk is also embedded into key
processes such as budgeting, business planning
and performance management.

Allidentified risks are captured in the corporate
risk system that details what each risk is, what
might lead to it, the circumstances in which

it might occur and its likely consequences.

The impact and likelihood values of risks are
assessed over an annual timeline, using a five-
point severity scale. This allows reliable and
consistent measurement and comparison of risks
on a like-for-like basis.

All risks are assessed from three perspectives:

¢ Residual risk — assuming controls and
mitigating activities already in place work as
intended

e Inherentrisk — assuming the controls and
mitigating activities do not exist or do not
work as intended

e Targeted risk — capturing the desired level of
risk appetite and risk exposure.

Assessing risks in this way supports an
understanding of the reliance placed on existing
controls and mitigation, the worst case scenario
for the risk, and how acceptable current levels
of exposure are compared to target positions.
This helps inform the focus of management
oversight and challenge as well as prioritisation
of responses.

Where the residual severity of a risk exceeds
acceptable levels (i.e. is not aligned with target
levels) then appropriate actions may need to be
selected and implemented to bring the residual
risk position in line with the target risk position.

Corporate Risk management is monitored by

a dedicated Risk Committee on behalf of our
Board. This covers the review of our current
risk exposure against the overall corporate risk
appetite, tolerance and strategy, and advises
the Board on these matters. These duties were
transferred from the Audit and Risk Review

Committee to the new Risk Committee, which was
formed in March 2019, to enable more in depth
risk oversight and challenge.

Risks are reviewed each month and the highest
are reported to our ELT and the Board as
appropriate, with updates to the Risk Committee
three times a year. Any new risks added to the
database with a maximum score of 25 are passed
to a director and the Chief Executive Officer for
immediate review.

The company’s appetite for risk — the Board’s
expression of the types and amounts of risk it is
willing to take or accept in pursuit of its objectives
—is also a key consideration. Having a corporate
understanding of how much risk the company

is prepared to accept overall, determines which
individual risks we believe are an acceptable
part of running a business and those which we
consider pose an unacceptable threat. The latter
require management responses, escalation and
reporting.

We have developed a risk appetite for each of our
principal risks, which forms a key element of our
governance and reporting framework and is to be
reviewed annually by the Board.

We operate a complex infrastructure of water and
wastewater assets, from pipelines to processing
sites, over a broad geographical area and we
recognise that extreme weather conditions and
failure of our assets can have a negative impact on
our customers. As a result we have clearly defined
operating processes, procedures and control
frameworks, including incident management, to
mitigate our compliance and operating risks. In
doing so we acknowledge that we also have to
prepare for the unexpected and where some risk
emerges that was not anticipated, we deal with it
accordingly.

We seek to employ sound enterprise risk
management principles, transparent decision-
making, and effective communication to prioritise
risk. We aim to minimise our exposure to
compliance, operational and regulatory risk, while
accepting and encouraging more risk in pursuit
of our mission and objectives. Our acceptance

of risks is subject to ensuring that potential
benefits and risks are fully understood before
developments are authorised, and that sensible
measures to mitigate risk are established.

This means we will not seek to intervene in

all situations; rather our approach is based

on judgement and the circumstances of each
potential intervention and an assessment of its
impact. We prioritise our actions in terms of risk,
cost and perceived benefits in a consistent and
transparent way, choosing the most appropriate
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course of action.

The most significant risks facing the organisation
are those considered by ELT and the Board to
have the greatest potential to disrupt Southern
Water’s strategic objectives. These are referred
to as the principal risks. Details of our principal
risks and more information regarding our risk
management process are provided under the
Risks section on page 103 of the Annual Report
and Financial Statements.

Regulatory matters

The following regulatory accounting statements,
and required regulatory information, are
provided to comply with Condition F of our
Licence, which requires that regulatory accounts
are prepared in accordance with the Regulatory
Accounting Guidelines issued by Ofwat.

There are differences between statutory
accounting reporting frameworks, International
Financial Reporting Standards and the
Regulatory Accounting Guidelines. Where
different treatments are specified under each,
the Regulatory Accounting Guidelines take
precedence.

A particular point of definition is worth noting.
Southern Water Services Limited is appointed
by its Licence to be a water and wastewater
undertaker — the ‘Appointed Business’. Southern
Water Services Limited has other functions and
activities which are not regulated by the Licence.
These activities are termed the ‘Non-Appointed
Business’.

Ring fencing statement

Under paragraph 3.1 of Condition K of the
Licence, the company is at all times required
to ensure, so far as is reasonably practicable,
that if a special administration order were
made, the company would have available to it
sufficient rights and assets (other than financial
resources) to enable the special administrator
to manage the affairs, business and property
of the company. In the opinion of the directors,
the company was in compliance with that
requirement as at 31 March 2019.

Certificate of adequacy
(Licence Condition 117 Certificate)
The directors declare that, in their opinion:

i) The company will have available to it sufficient
financial resources and facilities to enable it
to carry out, for at least the next 12 months, its
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regulated activities (including the investment
programme necessary to fulfil its obligations
under its appointments)

if) The company will, for at least the next 12
months, have available to it:

a) managementresources; and

b) methods of planning and internal control
which are sufficient to enable it to carry
out those functions.

In providing this certificate, the directors have
taken into account:

— the company’s performance during
2018-19, the liquidity position based
on projected operating and capital
expenditure and working capital
requirements, and headroom against
financial covenants, credit ratings and
financial risks

— the company’s employment policies and
strategy

— the company’s formal risk management
process which reviews, monitors and
reports on the company’s risks and
mitigating controls and considers
potential impactin terms of service,
compliance, value, people, society and
partners

— the company’s plans for the remainder of
this regulatory period and for the period
from 2020-25 as submitted to Ofwat in its
Business Plan

— anumber of improvements already
made to our compliance and reporting
processes which include those under
the Water First and Environment+
programmes

— historic issues with the reporting of
wastewater performance data

— the needto continue making
improvements to the monitoring and
effectiveness of our water and wastewater
compliance controls, reporting and data
integrity

— therequirements of the draft Section 19
undertakings currently being finalised
with Ofwat.

The directors confirm that all contracts entered
into, by the wholesale part of the company, with
any associate company include all necessary
provisions, and requirements concerning

the standard of service to be supplied to the
company, to ensure thatitis able to meet all its
obligations as a water and sewerage undertaker.
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Directors’ responsibilities for the
preparation of the supplementary
regulatory accounting statements
and disclosure of information

to auditors

In addition to their responsibilities to prepare
accounts in accordance with the Companies Act
2006 and to disclose all relevant information

to the auditor, described in the Corporate
Governance section of the statutory accounts,
the directors are also responsible under
Condition F of the Licence for:

a) ensuring that proper accounting records
are maintained by the company to enable
compliance with the requirements of
Condition F and having regard also to the
terms of guidelines notified by Ofwat to the
company from time to time

b) preparing on a consistent basis for each
financial year accounting statements in
accordance with Condition F, having regard
also to the terms of guidelines notified by
Ofwat from time to time, which so far as
is reasonably practicable have the same
content as the annual accounts of the
company prepared under the Companies Act
2006 and which are prepared in accordance
with the formats, accounting policies and
principles which apply to those accounts

c) preparing accounting statements on a current
cost basis in respect of the same accounting
period in accordance with guidelines issued
by Ofwat, from time to time

d) preparing such other accounting and related
information as is required by Condition F
having regard also to the terms of guidelines
issued by Ofwat from time to time.

The directors approved the regulatory
accounting statements (on pages 13 to 60)
on 12 July 2019.

Section 35A of the Water
Industry Act 1991

The company is required under s35A of the
Water Industry Act 1991 to provide a statement
that the remuneration paid to executive directors
is linked to standards of performance.

This statement is provided within the Directors’
Remuneration Report section of the Annual
Report and Financial Statements.

Long-term viability statement

In accordance with provision C.2.2 of the 2014
UK Code, the Board has assessed the prospects
of the business over a longer period than the

12 months required by the ‘Going Concern’
provision.

The Board has selected to conduct this review to
31March 2030 and full details of the assessment
and the viability statement are set out within

the Strategic Report section on page 101 of the
Annual Report and Financial Statements.

Board statement

Save for those matters mentioned on pages

6 to 8 (where the company has identified
shortcomings or potential shortcomings in the
monitoring and effectiveness of its water and
wastewater compliance controls, its reporting
and data integrity, and where the company
has set out the steps it is taking or will take to
manage, mitigate and/or improve those), the
Board confirms, that having taken all the steps
that they ought to have taken as directors

to make themselves aware of any relevant
information, the company has:

1) afullunderstanding of, and is meeting,
its obligations and has taken steps to
understand and meet customer expectations

2) sufficient processes and internal systems of
control to fully meet its obligations

3) appropriate systems and processes in place
to allow it to identify, manage and review its
risks.

&W %/% I G

lan McAulay Paul Sheffield
Chief Executive Office Acting Chairman
12 July 2019
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Regulatory financial reporting

Page 13

1A — Income statement for the 12 months ended 31 March 2019

Differences
between

Adjustments

statutory and Total Total appointed
Statutory RAG definitions  Non-appointed adjustments activities
Note £m £m £m £m £m
Revenue 740783 103.499 10.512 92.987 833.770
Operating costs (624.072) 11.444 (7.595) 19.039 (605.033)
Other operating income 0.874 (135.470) - (135.470) (134.596)
Operating profit 117.585 (20.527) 2.917 (23.444) 94141
Other income 1.248 28.926 - 28.926 30174
Interest income 53.427 — — — 53.427
Interest expense (204.838) (23.014) - (23.014) (227.852)
Other interest expense (4.400) - - - (4.400)
(Loss)/profit before tax and fair value (36.978) (14.615) 2917 (17.532) (54.510)
movements
;&;itrr\ézl;i!ssses on derivative financial (216.571) _ _ _ (216.571)
(Loss)/profit before tax (253.549) (14.615) 2.917 (17.532) (271.081)
UK Corporation tax 3 (8.205) - - - (8.205)
Deferred tax 28.870 = = = 28.870
(Loss)/profit for the year (232.884) (14.615) 2.917 (17.532) (250.416)
Dividends (34.855) - (2.917) 2.917 (31.938)
Tax Analysis
Current year 8.205 - - - 8.205
Adjustments in respect of prior years - - - - -
UK Corporation Tax 8.205 - - - 8.205
Analysis of non-appointed revenue
Imported sludge -
Tankered waste 6.598
Other non-appointed revenue 3.914
Revenue 10.512

Details of the differences between the statutory and regulatory definitions are shown in note 2.

Note: The signage convention for presentation of this table follows Ofwat guidance. Total adjustments comprise the
difference between statutory and regulatory accounting definitions less the non-appointed activity.
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1B — Statement of comprehensive income for the 12 months ended 31 March 2019

Differences
between

Adjustments

statutory and Total Total appointed

Statutory RAG definitions  Non-appointed adjustments activities

£m £m £m £m £m

(Loss)/profit for the year (232.884) (14.615) 2.917 (17.532) (250.416)
Actuarial losses on post-employment plans (24.200) - - - (24.200)
Other comprehensive income 414 - - - 4114
Total comprehensive (loss)/income for the year (252.970) (14.615) 2.917 (17.532) (270.502)
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1C - Statement of financial position for the 12 months ended 31 March 2019

Differences
between

Adjustments

statutory and Total Total appointed
Statutory RAG definitions Non-appointed adjustments activities
£m £m £m £m £m
Non-current assets
Fixed assets 6,051119 (191.833) 0.413 (192.246) 5,858.873
Intangible assets 45634 (1.368) - (1.368) 44.266
Investments — loans to group companies 130.042 - - - 130.042
Investments — other 29.200 - - - 29.200
Financial Instruments 46.190 - - - 46.190
Total non-current assets 6,302.185 (193.201) 0.413 (193.614) 6,108.571
Current assets
Inventories 4747 - - - 4747
Trade and other receivables 332.41 - 0.642 (0.642) 331.769
Cash and cash equivalents 371.981 - - - 371.981
Total current assets 709139 - 0.642 (0.642) 708.497
Current liabilities
Trade and other payables (235.551) 1.332 (1.055) 2.387 (233.164)
Capex creditor (114.215) - - - (114.215)
Borrowings (504.468) - - - (504.468)
Current tax liabilities (12.669) - - - (12.669)
Provisions (4.200) - - - (4.200)
Total current liabilities (871.103) 1.332 (1.055) 2.387 (868.716)
Net current liabilities (161.964) 1.332 (0.413) 1745 (160.219)
Non-current liabilities
Trade and other payables (13.440) - - - (13.440)
Borrowings (3,151.876) - - - (3,151.876)
Financial instruments (1,428.228) - - — (1,428.228)
Retirement benefit obligations (186.663) - - - (186.663)
Provisions (140.822) - - - (140.822)
Deferred income — grants and contributions (13.928) (1.332) - (1.332) (15.260)
Preference share capital (119.863) - - - (119.863)
Deferred tax (247.662) - - - (247.662)
Total non-current liabilities (5,302.482) (1.332) - (1.332) (5,303.814)
Net assets 837739 (193.201) - (193.201) 644.538
Equity
Called up share capital 0.056 - - = 0.056
Retained earnings and other reserves 837683 (193.201) - (193.201) 644.482
Total equity 837739 (193.201) - (193.201) 644.538

Details of the differences between the statutory and regulatory definitions are shown in note 2.
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1D — Statement of cash flows for the 12 months ended 31 March 2019

Adjustments
Differences
between
statutory and Total Total appointed
Statutory RAG definitions  Non-appointed adjustments activities
£m £m £m £m £m
Operating profit 117.585 (20.527) 2.917 (23.444) 94141
Other income 1.248 28.926 - 28.926 30174
Depreciation 271.904 (8.399) 0.001 (8.400) 263.504
Amortisation — grants and contributions (1.081) - - - (1.081)
Changes in working capital (10.202) - (0.001) 0.001 (10.201)
Pension contributions (13.682) - - - (13.682)
Movement in provisions 133125 - - - 133125
Profit on sale of fixed assets (0.874) - - - (0.874)
Cash generated from operations 498.023 - 2.917 (2.917) 495.106
Net interest paid (153.393) - - - (153.393)
Tax paid (8176) - - - (8.176)
Net cash generated from operating activities 336.454 - 2917 (2.917) 333.537
Investing activities

Capital expenditure (403.611) - - - (403.611)
Grants and contributions 2.292 - - - 2.292
Disposal of fixed assets 2106 - - - 2106
Other 1.087 - - - 1.087
Net cash used in investing activities (398.126) - - - (398.126)
Net cash generated before financing activities (61.672) - 2.917 (2.917) (64.589)

Cash flows from financing activities
Equity dividends paid (34.855) - (2.917) 2.917 (31.938)
Net loans received 304110 - - - 304110
Net cash generated in financing activities 269.255 - (2.917) 2.917 272172
Increase in net cash 207.583 - - - 207.583

Details of the differences between the statutory and regulatory definitions are shown in note 2.
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1E — Net debt analysis at 31 March 2019

Interest rate risk profile

Fixed rate Floating rate Index linked Total
£m £m £m £m
Borrowings (excluding preference shares) 946.535 170.000 2,601.152 3,717.687
Preference share capital 119.863
Total borrowings 3,837.550
Cash (371.981)
Short term deposits -
Net debt 3,465.569
Gearing 68.83%
Adjusted gearing 66.40%
Full year equivalent nominal interest cost 57.092 1.923 147702 206.717
Full year equivalent cash interest payment 57.092 1.923 68.107 127122
Indicative interest rates
Indicative weighted average nominal interest rate 6.03% 113% 5.68% 5.56%
Indicative weighted average cash interest rate 6.03% 113% 2.62% 3.42%
Weighted average years to maturity 13.54 - 1.22 1216

Adjusted gearing excludes preference shares and includes debt at nominal values along with any unpaid accretion and
the accrued accretion on our financial instruments.

The borrowings and full year equivalent interest cost reflect the impact of our financial derivatives, excluding fair value
movements.

A reconciliation between the borrowings reported in tables 1C and 1E is shown below.

Reconciliation of borrowings between table 1C and table 1E

£m
1C — Current liabilities borrowings 504.468
1C — Non-current liabilities borrowings 3,151.876
Total Borrowings (table 1C) 3,656.344
Debt issue costs 13.0M
Bond premium deferred (8.854)
Deferred gilt lock proceeds (4.775)
Deferred proceeds (85.815)
Accrued swap accretion 147776
Borrowings (table 1E) 3,717.687

The debtissue costs, bond premium, deferred gilt lock proceeds and deferred proceeds are amortised to the income
statement and details are presented in note 20 to our statutory accounts.

The accrued swap accretion is an increase in the liability of the swap financial instruments which is presented within the
financial instruments balance for statutory accounting purposes but included in borrowings as per table 1E guidance.
This figure is also shown in table 4l.
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1F — Financial flows for the 12 months ended 31 March 2019 and for the price review to date (2012-13 financial year average RPI)
12 months ended 31 March 2019

% £m
Notional returns  Actual returns Actual returns  Notional returns Actual returns and Actual returns
and notional and notional and actual and notional notional regulatory  and actual
regulatory equity regulatory equity regulatory equity equity equity regulatory equity

Return on regulatory equity 5.58% 3.87% 5.58% 89.952 62.308 62.308
Actual performance adjustment
2010-2015 1.93% 1.34% 1.93% 3112 21.551 21.551
‘:;t‘i'f;e" return on regulatory 7.51% 5.20% 7.51% 121,064 83.859 83.859
Regulatory equity 1,612.040 1,612.040 1116.636
Financing
Gearing - 1.51% 218% - 24.338 24.338
Variance in corporation tax - (0.43%) (0.62%) - (6.890) (6.890)
Group relief - 0.43% 0.62% - 6.890 6.890
Cost of debt - (0.14%) (0.21%) - (2.307) (2.307)
Hedging instruments - (0.35%) (0.51%) - (5.684) (5.684)
Financing total 7.51% 6.22% 8.97% 121.064 100.206 100.206
Operational performance
Totex out/(under) performance - 0.39% 0.57% - 6.324 6.324
ODI out/(under) performance - (0.02%) (0.03%) - (0.346) (0.346)
Retail out/(under) performance — (0.64%) (0.92%) — (10.249) (10.249)
Other exceptional items - - - - - -
Operational performance total - (0.26%) (0.38%) - (4.271) (4.271)
Total earnings 7.51% 5.95% 8.59% 121.064 95.935 95.935
RCV growth from RPI inflation 3.06% 3.06% 3.06% 49.328 49.328 34.169
Total shareholder return 10.57% 9.01% 11.65% 170.393 145.264 130.104
Net dividend 4.00% - - 64.482 - -
Retained value 6.57% 9.01% 11.65% 105.911 145.264 130.104
Dividends reconciliation
Gross dividend 4.00% 1.86% 2.69% 64.482 30.055 30.055
Interest received on - 1.86% 2.69% - 30.055 30055

intercompany loans

Net dividend 4.00% - - 64.482 - -
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1F — Financial flows for the 12 months ended 31 March 2019 and for the price review to date (2012-13 financial year average RPI)

Average 2015-19

% £m
Notional returns  Actual returns Actual returns  Notional returns Actual returns and Actual returns
and notional and notional and actual and notional notional regulatory  and actual
regulatory equity regulatory equity regulatory equity equity equity regulatory equity
Return on regulatory equity 5.61% 3.18% 5.61% 88.256 49.960 49.960
Actual performance adjustment o o o
2010-2015 2.24% 1.27% 2.24% 35.239 19.948 19.948
Adjusted Return on 7.85% 4.44% 7.85% 123.495 69.908 69.908
regulatory equity
Regulatory equity 1,573190 1,573190 890.548
Financing
Gearing - 2.30% 4.06% - 36.116 36.116
Variance in corporation tax - (0.68%) (1.20%) - (10.720) (10.720)
Group relief - 0.68% 1.20% - 10.720 10.720
Cost of debt - 0.21% 0.37% - 3.284 3.284
Hedging instruments - 0.16% 0.28% - 2.451 2.451
Financing total 7.85% 710% 12.55% 123.495 111.759 111.759
Operational performance
Totex out/(under) performance - 1.23% 2.18% - 19.373 19.373
ODI out/(under) performance - (0.03%) (0.06%) - (0.523) (0.523)
Retail out/(under) performance - (1.05%) (1.86%) - (16.526) (16.526)
Other exceptional items - 0.16% 0.28% - 2.492 2.492
Operational performance total - 0.31% 0.54% - 4.816 4.816
Total earnings 7.85% 7.41% 13.09% 123.495 116.575 116.575
RCV growth from RPI inflation 2.50% 2.50% 2.50% 39.330 39.330 22.264
Total shareholder return 10.35% 9.91% 15.59% 162.825 155.905 138.839
Net dividend 4.00% 2.99% 5.29% 62.928 47117 47117
Retained value 6.35% 6.92% 10.30% 99.898 108.788 91.722
Dividends reconciliation
Gross dividend 4.00% 5.47% 9.67% 62.928 86.119 86.119
Interest received on - 2.48% 4.38% - 39.002 39.002
intercompany loans
Net dividend 4.00% 2.99% 5.29% 62.928 47117 47117

Due to rounding, the figures presented above may not precisely reflect those calculated in accordance with Ofwat’s methodology.
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Commentary regarding table 1F -
Financial Flows

Table 1F Financial Flows was reported in shadow
form in 2017-18, and formally incorporated

into reporting requirements for Section 1 of

the Annual Performance Report from 2018-19
onwards.

The table aims to improve transparency and
explain the elements that have the most
significantimpact on the financial flows to
investors. As the analysis is designed to estimate
the impact on equity return due to actual
performance and capital structure, itincludes
some high level approaches to estimate the
impact of regulatory mechanisms. This results
in regulatory rewards and penalties, earned in
the current price review period 2015-20 but
not realised by shareholders until the next price
review period 2020-25, being included in the
table. A simplified approach is also adopted

for the cost of debt, and replicated in hedging
instruments in order to ensure consistency of
approach.

The tables on pages 18 and 19 provide
information in a three-column format:

e ‘notional returns and notional regulatory
equity’ (column 1) — equivalent to our
allowance in the Final Determination for
2015-20

e ‘actual returns and notional regulatory equity’
(column 2) —intended to be an extension of
the RORE metric (see Table 4H, Line 5 and
Lines 21to 27), but with additional granularity,
and changes of treatment in some areas

e ‘actual returns and actual regulatory
equity’ (column 3) — an extension of
column 2, designed to show the impact on
shareholder returns where their investment
in the company is smaller or larger than
the regulatory assumption (with debt
being correspondingly larger or smaller,
respectively).

The base equity return for the current regulatory
period, 2015-20, is adjusted to remove the
returns (0.05% on notional equity) relating to

our non-household retail business, following its
disposal on 1 April 2017.

We also include adjustments relating to our
performance in the 2010-15 regulatory period
(AMPS5). The netincrease (1.93%) to shareholder
returns is driven by our revenue collection
shortfall during AMP5, when shareholders
received no dividends.

The adjusted base return of 7.51%, plus inflation
of 3.06% on the regulated equity, results in a total
shareholder return of 10.57%. This is based on
Ofwat’s price review approach to determining
returns, reflecting an efficient company with

the regulatory notional gearing of 62.50%.

The equivalent actual total shareholder return,
reflecting our average gearing in 2018-19 of
74.03% and actual performance, was 11.65%.

Our actual return of 11.65% differed from the
notional return of 10.57% due to financing out-
performance of 1.46, and operational under-
performance of 0.38%.

The operational performance, covering
wholesale totex, retail, and Outcome Delivery
Incentives (ODI), is discussed in our RORE
narrative (see page 59), albeit in the above table
we show the impact before adjusting for tax.
The ODI entry above excludes our projected
SIM penalty due to performance in AMP6
reflecting Ofwat guidance.

The ‘other exceptional items’ row is new this
year, and allows us to reflect the proceeds we
received in 2017-18 following the disposal of our
non-household retail business. Although having
no impactin the current year, the impact on
equity return appears in the cumulative average
figures for the period 2015-19.

The Financial Flows analysis provides
more detail on the financing aspects of our
performance, which we discuss below.

Our average actual gearing of 74.03% has
decreased during the year, as aresult ofa
financial restructuring exercise, this is described
on page 96 of our Annual Report and Financial
Statements. This is higher than the regulatory
assumption of 62.50%, and has the effect of
amplifying percentage returns to shareholders.
This is partly because the same value of return
is applied to a smaller shareholder equity base,
representing a greater proportion. This increases
the volatility of returns, in both out-performance
and under-performance scenarios, with the risk
being borne entirely by shareholders.

The price setting process also allows us a return
on equity between the notional gearing of
62.50% and our actual gearing of 74.03%, rather
than the lower cost of debt. The impact of this
relative cost of debt versus equity is estimated in
the ‘Gearing’ returns adjustment of 2.18%.
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Our ‘Comparison between tax charge and
allowance in price limits’ (see page 28) provides
a detailed narrative on our corporation tax
charge and approach to using group relief. In
summary, our PR14 determination includes no
funding from customers for corporation tax and,
having excluded the neutral cashflows relating to
the inter-company loan to SWSG, we incurred no
tax charge in the current year. The netimpact on
shareholder returns of corporation tax and group
reliefis 0.0%.

Our cost of debt, measured by reference to an
implied real rate of interest, was higher than
the amount allowed in our PR14 determination,
reducing returns by 0.21%. Consistent with the
guidance notes we have calculated thison a
post-tax basis, although this may understate
the extent of the under-performance as the tax
impactis already captured in our corporation
tax entry. If reflected on a pre-tax basis then the
underperformance increases marginally

to0 0.26%.

We have a portfolio of inflation linked swaps
that match the cost we pay under our debt
instruments to the cash flow we receive from
customer bills. We have calculated the impact
of these hedging instruments in a manner
consistent with the prescribed calculation for
cost of debt, by deflating to an implied real rate
of netinterest. This creates a negative impact
for the year of 0.51%, counter to the nominal net
receipt actually realised through our swaps,
but ensures consistency of approach with the
reported impact of our cost of debt. We also
report the impact of these hedging instruments
on a post-tax basis, aligning with treatment for
cost of debt. If reported pre-tax the adverse
impactincreases to 0.63%.

With the exception of the dividend paid as part
of the SWSG intercompany loan (see below) no
dividends were paid in 2018-19.

In the four years to date of the current regulatory
period, and including the 2.50% average

annual inflationary growth of the RCV, the

total shareholder return averages 15.59%.
Excluding the inflationary RCV return, which is
long-term in nature and cannot be immediately
realised, the average annual return potentially
available to shareholders is 13.09%, exceeding
the 7.85% return allowed by Ofwat in the price
determination by 5.24%.
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The main driver of the additional returns is our
gearing, which increases the allowed returns

by 4.06% by concentrating them in a smaller
shareholder equity base than assumed under
Ofwat’s price review approach. Our cost of debt,
including the impact of our hedging instruments,
has also been beneficial, increasing returns

by 0.65%. The remaining 0.53% comprises net
operational outperformance of 0.26%, and the
one-off proceeds (0.28%) from the disposal of
our non-household business in April 2017.

The average net dividend of 5.29% exceeds the
4.00% base dividend in the price determination.
This reflects the additional 2.24% allowed
returns relating to our 2010-15 performance, and
the net positive returns relating to performance
in the current regulatory period 2015-20.

Of the potential 13.09% return available to
shareholders, only 5.29% has been released as
dividends, with the remainder being retained in
the business.

Note: To ensure consistency with treatmentin
the PR14 determination, the neutral cashflows
relating to the SWSG intercompany loan have
been excluded from the above analysis. The
interestincome on the intercompany loan is
excluded from net interest costs; group relief
payments for the interest loss at SWSG are

not reflected in the corporation tax and group
relief sections; and the gross dividend has been
reduced by the amount of dividend paid to SWSG
under this arrangement. This ensures that these
items do not distort the reporting of returns to
shareholders.
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Notes to the regulatory
fina nCiaI Statements for the year ended 31 March 2019

1 Accounting policies
a) Basis of preparation

The regulatory accounting statements have
been prepared in accordance with Condition F of
the Appointment and the Regulatory Accounting
Guidelines (RAGs) published by Ofwat, the
accounting policies set out in the statement of
accounting policies and under the historical cost
convention.

The accounting policies used in the regulatory
accounting statements are the same as those
adopted in the statutory historical cost accounts,
except as set out below.

The regulatory accounting statements

are separate from the statutory financial
statements of the company. The statutory
financial statements are prepared under FRS
101‘Reduced Disclosure Framework’. There
are differences between International Financial
Reporting Standards under FRS 101 and the
basis of preparation of information provided in
the regulatory accounts because the Regulatory
Accounting Guidelines specify alternative
treatment or disclosure in respect of:

® revenue recognition
e capitalisation of borrowing costs.

Where the Regulatory Accounting Guidelines
do not specifically address an accounting issue,
then they require the company’s statutory
accounting framework to be followed. Financial
information other than that prepared wholly on
the basis of IFRS, FRS 101 or FRS 102 may not
necessarily represent a true and fair view of

the financial performance or financial position
of a company as shown in financial statements
prepared in accordance with the Companies Act
2006.

b) Fixed assets

Interest — To meet the requirements of RAG
1.08 the interest capitalised within the statutory
accounts under IAS 23 ‘Borrowing Costs’ has
been reversed and charged through the income
statement.

Capitalisation policy — Costs that are either
directly attributable to bringing an assetinto
working condition or subsequent expenditure
that provides an enhancement of the economic
benefits of a fixed asset are treated as capital
expenditure. In order to aid classification of
expenditure the following rules are applied:

Non-infrastructure assets

e Expenditure on asingle item of equipment,
including installation costs, exceeding £3,000
is treated as capital expenditure. Individual
items purchased for less than £3,000 are
charged to operating costs unless they form
part of a capital scheme.

e Allrepairs, replacements and improvements
to non-infrastructure fixed assets costing in
excess of £3,000 and which extend the life of
the asset are charged to capital.

Infrastructure assets

e All repairs and maintenance to infrastructure
assets will generally be treated as operating
expenditure.

e Largerepairs, involving the replacement of
a significant length of pipe, are treated as
capital expenditure after review with the
Finance Team.

e Planned renewals to replace significant
lengths of pipe in relation to a specific asset
are treated as capital expenditure.

Private sewers — The ownership of and
responsibility for private sewers in Southern
Water’s region were transferred to the company
on10ctober 20M.

Following the adoption of FRS 101, expenditure in
relation to private sewers has been treated as an
expense and charged to the income statement.

c) Revenue

Revenue represents the income receivable in
the ordinary course of business (excluding value
added tax) for goods and services provided

in the year by the regulated activities of the
business.

Revenue relates to charges due in the year and
includes charges billed to customers for water
and sewerage services, which are recognised
in the period in which they are earned, and an
accrual in respect of unbilled charges. Revenue
excludes payments received in advance which
are recorded as deferred revenue.

Unmetered bills for water and wastewater
services are based on either the rateable value
of the property, an assessed volume of water
supplied or on a Fixed Licence Fee.
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Metered bills for water and wastewater services
are based on actual or estimated water
consumption. Metered revenue is dependent
upon the volumes supplied and includes an
estimate of the consumption between the

date of the last meter reading and the period
end. Meters are read on a cyclical basis and

the company recognises revenue for unbilled
amounts based on estimated usage from the
last meter reading date through to the end of the
reporting period. The accrual is estimated using
a defined methodology based upon historical
billing and consumption information and the
applicable tariff. Where there is insufficient
historical information, estimation is based on
average consumption for defined levels of
occupancy.

Within the accrual, adjustments to billing are
made for changes to occupancy dates and
where consumption levels are in excess of
certain tolerances. No other amendments are
made between revenue and billing.

Charges on income arising from court, solicitors
and debt recovery agency fees are credited

to operating costs and added to the relevant
customer account. They are not recognised
within revenue.

In the statutory accounts, reported under

IFRS 15 — ‘Revenue from Contracts with
Customers’, revenue is only recognised when
itis probable that economic benefits will

result to the company. RAG 1.08 requires that

no judgmentis applied to the probability of
collection. Following a review of the collectability
of revenue for the bad debt provision charge for
2019-20, revenue has been recognised in full
in the statutory accounts and therefore there is
no difference this year between the revenues
reported for statutory and regulatory purposes.

Charging policy

Water and sewerage charges fall into the
following three categories:

1) Charges which are payable in full
2) Charges which are payable in part
3) Notchargeable (void properties)

The circumstances in which each of the above
applies are set out below. All of the charges
covered in categories one and two are included
in revenue.
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Charges payable in full

Charges are payable in full in the following
circumstances:

i) Occupied and furnished

Water (and sewerage) charges are payable in

full from the date of connection or change of
customer on all properties which are recorded as
occupied and furnished.

ii) Unoccupied and furnished

Water (and sewerage) charges are payable in
full on unoccupied, furnished premises. These
include properties:

e |eft with bedding, a desk or other furniture

e used for multiple occupation with shared
facilities

e used as holiday, student, hostel or other
accommodation

e used for short-term occupation or letting
where the occupation or terms of tenancy is
less than six months.

Exceptions to this, where water (and sewerage)
charges are not payable, include where the
customeris:

e inacarehome

e inlong-term hospitalisation

e inprison

e overseaslongterm

e deceased.

iii) Unoccupied and unfurnished

Water (and sewerage) charges are payable in
full on unoccupied, unfurnished premises where
water is being consumed. This includes:

e premises where renovation, redecoration or
building work is being undertaken

e premises being used as storage

e premises not normally regarded as being
occupied such as cattle troughs and car parks

e non-household agricultural properties.
Charges payable in part

The following charges only are payable in certain
circumstances:

e Metered standing charges — Payable on
unoccupied, metered properties which are
still connected.
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e Surface water charge — Payable on
unmeasured properties which are
temporarily disconnected.

e Sewerage unmeasured tariff — Payable on
unmeasured, occupied properties where the
water supply is disconnected but sewerage is
still provided.

e Surface water and highway drainage —
Payable on furnished properties where the
water supply is disconnected.

Not chargeable

Properties which are unoccupied, unfurnished
and disconnected are not chargeable for water
and sewerage therefore no billing is raised

and no revenue recognised in respect of these
properties.

Definition and treatment of properties
Occupied properties

The occupier is any person who owns a premises
or who has agreed with us to pay water and
sewerage services in respect of the premises.
The property management process is followed
to identify whether the property is occupied or
not and, if occupied, to identify the chargeable
person and raise a bill.

The property management process may
comprise some or all the following:

e Physical inspection

e Mailings

e Customer contacts

e Meterreadings for metered properties

e Checks with third parties, e.g. credit
agencies.

When a new customer is identified, the company
process aims to establish the date that they
became responsible for water and sewerage
charges at the property. This is normally the date
at which they moved into the property. The new
customer will be charged retrospectively from
the date at which they became responsible for
water and sewerage charges of the premises.

Where evidence exists that a property is
occupied the property management process is
followed until occupancy details are obtained.
Bills are notissued in the name of ‘The Occupier’
to try to generate confirmation of occupancy and
therefore there is no billing in the name of ‘The
Occupier’ within revenue.

Unoccupied properties

A property is deemed to be unoccupied when
the company has completed the property
management process and not identified the
property as occupied. To be classified as
unoccupied a property must meet at least one of
the following criteria:

e Anew property has been connected butis
empty and unfurnished.

e The company has been informed that the
customer has left the property, it is unfurnished
and not expected to be reoccupied
immediately.

e |thas been disconnected following a customer
request.

e Theidentity of the customeris unknown.

e The company has been informed that the
customer isin a care home, long-term
hospitalisation, prison, overseas long term or
deceased.

If the property management process confirms that
the property is unoccupied, the property may be
declared void and the supply turned off.

New properties

All new properties are metered. Charges accrue
from the date at which the meteris installed. The
developer is billed between the date of connection
and first occupancy and this is recognised as
revenue.

Ifthe developeris no longer responsible for the
property and no new occupier has been identified,
the property management process referred to
above is followed to identify the new occupier.
Until the new occupier has been identified the
property is treated as unoccupied and is not billed.

d) Revenue disclosures

In accordance with RAG 3.11 we highlight the
following comments in respect of turnover for the
year:

(i) The value of household billings raised in the
year ended 31 March 2019 for consumption
in prior years was £129.4 million. The value of
these billings was higher than the metered
income accrual made at 31 March 2019. The
estimation difference was £1.2 million and
this has been recognised in the current year’s
turnover. This difference is well within our
view of acceptable tolerances for accounting
estimates.

(i) No changes have been made to the accrual
methodology in the year.
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e) Bad and doubtful debts

The bad debt provision is calculated by applying
estimated recovery rates, based on the past
collection experience of other customers who
share similar characteristics.

Higher provisioning percentages are applied

to customers which are, based on their
characteristics, considered to be of greater risk.
These include those with a poor payment history
as well as to those of with older debts. Bad debt
provisioning rates are updated annually to reflect
the latest collection performance data from

the company’s billing system. Actual amounts
recovered may differ from the estimated levels
of recovery, which could impact on operating
results.

The company operates a comprehensive debt
recovery process and bad debt is only written

off when the recovery of such debt has been
exhausted through routine collection, debt
recovery or litigation processes or where it would
be uneconomical to undertake further recovery
action.

Situations where this may arise and where debt
may be written off are as follows:

e  Where the customer has absconded
without paying and strategies to trace their
whereabouts and collect outstanding monies
have been fully exhausted,

e  Where the customer has died without leaving
an estate or has left an insufficient estate from
which to recover the debt,

* Where the age and/or value of the debt makes
it uneconomical to pursue,

e Where county court proceedings and attempts
to recover the debt by debt collection
agencies have proved unsuccessful,

e Where the customer has been declared
bankrupt, is in liquidation or is subject to
insolvency proceedings or a debt relief order
and no dividend has been or is likely to be
received.

Write-off rules apply primarily to customers
to whom the company has ceased to supply a
service. Only in exceptional circumstance or
as part of specific debt recovery assistance
programmes is debt relating to continuing
customers considered for write-off.

For debt to be written off there mustbe a
legitimate charge against the debtor. Ifitis
considered that part or all of the debt is incorrect
or unsubstantiated, then such elements are dealt
with through the issue of a credit note.
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The company’s bad debt provisioning and write-
off policies have remained unchanged and have
been consistently applied during the year. There
has been a reduction in the value of debt written
off over the past two years. This resulted from

a decision to pause the mass write-off process
while a number of ongoing projects aimed at
reducing bad debt were implemented.

The value of trade and other receivables of the
appointed business increased to £331.8 million
(2018: £322.2 million). This increase largely
results from the change to our tariffs together
with a reduction in the provision made against
the outstanding debt with certain groups of
customers. This follows improvements to our
debt recovery process which have resulted in
anincrease in the likelihood of recovering these
outstanding amounts.

f) Price control segments

The notes to the regulatory accounting
statements analysing revenues, operating

costs and fixed assets by price control segment
have been drawn up in accordance with the
guidance provided by Ofwat in RAG 2.07 and our
accounting separation methodology statement
which is published separately on our website.

The methods for undertaking cost allocations to
produce this information are summarised below:

Operating expenditure

Most direct costs are specific either to water,
wastewater or retail services. Where costs
cannot be directly attributed to a sub-function
an apportionment has been made on an
appropriate basis, using the most accurate
allocation method available. Examples of
allocation methods include the use of time
recording devices, headcount, operational site
data and management estimates.

The allocation methods adopted have been
agreed following review meetings held across
the business with management and technical
experts.

The information relating to non-appointed
business, including an allocation of overhead
cost, has been excluded in line with the
guidance.

Fixed assets

The fixed asset data has predominantly been
directly attributed to the price control segments
based on an assessment of the overall nature of
each scheme.

Where a scheme relates to more than one
price control segment it has been allocated to
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the price control unit where the principal use
occurs. For corporate assets, the price control
of principal use is wholesale wastewater as this
is our largest price control and recharges to the
other price control units are made for the use of
these assets.

New expenditure incurred during the year is
allocated to business units within each price
control based on an analysis of the scheme
design.

Revenues

Revenue streams have been directly attributed
to price control segments where they have been
recorded as such in our systems. Classification
of household and non-household revenues

has been made in line with the classifications in
place when the business plan was completed in
accordance with the guidance from Ofwat.

Revenues that could not be directly attributed
to a price control segment have been assessed
and allocated to the appropriate price control
segment based on the nature of the income.

g) Contingent liabilities
Environment Agency — wastewater sites

As noted on page 26 to the 2019 Annual Report
and Accounts in addition to the Ofwat settlement
disclosed in note 2 within other operating
income below the company faces investigations
from the Environment Agency regarding the
performance of certain wastewater sites and the
reporting of relevant compliance information.
We are working proactively with the Agency to
resolve its investigations which are still evolving.
Having considered the matter carefully the
Board has concluded that itis not possible to
make a reliable estimate for any obligation

that may arise from these investigations for the
following reasons:

e The uncertainty of the nature and rectitude of
any charges;

e The uncertainty of the basis for any offence
i.e. what level of culpability will be alleged and
what level of culpability would be the basis
for sentence (culpability being one of the key
criteria that determines the level of fine); and

e The uncertainty regarding the environmental
harm risked by the commission of any offence
i.e. what likelihood of harm will be alleged and
what likelihood of harm would be the basis for
sentence (likelihood of environmental harm
being one of the key criteria that determines
the level of fine).

Our board have taken these investigations
extremely seriously and have continued to
monitor and support the work of our Risk and
Compliance directorate, who have continued

to deliver a programme of improvements to our
non-financial regulatory reporting including the
collection, verification, reporting and assurance
of data. Further information on this can be
found in our Final Assurance Plan 2019, which is
available on our website southernwater.co.uk/
our-reports.

2 Differences between statutory and
regulatory reporting

Statutory reporting reflects the financial
performance of Southern Water Services which
comprises appointed and non-appointed
activities. The appointed business relates to
those activities which are necessary for the
company to fulfil its function and duties as a
water and sewerage undertaker. The non-
appointed business relates to activities we
undertake that are not covered by our Licence
but are related to our business. For regulatory
reporting the activities of the non-appointed
business have been separated from those of the
appointed business.

In addition there are differences between
regulatory accounting definitions and those
applied for statutory reporting under FRS 101.

These are summarised on page 27.
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Income statement

Other
Revenue Operating  operating Other Interest
£m costs income income expense
£m £m £m £m
i) CHP income (3.0) 3.0 - - -
ii) Grants and contributions (28.9) - - 28.9 -
iii) Borrowing costs - 8.4 - - (23.0)
iv) Regulatory settlement ISHI5! - (135.5) - —
Total 103.6 1.4 (135.5) 289 (23.0)

i) Income generated from Combined Heat and Power (CHP) processes, which convert methane
into electricity, is recorded as revenue within the statutory accounts. For regulatory reporting this
income is reported as a negative operating cost. As a result £3.0 million of revenue has been
re-classified as a negative operating cost.

ii) Asrequired by RAG 1.08 section 1.8, grants and contributions received and recognised in the
income statement are reported under other income in the Annual Performance Report financial
tables. As a result £28.9 million has been transferred from revenue to other income in the income
statement. See table 2E for further information.

iii) For statutory reporting, borrowing costs associated with capital expenditure are capitalised.
Regulatory reporting does not permit interest to be capitalised. As a result operating costs are
reduced by £8.4 million, reflecting the removal of depreciation on interest capitalised and the
interest charge has been increased by £23.0 million reversing the element of interest capitalised in
the year.

iv) Forregulatory reporting purposes the regulatory settlement provision of £135.5 million made
in relation to the Section 19 undertakings has been reclassified as other operating income from
revenue.

Statement of financial position

Current Deferred

trade and income —

Fixed Intangible other grants and

assets assets payables contributions

£m £m £m £m

i) Borrowing costs (191.8) (1.4) - -
ii) Grants and contributions - - 13 (1.3)
Total (191.8) (1.4) 1.3 (1.3)

i) As borrowing costs cannot be capitalised under regulatory reporting, fixed and intangible assets
have been reduced by £191.8 million and £1.4 million respectively, reflecting the removal of
cumulative borrowing costs capitalised. There is a corresponding reduction to retained earnings.

ii) Grants and contributions relating to requisitions of £1.3 million classified within current trade and
other payables in the statutory accounts have been transferred to deferred income for regulatory
reporting.

Statement of cash flows

There is an £8.4 million adjustment made to both operating profit and depreciation relating to the
removal of capitalised borrowing costs, together with the re-classification of grant and contributions
received in the income statement of £28.9 million from operating profit to otherincome.
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3 Corporation tax reconciliation

The tax assessed for the year is different to the standard rate of corporation tax in the UK and the
reconciliation is shown in the table below.

Corporation tax reconciliation

Non-

Appointed appointed

£m £m

(Loss)/profit before tax and fair value movement (54.5) 2.9
Tax at the UK corporation tax rate of 19% (10.4) 0.6
Permanent differences 30.5 -
Fixed asset timing differences 7.8 =
Other short-term timing differences (10.0) -
Pension cost relief in excess of pension charge (1.8) -

Group relief received for nil payment (7.9) (0.6)

Adjustment in respect of prior years — current tax - -

Tax charge for year 8.2 -

Details of factors affecting future tax charges

A reduction in the main rate of corporation tax to 17% from the 1 April 2020 was enacted in the Finance
Act 2016, and deferred tax balances at 31 March 2019 are calculated based on this rate.

Based on current capital investment plans, the company expects to continue to be able to claim capital
allowances in excess of depreciation in future years at a similar level to the current year.

Comparison between tax charge and allowance in price limits

A comparison of the current appointed tax charge with the allowance in price limits is shown in the
table and associated notes below:

Comparison between tax charge and allowance in price limits

Current tax charge Current tax charge
(excluding SWSG

loan)

£m £m

i)  Final Determination allowance = -
ii) Price determination — tax not charged on forecast tax losses (2.6) (2.6)
iii) Earnings before interest and tax (27.0) (27.0)
iii) Regulatory settlement 271 271
iv) Net finance costs, including taxable fair value movements 1.9 (6.7)
v) Depreciation and capital allowances claimed 17.6 17.6
vi) Group relief claimed (16.1) (7.5)
vii) Change in tax rate (0.8) (0.8)
Other (0) (0)

Current tax before payments for group relief and prior year adjustments - -

viii) Payments for group relief 8.2 -

Appointed current tax charge 8.2 -
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i) Inthe price review process for the current regulatory period, 2015-20, there was no corporation
tax forecast to be paid and therefore there is no allowance for corporation tax in customer bills.

ii) For 2018-19 the price determination included taxable losses of £2.6 million and no allowance was
provided for these.

iii) Actual earnings before interest and tax are significantly lower than those in the Final
Determination. This is almost entirely due to the provision made for the regulatory settlement (see
page 7 for further details) together with additional expenditure in our retail services. Revenues,
income and wholesale operating costs including infrastructure maintenance and repair costs
charged to operating expenditure, were broadly in line with our determination.

iv) Net finance costs are lower as a result of lower interest costs and the inclusion of interest
receivable on our derivative financial instruments and interest income on the inter-company
loan from SWSG (see fig. 1on page 100 of the Annual Report and Financial Statements for further
explanation). This is partially offset by taxable fair value losses on derivative financial instruments.

The cash flows relating to the inter-company loan to Southern Water Services Group (SWSG)

are neutral to Southern Water and its customers given that we receive interest and pay an equal
amount of dividend and group tax relief back to SWSG. The effect of removing this loan (consistent
with the treatment in the price determination) is shown in the table above.

v) Lower capital allowances were claimed as a result of lower taxable profits and prioritising the use
of group losses over capital allowances.

vi) We were able to use losses from other companies within the Greensands group in order to reduce
the current tax charge for Southern Water.

Payment was made for the losses at SWSG, totalling £8.2 million, but no payment was made for the
benefit of the remaining losses received from other companies in the Greensands group. Capital
allowances not claimed are available to Southern Water as a deduction against future taxable
profits.

vii) The Final Determination assumed that corporation tax would be payable at a rate of 20%.
From 2017-18 the actual tax rate reduced to 19% reducing our current tax charge.

viii) The group relief payment for the year reflects payment at the current tax rate, for the tax losses
received on the inter-company interest income from SWSG. Remaining losses are received for nil
payment.

Taxation policy and strategy

We manage our tax affairs in an open and transparent way and contribute materially to the Exchequer
eachyear.

Our tax policy is consistent with the overall values and strategy of the company and will consider
financial risk, reputational risk, and social responsibilities. Our approach to tax planning is to align to
business decisions made in the best interests of customers and stakeholders rather than using tax
planning to drive or determine business decisions. Our focus is therefore on compliance, and our tax
planning is always aligned with our commercial and economic activity.

Our approach to tax management is compliant with tax laws, rules, regulations and reporting
requirements in all of its operations. Management of our tax affairs is carried out by an internal tax
team with the support of professional tax advisers and specialist tax support. Professional tax advisers
are used in circumstances when additional advice is deemed appropriate (for example, to ensure
compliance with new legislation and tax planning). We use specialist tax support in the preparation of
our capital allowances.

Risk is managed by ensuring there are sufficient processes and controls in place. Internal assurance
for the company is carried out by our Internal Audit team and we have also used the services of
professional tax advisers to assist us with our tax compliance. Our tax policy extends to the wider
group and ensures all companies within the Southern Water and Greensands groups are subject to UK
tax, and all companies are UK tax resident irrespective of their place of incorporation.

A key factor in managing tax is our relationship with HMRC. We meet all statutory and legislative
requirements and we manage our tax affairs in an open and transparent way. This extends to us
sharing information with HMRC, such as internal audit findings. HMRC share our view of our low risk
approach to the management of our tax affairs with an assessment of us as a ‘low-risk’ company.

Further information is available in our Annual Report and Financial Statements on page 92.
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Price control and other
segmental reporting

2A - Segmental income statement for the 12 months ended 31 March 2019

Wholesale
Water Water Water Wastewater Wastewater
resources network + total network + Sludge total
£m £m £m £m £m £m
Revenue — price control 187.204 187204 586.551 586.551
Revenue — non price control 471 471 1.582 1.582
Operating expenditure (16.115) (88.053) (104.168) (154.419) (22.115) (176.534)
Depreciation — tangible fixed assets (5.252) (53.215) (58.467) (162.194) (19.768) (181.962)
Amortisation — intangible fixed assets (1.679) (0718)  (2.397) (16.538) (0.016) (16.554)
Other operating income 0.047 0.259 0.306 (134.973) 0.071 (134.902)
Operating profit before recharges 27189 78181
Recharges from other segments (0.266) (7.915) (8181) - (1.545) (1.545)
Recharges to other segments - - - 16.261 - 16.261
Operating profit 19.008 92.897
Retail
Wholesale
Non- and Retail
Household household Total total
£m £m £m £m
Revenue — price control 52.969 0.753 53722 827.477
Revenue — non price control - - - 6.293
Operating expenditure (58.824) (2.003) (60.827) (341.529)
Depreciation — tangible fixed assets (1.999) - (1.999) (242.428)
Amortisation — intangible fixed assets (2125) - (2125) (21.076)
Other operating income - - - (134.596)
Operating (loss)/profit before recharges (9.979) (1.250) (11.229) 94141
Recharges from other segments (6.535) - (6.535) (16.261)
Recharges to other segments - - - 16.261
Operating (loss)/profit (16.514) (1.250) (17.764) 94141

Surface water drainage rebates

0182
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2B - Totex analysis for the 12 months ended 31 March 2019 — Wholesale water and wastewater

Water Water Wastewater
resources network + network + Sludge Total
£m £m £m £m £m

Operating expenditure
Power 3.787 12.062 31771 (2.426) 45194
Income treated as negative expenditure - - - (3.045) (3.045)
Abstraction charges/discharge consents 4622 0.061 4.015 0.016 8714
Bulk supply/bulk discharge - 0.334 - - 0.334
Other operating expenditure
— Renewals expensed in year (Infrastructure) - 17.977 21.893 - 39.870
— Other operating expenditure excluding renewals 6.073 43.827 83.374 26180 159.454
Local authority rates 0.955 11.404 13.366 1.390 27115
:Z:j:c"e'zerating IS 176 G AN 17 el 2177 15.437 85.665 154.419 22115 277636
Third party services 0.678 2.388 - - 3.066
Total operating expenditure 16.115 88.053 154.419 22115 280.702
Capital expenditure
Mgintaining the long term capability of the assets 0301 7667 21.860 _ 29.828
— infrastructure
Mainta.ining the long term capability of the assets 6.686 68.444 131.481 16.933 223.544
— non-infrastructure
Other capital expenditure — infrastructure 0.81 13.929 52153 - 66.893
Other capital expenditure — non-infrastructure 4141 17.923 53.026 6133 81.223
Infrastructure network reinforcement — 0.273 9100 = 9.373
;‘;t:)', §;°r3fcceip"a' EXES S e 11.939 108.236 267.620 23.066 410.861
Third party services 1.697 1.683 4185 - 7.565
Total gross capital expenditure 13.636 109.919 271.805 23.066 418.426
Grants and contributions 0.256 9.068 13.645 - 22.969
Totex 29.495 188.904 412.579 45181 676.159
Cash expenditure
Pension deficit recovery payments 0177 4.667 9.778 0.792 15.414
Totex including cash items 29.672 193.571 422.357 45.973 691.573
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2C — Operating cost analysis for the 12 months ended 31 March 2019 — Retail

Household Non-household Total
£m £m £m

Operating expenditure
Customer services 21.032 - 21.032
Debt management 14.910 0.608 15.518
Doubtful debts 9.602 1100 10.702
Meter reading 3.209 - 3.209
Services to developers 0.295 0.295
Other operating expenditure 10.071 - 10.071
Total operating expenditure excluding third party services 58.824 2.003 60.827
Third party services operating expenditure - - -
Total operating expenditure 58.824 2.003 60.827
Depreciation — tangible fixed assets 1.999 - 1.999
Amortisation — intangible fixed assets 2125 — 2125
Total operating costs 62.948 2.003 64.951
Debt written off 1.937 - 1.937

Movement in costs from 2017-18

Household retail operating expenditure has
decreased by £12.6 million to £58.8 million (2018
£71.4 million). This is principally the result of
initiatives to improve our bad debt performance.
Overall these process changes, which included
litigation, have reduced the regulatory bad debt
charge by £12.1 million, which is partially offset by

increased debt management cost by £2.6 million.

The remaining £3.1 million decrease in costs is
due to lower meter reading costs of £1.2 million
together with efficiencies of £1.9 million resulting
from our transformation programme.

Comparison to the business plan
Household

Total household retail costs of £62.9 million are
£13.7 million higher than allowed in the Final
Determination.

The increase is due to the following factors:

During 2018—19 the business has continued to
increase spend on debt managementin order
to reduce the cost of bad debt. This includes
increased litigation, debt advice visits and
consultancy to support improvements to debt
management and cash collection processes.

This has resulted in a bad debt charge for 2018—
19 thatis lower than forecast in the business plan.

Over the past two years the business has
undergone transformational activities in order

to deliver operational efficiencies and these are
now being delivered with reductions in our meter
reading and customer services costs.

The charge for depreciation and amortisation of
tangible and intangible assets for the household
retail business is significantly higher than the
allowance in the Final Determination. This is
because the charge for legacy assets of £3.8
million is included within the wholesale price
controlin the Final Determination. Depreciation
and amortisation, in 2018-19, for assets
delivered as part of our capital programme for
2015-20 was £0.3 million. This is lower than the
allowance in the Final Determination of

£1.0 million.

Non-household

On 1April 2017 we exited the non-household
retail business and our customers transferred

to a specialist retail company, Business Stream.
Costs have beenincurred during the year to
collect outstanding non-household debt relating
to the period to 31 March 2017 and for the
provision of certain developer related services.
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General

As well as the specific factors described above,
there have been changes to our cost allocations
and accounting framework which have affected
both household and non-household costs.

The methodology for allocating building services
and accommodation costs across business units
is different in the current regulatory accounting
guidance from the requirements of the business
plan and this has resulted in an increased charge
to the retail business.

During the first year of this regulatory period,
2015-16, we changed our accounting framework
from UK GAAP to Financial Reporting Standards
101(FRS 101). As a result, certain costs previously
capitalised as part of infrastructure renewals
expenditure are now treated as operating

costs. The jobs previously capitalised included
an allocation for the network enquiry cost
associated with them. These costs are now
treated as operating costs and in accordance
with the guidance provided in RAG 2.07 have
been included within the retail business

units. The impact of the change in accounting
framework was not included within retail in our
business plan which made the assumption that
the changes to infrastructure accounting would
only affect wholesale costs. For 201819 this
resulted in a charge to the retail business of

£0.1 million which was not included in our
business plan.

Page 33
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2D - Historic cost analysis of tangible fixed assets — Wholesale and retail

Wholesale Retail
Water Water Wastewater Non-
resources network + network + Sludge  Household household Total
£m £m £m £m £m £m £m

Cost
At 1 April 2018 189.91 1,685.220 5,714.488 550.813 31.405 - 8,171.837
Disposals (1.258) (2.450) (7.977) - - - (11.685)
Adjustments 0.364 2.274 (2.475) (0.163) - - -
Additions 12.308 109154 260.313 23.096 0138 - 405.009
Assets adopted at nil cost - - 8.519 - - - 8.519
At 31 March 2019 201.325 1794198  5,972.868 573.746 31.543 - 8,573.680
Depreciation
At 1 April 2018 (69.066) (493.553)  (1,670.956) (232.345) (18.165) —  (2,484.085)
Disposals 1.247 2.459 8.000 - - - 11.706
Adjustments (0.016) (0.039) 0.042 0.013 — - -
Charge for year (5.252) (53.215) (162.194) (19.768) (1.999) - (242.428)
At 31 March 2019 (73.087) (544.348) (1,825.108) (252.100) (20.164) - (2,714.807)
Net book amount at 31 March 2019 128.238 1,249.850 4147760 321.646 11.379 - 5,858.873
Net book amount at 1 April 2018 120.845 1191.667 4,043.532 318.468 13.240 - 5,687.752
Depreciation charge for year
Principal services (5.108) (52.684) (161.855) (19.767) (1.999) - (241.413)
Third party services (0.144) (0.531) (0.339) (0.001) - - (1.015)
Total (5.252) (53.215) (162.194) (19.768) (1.999) - (242.428)

The net book value of tangible assets includes £623.5 million in respect of assets in the course of construction. During
the year we have reviewed the business unit classification of some of our assets and these have been amended through
the adjustment row in this table.
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Historic cost analysis of intangible assets — Wholesale and retail

Although not required by RAG 3.11, an intangible asset note is presented below in order to assist with the
reconciliation of the capital expenditure presented in tables 2B, 4D and 4E.

Historic cost analysis of intangible assets — Wholesale and retail

Wholesale Retail
Water Water Wastewater Non-
resources network + network + Sludge  Household household Total
£m £m £m £m £m £m £m

Cost
At 1 April 2018 8.480 4.098 88.988 0155 19.409 - 121130
Disposals - - (2.073) - - - (2.073)
Adjustments 0.007 (0.007) (2.210) - 2.210 - -
Additions 1.328 0.765 2.973 (0.030) 0.605 - 5.641
Assets adopted at nil cost — — - — - — -
At 31 March 2019 9.815 4.856 87.678 0.125 22.224 - 124.698
Depreciation
At 1 April 2018 (4.829) (0.428) (47.061) (0.051) (9.060) - (61.429)
Disposals - - 2.073 - - - 2.073
Adjustments (0.007) 0.001 - - - - -
Charge for year (1.679) (0.718) (16.538) (0.016) (2125) - (21.076)
At 31 March 2019 (6.509) (1145) (61.526) (0.067) (11185) - (80.432)
Net book amount at 31 March 2019 3.306 371 26.152 0.058 11.039 - 44.266
Net book amount at 1 April 2018 3.651 3.670 41.927 0.104 10.349 - 59.701
Depreciation charge for year
Principal services (1.678) (0.711) (16.538) (0.016) (2125) - (21.068)
Third party services (0.001) (0.007) - - - — (0.008)
Total (1.679) (0.718) (16.538) (0.016) (2125) - (21.076)

The net book value of intangible assets includes £11.6 million in respect of assets in the course of construction.
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2E — Analysis of capital contributions and land sales for the 12 months ended 31 March 2019 — Wholesale

Fully recognised in income  Capitalised and amortised

statement  (in the income statement) Total
£m £m £m
Grants and contributions — water
Connection charges 4.326 = 4.326
Infrastructure charge receipts 2.835 - 2.835
Requisitioned mains 0187 0139 0.326
Other contributions (price control) - 1.517 1.517
Diversions 0.320 - 0.320
Total 7.668 1.656 9.324
Grants and contributions — wastewater
Infrastructure charge receipts 9.339 = G855
Requisitioned sewers (0.043) 0133 0.090
Other contributions (price control) 0.807 - 0.807
Diversions 2.636 - 2.636
Other contributions (non-price control) - 0.773 0.773
Total 12739 0.906 13.645
Value of adopted assets 8.519 - 8.519
Water Wastewater Total
£m £m £m

Movements in capitalised grants and contributions
Brought forward 8.570 5.207 13.777
Capitalised in year 1656 0.906 2.562
Amortisation (in income statement) (0.706) (0.373) (1.079)
Carried forward 9.520 5740 15.260

There were no disposals of protected land during the year.

IFRS 15 ‘Revenue from Contracts with Customers’ became effective for financial period commencing on or after
1January 2018.

The effect of applying IFRS 15 results in the immediate recognition, on completion of the performance obligation, of
developer related revenue relating to diversions, requisitions and adoptions, previously treated as deferred revenue.
Until the performance obligation is completed the revenue for these activities will be deferred on the Balance Sheet.

Grants and contributions recognised in the statutory income statement as revenue have been reclassified to other
income for regulatory purposes in table 1A. These include the amounts of £7.7 million and £12.7 million disclosed above
for water and wastewater respectively together with £8.5 million of adopted assets.

2F - Household - revenues by customer type

Average

Wholesale household

charges Number of retail revenue

revenue  Retail revenue Total revenue customers per customer

£m £m £m 000’s £

Unmeasured water only customer 2.439 0.293 2732 15.693 19
Unmeasured wastewater only customer 81.519 4.018 85.537 277303 14
Unmeasured water and wastewater customer 41.373 3792 45165 112.305 34
Measured water only customer 12.370 1455 13.825 69.469 21
Measured wastewater only customer 160.492 10.468 170.960 620.243 17
Measured water and wastewater customer 320.719 32.943 353.662 824.631 40

Total 618.912 52.969 671.881 1,919.644 28
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2G — Non-household water — revenues by tariff type for the 12 months ended 31 March 2019

Average
Wholesale non-household
charges Number of retail revenue
revenue  Retail revenue Total revenue connections per connection
£m £m £m 000’s £

Non-default tariff
Total non-default tariff - - — - -

Default tariffs

Standard Water — Unmetered 1124 - 1124 4.041 -
Standard O-1MI p.a. Water Metered 11.342 - 11.342 42.910 -
Standard 1-5MI pa Water Metered 20.190 - 20190 5.500 -
Water supplies 5 to 50 Ml 5726 - 5.726 0.351 -
Water supplies 50 Ml and over 6.347 - 6.347 0.075 -
Total default tariffs 44729 - 44729 52.877 -
Total 44729 - 44729 52.877 -
Average

non-household
Number of retail revenue
customers per customer

000’s £
Revenue per customer 52.877 -
2H - Non-household wastewater — revenues by tariff type for the 12 months ended 31 March 2019
Average
Wholesale non-household
charges Number of  retail revenue
revenue  Retail revenue Total revenue connections  per connection
£m £m £m 000’s £
Non-default tariff
Total non-default tariff - - — - -
Default tariffs
Standard Sewerage Unmetered 3.864 - 3.864 5.908 —
Standard O-1MI pa Sewerage Metered 40143 - 40143 65.491 —
Standard 1-5MI pa Sewerage Metered 31.462 - 31.462 7.228 —
Wastewater services 5 to 50 Ml 23.518 - 23.518 1179 —
Wastewater services 50 Ml and over 10.362 - 10.362 0.078 —
Total default tariffs 109.349 - 109.349 79.884 —
Total 109.349 - 109.349 79.884 -
Average

non-household

Number of retail revenue
customers per customer
000’s £

Revenue per customer 79.884 -
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2l — Revenue analysis and wholesale control reconciliation for the 12 months ended 31 March 2019

Household Non-household Total
£m £m £m
Wholesale charge — water
Unmeasured 18103 1124 19.227
Measured 123.607 43.605 167.212
Third party revenue - 0.765 0.765
Total water 141.710 45.494 187.204
Wholesale charge — wastewater
Unmeasured 107.228 3.864 111.092
Measured 369.974 105.485 475.459
Total wastewater 477.202 109.349 586.551
Wholesale total 618.912 154.843 773755
Retail revenue
Unmeasured 8103 - 8.103
Measured 44.866 - 44.866
Other third party revenue - 0.753 0.753
Retail total 52.969 0753 53722
Third party revenue — non-price control
Bulk supplies — water 3191
Bulk supplies — wastewater 0.578
Other third party revenue 2193
Principal services — non-price control
Other appointed revenue 0.331
Total appointed revenue 833.770
Water Wastewater Total
£m £m £m
Wholesale revenue governed by price control 187.204 586.551 773.755
Grants & contributions 9.004 10.236 19.240
Total revenue governed by wholesale price control 196.208 596.787 792.995
Amount assumed in wholesale determination 195.759 595.441 791.200
Adjustment for in-period ODI revenue - - -
Adjustment for WRFIM - - -
Total assumed revenue 195.759 595.441 791.200
Difference 0.449 1.346 1795

Actual wholesale revenue governed by the price control was £1.8 million (0.2%) higher than allowed in the wholesale
determination.

When splitinto service level, the actual wholesale water revenue was higher than allowed revenue by £0.5 million (0.2%)
and the actual wholesale wastewater revenue was higher than allowed revenue by £1.3 million (0.2%).

The increased revenue in both water and wastewater relates to higher capital contributions than was assumed when
setting tariffs.

The overall higher actual revenue than allowed in the wholesale price control will be adjusted via the Wholesale
Revenue Forecasting Incentive Mechanism (WRFIM) when setting the 2020-21 wholesale prices.
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2J — Infrastructure network reinforcement costs for the 12 months ended 31 March 2019

Network reinforcement

On site / site specific

capex capex (memo only)
£m £m

Wholesale water network + (treated water distribution)
Distribution and trunk mains 0.273 6.552
Pumping and storage facilities - -
Other - -
Total 0.273 6.552
Wholesale wastewater network + (sewage collection)
Foul and combined systems 8.355 9.893
Surface water only systems - -
Pumping and storage facilities 0.745 0.990
Other _ _
Total 9.100 10.883

2K - New connections — infrastructure charges reconciliation for the 12 months ended 31 March 2019

Water Wastewater Total
£m £m £m
Impact of infrastructure charge discounts
Infrastructure charges 2.835 9.339 12174
Discounts applied to infrastructure charges 0.020 - 0.020
Gross infrastructure charges 2.855 9.339 12.194
Comparison of revenue and costs
Variance brought forward -
Revenue 2.855 9.339 12194
Costs (0.273) (9.100) (9.373)
Variance carried forward 2.582 0.239 2.821

Infrastructure charges are received when new connections are made to the network and represent a contribution to
the incremental impact additional connections have on the overall network. Network reinforcement costs represent
the capital expenditure undertaken generally on our network as a consequence of new connections/developments.
The table above compares infrastructure charges received in the year with the level of general network reinforcement
work. The variance in the year relates to the timing difference of completing these activities and is expected to even

out overtime.
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Independent auditor’s report

Independent auditor’s report to the
Water Services Regulation Authority
(‘WSRA’) and directors of Southern
Water Services Limited

Report on the audit of the
Regulatory Accounting Statements
Opinion

We have audited certain tables within Southern
Water Services Limited’s (“the Company”)
Annual Performance Report for the year ended

31March 2019 (“the Regulatory Accounting
Statements”) which comprise:

e theregulatory financial reporting tables
comprising the income statement (table 1A),
the statement of comprehensive income
(table 1B), the statement of financial position
(table 1C), the statement of cash flows (table
1D), the net debt analysis (table 1E) and the
related notes; and

e theregulatory price review and other
segmental reporting tables comprising the
segmental income statement (table 2A),
the totex analysis for wholesale water and
wastewater (table 2B), the operating cost
analysis for retail (table 2C), the historical
cost analysis of fixed assets for wholesale
and retail (table 2D), the analysis of capital
contributions and land sales for wholesale
(table 2E), the household water revenues
by customer type (table 2F), the non-
household water revenues by customer type
(table 2G), the non-household wastewater
revenues by customer type (table 2H),
the revenue analysis & wholesale control
reconciliation (table 2I), the infrastructure
network reinforcement costs (table 2J), the
infrastructure charges reconciliation (table
2K) and the related notes.

We have not audited the Outcome performance
table (tables 3A to 3S), table 1F (financial flows)
and the additional regulatory information in
tables 4A to 4W.

In our opinion, Southern Water Services’
Regulatory Accounting Statements within

the Annual Performance Report have been
prepared, in all material aspects, in accordance
with Condition F, the Regulatory Accounting
Guidelines issued by the WSRA (RAG 1.08, RAG
2.07,RAG 3.11, RAG 4.08 and RAG 5.07) and the
accounting policies (including the Company’s
published accounting methodology statement,
as defined in RAG 3.11, appendix 2), set out on
page 67.

Basis for opinion

We conducted our audit in accordance with
International Standards on Auditing (UK) (“ISAs
(UK)”), including ISA (UK) 800, and applicable
law and having regard to the guidance contained
in ICAEW Technical Release Tech 02/16

AAF ‘Reporting to Regulators on Regulatory
Accounts’.

Our responsibilities under ISAs (UK) are further
described in the Auditors’ responsibilities for the
audit of the Regulatory Accounting Statements
section of our report. We are independent of

the Company in accordance with the ethical
requirements that are relevant to our audit,
including the Financial Reporting Council’s
(FRC’s) Ethical Standard as applied to public
interest entities, and we have fulfilled our

ethical responsibilities in accordance with these
requirements. We believe that the audit evidence
we have obtained is sufficient and appropriate to
provide a basis for our opinion.

Emphasis of matter — contingent
liability in respect of Environment
Agency investigation

We draw attention to note 1g in the Regulatory
Accounting Statements concerning the
uncertain outcome of the investigation from

the Environment Agency regarding the
performance of certain wastewater sites and the
reporting of relevant compliance information.
Having considered the matter carefully the
Board has concluded thatitis not possible to
make a reliable estimate for any obligation

that may arise from these investigations. As

the ultimate outcome of the matter cannot
presently be determined no provision for any
liability that may result has been made in the
Regulatory Accounting Statements. Our opinion
is not modified in respect of this matter.

Emphasis of matter — special
purpose basis of preparation

We draw attention to the fact that the Regulatory
Accounting Statements have been prepared

in accordance with Condition F, the Regulatory
Accounting Guidelines, the accounting policies
(including the Company’s published accounting
methodology statement, as defined in RAG

3.11, appendix 2) set out in the statement of
accounting policies and under the historical
cost convention. The nature, form and content
of the Regulatory Accounting statements are
determined by the WSRA. It is not appropriate
for us to assess whether the nature of the
information being reported upon is suitable

or appropriate for the WSRA'’s purposes.
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Accordingly we make no such assessment. In
addition, we are not required to assess whether
the methods of cost allocation set outin the
Methodology Statement are appropriate to the
circumstances of the Company or whether they
meet the requirements of the WSRA.

The Regulatory Accounting Statements are
separate from the statutory financial statements
of the Company and has not been prepared
under the basis of United Kingdom Generally
Accepted Accounting Practice (“UK GAAP”).
Financial information other than that prepared
on the basis of UK GAAP does not necessarily
represent a true and fair view of the financial
performance or financial position of a company
as shown in statutory financial statements
prepared in accordance with the Companies Act
2006.

The Regulatory Accounting Statements on pages
13 to 39 have been drawn up in accordance with
Regulatory Accounting Guidelines with a number
of departures from UK GAAP. A summary of

the effect of these departures from Generally
Accepted Accounting Practice in the Company’s
statutory financial statements is included in the
tables within section 1.

The Regulatory Accounting Statements are
prepared in accordance with a special purpose
framework for the specific purpose as described
in the Responsibilities for the Regulatory
Accounting Statements section below. As a
result, the Regulatory Accounting Statements
may not be suitable for another purpose.

Our opinion is not modified in respect of this
matter.

Conclusions relating to going concern

We have nothing to reportin respect of the
following matters in relation to which ISAs (UK)
require us to report to you where:

e the directors’ use of the going concern
basis of accounting in the preparation of the
Regulatory Accounting Statements is not
appropriate; or

¢ the directors have not disclosed in the
Regulatory Accounting Statements any
identified material uncertainties that may cast
significant doubt about the Company’s
ability to continue to adopt the going
concern basis of accounting for a period of
at least twelve months from the date when
the Regulatory Accounting Statements are
authorised forissue.
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Other information

The other information comprises all of the
information in the Annual Performance

Report other than the Regulatory Accounting
Statements and our auditors’ report thereon.
The directors are responsible for the other
information. Our opinion on the Regulatory
Accounting Statements does not cover the other
information and, except to the extent otherwise
explicitly stated in our report, we do not express
any form of assurance conclusion thereon.

In connection with our audit of the Regulatory
Accounting Statements, our responsibility is

to read the other information and, in doing

so, consider whether the other information

is materially inconsistent with the Regulatory
Accounting Statements or our knowledge
obtained in the audit, or otherwise appears

to be materially misstated. If we identify such
material inconsistencies or apparent material
misstatements, we are required to determine
whether there is a material misstatement of the
Regulatory Accounting Statements or a material
misstatement of the other information. If, based
on the work we have performed, we conclude
that there is a material misstatement, we are
required to report that fact.

We have nothing to report based on these
responsibilities.

Responsibilities of the Directors

As explained more fully in the Statement of
Directors’ Responsibilities set out on page 12,
the directors are responsible for the preparation
of the Regulatory Accounting Statements in
accordance with Condition F, the Regulatory
Accounting Guidelines issued by the WSRA and
the Company’s accounting policies (including the
Company’s published accounting methodology
statement, as defined in RAG 3.10, appendix 2).

The directors are also responsible for such
internal control as they determine is necessary
to enable the preparation of the Regulatory
Accounting Statements that are free from
material misstatement, whether due to fraud or
error.

In preparing the Regulatory Accounting
Statements the directors are responsible for
assessing the Company’s ability to continue as a
going concern, disclosing as applicable, matters
related to going concern and using the going
concern basis of accounting unless the directors
either intend to liquidate the Company or to
cease operations, or have no realistic alternative
butto do so.
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Auditors’ responsibilities for the Audit of
the Regulatory Accounting Statements

Our objectives are to obtain reasonable
assurance about whether the Regulatory
Accounting Statements are free from material
misstatement, whether due to fraud or error,
and to issue an auditor’s report that includes our
opinion. Reasonable assurance is a high level of
assurance, butis not a guarantee that an audit
conducted in accordance with ISAs (UK) will
always detect a material misstatement when it
exists. Misstatements can arise from fraud or
error and are considered material if, individually
orinthe aggregate, they could reasonably be
expected to influence the economic decisions
of users taken on the basis of these Regulatory
Accounting Statements.

A further description of our responsibilities for
the audit of the financial statements is located
on the Financial Reporting Council’s website at:
www.frc.org.uk/auditorsresponsibilities. This
description forms part of our auditor’s report.

We communicate with those charged with
governance regarding, among other matters,
the planned scope and timing of the audit

and significant audit findings, including any
significant deficiencies in internal control that we
identify during our audit.

Report on other legal and
regulatory requirements

Opinion on other matters
prescribed by Condition F

Under the terms of our contract we have
assumed responsibility to provide those
additional opinions required by Condition Fin
relation to the accounting records. In our opinion:

e properaccounting records have been kept by
the appointee as required by paragraph 3 of
Condition F; and

e the Regulatory Accounting Statements are in
agreement with the accounting records and
returns retained for the purpose of preparing
the Annual Performance Report.

Use of this report

This reportis made, on terms that have been
agreed, solely to the Company and the WSRA

in order to meet the requirements of Condition
F of the Instrument of Appointment granted by
the Secretary of State for the Environment to the
Company as a water and sewage undertaker
under the Water Industry Act 1991 (“Condition
F”). Our audit work has been undertaken so that
we might state to the Company and the WSRA
those matters that we have agreed to state
tothemin our report, in order (a) to assist the
Company to meetits obligation under Condition
F to procure such a report and (b) to facilitate
the carrying out by the WSRA of its regulatory
functions, and for no other purpose. To the fullest
extent permitted by law, we do not accept or
assume responsibility to anyone other than the
Company and the WSRA, for our audit work, for
this report or for the opinions we have formed.

Our opinion on the Regulatory Accounting
Statements is separate from our opinion on the
statutory financial statements of the Company
for the year ended 31 March 2019 on which we
reported on 12 July 2019, which are prepared
for a different purpose. Our audit report in
relation to the statutory financial statements

of the Company (our “Statutory audit”) was
made solely to the Company’s members, as

a body, in accordance with Chapter 3 of Part

16 of the Companies Act 2006. Our Statutory
audit work was undertaken so that we might
state to the Company’s members those matters
we are required to state to them in a statutory
audit report and for no other purpose. In these
circumstances, to the fullest extent permitted by
law, we do not accept or assume responsibility
for any other purpose or to any other person to
whom our Statutory audit report is shown or into
whose hands it may come save where expressly
agreed by our prior consent in writing.

Deloitte LLP

Chartered Accountants and Statutory Auditors
London, United Kingdom

12 July 2019
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Performance summary

Page 43

3A — Outcome performance table — Wholesale water

Performance commitment

W1

W2:

W3:

W4:

W5:

Wha:

W6:

W7:

ws:

Water asset health
Water use restrictions
Leakage (five-year average)

Interruptions to supply

Drinking water quality - Mean Zonal Compliance (MZC)

Drinking water quality - discolouration contacts
Low water pressure
Distribution input

Per capita consumption (PCC) (five-year average)

Status

Unit
category

number
megalitres
/day
mins/prop
/year
%

number/
1,000 popn

number

megalitres
/day

litres per

head/day

2018-19
201718 2018-19  Committed
performance performance Performance
level — actual level —actual  Level met?
Stable Stable Yes
0 0 Yes
887 101.8 -
17 7 Yes
99.96 99.98 No
0.82 0.68 Yes
243 209 Yes
541.00 55875 No
128.9 129.9 -

3A - Outcome performance table — Wholesale wastewater

Performance commitment

WW1:

WWi1a:

WW2:

WW3:

WW4:

WWS5:

WWeé:

WW?7:

WW8:

WWO:

WW10:

WW11:

Ww12

WWi13:

WW14:

WWi15:

Wastewater asset health
Category 3 pollution incidents'
Internal flooding incidents
External flooding incidents

Sewer blockages

Status

Unit
category
number
number

number

number/per

km sewer

Odour complaints (Portswood and Tonbridge treatment works) - number

Wastewater treatment works numeric compliance
Proportion of energy from renewable sources

Bathing waters with ‘excellent’ water quality (part 1)

Bathing waters with ‘excellent’ water quality
(part 2 — additional number of bathing waters)

Bathing waters with ‘excellent” water quality (part 3)

Serious pollution incidents (Category 1and 2)'

: Avoiding blocked drains (awareness survey)

Thanet sewers
Woolston wastewater treatment works?

Millbrook sludge

N/A
2018-19

N/A
2018-19
N/A
2018-19
N/A
2018-19

%

%

number

number

£m

number

%

N/A

N/A

tonnes

201718

2018-19

2018-19
Committed

performance performance Performance

level — actual

Stable

131

401

7,06

0.49

18

98.4

17.2

58

N/A

82

N/A

N/A

N/A

level — actual

Stable

144

389

8,255

0.52

54

997

15.8

57

N/A

83

N/A

N/A

N/A

Level met?

Yes

Yes

Yes

Yes

Yes

No

No

Yes

Yes
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3A - Outcome performance table — Retail

2018-19

2017-18 201819  Committed

performance performance Performance

Performance commitment Status Unit level —actual level —actual  Level met?
R1: First-time resolution of customer contacts?® - % 67 65 No
R2: Dealing with customers’ individual needs (awareness survey) % 64 64 No
R3: Awareness of water hardness measures (awareness survey) % 55 55 No
R4: Where your money goes (awareness survey) % 56 59 Yes
R5: Billing queries - number 181,361 131,726 No
R6: Take up of assistance schemes number 229,843 269,926 Yes
R7: Value for money (awareness survey) % 551 60.0 Yes

R8: Service Incentive Mechanism (SIM) sc(;r;aoc(;ut 79 80 -

" As we reported last year, following external assurance of the category 3 pollution data collected during 2016 and 2017, we identified a
number of issues with the processes and systems used to generate that spills data, and we have now applied a confidence band to that data.
The data is now subject to an ongoing improvement plan which is resolving long standing issues. The details of the steps taken to improve
the robustness of the spill data collection, the data processing systems and the assurance of that data, have been shared with Ofwat and
the EA. The improvements are being delivered although not yet completed; the spill data provided to the EA for 2018 was subject to a
confidence band of +/-10%. Improvements have led to a more granular understanding of process risk and enabled targeted interventions
to increase quality. Our self-reporting of pollution incidents to the EA in 2018 has increased to 83%, one of the highest in the sector and well
ahead of the industry average of 76%.

? Woolston wastewater treatment works is undergoing a major redevelopment scheme which will enable it to meet the permit conditions.
Until the scheme is complete, the works has limited capability to meet all the permit conditions, on this basis the works is classed as a failed
works. The nature of the failure is such that it did not trigger an ODI penalty.

° The method for reporting First Contact Resolution has been based on using a 30-day window and is consistent with the figure reported
for the prior year. This is inconsistent with the methodology used to set the final determination target which used a 21 day window. We also
note that the Final Determination specified that the measurement would be undertaken by a third party. In fact the calculation is carried out
internally and assured by a third party. We advised Ofwat of this in June 2018.

Each performance commitment is shown with the assessed performance status (red, amber or green) which indicates performance against
expectations. An explanation of each performance commitment, the definitions and the criteria for assessment is given in appendix 2.

Key

Indicates where we have met or beaten the performance commitment.

Indicates where we are still on target to deliver the outcomes we promised to customers but we have missed
our performance commitment for the year.

Indicates where we have not met our performance target and have not delivered the outcomes we promised to
customers. In one case we incurred a penalty for the shortfall.

20%’519 These performance commitments do not apply in 2018-19.
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Details of the rewards and penalties incurred in the year and forecast for the AMP are shown below.

3A — Outcome performance table — Notional reward or penalty accrued at 31 March 2019

2018-19 outperformance payment or
underperformance penalty
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Total AMP6 outperformance
payment or underperformance

penalty
ODls payable 31 March
In-period In-period ODIs payable at at the end of 31 March 2020 2020
ODlIs ODls the end of AMP6 AMP6 forecast  forecast
(indicator) (£m) (indicator) (£m) (indicator) (£m)
W3: Leakage (five-year average) - - - _ BREETEREmEeE (2.7374)
: 9 Y 9 payment :
W4: Interruptions to suppl - - - _ CRERTEEREMEES  o0mre
: p pply payment ’
W8: Per capita consumption (PCC) Outperformance
- - - - 6.8750
(five-year average) payment
WWS5: Odc?ur complaints (Portswood _ _ Underperformance (1.5800) Underperformance (17380)
and Tonbridge treatment works) payment payment
WWS8: Bathing waters with ‘excellent’ Underperformance
. - - - - (1.4580)
water quality (part 1) payment
WW9: Bathing waters with ‘excellent’ Outperformance Outperformance
water quality (part 2 — additional number - - P avment 1.2340 P pm— 1.2340
of bathing waters) pay pay
R8: Service Incentive Mechanism (SIM) - - - = SARCEEluEEs (36.4000)

payment



Page 46 Southern Water Annual Performance Report 2018—-19

3B - Sub-measure performance table

2018-19

201718 2018-19  Committed

performance performance Performance

Performance commitment Status Unit level —actual level —actual  Level met?
W1: Water asset health category Stable Stable Yes
Number of mains bursts per year number 1,844 1,917 Yes
Distribution Maintenance Index (TIM) % 99.93 99.97 Yes
Coliform compliance at Water Supply Works (WSW) % 99.98 99.93 Yes
Coliform compliance at Water Service Reservoirs (WSR) % 99.94 100.00 Yes
Turbidity compliance number 1 - Yes
WW1: Wastewater asset health category Stable Stable Yes
Sewer collapses number 234 245 Yes
Wastewater Treatment Works (WWTW) population equivalent % 99.9 100.0 Yes

compliance’

External flooding — other causes number 6,734 7,791 Yes
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3C - Abstraction Incentive Mechanism (AIM)

Cumulative

Cumulative AIM  normalised AIM

2018-19 2018-19 performance performance

AIM normalised AIM 201718 2017-18

performance performance onwards onwards

Abstraction site megalitres number megalitres number
Otterbourne and Twyford abstraction (82.80) (0.04) 36.90 0.08
Total (82.80) (0.04) 36.90 0.08

Contextual information relating to AIM performance
Otterbourne and Twyford abstraction

We implemented the Otterbourne and Twyford September abstraction incentive mechanism Scheme again in 2018.
This was the only AIM scheme operated in 2018. The scheme is focused on supporting the environment of the River
ltchen by reducing abstraction at Otterbourne and Twyford sources to within the Environment Agency’s proposed
September monthly abstraction limit. We monitored the day-by-day abstraction relative to the target monthly limit
and the baseline performance measure. According to audited data, we successfully achieved 8 megalitres under the
September monthly abstraction limit and 81 Ml under the baseline performance measure.
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3D — SIM score table

Score
Qualitative Performance
st survey score 4.23
2nd survey score 4.32
3rd survey score 4.36
4th survey score 4.22
Qualitative SIM score (out of 75) 61.55
Quantitative Performance
Total contact score 128.26
Quantitative SIM score (out of 25) 18.59
SIM Score
Total annual SIM score (out of 100) 80.14

Rewards and penalties for 2018-19

We have 21wholesale financial Outcome Delivery Incentives (ODIs) based on our final price determination with Ofwat

at the start of this AMP period. We are incentivised to drive performance against these commitments by Ofwat’s financial
reward/penalty mechanism. Six of these ODIs could attract either a financial reward or a penalty and the remaining

15 could attract a penalty only. The final outcome is based on the results of our business performance each year for the
five years of the AMP.

For 201819 our performance against these performance commitments has resulted in us incurring a penalty in respect
of odour complaints. Odour complaints received at our Portswood wastewater treatment works, in Southampton, have
resulted in a penalty of £1.580m. We received 54 complaints in relation to Portswood, following delays in the delivery
of an odour management project. This performance compared with a target and penalty threshold of zero complaints,
which was the expected result of the investment in odour management. Having now completed the scheme we expect
few or no further complaints.

However, we expect to earn a reward of £1.234 million for improving five of the seven beaches in our bathing water
improvement programme to ‘Excellent’ standard one year early. This reward is dependent on these five bathing waters
remaining at ‘Excellent’ standard for the 2019 bathing water season.

On a cumulative basis, for the first four years of the AMP, we have recorded a net penalty of £2.249 million. This is made
up of our ‘bathing waters’ performance commitmentin 2015-16, a penalty in 2017—18 for interruptions experienced as a
result of the impact of the ‘Beast from the East’ severe weather in 2018, and the odour penalty incurred in 2018-19, offset
by the reward for early delivery of bathing water improvements.
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Forecast reward/penalties

We currently expect to meet our performance commitments for the final year of the price control period, with the
exception of odour complaints, where we are prudently forecasting a penalty for two complaints in relation to
Portswood.

We will also see the outcomes of a number of measures which are based on average performance over the whole five-
year price control period.

We expect to incur a penalty for our five-year leakage performance, which we forecast will be higher, on average, than
our target of 87 Ml/d, at 91 MI/d. This results mainly from a significant deterioration in performance in 2018-19, following
the impact on our network of the rapid freeze/thaw experienced in 2018.

We also expect a penalty for our SIM performance, despite significantimprovements in performance over the last two
years. SIM applies for the first four years of this period and has now been replaced by Ofwat’s new C-MeX measure of
customer service performance.

Our performance in helping customers manage their consumption has been better than forecast and our average per
capita consumption over the five years will be significantly below our target. If performance is sustained in 2019-20, this
will resultin a reward of £6.875m.

Overall for the AMP, we are forecasting the following penalties and rewards:

Forecast reward/(penalties)

ODI Year Forecast Qmount
m

Bathing Waters 2015-16 Penalty (1.458)
Interruptions to Supply 201718 Penalty (0.287)
Bathing Waters 2018-19 Reward 1.234
Odour Complaints 2018-19 Penalty (1.580)
Odour Complaints 2019-20 Penalty (0.158)
PCC 5-yr average Reward 6.875
Leakage 5-yr average Penalty (2.734)
SIM 4-yr average Penalty (36.400)
Total net penalty (34.51)

Note: there may be a requirement to alter our forecasts as more information becomes available over time.

Reporting to customers

The information reported in this table is consistent with the information we have reported to our customers in our
Annual Report and Financial Statements.

Assurance of performance commitments

As part of our Final Assurance Plan published on 31 March 2019 we stated that we would obtain independent
assurance in relation to our 2018—19 performance commitment reporting. PricewaterhouseCoopers LLP has
undertaken this work on our behalf and their statement is provided on page 50.
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Independent Limited Assurance Report to the
Directors of Southern Water Services Limited

The Board of Directors of
Southern Water Services Limited
(‘Southern Water’) engaged us to
provide limited assurance on the
information described below and
set out in Southern Water’s Annual
Performance Report 2019 for the
year ended 31 March 2019.

Disclaimer

e PwC accepts no liability (including liability for
negligence) to each recipientin relation to
PwC’s report. The reportis provided to each
recipient for information purposes only. If a
recipient relies on PwC’s report, it does so
entirely at its own risk;

¢ No recipient will bring a claim against PwC
which relates to the access to the report by a
recipient;

e Neither PwC’s report, nor information obtained

from it, may be made available to anyone else
without PwC’s prior written consent, except
where required by law or regulation;

* PwC’s report was prepared with Southern
Water’s interests in mind. It was not prepared
with any recipient’s interests in mind or for its
use. PwC’s reportis not a substitute for any
enquiries that a recipient should make. PwC'’s
report is based on historical information. Any

projection of such information or PwC’s opinion

or views thereon to future periods is subject to

the risk that changes may occur after the report

is issued. For these reasons, such projection
of information to future periods would be
inappropriate;

o PwC will be entitled to the benefit of and to
enforce these terms; and

e These terms and any dispute arising from
them, whether contractual or non-contractual,
are subject to English law and the exclusive
jurisdiction of English courts.

Our conclusion

Based on the procedures we have performed
and the evidence we have obtained, nothing has
come to our attention that causes us to believe
that the Selected Information for the year ended
31March 2019 has not been prepared, in all
material respects, in accordance with the
Reporting Criteria.

This conclusion is to be read in the context of
what we say in the remainder of our report.

Selected Information

The scope of our work was limited to assurance
over the following information in Southern
Water’s Annual Performance Report 2018-19
(the “Selected Information”).

e 3A - Outcome performance table —
wholesale water, wholesale wastewater and
retail, excluding the following low risk PCs:

— W2: Water use restrictions
— WW12: Avoiding blocked drains

— R2:Dealing with customers’ individual
needs

— R3: Awareness of water hardness
measures

— R4:Where your money goes
— R6: Take up of assistance schemes
— R7:Value-for-money
e 3B - Sub-measure performance table;
e 3C-AlMtable;
e 3D -SIMtable;
e 4A — Non-financial information;
e Greenhouse gas emissions — KgCO:ze;

e KgCO:2e per person supplied with treated
water;

e KgCOz2e per person supplied with wastewater
services;

e Odour Complaints (Total);

The Selected Information and the Reporting
Criteria against which it was assessed are
summarised in our full report which is disclosed
online at southernwater.co.uk/dataassurance-
summary and in Appendix 2 of the Annual
Performance Report. Our assurance does

not extend to information in respect of earlier
periods or to any other information included in
the Southern Water Annual Performance Report
2018-19.

Professional standards applied and
level of assurance

We performed a limited assurance engagement
in accordance with International Standard

on Assurance Engagements 3000 (Revised)
‘Assurance Engagements other than Audits

or Reviews of Historical Financial Information’
issued by the International Auditing and
Assurance Standards Board.
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The procedures performed in a limited assurance
engagement vary in nature and timing from,

and are less in extent than for, a reasonable
assurance engagement. Consequently, the level
of assurance obtained in a limited assurance
engagement is substantially lower than the
assurance that would have been obtained had
areasonable assurance engagement been
performed.

Our Independence and
Quality Control

We have complied with the Institute of Chartered
Accountants in England and Wales (ICAEW) Code
of Ethics, which includes independence and other
requirements founded on fundamental principles
of integrity, objectivity, professional competence
and due care, confidentiality and professional
behaviour.

We also apply International Standard on

Quiality Control (UK) 1and accordingly maintain

a comprehensive system of quality control
including documented policies and procedures
regarding compliance with ethical requirements,
professional standards and applicable legal and
regulatory requirements.

Understanding reporting and
measurement methodologies

The Selected Information needs to be read and
understood together with the Reporting Criteria,
which Southern Water is solely responsible

for selecting and applying. The absence of a
significant body of established practice on which
to draw to evaluate and measure non-financial
information allows for different, but acceptable,
measurement techniques and can affect
comparability between entities and over time.
The Reporting Criteria used for the reporting of
the Selected Information are as at 31 March 2019.

Work done

We are required to plan and perform our work in
order to consider the risk of material misstatement
of the Selected Information. In doing so, we:

e Checked the calculation of the performance
level arising from Southern Water’s PCs in
the year against Southern Water’s reporting
criteria;

e Through limited testing on a selective basis,
verified the underlying data or supporting
information used to calculate each PCin
‘selected information’;

e Made enquiries of relevant company
management, personnel and third parties; and

e Considered significant estimates and
judgements made by managementin the
preparation of the selected information.
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Southern Water’s responsibilities

The Directors of Southern Water are
responsible for:

e Designing, implementing and maintaining
internal controls over information relevant to
the preparation of the Selected Information
thatis free from material misstatement,
whether due to fraud or error;

e Establishing objective Reporting Criteria for
preparing the Selected Information;

e Measuring and reporting the Selected
Information based on the Reporting Criteria;
and

The content of the Southern Water Annual
Performance Report 2018-19.

Our responsibilities
We are responsible for:

e Planning and performing the engagement to
obtain limited assurance about whether the
Selected Information is free from material
misstatement, whether due to fraud or error;

e Forming anindependent conclusion, based
on the procedures we have performed and
the evidence we have obtained; and

e Reporting our conclusion to the Directors of
Southern Water.

This report, including our conclusions, has
been prepared solely for the Board of Directors
of Southern Water in accordance with the
agreement between us dated 19 December
2018, to assist the Directors in reporting
Southern Water’s performance and activities.
We permit this report to be disclosed in the
Southern Water Annual Performance Report
2018-19 for the year ended 31 March 2019,

to assist the Directors in responding to their
regulatory responsibilities by obtaining an
independent assurance reportin connection
with the Selected Information. To the fullest
extent permitted by law, we do not accept or
assume responsibility to anyone other than
the Board of Directors and Southern Water for
our work or this report except where terms are
expressly agreed in writing.

me&.p; ur

PricewaterhouseCoopers LLP
Chartered Accountants
Gatwick

15 July 2019
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Additional regulatory information

4A - Non-financial information for the 12 months ended 31 March 2019

Retail — household Unmeasured Measured
Number of void households ('000s) 11.735 25793
Per capita consumption (excluding supply pipe leakage) litres/head/day 168.17 124.20
Wholesale Water Wastewater
Volume (Megalitres/day)
Bulk supply export 18.217 -
Bulk supply import 0137 0.663
Distribution input 558.751

Current year Cumulative

Water Wastewater Water Wastewater

£m £m £m £m

Actual totex 223.243 468.330 740.198 1,589.914
Less: Items excluded from the menu
Third party costs 4.681 1.549 17.262 1.649
Pension deficit recovery costs 4.844 10.570 14.257 3112
Other ‘Rule book’ adjustments 0.110 15.225 0.660 61.634
Total items excluded from the menu 9.635 27.344 32179 94.395

Add: Transition expenditure

Transition expenditure - - 1.498 14.255
Adjusted actual totex 213.608 440.986 709.517 1,509.774
Actual totex — base year prices 184.480 380.851 637.410 1,361.625
Allowed totex — base year prices 148.640 369.563 630.939 1,534.541

Wholesale totex analysis

Actual wastewater totex, which is presented in table 4E, includes an amount for the fair value of adopted assets. These
assets are adopted at nil cost and therefore there was no allowance for these in our allowed totex. We have removed the
fair value, recorded in totex, through the other ‘rule book’ adjustments in the current year and restated the cumulative
position accordingly.

In 2018-19, our total expenditure (totex) for water of £184.5 million in base year prices (2012—-13) was £35.9 million higher
than that allowed in our Final Determination (FD) of £148.6 million and our wastewater totex of £380.9 million was £11.3
million higher than the FD allowance of £369.6 million.

Cumulatively our totex for water of £637.4 million was £6.5 million above the FD allowance of £630.9 million and our
cumulative wastewater expenditure of £1,361.6 million was £172.9 million below our allowance of £1,534.5 million.

The principal reasons for these variances are explained in the table and narrative below.

Allowed totex variance

£m (2012-13 prices) Current year Cumulative
Description Water Wastewater Water Wastewater
i) Rates rebate - - 15.4 -
ii) Operating costs (3.3) (1) 25.0 (81)
iii) Infrastructure costs expensed (2.3) 83 6.7 42.8
iv) IRE costs transferred to retail - 01 - 2.6
v) Transferred to non-appointed - 52 - 20.8
vi) Capex (31.8) (15.2) (59.0) 13.4
Other (third party) 1.5 1.4 5.4 1.4

Total (35.9) 1.3) (6.5) 172.9
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i)

=

In 2017-18 we received a rebate of historic
business rates charges totalling £2.9 million
(201213 prices) for the water service. This
followed a successful appeal of valuation of
our water service assets and is in addition
to the rebate of £12.5 million (2012-13
prices) received in 2015-16. These rebates
result in a favourable variance when
compared to our allowed totex.

In the first four years of this business plan
period our operating costs, excluding
the impact of the change in accounting
for infrastructure maintenance costs,
were £16.9 million lower in total than our
determination (water £25.0 million lower,
wastewater £8.1 million higher).

Costreductions have been achieved
through more efficient use of power,
chemicals and employing our internal staff
instead of contractors. Additionally we have
delivered a number of procurement savings
when renegotiating external contracts and
increases to pay have been generally lower
than RPI resulting in a saving when these
are re-stated in 2012-13 prices.

2018-19 has seen the continuation of our
transformation journey. We have been
changing systems and processes, as well as
the structure and culture of the business, to
ensure we are ready to deliver our Business
Plan 2020-25. This transformation
programme together with increased
leakage activity and the preparation of our
Business Plan resulted in additional costs
being incurred in 2018-19 which have offset
some of the savings made to date.

Within our business plan submission we
assumed that 75% of gross infrastructure
expenditure, previously treated as capital
expenditure under UK GAAP, would be
treated as wholesale operating expenditure
following the transition to IFRS. Having
completed the transition in 2015-16 and
considered in more detail the accounting
treatment of the different activities
undertaken, our revised view is that nearer
60% of this expenditure will be expensed.

The result of this accounting variance from
our original plan, along with lower levels
of infrastructure repair costs incurred, is a
favourable variance in totex to date of
£49.5 million in relation to infrastructure
costs expensed (water £6.7 million,
wastewater £42.8 million).

As reported in the narrative supporting
table 2B, our business plan submission
assumed that all infrastructure costs,
treated as operating costs following the
transition to IFRS, would be wholesale
costs. In accordance with RAG 2.07 an
element of our infrastructure costs, relating
to network enquiries, is treated as a retail
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cost rather than wholesale. This results in
a cumulative favourable variance of £2.6
million when compared to the allowed
wholesale totex.

v) Our business plan submission included
costs within the appointed wastewater
business for the haulage and treatment
costs of tankered waste. In October
2016, Ofwat issued revised regulatory
guidance in RAG 4.06 clarifying that these
costs should be classified as part of the
non-appointed business. This change
in classification results in a cumulative
favourable variance of £20.8 million when
compared to our allowed wholesale totex.

Vi

=

Our capital investment programme is also
lower than set out in our business plan

by £54.4 million and this is largely due to
the timing of delivery of our investment
programme. The cumulative variance for
wastewater has been adjusted to reflect the
removal of adopted assets as mentioned
above.

In 2018-19 there has been a significant
increase in our capital programme,
compared to the profile in the business
plan, in both water and wastewater and
our latest plans expect that to continue for
2019-20.

Rule book adjustments:

When comparing our actual totex to that
allowed in the Final Determination we are
required to make ‘rule book’ adjustments for
certain costs, including fines and investigation
costs.

Unfortunately, during 2018-19 we were
prosecuted for a failure to notify the DWI of

an event at Cooks Castle. This prosecution
resulted in a fine of £65,000 and this, together
with associated legal costs, is shown as a rule
book adjustment in table 4B above.

In addition, as reported in our risk and
compliance statement, Ofwat has proposed a
fine of £3.0 million following its investigation
into our wastewater compliance and reporting.
Our provision for this fine, together with the
costsincurred during 2018-19 undertaking the
investigations of £3.7 million, have also been
included within the rule book adjustments.

Within our totex expenditure for wastewater,
reported in table 4E, we have included the fair
value of adopted sewers, in order to ensure
that the capital expenditure reported aligns
with the movements in fixed assets. As these
assets are adopted at nil cost, we have also
made an adjustment for them of £8.5 million,
through the rule book adjustment line, in
2018-19 prices.
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4C — Impact of AMP performance to date on RCV for the 12 months ended 31 March 2019

Water Wastewater

£m £m

Cumulative totex over/(underspend) so far in the price control period 1.760 (224.766)
Customer share of cumulative totex over/(underspend) 0.858 (112.383)
RCV element of cumulative totex over/(underspend) 0.864 (121.416)
Adjustment for ODI outperformance payment or underperformance payment - -
RCV determined at FD at 31 March 1,044.269 3,990.410
Projected 'shadow' RCV 1,045.133 3,868.994

The RCV element of cumulative totex is
calculated using a methodology prescribed

by Ofwat and set out in the PR14 reconciliation
rulebook. Itis equal to the difference between
actual totex and allowed totex for the price
control period so far for both water and
wastewater (inclusive of transition expenditure
and third party costs; net of grants and
contributions), multiplied by (1 - the weighted

Impact of performance on RCV

Cumulative expenditure for water is broadly in
line with the final determination assumption,
with a small overspend of £1.8 million to date,
resulting in a £0.9 million increase in the shadow
water RCV. Expenditure for wastewater is £224.8
million below the level allowed for by Ofwat. This
underspend reduces the shadow wastewater

RCV by £121.4 million.

In the final year of the price control period we
expect to spend more than the Ofwat allowance
for both water and wastewater, due to necessary
additional capital investment to improve
resilience and compliance. This will increase the
RCV uplift for water and reduce the level of the
RCV reduction for wastewater, compared with
that shown above.

average pay-as-you-go rates for water and
wastewater).

There are no ODI adjustments to be made
through the RCV.
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4D - Totex analysis for the 12 months ended 31 March 2019 — Wholesale water

Water resources Network +
Treated
Abstraction Raw water Raw water Raw water Water water
licences abstraction  transport storage treatment distribution Total
£&m £m £m £m £&m £m £m
Operating expenditure
Power - 3787 - - 8.649 3.413 15.849
Income treated as negative expenditure - - - - - - -
Abstraction charges / discharge consents 4622 - - - 0.061 - 4.683
Bulk supply - - - - - 0.334 0.334
Other operating expenditure
— Renewals expensed in year (Infrastructure) — — — - — 17.977 17.977
— Other operating expenditure excluding renewals 0.454 5.619 0.240 0.263 24.255 19.069 49.900
Local authority rates - 0.955 0131 - 1.632 9.641 12.359
Total operating expenditure excluding third party 5076  10.361 0371 0263 34597 50434 101102
services
Third party services 0.290 0.388 - - 1133 1.255 3.066
Total operating expenditure 5.366 10.749 0.371 0.263 35.730 51.689 104.168
Capital expenditure
Mamtamlng the long-term capability of the assets — _ 0.301 (0.051) _ 0.001 7717 7.968
infrastructure
Main.taining the long-term capability of the assets — 0185 6.501 _ _ 42.41 26.033 75130
non-infrastructure
Other capital expenditure — infrastructure - 0.811 (0.031) - 0.363 13.597 14740
Other capital expenditure — non-infrastructure 0.494 3.647 - - 14.542 3.381 22.064
Infrastructure network reinforcement - - - - - 0.273 0.273
Total gross capital expenditure (excluding third party) 0.679 11.260 (0.082) - 57.317 51.001 120175
Third party services 0108 1.589 - - 1.005 0.678 3.380
Total gross capital expenditure 0.787 12.849 (0.082) - 58.322 51.679 123.555
Grants and contributions - 0.256 - - 1.416 7652 9.324
Totex 6.153 23.342 0.289 0.263 92.636 95.716 218.399
Cash expenditure
Pension deficit recovery payments - 0177 - 0.021 2.231 2.415 4.844
Totex including cash items 6.153 23.519 0.289 0.284 94.867 98131 223.243

Unit cost information (operating expenditure)

Population  Licenced volume Volume Volume ATEEES sl Dl

(thousands) available abstracted transported VellE input input

stored volume volume
Volume (Megalitres) 454,554 216,971 83,684 203,826 203,944 203,944
Unit cost (£/Megalitre) 11.80 49.54 4.43 1.29 175.20 253.45

Unit cost (£/population) 2,549 21 4.22 015 0.10 14.02 20.28
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4E - Totex analysis for the 12 months ended 31 March 2019 — Wholesale Wastewater

Network+ Sewage Collection S Network Sludge
ewage treatment
Sewage Imported
Surface treatment sludge
water  Highway and liquor Sludge Sludge Sludge
Foul drainage drainage disposal treatment transport treatment disposal Total
£m £m £m £m £m £m £m £m £m

Operating expenditure
Power 8.895 1.917 1.917 18.370 0.672 0.026 (2.452) - 29.345
Income treated as negative

expenditure - - - - - - e - Rt

Discharge consents 0.701 0153 0153 2.948 0.060 - 0.016 - 4.031

Other operating expenditure

~ Renewals expensed in year 15.247 3.323 3.323 - - - - - 21.893
(Infrastructure)

~ Other operating expenditure 26202 4221 4221 47506 1224 4837 16367 4976 109.554
excluding renewals

Local authority rates 0.063 0.014 0.014 12.914 0.361 - 1.390 - 14.756

Total operating expenditure 51108 9628 9628 81738 2317 4863 12276 4976 176.534

excluding third party services

Third party services - - - - - - - - -

Total operating expenditure 51108 9.628 9.628 81738 2.317 4.863 12.276 4976 176.534

Capital expenditure

Maintaining the long-term

capability of the assets 1512 3.294 3.294 0160 - - - - 21.860

— infrastructure

Maintaining the long-term
capability of the assets 10.646 2.321 2.321 116.193 — - 16.933 - 148.414
— non-infrastructure

Other capital expenditure

: 34.335 7484 7.484 2.850 - - - - 52153
— infrastructure
Cilner carplie] e 3869 0843 0843 47471 - - 6133 - 59159
— non-infrastructure
Infrastructure network

. 6.329 1.380 1.380 0.0M - - - - 9.100
reinforcement
Total gross capital expenditure 70291 15322 15322 166.685 - - 23066 - 290686
(excluding third party)
Third party services 2.282 0.498 0.498 0.907 - - - - 4185
Total gross capital expenditure 72.573 15.820 15.820 167.592 - - 23.066 - 294.871
(ST eSSl LS 8.964 1954 1954 0773 - - - - 13645
Totex 14.717 23.494 23.494 248.557 2.317 4.863 35.342 4976 457760
Cash expenditure
Pension deficit recovery 3183 0.531 0.531 4.980 0.553 - 0.792 - 10.570
Totex including cash items 117.900 24.025 24.025 253.537 2.870 4.863 36134 4976 468.330

Unit cost information (operating expenditure)

Biochemical Biochemical Dried Dried

Oxygen Oxygen solid solid

Population Volume Volume Volume Demand Demand Volume mass mass

(thousands)  collected collected collected (BOD) (BOD) transported treated disposed
Volume (Megalitres) 188,094 41,000 41,000 108,748 15,950 928,687 136 136
Unit cost 27171 23483 23483 75163 14527 524 904162 36,547

(£/Megalitre)

Unit cost 4,608.3 11.09 2.09 2.09 1774 0.50 1.06 2.66 1.08

(£/population)
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4F — Cost analysis for the 12 months ended 31 March 2019 — Household Retail

Household unmeasured Household measured
Water Wastewater ~Water and Wastewater ~ Water and
only only wastewater Total Water only only wastewater Total Total
£m £m £m £m £m £m £m £m £m
Operating expenditure
Customer services 0.501 2.415 6.814 9.730 0.496 4313 6.493 11.302 21.032
Debt management 0.022 2.457 3.405 5.884 onz 1524 7.385 9.026 14.910
Doubtful debts 0.079 1.521 0.570 2170 0.333 2.980 4119 7.432 9.602
Meter reading 0.270 0.541 2.398 3.209 3.209
Other operating expenditure 0.072 1.269 0.668 2.009 0.318 2.838 4.906 8.062 10.071
Total operating expenditure 0674 7662 1457 19793 1534 12196 25301 39031 58824
excluding third party services
Third party services operating _ _ _ _ _ _ _ _ _
expenditure
Total operating expenditure 0.674 7.662 11.457 19.793 1.534 12196 25.301 39.031 58.824
Depreciation — tangible
fixed assets
— on assets existing at
31 March 2015 0.014 0.252 0133 0.399 0.063 0.563 0.974 1.600 1.999
— on assets acquired since _ _ _ _ _ _ _ _ _
1 April 2015
Amortisation — intangible
fixed assets
— on assets existing at
31 March 2015 0.013 0.232 0122 0.367 0.058 0.520 0.899 1.477 1.844
~ on assets acquired since 0.002 0.035 0.019 0.056 0.009 0.079 0137 0.225 0.281
1 April 2015
Total operating costs 0.703 8.181 1731 20.615 1.664 13.358 27.311 42.333 62.948
Capital expenditure 0.005 0.094 0.049 0.148 0.023 0.210 0.362 0.595 0.743

Other operating expenditure includes the net retail expenditure for the following retail activities which are part funded by wholesale

Household

Demand-side water efficiency — gross expenditure 0.090

Demand-side water efficiency — expenditure funded by wholesale -

Demand-side water efficiency — net retail expenditure 0.090

Customer-side leak repairs — gross expenditure -

Customer-side leak repairs — expenditure funded by wholesale -

Customer-side leak repairs — net retail expenditure -
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4G — Wholesale current cost financial performance for the 12 months ended 31 March 2019

Baa2, review

Water Wastewater Total
£m £m £m
Revenue 191.915 588133 780.048
Operating expenditure (104.168) (176.534) (280.702)
Capital maintenance charges (86.327) (299.699) (386.026)
Other operating income 0.306 (134.902) (134.596)
Current cost operating profit 1726 (23.002) (21.276)
Other income 6.417 23757 30.174
Interest income 11.363 42.064 53.427
Interest expense (48.459) (179.393) (227.852)
Other interest expense (0.936) (3.464) (4.400)
Curent cost loss before tax and fair value movements (29.889) (140.038) (169.927)
Fair value losses on financial instruments (46.060) (170.511)  (216.571)
Current cost loss before tax (75.949) (310.549) (386.498)
Units Metric AMP to date
Financial Indicators
Net debt £m 3,465.569
Regulated equity £m 1,569.110
Regulated gearing % 68.83
Post tax return on regulated equity % (4.86)
RORE (return on regulated equity) % 4.68 5.30
Dividend yield % 0.00
Retail profit margin — Household % (1.49)
Retail profit margin — Non household % (0.80)

Credit rating n/a for downgrade

Return on RCV % 233

Dividend cover dec 0.00

Funds from operations (FFO) £m 343738

Interest cover (cash) dec 279

Adjusted interest cover (cash) dec 1.36

FFO/debt dec 0.10

Effective tax rate % 15.05

Free cash flow (RCF) £m 311.800

RCF/capex dec 0.77

Revenue and earnings

Revenue (actual) £m 827.477

EBITDA (actual) £m 485.948

Movement in RORE

Base Return % 5168 5.64
Totex out/(under) performance % 0.32 0.96
Retail cost out/(under) performance % (0.51) (0.85)
ODI out/(under) performance % (0.70) (0.49)
Financing out/(under) performance % (0.01) 0.07
Other factors % (0.05) (0.03)
Regulatory return for the year 4.68 5.30
Borrowings

Proportion of borrowings which are fixed rate % 2779

Proportion of borrowings which are floating rate % 4.43

Proportion of borrowings which are index linked % 6778

Proportion of borrowings due within 1 year or less % 1319

Proportion of borrowings due in more than 1year but no more than 2 years % 0.00

Proportion of borrowings due in more than 2 years but no more than 5 years % 17.27

Proportion of borrowings due in more than 5 years but no more than 20 years % 5170

Proportion of borrowings due in more than 20 years % 17.84
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The Return on Regulated Equity (RORE) provides
a representation of the variance in financial
performance between the return allowed in the
PR14 Final Determination and actual results. The
calculation of RORE follows guidance provided
by Ofwat, and the movements in RORE are
further explained below:

Totex out/(under) performance:

We share approximately 50% of wholesale totex
savings we achieve with customers. In 2018-19
this was a retained post tax saving of £5.9 million,
equivalent to an increase of 0.32% in RORE.

This value differs from table 4B as a result of
adjustments to remove the effect of any timing
differences on delivery of the capital programme
and the amount shared with customers.

During the development and submission of our
PR19 plan in 2018-19 we received clarification
of treatment for a number of wholesale totex
items. We have adjusted our RORE analysis for
prior periods in AMP6 to capture the impact of
this revised treatment. The most significant of
these changes is to exclude from our actual
totex the value of sewer adoptions, as this
does not reflect an actual cost to the company.
We have also reversed the adjustments we
have previously made for tankered waste
costs. These changes increase our totex
outperformance, and therefore the return

on regulated equity.

Prior to the calculation of the amount to be
shared with customers, but adjusting for timing
differences on delivery of the capital programme
as well as a higher proportion of infrastructure
maintenance expenditure being treated as
capital expenditure, post-tax fast money (i.e.
costs recovered through customer bills as they
are incurred) under-performance for the year
equates to £14.4 million and post-tax slow money
(i.e. costs recovered over the long-term through
customer bills) out-performance to £24.7 million.

Retail out/(under) performance:

The company share of retail cost under-
performance represents the amount by

which we are overspending against the PR14
price determination. There is no sharing with
customers of the retail expenditure variance,
with the result that the £9.6 million post-tax
over-spend for 2018-19 reduces RORE by 0.51%.

Page 59

ODI out/(under) performance:

The impact of our performance on Outcome
Delivery Incentives (ODlIs) is £13.2 million for
2018-19, reducing RORE by 0.70%. Penalties

or rewards are included in the adjusted RORE
figures even if they are not payable or receivable
until the next AMP. Table 3A provides further
details.

Financing out/(under) performance:

The interest difference on notional debt
represents a comparison of the implied real

rate of interest allowed for the PR14 price
determination against the actual implied real rate
of interest, applied to a notional level of gearing
of 62.5%.

Other factors:

We use the ‘other factors’ row to remove the
returns relating to our non-household retail
business, the sale of which was completed on
1 April 2017.

In 201718 we recognised a post-tax

profit after costs of £9.1 million, on the sale of
our non-household retail business to Business
Stream. This additional return, equivalentto a
0.13% increase to cumulative average RORE
inthe AMP, does not form part of the reported
RORE figure and is offset by the loss of the
non-household operational return from
2017-18 onwards.
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41 - Financial derivatives for the 12 months ended 31 March 2019

Total Interest rate
accretion (weighted average
Nominal value by maturity (net) Total value at 31 March for 12 months to
at 31 March 2019 at 31 March 2019 2019 31 March 2019)
1to 2 2to5 Over Nominal Mark to T
years years 5 years value (net) Market Y
£m £m £m £m £m £m
Interest rate swap (sterling)
Floating to fixed rate - 200.000 - 200.000 (0.046) - - =
Fixed to index-linked - - 1,316.608 1,316.608 1,382.084 147776 1.97% 471%
Total - 200.000 1,316.608 1,516.608  1,382.038 147776

Floating to fixed rate derivatives comprise a £200 million libor collar which limits the movement of libor and has yet to
fix with the result that there are no cash flows attributable to this derivative.

Floating to index-linked derivatives are intended to expose interest cash flows, and the nominal value of debt
outstanding, to short-term movement in RPl inflation. This ensures a proportion of our interest cost is a match against the
nature of our inflation-linked cash flows and our inflation-linked RCV. Our inflation-linked financial instruments have a
long maturity in order to finance the long life of our assets and the long-term nature of our investment decisions.

The value of the Mark to Market represents forecast future cash flows for the duration of the derivatives and discounted
by prevailing interest rates. This value is extremely volatile given that market interest rates are constantly moving. The
liability shown in the table above of £1,382.0 million associated with the Mark to Market valuations of our derivatives is
very high at present given the current low interest rate environment. The risk of this Mark to Market value crystalising

is extremely remote given that it can only crystalise under certain conditions of a default of our financing covenants, in
which case operations of the company are protected and will continue. Further details are available on page 199 of our
Annual Report and Finanical Statements.
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Data assurance summary

We believe that our stakeholders deserve to have trust and confidence in the integrity of the information we provide in
our annual reports. In order to achieve this, our performance reporting is subject to a system of checks to ensure that we
meet the highest quality of reported information.

In addition, we have previously consulted our stakeholders to understand their views on our annual reports and
reported information, their feedback has been valuable and we have used this information to improve our processes.

We have published a separate document that details the completed assurance work performed on our reported
information for the 2018—-19 financial year. The results, both positive and improvement areas are published in the
document entitled ‘Data Assurance Summary’ which is available on our Southern Water website southernwater.co.uk/
our-reports.

The main assurance areas for the annual reports are:

Significant Areas for Assurance Assurance Results for 2018-19

The Annual Report and Financial Statements were audited by Deloitte LLP. Their opinion is
included on page 214.

The Annual Report including the Statutory The Annual Performance Report (APR), sections 1 and 2, excluding table 1F, were audited
and Regulatory Accounts, cost allocation by Deloitte LLP. Their assurance statement is included on page 40.

and segmental reportin
s & & Deloitte LLP also performed assurance activities agreed with us on the financial

information presented in table 1F and section 4 of the APR and the financial information
published in the cost assessment tables alongside this report. No issues were identified.

Our technical assurers PricewaterhouseCoopers LLP have issued us with an unqualified
limited assurance ISAE 3000 opinion over the reported performance against our high
Ofwat Performance Commitments and and medium risk Performance Commitments for the Business Plan period 2015-20 in the
Outcome Delivery Incentives (ODlIs) Annual Performance Report. In addition they performed assurance activities agreed with
us in relation to the non-financial cost assessment data which is published separately
alongside this report.

Specific assurances related to other
regulators’ required information

(i.e. The Drinking Water Inspectorate
and The Environment Agency)

Each specified requirement is detailed in our Data Assurance Summary

PricewaterhouseCoopers LLP and Deloitte LLP undertook assurance activities agreed
PR 19 Business Plan submissions with us in relation to our Business Plan submission and response to Ofwat’s initial
assessment of our plan.
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Appendices

The information in the appendices has not been audited.
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Appendix 1.
Transactions with associates and
the non-appointed business

Services supplied to the associated companies by the appointee

Greensands Holdings Limited (GSH) is the ultimate parent of Greensands Investments Limited (GSl), which is an
intermediate parent of Southern Water Services Limited (SWS), the appointee. The purpose of GSH and GSlis to act as
holding companies for SWS. As such they do not trade and have no turnover.

During the year, recharges for group-related management services, for example legal, treasury, governance and
financial services, supplied by Southern Water Services Limited were as follows:

Services supplied to associated companies by the appointee

Company Turnover of associate Terms of supply Value
£m
Management charges CIEATEEE MRS = Cost/market price 1.000

Limited

Services received by the appointee from associated companies

There were no services supplied by associate companies to SWS.

Group relief received by the appointee

Group relief received by the appointee

Company Turnover of associate Terms of supply Value
£m
Corporatl.on tax Southern Water Services _ Cost 8176
group relief Group
Corporatl_on tax G_regnsands Investments _ Mo ot 8492
group relief Limited

Allocation of costs between regulated and non-regulated businesses

Each non-appointed activity is treated separately within the company’s financial records. Examples of non-appointed
activities include non-monopoly rechargeable works, property searches and services for waste tankering. Revenues,
costs, assets and liabilities are generally directly allocated to particular business activities. Administrative overheads
have been apportioned from the appointed business to the non-appointed business on an activity cost basis.

Allocation of costs between regulated and non-regulated businesses

Service provided by . Value
. ? Basis of recharge

non-appointed business £m
Treatment of imported Not applicable _
sludge
Treatment of tankered The Mogden Formula was used to calculate the income for tankered waste and

: - ) 6.066
waste the costs were derived from this calculation
Other Headcount (FTE) was used to calculate administrative overhead for property 0.046

searches, accommodation rental and Homeserve costs
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Details of intercompany loans

Loans granted to Southern Water Services Limited

Interest rate LR EL
Company Loan type % Repayment date 31 March 2019
° £m
Fixed rate 6.202 2029 348.598
Index linked 3.716 2034 237121
Index linked 3.716 2034 55.279
Fixed rate 6.650 2026 348.848
Index linked 3.826 2023 237121
Fixed rate 5.010 2021 349.049
Fixed rate 5.010 2041 147.027
S LR Fixed rate 4.510 2052 197196
(Finance) Limited
Fixed rate 5135 2056 292.617
Fixed rate 6.135 2019 300.000
Fixed rate 2790 2031 174.007
Fixed rate 2.970 2036 74.552
Index linked 4.086 2033 260.964
Index linked 3.645 2032 241502
Fixed rate 0.000 On demand 30.250
Total 3,294.131

Loans granted by Southern Water Services Limited

Interest rate Balance at
Company Loan type % Repayment date 31 March 2019
{e]
£m
Sguthern Vyat_er Services Fixed rate 0,000 O demand oo
(Finance) Limited
Souther'n Water Services Fixed rate 2000 So5a 0042
Group Limited
Total 240.778

Dividends paid by Southern Water Services Limited to group companies

Compan 2019 2018

pany £m £m
Southern Water Holdings (ordinary dividend) - 8.000
Southern Water Holdings (for SWSG loan agreement) 34.858 46.061

No ordinary dividend was declared for payment to Southern Water Holdings Limited (SWH) in 2019 (2018: £8.0 million).

A dividend of £34.858 million (2018: £46.061 million) is paid to SWS Holdings Limited to allow SWSG to service its interest
obligations on the Southern Water Services Limited/SWSG loan agreement.
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Dividend policy

Our dividend policy is formulated to ensure a

fair balance of reward between investors and
customers. To deliver on our vision for the
successful delivery of our Business Plan for
2020-25, all stakeholders must share in success:
customers benefitting through enhanced service
and lower bills, and shareholders earning a fair
return on the near £2 billion of equity invested.

When proposing payment of a dividend the
Directors of Southern Water Services Limited,
acting independently in accordance with their
directors’ duties and in accordance with the
Company’s Licence, will apply the following
principles:

1.

Determination of a base level of dividend, based
on an equity return consistent with our most
recent Final Determination and our actual level
of gearing. This recognises our management

of economic risks and capital employed.

In assessing any adjustment to the base level
of dividend, we will take into account our
financial and non-financial performance.

This would reflect our overall financial
performance as compared to the final Business
Plan for 2020-25 as agreed by Ofwat and
would explicitly consider a qualitative
assessment of customer service levels and
how customers share in our successes.

We will consider our financial resilience ahead
of any dividend decision, and whether any
financial outperformance should be re-invested
to benefit our customers. This consideration
will also include taking into account the
interests of our employees, other stakeholders,
and our pension schemes.

Our dividend policy is intended to support the
financial resilience and investment grade credit
ratings of the business and ensure continued
access to diversified sources of finance. As part
of step three we carry out an assessment of:

a) headroom under debt covenants
b) theimpactonthe company’s credit rating

c) theliquidity position and ability to fulfil
licence conditions

d) key areas of business risk.

We will be transparent in the payment of
dividends and will clearly justify the payment
in relation to the factors outlined above.

We will publish our Dividend Policy annually
(as part of the Annual Report and Financial
Statements), and highlight

any changes.

Comparison of dividend to
the PR14 Final Determination

These tests are not applied to the interim
dividends of £34.8 million paid to Southern
Water Services Group (SWSG), as this dividend
payment is instantly offset by a corresponding
interest receipt from SWSG and, therefore, does
not get distributed to the shareholders of our
ultimate parent company, Greensands Holdings
Limited (GSH).

Having undertaken its assessment for 2018-19
the Board has decided not to declare an ordinary
share dividend for 2018-19. The potential level
of base dividend was calculated as £65.7 million.
In addition the Board approved preference
dividend payments of £5.9 million in 2018-19
(2018: £13.1 million) and a further £5.0 million

was accrued at 31 March 2019. Of this accrual a
dividend of £4.4 million was approved and paid
in June 2019.

This potential level of base dividend is calculated
as per step 1of our Dividend Policy. In discussing
this potential base dividend and taking into
account the remainder of our dividend policy it
was decided that we would not make a dividend
payment at this time. This decision is a result of

a combination of issues that will resolve over

the next three to six months with a particular
emphasis on our continued PR19 preparations,
legacy wastewater compliance issues, and
ongoing financial resilience.

Asset transfers

There were no asset transfers during the year.
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Appendix 2. KPI definitions
and status assessment rules

e Responsive
customer service

Customer satisfaction — Service Incentive Mechanism (SIM) score

Definition: Status:

Ofwat measure of Reward/penalty: Reward and penalty based on performance
overall customer SIM score higher than industry relative to other water companies.

satisfaction, based average Measurement:  SIM score is measured and calculated according

on the numbers of to Ofwat’s guidance in ‘Service incentive

unévantedlcgntacts SIM score below industry average mechanism — guidance for collating customer
and complaints, service information for calculating the SIM score’

together with the (April 2015).
response to customer SIM score below industry average ) .
satisfaction surveys. by more than 10% Unit of measure: Score out of a maximum of 100.

First-time resolution of customer contacts

Definition: Status:
Proportion of Reward/penalty:  Reputational only, no financial reward or penalty.
fhuastt(;?:eerrecszrl]\::(czjt?)n More than or equal to 80% Measurement:  First-time resolution of customer contacts
first contact is measured using an approach which was
’ Less than 80% but more than developed for Southern Water’s business plan
previous year and used to calculate the company performance
level in 2013-14.
. Less.than 80% and less than Unit of measure: Percentage of contacts received.
previous year

Percentage of customers who feel our service meets their individual needs

Definition: Status:
Proportion of Reward/penalty: Reputational only, no financial reward or penalty.
;:r:,lsttomers a?;ﬁe!ng Greater than previous year Measurement: tF;ercentage pe;fotrg.ladncerls calculatedffrom

at we meet their e responses to third party surveys of a
individual needs, representative sample of customers. The

Equal to or up to five percentage

measured by surveys. ; X
point lower than the previous year

methodology was developed in 2013-14 for
Southern Water’s business plan and revised in

More than five percentage points 2015-16.

below the previous year Unit of measure: Percentage of customers surveyed.
Percentage of customers who feel our service meets the needs of their community
Definition: Status:
Proportion of Reward/penalty:  Reputational only, no financial reward or penalty.
customers agreeing Greater than previous year Measurement: Percentage performance is calculated from
that we meet the the responses to third party surveys of a
needs of their representative sample of customers. The

Equal to or up to five percentage

community, measured : N
points lower than the previous year

methodology was developed in 2013-14 for

by surveys. Southern Water’s business plan and revised in
More than five percentage points 2015-16.
below the previous year Unit of measure: Percentage of customers surveyed.
Number of compensation payments made to customers (Guaranteed Standards of Service)
Definition: Status:
Number of payments ) )
made against Less than or equal to 2,436 Reward/penalty: Not applicable.
the Guaranteed Measurement:  The number of compensation payments made is
Standards of Service calculated according to Ofwat Guidance in June
scheme. More than 2,436 but fewer than 3,711 Return Reporting Requirements 2011: Chapter 6

Key Outputs Customer Service Standards’.

More than 3,711 and more than Unit of measure:  Number of payments.
previous year
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,.» Affordable bills

Customers in genuine hardship with improved support

Definition: Status:

Cumulative number )
of one-off Reward/penalty:
interventions and/ More than or equal to 194,700 Measurement:

or the number of
customers accepted Less than 194,700 but forecast for
on to each of our 2019-20 to achieve target of 217,100

schemes and tariffs. Unit of measure:
Less than 194,700 but forecast for
2019-20 is below target of 217,100

Reputational only, no financial reward or penalty.

Performance is calculated as the number of
customers who are enrolled on one of Southern
Water’s financial assistance schemes as defined
in the company’s business plan.

Cumulative number of interventions and/or
customers.

Percentage of customers who feel our services provide value for money

Definition: Status:
Proportion of Reward/penalty:
customers who feel

i Measurement:
they get value for Greater than previous year
money from our
services, measured Equal to or up to five percentage
by surveys. points lower than the previous year
More than five percentage points ) )
. below the previous year Unit of measure:

E Better information
-4 and advice

Water usage (per capita consumption)

Definition: Status:
Average per capita Reward/penalty:

consumption for Average for 2017-18 is below 133.7

households each day. R
Includes measured litres per head, per day

and unmeasured
households.

Measurement:

Average for 2017-18 is above 133.7
but forecast for 2015-16 to 2019-20
is below 133.7 litres per head, per day

Average for 2017-18 is above 133.7
and forecast for 2015-16 to 2019-20

is above 133.7 litres per head, per day Unitofmeasure:

Number of unwanted billing queries

Definition: Status:
Number of customer

; Reward/penalty:
queries related.to Less than 49,000 queries and . /
the understanding

e decrease on previous year

of their bills. Measurement:
Less than 49,000 queries but more

than the previous year

. More than 49,000 queries Jnitormeasure:

Reputational only, no financial reward or penalty.

Percentage performance is calculated from
the responses to third party surveys of a
representative sample of customers. The
methodology was developed in 2013-14 for
Southern Water’s business plan and revised in
2015-16.

Percentage of customers surveyed.

Annual maximum reward £1.375 million, annual
maximum penalty £2.192 million.

Performance is calculated in accordance with
Ofwat Guidance in June Return Reporting
Requirements 2011: Chapter 10 Non-financial
measures — water delivered’. The unit of
measurement is post-Maximum Likelihood
Estimation weighted average litres per person/
per day on average over the year.

Litres per head/per day (I/h/d).

Reputational only, but high number will decrease
SIM score.

Numbers of customer queries related to a

billing are collated in accord with Ofwat Guidance
in June Return Reporting Requirements 2011
Chapter 4 Key Outputs Customer Service 1.

Number of billing queries.
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Better information
and advice

Customers who are aware of the causes of blocked drains

Definition: Status:

Proportion of Reward/penalty:  Reputational only, no financial reward or penalty.
customers who are M t P t fi is calculated fi

vare ot e e 1o Greater than previous year easurement: ercentage performance is calculated from

the responses to third party surveys of a

avoid blocked drains, R
representative sample of customers. The

measured by surveys.

Equal to or up to five percentage methodology was developed in 2013-14 for

points lower than the previous year Southern Water’s business plan and revised in
. . 2015-16.

More than five percentage points Unit of measure: Percentage of customers surveyed.

below the previous year

Percentage of customers who are aware of how their money is used

Definition: Status:

Proportion of Reward/penalty: Reputational only, no financial reward or penalty.
customers with M t p t. fi i Iculated fi
arenoes of where Greater than previous year easurement: ercentage performance is calculated from

the responses to third-party surveys of a

their money goes, representative sample of customers. The

measured by surveys.

Equal to or up to five percentage methodology was developed in 2013-14 for

points lower than the previous year Southern Water’s business plan and revised in
) ) 2015-16.

More than five percentage points Unit of measure: Percentage of customers surveyed.

below the previous year

Percentage of customers who are aware of how to deal with hard water

Definition: Status:

Percentage of Reward/penalty:  Reputational only, no financial reward or penalty.
customers who are M t P t fi is calculated fi

are of how 1o Greater than previous year easurement: ercentage performance is calculated from

the responses to third-party surveys of a
representative sample of customers. The
Equal to or up to five percentage methodology was developed in 2013-14 for
points lower than the previous year Southern Water’s business plan and revised in

2015-16.
. More than five percentage points Unit of measure:  Percentage of customers surveyed.

deal with hard water,
measured by surveys.

below the previous year
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A constant supply of
high-quality drinking water

Water quality (Mean Zonal Compliance)

Definition:
Compliance with
the Drinking Water
Inspectorate (DWI)
measure for Mean
Zonal Compliance
(MZC).

Status:

Equal to 100%

Less than 100% but greater than
99.95%

Less than or equal to 99.95%
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Reward/penalty:

Measurement:

Unit of measure:

Penalty only — annual maximum penalty
£0.439 million.

Performance is calculated according to the
methodology used by DWI for reporting overall
compliance with drinking water quality standards
set out in the Water Supply (Water Quality)
Regulations.

Percentage.

Number of contacts regarding discolouration per 1,000 population

Definition:

Number of customer
contacts regarding
the discolouration of
their drinking water
per 1,000 population.

Status:

Leakage reported

Definition:

Total level of leakage,
including customer
supply-pipe losses.

Status:

Less than or equal to 0.82

More than 0.82 but less than 0.86

More than 0.86

Average of years from 2015-16 to
report year is below 87 megalitres
per day

Average of 2015-16 to report year
is above 87 but forecast average
for 2015-16 to 2019-20 is below 87
megalitres per day

Average of 2015-16 to report year
is above 87 and forecast average
for 2015-16 to 2019-20 is above 87
megalitres per day

Reward/penalty:

Measurement:

Unit of measure:

Reward/penalty:

Measurement:

Unit of measure:

Customer minutes lost supply greater than three hours

Definition:

Average minutes lost
per property served
per year, due to water
supply interruptions
of greater than three
hours.

Status:

Less than or equal to nine minutes/
property/year

More than nine but less than or equal

to 12 minutes/property/year

Reward/penalty:

Measurement:

. More than 12 minutes/property/year ~ Unit of measure:

Penalty only — annual maximum penalty
£0.173 million.

Performance is calculated as the total number
of contacts received from customers related

to black, brown or orange discolouration of
their drinking water per 1,000 population, as
reported by the company to the Drinking Water
Inspectorate in accordance with the Water
Industry (Suppliers’ Information) Direction.

Number per 1,000 population.

Annual maximum reward £0.153 million, annual
maximum penalty £1.232 million.

Performance is calculated according to Ofwat
Guidance in ‘June Return Reporting Requirements
2011: Chapter 10 Non-financial measures —

water delivered’ and for the Ofwat KPI in ‘Key
performance indicators — guidance’, IN 13/03.

Megalitres per day (Ml/d).

Penalty only — annual maximum penalty
£0.574 million.

Performance is calculated according to the
guidelines for the Ofwat KPIs in ‘Key performance
indicators — guidance’, IN 13/03. The impact of
severe weather conditions is taken into account
and any adjustments are independently assured.

Minutes/property/year.
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A constant supply of
high-quality drinking water

Number of properties with low water pressure

Definition:

Number of properties
on the DG2 low water
pressure register.

Status:

Less than or equal to 257 properties

More than 257 but less than
296 properties

More than or equal to 296 properties

Reward/penalty:

Measurement:

Unit of measure:

Number of customers affected by temporary use bans

Definition:

The number of
properties affected
by temporary use
bans before two
consecutive dry
winters. A dry winter
is where rainfall is
less than 85% of the
long-term average.

Status:

No temporary use bans applied
during the year

Temporary use bans applied
following two consecutive
dry winters

Temporary use bans applied in
the year, not preceded by two
consecutive dry winters

Maintain water asset health

Definition:
Assessment of water
asset health as
measured against
pre-determined
performance

levels for mains
bursts, Distribution
Maintenance Index
(TIM), WSW coliform
compliance, WSR
coliform compliance,
and WSW turbidity
compliance.

Status:

Stable. All components above the
upper performance level

Improvement required. One or more
components is below the upper
performance level but not below the
lower performance level

Significant improvement required.

One or more components is below
the lower performance level

Measurement of components:

Reward/penalty:

Measurement:

Unit of measure:

Reward/penalty:

Measurement:

Unit of measure:
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Penalty only — annual maximum penalty
£0.174 million.

Performance is calculated according to Ofwat
Guidance in June Return Reporting Requirements
2011: Chapter 2 Key Outputs - Water Service 2’
and for the Ofwat KPI in IN 13/03.

Number of properties.

Penalty only — annual maximum penalty
£16.255 million.

Performance is calculated as the number of
properties that are affected by temporary use
bans before two consecutive dry winters have
occurred. A dry winter is defined within the
company business plan as less than 85% of the
long-term average annual rainfall level.

Number of properties affected.

Penalty only — annual maximum penalties, burst
mains £1.960 million, coliforms at WSW £0.38
million, TIM £0.904 million, coliforms at WSR
£0.244 million, turbidity at WSW £0.761 million.

Performance is calculated in accord with guidance
for the Ofwat KPIs in ‘Key performance indicators
— guidance’, IN 13/03. Stable performance means
that performance for all components of the ODlI is
better than the upper performance levels stated in
the company business plan.

Rating.

The number of mains bursts in the reporting year is measured according to Ofwat Guidance in ‘June Return Reporting Requirements

2011: Chapter 11: Non-financial measures — water service activities’.

Distribution Maintenance Index (TIM) is calculated according to the methodology used by DWI for report compliance with drinking water
quality standards set out in the Water Supply (Water Quality) Regulations, specifically for iron, manganese and turbidity.

Coliform compliance at WSWs is calculated as the number water supply works with tests containing zero coliforms expressed as a
percentage of the total number of tests taken at works to meet the requirements of the Water Supply (Water Quality) Regulations.
Coliform compliance at WSRs is calculated as the number of water service reservoirs with no more than 5% of samples, tested to meet
the requirements of the Water Supply (Water Quality) Regulations, containing coliforms. It is expressed as a percentage of the number of

service reservoirs in supply during the year.

Turbidity compliance at WSW is calculated according to Ofwat Guidance in June Return Reporting Requirements 2011: Chapter 11a:

Non-financial measures — water service serviceability measures’.
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Removing wastewater
effectively

Number of blockages per km per year

Definition:

Number of blockages
in the year per
kilometre of sewer.

Status:

Less than or equal to
0.58 blockages per km

More than 0.58 but less than
0.59 blockages per km

More than or equal to
0.59 blockages per km

Number of internal flooding incidents

Definition:

Number of incidents
of internal flooding of
properties in the year
(all causes, including
from formerly

private sewers).

Status:

Less than or equal to 392
for the year

More than 392 but forecast total
for 201516 to 2019-20 is less
than 2,070

Forecast total for 2015-16 to 2019—
20 is more than or equal to 2,070

Number of external flooding incidents

Definition:

Number of incidents
of external flooding
in the year.

Status:

Less than or equal to 9,694

More than 9,694

More than 9,694 and the external
flooding (other causes) measure
contributing to wastewater asset
health has not been met

Southern Water Annual Performance Report 2018-19

Reward/penalty:

Measurement:

Unit of measure:

Reward/penalty:

Measurement:

Unit of measure:

Reward/penalty:

Measurement:

Unit of measure:

Number of customer complaints regarding odour

Definition:
Number of
complaints received
from customers
related to odour
from wastewater
works. Note: only
odour complaints
from Portswood
and Tonbridge are
included in the
associated ODI.

Status:

Less than or equal to 390

More than 390 but less than
previous year

More than 390 and more than
previous year

Reward/penalty:

Measurement:

Unit of measure:

Penalty only — annual maximum penalty
£1.004 million.

Performance is calculated according to Ofwat
guidance in June Return Reporting Requirements
2011: Chapter 16 Non-financial measures —
Sewerage service activities’ and for the Ofwat
KPIs in ‘Key performance indicators — guidance’,
IN 13/03.

Number per km.

Annual maximum reward £4.337 million, annual
maximum penalty £3.387 million.

The number of flooding incidents is calculated
according to Ofwat guidance in June Return
Reporting Requirements 2011: Chapter 3 Key
Outputs — Sewerage Service’. Incidents on private
sewers are included. The only incidents that

are excluded are those associated with ‘severe’
weather conditions.

Number of incidents.

Reputational only, no financial reward or penalty.

The number of flooding incidents is calculated
according to Ofwat guidance in ‘June Return
Reporting Requirements 2011: Chapter 3a Key
Outputs — Sewerage Service’. Incidents on private
sewers are included. All incidents from all causes
are included.

Number of incidents.

Reputational only, no financial reward or penalty in
2017-18. Penalty only from 2018-19 onwards.

This Business Promise is a more stringent
measure which includes all odour complaints
reported by members of the public for all
wastewater treatment works and pumping
stations during the calendar year. The ODI within
the company business plan is a sub-set of odour
complaints received for two specified works
(Portswood and Tonbridge) where there are
improvement schemes to specifically

address odour.

Number of odour complaints.
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Removing wastewater
effectively

Maintain wastewater asset health

Definition:

Assessment Status:

of wastewater Reward/penalty:  Penalty only — annual maximum penalties,

asset health as external flooding (other causes) £0.601 million,
measured against Stable. All components above the sewer collapses £1.35 million, WWTW PE
pre-determined upper performance level compliance £14.95 million.

performance levels Measurement: Performance is calculated according to guidance
for sewer collapses, Improvement required. One or more for the Ofwat KPIs in ‘Key performance indicators
Wastewater components is below the upper — guidance’, IN 13/03. Stable performance means
Treatment Works performance level but not below that performance for all components of the ODI is
(WWTW) population lower performance level better than the upper performance levels stated in
equivalent (PE) Significant improvement required. the company business plan.

compliance and
external flooding —
other causes.

One or more components are below  Unit of measure: Rating.
the lower performance level

Measurement of components:

The number of sewer collapses is calculated according to Ofwat guidance in ‘June Return Reporting Requirements 2011: Chapter 16
Non-financial measures — Sewerage service activities’.

Population equivalent served by WWTW compliant with consents is calculated as the total population equivalent for all wastewater
treatment works that have complied with their Water Resources Act (WRA) and Urban Wastewater Treatment Directive (UWWTD) look-up
table permit conditions as reported by the Environment Agency on MD109.

The number of flooding incidents is calculated according to Ofwat guidance in ‘June Return Reporting Requirements 2011: Chapter 3a
Key Outputs — Sewerage Service’. Incidents on private sewers are included. Only incidents classified as ‘other causes’ are included.

o Looking after
the environment

Wastewater treatment works compliance

Definition: Status:

Proportion of Reward/penalty:  Penalty only — annual maximum penalty
wastewater £14.949 million.

treatment works in 100.0%

Measurement: Performance is calculated as the percentage of

compliance with their wastewater treatment works that have complied

environmental permit

as reported by the Less than 100.0% but more than with their numeric consent. This is calculated in

Envirgnment ngncy or equal to 97.7% accordance with the methodology used by the

on MD109. Environment Agency for reporting on MD109.
Less than 97.7% Unit of measure: Percentage of works.

Maintain the number of bathing waters with excellent water quality

Definition: Status:
Maintain the number
of bathing waters

Reward/penalty:  Annual maximum reward £1.481 million, annual
maximum penalty £1.749 million.

with ‘excellent’ water More than or equal to 54 bathing Measurement:  Performance is calculated in accordance with
quality, as defined by waters the methodology, which is published by Defra,
the revised Bathing for measuring bathing water quality against the
Water Directive, at Less than 54 but more than or equal revised Bathing Water Directive. The measure
the 2014—15 level. to 48 bathing waters of ‘excellent’ water quality is no more than 100

Intestinal Enterococci cfu/ml and 250 Escherichia
coli cfu/mlin at least 19 out of 20 samples.

Less than 48 bathing waters
Unit of measure:  Number of bathing waters.
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o Looking after
the environment

Number of serious pollution incidents (category 1and 2)

Definition:

Total number of
category 1and 2
pollution incidents
related to wastewater
assets as reported
by the Environment
Agency on MD109.

Status:

Less than two incidents

Equal to two incidents

. More than two incidents

Number of pollution incidents (category 3)

Definition:

Number of category
3 pollution incidents
related to wastewater
assets (including
transferred sewer
assets but excluding
private pumping
stations) as reported
by the Environment
Agency on MD109.

Status:

Less than or equal to 158 incidents

More than 158 but less than
175 incidents

More than or equal to 175 incidents

Distribution input

Definition:

Average daily
amount (megalitres
per day) of potable
water entering the
distribution system.

Status:

Less than or equal to 526.79

More than 526.79 but less
than 533.97

. More than 533.97 megalitres

Renewable energy usage

Definition:
Proportion of total
energy consumption
that is from
renewable sources
(e.g. biogas, solar
and wind).

Status:

More than or equal to annual target
of 16.5%

Less than 16.5% but the forecast for
2019-20 is more than 16.5%

Less than annual target and forecast
for 2019-20 less than 16.5%
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Reward/penalty:

Measurement:

Unit of measure:

Reward/penalty:

Measurement:

Unit of measure:

Reward/penalty:
Measurement:

Unit of measure:

Reward/penalty:

Measurement:

Unit of measure:

Pollutions may incur fines for each serious
pollution incident.

Performance is stated in accordance with the
number of pollution incidents, categorised as 1
and 2, reported by the Environment Agency on
MD109.

Number of incidents.

Penalty only — annual maximum penalty
£2.16 million.

Performance is stated in accordance with the
number of pollution incidents, categorised as 3,
reported by the Environment Agency on MD109.

Number of incidents.

Reputational only, no financial reward or penalty.

Performance is calculated in accordance with
Ofwat Guidance in ‘June Return Reporting
Requirements 2011: Chapter 10 Non-financial
measures — water delivered’. The unit of
measurement is post-Maximum Likelihood
Estimation Distribution Input.

Megalitres per day (Ml/d).

Reputational only, no financial reward or penalty.

The percentage of renewable energy generated
out of total operational energy used in the
financial year is calculated in accordance with
methodology developed for Southern Water’s
business plan.

Percentage.
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) Looking after
the environment

Greenhouse Gas Emissions

Definition: Reward/penalty: Not applicable.

Scope 1,2 and 3 Measurement:  Greenhouse gas emissions are calculated in accordance with the UK Water Industry Research
Greenhouse Gas (UKWIR) Carbon Accounting Workbook, which is a standardised approach to estimating
Emissions expressed operational greenhouse gases to meet the requirements of Ofwat and Defra for

as kilograms carbon carbon accounting.

dioxide equivalent . . .

(KgCOse). Unit of measure:  Kilograms carbon dioxide equivalent (KgCO,e).

Greenhouse Gas Emissions per person supplied with drinking water

Scope 1,2 and 3 Reward/penalty:  Not applicable.

Greenhouse Gas Measurement:  Greenhouse gas emissions are calculated in accordance with the UK Water Industry Research
Emissions expressed (UKWIR) Carbon Accounting Workbook, which is a standardised approach to estimating

as kilograms carbon operational greenhouse gases to meet the requirements of Ofwat and Defra for

dioxide equivalent carbon accounting.

(KgCO,e) per person

supplied with water. Unit of measure:  Kilograms carbon dioxide equivalent per person supplied with water (KgCO,e/person).

Greenhouse Gas Emissions per person supplied with wastewater services

Scope 1,2 and 3 Reward/penalty:  Not applicable.

Greenhouse Gas Measurement:  Greenhouse gas emissions are calculated in accordance with the UK Water Industry Research
Emissions expressed (UKWIR) Carbon Accounting Workbook, which is a standardised approach to estimating

as kilograms carbon operational greenhouse gases to meet the requirements of Ofwat and Defra for

dioxide equivalent carbon accounting.

(KgCO,e) per person ) ) o ) ) . )

supplied with Unit of measure:  Kilograms carbon dioxide equivalent per person supplied with wastewater services

wastewater services. (KgCOze/person).
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Appendix 3.
Glossary of Regulatory Terms

Appointed business

The appointed business comprises the regulated
activities of the company which are necessary
for it to fulfil the function and duties of a water
and sewerage undertaker under the Water
Industry Act 1991.

Arm’s-length trading

Where the company treats associate companies
on the same basis as external third parties.

Asset Management Plan (AMP)

A plan agreed with Ofwat on a five-yearly basis
for the management of water and wastewater
assets. The plan runs for a five-year period.
AMPG6 covers April 2015 to March 2020 and
AMP7 covers April 2020 to March 2025.

Associate company

Condition A of the Licence defines an

associate company to be any group or related
company. Condition F of the Licence requires

all transactions between the company and its
associated companies to be disclosed subject to
specified materiality considerations.

Final Determination (FD)

The conclusion of discussions on the scale and
content of the Asset Management Plan for the
forthcoming five-year period. It is accompanied
by a determination of the allowable ‘K factor’ for
the period.

Financing adjustment

The impact of general inflation (RPI) on the real
value of net finance for the business.

K factor

The annual increase, set by Ofwat, in wholesale
charges that companies in the water industry
can make. The amount by which a company

can increase (or must decrease) its charges

is controlled by the price limit formula RPI +

or —‘K’. RPIlis expressed as the percentage
increase in the Retail Price Index in the year

to November before the charging year. ‘K’ is a
number determined by Ofwat for each company,
usually at a price review, for each year to reflect
what it needs above or below inflation in order to
finance the provision of services to customers.

Licence

The Instrument of Appointment dated August
1989 under Sections 11 and 14 of the Water Act
1989 (as in effect on 1 August 1989) under which
the Secretary of State for the Environment
appointed Southern Water Services Limited as

a water and wastewater undertaker under the
Act for the areas described in the Instrument of
Appointment, as modified or amended from time
to time.

Non-appointed business

The non-appointed business activities of the
company are activities for which the company
as a water and wastewater undertaker is not

a monopoly supplier (for example, the sale of
laboratory services to an external organisation)
orinvolves the optional use of an asset owned
by the company (for example, the use of
underground assets for cable television).

Ofwat

The name used to refer to the Water Services
Regulation Authority (WSRA). The WSRA is the
economic regulator of the water industry.

Outcome Delivery Incentive (ODI)

Performance targets with rewards and/or
penalties agreed with customers and Ofwat
through the periodic review process.
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Periodic review

The price determination process undertaken

by Ofwat every five years. Each water and
wastewater undertaker submits a business

plan covering the five-year period for which
Ofwat will determine prices (the ‘K factor’ — see
above). (PR14 relates to 2015-20, PR19 relates to
2020-25).

Price control

The name given to the combination of the Retail
Price Index (RPI) and ‘K’. The charges limit is set
by Ofwat at each price review. For wholesale
services this is the Retail Price Index and an
adjustment factor, K, applied to the previous
year’s revenue. For retail services it is a limit

on the total revenue that can be collected from
customers each year.

Regulatory Accounting Guidelines
(RAG)

The accounting guidelines for regulatory
accounts issued, and amended from time to time,
by Ofwat.

Regulatory Capital Value (RCV)

The capital base used in setting price limits.

The value of the appointed business that earns
areturn oninvestment. It represents the initial
market value (200-day average), including debt
at privatisation, plus subsequent net new capital
expenditure including new obligations imposed
since 1989. The capital value is calculated

using the Ofwat methodology (i.e. after current
cost depreciation and infrastructure renewals
accrual).
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Retail Price Index (RPI)

The RPIlis compiled and published monthly by
the Office for National Statistics. It is an average
measure of change in the prices of goods and
services bought for the purpose of consumption
by the vast majority of households in the United
Kingdom.

Service Incentive Mechanism (SIM)

Ofwat’s measure of customer satisfaction based
on surveys of customers who have contacted the
company and the number of unwanted contacts
and complaints received.

Totex

The total of operating costs and capital
expenditure in the year.

Working capital

The aggregate of stocks, trade debtors and trade
creditors, if material.
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