


10. Risk and Return
10.1. Introduction
Our PR24 plan delivers for all of our stakeholders 
and the environment, providing a fair and appropriate 
balance of risk and return. This balance is essential for 
ensuring that we deliver the service customers have 
told us they want, the environmental improvements 
we need to make are delivered, bills are acceptable 
to customers and our investors receive a fair return 
commensurate to the level of risk taken. 

The financial resilience of the company is improving, 
supported by equity injections into the group from our 
shareholders amounting to £1.65 billion in the current 
investment period. This provides a solid foundation for 
our operations and performance improvement through 
the Turnaround Plan and ensures that we can accelerate 
performance to meet the demands of our 2025–30 plan 

•	 In this five-year period we have already invested  
£1.174 billion more than our regulatory allowance as 
part of our commitment to ongoing transformation. 
The company has not paid dividends to external 
shareholders since 2017 

•	 �Over £400 million of allowed returns, in the PR24 
period, will be retained in the company to support  
the planned investments

•	 �Our track record showcases our dedication to  
delivering long-term value for our customers 

•	 �Key elements of our Water Industry National 
Environment Plan will need to be delivered over 
an eight-year period, rather than five. To help 
secure the plan we will use a number of alternative 
delivery strategies over the period and other 
methods of finance 

Our plan targets an improvement to our credit 
rating with a rating of BBB+/ Baa1. This will allow the 
company to maintain a strong funding platform for 
future investment. Over AMP8 we are projecting to 
raise £4.6bn of debt, of which £1.2bn is refinancing of 
existing debt and £3.4bn will be new. We will continue 
to manage our capital structure so that our gearing is 
around 70% but will not exceed 75% for the duration 
of AMP8. The combination of improved credit ratings, 
a strong growth in RCV in an environmental driven 
programme and the delivery of our Turnaround Plan, 
gives us confidence we can continue to raise financing 
at competitive rates. 

We have recalculated the implied risk in the price control 
methodology. Our analysis has found that the risk to the 
notional company is in excess of that implied by Ofwat’s 
Weighted Average Cost of Capital (WACC) analysis, as 
well as being skewed to the downside. We are concerned 
about the level of risk exposure. In the interests of 
customers we are suggesting in this Business Plan how 
the risk, for the notional company, could be mitigated 
with some alternative and innovative proposals which we 
would like to discuss further with Ofwat.

Further, we note that there are a series of uncertainties 
about AMP8 at the time of writing this plan. These 
reflect decisions that require further discussion with our 
regulators. We want to work with our regulators during 
the PR24 review period to resolve as many of these 
uncertainties as possible. There are also a number of cost 
items which will remain uncertain into AMP8. For both 
sets of uncertainty, we propose mechanisms that Ofwat 
could use in its decision for dealing with the uncertainty.

Given the remaining risk in our plan, we have worked 
with  to understand a reasonable return for 
investment. In this section, we summarise the Southern 
Water WACC calculation appropriate for us, which is 
based on an updated  methodology. Although 
our plan uses a cost of capital based on Ofwat’s Final 
Methodology for convenience, it is essential that our 
representations on the calculation of the Southern 
Water cost of capital are accepted by Ofwat to 
rebalance the risk. We note further that the asymmetry 
premium within our calculation of the cost of equity 
could be reduced if Ofwat agrees to rebalancing of the 
risk beyond that we have proposed.

Our plan is financeable on both the notional company 
structure, which Ofwat will consider in its assessment, 
and the actual company structure, which the company 
and its Board has used in its assessment of the plan 
and will be the basis on which the business is financed. 
This assessment of financeability for the notional 
company is based on the Ofwat WACC. The actual 
company financeability has been assessed both using 
this updated Ofwat WACC, so that we are compliant in 
adopting Ofwat’s recommended approach; and also the 
Southern Water WACC. Our assessment of financeability 
is contingent on the risk for the notional company being 
mitigated and the uncertainty mechanisms included in  
this plan being adopted. 

Finally, this chapter provides an outline of our dividend 
(section 10.6) and executive pay policies (section 10.7).

Further detail on these areas is available in our 
technical annexes.
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10.2. Mitigating the level of risk in 
Ofwat’s methodology 

10.2.1. Introduction

The water sector’s risk landscape is changing 
significantly in AMP8, driven by an unprecedented step-
change in the scale of required investment, heightened 
macroeconomic volatility and interest rate increases, a 
downside asymmetrical regulatory incentive package, 
challenges associated with net zero, population growth 
and finally, greater frequency of severe weather events. 

At the same time, given the increasing investment, 
there is a growing need for the sector to attract new 
equity capital, which will be contingent on an alignment 
between allowed returns and forward-looking risk 
exposure. These challenges are at the heart of our 
risk analysis which targets to capture the impact of 
the changing risk landscape on potential variations in 
outturn equity return versus the allowed level. 

10.2.2. Unmitigated RoRE assessment (summarised)

Our risk analysis is based on the Monte-Carlo 
simulations that yield probability distributions of 
expected performance on each risk parameter, informed 
by the sector’s standard deviation, and median. The 
starting point of the notional company RoRE ranges 
is the sector’s historical performance in the first three 
years of AMP7 price control, given its similarity to AMP8 
incentive regime and hence relevance for predicting 
future performance. The notional company RoRE ranges 
have also been refined to ensure they capture the 
changing risk landscape by incorporating the evolution 
of risk associated with: 

•	 Larger and more complex enhancement programme 
driven by the statutory requirements and application 
of Price Control Deliverables (PCDs) to most of the 
enhancement spend which increase the downside risk 

•	 Risks to the notional company from projects delivered 
under Direct Procurement for Customers (DPC) and 
alternative delivery routes 

•	 Energy price increases surpassing inflation and 
associated high volatility, which is not reflected in the 
Real Price Effects (RPEs) 

•	 Stretching performance targets, accompanied by the 
removal of most ODI caps, deadbands and collars, 
inherent asymmetry embedded in penalty-only ODIs, 
and not allowing exclusions related to the impact of 
severe weather events 

•	 Increase in the level of interest rates and high 
macroeconomic volatility affecting financing risk

•	 Continued use of asymmetric cost sharing rates, and 
the increased risk exposure due to larger revenue 
at risk. 

As the relationship between different components 
of risk is complex, correlation analysis has been 
undertaken for ODIs as it cannot be assumed that the 
performance commitment risks are fully additive. 

Risk analysis resulted in the notional company’s RoRE 
exposure of -9.94% (P10, worst case scenarios) to 
+2.56% (P90, best case scenario), with expected risk 
to returns of -3.59% (P50, most likely scenario). This is 
significantly wider and asymmetrical to the downside 
than the illustrative ranges presented in Ofwat’s PR24 
final methodology, and so the overall package of 
incentives is unlikely to allow the notional company a 
reasonable opportunity to achieve the base allowed 
return. Moreover, nominal risk-adjusted equity return 
would be below the nominal cost of debt allowance, 
negating the notional firm’s ability to attract new equity. 

Table 1: The notional company RoRE ranges (before mitigation) – Southern Water’s analysis 

RoRE range Ofwat’s notional company 
RoRE range Difference

Upside (P90) 2.56% 4.80% -2.24% 

Most likely (P50) -3.59% 0.00% -3.59% 

Downside (P10) -9.94% -4.95% -4.99% 
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Table 2: Notional company risk mitigations 

Area of risk mitigation Mitigations applied to notional company

ODIs 1.	 ODI rates
•	 Reduction in ODI rates on total pollutions based on sector’s performance in AMP7 to 

£0.4 million from £0.9 million (scaled to 0.5% of FY23 wastewater regulated equity),  
44% of Ofwat’s original rate

•	 Reduction in ODI rate for supply interruptions to £0.13 million from £0.68 million based 
on sector’s performance in AMP7 (scaled to 0.6% of FY23 water regulated equity),  
18% of Ofwat’s original rate

•	 Reduction in ODI rates for PCC and Business demand (scaled to c. 0.5% of water 
regulated equity) to £0.18 million and £0.07 million, respectively, 20% of Ofwat’s original 
rate. PCC and Business Demand are mostly outside of companies’ control so companies 
are not best placed to manage the associated risk, and a reduced strength of an incentive 
would be appropriate

2.	Individual caps and collars
•	 Collar on Water supply interruptions (at 52-64 normalised duration in mins) – 0.5% water 

regulated equity
•	 �Collar on External sewer flooding (at 17-20 normalised incidents) – 0.5% wastewater 

regulated equity
•	 �Caps and Collars on the newly introduced common ODIs (Bathing water quality, Storm 

overflows, River water quality, Serious pollution incidents, Business demand) and other 
asset health ODIs (Mains repairs and Unplanned outages)

3.	Deadbands
•	 Introduction of deadbands on CRI (of 3.3), Discharge permit compliance (of 98.2%)  

and Serious pollution incidents (of 1.0) 

Totex •	 Reduced impact of Price Control Deliverables (PCDs): coverage down to 27% from 90%  
of total enhancement spend

•	 Limited use of PCDs in relation to enhancement schemes that form legislative requirement 
or fund performance improvement as it would result in a duplication of penalty

•	 Grouping PCDs for the larger categories of enhancement spend to allow for offsetting / 
diversification impact within those groups

•	 Implementation of RPEs for power costs 
•	 Asymmetric sharing rate for enhancement totex: the notional company bears 0% of 

underperformance risk but benefits from the 50% outperformance
•	 Removal of the negative adjustment to WACC related to retail margin as it unwarranted 

based on the sector’s actual performance in AMP7

Return Adjustment 
Mechanisms (RAMs)

•	 Introduction of Return Adjustment Mechanisms (RAMs) that would replace Aggregate ODI 
sharing mechanism and cover all the risk related to operational performance, including 
ODIs, Totex, DPC/alternative delivery, retail and measures of experience

•	 RAMs are being applied by Ofgem in its RIIO-2 price controls across gas and electricity 
networks with sharing 50% of out/(under) performance when RoRE reaches +/- 3.00% 
and 90% of out/(under) performance when RoRE reaches +/- 4.00% 
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Alongside the ODI and totex mitigations, we are also 
proposing to extend the current aggregate ODI sharing 
mechanism to cover all areas of operational performance, 
similar to the RAMs applied by Ofgem, given the very 
material downside risk that a notional company is 
exposed to by the virtue of the overall incentive package.

The purpose of RAMs would be to provide protection to 
consumers and investors if a water company return is 
significantly higher or lower than anticipated at the time 
of setting the price control. Consumers and investors 
will benefit from the introduction of RAMs as they would 
be protected against the possibility of unreasonably 
high or low returns in the AMP8 price control. RAMs will 
also help to ensure the fairness of AMP8 by protecting 
consumers and investors against ex post overall returns 
deviating greatly from ex ante expectations and would 
significantly improve a case for new equity. 

We suggest that, similar to the precedent, RAMs should:

•	 Be symmetrical, providing for adjustments both due 
under and outperformance as this represents a fair 
balancing of the interests of consumers and investors

•	 Account for any trade-offs between Totex and 
ODI performance

•	 �Exclude financial performance as that would cause 
customers bear the risk associated with actual 
capital structures

•	 Exclude QAA performance to preserve the value  
of the business plan incentive

•	 �Serve as an end of period true-up, implemented as  
a part of the close-out of AMP8, with a sharing rate of 
50% of out/(under) performance when RoRE reaches  
+/- 3.00% and 90% of out/(under) performance when 
RoRE reaches +/- 4.00%.

RAMs would align the interests of companies and 
investors with those of customers, so that the sector 
remains attractive to investors, with both customers 
and investors being protected against the extremes.

10.2.4. Mitigated RoRE assessment (summarised)

This proposed suite of mitigations is one of the  
possible combinations that is targeted to mitigate  
risk at source. Each category of mitigations brings the 
notional company’s RORE risk range closer to Ofwat’s 
expectations of the notional company’s RoRE risk range: 
totex mitigations and RAMs increase the upside and 
decrease the downside due to the application of fewer 
PCDs and asymmetric sharing rates on enhancement 
totex, while ODI mitigations just reduce the downside. 
Figure 2 presents the degree of impact of each group  
of mitigations on the notional company’s P10 and P90  
risk ranges. 

Figure 2: Relative contribution of risk mitigation to the reduction of risk exposure 
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A balanced overall risk and return package is a necessary 
condition for the notional company to be able to finance 
its plan and attract both debt and equity capital at efficient 
rates and on continuous basis. Any disconnect between 
the likely revenue at risk and the level of allowed returns 
would negatively affect the sector’s access to capital.

It is critical that we have access to the capital we 
need to deliver our commitments to customers and to 
ensure financial resilience, that is, the ability to avoid, 
cope with and recover from disruption. As Ofwat 
recognised in its consultation on strengthening ring-
fencing conditions, financial resilience is requisite 
to deliver operational performance:

“Weakened financial resilience can lead to reduced 
levels of operational performance and erode a 
company’s capacity to cope with financial pressures or 
shocks without compromising service to customers.”

If we are not financially resilient it will make it harder to 
attract and retain capital and undermine our ability to 
achieve a successful turnaround at the pace that we 
want and our customers expect. It would dramatically 
reduce and delay improvements for our customers 
and environment. Our customer research shows that 
customers would far rather get the right level of service 
than small discounts on bills. The risk mitigations we 
propose would allow our planned improvement in  
service outcomes to be delivered. 

It is in the long-term interest of customers that the 
overall risk and return package is balanced to support 
financial resilience and to allow us to deliver enduring 
improvements in our service. 

Further detail about our risk analysis is in  
SRN57: Risk technical annex. 

Figure 3: Drivers of the mitigated RoRE ranges: Southern Water’s notional and actual company analysis versus Ofwat’s analysis 
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10.3. Uncertainty mechanisms 

10.3.1. Introduction

There are a number of areas where there is material 
uncertainty in the parts of the business plan. Many of 
these uncertainties relate to legal or policy decisions 
that are yet to be made at the point of submission. 

If we were to include costs to deliver against the more 
costly implications of these decisions within our plan, 
our plan would be significantly more costly. Also, in most 
cases, it is not clear whether these additional costs are 
required. Therefore, we have excluded these costs from 
our cost proposals, and set out below the uncertainty 
mechanisms required to provide the needed funding 
should these uncertainties materialise.

Some of the uncertainty areas are highly material.  
As such, if they were to materialise, we would require 
an adjustment to revenue allowances within the control 
period. It would not be feasible to leave any true-up to 
an end of period adjustment, as the business would 
be unable to shoulder additional costs of this scale 
without an associated revenue allowance. For those 
areas, we are seeking notified items. For other areas of 
uncertainty, it may be more appropriate to have an end 
of period true-up approach.

Therefore, we are proposing a bespoke mid-period 
revenue adjustment mechanism for each of the following 
uncertainty areas.

10.3.2. Mechanism 1: WINEP phasing

Our WINEP programmes have been phased over 
8 years to balance affordability and deliverability. 
We are fully committed to statutory compliance and 
are in discussion with our regulators. The final WINEP 
phasing will be concluded through the regulatory 
process to maintain full statutory compliance. 
Rephasing from 8 years to 5 years would add £725 
million (2022/23 prices) of further investment into the 
Plan and add approximately £100 to bills per household 
over the PR24 period. We note that the uncertainty 
mechanism would allow for additional funding, but 
does not resolve the core issues of affordability and 
deliverability of an unphased WINEP investment.

10.3.3. Mechanism 2: WRMP finalisation

Our WRMP has not yet received final sign-off from the 
Secretary of State. Until it does, it is possible that the final 
set of schemes may need to change (or their delivery 
dates). In addition, given the high-profile nature of our 
WRMP, it is possible that our plan will be subject to a 
public enquiry. If these events were to happen, there 
could be further changes to our plan beyond 2024.

10.3.4. Mechanism 3: Enhanced Network and 
Information Systems (NIS) requirements

In June 2023, an enhanced cyber assessment framework 
(eCAF) was published for the water industry setting out 
the needs to accelerate work in six areas and to achieve 
full compliance by 31st March 2028. This requires a 
significant amount of additional planning and investment 
options to be worked through, and given the timing of this 
submission on 2nd October 2023, we have concluded that 
we need additional time to give a duly considered view 
of the investment changes required. Initial estimates have 
placed these costs in the region of £100 million. However, 
further work is required before we could be comfortable to 
propose a figure for customers to provide funding for.

10.3.5. Mechanism 4: Bioresources farming rules  
for water

There is significant uncertainty surrounding the 
application of Rule 1 of the Farming Rules for water, 
including its timing and impact. Based on the national 
landbank modelling assessment, it is possible that two 
thirds of our sludge would need to find alternative routes 
(rather than recycling to agriculture). The short-term 
solution would be to send our biosolids to landfill whilst 
we start developing our plans for thermal destruction 
type of technologies (e.g. incineration) in AMP8 (design, 
planning), with the view to start construction in AMP9. 
The estimated AMP8 costs would be circa £83 million.

10.3.6. Mechanism 5: Bioresources Industrial 
Emissions Directive (IED)

Within our IED proposals for AMP8, there are a number 
of material uncertainties, including: 

•	 If the EA does not accept our alternative impermeable 
surface option, we would incur circa £24 million 
additional costs 

•	 If Ofwat does not approve our Kent consolidation cost 
adjustment claim proposals it would mean an extra  
circa £54 million costs for IED compliance 

•	 Further potential cost implications from the emerging 
EA requirements on dewatering of the order of 
£169 million 

In total, this could be a further £247 million of  
additional costs.

10.3.7. Mechanism 6: Alternative Delivery models

We have identified several projects to progress under 
alternative delivery routes. At present, the majority of 
the projects identified are at an early stage, with most 
pre-tender development activities yet to commence. 

As projects are developed and pre-tender activities are 
completed, new information can give rise to increases in 
estimated costs which cannot be reasonably foreseen 
at the time of business plan submission, nor would it be 
appropriate to price for such risks at an early stage in  
the process. 
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10.3.8. Mechanism 7: Capital maintenance

There is a lot of work ongoing across the water sector 
regarding asset health, capital maintenance and renewals 
levels. We are aware that multiple water companies are 
submitting cost adjustment claims (for example Thames 
Water and Wessex Water). We are also doing further 
work to understand our asset base and this may result 
in changes to the current proposed capital maintenance 
position. We will be undertaking further work in the 
Autumn/Winter 2023 and will be in a position to share 
further details with Ofwat by early 2024. 

10.3.9. Further information

We have sought to propose uncertainty mechanisms 
only where there are material uncertainties, for 
areas that either relate to meeting statutory or legal 
requirements, or areas of high customer priority.

It is possible that clarity on some of the above areas 
will be reached ahead of the final determinations (in 
particular, this may be the case for the WINEP, WRMP, 
NIS requirements, and capital maintenance). Where this 
is the case, we propose to provide an updated set of 
data tables and enhancement cases to Ofwat to reflect 
in the final determination, and to withdraw the request 
for uncertainty mechanisms in these areas.

Further details on each of the mechanisms is set out  
in SRN58: Uncertainty Mechanisms technical annex. 

10.4. Cost of capital

10.4.1. Introduction 

The Final Methodology set out an expectation for 
companies to base their business plans on the early 
view of the allowed return on capital, or to propose 
an alternative view of the allowed return supported 
by compelling evidence that another rate is more 
appropriate. Ofwat have subsequently clarified1 that 
companies which adopt the Final Methodology early 
view can update for more recent data – provided the 
update is based on the same methodology and a 
reasonable view of the data, and it would be unlikely to 
fail the minimum expectation for the allowed return set 
out in the quality and ambition assessment (QAA).

For our plan we have adopted the OFWAT Final 
Methodology early view of the allowed return updated 
for more recent market data. We have also considered 
where the updated cost of equity sits within the range 
provided in the Ofwat Final Methodology.

However, there are areas where we disagree with the 
Ofwat Final Methodology calculation of the return on 
capital which fails to adequately consider, or address, 
our assessment of the risk and funding cost faced by 
the notional geared company (see section 10.2 above).

1	 email received on 8th September 2023

SRN57: Risk technical annex and SRN64: Cost of Capital 
technical annex provide more details of our assessment 
of risk and the adjustment required to the Southern Water 
cost of capital to reflect the level of risk, and asymmetry 
of the risk, of the notional geared company. We also 
explain other areas of the Southern Water cost of capital 
where further adjustment to the approach is required. 

Although our plan uses a cost of capital based on 
Ofwat’s Final Methodology for convenience, it is 
essential that our representations on the calculation 
of the Southern Water cost of capital are accepted by 
Ofwat to rebalance the risk. We note further that the 
asymmetry premium within our calculation of the cost of 
equity could be reduced if Ofwat agrees to rebalancing 
of the risk beyond that we have proposed. (Southern 
Water WACC, summarised in 10.4.2 below).

In summary:

•	 The Ofwat Final Methodology early view of the 
appointee costs of capital was 3.29%

•	 The appointee Ofwat cost of capital used in our plan 
is 3.83%. We have updated the market data and 
considered where the cost of equity sits within the 
range provided in the Ofwat Final Methodology

•	 Our assessment of the appointee Southern Water 
WACC is 4.58%, this is summarised in 10.4.2.  
below, and explained within the Risk and Cost  
of Capital Annex
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10.4.2. Ofwat cost of capital used in our plan 

For our Plan we have used an appointee Ofwat cost 
of capital of 3.83%

We have adopted Ofwat’s Final Methodology early view of 
the allowed return updated for more recent market data:

•	 We have updated the risk-free rate to 1.48% reflecting 
index-linked gilt yields at June 2023

•	 �Cost of new debt, at 3.67%, reflects June 2023 iBoxx A/
BBB, and an adjustment for an outperformance wedge 
included in the Final Methodology early view

•	 �Cost of embedded debt, at 2.50%, is based on Ofwat 
balance sheet model updated to reflect June 2023 
iBoxx A/BBB

•	 �25% new debt based on new debt issuance required 
under a notional structure to fund SRN’s PR24 capital 
programme and corresponding RCV growth

We have also considered where the updated cost 
of equity sits within the range provided in the Ofwat 
Final Methodology.

We have used a Total Market Return of 6.92%, which 
is consistent with the Upper-bound range for the cost 
of equity presented in the Final Methodology. We have 
used the Upper-bound value, rather than the mid-point 
used for the early view, to reflect our assessment of 
the higher risk, and asymmetric risk, for the notional 
geared company.

We have also used the Upper-bound value for Beta, at 
0.64%, rather than the mid-point used for the early view,  
to reflect our assessment of the higher risk, and 
asymmetric risk, for the notional geared company.

It is important to note that, while our Plan uses the 
Ofwat Final Methodology early view for the Ofwat cost 
of capital for convenience, the Southern Water Board 
will not be able to accept a Final Determination which 
does not reflect our representations on the calculation 
of the Southern Water cost of capital.

Table 4: Ofwat and Southern Water cost of capital calculations for use un this plan

WACC (CAPM) 
Ofwat Final 
Methodology 
(Sep cut-off)

Ofwat Final 
Methodology  
(Lower - bound)

Ofwat Final 
Methodology  
(Upper - bound)

SRN Plan 
Ofwat WACC

Risk-free rate 0.47% 0.47% 0.47% 1.48%

Debt premium 2.81%   2.19%

Cost of embedded 
debt 2.34%   2.50%

% of embedded debt 83.0%   75.0%

Debt fees 0.10%   0.10%

Cost of debt 2.60%   2.89%

Equity risk premium 5.99% 5.53% 6.45% 5.44%

Beta 0.61 0.58 0.64 0.64

Cost of equity 4.14% 3.67% 4.60% 4.96%

Gearing 55.0% 55.0% 55.0% 55.0%

Allowed return 3.29%   3.83%

Retail 0.06%   0.06%

Wholesale 3.23%   3.77%

TMR 6.46% 6.00% 6.92% 6.92%
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10.5.2. Setting RCV run-off

The Ofwat Final Methodology set out an expectation 
that companies are not to propose RCV run-off rates 
that are higher than those allowed at PR19 or that 
are above the guidance set out in the Ofwat Final 
Methodology (summarised in the table below). 

The Ofwat Final Methodology also stated that 
companies should take account of intertemporal 
fairness, affordability, the Ofwat Final Methodology 
guidance on upper limits, and financeability. Companies 
can also propose separate RCV run-off rates for existing 
RCV at 31 March 2025 and new investment over 
2025–2030.

Our approach has been to adopt the guidance in the 
Ofwat Final Methodology for the calculation of the 
depreciation rates and using these as the RCV run-
off rates:

1.	 We have calculated the depreciation rates for  
2022–23 in line with the Ofwat Final Methodology,  
Appendix 10, Annex B

2.	We have compared against the PR19 depreciation 
rates, and the upper limit stated in the Ofwat 
Final Methodology

3.	We have reduced the depreciation rate for Water 
Resources from 5.30% (calculated rate) to 4.50% 
(Ofwat Final Methodology Upper limit). This is a small 
change to the overall level of RCV depreciation for the 
wholesale business, reducing wholeasale depreciation 
rate from 4.52% to 4.49% 

It is worth noting that the depreciation rates calculated 
for Appendix 10, Annex B, of the Final Methodology 
omitted depreciation on intangible assets (primarily 
capitalised IT expenditure) and did not deduct the 
value of assets under construction, from the net book 
value, prior to calculating depreciation. Assets under 
construction are included in net book value but are not 
depreciated until commissioned.

Updating depreciation rates for these omissions would 
materially increase RCV run-off rates. An example is that 
the WWN depreciation rate would increase from 4.42% 
to 5.09%. The Ofwat Final Methodology Upper Limits 
may also be understated if they were based upon the 
tables in Appendix 10, Annex B.

Table 6: Ofwat Final methodology guidance for RAC run-off rates

Ofwat Final 
Methodology Water resources Water network plus Wastewater  

network plus Bioresources

Upper Limit 4.50% 4.50% 4.50% 8.00%

SRN Appendix 10* 4.99% 4.42% 4.37% 5.77%

SRN PR19 6.75% 3.85% 5.24% 9.92%

SRN calculation 5.30% 4.36% 4.42% 6.37%

SRN Plan 4.50% 4.36% 4.42% 6.37%

*Ofwat Final Methodology. Appendix 10, Annex B ‘’Depreciation rates derived from average asset lives’
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Water 
resource

Tangible Intangible Total Total Total adjusted for AUC
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Mar-20 134.8 4.2 31.7 3.15% 4.5 1.8 2.5 39.91% 139.3 6.0 23.1 4.34% 42.6 96.6 6.0 16.0 6.25%

Mar-21 153.4 4.6 33.5 2.98% 5.4 0.1 38.2 2.62% 158.8 4.7 33.7 2.97% 52.3 106.5 4.7 22.6 4.43%

Mar-22 179.8 9.0 20.0 4.99% 5.8 0.2 23.5 4.26% 185.6 9.2 20.1 4.97% 72.2 113.5 9.2 12.3 8.13%

Mar-23 197.3 10.5 18.9 5.30% 5.5 0.1 42.3 2.36% 202.9 10.6 19.2 5.22% 69.9 133.0 10.6 12.6 7.97%

Water 
Network +

Tangible Intangible Total Total Total adjusted for AUC
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Mar-20 1,309.6 53.7 24.4 4.10% 3.3 0.5 6.7 14.98% 1,312.9 54.2 24.2 4.13% 192.7 1,120.2 54.2 20.7 4.84%

Mar-21 1,363.7 56.9 24.0 4.17% 2.7 0.7 3.6 27.46% 1,366.4 57.6 23.7 4.22% 219.3 1,147.1 57.6 19.9 5.02%

Mar-22 1,465.6 64.8 22.6 4.42% 2.1 0.5 3.9 25.48% 1,467.7 65.4 22.5 4.45% 201.5 1,266.2 65.4 19.4 5.16%

Mar-23 1,596.9 69.7 22.9 4.36% 0.9 0.5 1.7 57.38% 1,597.7 70.2 22.8 4.39% 303.0 1,294.7 70.2 18.5 5.42%

Table 7: Extension of depreciation rates to include Intangible assets and assets under construction

The table below illustrates depreciation rates including intangible assets and adjusted for assets under the course of construction.

Source: Southern Water analysis
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Wastewater 
Network +

Tangible Intangible Total Total Total adjusted for AUC
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Mar-20 4,330.7 164.6 26.3 3.80% 22.9 9.1 2.5 39.87% 4,353.6 173.7 25.1 3.99% 600.1 3,753.5 173.7 21.6 4.63%

Mar-21 4,361.5 179.2 24.3 4.11% 33.7 10.5 3.2 31.20% 4,395.2 189.7 23.2 4.32% 435.9 3,959.3 189.7 20.9 4.79%

Mar-22 4,480.1 196.0 22.9 4.37% 64.9 17.4 3.7 26.86% 4,545.0 213.4 21.3 4.70% 371.2 4,173.8 213.4 19.6 5.11%

Mar-23 4,689.7 207.4 22.6 4.42% 78.0 16.9 4.6 21.68% 4,767.7 224.3 21.3 4.70% 362.6 4,405.1 224.3 19.6 5.09%

Bio- 
resources

Tangible Intangible Total Total Total adjusted for AUC
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Mar-20 322.2 19.6 16.4 6.08% 0.1 0.0 10.2 9.79% 322.3 19.6 16.4 6.08% 32.9 289.4 19.6 14.8 6.78%

Mar-21 317.4 20.1 15.8 6.33% 0.2 0.0 15.3 6.56% 317.6 20.1 15.8 6.33% 28.7 288.8 20.1 14.4 6.96%

Mar-22 337.9 19.5 17.3 5.77% 0.2 0.0 202.0 0.50% 338.1 19.5 17.3 5.76% 7.8 330.3 19.5 16.9 5.90%

Mar-23 341.4 21.7 15.7 6.37% 0.0 0.0 0.0 0.00% 341.4 21.7 15.7 6.37% 13.6 327.8 21.7 15.1 6.63%

Table 7: Extension of depreciation rates to include Intangible assets and assets under construction

Source: Southern Water analysis







There continues to be a step-up in bills from 2024–25 
to 2025–26. Our customer engagement has established 
that customers would prefer a smoother bill profile, but 
not at the expense of a material increase to the natural 
closing bill for 2029–30.

We have therefore reprofiled Water Network and 
Wastewater Network revenues which results in 
£105 million of revenues being re-profiled from 2025–26.

We have presented an average combined bill for 
household water customers and household wastewater 
customers given the different balance between the 

number of our water customers, approximately  
1.1 million households, and our wastewater customers, 
approximately 2 million households:

•	 The average household water bill comprises Water 
Resource, Water Network Plus, and 36% of Retail

•	 �The average household wastewater bill comprises 
Wastewater Network Plus, Bioresources, and 64%  
of Retail.

Tables 10: Natural average household bill profile (after reprofiling of revenue adjustments for PR19)

Bills (£) 2024–25 2025–26 2026–27 2027–28 2028–29 2029–30 5yr avg.

Average Bill - Water - real  173  300  308  316  327  333 317

Average Bill - Wastewater - real  238  314  325  337  343  348 333

Average Bill - Combined - real  411  615  633  653  669  681 650

Bills (%) 2024–25 2025–26 2026–27 2027–28 2028–29 2029–30 5yr avg.

Average Bill - Water - real  - 73.8% 2.6% 2.6% 3.3% 1.8% 83%

Average Bill - Wastewater - real  - 32.3% 3.4% 3.7% 1.7% 1.7% 40%

Average Bill - Combined - real  - 49.7% 3.0% 3.1% 2.5% 1.7% 58%

Tables 11: Average household customer bills after reprofiling

Bills (£) 2024–25 2025–26 2026–27 2027–28 2028–29 2029–30 5yr avg.

Average Bill - Water - real  173  264  328  330  331  333 317

Average Bill - Wastewater - real  238  291  337  344  348  348 333

Average Bill - Combined - real  411  555  665  674  679  681 650

Bills (%) 2024–25 2025–26 2026–27 2027–28 2028–29 2029–30 5yr avg.

Average Bill - Water - real  - 52.6% 24.4% 0.7% 0.2% 0.5% 83%

Average Bill - Wastewater - real  - 22.6% 15.6% 2.0% 1.2% 0.2% 40.4%

Average Bill - Combined - real  - 35.2% 19.8% 1.4% 0.7% 0.4% 58.5%

Source: Southern Water analysis

Source: Southern Water analysis

10. Risk and Return 215



10.5.4. Dividend

A real dividend yield of 2% has been assumed for the 
notional geared company. This is consistent with guidance 
in the Ofwat Final Methodology for a company with a 
significant growth in the Plan from PR19 to PR24. This 
means equity returns in excess of £400m will be retained 
in the company to support the planned investments. 

10.5.5. �Notional financeability – approach and outputs

The Ofwat Final Methodology requires us to assess 
whether an efficient company with the notional capital 
structure will be able to generate cashflows sufficient 
to meet its financing needs, with reference to key 
financial ratios.

The Plan is financeable and meets the ratios 
commensurate with a Baa1/BBB+ credit rating:

•	 The adjusted interest cover ratio meets the minimum 
1.5x required to maintain a Baa1/BBB+ credit rating

•	 FFO/net debt meets the 9% minimum level for the 
ratio but is a little weak, especially the ‘Alternative’ 
calculation which is a closer match to the key Standard 
and Poor’s financial ratio

•	 It is worth noting that the key financial ratios exclude 
the financial impact of the revenue adjustments for 
PR19. For SRN these amount to a real increase in 
revenues of £389 million over the period, which would 
provide support to these ratios

•	 Appointee gearing increases by 6.6% over the PR24 
period, primarily the result of significant capital 
investment in PR24 

•	 A lower, 2% real dividend yield, has been included  
in the Plan. This ensures equity, in excess of 
£400 million, is retained to help mitigate the effect  
of a significant capital investment programme on  
the key financial ratios 

The closing gearing ratio, of 61.6%, also excludes the 
additional revenues from the PR19 reconciliations.  
Gearing reduces to 57.5% when we include this  
additional revenue.

The ratio for 2025–26 is weaker as a result of 
reprofiling of revenues to support customer affordability. 
We have reprofiled the net increase in revenues in  
2025–26 for the Water Network and the Wastewater 
Network, of £403 million, equally over the PR24 period 
relieving pressure on the natural step-up in customer 
bills from 2024–25 to 2025–26.

The table below sets out the key financial ratios prior 
to the re-profiling. The first year of PR24 is significantly 
stronger, but the impact on the other years is not material.

We would expect credit rating agencies, and other 
financial stakeholders, to look through the effect of 
reprofiling on the first-year ratios, and we do not see this 
as detrimental to maintaining a Baa1/BBB+ credit rating.

Table 12: Key financial ratios: reprofiled revenues

Key financial 
ratios  2025–26  2026–27  2027–28  2028–29  2029–30  5yr avg. 

Adjusted cash 
interest cover 
ratio (Ofwat) 

1.050 1.926 1.761 1.637 1.542 1.602 

Adjusted 
cash interest 
cover ratio - 
(Alternative) 

1.050 1.926 1.761 1.637 1.542 1.602 

Funds from 
operations 
/ net debt 
(Ofwat) 

7.78% 10.95% 10.30% 9.83% 9.58% 9.75% 

Funds from 
operations 
/ net debt - 
(Alternative) 

6.96% 10.18% 9.53% 9.04% 8.85% 8.97% 

Gearing - 
Appointee 58.30% 59.61% 61.02% 61.70% 61.61% 60.58%

Source: Southern Water analysis
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Table 13: Key financial ratios: reprofiled revenues

Key financial 
ratios  2025–26  2026–27  2027–28  2028–29  2029–30  5yr avg. 

Adjusted cash 
interest cover 
ratio (Ofwat) 

1.742 1.643 1.590 1.552 1.542 1.603 

Adjusted 
cash interest 
cover ratio - 
(Alternative) 

1.742 1.643 1.590 1.552 1.542 1.603 

Funds from 
operations 
/ net debt 
(Ofwat) 

10.56% 9.95% 9.65% 9.49% 9.58% 9.80% 

Funds from 
operations 
/ net debt - 
(Alternative) 

9.72% 9.19% 8.88% 8.70% 8.84% 9.02% 

Gearing - 
Appointee 57.04% 58.83% 60.74% 61.69% 61.63% 60.16%

The Plan does not require nor assume we need new 
equity in order to meet the calculated key financial 
ratio targets, The Plan does not, however, include risk. 
Our review of risk is covered separately within our Risk 
Annex, and summarised in Section 10.2 above, 

Our plan adopts the Ofwat Final Methodology early view 
for the Ofwat cost of capital and we have calculated 
this to be 3.83% This Ofwat cost of capital is sufficient 
to meet the calculated key financial ratios but does 
not adequately consider the level of risk in the Plan 
and neither is it at a level deemed sufficient to attract 
the new equity required to support the business in 
appropriately dealing with risk scenarios.

We have therefore recommended our own view of what 
the cost of capital needs to be within SRN64: Cost of 
capital technical annex, which also reflects our view the 
level of risk within the plan.

There is no requirement to stress test the notional 
geared company, and nor is there the facility to run 
stress tests in the provided financial model. For 
completeness however, we have applied stress tests to 
the notional capital structure and this is set out in the 
SRN60: Financeability technical annex. This allows us to 
assess the correlation between the notional and actual 
capital structure.

10.5.6. Actual financeability – approach and outputs

We have tested actual geared financeability by taking 
the PR24 regulatory outputs from the notional geared 
model and testing against the actual capital structure. 
The table below sets out the results of key financial 
ratios for the actual geared company.

It is important to note that financial ratios only  
contribute 35% to 40% of the credit rating assessment. 
The remainder of the assessment comprises the 
regulatory framework and operational risk. 

For the actual geared financeability assessment:

•	 The regulatory framework is assumed to continue  
to be stable and supportive of water sector ratings

•	 Our Turnaround Plan, supported by £905 million  
of new equity received during the PR19 period, is 
expected to reduce operational risk and strengthen  
the credit ratings of Southern Water for the start of  
the PR24 period.

Source: Southern Water analysis
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10.5.7. Board assurance of financeability 

There are a number of areas where there is material 
uncertainty in the parts of the business plan. Many of 
these uncertainties relate to legal or policy decisions 
that are yet to be made at the point of business plan 
submission. Detail on these uncertainties identified 
by our plan is provided in chapter SRN11: Data and 
Assurance, including those, noted below, pertinent 
to our Risk and Return. These have overlap with the 
uncertainty mechanisms mentioned earlier in this 
chapter. 

Regulator agreement EA – WRMP: Our plan is based 
on our dWRMP24 which has not been signed off by the 
Secretary of State and hence is subject to change.

Our proposed environment programme and Water 
Resources Management Plan require a step change in 
investment to an unprecedented level, and this plan is 
four times larger than our equivalent plans in AMP7. This 
submission and linked WRMP submissions in August 
and September 2023 do not yet close all the deficits. 
We will work with regulators to develop and agree 
potential mitigations over the medium term to provide 
drought contingency as the solutions are built. 

Regulator agreement EA – WINEP phasing: To address 
affordability and deliverability concerns our plan is based 
on a proposed reprofiling of WINEP, which is being 
consider by our regulators.

Our proposed WINEP investment is close to requiring the 
total five-year AMP7 level of investment every year of the 
AMP8 period. We continue to work with the EA, alongside 
DEFRA and Ofwat, to find sustainable ways to deliver 
these programmes in a timeframe that is deliverable, 
having regard to the existing supply chain constraints and 
can be afforded by our customers. Without the proposed 
re-phasing the plan is neither affordable nor deliverable.

Regulator agreement Ofwat – alternative delivery 
significant use of alternative delivery mechanisms.

Prior to submission Ofwat has yet to agree to c. £1.3 billion 
of Alternative Delivery projects and these remain subject 
to agreement at business plan submission. We support 
this Alternative Delivery and its benefit of freeing up 
internal resource on the delivery of other plan elements.

Scale and challenges of Deliverability – deliverability  
of a plan that is nearly twice the size of AMP7 and 
supply chain challenge. 

Our plan will see a doubling of our current investment 
programme. Delivering investment at this scale and pace 
will be a challenge – particularly give our performance 
and delivery has not been where it needed to be. We 
have identified new strategies to mitigate this challenge, 
including an updated supply chain strategy, new 
approach to portfolio planning delivery and performance, 
and a strategic workforce review. Increased investment 
programmes across the entire UK water sector will 
heighten demand on, and scarcity in the supply chain.

For more detail of our Board Assurance in this area 
please refer to the Financeability and Financial 
Resilience elements of our supporting material in 
chapter SRN11: Data and Assurance.

As a Board we have had to debate and make difficult 
trade-offs. Not everything we would like to do can be 
financed or delivered in the timescale we would ideally 
like to see. Elements of our investment programme 
are subject to uncertainty mechanisms because there 
is continuing regulatory engagement on the form 
and timing of delivery, and we propose innovative 
alternative investment structures to secure our desired 
full programme.

Given the challenges the water sector as a whole face 
and the scale of investment required, and against a 
background of volatility in interest rates, we believe 
there is a growing need for the sector to attract new 
equity capital, based on reasonable risk and reasonable 
returns. Our plan assumes risk mitigation that allow an 
appropriate risk and return that was not possible on the 
basis of notional company risk modelling.

For more detail please see chapter SRN11: Data and 
Assurance. 

10.6. Dividend policy 

10.6.1. Introduction

Our dividend policy for the 2025-2030 period will 
ensure a fair and balanced reward between customers, 
stakeholders and investors. When we are successful 
in the delivery of our business plans, all stakeholders 
share in our success: customers benefit through 
environmental and water resilience improvements, 
better services and lower bills, and shareholders earn a 
fair return on the money they have invested.

Our dividend policy is reviewed annually by the Board 
and published in our Annual Report each July. No 
material changes are currently planned to be made to 
the existing policy ahead of the next investment period 
(2025–30) but the Board will keep this under review. 
Therefore, the dividend policy for the 2025–30 period 
will follow the principles below. See SRN63: Executive 
Pay and Dividend technical annex for further detail. 

10.6.2. Dividend policy

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
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2.	In assessing any adjustment to the base level  
of dividend, we will take into account all aspects  
of our performance and consider this in the round. 
This would reflect our overall financial performance 
as compared to the final business plan as agreed 
by Ofwat and would explicitly consider a qualitative 
assessment of customer service levels, performance 
against planned customer and environmental 
outcomes and how customers share in our successes

3.	We will consider our financial resilience ahead of 
any dividend decision and whether any financial 
out-performance should be reinvested to benefit 
customers. This consideration will 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: 

•	 �Headroom under debt covenants 
•	 �The impact on the company’s credit rating 
•	 �The liquidity position and ability to fulfil licence 

conditions 
•	 �Key areas of business risk

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

5.	�We will publish our dividend policy annually (in the 
Annual Report) and highlight any changes

10.7. Executive pay policy 

10.7.1. Introduction 

Our remuneration policy sets out how we set seek 
to attract, recruit and retain the talented individuals 
required to deliver the requirements of our business 
plan and we will extend that policy for the 2025–30 
period to continue to ensure alignment with delivery for: 

•	 Customers; 
•	 �The environment; and 
•	 �Shareholders and other stakeholders 

This is consistent with Ofwat’s expectations in its final 
methodology and other guidance. This section sets out 
the core tenets of our policy. See SRN63 Executive Pay 
and Dividend technical annex for further detail. 

10.7.2. Factors that have determined our policy 

It is our policy to: 

1.	 Ensure that performance related executive pay has a 
clear alignment to delivering stretching performance 
improvement, which is in the interests of customers 
as well as providing sustained and long-term value 
creation for shareholders and other stakeholders, and 
protecting the environment. An additional incentive 
linked to longer term targets has been implemented 
with effect from 1 April 2023

2.	Provide transparent alignment between performance-
related pay and stretching outcomes for all our 
stakeholders and specifically including our customers 

3.	�Apply stretching targets linked to customer and 
environmental outcomes. 50% of bonus targets relate 
to outcomes for customers that require stretching 
performance. These do and will include customer 
outcomes such as ODIs, C-Mex, efficiency of service 
delivery, as well as acknowledging the importance  
of the environment to our customers

4.	Apply rigorous application of scheme rules and to 
provide independent governance of remuneration 
decisions through the Board Remuneration 
Committee, whilst taking into consideration risk 
management principles 

5.	�Apply good corporate governance by taking into 
account regulatory requirements and, among others, 
the UK Corporate Governance Code, any corporate 
governance principles or guidance issued by Ofwat

6.	�Take into account the remuneration practices found  
in other UK companies of a similar size or operating  
in the same sector
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