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SOUTHERN WATER SERVICES (FINANCE) LIMITED
(incorporated with limited liability in the Cayman Islands with registered number 112331)

(Legal Entity Identifier: 213800BTY35K17242452)

Multicurrency Programme for the Issuance of Guaranteed Bonds
Financing
Southern Water Services Limited

(incorporated in England and Wales with limited liability with registered number 2366670)

On 23 July 2003, Southern Water Services (Finance) Limited (the “Issuer”), entered into a multicurrency programme for the issuance
of up to £6,000,000,000 Guaranteed Bonds (the “Programme”). The Programme was last updated on 28 February 2013. This Prospectus
supersedes the prospectus relating to the Programme dated 28 February 2013. This Prospectus does not affect any bonds issued under
the Programme before the date of this Prospectus.

The payment of all amounts owed in respect of the bonds issued under the Programme (the “Bonds”) will be unconditionally and
irrevocably guaranteed by Southern Water Services Limited (“SWS”), SWS Holdings Limited (“SWSH”), SWS Group Holdings
Limited (“SWSGH?”) as described herein (each, a “Guarantor”). SWS, the Issuer, SWSH and SWSGH are together referred to herein
as the “Obligors”. Neither SWSH nor SWSGH has any significant assets other than the shares in its respective subsidiary.

Application has been made to the Financial Conduct Authority (the “FCA”) under Part IV of the Financial Services and Markets Act
2000 as amended (“FSMA”) for Bonds issued under the Programme during the period of twelve months after the date hereof, to be
admitted to the official list of the FCA (the “Official List”) and to the London Stock Exchange plc (the “London Stock Exchange™)
for such Bonds to be admitted to trading on either the London Stock Exchange’s Regulated Market (the “Market”) or on the London
Stock Exchange’s Professional Securities Market (“PSM”). References in this Prospectus to Bonds being “listed” (and all related
references) shall mean that such Bonds have been admitted to trading on the Market or the PSM and have been admitted to the Official
List. The Market is a regulated market for the purposes of Directive 2014/65/EU (as amended, “MiFID 11”) of the European Parliament
and of the Council on markets in financial instruments. The PSM is not a regulated market for the purposes of the MiFID II. The relevant
Final Terms (as defined below) in respect of the issue of any Bonds will specify whether or not such Bonds will be listed on the Official
List and admitted to trading on the Market or the PSM. In the case of Bonds issued under the Programme which are listed on the Official
List and admitted to trading on the PSM, references to the Final Terms contained in this Prospectus shall be construed as references to
the pricing supplement substantially in the form set forth in this Prospectus (the “Pricing Supplement”).

References in this Prospectus to “PSM Bonds” are to Bonds for which no prospectus is required to be published under
Regulation (EU) 2017/1129 (the “Prospectus Regulation”). For the purposes of any PSM Bonds issued pursuant to this
Programme, this document does not constitute a base prospectus within the meaning of Article 8 of the Prospectus Regulation
and will instead constitute Listing Particulars.

This Prospectus has been approved by the FCA, as competent authority under the Prospectus Regulation. The FCA only approves this
Prospectus as meeting the standards of completeness, comprehensibility and consistency imposed by the Prospectus Regulation. Such
approval should not be considered as an endorsement of either the Issuer or the Guarantors or the quality of the Bonds that are the subject
of this Prospectus and investors should make their own assessment as to the suitability of investing in the Bonds.

These Listing Particulars (defined herein) have been approved by the FCA in its capacity as competent authority under LR4.1.3 of the
Listing Rules of the FCA (“Listing Rules”) for listing particulars for the PSM and certain other securities. The FCA only approves these
Listing Particulars as meeting the standards of completeness, comprehensibility and consistency as is required under the Listing Rules.
Such approval should not be considered as an endorsement of either the Issuer or the Guarantors or the quality of the Bonds that are the
subject of the Listing Particulars and investors should make their own assessment as to the suitability of investing in the Bonds.

The Bonds may be issued on a continuing basis, to one or more of the Dealers specified under Chapter 1 “The Parties” and any additional
Dealer appointed under the Programme from time to time by the Issuer (each, a “Dealer” and, together, the “Dealers”), which
appointment may be for a specific issue or on an ongoing basis. References in this Prospectus to the “relevant Dealer” shall, in the case
of an issue of Bonds being (or intended to be) subscribed by more than one Dealer or in respect of which subscriptions will be procured
by more than one Dealer, be to all Dealers agreeing to subscribe to such Bonds or to procure subscriptions for such Bonds, as the case
may be.

The Class A Bonds issued on 23 July 2003 (the “Initial Issue Date”), 27 May 2005 and on 18 October 2006 are unconditionally and
irrevocably guaranteed as to scheduled payments of interest and principal pursuant to financial guarantees (and the endorsements thereto)
originally issued by MBIA Assurance S.A., a société anonyme incorporated under the laws of the French Republic (registered with the
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Paris Register of Trade and Companies under No. B377883293 (98 B 05130) (“MBIA”). The Sub-Class A10 Wrapped Bonds that were
issued on 17 July 2007 are unconditionally and irrevocably guaranteed as to scheduled payments of interest and principal pursuant to a
financial guarantee (and the endorsements thereto) issued by Financial Security Assurance (U.K.) Limited (“FSA”). With effect from
28 December 2007, the business of MBIA was transferred to MBIA UK Insurance Limited (“MBIA UK?”), (the “Transfer”); MBIA
UK, therefore, assumed all rights and obligations of MBIA under the Transaction Documents as if it were the initial Financial Guarantor
(as defined below) of the Class A Bonds issued on the Initial Issue Date, 27 May 2005 and 18 October 2006. On 31 December 2009,
FSA changed its name to Assured Guaranty (Europe) Ltd. On 10 January 2017, Assured Guaranty Corp. acquired the entire issued share
capital of MBIA UK, following which the registered name of MBIA UK was changed to Assured Guaranty (London) plc (“AGLN?").
On 1 June 2017, Assured Guaranty (Europe) Limited was re-registered under the Companies Act 2006 as a public company under the
name of Assured Guaranty (Europe) plc. On 7 November 2018, AGLN transferred its insurance portfolio to, and merged with and into
Assured Guaranty (Europe) plc (“Assured Guaranty”). References to the “Initial Financial Guarantor” shall mean MBIA and
Assured Guaranty (Europe) plc prior to the Transfer and Assured Guaranty after the Transfer.

On 19 November 2018, the Issuer entered into a deed poll to undertake to the Security Trustee (for the benefit of all of the Secured
Creditors) that the Issuer will not issue any new Class B Bonds.

For the avoidance of doubt, the Issuer may not, as of the date of this Prospectus, issue Wrapped Bonds or new Class B Bonds
pursuant to this Prospectus.

Interests in a Temporary Global Bond (as defined below) will be exchangeable for interests in a Permanent Global Bond or
definitive securities in bearer form on or after the date 40 days after the later of the commencement of the offering and the
relevant Issue Date, upon certification as to non-U.S. beneficial ownership or to the effect that the holder is a U.S. person who
purchased in a transaction that did not require registration under the Securities Act (as defined below) and as may be required
by U.S. tax laws and regulations, as more fully described in Chapter 8 “Terms and Conditions of the Bonds” under Condition 20
(Forms of the Bonds).

Please see Chapter 3 “Risk Factors” to read about certain factors you should consider before buying any Bonds.

Arranger
HSBC
Dealers
BNP PARIBAS HSBC
Lloyds Bank Corporate Markets NatWest Markets

Santander Corporate & Investment Banking

Prospectus dated 6 May 2020

A38919631



Table of Contents

Page
IMPORTANT NOTICE ...ttt etttk b et et e bbbttt b et 1
DOCUMENTS INCORPORATED BY REFERENCE .........ccciiiitiininieirisieisieieie e 6
CHAPTER 1 THE PARTIES .....oitiiiitititrtetete ettt ettt ettt s et e 10
CHAPTER 2 OVERVIEW OF THE PROGRAMME ........coiiiiiriinnisissieieee ettt 14
CHAPTER 3 RISK FACTORS ...ttt bbbttt bbbttt 24
CHAPTER 4 FINANCING STRUCTURE ....ccootititiiiiiiiitieie ettt 51
CHAPTER 5 DESCRIPTION OF THE SWS FINANCING GROUP .......cccceiiiirininininniciicieieeee s 61
CHAPTER 6 REGULATION OF THE WATER AND WASTEWATER INDUSTRY IN ENGLAND AND
WUALLES ...t bbbttt 88
CHAPTER 7 SUMMARY OF THE FINANCING AGREEMENTS........cccoeititiirinininnnieieieieeees s 142
CHAPTER 8 TERMS AND CONDITIONS OF THE BONDS..........cccoiiiiiininininnsieieieiee s 207
PRO FORMA FINAL TERMS. ...ttt bbbttt 261
PRO FORMA PRICING SUPPLEMENT ......ootititititeietittiinsssiieieie et 272
CHAPTER 9 USE AND ESTIMATED NET AMOUNT OF PROCEEDS...........cccovniiiineeinss 283
CHAPTER 10 DESCRIPTION OF HEDGE COUNTERPARTIES .......cccceoiiiiiiineieceeeee s 285
CHAPTER 11 TAX CONSIDERATIONS ..ottt ettt 292
CHAPTER 12 SUBSCRIPTION AND SALE ..ottt 294
CHAPTER 13 GENERAL INFORMATION ..ottt 299
ANNEX 1 EMPHASIS OF MATTER. ..ottt ettt enanes 304
INDEX OF DEFINED TERIMS ..ottt bbbttt ettt 308
A38919631



Under the Programme, the Issuer may, subject to all applicable legal and regulatory requirements, from time
to time, issue Bonds in bearer and/or registered form (respectively, “Bearer Bonds” and “Registered
Bonds”). Copies of the Final Terms (as defined below) will be available (in the case of all Bonds) from the
specified office set out below of Deutsche Trustee Company Limited as bond trustee (the “Bond Trustee”),
(in the case of Bearer Bonds) from the specified office set out below of each of the Paying Agents (as defined
below) and (in the case of Registered Bonds) from the specified office set out below of each of the Registrar
and the Transfer Agent (each as defined below), provided that, in the case of Bonds which are not listed on
any stock exchange, copies of the relevant Final Terms will only be available for inspection by the relevant
Bondholders.

For the avoidance of doubt, the Issuer may not, as of the date of this Prospectus, issue Wrapped Bonds
pursuant to this Prospectus.

The maximum aggregate nominal amount of all Bonds from time to time outstanding under the Programme
will not exceed £6,000,000,000 (or its equivalent in other currencies calculated as described herein), subject
to increase as described herein.

Details of the aggregate principal amount, interest (if any) payable, the Issue Price (as defined below) and
any other conditions not contained herein, which are applicable to each Tranche of each Sub-Class of each
Class of each Series (all as defined below) will be set forth in a set of final terms (the “Final Terms”) which,
in the case of Bonds to be admitted to the Official List and to trading on the Market or the PSM, will be
delivered to the UK Listing Authority and the London Stock Exchange on or before the relevant date of issue
of the Bonds of such Tranche.

Bonds issued under the Programme will be issued in series (each, a “Series”) and in one or more of four
classes (each, a “Class”). The guaranteed unwrapped Bonds will be designated as either “Class A
Unwrapped Bonds” or “Class B Unwrapped Bonds”. Each Class may comprise one or more sub-classes
(each, a “Sub-Class”) with each Sub-Class pertaining to, among other things, the currency, interest rate and
Maturity Date (as defined below) of the relevant Sub-Class. Each Sub-Class may be zero coupon, fixed rate,
floating rate or index-linked Bonds and may be denominated in sterling, Euro or U.S. dollars (or in other
currencies subject to compliance with applicable laws).

Each Class of Bonds is expected on issue to have the following credit ratings:

Standard &
Class Poor’s Moody’s Fitch
Class A Unwrapped Bonds BBB+ Baa3 BBB+
(negative (negative
outlook) outlook)

See Chapter 7 “Summary of the Financing Agreements” under “Common Terms Agreement — Trigger Events,
paragraph (ii) (Credit Rating Downgrade)” and Chapter 7 “Summary of the Financing Agreements” under
“Common Terms Agreement — Trigger Event Consequences” for a description of the possible consequences
of rating action taken by the Ratings Agencies, including as a result of SWS’s failure to deliver its
commitments under the Final Determination (as defined below) or for any other reason.

In general, European regulated investors are restricted from using a rating for regulatory purposes if such
rating is not issued by a credit rating agency established in the European Community and registered under
Regulation (EC) No 1060/2009 of the European Parliament and of the Council of 16 September 2009 on
credit rating agencies (the “CRA Regulation”). The credit ratings included or referred to in this Prospectus
will be treated for the purposes of the CRA Regulation as having been issued by S&P Global Ratings Europe
Limited (“Standard & Poor’s”), Moody’s Investors Service Limited (“Moody’s”) and Fitch Ratings Ltd.
(“Fitch”, and, together with Standard & Poor’s and Moody’s, the “Rating Agencies”). Each of Standard &
Poor’s, Moody’s and Fitch is a credit rating agency established and operating in the European Community
and is registered under the CRA Regulation.
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Whether a rating in relation to any Tranche of Bonds will be treated as having been issued by a credit rating
agency established in the European Union and registered under the CRA Regulation will be disclosed in the
relevant Final Terms.

Each Sub-Class of Bearer Bonds will be represented on issue either by a temporary global bond in bearer
form, without interest coupons (each a “Temporary Global Bond”) or a permanent global bond in bearer
form, without interest coupons (each a “Permanent Global Bond” and, together with each Temporary Global
Bond, the “Global Bonds™), in each case as specified in the relevant Final Terms. Following any substitution
of the Issuer with an entity which is capable of issuing eligible collateral for Eurosystem monetary policy (an
“Eligible Issuer”), if the Global Bonds are stated in the applicable Final Terms to be issued in new global
note (“NGN”) form, the Global Bonds are intended to be eligible collateral for Eurosystem monetary policy.
Global Bonds issued in NGN form will be delivered on or prior to the original issue date of the Tranche to a
common safekeeper (the “Common Safekeeper”) for Euroclear Bank SA/NV (“Euroclear”) and
Clearstream Banking S.A. (“Clearstream, Luxembourg”). Registered Bonds will be represented by
registered certificates (each a “Certificate”) and, save as provided in Condition 2(c) (Exercise of Options or
Partial Redemption in respect of Registered Bonds), each Certificate shall represent the entire holding of the
Registered Bonds by the same Bondholder. Registered Bonds issued in global form will be represented by
registered global certificates (each a “Global Bond Certificate™). If, following any substitution of the Issuer
with an Eligible Issuer, a Global Bond Certificate is held under the new safekeeping structure (the “NSS”)
the Global Bond Certificate will be delivered on or prior to the original issue date of the Tranche to the
Common Safekeeper for Euroclear and Clearstream, Luxembourg and/or any other relevant clearing system.
Global Bonds which are not issued in NGN form (“CGNs”) and Global Bond Certificates which are not held
under the NSS will be deposited on or prior to the original issue date of the Tranche with a common depositary
on behalf of Euroclear and Clearstream, Luxembourg (the “Common Depositary”) and/or any other relevant
clearing system. This Prospectus does not affect any Bonds issued before the date of this Prospectus.

A credit rating is not a recommendation to buy, sell or hold securities and may be subject to revision,
suspension or withdrawal at any time by any one or all of the Rating Agencies. A suspension, reduction
or withdrawal of the rating assigned to any of the Bonds may adversely affect the market price of such
Bonds.

If any withholding or deduction for or on account of tax is applicable to the Bonds, payments of interest
on, principal of and premium (if any) on the Bonds will be made subject to such withholding or
deduction, without the Issuer being obliged to pay any additional amounts as a consequence.

Amounts payable under the Bonds may be calculated by reference to: (i) the London Inter-Bank Offered Rate
(“LIBOR™), which is provided by ICE Benchmark Administration Limited (“IBA”); (ii) the Euro Interbank
Offered Rate (“EURIBOR”), which is provided by the European Money Markets Institute (the “EMMI”);
(iii) the United Kingdom retail price index (“RPI"), which is provided by the Office for National Statistics;
(iv) the United Kingdom consumer price index (“CPI”), which is provided by the Office for National
Statistics; (v) the harmonised indices of consumer prices (“CPIH”) which is provided by the Office for
National Statistics; and (vi) the daily Sterling Overnight Index Average (“SONIA”), which is provided by
the Bank of England. As at the date of this Prospectus, the IBA and the EMMI appear, and the Office for
National Statistics and the Bank of England do not appear on the register of administrators and benchmarks
established and maintained by the European Securities and Markets Authority (“ESMA”) pursuant to article
36 of the Benchmark Regulation (Regulation (EU) 2016/1011) (the “BMR?”).

As far as the Issuer is aware, RPI, CPI, CPIH and SONIA do not fall within the scope of the BMR by virtue
of Article 2 of that regulation. In addition, the transitional provisions in Article 51 of the BMR apply, such
that the EMMI is not currently required to obtain authorisation or registration (or, if located outside the
European Union, recognition, endorsement or equivalence).

Investors should consult their own independent advisers and make their own assessment about the potential
risks imposed by the Benchmark Regulation reforms, investigations and licensing issues in making any
investment decisions with respect to Bonds linked to a “benchmark”.
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In the case of any Bonds which are to be admitted to trading on a regulated market within the European
Economic Area or offered to the public in a Member State of the European Economic Area in circumstances
which require (a) the publication of a prospectus under Regulation (EU) 2017/1129 of the European
Parliament and of the Council, as amended (the Prospectus Regulation) or (b) the publication of listing
particulars under the FCA’s listing rules (the “Listing Rules™), the minimum denomination shall be €100,000
(or its equivalent in any other currency as at the date of issue of the Bonds). Bonds may be issued in such
denominations and higher integral multiples of a smaller amount specified in the relevant Final Terms.

The Obligors may agree with any Dealer and the Bond Trustee that Bonds may be issued in a form not
contemplated by the Conditions (as defined below) herein, in which event (in the case of Bonds admitted to
the Official List only) a supplementary prospectus or further prospectus, if appropriate, will be made available
which will describe the effect of the agreement reached in relation to such Bonds.
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IMPORTANT NOTICE

This prospectus (the “Prospectus™) supersedes all previous prospectuses, listing particulars and information
memoranda and any supplements thereto in their entirety and comprises a prospectus for the purposes of the
Prospectus Regulation.

This Prospectus (as supplemented as at the relevant time, if applicable) is valid for 12 months from its date
in relation to Bonds which are to be admitted to trading on a regulated market in the European Economic
Area (the “EEA”) or in the United Kingdom (the “UK") and/or offered to the public in the EEA or UK other
than in circumstances where any exemption is available under Article 1(4) and/or 3(2) of the Prospectus
Regulation. The obligation to supplement this Prospectus in the event of a significant new factor, material
mistake or material inaccuracy does not apply when this Prospectus is no longer valid.

This Prospectus, together with all documents which are deemed to be incorporated herein by reference (see
“Documents Incorporated by Reference”), comprise (i) a base prospectus for the purposes of Article 8 of the
Prospectus Regulation and for the purpose of giving information with regard to the Issuer, the Guarantors
and the Bonds which, according to the particular nature of the Issuer, the Guarantors and the Bonds to be
issued by the Issuer, is necessary to enable investors to make an informed assessment of the assets and
liabilities, financial position, profit and losses and the prospects of the Issuer, the Guarantors and the rights
attaching to such Bonds and the reasons for the issuance and its impact on the Issuer and the Guarantors and
(i) listing particulars for the purposes of LR 2.2.11 of the Listing Rules of the FCA with regard to the Issuer
and the Guarantors (the “Listing Particulars”).

For avoidance of doubt, the pro forma Pricing Supplement set out under “Pro Forma Pricing Supplement”
forms part of the Listing Particulars and does not form part of this Prospectus.

Each of the Issuer and the Guarantors accepts responsibility for the information contained in this Prospectus
and the Final Terms for each Tranche of Bonds (as defined below) issued under the Programme. To the best
of the knowledge of the Issuer and each of the Guarantors, the information contained in this Prospectus is in
accordance with the facts, and the Prospectus makes no omission likely to affect the import of such
information.

The information relating to the Hedge Counterparties contained in Chapter 10 “Description of Hedge
Counterparties” has been accurately reproduced and, as far as the Issuer and each of the Guarantors are aware
and are able to ascertain from such information, no facts have been omitted which would render the
reproduced information inaccurate or misleading.

The references relating to:

(i) Ofwat’s final decision to impose a financial penalty on Southern Water Services Limited on page 70;
and

(ii)  the DWI 2018 annual report on page 118,*

have been accurately reproduced and, as far as the Issuer and each of the Guarantors are aware and are able
to ascertain from such information, no facts have been omitted which would render the reproduced
information inaccurate or misleading.

This Prospectus is being distributed only to, and is directed only at, persons who: (i) are outside the United
Kingdom; or (ii) are persons who have professional experience in matters relating to investments falling
within Article 19(1) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (the
“Order”); or (iii) are high net worth entities, and other persons to whom it may lawfully be communicated,
falling within Article 49(1) of the Order (all such persons together being referred to as “relevant persons”).
This Prospectus, or any of its contents, must not be acted on or relied on by persons who are not relevant
persons. Any investment or investment activity to which this Prospectus relates is available only to, and any

1

http://www.dwi.gov.uk/about/annual-report/2018/CIR-2018-England.pdf
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invitation, offer or agreement to subscribe, purchase or otherwise acquire such investments will be engaged
in only with, relevant persons.

Copies of each set of Final Terms (in the case of Bonds to be admitted to the Official List) will be available
from Southern House, Yeoman Road, Worthing, West Sussex BN13 3NX and from the specified office set
out below of each of the Paying Agents or the Registrar and Transfer Agents (as applicable) for a period of
12 months from the date of its publication.

This Prospectus is to be read in conjunction with all documents which are incorporated herein by reference
(see “Documents Incorporated by Reference”).

No person has been authorised to give any information or to make representations other than the information
or the representations contained in this Prospectus in connection with the Issuer, any member of the SWS
Financing Group (as defined below) or of the Full Greensands Group (as defined below) or the offering or
sale of the Bonds and, if given or made, such information or representations must not be relied upon as having
been authorised by the Issuer, any member of the SWS Financing Group or of the Full Greensands Group,
the Arranger, the Dealers, the Bond Trustee or the Security Trustee. Neither the delivery of this Prospectus
nor any offering or sale of Bonds made in connection herewith shall, under any circumstances, constitute a
representation or create any implication that there has been no change in the affairs of the Issuer or any
member of the SWS Financing Group since the date hereof. Unless otherwise indicated herein, all
information in this Prospectus is given as of the date of this Prospectus. This document does not constitute
an offer of, or an invitation by, or on behalf of, the Issuer, the Arranger or any Dealer to subscribe for, or
purchase, any of the Bonds.

None of the Arranger, the Dealers, the Financial Guarantors, the Bond Trustee or the Security Trustee nor
any of the Hedge Counterparties, the Liquidity Facility Providers, the Authorised Credit Providers, the
Agents, the Account Bank, the Standstill Cash Manager or the members of the Full Greensands Group (other
than the Obligors) (each as defined below and, together, the “Other Parties™”) has separately verified the
information contained herein. Accordingly, no representation, warranty or undertaking, express or implied,
is made and no responsibility or liability is accepted by the Arranger, any Dealer, Financial Guarantor, the
Bond Trustee or the Security Trustee or Other Party as to the accuracy or completeness of the information
contained in this Prospectus or any other information supplied in connection with the Bonds or their
distribution. The statements made in this paragraph are without prejudice to the respective responsibilities of
the Issuer and the other Obligors. Each person receiving this Prospectus acknowledges that such person has
not relied on the Arranger, any Dealer, Financial Guarantor, the Bond Trustee or the Security Trustee or Other
Party nor on any person affiliated with any of them in connection with its investigation of the accuracy of
such information or its investment decision.

None of the Issuer, the Obligors, any member of the SWS Financing Group, the Arranger, the Dealers, the
Bond Trustee, the Security Trustee, the Financial Guarantors or the Other Parties accepts responsibility to
investors for the regulatory treatment of its investment in the Bonds in any jurisdiction or by any regulatory
authority (including (but not limited to) whether any transaction or transactions pursuant to which Bonds are
issued from time to time is or will be regarded as constituting a “securitisation” for the purpose of: (i)
Regulation (EU) 2017/2042 of the European Parliament and of the Council of 12 December 2017 (the
“Securitisation Regulation™) together with the final regulatory technical standards and implementing
technical standards to the Securitisation Regulation published by the European Banking Authority or the
European Supervisory Authority (European Securities and Markets Authority) pursuant to the Securitisation
Regulation and any other applicable guidance, technical standards or related documents published by the
European Banking Authority or the European Supervisory Authority (European Securities and Markets
Authority) (including any successor or replacement agency or authority) and any delegated regulations of the
European Commission (and, in each case, including any amendment or successor thereto); and (ii) Article 17
of Directive 2011/61/EU on Alternative Investment Fund Managers (the “AIFMD”), as implemented by
Section 5 of the European Union Commission Delegated Regulation (EU) No. 231/2013 of 19 December
2012, supplementing the AIFMD, and as amended by the Securitisation Regulation, including any guidance
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published in relation thereto and any implementing laws or regulations in force in any Member State of the
European Union.

If the regulatory treatment of an investment in the Bonds is relevant to an investor’s decision whether or not
to invest, the investor should make its own determination as to such treatment and for this purpose seek
professional advice and consult its regulator.

Neither the delivery of this Prospectus nor the offering, sale or delivery of any Bonds shall in any
circumstances imply that the information contained herein concerning the Obligors is correct at any time
subsequent to the date hereof or that any other information supplied in connection with the Programme is
correct or that there has been no adverse change in the financial position of the Issuer or the other Obligors
as of any time subsequent to the date indicated in the document containing the same. None of the Arranger,
the Dealers, the Financial Guarantors, the Bond Trustee, the Security Trustee or the Other Parties expressly
undertakes to review the financial condition or affairs of any of the Obligors during the life of the Programme
or to advise any investor in the Bonds of any information coming to their attention. Investors should review,
among other things, the most recently published documents incorporated by reference into this Prospectus
when deciding whether or not to purchase any Bonds.

This Prospectus is not intended to provide the basis of any credit or other evaluation and should not be
considered as a recommendation by the Issuer, any Financial Guarantor, any member of the SWS Financing
Group, any member of the Full Greensands Group, the Arranger, any Dealer, the Bond Trustee, the Security
Trustee or any of the Other Parties that any recipient of this Prospectus should purchase any of the Bonds.

Each person contemplating making an investment in the Bonds must make its own investigation and analysis
of the creditworthiness of the Issuer and the other Obligors and its own determination of the suitability of
any such investment, with particular reference to its own investment objectives and experience and any other
factors which may be relevant to it in connection with such investment. A prospective investor who is in any
doubt whatsoever as to the risks involved in investing in the Bonds should consult independent professional
advisers. Any prospective Bondholder should take its own legal, financial, accounting, tax and other relevant
advice as to the structure and viability of its investment.

THE BONDS AND THE GUARANTEES HAVE NOT BEEN AND WILL NOT BE REGISTERED UNDER
THE SECURITIES ACT OR WITH ANY SECURITIES REGULATORY AUTHORITY OF ANY STATE
OR OTHER JURISDICTION OF THE UNITED STATES, AND THE BONDS MAY INCLUDE BEARER
BONDS THAT ARE SUBJECT TO U.S. TAX LAW REQUIREMENTS.

SUBJECT TO CERTAIN EXCEPTIONS, THE BONDS MAY NOT BE OFFERED OR SOLD OR, IN THE
CASE OF BEARER BONDS, DELIVERED WITHIN THE UNITED STATES OR TO, OR FOR THE
ACCOUNT OR BENEFIT OF, U.S. PERSONS (AS DEFINED IN REGULATION S UNDER THE
SECURITIES ACT (“REGULATION S”)).

THE BONDS ARE BEING OFFERED AND SOLD OUTSIDE THE UNITED STATES TO NON-U.S.
PERSONS IN RELIANCE ON REGULATION S. FOR A DESCRIPTION OF THESE AND CERTAIN
FURTHER RESTRICTIONS ON OFFERS, SALES AND TRANSFERS OF BONDS AND
DISTRIBUTION OF THIS PROSPECTUS SEE CHAPTER 12 “SUBSCRIPTION AND SALE”.

THE BONDS AND THE GUARANTEES HAVE NOT BEEN APPROVED OR DISAPPROVED BY THE
U.S. SECURITIES AND EXCHANGE COMMISSION, ANY STATE SECURITIES COMMISSION IN
THE UNITED STATES OR ANY OTHER U.S. REGULATORY AUTHORITY, NOR HAVE ANY OF THE
FOREGOING AUTHORITIES PASSED UPON OR ENDORSED THE MERITS OF THE OFFERING OF
BONDS OR THE ACCURACY OR THE ADEQUACY OF THIS PROSPECTUS. ANY
REPRESENTATION TO THE CONTRARY IS A CRIMINAL OFFENCE IN THE UNITED STATES.

PROHIBITION OF SALES TO EEA AND UK RETAIL INVESTORS - THE BONDS ARE NOT
INTENDED TO BE OFFERED, SOLD OR OTHERWISE MADE AVAILABLE TO AND SHOULD NOT
BE OFFERED, SOLD OR OTHERWISE MADE AVAILABLE TO ANY RETAIL INVESTOR IN THE
EUROPEAN ECONOMIC AREA (“EEA”) OR IN THE UNITED KINGDOM (THE “UK”). FOR THESE
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PURPOSES, A RETAIL INVESTOR MEANS A PERSON WHO IS ONE (OR MORE) OF: (I) ARETAIL
CLIENT AS DEFINED IN POINT (11) OF ARTICLE 4(1) OF DIRECTIVE 2014/65/EU (AS AMENDED,
“MIFID 11”); (I1) A CUSTOMER WITHIN THE MEANING OF DIRECTIVE (EU) 2016/97 (THE
“INSURANCE DISTRIBUTION DIRECTIVE”), WHERE THAT CUSTOMER WOULD NOT
QUALIFY AS A PROFESSIONAL CLIENT AS DEFINED IN POINT (10) OF ARTICLE 4(1) OF MIFID
I; OR (111) NOT A QUALIFIED INVESTOR AS DEFINED IN REGULATION (EU) 2017/1129 (AS
AMENDED OR SUPERSEDED, THE “PROSPECTUS REGULATION”). CONSEQUENTLY, NO KEY
INFORMATION DOCUMENT REQUIRED BY REGULATION (EU) NO 1286/2014 (AS AMENDED,
THE “PRIIPS REGULATION”) FOR OFFERING OR SELLING THE BONDS OR OTHERWISE
MAKING THEM AVAILABLE TO RETAIL INVESTORS IN THE EEA OR IN THE UK HAS BEEN
PREPARED AND THEREFORE OFFERING OR SELLING THE BONDS OR OTHERWISE MAKING
THEM AVAILABLE TO ANY RETAIL INVESTOR IN THE EEAOR IN THE UK MAY BE UNLAWFUL
UNDER THE PRIIPS REGULATION.

MIFID Il PRODUCT GOVERNANCE/TARGET MARKETS - THE FINAL TERMS IN RESPECT OF
ANY BONDS MAY INCLUDE ALEGEND ENTITLED “MIFID I1 PRODUCT GOVERNANCE” WHICH
WILL OUTLINE THE TARGET MARKET ASSESSMENT IN RESPECT OF THE BONDS AND WHICH
CHANNELS FOR DISTRIBUTION OF THE BONDS ARE APPROPRIATE. ANY PERSON
SUBSEQUENTLY OFFERING, SELLING OR RECOMMENDING THE BONDS (A “DISTRIBUTOR”)
SHOULD TAKE INTO CONSIDERATION THE TARGET MARKET ASSESSMENT; HOWEVER, A
DISTRIBUTOR SUBJECT TO MIFID Il IS RESPONSIBLE FOR UNDERTAKING ITS OWN TARGET
MARKET ASSESSMENT IN RESPECT OF THE BONDS (BY EITHER ADOPTING OR REFINING THE
TARGET MARKET ASSESSMENT) AND DETERMINING APPROPRIATE DISTRIBUTION
CHANNELS.

ADETERMINATION WILL BE MADE IN RELATION TO EACH ISSUE ABOUT WHETHER, FOR THE
PURPOSE OF THE PRODUCT GOVERNANCE RULES UNDER EU DELEGATED DIRECTIVE
2017/593 (THE “MIFID PRODUCT GOVERNANCE RULES”), ANY DEALER SUBSCRIBING FOR
ANY BONDS IS AMANUFACTURER IN RESPECT OF SUCH BONDS, BUT OTHERWISE NEITHER
THE ARRANGER NOR THE DEALERS NOR ANY OF THEIR RESPECTIVE AFFILIATES WILL BEA
MANUFACTURER FOR THE PURPOSE OF THE MIFID PRODUCT GOVERNANCE RULES.

SINGAPORE SFA PRODUCT CLASSIFICATION — IN CONNECTION WITH SECTION 309B OF
THE SECURITIES AND FUTURES ACT (CHAPTER 289) OF SINGAPORE (THE “SFA”) AND THE
SECURITIES AND FUTURES (CAPITAL MARKETS PRODUCTS) REGULATIONS 2018 OF
SINGAPORE (THE “CMP REGULATIONS 2018”), UNLESS OTHERWISE SPECIFIED BEFORE AN
OFFER OF BONDS, THE ISSUER HAS DETERMINED, AND HEREBY NOTIFIES ALL RELEVANT
PERSONS (AS DEFINED IN SECTION 309A(1) OF THE SFA), THAT THE BONDS ARE CAPITAL
MARKETS PRODUCTS OTHER THAN PRESCRIBED CAPITAL MARKETS PRODUCTS (AS
DEFINED IN THE CMP REGULATIONS 2018) AND ARE SPECIFIED INVESTMENT PRODUCTS (AS
DEFINED IN MAS NOTICE SFA04-N12: NOTICE ON THE SALE OF INVESTMENT PRODUCTS AND
MAS NOTICE FAA-N16: NOTICE ON RECOMMENDATIONS ON INVESTMENT PRODUCTS).

This Prospectus does not constitute an offer to sell or the solicitation of an offer to buy any Bonds in any
jurisdiction to any person to whom it is unlawful to make the offer or solicitation in such jurisdiction. The
distribution of this Prospectus and the offer or sale of Bonds may be restricted by law in certain jurisdictions.
None of the Obligors, the Arranger, the Dealers, the Bond Trustee, the Security Trustee or the Other Parties
represents that this Prospectus may be lawfully distributed, or that any Bonds may be lawfully offered, in
compliance with any applicable registration or other requirements in any such jurisdiction, or pursuant to an
exemption available thereunder, or assumes any responsibility for facilitating any such distribution or
offering. In particular, no action has been taken by the Obligors, the Arranger, the Dealers, the Bond Trustee,
the Security Trustee or the Other Parties which would permit a public offering of any Bonds or distribution
of this Prospectus in any jurisdiction where action for that purpose is required. Accordingly, no Bonds may
be offered or sold, directly or indirectly, and neither this Prospectus nor any advertisement or other offering
material may be distributed or published in any jurisdiction, except under circumstances that will result in
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compliance with any applicable laws and regulations. Persons into whose possession this Prospectus or any
Bonds may come must inform themselves about, and observe, any such restrictions on the distribution of this
Prospectus and the offering and sale of Bonds. In particular, there are restrictions on the distribution of this
Prospectus and the offer or sale of Bonds in the United States, the EEA and the United Kingdom. For a
description of certain restrictions on offers and sales of the Bonds and on distribution of this Prospectus, see
Chapter 12 “Subscription and Sale”. This Prospectus does not constitute, and may not be used for the
purposes of, an offer to or solicitation by any person to subscribe or purchase any Bonds in any jurisdiction
or in any circumstances in which such an offer or solicitation is not authorised or is unlawful.

All references herein to “pounds”, “sterling” or “£” are to the lawful currency of the United Kingdom, all
references to “$”, “U.S.$”, “U.S. dollars” or “dollars” are to the lawful currency of the United States of
America, and references to “€”, “Euro” or “euro” are to the single currency introduced at the start of the
third stage of European Economic and Monetary Union pursuant to the Treaty establishing the European
Community, as amended, from time to time.

Any reference in this Prospectus to any legislation (whether primary legislation or other subsidiary legislation
made pursuant to primary legislation) shall be construed as a reference to such legislation as the same may
have been, or may from time to time be, amended, superseded or re-enacted.

In connection with the issue of any Tranche (as defined in Chapter 8 “Terms and Conditions of the
Bonds” under Condition 6 (Interest and other Calculations) of Bonds, one or more Dealer or Dealers (if
any) (the “Stabilising Manager(s)”) (or persons acting on behalf of any Stabilising Manager(s)) may
over-allot such Bonds or effect transactions with a view to supporting the market price of the Bonds of
the Series of which such Tranche forms part, at a level higher than that which might otherwise prevail.
However, stabilisation may not occur. Any stabilisation action may begin on or after the date on which
adequate public disclosure of the terms of the offer of the relevant Tranche of Bonds is made and, if
begun, may cease at any time, but it must end no later than the earlier of 30 days after the Issue Date
of the relevant Tranche of Bonds and 60 days after the date of the allotment of the relevant Tranche of
Bonds and 60 days after the allotment of the relevant Tranche of Bonds. Any stabilisation action or
over-allotment must be conducted by the relevant Stabilising Manager(s) (or person(s) acting on behalf
of the Stabilising Manager(s)) in accordance with all applicable laws and rules.
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DOCUMENTS INCORPORATED BY REFERENCE

This Prospectus should be read and construed in conjunction with the audited non-consolidated financial
statements of each of the Obligors for the financial years ended 31 March 2018 and 2019 and the unaudited
interim financial statements of SWS for the six months ended 30 September 2019, together, in each case,
with the audit report thereon, which have been previously published or are published simultaneously with
this Prospectus and which have been approved by the Financial Conduct Authority or filed with it (see
Chapter 13 “General Information — Documents Available” for a description of the financial statements
currently available for each of the Obligors) save that any statement contained herein or in a document which
is deemed to be incorporated by reference herein shall be deemed to be modified or superseded for the
purpose of this Prospectus to the extent that a statement contained in any such subsequent document which
is deemed to be incorporated by reference herein modifies or supersedes such earlier statement (whether
expressly, by implication or otherwise). Any statement so modified or superseded shall not be deemed, except
as so modified or superseded, to constitute a part of this Prospectus. Where only certain parts of a document
are incorporated by reference in this Prospectus, the non-incorporated parts are either not relevant to the
investor or are covered elsewhere in this Prospectus.

The following information shall be deemed to be incorporated in, and form part of, this Prospectus:

Annual Reports

(@)  annual report of the Issuer for the financial year ended 31 March 2019 (which includes the auditors’
report and audited non-consolidated financial statements of the Issuer for the financial year ended 31
March 2019) (accessible at https://www.southernwater.co.uk/media/2666/inv-swsf-31-mar-19.pdf);

(b)  annual report of the Issuer for the financial year ended 31 March 2018 (which includes the auditors’
report and audited non-consolidated financial statements of the Issuer for the financial year ended 31
March 2018) (accessible at https://www.southernwater.co.uk/media/2095/inv-annual-report-17-
18.pdf);

(c)  annual report of Southern Water Services Limited for the financial year ended 31 March 2019 (which
includes the auditors’ report and audited non-consolidated financial statements of the Issuer for the
financial year ended 31 March 2019) (accessible at
https://www.southernwater.co.uk/media/2634/annualreport_2018_19.pdf);

(d) interim report of Southern Water Services Limited for the six months ended 30 September 2019
(accessible at https://www.southernwater.co.uk/media/3087/interim-report-2019.pdf);

(e)  annual report of Southern Water Services Limited for the financial year ended 31 March 2018 (which
includes the auditors’ report and audited non-consolidated financial statements of the Issuer for the
financial year ended 31 March 2018) (accessible at
https://annualreport.southernwater.co.uk/media/1792/annualreport_2017_18.pdf);

f annual report of Southern Water Services Holdings Limited for the financial year ended 31 March
2019 (which includes the auditors’ report and audited non-consolidated financial statements of the
Issuer  for the  financial ~year ended 31  March 2019) (accessible  at
https://www.southernwater.co.uk/media/2956/inv-swsholdings-ar-19.pdf);

() annual report of Southern Water Services Holdings Limited for the financial year ended 31 March
2018 (which includes the auditors’ report and audited non-consolidated financial statements of the
Issuer  for the  financial ~year ended 31  March 2018)  (accessible  at
https://www.southernwater.co.uk/media/2958/inv-swsholdings-ar-18.pdf);

(h)  annual report of SWS Group Holdings Limited for the financial year ended 31 March 2019 (which
includes the auditors’ report and audited non-consolidated financial statements of the Issuer for the
financial year ended 31 March 2019) (accessible at https://www.southernwater.co.uk/media/2955/inv-
swsgh-ar-19.pdf);
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(i) annual report of SWS Group Holdings Limited for the financial year ended 31 March 2018 (which
includes the auditors’ report and audited non-consolidated financial statements of the Issuer for the
financial year ended 31 March 2018) (accessible at https://www.southernwater.co.uk/media/2957/inv-
swsgh-ar-18.pdf);

Terms and Conditions

(@)  the Terms and Conditions of the Bonds as contained at pages 125 to 156 (inclusive) of the offering
circular dated 17 July 2003 https://www.southernwater.co.uk/media/3341/prospectus-2003.pdf;

(b)  the Terms and Conditions of the Bonds as contained at pages 134 to 170 (inclusive) of the offering
circular dated 24 May 2005 https://www.southernwater.co.uk/media/3355/sws-f-1-2005-
prospectus.pdf;

(c)  the Terms and Conditions of the Bonds as contained at pages 174 to 225 (inclusive) of the prospectus
relating to the Programme dated 13 October 2006 https://www.southernwater.co.uk/media/2969/inv-
prospectus-06.pdf;

(d) the Terms and Conditions of the Bonds as contained at pages 173 to 211 (inclusive) of the prospectus
relating to the Programme dated 27 February 2009 https://www.southernwater.co.uk/media/2968/inv-
prospectus-09.pdf;

(e)  the Terms and Conditions of the Bonds as contained at pages 181 to 219 (inclusive) of the prospectus
relating to the Programme dated 12 April 2011 https://www.southernwater.co.uk/media/2094/inv-
prospectus-11.pdf; and

4] the Terms and Conditions of the Bonds as contained at pages 178 to 214 (inclusive) of the prospectus
relating to the Programme dated 28 February 2013 https://www.southernwater.co.uk/media/2087/inv-
prospectus-13.pdf,

in each case, in connection with the Programme.

Each Obligor will provide, without charge, to each person to whom a copy of this Prospectus has been
delivered, upon the request of such person, a copy of any or all of the documents deemed to be incorporated
herein by reference unless such documents have been modified or superseded as specified above. Requests
for such documents should be directed to any of the Obligors, at their respective offices set out at the end of
this Prospectus.

An electronic copy of the Prospectus, copies of the documents deemed to be incorporated by reference in this
Prospectus, each supplementary prospectus and the final terms related to this Prospectus may be viewed on:

(@  https://www.southernwater.co.uk/our-story/investors; and/or

(b)  the website of the Regulatory News Service operated by the London Stock Exchange at
http://www.londonstockexchange.com/exchange/prices-and-news/news/market-news/market-news-
home.html.

In reference to the contents of this Prospectus:

(i) any information or documents themselves incorporated by reference in the documents incorporated
by reference;

(i) the hyperlinks included in this Prospectus or included in any documents incorporated by reference
into the Prospectus (other than those listed above, linking to copies of documents incorporated by
reference herein); and

(iii)  the websites and their content other than copies of those documents deemed to be incorporated by
reference into this Prospectus,

are not incorporated into, and do not form part of, this Prospectus and have not been scrutinised or approved
by the FCA.
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Each of the Obligors has undertaken to the Dealers in the Dealership Agreement (as defined in Chapter 12
“Subscription and Sale”) to comply with Section 81 of the FSMA.

If the terms of the Programme are modified or amended in a manner which would make this Prospectus
inaccurate or misleading, a new prospectus will be prepared in the same manner as this base prospectus.

SUPPLEMENTARY PROSPECTUS

The Issuer has undertaken, in connection with the admission of the Bonds to the Official List and to trading
on the Market, that, if there shall occur any significant new factor, material mistake or inaccuracy relating to
information contained in this Prospectus which is capable of affecting the assessment of any Bonds whose
inclusion would reasonably be required by investors and their professional advisers, and would reasonably
be expected by them to be found in this Prospectus, for the purpose of making an informed assessment of the
assets and liabilities, financial position, profits and losses and prospects of the relevant Issuer, and the rights
attaching to the Bonds, the Issuer shall prepare a supplement to this Prospectus or publish a replacement
prospectus for use in connection with any subsequent issue by the Issuer of Bonds and will supply to each
Dealer and the Bond Trustee such number of copies of such supplement hereto or replacement prospectus as
such Dealer and Bond Trustee may reasonably request. The Issuer will also supply to the FCA such number
of copies of such supplement hereto or replacement prospectus as may be required by the FCA and will make
copies available, free of charge, upon oral or written request, at the specified offices of the Paying Agents (as
defined herein).

If the terms of the Programme are modified or amended in a manner which would make this Prospectus, as
so modified or amended, inaccurate or misleading, a new prospectus will be prepared.

If at any time any Issuer shall be required to prepare a supplemental prospectus pursuant to Section 87(G) of
the Financial Services and Markets Act 2000 (“FSMA?”), the Issuer shall prepare and make available an
appropriate supplement to this Prospectus or a further prospectus which, in respect of any subsequent issue
of Bonds to be listed on the Official List and admitted to trading on the Market, shall constitute a supplemental
prospectus as required by the FCA and Section 87(G) of the FSMA. Statements contained in any such
supplement (or contained in any document incorporated by reference therein) shall, to the extent applicable
(whether expressly, by implication or otherwise), be deemed to modify or supersede statements contained in
this Prospectus or in a document which is incorporated by reference in this Prospectus. Any statement so
modified or superseded shall not, except as so modified or superseded, constitute a part of this Prospectus.

SUPPLEMENTARY LISTING PARTICULARS

The Issuer has undertaken, in connection with the admission of the Bonds to the Official List and to trading
on the PSM, that, if there shall occur a significant change affecting any matter contained in this Prospectus
whose inclusion would reasonably be required by investors and their professional advisers, and would
reasonably be expected by them to be found in this Prospectus, for the purpose of making an informed
assessment of the assets and liabilities, financial position, profits and losses and prospects of the relevant
Issuer, and the rights attaching to the Bonds, the Issuer shall prepare a supplement to this Prospectus or
publish a replacement prospectus for use in connection with any subsequent issue by the Issuer of Bonds and
will supply to each Dealer and the Bond Trustee such number of copies of such supplement hereto or
replacement prospectus as such Dealer and Bond Trustee may reasonably request. The Issuer will also supply
to the FCA such number of copies of such supplement hereto or replacement prospectus as may be required
by the FCA and will make copies available, free of charge, upon oral or written request, at the specified
offices of the Paying Agents (as defined herein).

If at any time any Issuer shall be required to prepare supplementary listing particulars pursuant to Section 81
of the FSMA, the Issuer shall prepare and make available an appropriate supplement to this Prospectus or a
further prospectus which, in respect of any subsequent issue of Bonds to be listed on the Official List and
admitted to trading on the PSM, shall constitute supplementary listing particulars as required by the FCA and
Section 81 of the FSMA.
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FINAL TERMS AND PRICING SUPPLEMENT

In the following paragraphs, the expression “necessary information” means, in relation to any Tranche of
Bonds, the information necessary to enable investors to make an informed assessment of the assets and
liabilities, financial position, profits and losses and prospects of the Issuer and of the rights attaching to the
Bonds. In relation to the different types of Bonds which may be issued under the Programme the Issuer has
endeavoured to include in this Prospectus all of the necessary information except for information relating to
the Bonds which is not known at the date of this Prospectus and which can only be determined at the time of
an individual issue of a Tranche of Bonds.

Any information relating to the Bonds which is not included in this Prospectus and which is required in order
to complete the necessary information in relation to a Tranche of Bonds will be contained in the relevant
Final Terms or Pricing Supplement (as applicable). Such information will be contained in the relevant Final
Terms or Pricing Supplement (as applicable) unless any of such information constitutes a significant new
factor relating to the information contained in this Prospectus, in which case, such information will be
contained in a supplement to this Prospectus.

For a Tranche of Bonds which is the subject of the relevant Final Terms or Pricing Supplement (as applicable),
those Final Terms or that Pricing Supplement (as applicable) must be read in conjunction with this Prospectus.
The terms and conditions applicable to any particular Tranche of Bonds, which is the subject of the relevant
Final Terms or Pricing Supplement (as applicable), are the Conditions as supplemented, amended and/or
replaced to the extent described in the relevant Final Terms or Pricing Supplement (as applicable).
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The Issuer

Legal Entity Identifier of the Issuer
SWS

Legal Entity Identifier of SWS
SWSH

SWSGH

Guarantors

SWS Financing Group

SWSG

SWI

CHAPTER1

THE PARTIES

Southern Water Services (Finance) Limited, a company
incorporated in the Cayman lIslands on 17 August 2001 with
limited liability with registered number 112331, is the funding
vehicle for raising funds to support the long-term debt financing
requirements of SWS and whose object and purpose is
primarily the issue of securities. The Issuer is a 100 per cent.
subsidiary of SWS (see Chapter 4 “Financing Structure” under
“Substitution of the Issuer” for information on the potential
replacement of the Issuer with a UK incorporated entity).

213800BTY35K17247452

Southern Water Services Limited, a company incorporated in
England and Wales with limited liability (registered number
2366670) on 1 April 1989, which holds an Instrument of
Appointment dated August 1989 under sections 11 and 14 of
the Water Act 1989 (as in effect on 1 September 1989) under
which the Secretary of State for the Environment appointed
SWS as a water and sewerage undertaker under the WIA for the
areas described in the Instrument of Appointment. SWSH owns
100 per cent. of the issued ordinary share capital in SWS.

54930007FJVKQFI3NF97

SWS Holdings Limited, a company incorporated in England
and Wales with limited liability (registered number 04324499).
SWSH is a 100 per cent. subsidiary of SWSGH.

SWS Group Holdings Limited, a company incorporated in
England and Wales with limited liability (registered number
04324498). SWSGH is a 100 per cent. subsidiary of Southern
Water Services Group Limited.

Pursuant to the terms of the Security Agreement, SWSH and
SWSGH each guarantee the obligations of each other and of
SWS and the Issuer under each Finance Document in favour of
the Security Trustee. In addition, SWS and the Issuer each
guarantee the obligations of the other (but not those of SWSH
and SWSGH) under each Finance Document in favour of the
Security Trustee. SWSH, SWSGH, SWS and the Issuer are
collectively referred to herein as the “Guarantors”.

The SWS Financing Group comprises SWSGH, SWSH, SWS,
the Issuer and the Pension Companies (as defined below).

Southern Water Services Group Limited, a company
incorporated in England and Wales with limited liability
(registered number 04374956), whose registered office is at
Southern House, Yeoman Road, Worthing, West Sussex BN13
3NX. Southern Water Services Group Limited is a 100 per cent.
subsidiary of SWI.

Southern Water Investments Limited, a company incorporated
in England and Wales (registered number 04650294), whose
registered office is at Southern House, Yeoman Road,
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SWC

Group
Arranger

Dealers

Financial Guarantors

Hedge Counterparties

Worthing, West Sussex BN13 3NX. SWI owns the Class A2
Preference Shares. SWI is a 100 per cent. subsidiary of SWC.

Southern Water Capital Limited, a company incorporated in
England and Wales (registered number 04608528) whose
registered office is Southern House, Yeoman Road, Worthing,
West Sussex BN13 3NX. SWC owns the Class Al Preference
Shares and the Class B Preference Shares.

SWI and its Subsidiaries from time to time.
HSBC Bank plc is the Arranger of the Programme.

Banco Santander S.A., BNP Paribas, HSBC Bank plc, Lloyds
Bank Corporate Markets plc and NatWest Markets Plc will act
as dealers (together with any other dealer appointed from time
to time by the Issuer and the other Guarantors, the “Dealers”)
either generally with respect to the Programme or in relation to
a particular Tranche, Sub-Class, Class or Series of Bonds.

Each of: (i) MBIA UK Insurance Limited (“MBIA UK”) as
initial financial guarantor under the terms of a financial
guarantee which it has issued in respect of Sub-Class A9
Wrapped Bonds issued on 18 October 2006 (the “MBIA UK
Initial Financial Guarantee”), and in respect of Class A
Wrapped Bonds issued on 23 July 2003 (the “Initial Issue
Date”) and on 27 May 2005; and (ii) Assured Guaranty
(Europe) Ltd. (formerly known as Financial Security Assurance
(U.K.) Limited) (as initial financial guarantor) under the terms
of a financial guarantee (together with the MBIA UK Initial
Financial Guarantee, the “Initial Financial Guarantees”)
which it has issued in respect of Sub-Class A10 Wrapped Bonds
issued on 17 July 2007.

With effect from 28 December 2007, the business of MBIA was
transferred to MBIA UK (the “Transfer”). On 31 December
2009, Financial Security Assurance (U.K.) Limited changed its
name to Assured Guaranty (Europe) Ltd. On 10 January 2017,
Assured Guaranty Corp. acquired the entire issued share capital
of MBIA UK, following which the registered name of MBIA
UK was changed to Assured Guaranty (London) plc
(“AGLN”). On 1 June 2017, Assured Guaranty (Europe) Ltd.
Was re-registered as a public company under the name of
Assured Guaranty (Europe) plc. On 7 November 2018, AGLN
transferred its insurance portfolio to, and merged with and into
Assured Guaranty (Europe) plc (“Assured Guaranty”).
References to the “Initial Financial Guarantor” shall mean
MBIA and Assured Guaranty (Europe) plc prior to the Transfer,
and Assured Guaranty after the Transfer.

For the avoidance of doubt, the Issuer shall not issue any
Wrapped Bonds pursuant to this Prospectus.

Each of: (i) Alum Bay Designated Activity Company; (ii)
Banco Santander, S.A., London Branch; (iii) Bank of America,
N.A.; (iv) BNP Paribas; (v) Deutsche Bank AG, London
Branch; (vi) HSBC Bank plc; (vii) ING Bank N.V.; (viii)
JPMorgan Chase Bank, National Association; (ix) Lloyds Bank
Corporate Markets plc; (x) Lunar Luxembourg S.A.; (xi) Bank
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Bond Trustee

Security Trustee

Secured Creditors

DSR Liquidity Facility Providers

O&M Reserve Facility Provider

Authorised Credit Providers

Paying Agents

Agent Bank

of America Merrill Lynch International Designated Activity
Company; (xii) Morgan Stanley & Co. International plc; (xiii)
National Australia Bank Limited; (xvi) NatWest Markets PIc;
(xvii) SMBC Nikko Capital Markets Limited; and (xviii) UBS
AG (together, the “Existing Hedge Counterparties”), and,
together with any counterparties to future Hedging Agreements,
the “Hedge Counterparties”). The Existing Hedge
Counterparties are under no obligation to enter into any further
Treasury Transactions.

Deutsche Trustee Company Limited (or any successor trustee
appointed pursuant to the Bond Trust Deed) acts as trustee (the
“Bond Trustee”) for and on behalf of the holders of each Class
of Bonds of each Series (each, a “Bondholder”).

Deutsche Trustee Company Limited (or any successor trustee
appointed pursuant to the STID) acts as security trustee for
itself and on behalf of the Secured Creditors (as defined below)
(the “Security Trustee”) and holds, and will be entitled to
enforce, the Security (as defined below) subject to the terms of
the STID (as defined below).

The Secured Creditors comprise any person who is a party to,
or has acceded to, the STID as a Secured Creditor.

BNP Paribas, London Branch, Commonwealth Bank of
Australia, HSBC Bank plc, Lloyds Bank Plc, National Australia
Bank Limited, Santander UK Plc and Sumitomo Mitsui
Banking Corporation Europe Limited (the “Existing DSR
Liquidity Facility Providers™) provide the Issuer with a 364-
day revolving credit facility (as may be renewed from time to
time) for interest requirements on the Class A Debt and, within
certain limits, for interest requirements on the Class B Debt.
The scheduled renewal date of the DSR Liquidity Facility is
currently 17 March 2020.

A provider of a liquidity facility pursuant to an O&M Reserve
Facility Agreement to fund SWS’s operating and maintenance
expenditure, which, among others, the Issuer and such O&M
Reserve Facility Provider may enter into from time to time.

BNP Paribas, London Branch, HSBC Bank plc, Lloyds Bank
Plc, Santander UK Plc, Sumitomo Mitsui Banking Corporation,
London Branch and National Westminster Bank Plc (the
“Existing RCF Providers”) provide the Existing RCF to SWS.
Banco Santander S.A., London Branch, National Westminster
Bank Plc and Lloyds Bank plc (the “2019 Bridge Facility
Providers”) provide the 2019 Bridge Facility to SWS.

Deutsche Bank AG, London Branch acts and will act as
principal paying agent (the “Principal Paying Agent”), and,
together with any other paying agents appointed by the Issuer,
the “Paying Agents”) to provide certain issue and paying
agency services to the Issuer in respect of the Bearer Bonds.

Deutsche Bank AG, London Branch acts as agent bank (the
“Agent Bank”) under the Agency Agreement.
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Account Bank

Cash Manager

Registrar and Transfer Agent

HSBC Bank plc, acting through its office at Level 2, 8 Canada
Square, E14 5HQ, United Kingdom, or any person for the time
being acting as Account Bank (pursuant to the Account Bank
Agreement). HSBC Bank plc is a company incorporated in
England and Wales with registered number 00014259 and has
its registered office at Level 2, 8 Canada Square, E14 5HQ,
United Kingdom.

SWS acts, or during a Standstill Period HSBC Bank plc (the
“Standstill Cash Manager”) will act, pursuant to the terms of
the cash management provisions of the CTA as cash manager
in respect of moneys credited from time to time to the Accounts
(as defined below).

Deutsche Bank AG, London Branch will act as transfer agent
(the “Transfer Agent”) and will provide certain transfer agency
services to the Issuer in respect of the Registered Bonds.
Deutsche Bank Luxembourg S.A. will act as registrar (the
“Registrar”) and will provide certain registrar services to the
Issuer in respect of the Registered Bonds.
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CHAPTER 2

OVERVIEW OF THE PROGRAMME

The following overview does not purport to be complete and is taken from, and is qualified in its entirety by,
the remainder of this Prospectus and, in relation to the Conditions of any particular Tranche of Bonds, the
applicable Final Terms. Words and expressions not defined in this overview shall have the same meanings as
defined in Chapter 8 “Terms and Conditions of the Bonds” under Condition 6 (Interest and other

Calculations)”.

The Issuer shall not issue any Wrapped Bonds pursuant to this Prospectus. In addition, on 19 November 2018,
the Issuer entered into a deed poll to undertake to the Security Trustee (for the benefit of all the Secured
Creditors) that the Issuer will not issue any new Class B Bonds. Please note that any references to Wrapped
Bonds or Class B Bonds in this overview are for informational purposes only.

Substitution of the Issuer with the UK
Issuer:

Upon the delivery of a Deed of Substitution Notice (as defined
below) to the Bond Trustee, the Issuer shall be immediately,
automatically and irrevocably released and relieved of all of its
obligations under the Bonds of all Series issued on or after 6
May 2020 (the “Substituted Bonds™), the Bond Trust Deed (in
relation to the Substituted Bonds only) and the Receipts relating
to the Substituted Bonds and the Coupons relating to the
Substituted Bonds (but without prejudice to any obligations
which may have accrued prior to that time) and it shall be
immediately, automatically and irrevocably succeeded by the
UK Issuer.

As further described in Condition 3(d), a Deed of Substitution
Notice will be a written notice signed by two Directors of the
Issuer or two Directors of a public limited company
incorporated in England and Wales as a subsidiary of SWS (the
“UK Issuer” and, upon delivery to the Bond Trustee of a Deed
of Release Notice, the “Issuer” in respect of the Substituted
Bonds) and such notice shall certify to the Bond Trustee that:

(i) a Substitution Event (as defined below) has occurred,;

(if) the UK Issuer has obtained all necessary governmental and
regulatory approvals and consents necessary for its
assumption of liability in place of the Issuer and its
performance of the Issuer’s obligations under the Bond
Trust Deed (in relation to the Substituted Bonds only) and
the Receipts relating to the Substituted Bonds and the
Coupons relating to the Substituted Bonds;

(iii) such approvals and consents are at the time of substitution
in full force and effect;

(iv) at least two of the Rating Agencies have confirmed in
writing that the substitution of the UK Issuer will not result
in a downgrading of the then current credit rating of such
Rating Agencies applicable to the Class A Unwrapped
Bonds and the Class B Unwrapped Bonds or the current
shadow credit rating of the Wrapped Bonds; and

(v) the UK Issuer is a single purpose company similar to, and
with like constitution as, and having substantially the same
restrictions and prohibitions on its activities and
operations as the Issuer and satisfies the SPV Criteria.
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Description

Programme Size

Issuance in Classes

Issue Dates

Certain Restrictions

A Substitution Event shall be deemed to occur upon: (X) the
substitution of the UK Issuer in place of the Issuer as the issuer,
borrower and/or principal debtor in respect of the Class A Bonds
(other than the Substituted Bonds), PP Finance Documents
and/or DSRLF Finance Documents actually occurring pursuant
to a Substitution Proposal and (y) the assignment by the Issuer
of the IBLAs to the UK Issuer actually occurring. Any
capitalised term used but not defined in the foregoing
paragraphs of this section shall have the meaning given to that
term in the Master Definitions Agreement.

There is no assurance that a Substitution Event will occur, and
accordingly there is no assurance that the Issuer will be
substituted in place of the UK Issuer.

Guaranteed Bond Programme.

Up to £6,000,000,000 (or its equivalent in other currencies)
aggregate nominal amount of Bonds outstanding at any time.

Bonds issued under the Programme have been and will be
issued in Series. For the avoidance of doubt, the Issuer shall not
issue any Wrapped Bonds pursuant to this Prospectus.

The Unwrapped Bonds are and will be designated as one of
Class A Unwrapped Bonds or Class B Unwrapped Bonds.
Each Class comprises or (in the case of Unwrapped Bonds only)
will comprise one or more Sub-Classes of Bonds and each Sub-
Class can be issued in one or more Tranches, the specific terms
of each Tranche of a Sub-Class being identical in all respects,
save for the issue dates, interest commencement dates and/or
issue prices, to the terms of the other Tranches of such Sub-
Class.

The specific terms of each Tranche of Bonds are and will be set
out in the applicable Final Terms.

23 July 2003 (the “Initial Issue Date™), 27 May 2005, 18
October 2006, 17 July 2007, 5 March 2009, 18 March 2013 and
thereafter the date of issue of a Tranche of Bonds as specified in
the relevant Final Terms (each, an “Issue Date”).

Each issue of Bonds denominated in a currency in respect of
which particular laws, guidelines, regulations, restrictions or
reporting requirements apply will only be issued in
circumstances which comply with such laws, guidelines,
regulations, restrictions or reporting requirements from time to
time, including the restrictions applicable at the date of this
Prospectus. See Chapter 12 “Subscription and Sale”.

Bonds with a maturity of less than one year

Bonds having a maturity of less than one year from the date of
issue will constitute deposits for the purposes of the prohibition
on accepting deposits contained in section 19 of the FSMA
unless they are issued to a limited class of professional investors
and have a denomination of at least £100,000 or its equivalent.
See Chapter 12 “Subscription and Sale”.
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Distribution

Initial Delivery of the Bonds

Currencies

Redenomination

Maturities

Issue Price

Interest

Bonds have been and may be distributed by way of private or
public placement and, in each case, on a syndicated or non-
syndicated basis.

On or prior to the original issue date of each Tranche, if the
relevant Global Bond is a NGN or, following the substitution of
the Issuer with an Eligible Issuer, the relevant Global Bond
Certificate is held under the NSS, the Global Bond or Global
Bond Certificate will be delivered to a Common Safekeeper for
Euroclear and Clearstream, Luxembourg. On or prior to the
original issue date of each Tranche, if the relevant Global Bond
is a CGN or the relevant Global Bond Certificate is not held
under the NSS, the Global Bond representing Bearer Bonds or
the Global Certiificate representing Registered Bonds may be
deposited with a common depositary for Euroclear and
Clearstream, Luxembourg. Global Bonds or Global Bond
Certificates may also be deposited with any other clearing
system or may be delivered outside any clearing system
provided that the method of such delivery has been agreed in
advance by the Issuer, the Principal Paying Agent, the Bond
Trustee and the relevant Dealer. Registered Bonds that are to be
credited to one or more clearing systems on issue will be
registered in the name of nominees or a common nominee for
such clearing systems.

Euro, sterling, U.S. dollars and, subject to any applicable legal
or regulatory restrictions, any other currency agreed between
the Issuer and the relevant Dealer.

The applicable Final Terms may provide that certain Bonds may
be redenominated in euro. The relevant provisions applicable to
any such redenomination will be contained in Condition 19
(European Economic and Monetary Union).

Such maturities as may be agreed between the Issuer and the
relevant Dealer, subject to such minimum or maximum
maturities as may be allowed or required from time to time by
the relevant central bank (or equivalent body) or any laws or
regulations applicable to the Issuer or the relevant Specified
Currency (as defined in the Conditions).

Bonds have been and may be issued on a fully paid basis and at
an issue price which is at par or at a discount to, or premium
over, par, as specified in the applicable Final Terms.

Bonds are and will, unless otherwise specified in the relevant
Final Terms, be interest-bearing and interest is or will be
calculated (unless otherwise specified in the relevant Final
Terms) on the Principal Amount Outstanding (as defined in the
Conditions) of such Bond. Interest accrues or will accrue at a
fixed or floating rate (plus, in the case of Indexed Bonds,
amounts in respect of indexation) and is or will be payable in
arrear, as specified in the relevant Final Terms. Interest is or will
be calculated on the basis of such Day Count Fraction (as
defined in the Conditions) as may be agreed between the Issuer
and the relevant Dealer as specified in the relevant Final Terms.
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Form of Bonds

Fixed Rate Bonds

Floating Rate Bonds

Indexed Bonds

Interest Payment Dates

The Series 1 Bonds, Series 2 Bonds, Series 3 Bonds, Series 4
Bonds and Series 5 Bonds have been issued under the
Programme in bearer form. Each further Sub-Class of Bonds
has been or will be issued in bearer or registered form as
described in Chapter 8 “Terms and Conditions of the Bonds”.
Each Sub-Class of Bearer Bonds will be represented on issue by
either a Temporary Global Bond or a Permanent Global Bond,
as specified in the relevant Final Terms. Registered Bonds will
be represented by Certificates, one Certificate being issued in
respect of each Bondholder’s entire holding of Registered
Bonds save as provided in Condition 2(c) (Exercise of Options
or Partial Redemption in respect of Registered Bonds).
Certificates representing Registered Bonds that are registered in
the name of a nominee for one or more clearing systems are
referred to as “Global Bond Certificates”.

Registered Bonds will not be exchangeable for Bearer Bonds.

Fixed Rate Bonds bear interest at a fixed rate of interest payable
on such date or dates as may be agreed between the Issuer and
the relevant Dealer and on redemption, as specified in the
relevant Final Terms.

Floating Rate Bonds bear interest at a rate determined:

(i) on the same basis as the floating rate under a notional
interest rate swap transaction in the relevant Specified
Currency governed by an agreement incorporating: (a) in
the case of Bonds issued before the date of this Prospectus,
the 2000 ISDA Definitions (as published by the
International Swaps and Derivatives Association, Inc., and
as amended and updated as at the Issue Date of the first
Tranche of the Bonds of the relevant Sub-Class); and (b)
in the case of Bonds issued on or after the date of this
Prospectus, the 2006 ISDA Definitions (as published by
the International Swaps and Derivatives Association,
Inc.); or

(if) on the basis of a reference rate appearing on the agreed
screen page of a commercial quotation service (being
EURIBOR, LIBOR or SONIA as adjusted for any
applicable margin),

as indicated in the applicable Final Terms.

The margin (if any) relating to such floating rate has been or
will be agreed between the Issuer and the relevant Dealer for
each Sub-Class of Floating Rate Bonds.

Payments (whether in respect of principal or interest and
whether at maturity or otherwise) in respect of Indexed Bonds
(including Limited Indexed Bonds as defined under Condition
7(a) (Definitions (RPI1)) and Condition 7(f) (Definitions) (CPI
and CPIH)) are and may be calculated in accordance with
Condition 7 (Indexation) by reference to the RPI, CPI or CPIH
including owner occupiers’ housing costs.

Interest in respect of Fixed Rate Bonds is or will be payable
annually in arrear, in respect of Floating Rate Bonds is or will
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Dual Currency Bonds

Zero Coupon Bonds

Instalment Bonds

Redemption

Redemption for Index Event, Taxation or
Other Reasons

be payable quarterly in arrear and in respect of Indexed Bonds
is or will be payable semi-annually in arrear (or, in each case, as
otherwise specified in the relevant Final Terms).

Payments (whether in respect of principal or interest and
whether at maturity or otherwise) in respect of Dual Currency
Bonds will be made in such currencies, and based on such rates
of exchange, as the Issuer and the relevant Dealer may agree.

Zero Coupon Bonds will be offered and sold at a discount to
their nominal amount and will not bear interest.

The applicable Final Terms may provide that Bonds may be
redeemable in two or more instalments of such amounts and on
such dates as are indicated in the applicable Final Terms.

The applicable Final Terms indicate or will indicate either that
the relevant Bonds cannot be redeemed prior to their stated
maturity (other than in specified instalments, or for taxation
reasons if applicable, or following an Index Event or an Event
of Default) or that such Bonds will be redeemable at the option
of the Issuer and/or the Bondholders upon giving notice to the
Bondholders or the Issuer, as the case may be, on a date or dates
specified prior to such stated maturity and at a price or prices
and on such other terms as may be agreed between the Issuer
and the relevant Dealer.

Upon the occurrence of certain index events (as set out under
Condition 8(c) (Redemption for Index Event, Taxation or Other
Reasons)), the Issuer may redeem the Indexed Bonds at their
Principal Amount Outstanding together with accrued but unpaid
interest and amounts in respect of indexation. No single Sub-
Class of Indexed Bonds may be redeemed in these
circumstances unless all the other Sub-Classes of Indexed
Bonds are also redeemed.

In addition, in the event of the Issuer becoming obliged to make
any deduction or withholding from payments in respect of the
Bonds (although the Issuer will not be obliged to pay any
additional amounts in respect of such deduction or withholding)
the Issuer may: (i) use its reasonable endeavours to arrange for
the substitution of another company incorporated in an
alternative jurisdiction (subject to certain conditions as set out
under Condition 8(c) (Redemption for Index Event, Taxation or
Other Reasons)); and, failing this, (ii) redeem (subject to certain
conditions as set out under Condition 8(c) (Redemption for
Index Event, Taxation or Other Reasons)) all (but not some
only) of the Bonds at their Principal Amount Outstanding (plus,
in the case of Indexed Bonds, amounts in respect of indexation)
together with accrued but unpaid interest. No single Class or
Sub-Class of Bonds may be redeemed in these circumstances
unless all the other Classes and Sub-Classes of Bonds are also
redeemed in full at the same time.
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Denomination of Bonds

Taxation

In the event of SWS electing to prepay an advance (in whole or
in part) under an Issuer/SWS Loan Agreement, the Issuer shall
be obliged to redeem all or the relevant part of the
corresponding Sub-Class of Bonds or the proportion of the
relevant Sub-Class which the proposed prepayment amount
bears to the amount of the relevant advance under the relevant
Issuer/SWS Loan Agreement.

Bonds having a maturity of less than one year from the date of
issue are subject to restrictions on their denomination and
distribution. See “Certain Restrictions — Bonds with a maturity
of less than one year” above.

The Issuer shall only be permitted to pay Early Redemption
Amounts to the extent that in so doing it will not cause an Event
of Default to occur or subsist.

Bonds have been and will be issued in such denominations as
were or may be agreed between the Issuer and the relevant
Dealer save that: (i) in the case of any Bonds which are to be
admitted to trading on a regulated market within the European
Economic Area or offered to the public in a Member State of the
European Economic Area in circumstances which require the
publication of a prospectus under the Prospectus Regulation, the
minimum specified denomination shall be €100,000 (or its
equivalent in any other currency as at the date of issue of the
Bonds); and (ii) in any other case, the minimum specified
denomination of each Bond will be such as may be allowed or
required from time to time by the relevant central bank (or
equivalent body) or any laws or regulations applicable to the
relevant Specified Currency. See “Certain Restrictions — Bonds
with a maturity of less than one year” above.

Bonds which are admitted to trading on the Market may be
issued in such denomination and higher integral multiples of a
smaller amount specified in the relevant Final Terms.

Payments in respect of Bonds are and will be made without
withholding or deduction for, or on account of, any present or
future taxes, duties, assessments or governmental charges of
whatever nature imposed or levied by or on behalf of any
jurisdiction, unless and save to the extent that the withholding
or deduction of such taxes, duties, assessments or governmental
charges is required by law. In that event and to that extent, the
Issuer and, to the extent that there is a claim under the relevant
Financial Guarantee, the relevant Financial Guarantor will
make payments subject to the appropriate withholding or
deduction. Notwithstanding the foregoing, no additional
amounts will be paid by the Issuer or the Guarantors or, to the
extent that there is a claim under the relevant Financial
Guarantee, by the relevant Financial Guarantor in respect of any
withholdings or deductions, unless otherwise specified in the
applicable Final Terms.
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Status of the Bonds

Covenants

Guarantee and Security

The Bonds in issue constitute, and any future Bonds (in the case
of Unwrapped Bonds only) issued under the Programme will
constitute, secured obligations of the Issuer. Each Class of
Bonds ranks pari passu without preference or priority in point
of security amongst themselves.

The Bonds represent the right of the holders of such Bonds to
receive interest and principal payments from: (i) the Issuer in
accordance with the terms and conditions of the Bonds (the
“Conditions”) and the trust deed dated 23 July 2003 as
amended, supplemented or restated from time to time (the
“Bond Trust Deed”) entered into by the Obligors, Assured
Guaranty and the Bond Trustee in connection with the
Programme; and (ii) in the case of the Wrapped Bonds in issue
only, the relevant Financial Guarantor in certain circumstances
in accordance with the relevant Financial Guarantee.

For the avoidance of doubt, the Issuer shall not issue any
Wrapped Bonds pursuant to this Prospectus.

The Class A Wrapped Bonds in issue and the Class A
Unwrapped Bonds in issue rank, and any further Class A
Unwrapped Bonds issued under the Programme will rank, pari
passu with respect to payments of interest and principal.
However, only the Class A Wrapped Bonds in issue have the
benefit of the relevant Financial Guarantee. All claims in respect
of the Class A Wrapped Bonds in issue and the Class A
Unwrapped Bonds in issue and any further Class A Unwrapped
Bonds issued will rank in priority to payments of interest and
principal due on all Class B Unwrapped Bonds.

The Class B Unwrapped Bonds in issue rank pari passu
amongst themselves with respect to payments of interest and
principal.

On 19 November 2018, the Issuer entered into a deed poll to
undertake to the Security Trustee (for the benefit of all of the
Secured Creditors) that the Issuer will not issue any new Class
B Bonds.

The representations, warranties, covenants (positive, negative
and financial) and events of default which apply and will apply
to, among other things, the Bonds are set out in a common terms
agreement dated 23 July 2003 (and as amended, supplemented
or restated from time to time) (the “CTA”, see Chapter 7
“Summary of the Financing Agreements” under “Common
Terms Agreement”).

The Bonds in issue are, and further Bonds issued under the
Programme will be, unconditionally and irrevocably guaranteed
and secured by each of SWS, SWSGH and SWSH pursuant to
a guarantee and security agreement (the “Security
Agreement”) entered into by each such Obligor in favour of the
Security Trustee over the entire property, assets, rights and
undertaking of each such Obligor (the “Security”), in the case
of SWS to the extent permitted by the WIA and Licence. Each
such guarantee constitutes a direct, unconditional and secured
obligation of each such Obligor. The Security is held by the
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Intercreditor Arrangements

Authorised Credit Facilities

DSR Liquidity Facility

O&M Reserve and O&M Reserve Facility

Security Trustee on trust for the Secured Creditors (as defined
below) under the terms of the Security Agreement, subject to
the terms of the STID (as defined below).

SWS’s business (together with the facilities available to the
SWS Financing Group) have characteristics that demonstrate
the capacity to produce funds to service any payments due and
payable on the Bonds issued.

The Secured Creditors and each Obligor are each party to a
security trust and intercreditor deed (the “STID”), which
regulates, among other things: (i) the claims of the Secured
Creditors; (ii) the exercise and enforcement of rights by the
Secured Creditors; (iii) the rights of the Secured Creditors to
instruct the Security Trustee; (iv) the rights of the Secured
Creditors during the occurrence of an Event of Default; (v) the
Entrenched Rights and Reserved Matters of each Secured
Creditor; and (vi) the giving of consents and waivers and the
making of amendments by the Secured Creditors. See Chapter
7 “Summary of the Financing Agreements” under “Security
Trust and Intercreditor Deed”.

Subject to certain conditions being met, the Issuer and (for
certain indebtedness) SWS are permitted to incur indebtedness
under authorised credit facilities (each, an “Authorised Credit
Facility”) with an Authorised Credit Provider, providing loan,
hedging and other facilities (including Financial Guarantees)
which may rank pari passu with the Class A Bonds or the Class
B Bonds. Each Authorised Credit Provider is or will become
party to the CTA and the STID and may have voting rights
thereunder. See Chapter 7 “Summary of the Financing
Agreements”.

The DSR Liquidity Facility Providers make available to the
Issuer a credit facility for the purpose of meeting certain
shortfalls in revenues for the Issuer to meet, among other things,
its obligations to pay interest on the Bonds. The Issuer is
obliged, pursuant to the CTA, to maintain through a DSR
Liquidity Facility (or DSR Liquidity Facilities) and/or amounts
in the Debt Service Reserve Account an amount or amounts
which is/are at least equal to the aggregate of projected interest
payments on the Class A Debt and the Class B Debt for the
succeeding 12 months.

SWS has established a reserve in the amount of approximately
£45 million (as at 18 March 2019) in the O&M Reserve Account
of SWS. The principal amount credited to the O&M Reserve
Account (the “O&M Reserve”) may only be used by SWS for
the purpose of meeting its operating and maintenance expenses.
O&M Reserve Facility Providers may additionally make
available to the Issuer a liquidity facility, the proceeds from
which will be on-lent by the Issuer to SWS for the purpose of
meeting SWS’s operating and maintenance expenses.
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Listing

Ratings

Governing Law

Selling Restrictions

The Bonds issued on the Initial Issue Date and all subsequent
issues under the Programme have been admitted to the Official
List and admitted to trading on the Market and were
subsequently migrated to the PSM in 2006. Application has
been made to admit further Bonds issued under the Programme
to the Official List and to admit them to trading on the Market
or the PSM. The Bonds may also be listed on such other or
further stock exchange(s) as may be agreed between the Issuer
and the relevant Dealer in relation to each Series.

The applicable Final Terms will state that the relevant Bonds are
to be listed and on which stock exchange(s).

The ratings assigned to the Class A Unwrapped Bonds and the
Class B Unwrapped Bonds by the Rating Agencies reflect only
the views of the Rating Agencies. The initial ratings of a Series
of Bonds will be specified in the relevant Final Terms.

Arating is not a recommendation to buy, sell or hold securities
and will depend, among other things, on certain underlying
characteristics of the business and financial condition of SWS.

A rating may be subject to suspension, change or withdrawal at
any time by the assigning Rating Agency.

The Bonds in issue are and any further Bonds issued under the
Programme will be governed by, and construed in accordance
with, English law.

There are restrictions on the offer, sale and transfer of the Bonds
in the EEA, the United States, the United Kingdom, Singapore
and the Cayman Islands and such other restrictions as may be
required in connection with the offering and sale of a particular
Sub-Class of Bonds. See Chapter 12 “Subscription and Sale”.

A38919631

22



Investor Information

SWS is required to produce an investors’ report (the “Investors’
Report”) semi-annually to be delivered within 120 days from
31 March or 60 days from 30 September of each year. Such
Investors’ Report will include, among other things: (i) a general
overview of the SWS business in respect of the six-month
period ending on the immediately preceding Calculation Date;
(ii) the calculations of the Class A ICR, Class A Adjusted ICR
and the Senior Adjusted ICR for each Test Period (historic and
projected); (iii) the ratio of Net Cash Flow minus Capital
Maintenance Expenditure to Class A Debt Interest for the
twelve-month period ending on such Calculation Date; (iv) the
Class A RAR and Senior RAR (historical and projected); and
(v) reasonable detail of the computations of these financial
ratios. Each such Investors’ Report will be made available by
SWS and the Issuer to the Secured Creditors, including the
Bondholders on SWS’s website. SWS is also required to make
available unaudited interim financial statements and audited
financial statements, within 60 days of 30 September and 120
days of 31 March, respectively, and, in any event within five
Business Days of the date on which they are made available.
SWS will also place certain additional information on its
website, as and when available. This will include, among other
things, the most recently published: (a) annual charges scheme
for SWS, with details of tariffs; (b) a summary of SWS’s
strategic business plan at each Periodic Review; (c) SWS’s
current Procurement Plan (if any); (d) SWS’s annual drinking
water quality report; (€) SWS’s annual environment report; (f)
SWS’s annual conservation and access report; and (g) such
other periodic information compiled by SWS for Ofwat.
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CHAPTER 3
RISK FACTORS

The following sets out certain aspects of the Programme documentation and the activities of the SWS
Financing Group about which prospective Bondholders should be aware. The occurrence of any of the events
described below could have a material adverse impact on the business, financial condition or operational
performance of the Issuer, SWS or the other Obligors and could lead to, among other things:

(@) an SWS Event of Default;
(b)  an Event of Default under the terms and conditions of the Bonds; and

()  non-payment of amounts in respect of the Class A Unwrapped Bonds or the Class B Unwrapped
Bonds.

The Issuer believes that the factors described below represent the principal risks inherent in investing in the
Bonds, but the Issuer may be unable to pay interest, principal or other amounts on or in connection with any
Bonds for other reasons and the Issuer does not represent that the statements below regarding the risks of
holding any Bonds are exhaustive.

Prospective Bondholders should note that the risks described below are not the only risks that the Issuer,
SWS or the other Obligors face. The Issuer, SWS or the other Obligors have described only those risks relating
to their operations and the Bonds that they consider to be material. There may be additional risks that the
Issuer, SWS or the other Obligors currently consider not to be material or of which they are not currently
aware, and any of these risks could have the effects set forth above. The following is not intended to be
exhaustive and prospective. Bondholders should read the detailed information set out elsewhere in this
document prior to making any investment decision. Bondholders may lose the value of their entire investment
in certain circumstances. If the Issuer has insufficient funds, the Bonds may not be repaid in full on their
respective maturity dates.

In addition, while the various structural elements described in this document are intended to lessen some of
these risks for holders of the Bonds, there can be no assurance that these measures will ensure that the holders
of the Bonds of any Sub-Class receive payment of interest or repayment of principal from the Issuer in respect
of such Bonds on a timely basis or at all.

1  Risks Relating to SWS — Regulatory, Legislative and Political Risks

The water industry is subject to extensive legal and regulatory controls with which SWS must comply. The
application of the laws, regulations and standards and the policies published by Ofwat, DEFRA, the DWI,
the Environment Agency (the “EA”), Natural England and other regulators could have a material adverse
effect on the business, financial condition or operational performance of SWS.

In this context, in particular, potential investors should be aware of the following:

1.1  Investigations (See Chapter 5 “Description of the SWS Financing Group”)

Companies of the size and scale of SWS are sometimes subject to various investigations, claims, disputes
and potential litigation. The significant ongoing investigations by regulatory bodies (the EA and the DWI)
are mentioned below. Should the determination of these investigations be made against SWS, such
determinations could have an adverse impact on the financial position of SWS.

Ofwat

As further disclosed in Chapter 5 “Description of the SWS Financing Group” under “Ofwat, Environment
Agency and DWI Investigations” on page 70, in October 2019 Ofwat imposed a penalty of £3m on SWS for
contravention of statutory and licence provisions in relation to the management of its wastewater treatment
works and the reporting of performance information to Ofwat, which are discussed further in Chapter 6
“Regulation of the Water and Wastewater Industry in England and Wales”. SWS also agreed to customer
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redress measures totalling £123m (in 2017-18 prices). The imposed penalty could have an adverse effect on
the financial position of SWS going forward.

As part of the Ofwat investigation SWS shared the details of the various measures that were carried out, or
measures that were being planned, with the aim of addressing the breaches highlighted.

The undertakings that have been agreed with Ofwat include the remedial actions that SWS had been
discussing and agreeing with Ofwat when the draft Penalty Notice was published. The remedial actions also
include additional activities formulated as a result of the Ofwat public consultation that took place after the
publication of the Draft Penalty Notice. In this respect, the Court has some assurance that the improvement
and remedial measures will be implemented as they are subject to a formal Section 19 WIA undertaking. This
undertaking has in-built compliance monitoring and assurance provisions.

The EA

On 11 March 2020, SWS pleaded guilty to a total of 51 charges relating to non-permitted discharges at 17
different operational sites in Kent, Sussex and Hampshire. The relevant discharges took place from 1 January
2010 to 1 December 2015.

The case arises out of a large-scale criminal investigation by the EA into SWS which arose out of concern
over water quality along the North Kent and South Coast of England. The case is likely to be concluded in
late 2020 following a sentencing hearing currently due to take place in the Autumn. The financial impact of
these proceedings is currently unknown.

In 2016, following visits by the EA, SWS set up a specific project to internally investigate the wastewater
sites concerned. All permitted wastewater treatment works have been subject to a technical review by the
project team. Having carried out this review, SWS is continuing such audits on all relevant wastewater
treatment works on a rolling programme. The programme of site audits and resulting corrective actions has
been an area of significant progress with over 1000 actions being progressed across the business (with over
800 having been completed, and the remainder subject to longer term plans). In addition, SWS has a specific
budget to identify and correct any permit compliance risks identified by the audits, which includes a specific
budget of £26 million for the corrective actions identified so far.

SWS is also under a separate criminal investigation by the EA regarding the historical performance of certain
wastewater treatment sites and the reporting of relevant compliance information to the EA. SWS is working
proactively to co-operate with this separate investigation, which is still evolving. The financial impact of this
second investigation is also currently unknown. Neither a provisional nor a final enforcement order has been
made in relation to these investigations.

Since 2017 the SWS Board has presided over some key changes to SWS’s senior management team. Southern
Water Services Ltd has a new CEO, Chairman and a new executive leadership team with a radically changed
structure designed to improve compliance and operational excellence, with strengthened governance. The
new structure incorporates a risk and compliance directorate (originally formed as a compliance and asset
resilience directorate, with asset strategy and resilience now forming its own directorate). The risk and
compliance directorate has improved risk management, giving greater oversight to reporting procedures and
assuring the integrity of data.

SWS is undertaking significant cultural change and ethical transformation to address the issues arising from
these Ofwat and EA investigations including:

. strengthened whistle-blowing policies including through the appointment of an independent adjudicator
so any colleague with concerns feels confident they will be listened to;

. enhanced compliance across all wastewater treatment works including compulsory compliance and
Code of Ethics training for all relevant colleagues; and

. refreshed company vision, values and purpose which support and align to a modern compliance
framework.
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The DWI

SWS is subject to a DWI investigation arising from 2014-15, in relation to water turbidity for which a
decision is pending from the DWI. SWS is also subject to a DWI investigation in relation to operational
issues at a water supply reservoir and chlorine levels above the WHO limit detected in May 2018, for which
a decision is pending from the DWI.

SWS was subject to two final enforcement orders. Following the conclusion of its formal consultation process
on 2 January 2020, the DWI1 confirmed the revocation of the final enforcement order concerning water quality
sampling and information management issues. The DWI also accepted SWS’s updated Information
Management Undertaking which sets out a longer-term improvement programme on asset data, GIS systems
and asset data quality controls. A final enforcement order remains in place in respect of the implementation
of a nitrates reduction scheme at Shoreham. The DWI have been informed of progress on this and are satisfied
with the situation to date.

1.2 Economic Regulatory Mechanisms (See Chapter 6 “Regulation of the Water and Wastewater
Industry in England and Wales” under “Economic Regulation™)

From the five-year period starting on 1 April 2015 (the “AMP6 Period”), a number of regulatory mechanisms
were used to measure performance (including the Revenue Correction Mechanism, the Service Incentive
Mechanism (“SIM™) and the Capital Expenditure Incentive Scheme. Under each of these mechanisms,
performance in the current AMP Period leads to adjustments in the following AMP Period.

Pursuant to the methodology published in December 2017, these mechanisms have been updated in the five-
year period starting on 1 April 2020 (the “AMP7 period”). Ofwat has, for example, replaced the existing
SIM with Customer Measure of Experience (“C-MeX”) and is creating a new incentive mechanism,
Developer Services Measure of Experience (“D-MeX”). C-MeX and D-MeX are both financial and
reputational incentives to improve the satisfaction of Regulated Companies’ residential and new connections
customers, respectively.

There is no guarantee that current and/or future price controls will permit the generation of sufficient revenues
to enable SWS to meet its obligations under the Bonds (including the payment of principal and interest to
investors).

1.3 Breach of Licence (See Chapter 6 “Regulation of the Water and Wastewater Industry in England
and Wales”)

A failure by SWS to comply with the conditions of the Licence or certain statutory duties, as modified from
time to time, may lead to the making of an enforcement order by Ofwat or the Secretary of State, or the
imposition of financial penalties of up to 10 per cent. of SWS’s turnover, which could have an adverse impact
on SWS’s financial position. Failure by SWS to comply with any enforcement order (as well as certain other
defaults) may lead to the making of a Special Administration Order (see Chapter 6 “Regulation of the Water
and Wastewater Industry in England and Wales — Special Administration Orders”, which could also have an
adverse impact on SWS.

Penalties imposed by Ofwat or the Secretary of State must be reasonable in all the circumstances.

In June 2019, SWS agreed to pay a penalty of £126 million following Ofwat’s investigation into breaches of
SWS’, licence in relation to the management of its wastewater treatment works under Conditions B, M and
F of its Licence (see “Investigations” above).

1.4 Licence Compliance Modification (See Chapter 6 “Regulation of the Water and Wastewater
Industry in England and Wales”)

As further described in Chapter 6 “Regulation of the Water and Wastewater Industry in England and Wales”,
SWS operates in accordance with its Licence. Under the United Kingdom Water Industry Act 1991 (the
“WIA”™), the conditions of the Licence may be modified by Ofwat with SWS’s consent or without SWS’s
consent where, following a reference to the UK Competition and Markets Authority (“CMA”), the CMA
concludes that there are effects adverse to the public interest which can be remedied or prevented by
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modifications. Modifications could also result from a decision on a merger or market investigation reference
by the CMA. In addition, the Secretary of State has the power to veto certain proposed modifications agreed
by Ofwat and SWS. Other proposed modifications agreed by Ofwat and SWS may be vetoed if it appears to
the Secretary of State that the modifications should only be made, if at all, after a reference to the CMA.

Finally, primary legislation can create powers for the making of modifications by Ofwat without the consent
of Regulated Companies. Section 55 of the Water Act 2014 provides for modification of a licence where
necessary and expedient as a consequence of amendments made under that Act (see Chapter 6 “Regulation
of the Water and Wastewater Industry in England and Wales — Competition in the Water Industry — General”).

Any modification to the conditions of the Licence, and the manner in which such modifications are
implemented, could have a material adverse impact on the business, financial condition or operational
performance of SWS. Any failure or perceived failure by SWS to comply with licence modifications or
related requirements could result in substantial fines, loss or debarment of licence, or legal proceedings and
have a negative impact on operations and reputation.

15 Regulatory Changes to Increase Competition in the Water Industry (See Chapter 6
“Regulation of the Water and Wastewater Industry in England and Wales” under “Water and
Wastewater Regulation Generally” and “Competition in the Water Industry”)

The Water Act 2003 and the Water Act 2014 have increased competition in the water industry and may have
a negative impact on SWS’s business, results of operations, profitability or financial condition.

Ofwat has taken steps to introduce competition into the water supply and sewerage services markets via inset
appointments and the non-household retail market (as described below). While the current arrangements have
allowed increased competition in the non-domestic and non-household markets, there is an ongoing risk that
additional steps may be taken to introduce further competition into the market.

Inset appointments: Under the WIA, new entrants in Regulated Companies’ areas are also able to obtain a
water supply licence to supply non-domestic customers with a consumption of over 5 megalitres a year.
Further, the Water Act 2014 permits new entrants into Regulated Companies’ area to apply for licences to
provide a variety of new upstream and retail services on both the water supply and sewerage sides of the
business. The area of appointment of Regulated Companies can furthermore be varied in accordance with the
NAV regime, which allows one Regulated Company to replace another as the provider of water or wastewater
services in a specified geographical area within the other Regulated Company’s appointed territory. As of
March 2020, there have been 51 inset appointments made in SWS’s region and further inset appointments
may be made in the future.

Non-household retail market: The Water Act 2014 amended the WIA and introduced the Water Supply and/or
Sewerage Licence (“WSSL™) regime to enable the creation of a new market for retail water and sewerage
services to all non-household customers in England. The non-household retail market launched on 1 April
2017, replacing the previous Water Supply Licence (WSL) regime and repealing the Threshold Requirement.
SWS exited the non-household retail market on 3 April 2017 in accordance with the Water and Sewerage
Undertakers (Exit from Non-household Retail Market) Regulations 2016 (“Exit Regulations”) and
transferred its non-household retail business for fair value to Business Stream.

Enforcement action: Ofwat has also stated that it will use its powers under the Competition Act, which
provides Ofwat and the CMA with the power to investigate and prohibit anti-competitive agreements and
conduct relating to the water and water recycling sector. These powers include the power to impose penalties
of up to 10 per cent. of worldwide group-wide turnover for the business year preceding the finding of the
infringement. Any agreement which infringes the Competition Act may be void and unenforceable. Breaches
of the Competition Act may also give rise to claims for damages from third parties. The Enterprise Act 2002
(the “Enterprise Act”) adds further remedies for breach of competition law. The Enterprise Act contains
criminal sanctions, including the possibility of imprisonment of individuals who have been involved in
certain cartels, and directors involved in breach of competition law may be disqualified. Consumer groups
are able to bring actions on behalf of customers (including for damages).
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In May 2019, Ofwat announced that it considered that there were numerous, reoccurring examples of
incumbent Regulated Companies failing to support the development of effective markets, and it published a
letter sent to incumbent Regulated Companies outlining its plans to encourage the development of effective
markets. Ofwat has decided to monitor incumbent Regulated Companies over a period of a few months in
relation to, for example, their engagement and support for initiatives aimed at driving improvements, and the
development of new markets. Regulated Companies were asked to respond to the letter by October 2019, and
Southern Water has responded, setting out its progress in certain areas. Ofwat has said that, if it does not see
a significant improvement by autumn 2019, it will increase the extent of pressure it exerts on incumbent
Regulated Companies, including using enforcement power where appropriate.

Indeed, in June 2019, Ofwat launched an investigation into Thames Water in relation to a potential abuse of
a dominant position in relation to: (i) the company’s approach to installing digital smart meters and its impact
on data logging; (ii) the accuracy of customer data that was made available to retailers at the time of the
opening of the business retail market; and (iii) the fairness of certain contractual credit terms applied to
retailers.

1.6 Licence Termination (See Chapter 6 “Regulation of the Water and Wastewater Industry in England
and Wales” under “Termination of a Licence” and “Competition in the Water Industry™)

Under the terms of the Licence, SWS’s appointment may be terminated without its consent following the
serving of 25 years’ notice from the Secretary of State. Upon expiry of the Licence, there can be no assurance
that SWS would be reappointed.

The Licence may also be transferred from SWS at any time following the making of a Special Administration
Order, but such an order can only be made on very specific statutory grounds. The termination, non-renewal
or transfer of the Licence could have a material adverse impact on SWS and, consequently, on the Issuer’s
ability to meet its obligations (including the payment of principal and interest) under the Bonds.

Under section 9(4) of the WIA, if the Secretary of State or Ofwat were to make an appointment or variation
replacing SWS as the regulated water and sewerage undertaker for its currently appointed area, they would
have a duty to ensure (so far as consistent with their other duties under the WIA) that the interests of SWS’s
creditors were not unfairly prejudiced by the terms on which the successor Regulated Company (or
Companies) replacing SWS could accept transfers of property, rights and liabilities from SWS.

Thus far, there is no precedent to indicate how compulsory licence terminations or Special Administration
Orders would work in practice for Regulated Companies, nor is there any precedent for such Regulated
Companies to indicate the extent to which creditors’ interests would be protected.

1.7 The United Kingdom’s Exit from the European Union (the “EU”) (see Chapter 5
“Description of the SWS Financing Group” under “Political and other Developments”)

As further disclosed on page 79, the UK has withdrawn from the European Union on 31 January 2020. If the
UK does not reach a formal agreement with the EU by the end of the Transition Period, it is likely that a high
degree of political, legal, economic and other uncertainty, including relating to the EU internal energy market,
could result. The Issuer’s current view is that the UK’s withdrawal from the EU will not have a direct material
impact on its business models.

However, its assessments are ongoing and the continuing uncertainty around this area means that it could
negatively affect the ability of the Issuer to meet its respective payment obligations under the Bonds or
comply with the terms and conditions of the Bonds.

1.8  Changes in Financial Reporting Standards (See Chapter 5 “Description of the SWS Financing
Group”, Chapter 7 “Summary of the Financing Agreements” and Chapter 12 “Subscription and
Sale”)

Certain provisions of the Transaction Documents contain conditions and/or triggers which are based upon an

assessment of the financial condition of the SWS Financing Group calculated by reference to the financial
statements produced in respect of the companies in the SWS Financing Group. These financial and other
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covenants have been set at levels which are based on the current accounting principles, standards, conventions
and practices adopted by the relevant companies.

It is possible that any future changes in these accounting principles, standards, conventions and practices
which are adopted by the companies in the SWS Financing Group may result in significant changes in the
reporting of its financial performance. This, in turn, may necessitate that the terms of the conditions and
triggers referred to above are renegotiated. Changes in accounting standards may also impact the tax position
of the SWS Financing Group and result in increased tax payments which may ultimately have an adverse
effect on the ability of the Issuer to make payments due under the Bonds.

2  Risks Relating to SWS - Failure to Meet Costs Allowed under the Price Controls

2.1  Price Controls (see Chapter 6 “Regulation of the Water and Wastewater Industry in England and
Wales” under “Economic Regulation™)

Periodic Review: The turnover, profitability and cash flow of the Appointed Business is substantially
influenced by the service levels, regulatory targets and price limits established every five years by Ofwat in
its Periodic Review, and Ofwat’s assessment of delivery against those factors. A more detailed description of
the process under which Ofwat determines price limits for SWS is described in Chapter 6 “Regulation of the
Water and Wastewater Industry in England and Wales” under “Economic Regulation”.

The review for the five years to March 2025 was concluded in December 2019 and SWS accepted the Final
Determination on 14 February 2020. Under the Final Determination, SWS will need to deliver various
commitments and failure to do so may impact the ratings assigned by the Rating Agencies in page (vi). See
Chapter 5 “Description of the SWS Financing Group” and Chapter 6 “Regulation of the Water and Wastewater
Industry in England and Wales” for a description of the various commitments which SWS is required to
deliver. See Chapter 7 “Summary of the Financing Agreements” under “Common Terms Agreement — Trigger
Events, paragraph (ii) (Credit Rating Downgrade)” and Chapter 7 “Summary of the Financing Agreements”
under “Common Terms Agreement — Trigger Event Consequences” for a description of the possible
consequences of rating action taken by the Ratings Agencies, including as a result of SWS’s failure to deliver
its commitments under the Final Determination or for any other reason.

Although Ofwat has a duty to exercise and perform its duties in the manner it considers best calculated to,
among other primary duties, ensure that all water companies including SWS are able (in particular, by
securing reasonable returns on its capital) to finance the proper carrying out of its functions, an adverse price
determination, which would adversely affect turnover, profitability and cash flow, may occur as a result of a
number of factors. These include an inadequate allowed cost of capital or regulatory assumptions concerning
operating expenses and required capital expenditure, as well as turnover forecasts proving not to be
sufficiently accurate. In addition, unforeseen financial obligations or costs may arise (for example, as a result
of ensuring regulatory compliance or changes to legislation or regulatory requirements, some instances of
which are provided below) after a Periodic Review which were not taken into account by Ofwat in setting
price limits and are consequently not compensated for, which could adversely affect financial performance
(although in most cases, changes as a result of legal and regulatory requirements are likely to be allowed).

Interim Determinations: As described in Chapter 6 “Regulation of the Water and Wastewater Industry in
England and Wales — Interim Determination of a Price Limit”, an Interim Determination of price limits (an
“IDOK™) may be made between Periodic Reviews in specified circumstances, including, in the cases of SWS
and most other Regulated Companies, the circumstances contemplated by the substantial effects clause in the
Licence. In contrast to Periodic Reviews, the methodology to be applied for any IDOK is set out in detail in
the Licence and the scope for discretion is narrower.

There is, however, no assurance that any IDOK sought by SWS will be made or, if an IDOK or determination
pursuant to the provisions of the substantial effects clause is made, that any adjustment made pursuant to
such an IDOK, or determination pursuant to the substantial effects clause, as the case may be, will provide
adequate revenue compensation to SWS. Therefore, SWS would have to bear any additional loss from its
OWnN resources.
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SWS revenue and cost considerations: The scale of work SWS intend to undertake to achieve
transformational and organisational change to 2025 presents the risk that the cash generated by the business
may not be sufficient to enable SWS to make full and timely payment of amounts due to creditors. This could
have a material adverse impact on SWS and, consequently, on the Issuer’s ability to meet its obligations
(including the payment of principal and interest) under the Bonds.

2.2 Revenue Deviations from Ofwat’s Projections (see Chapter 6 “Regulation of the Water and
Wastewater Industry in England and Wales” under “Price Control”)

For the AMP6 Period, a wholesale revenue control maintains the level of company revenue despite
fluctuations in demand and customer numbers. The control allows for in-period true-ups to the PR19 revenue,
to take account of any under/over-recovery of revenues in prior years of the AMP. In addition, there is a
wholesale revenue forecasting incentive mechanism (“WRFIM”) which imposes a sliding scale penalty of
up to 3 per cent. of the under/out performance, where such under/out performance exceeds 2 per cent. of
forecast revenues. The retail revenue allowed under the AMP6 controls is based on an average cost to serve
for each type of customer (unmetered, metered, household and non-household (the non-household is no
longer applicable to SWS since the disposal of its non-household business)) and, therefore, adjusted as
respective customer numbers change. Southern Water’s actual expenditure may be higher than its allowed
expenditure, resulting in an adverse impact on its profitability.

For the AMP7 period this mechanism is replaced with a revenue forecasting incentive (“RFI”). The RFI is a
symmetric revenue adjustment applied in-period to reconcile any revenue, under or over-recovery in an
earlier year. Where differences between actual and allowed revenues are greater than 2%, the RFI applies a
financial penalty. The RFI is applied to the network plus and water resources price controls.

The price controls determined by Ofwat for each of the AMP6 and AMP7 Periods are based, inter alia, on
assumptions of the total expenditure (“Totex™) SWS requires to deliver its obligations in each year of the
AMP. For a range of reasons, SWS’s expenditure in the relevant period may exceed these assumed sums and,
while the terms of the price control enable SWS to recover a share of any incremental expenditure required
above the assumed sum from customers through price controls for the next AMP, the company’s profitability
would still be adversely affected.

Ofwat also makes assumptions about the amount of capital expenditure and operational expenditure which
SWS requires to deliver its obligations in each year of the AMP. For a range of reasons, SWS’s capital
expenditure and/or operational expenditure in the relevant period may deviate from these assumed sums even
if SWS remains within the assumed Totex for that period, and any such deviation may have an impact on
certain of the financial ratios which form part of the financial covenants given by SWS (see Chapter 7
“Summary of the Financing Agreements” under “Common Terms Agreement”).

2.3 Capital Investment (See Chapter 5 “Description of the SWS Financing Group” under “Capital
Investment Programme™)

The Appointed Business requires significant capital expenditure for additions to, or replacement of, plant and
equipment for its water supply and sewerage facilities and networks. The price limits set by Ofwat every five
years take into account the level of capital expenditure expected to be incurred during the relevant Periodic
Review Period and the associated funding costs and operating costs.

If SWS is unable to deliver its capital investment programme at expected expenditure levels or is unable to
secure the expected level of efficiency savings on its capital investment programme, or the programme falls
behind schedule or contains incorrect assumptions by SWS as to the capital investment required, SWS’s
profitability might suffer because of a need for increased capital expenditure. Alternatively, failure to make
the required investment could result in SWS having to pay substantial penalties under the outcomes
framework originally introduced by Ofwat at PR14. SWS’s ability to meet regulatory output targets and
environmental performance standards could also be adversely affected by such failure, which may result in
enforcement action or other regulatory sanctions and the need for further increases in capital expenditure and
operating expenditure by SWS. Failure to meet the terms of any enforcement order may result in penalties
imposed by Ofwat of up to 10 per cent of turnover.
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2.4 Performance Commitments and Incentives (see Chapter 6 “Regulation of the Water and
Wastewater Industry in England and Wales™)

For each five-year AMP Period, SWS agrees to a number of commitments in relation to its operational
performance (“performance commitments”) across price controls in wholesale water, wholesale water
network, wholesale wastewater network, bioresources and household retail. Actual performance against these
commitments will increase or decrease revenues where commitments have financial penalties associated with
underperformance or rewards for outperformance (outcome delivery incentives, “ODIs”). These incentives
will be monitored during the relevant AMP Period and, in respect of AMP6, the majority of these ODI rewards
and penalties will apply to revenues from 1 April 2020. For one ODI, relating to leakage performance,
rewards and penalties may be applied to revenues during the 2015 to 2020 period?.

The ODIs in the AMP6 Period are now incorporated into the Final Determination and will therefore be
implemented in the allowed revenues for AMP7 with the final year ODIs being reflected in AMP8 (starting
in 2024).

For most AMP7 ODls, the rewards and penalties will be levied in the same AMP7 Period with only a few
due at the end of the period. Due to the challenging aspects of AMP7, SWS faces material risk of penalties
from operational underperformance as well as opportunities for rewards for outperformance. There is a risk
that any penalties incurred may affect the Issuer’s ability to meet its payment obligations under the Bonds.

2.5 Inflation (see Chapter 5 “Description of the SWS Financing Group”)

SWS’s turnover for AMPG6 is linked to the underlying rate of inflation (measured by the Retail Price Index)
and, as such, is subject to fluctuations in line with changes in the rate of inflation. In addition, changes in the
rate of inflation are likely to impact on the operating costs and capital expenditure of SWS and on customers’
ability to pay any increased charges.

SWS’s reported RCV is adjusted by RPI each year when calculating Class A RAR and Senior RAR, and, as
such, is subject to changes in the rate of inflation. In addition, the reported carrying value of index-linked
debt and derivatives at the SWS Financing Group is also adjusted by RPI, at different points in time, during
each year. In particular, deflation (negative inflation) could result in an increase in the Class A RAR and
Senior RAR as a result of the reported carrying value of nominal debt remaining fixed in value.

For AMP7, wholesale revenues will be indexed by reference to CPIH, a measure of CPI inflation including
housing costs from 1 April 2020. CPIH is the main measure of inflation currently used by the Office for
National Statistics (“ONS”) and is expected to significantly reduce the volatility of bills because RPI is a
more volatile measure of inflation than CPIH. In addition, 50 per cent. of RCV, as at 1 April 2020, will be
indexed by the RPI, and the remainder of the RCV as at that date, plus any new RCV added after that date,
will be indexed by CPIH. Ofwat intends to implement a full transition to indexation by CPIH as soon as
practicable. Ofwat’s precise approach to RCV price indexation beyond 2025 has not been fully detailed.

The SWS Financing Group has liabilities linked to RPI, including in the form of Indexed Bonds. The
mismatch following the change to CPIH and the full transition to that measure which is anticipated could
lead to SWS not having sufficient resources to make payments of interest and principal, in particular on these
instruments which are linked to RPI. In addition, the transition to CPIH could have financial risks for SWS
in terms of RCV and revenue growth.

2.6 Increased Energy Costs (see Chapter 6 “Regulation of the Water and Wastewater Industry in
England and Wales” under “Urban Waste Water Treatment Directive”)

SWS is a large consumer of energy, and energy represents a significant proportion of its total operating costs.

Therefore, SWS is subject to the risk of increased energy costs. Wholesale energy prices continue to be very

volatile, reflecting global economic and political conditions.

2

Please see pages 21-27 of the Final Determination for further detail https://www.ofwat.gov.uk/publication/pr19-final-determinations-

southern-water-final-determination/
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SWS continues to seek ways to mitigate the impact of known increases through efficiency savings built into
its AMP7 business plans. Planned savings include energy-efficiency measures as well as increased use of
power generated from SWS’s sites via renewables such as solar arrays and combined heat and power (CHP)
plants that burn bio-methane as a product of wastewater sludge digestion processes. SWS’s AMP7 business
plan included targets to increase renewable generation to 24 per cent. by 2022/23 from 15.8 per cent. in the
financial year 2018/19. This will reduce SWS’s dependency on national grid supply and thus reduce SWS’s
exposure to national grid supplied prices.

SWS operates a Capital At Risk (CAR) hedging strategy to mitigate financial risk against price increases.
The hedging strategy will be reviewed with the aim of making further improvements in AMP7 to ensure that
the strategy reflects the risk appetite of the wider SWS organisation. This review will include the potential to
utilise the Corporate Power Purchase Agreements to gain price certainty should that be deemed desirable.

However, further increases in energy prices and/or the cost of other commodities could lead to greater
operating costs which could adversely affect SWS’s business, results of operations, profitability or financial
condition. This could result in SWS having insufficient revenues to meet its financing obligations.

2.7  Non-Recovery of Debts

As with all service providers, SWS is exposed to the risk of potential non-payment by customers of their
debt, which may cause SWS’s profitability and operating cash flows to suffer. This risk is exacerbated by the
WIA, which prohibits the disconnection for non-payment of a water supply for domestic use in any premises
and the limiting of a supply with the intention of enforcing payment for domestic use in any premises,
although allowance is made by Ofwat in the price limits at each Periodic Review for a proportion of debt
deemed to be irrecoverable. To achieve a resetting of its price limits through an IDOK outside a Periodic
Review Period when changes in the regulatory assumptions as to the level of non-recoverable debt are
material, SWS would need to provide evidential proof that: (i) the increase was due to a deterioration in the
economy; and (ii) it has put in place appropriate procedures and measures to mitigate the increase in debt
levels. If the IDOK is unsuccessful, SWS may, suffer losses from its inability to recover its debts fully, which
could have a material adverse impact on the business, financial condition or operational performance of SWS.

3 Risks Relating to the SWS Financing Group — Legal Considerations

3.1  Ability to Grant Security (See Chapter 6 “Regulation of the Water and Wastewater Industry in
England and Wales” under “Protected Land” and “Security”)

A Regulated Company’s ability to grant security over its assets and the enforcement of such security are
restricted by the provisions of the WIAand its licence. For example, the WA restricts a Regulated Company’s
ability to dispose of interests in (or create a charge or mortgage over) Protected Land. Accordingly, a licence
restricts a Regulated Company’s ability to create a charge or mortgage over Protected Land. In the case of
SWS, the Issuer estimates that the vast majority of SWS’s assets by value are tangible property which is
Protected Land and, therefore, cannot be effectively secured. This necessarily affects the ability of SWS to
create a floating charge over the whole or substantially the whole of its business. Furthermore, in any event,
there is no right of a floating charge holder under the WIA to block the appointment of a Special
Administrator.

The Secretary of State and Ofwat have rights under the WIA to appoint a Special Administrator in certain
circumstances in respect of SWS and its business. The appointment of a Special Administrator effectively
places a moratorium upon any holder of security from enforcing that security (see the section “Special
Administration” below). Under the WIA, there is no right to block the appointment of a Special Administrator
equivalent to the right that a holder of a floating charge over the whole or of substantially the whole of the
business of a non-regulated company may have, in certain circumstances, to block the appointment of a
conventional Insolvency Act administrator.

There are also certain legal restrictions which arise under the WIA and SWS’s Licence affecting the
enforcement of the security created under the Security Agreement. For example, such enforcement is
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prohibited unless the person enforcing the security has first given 14 days’ notice to Ofwat or the Secretary
of State, giving them time to petition for the appointment of a Special Administrator.

Accordingly, the security provided over the assets of SWS in favour of the Security Trustee in respect of the
Issuer’s obligations under the Bonds affords significantly less protection to the Security Trustee (and,
therefore, the Bondholders) than would be the case if SWS were not a Regulated Company subject to the
provisions of the WIA and its Licence.

The considerations described above do not apply to the fixed and floating charges created under the Security
Agreement by SWSGH, SWSH and the Issuer. The enforcement of the security granted under the Security
Agreement over the shares in any company in the SWS Financing Group (other than the Issuer), including
any holding company of SWS, would not be subject to the moratorium set out in the WIA nor would it be an
event which would itself result in the making of the Special Administration Order. Notwithstanding this,
given Ofwat’s general duties under the WIA to exercise its powers to ensure that the functions of a Regulated
Company are properly carried out, the Issuer anticipates that any intended enforcement of the Security
granted by SWSH or SWSGH over, and subsequently any planned disposal to a third-party purchaser of, the
shares in SWS would involve consultation with Ofwat.

Notice of the creation of the Security by SWS has not been and will not be given to SWS’s customers or to
SWS’s contractual counterparties in respect of its contracts (other than certain material contracts). In addition,
any security over any amounts due from customers that constitute statutory receivables may be limited by
law. In addition, if SWS were to acquire any land that was not Protected Land the charge over that land
granted by the Security Agreement would take effect in equity only. Accordingly, until any such assignment
is perfected, registration is effected with HM Land Registry in respect of registered land or certain other
action is taken in respect of unregistered land, any such assignment or charge may be or become subject to
prior equities arising (such as rights of set-off).

As a result, the amount and nature of the Security Interest provided in respect of the Bonds may not be
sufficient to provide payment of amounts due and owing in respect of the Bonds.

3.2 Special Administration (See Chapter 6 “Regulation of the Water and Wastewater Industry in
England and Wales” under “Special Administration Orders” and “General”)

The WIA contains provisions enabling the Secretary of State or Ofwat (with the permission of the Secretary
of State) to secure the general continuity of water supply and, where applicable, sewerage services by
petitioning the High Court for the appointment of a Special Administrator, in certain circumstances (for
example, where SWS is in breach of its principal duties under its Licence or of the provisions of a final or
confirmed provisional enforcement order (and, in either case, the breach is serious enough to make it
inappropriate for SWS to continue to hold its Licence) or is unable, or is unlikely to be able, to pay its debts).
In addition, a petition by a creditor of SWS to the High Court for the winding-up of SWS could lead to the
appointment of a Special Administrator where the Court is satisfied that it would be appropriate to make such
a winding-up order if the company were not a company holding an appointment under the WIA. The duties
and functions of a Special Administrator differ in certain important respects to those of an administrator of a
company which is not a Regulated Company under English insolvency legislation.

During the period of the Special Administration Order, SWS has to be managed by the Special Administrator
for the purposes of the order and in a manner which protects the interests of shareholders and creditors. As
noted above, while the order is in force, no steps may be taken to enforce any security over the property of
SWS except with the consent of the Special Administrator or the leave of the Court. A Special Administrator
would be able to dispose of assets free of any floating charge existing in relation to them. On such a disposal,
however, the proceeds would be treated as if subject to a floating charge which has the same priority as that
afforded to the original security. A Special Administrator may not dispose of property which is the subject of
a fixed charge without the agreement of the relevant creditor except under an order of the Court. On such a
disposal, the Special Administrator must account for the proceeds to the chargee, although the disposal
proceeds to which the chargee is entitled are determined by reference to “the best price which is reasonably
available on a sale which is consistent with the purposes of the Special Administration Order” as opposed to
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an amount not less than “open market value”, which would apply in a conventional administration for a
company which is not a Regulated Company.

Because of the statutory purposes of a Special Administration Order, it is not open to a Special Administrator
to accept an offer to purchase the assets on a break-up basis in circumstances where the purchaser would be
unable to properly carry out the relevant functions of a Regulated Company. The transfer is effected by a
transfer scheme which the Special Administrator puts in place (the “Transfer Scheme”), subject to the
approval of the Secretary of State or Ofwat on behalf of the existing Regulated Company. The Transfer
Scheme may provide for the transfer of the property, rights and liabilities of the existing Regulated Company
to the new Regulated Company(ies) and may also provide for the transfer of the existing Regulated
Company’s instrument of appointment (with modifications as set out in the Transfer Scheme) to the new
Regulated Company(ies).

The Flood and Water Management Act 2010 (the “FWM Act”) amends the special administration regime in
the WIA to bring it in line with modern insolvency practice in unregulated industries. The FWM Act also
streamlines the procedures for transferring a failing company to new owners. The previous regime only
enabled the Special Administrator to transfer the appointment and assets of a failing water company onto one
or more new owners. The changes enable the Special Administrator to pursue the goal of rescuing the
Regulated Company as a going concern if this is reasonably practicable.

There can be no assurance that any Transfer Scheme in the context of a Special Administration regime could
be achieved on terms that would enable creditors to recover amounts due to them in full.

3.3 Change of Law (See Chapter 8 “Terms and Conditions of the Bonds” under Condition 20
(Miscellaneous))

The structure of the transaction and, among other things, the issue of the Bonds and ratings assigned to the
Bonds are based on law, tax and administrative practice in effect at the date hereof, having due regard to the
expected tax treatment of all relevant entities under such law, tax and administrative practice. No assurance
can be given that there will not be any change to such law, tax or administrative practice after the date of this
Prospectus which change might impact on the Bonds and the expected payments of interest and repayment
of principal.

4 Risks Relating to the SWS Financing Group — Environmental Consideration and Ofwat Asset
Health

4.1  Costs of Compliance with Environmental Laws and Regulations (See Chapter 6 “Regulation
of the Water and Wastewater Industry in England and Wales” under “Drinking Water and
Environmental Regulation”)

SWS’s water supply and sewerage operations are subject to a number of EU and UK laws and regulations
relating to the protection of the environment and human health, enforced primarily by the DWI and the EA.
These laws establish, among other things, standards for drinking water, abstraction, and the discharge of
wastewater and other polluting discharges into the environment, and procedures governing operational
development.

It is possible that SWS and other Regulated Companies will incur significant costs in the future in order to
comply with requirements imposed under existing or future environmental laws and regulations (including
nature conservation legislation). Although the costs arising from such changes in legal requirements may, in
certain cases, be eligible for the purposes of the IDOK provisions or fall to be considered as part of a Periodic
Review, there can be no certainty as to how and whether future environmental laws and regulations will
impact the business and financial condition of SWS and/or the interests of the Bondholders. It is possible that
Ofwat may determine that the cost of fulfilling certain obligations is likely to be less than the cost actually
incurred by SWS in fulfilling such obligations. In such circumstances, the funding allowed by Ofwat may
not totally cover the actual costs and SWS would bear this additional element. In practice, the funding allowed
by Ofwat is set for a package of obligations and some will cost more and some less.
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SWS is under a duty to supply water that is wholesome at the time of supply. “Wholesomeness” is defined
by reference to standards and other requirements set out in the Water Quality Regulations. Under the WIA,
the DWI is required to take enforcement action against SWS for any breach of quality standards, or of
monitoring, treatment, record keeping and/or information requirements of the Water Quality Regulations,
unless the breach is trivial or unlikely to recur, or SWS has taken immediate remedial action, or has submitted
a legally binding programme of work in the form of a Section 19 Undertaking to achieve compliance within
an acceptable timescale or agrees to a notice served under Regulation 28(4) of the Water Quality Regulations
(the “Regulation 28(4) Notice™). If there has been such a breach and SWS does not give a Section 19
Undertaking or fails to comply with its terms, or fails to comply with the terms of a Regulation 28(4) Notice,
the DWI may make a provisional or final enforcement order to secure compliance. SWS currently has one
final enforcement order in place in respect of the implementation of a nitrates reduction scheme at Shoreham.
The DWI have been informed of progress on this and are satisfied with the situation to date. See “Breach of
Licence” above for further information on failure to comply with a final enforcement order.

In addition, SWS may be prosecuted and fined if it supplies water that is unfit for human consumption under
section 70 of the WIA. Section 19 Undertakings, enforcement action and prosecutions could materially affect
the way that SWS operates, prejudice its reputation and result in the imposition of substantial penalties or
other costs and/or requirements to clean up or otherwise deal with the effects of contamination and/or
operational requirements to upgrade plant and equipment, each of which could adversely affect SWS’s
business, results of operations, profitability or financial position. Drinking water quality standards may be
more rigorously enforced over time and may become more stringent and new drinking water requirements
may be introduced (for instance, mandatory fluoridation — see Chapter 5 “Description of the SWS Financing
Group” under “Fluoride Dosing”). The Drinking Water Directive is currently being reviewed by the EU
which is considering additional standards to be implemented in its next revision. Each of these factors could
increase SWS’s operating and/or capital costs. These costs may be wholly or partly recoverable through the
mechanisms referred to in Chapter 6 “Regulation of the Water and Wastewater Industry in England and
Wales” or future Periodic Reviews, but, in the event that such recovery is not possible, such costs could
adversely affect SWS’s business, results of operations, profitability or financial position.

Under the Environmental Permitting (England and Wales) Regulations 2016 (“EP Regulations 2016”) (as
amended by the Environmental Permitting (England and Wales) Regulations 2016), it is a criminal offence
for a person to cause or knowingly permit any poisonous, noxious or polluting matter or trade or sewage
effluent to enter controlled waters (including most rivers and other inland and coastal waters) other than in
accordance with the terms of an environmental permit. The principal prosecuting body is the EA.

The terms of the environmental permit will depend largely on the type of discharge and when the permit was
granted. The EA has discretion as to the terms on which Environmental Permits are granted or existing are
altered. The disposal of wastewater sludge from wastewater treatment works is also controlled.

The EA also regulates water abstraction, issuing site specific abstraction licences under The Water Resources
(Abstraction and Impounding) Regulations 2006. These licences regulate the volume, rate and seasonality of
abstraction. The EA creates improvement programmes on a cyclical basis as part of the water industry
Periodic Reviews, called the “Water Industry National Environment Programme’ or WINEP. These define
site specific improvements which may be required under current or future environmental regulation and
identifies the planned changes in permits or licences. In addition, the EA can require Companies to make
improvements in key areas via regulatory improvement programmes such as abstraction compliance and
pollution incident reduction. If necessary, the EA can require improvements to be undertaken under regulatory
enforcement. These costs may be wholly or partly recoverable through the mechanisms referred to in Chapter
6 “Regulation of the Water and Wastewater Industry in England and Wales” or future Periodic Reviews, but,
in the event that such recovery is not possible, such costs could adversely affect SWS’s business, results of
operations, profitability or financial position.

Pollution or drinking water quality incidents may also give rise to breaches of any operational Environmental
Permits held by SWS, which could result in penalties and/or termination or corrective action under regulatory
enforcement powers.
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As a large consumer of energy, SWS has been subject to increased costs, directly and indirectly, by carbon
trading schemes. Tighter caps on emissions and full auctioning of allowances applied to most electricity
generators in Phase 111 of the EU Emissions Trading Scheme (2013 to 2020).

Itis currently unclear what the terms of the UK’s relationship with the EU will be, now that it has exited from
the EU. The European Commission has announced that, in a “No Deal” scenario, the UK will lose access to
the EU ETS Registry. The UK Government has stated that in the short term, whatever form of agreement
reached between the UK and EU, the current Monitoring, Reporting and Verification requirements will
remain in place and a Carbon Emissions Tax will be introduced. The plans for the longer term remain under
review by the UK Government. The options under consideration include: (i) establishing a UK ETS that is
either standalone or linked to the EU system; or (ii) using a carbon tax. It is likely, whatever option is chosen,
that energy transition costs will continue to be part of the cost of electricity. In light of the UK Government’s
recent announcement of its commitment to achieve its goal of becoming a net zero carbon emission country
by 2050, these costs are unlikely to decline.

In addition to the UK legal obligation to become a net zero carbon emission country by 2050, the English
water sector has signed up to achieving net zero carbon emissions by 2030. This is one of five Public Interest
Commitments which were established in March 2019 and are currently voluntary. However, Ofwat has
recently signalled its new strategy includes strengthening the sector’s approach to climate change mitigation
(net zero) and adaptation. The changing regulatory landscape is likely to bring increased costs and increased
opportunities.

SWS was also a registered participant of the UK’s Carbon Reduction Commitment Energy Efficiency
Scheme, although this scheme has now been scrapped by the UK Government and is due to end following
the 2018/19 compliance year. As of April 2019, Streamlined Energy and Carbon Reporting (“SECR”)
replaced the Carbon Reduction Commitment (“CRC”). This means SWS will be required to report in the
annual directors’ report: Annual and prior year Green House Gas (“GHG”) emissions, energy usage, at least
one intensity ratio, energy efficiency actions taken, along with the methodologies used to calculate.

The environmental legislation governing SWS’s business means that SWS is at risk of enforcement action,
prosecution, substantial fines, requirements to deal with the effects of contamination and/or upgrade plant
and equipment, in the event of incidents such as the escape of sewage or a breach of water quality standards.
This could materially and adversely affect SWS’s reputation and/or financial position.

4.2  Erratic Weather and Climate Change (See Chapter 6 “Regulation of the Water and Wastewater
industry in England and Wales” under “Drinking Water and Environmental Regulation”)

Sewer flooding: changing rainfall patterns and intense storms, as well as rising sea levels, increase the risk
of flooding if the volumes overwhelm SWS’s assets. Excessive rainfall can also lead to very high
groundwater levels which SWS cannot control. This can cause flooding of private land and property and lead
to the inundation of our sewers and pumping stations. Rising sea levels would also increase the risk of
flooding our sewers, pumping stations and wastewater treatment works which can be close to the sea.
Although we are developing new approaches to assess future risks, it can be difficult to accurately forecast
the occurrence and effects of changing rainfall patterns. The financial costs of measures required to deal with
sewer flooding may not, therefore, be taken into account in a Periodic Review, and such financial costs could
have a material adverse impact on the operational performance and financial condition of SWS.

Water shortages: Changing weather patterns will pose an increasing challenge for SWS in future years, both
in terms of the volume of water available and resilience to extreme weather. SWS may also need to take
measures to protect local environment needs which can result in a reduction in the amount of water that can
be abstracted for water supply and cause water shortages. In the event of water shortages, additional costs
may be incurred by SWS in order to provide emergency reinforcement to supplies in areas of shortage, which
may adversely affect its business, results of operations, profitability or financial condition. In addition,
restrictions on the use or supply of water (including temporary use bans and Drought Orders or Drought
Permits) may adversely affect SWS’s turnover and may, in very extreme circumstances requiring an
Emergency Drought Order (which have never been experienced by SWS), lead to significant compensation
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becoming due to customers because of interruptions to supply, both of which could have a material adverse
impact on the business, financial condition or operational performance of SWS.

SWS have agreed with EA to take less water from its surface water sources on the River Test and River Itchen
in Hampshire in dry years. As a result, it has a large supply-demand deficit to resolve in a design drought
scenario, which is a 1 in a 200 year frequency drought event (the “Design Drought Scenario™), and has
proposed a series of interventions to recover this deficit in its 2019 Water Resources Management Plan (the
“SWS WRMP™) by 2029-30 (see Chapter 5 “Description of the SWS Financing Group” under “Water
Supply” for further information on how SWS intends to recover this deficit). Southern Water has a best
endeavours obligation to resolve the supply-demand water resources deficit by 2027, and is working
collaboratively with the EA, DWI, Ofwat and other UK water companies through the RAPID group
(Regulators’ Alliance for Progressing Infrastructure Development) to develop the most appropriate
interventions to meet the future water supply deficit throughout the UK. Negative consequences may arise in
the event that Southern Water is unable to satisfy its obligations by 2027 (or such later date as may be agreed
with the relevant parties), including that its operational expenditure in relation to the SWS WRMP may be
non-recoverable unless the EA, DWI and Ofwat agree to accommodate such delays. Any non-recoverable
expenditure would be significant.

Rising sea levels could result in a loss of deployable output. Surface water works could be susceptible to
increased flooding, and river estuary sources to increased salinity. Ground waters near the coast could suffer
sea water intrusion into aquifers, particularly in low-lying coastal areas such as Brighton and Worthing. These
risks have been identified in the SWS WRMP however quantification of the risks is currently highly
uncertain.

SWS obtains a high proportion (approximately 66.7 per cent.) of the water which it supplies from
underground sources rather than rivers and reservoirs, and inadequate winter rainfall over two or more years
may prejudice the adequate recharging of such sources (see Chapter 5 “Description of the SWS Financing
Group” under “Water Resources” for further information on how SWS manages this supply risk).

Potential water shortages may be exacerbated by: (i) reductions in the volume of water licensed to be
abstracted imposed by the EA to mitigate environmental damage or to achieve sustainable levels of
abstraction; (ii) sites being out of service; or (iii) the raw water not being suitable for use. Costs may be
incurred by SWS in implementing replacement sources for which SWS may not be compensated, and
abstraction charges could be increased by the EA to cover compensation payments made to other abstractors
whose licences are revoked or varied to alleviate environmental impact, each of which could have a material
adverse impact on the business, financial condition or operational performance of SWS.

4.3 Catastrophe Risk (See Chapter 5 “Description of the SWS Financing Group” under
“Insurance”)

Catastrophic events such as dam bursts, fires, earthquakes, floods, droughts, terrorist attacks, diseases, plant
failure or other similar events could result in personal injury, loss of life, pollution or environmental damage,
severe damage to or destruction of SWS’s operational assets. Subject to a possible IDOK under the substantial
effects clause, any costs resulting from suspension of operations of SWS could have a material adverse effect
on the ability of SWS to meet its financing obligations.

Although the CTA requires SWS to maintain insurance (including business interruption insurance) to protect
against certain of these risks, the proceeds from such insurance may not be adequate to cover reduced
revenues, increased expenses or other losses or liabilities arising from the occurrence of any of the events
described above. Moreover, there can be no assurance that such insurance coverage will be available for some
or all of these risks in the future at commercially reasonable rates or at all (see further Chapter 5 “Description
of the SWS Financing Group — Insurance”).

Service interruptions due to key site or installation disruption: Unexpected failure or disruption (including
criminal acts or major health and safety incidents) at a key site or installation (including a reservoir or
treatment works) could cause a significant interruption to the supply of services (in terms of duration or
number of customers affected), materially affecting the way that SWS operates, prejudicing its reputation
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and resulting in additional costs, including liability to customers or loss of revenue, each of which could have
a material adverse impact on the business, financial condition or operational performance of SWS. This could
result in SWS having insufficient revenues to meet its financing obligations.

Contamination of water supplies: Water supplies may be subject to contamination, including contamination
from the presence of naturally occurring compounds and pollution from man-made substances or criminal
acts. In the event that SWS’s water supply is contaminated and it is unable to substitute water supply from
an uncontaminated water source, or to treat adequately the contaminated water source in a cost-effective
manner, there may be an adverse effect on its business, results of operation, profitability or financial condition
because of the resulting damage to reputation and required capital and operational expenditures. SWS could
also be fined for breaches of statutory requirements or regulations or held liable for human exposure to
hazardous substances in its water supplies or other environmental damage, which could have a material
adverse impact on the business, financial condition or operational performance of SWS.

Such operational costs may be partly recoverable through the mechanisms referred to in Chapter 6
“Regulation of the Water and Wastewater Industry in England and Wales” under “PR19: Changes to Price
Limits” or future Periodic Reviews but, in the event that such recovery is not possible, such costs could be
significant and could have a material adverse impact on the business, financial condition or operational
performance of SWS. SWS also maintains insurance policies in relation to legal liabilities likely to be
associated with these risks. However, all the costs of any such liabilities may not be covered by insurance,
and insurance coverage may not continue to be available in the future. In addition, contamination of supplies
could exacerbate water shortages, giving rise to the issues described above.

Disruption at key sites or installations: Some of SWS’s sites or installations (including certain reservoirs,
pumping stations and/or water or wastewater treatment works) account for a relatively large percentage of
the operations of the Appointed Business. These sites and installations are, therefore, key to the ongoing
proper operation of the Appointed Business and, as a result, SWS’s business, results of operations,
profitability or financial condition could be adversely affected in the event of an unexpected major disruption
(including because of criminal acts or a major health and safety incident) at one or more of these sites or
installations.

There is also a risk that extreme weather conditions could cause flooding, prolonged periods of drought and/or
operational difficulties, which could adversely affect SWS’s service performance and give rise to potential
penalties, the need to pay compensation to customers or other regulatory action. In this regard, SWS
maintains insurance cover consistent with the generally accepted practices of prudent water and sewage
companies, and this includes business interruption insurance.

Disruption due to outbreak of coronavirus (“COVID-19"): The outbreak, or threatened outbreak, of any
severe communicable disease such as COVID-19 (commonly referred to as coronavirus) and regulators’ or
market fears about the same, may adversely affect SWS’s operations, directly, or through SWS’s supply
chain.

At the date of this document SWS is not aware of the full extent of the outbreak, or the impact, if any, on its
operations but has taken, and continues to take, preparations and precautions to address the potential impact
of the disease on its workforce and customers, and will continuously monitor the situation to ensure those
preparations and precautions are regularly updated as necessary having regard to national scientific and health
advice. To this end, SWS has established a COVID-19 working group led by senior executives of the
company and is working with the water sector incident management team, water industry regulators and
DEFRA.

However, if any of SWS’s employees or employees of SWS’s suppliers are suspected of contracting an
epidemic disease, this could require SWS or its suppliers to quarantine some or all of these employees,
relocate employees or have employees work from home or disinfect the facilities used for its operations,
which could in turn result in delays and/or additional costs and regulator or market fears may require that
enhanced steps are taken in this regard. Significant changes have been implemented already to increase
working from home. If significant employee absence due to illness occurred for a period of weeks, critical
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activities would be prioritised, and employees deployed in order to limit the impact on service and
compliance, which could result in delays to non-critical activities. SWS will be communicating with
customers and proactively liaising with regulators, but delays to non-critical activities have the potential to
increase risk of customer dissatisfaction, reputational damage and regulatory penalties and/or regulatory
enforcement. A prolonged pandemic could result in national and international supply chain shortages for key
chemicals and materials, with their consequential impact on operational service and construction work.

The policies of the UK Government, including in relation to support for businesses, are being updated on a
daily basis and it is not clear what the full financial and market impact on SWS associated with COVID-19
will be, but risks include a reduction in cash flow and increase in bad debt due to consumer and businesses
economic uncertainty, retail market uncertainty and supply chain uncertainty. Cash receipts from both
household customers and non-household retailers may exhibit volatility due to the impact of COVID-19 and
the associated actions of the UK Government and regulators (including Ofwat and MOSL (Market Operator
Services Limited)). A fall in demand, delayed payment, including as a result of payment holidays, or non-
payment of bills and charges or disruption to the receipt of bills by customers may have a material impact on
net cash flow from operating activities and materially adversely impact SWS’s operations, business and
ability to comply with cover ratios calculated with reference to Net Cash Flow. On 30 March 2020, MOSL
implemented certain changes to the non-household retailer code, including in respect of vacancies and an
ability for retailers to defer up to 50 per cent. of payments in March, April and May 2020. The impact of these
changes and of COVID-19 more generally is under continual assessment by SWS but is unknown at this
time.

COVID-19, or any other severe communicable disease, could therefore cause a significant interruption to the
supply of services and could limit SWS’s ability to respond to a major interruption to the supply of services
(in terms of duration or number of customers affected), materially affecting the way that SWS operates its
business, result in additional operating costs (including liability to customers), or loss of revenue, each of
which could have a material adverse impact on the business, financial condition or operational performance
of SWS and could have a prejudicial impact on SWS’s reputation.

4.4  Ofwat Asset Health (See Chapter 6 “Regulation of the Water and Wastewater Industry in
England and Wales” under “Licences”)

The latest reported performance of SWS’s assets, for 2018/19, shows “stable” performance?® for both water
and sewerage service assets. There is a risk of specific factors leading to a lower performance assessment for
individual services and years. Failure to deliver “stable” serviceability in the future could lead to ODI
penalties related to the asset health performance commitment. asset health ODI penalties are subject to caps
(maximum levels). The maximum asset health ODI penalty for water over AMP6 was £6.1 million. This
would be incurred if all five asset health indicators are at the cap level in each year of the AMP. For
wastewater, the maximum ODI penalty for asset health was £85 million over AMP6. This was dominated by
one indicator — wastewater treatment works population equivalent compliance — which had a maximum of
£75 million over AMP6 (£15 million per annum). SWS does not currently expect that it will incur any ODI
penalties in respect of Asset Health ODIs for AMP6.

For AMP7, four performance commitments have been explicitly identified as relating to asset health — mains
repairs, unplanned outages, sewer collapses and wastewater treatment works compliance. The maximum
penalty for sewer collapses is uncapped, but based on recent performance is unlikely to exceed £3m over the
AMP. The remaining three asset health performance commitments have a theoretical maximum ODI penalty
of £183m, with wastewater treatment works compliance (£100m) and unplanned outage (£53m) being the
largest. The level of any penalties that might materialise is currently unknown.

3

Accurate per pg. 70 of the 2019 Annual Report, published in July 2019
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5 Risks Relating to the Issuer — Financing Considerations (see Chapter 4 “Financing
Structure”)

5.1  Future Financing
The SWS Financing Group will need to raise further debt from time to time in order, among other things, to:

Q) finance future capital enhancements to SWS’s asset base;

(if)  on each Interest Payment Date on which principal is required to be repaid and on the maturity date of
the relevant Sub-Classes of Bonds, refinance the Bonds; and

(iii)  refinance any other debt (including for liquidity or working capital purposes) the terms of which have
become inefficient or which have a scheduled partial or final maturity prior to the final maturity of the
Bonds.

While the CTA and the STID contemplate the terms and conditions on, and circumstances under, which such
additional indebtedness can be raised, there can be no assurance that the SWS Financing Group will be able
to raise sufficient funds, or funds at a suitable interest rate, or on suitable terms, at the requisite time such that
the purposes for which such financing is being raised are fulfilled, and, in particular, such that all amounts
then due and payable on the Bonds or any other maturing indebtedness will be capable of being so paid when
due.

Following SWS’s acceptance of the FD on 14 February 2020 (see Chapter 6 “Regulation of the Water and
Wastewater Industry in England and Wales” under “Final Determination (“‘FD*)”), the Rating Agencies who
currently assign the ratings set out on page vi of this Prospectus may, depending on SWS’s delivery of its
commitments under the FD (see further “Risks Relating to the Issuer — Financing Considerations” under
“Failure to Deliver Operational Performance or Cost Savings Implicit in the Periodic Reviews”), take rating
action and downgrade the ratings set out on page (vi). If such Rating Agencies were to take rating action as
a result of the SWS’s failure to deliver its commitments under the FD or for any other reason, and such action
were to involve a rating downgrade by certain Rating Agencies, a credit rating trigger event (“CRTE”) would
arise pursuant to the credit rating downgrade trigger event described in Chapter 7 “Summary of the Financing
Agreements” under “Common Terms Agreement — Trigger Events, paragraph (ii) (Credit Rating
Downgrade)”. A CRTE would have the consequences described in Chapter 7 “Summary of the Financing
Agreements” under “Common Terms Agreement — Trigger Event Consequences”.

5.2  Failure to Deliver Operational Performance or Cost Savings Implicit in the Periodic
Reviews (See Chapter 6 “Regulation of the Water and Wastewater Industry in England and
Wales” under “Economic Regulation”)

Operating cost savings to be achieved during an AMP Period are implicit in the Periodic Review. To assist
the achievement of these operating cost savings, a major transformation and efficiency programme is
underway. If operational performance were to deteriorate, this deterioration may be reflected by less
favourable outcomes in future Periodic Reviews which could cause SWS’s profitability to suffer.

5.3 Cost of Debt (See Chapter 4 “Financing Structure™)

The net operating revenues generated by SWS from its water and wastewater business may not be sufficient
to enable it to make full and timely payment of amounts due to creditors, including under the Issuer/SWS
Loan Agreements. This could have a material adverse impact on the Issuer’s ability to meet its obligations
(including the payment of principal and interest) under the Bonds.

In addition, Ofwat assesses the cost of debt at price reviews on the basis of a hypothetical efficiently financed
company. According to Ofwat, such a company would retain the flexibility to respond to changing market
conditions and hold a balanced portfolio of debt. There is no guarantee, therefore, that allowance would be
made for the costs of then existing fixed rate debt, if current forward-looking rates at the time were lower and
if Ofwat took the view that such debt had not been prudently incurred.
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5.4  Leverage (See Chapter 4 “Financing Structure”)

As at the date of this Prospectus, the SWS Financing Group has indebtedness in relation to its shareholders’
equity. Taking into account retained cash reserves, such leverage of the SWS Financing Group was 66.40 per
cent. of RCV as at 31 March 2019. In addition, also as at 31 March 2019, SWS had in issue Preference Shares
for a consideration of £119.863 million, (as at 30 September 2019 the value was £90.66 million following a
redemption in June 2019 and further reduced to £68.829 million following a redemption in December 2019),
which is subordinated to the Class A Debt and the Class B Debt pursuant to the Intercreditor Arrangements.
The ability of SWS to improve its operating performance and financial results will depend upon economic,
financial, competitive, regulatory and other factors beyond its control, including fluctuations in interest rates,
inflation and other general economic conditions in the United Kingdom.

Further, and as noted above, Ofwat assesses the cost of debt at price reviews on the basis of a hypothetical
efficiently financed company. There can be no assurance as to SWS’s ability to meet its financing
requirements and no assurance that SWS’s degree of leverage will not have a material adverse impact on its
ability to pay amounts under the Issuer/SWS Loan Agreements, which would enable the Issuer to pay
amounts due and owing in respect of the Bonds.

Incurrence of additional indebtedness by SWS or the Issuer, which is permitted under the Finance Documents,
may materially affect the ability of SWS, the Issuer or the other Obligors to pay amounts due and owing in
respect of the Bonds.

5.5  Termination of a Hedging Agreement (See Chapter 7 “Summary of the Financing Agreements”
under “Hedging Agreements™)

The Issuer may be left exposed to interest rate risk or currency risk in the event that there is an early
termination of any Hedging Agreement. A Hedging Agreement may be terminated in the circumstances set
out in Chapter 7 “Summary of the Financing Agreements — Hedging Agreements”, including where the Hedge
Counterparty is required to gross up for, or receive, payments from which tax has been required to be deducted
or withheld by law, which requirement has not been able to be avoided, notwithstanding the Issuer and the
Hedge Counterparty having used reasonable endeavours to do so in accordance with the relevant Hedging
Agreement. If a Hedging Agreement is terminated and the Issuer is unable to find a replacement Hedge
Counterparty, then the funds available to the Issuer may be insufficient to meet fully its obligations under the
Bonds, as a result of adverse fluctuations in interest rates and exchange rates or making any termination
payment to the Hedge Counterparty, which payment will be in accordance with the Payment Priorities (see
Chapter 7 “Summary of the Financing Agreements — Cash Management™).

5.6 Funding Risks in Relation to the Defined Benefits under SWPS (See Chapter 5 “Description
of the SWS Financing Group” under “Pensions”)

The two pension schemes which operate predominantly for SWS employees are the SWPS and a CSP
(together, the “Pension Schemes™). The SWPS is a funded defined benefit arrangement and the CSP is a
defined contribution scheme.

The funding level of the SWPS is a net IAS 19 deficit of £186.7 million before deferred tax as at 31 March
2019. This deficit has arisen mainly due to continued turbulence in the stock market, low interest rates and
reduced actuarial mortality rates.

The timing and quantum of future contributions in relation to the deficit have now been agreed with the
Trustees and Pensions Regulator. These contributions will be dependent on future levels of RPI, but if market
breakeven rates are borne out at 31 March 2016 levels, the expected base deficit contributions will be paid
annually and total £223.5 million over the following 12 years. The first payment was made in November
2018.

The primary liability for funding the SWPS rests with SWS. By virtue of legislation including the Pensions
Act 2004, there will be risks for SWS Financing Group arising from the operation of SWPS. Many of these
are generic risks associated with the operation of UK defined benefit pension schemes generally.

In summary, the main risk factors are:
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(@)  The Pensions Act 2004 allows the UK pensions regulatory body (the “Pensions Regulator”) to
impose a scheme funding target and employer contribution rate if those matters cannot be agreed
between the scheme trustees and the employers, and may result in more onerous funding requirements
for employers.

(b)  The trustees of the SWPS have the power to wind up the relevant scheme in certain circumstances
(e.g. if they think it unlikely that sufficient funding will be available to provide all benefits in full).
Winding up the schemes would result in a statutory obligation on the various participating employers
to fund deficits in the schemes by reference to a “buy-out basis”. Additionally, regulations provide
that a similar statutory debt may be triggered in certain circumstances if SWS went into liquidation.

(c)  The Pensions Act 2004 gives powers to the Pensions Regulator to require funding or funding
guarantees for defined benefit pension schemes from any company that is connected or associated
with the participating employers. This applies regardless of whether the companies sought to be made
liable have any employees in the pension schemes concerned.

(d)  The trustees of the SWPS have control over the investment of the relevant scheme’s assets and could
(having taken appropriate investment advice and consulted with the employers) alter the investment
profile of the schemes. For example, they could exchange equity investments for bonds, which would
typically increase the employer funding obligations in relation to the schemes because of the lower
rate of return expected from lower-risk bonds.

The foregoing risks are linked to the funding level of the schemes, which can be adversely affected by a
number of factors, including:

(i) reducing bond yields (low yields mean a pension obligation is assessed as having a high value);

(i) increasing life expectancy (which will make pensions payable for longer and, therefore, more
expensive to provide);

(iii)  investment returns below expectation;

(iv)  actual and expected price inflation (many benefits are linked to price inflation and, ignoring any
compensating change in the value of assets and future expected investment returns, an increase in
inflation will result in higher benefits being paid);

(v)  funding volatility as a result of the mismatch between the assets held and the assets by reference to
which the scheme liabilities are calculated; and

(vi)  other events occurring which make past service benefits more expensive than anticipated in the
actuarial assumptions by reference to which past pension contributions were assessed, including
unanticipated changes to legislation or tax laws.

Employer obligations to their pension schemes (including any statutory debt) generally rank as unsecured
and non-preferential obligations of the employer, with some limited exceptions.

In previous Determinations, some allowance was made for anticipated future pensions contributions and a
proportion of existing pension scheme deficits are recoverable through the price limits established by Ofwat.
See Chapter 5 “Description of the SWS Financing Group” under “Pensions” for details on the approach taken
by Ofwat for AMP7.

Furthermore, a schedule of deficit annual contributions was agreed with the trustees (please see further
Chapter 4 “Financing Structure — Management and Employees of SWS — Pensions™). If such deficits were
not so recoverable in future, SWS’s business, results of operations, profitability or financial condition could
be adversely affected.

Any requirement to contribute additional funds into the SWPS to cover any additional deficits could have a
material adverse effect on SWS’s overall financial position.
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5.7  Corporate Structure (See Chapter 4 “Financing Structure™)

The Issuer is a special purpose financing entity with no business operations other than raising external funding
for SWS through the issuance of the Bonds, borrowing under the Liquidity Facilities and Authorised Credit
Facilities and entering into various Hedging Agreements. Other than the proceeds of the issuance of additional
Bonds, the Issuer’s principal source of funds will be pursuant to the Issuer/SWS Loan Agreements and funds
available to it pursuant to the Liquidity Facilities and other Authorised Credit Facilities.

Therefore, the Issuer is subject to all the risks relating to revenues and expenses to which SWS is subject.
Such risks could limit funds available to SWS to enable it to satisfy in full and on a timely basis its obligations
under the Issuer/SWS Loan Agreements and/or its guarantee under the Security Agreement (see “SWS
Revenue and Cost Considerations” above).

The DSR Liquidity Facilities and any amounts credited to the Debt Service Reserve Account are intended to
cover certain shortfalls in the ability of the Issuer to service payments in relation to the Class A Debt and
Class B Debt on any Interest Payment Date (excluding the repayment of principal under the Bonds and the
payment of any Subordinated Coupon Amounts under the Class B Bonds). However, on any such Interest
Payment Date, there are no assurances that any such shortfalls will be met in whole or in part by amounts
standing to the credit of the Debt Service Reserve Account or by the DSR Liquidity Facilities.

The O&M Reserve Facilities and any amounts credited to the O&M Reserve Accounts are intended to cover
certain shortfalls in the ability of SWS to meet its operating and capital maintenance expenditure
requirements. There are no assurances, however, that any such shortfalls will be met in whole or in part by
amounts standing to the credit of the O&M Reserve Accounts or by the O&M Liquidity Facilities.

6 Risks Relating to SWS — Cyber Security

6.1  Loss of Data or Interruption of Key Business Systems

Cyber risk is a high priority for the business; over the last year the volume and complexity of cyber security
threats targeting companies in the utility sector have continued to increase and are constantly evolving with
key utilities increasingly a target. The publicly acknowledged nation state involvement in the targeting of the
utility sector is a key driver in this risk.

Loss of, or misuse of, data could result in breaches of legislation, including, but not limited to, data protection
legislation which could have an adverse impact on SWS’s operational assets, performance and customer
service metrics. In addition to impacts to operational assets, this could also potentially lead to significant
penalties and/or reputational damage.

Please see Chapter 5 “Description of the SWS Financing Group” under “Information Technology” and
Chapter 6 “Regulation of the Water and Wastewater Industry in England and Wales” under “Water Supply”
for further information.

7  Risks Relating to all Bond Issuances

7.1 Bondholders’ Rights are Subject to the STID (See Chapter 7 “Summary of the Financing
Agreements” under “Security Trust and Intercreditor Deed”)

The Bonds are subject to the provisions of the STID. The STID contains provisions enabling the Security
Trustee to implement various modifications, consents and waivers in relation to the Finance Documents and
the Bonds, subject to Entrenched Rights and Reserved Matters. See Chapter 7 “Summary of the Financing
Agreements — Security Trust and Intercreditor Deed — Entrenched Rights and Reserved Matters”. The
Security Trustee is authorised to act on the instructions of the Class A DIG, or following repayment of the
Class A Debt and/or the Class B DIG. Prior to a Default Situation, a Bondholder will not be entitled to vote
other than in respect of Entrenched Rights and Reserved Matters.

Prior to a Default Situation, the Bond Trustee may vote on behalf of the Unwrapped Bondholders and (if an
FG Event of Default has occurred and is continuing in relation to the relevant Financial Guarantor) the
Wrapped Bondholders as part of the Instructing Group. However, the Bond Trustee will not be obliged to
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vote and will not be entitled to convene a meeting of Bondholders to seek directions in respect of such vote.
Accordingly, subject to Entrenched Rights and Reserved Matters of the Bondholders, prior to a Default
Situation, the Outstanding Principal Amount of the Wrapped Bonds in issue (during the continuance of an
FG Event of Default in relation to the relevant Financial Guarantor) and the Unwrapped Bonds will not be
voted as part of the Class A DIG or Class B DIG, as the case may be, in circumstances where the Bond Trustee
is unable or unwilling to exercise its discretion.

During a Default Situation, the Bond Trustee shall be entitled to vote and will be entitled to seek directions
from the relevant Bondholders in respect of such vote. However, the Bond Trustee may be prevented from
voting if a valid Emergency Instruction Notice is delivered to the Security Trustee. The Security Trustee will
be required to act upon the instructions contained in the Emergency Instruction Notice (see further Chapter
7 “Summary of the Financing Agreements — Emergency Instruction Procedure”). In respect of a vote relating
to Entrenched Rights and Reserved Matters, the Bond Trustee will be required to seek directions from the
Bondholders of each affected Series of Bonds in respect of such vote.

Accordingly, subject to the Entrenched Rights and Reserved Matters of the Bondholders, decisions relating
to and binding upon the Bonds may be made by persons with no interest in the Bonds and the Bondholders
may be adversely affected as a result. See Chapter 7 “Summary of the Financing Agreements — Security Trust
and Intercreditor Deed”.

Under the terms of the STID and the CTA, any further issues of debt securities by the Issuer must be made
subject to the intercreditor arrangements contained in the CTA and the STID (to which the Bonds are also
subject). No alteration of the rights of priority of the holders of Class A Bonds or, as the case may be, Class
B Bonds may be made without the consent of the relevant Bondholders.

These Entrenched Rights and Reserved Matters may materially and adversely affect the exercise and proceeds
of any enforcement of the Security which may, in turn, reduce any recovery amounts in respect of the Bonds.

Subject to such Entrenched Rights and Reserved Matters, the Majority Creditors or, where appropriate,
Super-Majority Creditors may make a modification to, or grant any consent or waiver in respect of, the
Finance Documents without the need to seek a confirmation from the Rating Agencies as to the then current
ratings of the Bonds.

7.2  Limited Liquidity of the Bonds; Absence of Secondary Market for the Bonds (See Chapter
8 “Terms and Conditions of the Bonds” under Condition 2 (Exchanges of Bearer Bonds for
Registered Bonds and Transfers of Registered Bonds))

There can be no assurance that a secondary market will develop, or, if a secondary market does develop for
any of the Bonds issued after the date of the Prospectus, that it will provide any holder of Bonds with liquidity
or that any such liquidity will continue for the life of the Bonds. Consequently, any purchaser of the Bonds
must be prepared to hold such Bonds for an indefinite period of time or until final redemption or maturity of
the Bonds.

The liquidity and market value at any time of the Bonds is affected by, among other things, the market view
of the credit risk of such Bonds and will generally fluctuate with general interest rate fluctuations, general
economic conditions, the condition of certain financial markets, international political events, the
performance and financial condition of SWS, developments and trends in the water industry generally and
events in the appointed area of SWS.

7.3 Ratings (See Chapter 8 “Terms and Conditions of the Bonds” under “The Bonds” and Part B of
the Final Terms)

The ratings assigned by the Rating Agencies to the Class A Unwrapped Bonds reflect only the views of the

Rating Agencies and, in assigning the ratings, the Rating Agencies take into consideration the credit quality

of SWS and structural features and other aspects of the transaction.

A rating is not a recommendation to buy, sell or hold securities and will depend, among other things, on
certain underlying characteristics of the business and financial condition of SWS.
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There is no assurance that any such ratings will continue for any period of time or that they will not be
reviewed, revised, suspended or withdrawn entirely by the Rating Agencies (or any of them) as a result of
changes in, or unavailability of, information or if, in the Rating Agencies’ judgement, circumstances so
warrant. If any rating assigned to the Bonds is lowered or withdrawn, the market value of the Bonds may be
reduced. Future events, including events affecting SWS and/or circumstances relating to the water industry
generally, could have an adverse impact on the ratings of the Bonds.

See Chapter 7 “Summary of the Financing Agreements” under “Common Terms Agreement — Trigger Events,
paragraph (ii) (Credit Rating Downgrade)” and Chapter 7 “Summary of the Financing Agreements” under
“Common Terms Agreement — Trigger Event Consequences” for a description of the possible consequences
of rating action taken by the Ratings Agencies, including in response to SWS’s failure to deliver its
commitments under the Final Determination or for any other reason.

7.4  Rights Available to Bondholders (See Chapter 7 “Summary of the Financing Agreements”)

The Bond Trust Deed contains provisions detailing the Bond Trustee’s obligations to consider the interests
of the Bondholders as regards all powers, trusts, authorities, duties and discretions of the Bond Trustee
(except where expressly provided otherwise). Where, in the sole opinion of the Bond Trustee, there is a
conflict of interest between the holders of two or more Sub-Classes of Bonds of such Class, the Bond Trustee
shall consider the interests of the holders of the Sub-Class of the Class A Bonds or, if there are no Class A
Bonds outstanding, the Class B Bonds outstanding with the shortest dated maturity and will not have regard
to the consequences of such exercise for any other Bondholders or any other person. The STID provides that
the Security Trustee (except in relation to certain Reserved Matters and Entrenched Rights as set out in the
STID) will act on instructions of the relevant DIG Representative(s). When so doing, the Security Trustee is
not required to have regard to the interests of any Finance Party (including the Bond Trustee as trustee for
the Bondholders) in relation to the exercise of such rights and, consequently, has no liability to the
Bondholders as a consequence of so acting.

7.5  Withholding Tax under the Bonds (See Chapter 8 “Terms and Conditions of the Bonds” under
Condition 8(c) (Redemption for Index Event, Taxation or Other Reasons))

In the event that withholding taxes are imposed by or in any jurisdiction in respect of payments due under
the Bonds, the Issuer is not obliged to gross up or otherwise compensate Bondholders for the fact that the
Bondholders will receive, as a result of the imposition of such withholding taxes, cash amounts which are
less than those which would otherwise have been received had no such withholding or deduction been
required. The Issuer will, in such event, have the option (but not the obligation) of:

(i) redeeming all outstanding Bonds in full; or

(i) arranging for the substitution of another company in an alternative jurisdiction (subject to certain
conditions).

7.6 Treatment of the Bonds for Capital Adequacy Purposes

Changes to the risk weighted asset framework (or other regulations) may affect the treatment of the Bonds
for capital adequacy purposes and, therefore, affect the liquidity and/or value of the Bonds.

The Basel Committee on Banking Standards (the “Basel Committee”) has approved significant changes to
the Basel Il regulatory capital and liquidity framework (such changes being commonly referred to as “Basel
111”). In particular, Basel 111 provides for substantial strengthening of existing prudential rules, including new
requirements intended to reinforce capital standards and to establish a leverage ratio “backstop” and certain
minimum liquidity standards (referred to as the “Liquidity Coverage Ratio” and the “Net Stable Funding
Ratio”). It is intended that member countries will implement the new capital standards and the new Liquidity
Coverage Ratio as soon as possible (with provision for phased implementation such that the measure did not
fully apply until January 2019) and the Net Stable Funding Ratio applied from January 2018. Implementation
of Basel Il requires national legislation and, therefore, the final rules and the timetable for their
implementation in each jurisdiction may be subject to some level of national variation. The changes approved
by the Basel Committee may have an impact on incentives to hold the Bonds for investors that are subject to
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requirements that follow the revised framework and, as a result, they may affect the liquidity and/or value of
the Bonds.

In addition, recent amendments to the Capital Requirements Directive and other amendments to EU
legislation could lead to certain investors being subject to additional regulatory obligations. These regulatory
obligations would vary depending on the type of investor and the jurisdiction in which they are regulated.
Investors should be aware that such regulatory obligations may adversely affect their own holding of the
Bonds (if they fall within one of the relevant categories of regulated investors) and may adversely affect the
price for which they can sell the Bonds or their ability to sell the Bonds at all.

In general, investors should consult their own advisers as to the regulatory capital requirements in respect of
the Bonds and as to the consequences to and effect on them of the application of the Capital Requirements
Directive as well as any changes to the Basel Il framework (including the Basel 111 changes described above)
and the relevant implementing measures. No predictions can be made as to the precise effects of such matters
on any investor or otherwise. Each investor should make its own determination as to such treatment, conduct,
appropriate due diligence and/or seek professional advice and, where relevant, consult its regulator.

7.7  Risks Relating to the Guarantors and the Guarantees (See Chapter 5 “Regulation of the Water
and Wastewater Industry in England and Wales” under *“Security”)

The Bonds in issue are, and further Bonds issued under the Programme will be, unconditionally and
irrevocably guaranteed and secured by each member of the SWS Financing Group, pursuant to the Security
Agreement entered into by each Obligor in favour of the Security Trustee over the entire property, assets,
right and undertaking of each Obligor, and in the case of SWS to the extent permitted by the WIA and its
Licence. Each such guarantee constitutes a direct, unconditional and secured obligation of each Obligor. The
Security is held by the Security Trustee on trust for the Secured Creditors under the terms of the Security
Agreement, subject to the terms of the Security Trust and Intercreditor Deed.

Although the Bondholders will have the benefit of the relevant guarantees, it should be noted that, in respect
of the Obligors, that none of them (other than SWS) own any significant assets other than the direct or indirect
interest in the shares of the Issuer. There can thus be no assurance that creditors will be able to recover all
amounts due to them in full.

8 Risks Relating to the Structure of a Particular Issue of Bonds

8.1 Classes of Bonds (See Chapter 8 “Terms and Conditions of the Bonds” under Condition 4
(Security, Priority and Relationship with Secured Creditors))

Under the STID, payments under the Class A Bonds (whatever Sub-Class) rank in priority to payments of
principal and interest due on all Sub-Classes of Class B Bonds. If, on any Interest Payment Date, prior to the
taking of Enforcement Action after the termination of a Standstill Period, there are insufficient funds available
to the Issuer to pay accrued interest or principal on the Class B Bonds, the Issuer’s liability to pay such
accrued interest will be treated as not having fallen due.

There are no Class B Bonds currently outstanding and the Issuer may not issue Class B Bonds pursuant to
the provisions of the Class B Deed Poll (see Chapter 4 “Financing Structure” under “Class B Bonds™).

8.2  Regulation and Reform of LIBOR, EURIBOR or other “benchmarks” Could Adversely
Affect any Bonds Linked to such “benchmarks” (See Chapter 8 “Terms and Conditions of the
Bonds” under Condition 6 (Interest and other Calculations))

LIBOR, EURIBOR and other rates and indices which are deemed to be “benchmarks” are the subject of
recent national, international and other regulatory guidance and proposals for reform. Some of these reforms
are already effective, while others are still to be implemented. These reforms may cause such benchmarks to
perform differently than in the past or to disappear entirely, or may have other consequences which cannot
be predicted. Any such consequence could have a material adverse effect on any Bonds linked to such a
“benchmark”.
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Regulation (EU) 2016/1011 (the “Benchmark Regulation”) came into force on 1 January 2018 (with the
exception of provisions specified in Article 59 (mainly on critical benchmarks) that apply from 30 June 2016).
The Benchmark Regulation could have a material impact on any Bonds linked to LIBOR, EURIBOR or
another “benchmark” rate or index, in particular, if the methodology or other terms of the “benchmark” are
changed in order to comply with the terms of the Benchmark Regulation, and such changes could (among
other things) have the effect of reducing or increasing the rate or level, or affecting the volatility of the
published rate or level, of the benchmark. In addition, the Benchmark Regulation stipulates that each
administrator of a “benchmark” regulated thereunder must be licensed by the competent authority of the
Member State where such administrator is located. There is a risk that administrators of certain “benchmarks”
will fail to obtain a necessary licence, preventing them from continuing to provide such “benchmarks”. Other
administrators may cease to administer certain “benchmarks” because of the additional costs of compliance
with the Benchmark Regulation and other applicable regulations, and the risks associated therewith.

An example of such benchmark reform was the announcement by the UK Financial Conduct Authority on 12
July 2018 that the LIBOR benchmark may cease to be a regulated benchmark under the Benchmark
Regulation (the “FCA Announcement”). The FCA Announcement indicates that steps are being taken to
transition from the LIBOR benchmark to alternative interest rate benchmarks following the FCA’s
announcement on 27 July 2017 that it will no longer compel banks to submit rates for the calculation of the
LIBOR benchmark. The potential elimination of the LIBOR benchmark could require an adjustment to the
terms and conditions, or result in other consequences, in respect of any Bonds linked to LIBOR (see “Floating
Rate Bonds” below). Any such consequences could have a material adverse effect on the value and return on
any such Bonds.

More broadly, any of the international, national or other proposals for reform, or the general increased
regulatory scrutiny of “benchmarks”, could increase the costs and risks of administering or otherwise
participating in the setting of a “benchmark” and complying with any such regulations or requirements. Such
factors may have the effect of discouraging market participants from continuing to administer or contribute
to certain “benchmarks”, trigger changes in the rules or methodologies used in certain “benchmarks” or lead
to the disappearance of certain “benchmarks”.

In the event that a benchmark is not available, the Issuer will appoint an Independent Adviser to determine a
replacement benchmark in accordance with Condition 6(j)(i). The Issuer may, subject to providing notice and
fulfilling certain conditions, make changes to the Conditions of the Bonds necessary to give effect to the
replacement benchmark without requesting the consent of the Bondholders in accordance with Condition

6(j)(iv).

Any of the above changes or any other consequential changes as a result of international, national or other
proposals for reform or other initiatives or investigations could have a material adverse effect on the value of
and return on any Bonds linked to a “benchmark”.

8.3 Floating Rate Bonds (See Chapter 8 “Terms and Conditions of the Bonds” under Condition 6
(Interest and other Calculations))

In the case of Floating Rate Bonds for which the rate of interest is determined by reference to LIBOR,
EURIBOR or another “benchmark” rate or index, the terms and conditions of the Bonds provide that the
applicable “benchmark” rate or index (as the case may be) shall be determined by reference to an identified
screen page. In circumstances where such screen page (or any successor or replacement page) is not available,
due to the applicable “benchmark” rate or index being discontinued, the terms and conditions of the Bonds
provide for the rate of interest to be determined by the Principal Paying Agent by reference to quotations
from certain reference banks. Where such quotations are not available, the rate of interest may revert to the
rate of interest applicable as at the last preceding Interest Period before the applicable “benchmark” rate or
index was discontinued, and, if the applicable “benchmark” rate or index is discontinued permanently, the
same rate of interest will continue to be the rate of interest for each successive Interest Period until the
maturities of the Bonds, so that the Bonds will effectively become fixed rate bonds utilising the last available
applicable “benchmark” rate or index rate.
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Uncertainty as to the continuation of LIBOR, EURIBOR or the applicable “benchmark” rate or index, the
availability of quotes from reference banks, and the rate that would be applicable if the relevant “benchmark”
rate or index is discontinued may adversely affect the value of and return on the Bonds.

8.4 Bonds that Reference SONIA (See Chapter 8 “Terms and Conditions of the Bonds” under
Condition 6 (Interest and other Calculations))

As disclosed in Chapter 8 “Terms and Conditions of the Bonds” under Condition 6 (Interest and other
Calculations), the Issuer may issue Floating Rate Bonds referencing SONIA. Investors should be aware that
the market continues to develop in relation to SONIA as a reference rate in the capital markets and its adoption
as an alternative to Sterling LIBOR. In particular, market participants and relevant working groups are
exploring alternative reference rates based on SONIA, including term SONIA reference rates (which seek to
measure the market’s forward expectation of an average SONIA rate over a designated term).

The market or a significant part thereof may adopt an application of SONIA that differs significantly from
that set out in the Conditions and used in relation to Bonds that reference a SONIA rate issued under this
Programme. The Issuer may in the future also issue Bonds referencing SONIA that differ materially in terms
of interest determination when compared with any previous SONIA referenced Bonds issued by it under the
Programme. The development of Compounded Daily SONIA as interest reference rates for the Eurobond
markets, as well as continued development of SONIA-based rates for such markets and the market
infrastructure for adopting such rates, could result in reduced liquidity or increased volatility or could
otherwise affect the market price of any SONIA-referenced Bonds issued under the Programme from time to
time.

Furthermore, interest on Bonds which reference Compounded Daily SONIA is only capable of being
determined immediately prior to the relevant Interest Payment Date. It may be difficult for investors in Bonds
which reference Compounded Daily SONIA to estimate reliably the amount of interest which will be payable
on such Bonds, and some investors may be unable or unwilling to trade such Bonds without changes to their
IT systems, both of which could adversely impact the liquidity of such Bonds. Further, in contrast to LIBOR-
linked Bonds, if Bonds referencing Compounded Daily SONIA become due and payable as a result of an
event of default, the rate of interest payable for the final Interest Period in respect of such Bonds shall only
be determined immediately prior to the date on which the Bonds become due and payable and shall not be
reset thereafter.

In addition, the manner of adoption or application of SONIA reference rates in the Eurobond markets may
differ materially compared with the application and adoption of SONIA in other markets, such as the
derivatives and loan markets. Investors should carefully consider how any mismatch between the adoption
of SONIA reference rates across these markets may impact any hedging or other financial arrangements
which they may put in place in connection with any acquisition, holding or disposal of Bonds referencing
SONIA.

Since SONIA is a relatively new market index, Bonds linked to SONIA may have no established trading
market when issued, and an established trading market may never develop or may not be very liquid. Market
terms for debt securities indexed to SONIA, such as the spread over the index reflected in interest rate
provisions, may evolve over time, and trading prices of such Bonds may be lower than those of later issued
indexed debt securities as a result. Further, if SONIA does not prove to be widely used in securities like the
Bonds, the trading price of such Bonds linked to SONIA may be lower than those of Bonds linked to indices
that are more widely used. Investors in such Bonds may not be able to sell such Bonds at all or may not be
able to sell such Bonds at prices that will provide them with a yield comparable to similar investments that
have a developed secondary market and may consequently suffer from increased pricing volatility and market
risk. There can also be no guarantee that SONIA will not be discontinued or fundamentally altered in a manner
that is significantly adverse to the interests of investors in Bonds referencing SONIA. If the manner in which
SONIA is calculated is changed, that change may result in a reduction of the amount of interest payable on
such Bonds and the trading prices of such Bonds.
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8.5 Index Linked Bonds and Dual Currency Bonds (See Chapter 8 “Terms and Conditions of the
Bonds” under Conditions 6(e) (Indexed Bonds) and 6(m) (Rounding))

The Issuer may issue Bonds with principal or interest determined by reference to an index or formula, to
changes in the prices of securities or commodities, to movements in currency exchange rates or other factors
(each, a “Relevant Factor™). In addition, the Issuer may issue Bonds with principal or interest payable in
one or more currencies which may be different from the currency in which the Bonds are denominated.
Potential investors should be aware that:

Q) the market price of such Bonds may be volatile;
(i) they may receive no interest;
(iii)  payment of principal or interest may occur at a different time than expected;

(iv)  the amount of principal payable at redemption may be less than the nominal amount of such Bonds or
even zero;

(v)  a Relevant Factor may be subject to significant fluctuations that may not correlate with changes in
interest rates, currencies or other indices;

(vi)  if a Relevant Factor is applied to Bonds in conjunction with a multiplier greater than one or contains
some other leverage factor, the effect of changes in the Relevant Factor on principal or interest payable
likely will be magnified; and

(vii) the timing of changes in a Relevant Factor may affect the actual yield to investors, even if the average
level is consistent with their expectations. In general, the earlier the change in the Relevant Factor, the
greater the effect on yield.

Prospective Bondholders should be aware that any one or more of these factors may have an adverse impact
on the timing and/or amounts paid under the Bond.

8.6  Green Bonds and Social Bonds (See Chapter 9 “Use and Estimated Net Amount of Proceeds™)

Prospective investors who intend to invest in any Green Bonds or Social Bonds (collectively, the
“Sustainable Bonds”) issued under the Programme must determine for themselves the relevance of the
information in the relevant Final Terms (for example, regarding the use of proceeds) for the purpose of any
investment in the Sustainable Bonds together with any other investigation such investors deem necessary. In
particular, no assurance is or can be given to investors that the Green Eligible Categories, the Eligible Green
Portfolio, the Social Eligible Categories or the Eligible Social Portfolio (each as defined in Chapter 9 “Use
and Estimated Net Amount of Proceeds™) will meet or continue to meet on an ongoing basis any or all investor

expectations regarding investment in “green bond”, “green”, “social bond”, “social” or equivalently-labelled
investments.

In connection with the issue of Sustainable Bonds under the Programme, the Issuer and/or SWS may request
consultants and/or institutions with recognised social and environmental expertise to issue an opinion (i)
confirming that the Eligible Green Portfolio (as defined in Chapter 9 “Use and Estimated Net Amount of
Proceeds” below) has been defined in accordance with the broad categorisation of eligibility for green
investments set out by the Green Bond Principles* and the Loan Market Association’s Green Loan Principles;
(ii) confirming that the Eligible Social Portfolio (as defined in Chapter 9 “Use and Estimated Net Amount of
Proceeds” below) has been defined in accordance with the broad categorisation of eligibility for social
investments set out by the Social Bond Principles; and/or (iii) regarding the suitability of the Sustainable
Bonds as an investment in connection with certain environmental and/or social investments (any such opinion,
an “External Review”).

Any External Review and the Southern Water Sustainable Finance Framework are not, nor shall they be
deemed to be, incorporated in and/or form part of this Prospectus. An External Review and/or the Southern

4 Please see International Capital Market Association in its publication titled “Green Bond Principles, Voluntary Process Guidelines for
Issuing Green Bonds” for further information.
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Water Sustainable Finance Framework may not reflect the potential impact of all risks related to the structure,
market, additional risk factors discussed above and other factors that may affect the value of the Green Bonds,
Eligible Green Portfolio, Social Bonds or Eligible Social Portfolio. An External Review and/or the Southern
Water Sustainable Finance Framework would not constitute a recommendation to buy, sell or hold securities
and would only be current as of the date it is released. Prospective investors must determine for themselves
the relevance of the Southern Water Sustainable Finance Framework, any External Review and/or the
information contained therein and/or the provider of any External Review for the purpose of any investment
in the Sustainable Bonds. In particular, no assurance or representation is or can be given to investors that an
External Review and/or the Southern Water Sustainable Finance Framework will reflect any present or future
investor expectations or requirements as regards any investment criteria or guidelines with which such
investor or its investments are required to comply. The Bondholders have no recourse against the provider of
any External Review and/or the Southern Water Sustainable Finance Framework. In addition, although the
Issuer may agree at the time of issue of any Sustainable Bonds to certain reporting and use of proceeds
obligations it would not be an event of default under the Bonds if the Issuer fails to comply with such
obligations. A withdrawal of an External Review and/or the Southern Water Sustainable Finance Framework
may affect the value of such Sustainable Bonds and/or may have consequences for certain investors with
portfolio mandates to invest in green and/or social assets.

Furthermore, it should be noted that no member of the SWS Financing Group, no Dealer nor any other person
makes any representation as to the suitability of the Sustainable Bonds to fulfil environmental and/or social
criteria required by prospective investors. No member of the SWS Financing Group is responsible for any
third party assessment of the Green Eligible Categories or Social Eligible Categories. Nor is any Dealer
responsible for (i) any assessment of the Green Eligible Categories, or (ii) any verification of whether the
Eligible Green Investments fall within the Green Eligible Categories, or (iii) any assessment of the Social
Eligible Categories, or (iv) any verification of whether the Eligible Social Investments fall within the Social
Eligible Categories, or (v) the monitoring of the use of proceeds. Investors should refer to the SWS website
(https://www.southernwater.co.uk/media/3340/5051 sustainablefinancing_framework 2020 v7.pdf), the
Southern Water Sustainable Finance Framework and the relevant External Review for further information.
The External Review provider(s) have been appointed by SWS and the Issuer.

It should be noted that there is currently no clearly defined definition (legal, regulatory or otherwise) of, nor
market consensus as to what constitutes, a “green” or “sustainable” or “social” or an equivalently-labelled
project or as to what precise attributes are required for a particular project to be defined as “green” or
“sustainable” or “social” or such other equivalent label nor can any assurance be given that such a clear
definition or consensus will develop over time. Accordingly, no assurance is or can be given to investors that
any projects or uses the subject of, or related to, any Eligible Green Investment or any Eligible Social
Portfolio will meet any or all investor expectations regarding such “green”, “sustainable” or “social” or other
equivalently-labelled performance objectives or that any adverse environmental, social and/or other impacts
will not occur during the implementation of any projects or uses the subject of, or related to, any Eligible

Green Investment or any Eligible Social Investment.

A38919631
50


https://www.southernwater.co.uk/media/3340/5051_sustainablefinancing_framework_2020_v7.pdf

CHAPTER 4
FINANCING STRUCTURE

History and Background

Greensands Holdings Limited is the ultimate parent company of the SWS Financing Group, and there are no
minority shareholdings within this group of companies.

On 15 October 2007, SWC was acquired by Greensands Investments Limited.

Greensands Investments Limited is indirectly owned by a consortium of investors including:

. IIF Int’l SW UK Investment Limited (an independent infrastructure investments company advised by
J.P. Morgan Investment Management Inc.), having a 31.24 per cent. equity stake in the Greensands
Companies;

. UBS Asset Management, a large-scale global asset manager, offering investment capabilities across

all major traditional and alternative asset classes and managed by Phildrew Nominees Limited, having
a 21.92 per cent. equity stake in the Greensands Companies);

. Hermes Infrastructure funds (part of Hermes Investment Management) is a specialist infrastructure
manager operating a diversified, well-established, UK-focused shared investment platform. Hermes
Infrastructure is one of the UK’s largest direct investors and has a 21.0 per cent. equity stake;

. Whitehelm Capital Shareholding managed by Whitehelm Capital on behalf of Motor Trades
Association of Australia and Prime superannuation funds with a combined shareholding of 7.75 per
cent. (but individual shareholdings of less than 5 per cent.);

. Simcoe Yeoman Water Limited advised by Caledon, having a 6.63 per cent. equity stake; and
. Other minor shareholdings held by infrastructure investment companies, having a 9.5 per cent. equity
stake.

The remainder of the shares in Greensands Holdings Limited is held by investors, none of which has an
individual equity stake of greater than 5 per cent.

SWC, a wholly-owned subsidiary within the Greensands Holdings Limited group of companies, holds 100
per cent. of the issued ordinary share capital of SWI. SWC also owns the Class Al Preference Shares and
Class B Preference Shares.

Immediately before the first issue of Bonds on the Initial Issue Date, SWI implemented a corporate
reorganisation to facilitate the creation of the SWS Financing Group within the Group. This involved the
Issuer transferring its shares in its then immediate subsidiary, SWSG, to SWI; SWI transferring its shares in
the Issuer to SWS; and SWS assuming certain existing intra-group indebtedness that SWSG incurred to the
Issuer in connection with the First Aqua Acquisition.

The SWS Financing Group consists of SWSGH, SWSH, SWS, the Issuer and the Pension Companies (SWPT
acts as trustee of the SWS Pension Schemes in which SWS participates. SWEPST no longer serves a
function). The sole purpose for the creation of the SWS Financing Group was to facilitate the refinancing and
future financing of the operating and capital requirements of SWS through the issuance of Bonds, other
instruments of financial indebtedness and credit facilities, from time to time, incurred by the Issuer and SWS.
The Issuer may on-lend the proceeds of Financial Indebtedness incurred by it to SWS pursuant to the
Issuer/SWS Loan Agreements.

The Initial Issue Date

On the Initial Issue Date, the Issuer issued the following Sub-Classes of Bonds:

Q) £350,000,000 Series 1 Sub-Class A1 Wrapped 6.192 per cent. Bonds due March 2029;
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(i) £150,000,000 Series 1 Sub-Class A2a Wrapped Index-Linked Bonds due March 2034;

(iii)  £35,000,000 Series 1 Sub-Class A2b Wrapped Limited Index Bonds due March 2034;

(iv)  U.S.$483,000,000 Series 1 Sub-Class A3 Wrapped Floating Rate Bonds due March 2007;

(v)  £350,000,000 Series 1 Sub-Class A4 Unwrapped 6.640 per cent. Bonds due March 2026;

(vi)  £150,000,000 Series 1 Sub-Class A5 Unwrapped Index-Linked Bonds due March 2023;

(vii) £120,000,000 Series 1 Sub-Class A6 Unwrapped Step-Up Floating Rate Bonds due March 2013; and
(viii) £250,000,000 Series 1 Sub-Class B1 Unwrapped Step-Up Fixed/Floating Rate Bonds due March 2038
(together, the “Series 1 Bonds”).

The Issuer applied the proceeds of the Series 1 Bonds, the Mezzanine Facilities and the Initial Term Facility
to settle certain termination payments under existing hedging contracts terminated on or prior to the Initial
Issue Date and to make advances to SWS under the Initial Issuer/SWS Loan Agreement to enable SWS to
repay on the Initial Issue Date all existing intercompany indebtedness owed by it to the Issuer. The Issuer
applied the repayment proceeds of the existing intercompany indebtedness owed to it by SWS among other
things: (i) to repay its then existing indebtedness to SWI, (ii) to pay all amounts outstanding under the term
facility of the Bridge Facility Agreement and (iii) to meet certain transaction fees and expenses.

SWS applied the proceeds of its issue of SWS Preference Shares on the Initial Issue Date (together with any
moneys received under the Initial Issuer/SWS Loan Agreement and not required to be applied in repayment
of existing indebtedness to the Issuer): (i) to discharge the obligations of SWS under the Bridge Facility
Agreement; (ii) to fund the Capex Reserve Account and its O&M Reserve Account; (iii) to make an initial
payment to the Debt Service Payment Account; (iv) to pay certain transaction fees and expenses; and (v) for
general corporate purposes.

The advances made by the Issuer to SWS under the Initial Issuer/SWS Loan Agreement on the Initial Issue
Date reflect the corresponding amount and terms of borrowing by the Issuer of each Sub-Class of Series 1
Bonds and each borrowing under the Mezzanine Facility Agreements and the Initial Term Facility on the
Initial Issue Date and, to the extent that such borrowing was hedged under a Hedging Agreement, the terms
of such Hedging Agreement.

The U.S.$483,000,000 Series 1 Sub-Class A3 Wrapped Floating Rate Bonds due March 2007 and the
£120,000,000 Series 1 Sub-Class A6 Unwrapped Step-Up Floating Rate Bonds due March 2013 were
redeemed on 30 June 2005 (the “2005 Series 1 Redeemed Bonds”).

The £250,000,000 Series 1 Sub-Class B1 Unwrapped Step-Up Fixed/Floating Rate Bonds due March 2038
were redeemed in full on 31 March 2014 (the “2014 Series 1 Redeemed Bonds”). SWS prepaid the advances
made by the Issuer to SWS under the Initial Issuer/SWS Loan Agreement corresponding to the 2014 Series
1 Redeemed Bonds.

The Second Issue Date

On the Second Issue Date, Artesian advanced the Second Artesian Term Facility to the Issuer.

The advance made by the Issuer to SWS under the Second Issuer/SWS Loan Agreement reflects the
corresponding amount and terms of borrowing by the Issuer under the Second Artesian Term Facility, the
repayment date being 30 September 2032.

The Third Issue Date
On the Third Issue Date, the Issuer issued the following Sub-Classes of Bonds:
(i) £350,000,000 Series 2 Sub-Class A7 Wrapped 5.00 per cent. Bonds due March 2021; and

(i) £150,000,000 Series 2 Sub-Class A8 Wrapped 5.00 per cent. Bonds due March 2041,
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(together, the “Series 2 Bonds”).

The advances made by the Issuer to SWS under the Third Issuer/SWS Loan Agreement reflect the
corresponding amount and terms of borrowing by the Issuer of each Sub-Class of the Series 2 Bonds. SWS
applied the advances made by the Issuer under the Third Issuer/SWS Loan Agreement to, among other things,
prepay the advances made by the Issuer to SWS under the Initial Issuer/SWS Loan Agreement corresponding
to the 2005 Series 1 Redeemed Bonds.

The Fourth Issue Date

On the Fourth Issue Date, the Issuer issued the £200,000,000 Series 3 Sub-Class A9 4.50 per cent. Wrapped
Bonds due 2052 (the “Series 3 Bonds”).

The advances made by the Issuer to SWS under the Fourth Issuer/SWS Loan Agreement reflect the
corresponding amount and terms of borrowing by the Issuer of the Series 3 Bonds. SWS applied the advances
made by the Issuer under the Fourth Issuer/SWS Loan Agreement to general corporate purposes.

The Fifth Issue Date

On the Fifth Issue Date, the Issuer issued the £300,000,000 Series 4 Sub-Class A10 Wrapped 5.125 per cent.
Bonds due September 2056 (the “Series 4 Bonds”).

The Advances made by the Issuer to SWS under the Fifth Issuer/SWS Loan Agreement reflect the
corresponding amount and terms of borrowing by the Issuer of the Series 4 Bonds. SWS applied the advances
made by the Issuer under the Fifth Issuer/SWS Loan Agreement to general corporate purposes.

The Sixth Issue Date

On the Sixth Issue Date, the Issuer issued the £300,000,000 Series 5 Sub-Class A11 Unwrapped 6.125 per
cent. Bonds due March 2019 (the “Series 5 Bonds™).

The Advances made by the Issuer to SWS under the Sixth Issuer/SWS Loan Agreement reflect the
corresponding amount and terms of borrowing by the Issuer of the Series 5 Bonds. SWS applied the advances
made by the Issuer under the Sixth Issuer/SWS Loan Agreement to general corporate purposes.

The Series 5 Bonds were redeemed in full on 31 March 2019 (the “Series 5 Redeemed Bonds”). SWS
prepaid the advances made by the Issuer to SWS under the Sixth Issuer/SWS Loan Agreement corresponding
to the Series 5 Redeemed Bonds.
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FIGURE 1 - OWNERSHIP STRUCTURE
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Figure 1 illustrates the simplified ownership structure of the SWS Financing Group and
provides an overview of the ownership structure of the SWS Financing Group as follows:

The Pension Companies and the Issuer are wholly-owned subsidiaries of SWS.

The entire issued ordinary share capital of SWS is held by SWSH, whose entire issued share capital
is held by SWSGH.

SWSGH is a wholly-owned subsidiary of Southern Water Services Group Limited (“SWSG”), which
is a wholly-owned subsidiary of SWI.

SWI is a wholly-owned subsidiary of SWC.

The Greensands consortium investors, who together own the entire issued share capital of Greensands
Holdings Limited, are described above.

Each of SWSGH and SWSH is a special purpose vehicle incorporated to be the holding company of
SWS and the Issuer and (in the case of SWSGH) SWSH, to enter into the Finance Documents and in
particular to grant security over the shares of its respective subsidiary pursuant to the Security
Agreement.
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FIGURE 2 - PROGRAMME STRUCTURE
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Figure 2 provides an overview of the Programme, as follows:

. The Issuer may, under the Programme, issue Class A Unwrapped Bonds and Class B Unwrapped Bonds.
On the Initial Issue Date, the Issuer issued the Series 1 Bonds, on the Third Issue Date the Issuer issued
the Series 2 Bonds, on the Fourth Issue Date the Issuer issued the Series 3 Bonds, on the Fifth Issue Date
the Issuer issued the Series 4 Bonds and on the Sixth Issue Date the Issuer issued the Series 5 Bonds.

. The Issuer and/or SWS may also borrow money from Authorised Credit Providers under Authorised
Credit Facilities for funding the working capital and capital expenditure requirements of SWS, to service
and repay the SWS Financing Group’s indebtedness and for the SWS Financing Group’s general
corporate purposes.

. On the Initial Issue Date, the Issuer (in its capacity as the Issuer) borrowed the Initial Term
Facility.
. In July 2004, Artesian advanced the Second Artesian Term Facility to the Issuer (in its capacity

as the Issuer).

. On 26 November 2014, SWS entered into a £350,000,000 Revolving Facility Agreement with
Abbey National Treasury Plc (t/a Santander Global Banking and Markets), Barclays Bank Plc,
BNP Paribas, London Branch, Commonwealth Bank of Australia, HSBC Bank plc, J.P. Morgan
Limited and The Royal Bank of Scotland plc (the “Previous RCF”). The Previous RCF
Agreement had a term of 60 months and was accordingly amended and restated by a
£330,000,000 Revolving Facility Agreement on 18 March 2019 (the “Existing RCF
Agreement”) which, amongst other things, extended the term for another 60 months.

. On 16 July 2015, SWS entered into a £100,000,000 finance agreement with the European
Investment Bank as part of its regulatory investment programme for AMPG6.

. On 25 October 2017, the Issuer entered into a term facility agreement with National Australia
Bank Limited (the “NAB Facility Agreement”). This facility was repaid in full on 3 December
2018.

. On 11 December 2019, SWS entered into the 2019 Bridge Facility Agreement with Banco
Santander S.A., London Branch and National Westminster Bank Plc to which Lloyds Bank plc
acceded on 8 January 2020.

See Chapter 7 “Summary of the Financing Agreements” under “Additional Resources Available”.

. The Issuer may additionally borrow money from O&M Reserve Facility Providers under O&M Reserve
Facility Agreements for funding the operating and maintenance expenditure of SWS.

. The Issuer, on the Initial Issue Date, borrowed the Senior Mezzanine Facility from the Initial Mezzanine
Facility Providers. The Senior Mezzanine Facility has been fully repaid.

. The Class Al Preference Shares and the Class B Preference Shares are owned by SWC.
. Finance Lessors may provide financing of equipment to SWS.
. The terms under which the Issuer and/or SWS may incur financial indebtedness, including issuing Bonds

under the Programme, are set out in the CTA.

. The Issuer is required to on-lend to SWS the proceeds of each Series of Bonds and each advance to the
Issuer under each Authorised Credit Facility (other than any DSR Liquidity Facility — see below),
pursuant to Issuer/SWS Loan Agreements. All indebtedness owing by SWS to the Issuer under each
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Issuer/SWS Loan Agreement will reflect the corresponding amount and terms of borrowing by the Issuer
under the relevant Sub-Class of Bonds or the relevant Authorised Credit Facility. Repayment by SWS
of this indebtedness to the Issuer is capable of producing funds to service any payments due and payable
on the Bonds and any relevant Authorised Credit Facilities.

. The Issuer (or SWS in respect of Interest Rate hedging) is required to hedge its interest rate and currency
exposure under the Bonds by entering into interest and currency swap agreements and other hedging
arrangements with Hedge Counterparties in accordance with an agreed hedging policy included in the
CTA. Where the Issuer is the hedge counterparty under the relevant hedging agreement, the economic
effect of the hedging will be passed on to SWS through the relevant Issuer/SWS Loan Agreement.

. The Issuer’s obligations to repay principal and pay interest on the Bonds and under each Authorised
Credit Facility to which it is party as borrower are intended to be met primarily from the payments of
principal and interest received from SWS under the Issuer/SWS Loan Agreements. The Initial
Issuer/SWS Loan Agreement, the Second Issuer/SWS Loan Agreement, the Third Issuer/SWS Loan
Agreement, the Fourth Issuer/SWS Loan Agreement, the Fifth Issuer/SWS Loan Agreement and the
Sixth Issuer/SWS Loan Agreement provide, and each other Issuer/SWS Loan Agreement will provide,
for payments to become due from SWS to the Issuer on dates and in amounts that match the obligations
of the Issuer to its various financiers under its financial arrangements plus a small profit margin.

. The Issuer may draw under any DSR Liquidity Facility provided to meet any shortfall in the amounts
available to it to meet interest payments on the Class A Bonds and the Class B Bonds and certain other
payments ranking in priority to or pari passu with the Class A Bonds and Class B Bonds of such Series
(excluding any principal repayments on Class A Bonds and any principal repayments and Subordinated
Coupon Amounts on Class B Bonds).

. The respective obligations of SWS and the Issuer to its Secured Creditors are guaranteed by each other
in favour of the Security Trustee. SWSH and SWSGH in turn guarantee in favour of the Security Trustee
the respective obligations of SWS and the Issuer and the obligations of each other.

. The obligations of each of SWS, the Issuer, SWSH and SWSGH are secured in favour of the Security
Trustee under the terms of the Security Agreement.

. The guarantees and security granted by the Obligors are held by the Security Trustee for itself and on
behalf of the Secured Creditors under the terms of the STID, which regulates the rights and claims of
the Secured Creditors against the Obligors and the duties and discretions of the Security Trustee.

Class B Bonds

On 23 January 2019, the Issuer launched a tender offer and consent solicitation process to invite: (i) the holders
of the then outstanding Sub-Class B2 £250,000,000 4.5 per cent. Class B Fixed/Floating Rating Bonds due 31
March 2038 to tender any and all of their Bonds for purchase by the Issuer for cash (the “Tender Offer”); and
(ii) such holders to approve certain modifications to the applicable terms and conditions of the Bonds to provide
for the Issuer to mandatorily purchase all of such Class B Bonds that are not accepted for purchaser to the tender
offer (the “Purchase Proposal”). The purpose of the Tender Offer and the Purchase Proposal was to utilise
available liquidity to reduce the Issuer’s net gearing level and improve its financial resilience. Upon conclusion
of the tender offer and consent solicitation process in February 2019, all of the then outstanding Class B Bonds
were purchased and cancelled and as at the date of this Prospectus, there are no outstanding Class B Bonds in
issue. In addition, on 19 November 2018, the Issuer entered into a deed poll (the “Class B Deed Poll”) to
undertake to the Security Trustee (for the benefit of all of the Secured Creditors) that the Issuer will not issue
any new Class B Bonds.
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Substitution of the Issuer

There has been ongoing press coverage on UK water companies using financial subsidiaries incorporated in the
Cayman Islands, which has led to the misconception that the use of Cayman Islands-incorporated financing
subsidiaries is for tax avoidance schemes®. Although the Cayman Islands-incorporated Issuer is in fact managed
and controlled in the UK and is solely UK tax resident, SWS is keen to respond to public concern and to continue
improving the transparency of its business to sustain the trust and confidence of its customers. On 13 April
2018, SWS announced its intention to working towards closing the Cayman Islands-incorporated Issuer from
its corporate structure in due course. A STID Proposal will be required to seek consent from the Secured
Creditors to achieve this objective, with the aim of removing the Issuer from the SWS Financing Group and
replacing it with one or more companies incorporated in England. The STID provides that the Security Trustee
shall implement any STID Proposal proposing the substitution in place of the Issuer, or any substituted Issuer,
as the principal debtor under the Finance Documents of any other company incorporated in any other
jurisdiction meeting the criteria for such a single purpose company established from time to time by the Rating
Agencies (see Chapter 7 “Summary of the Financing Agreements” — “Security Trust and Intercreditor Deed” —
“Substitution of the Issuer”). Condition 3(d) “Substitution of the Issuer with the UK Issuer” further provides
that upon the delivery of a Deed of Substitution Notice (as defined below) to the Bond Trustee, the Issuer shall
be immediately, automatically and irrevocably released and relieved of all of its obligations under the
Substituted Bonds, the Bond Trust Deed (in relation to the Substituted Bonds only) and the Receipts relating to
the Substituted Bonds and the Coupons relating to the Substituted Bonds (but without prejudice to any
obligations which may have accrued prior to that time) and it shall be immediately, automatically and
irrevocably succeeded by the UK Issuer.

As further described in Condition 3(d), a Deed of Substitution Notice will be a written notice signed by two
Directors of the Issuer or two Directors of a public limited company incorporated in England and Wales as a
subsidiary of SWS (the “UK Issuer” and, upon delivery to the Bond Trustee of a Deed of Release Notice, the
“Issuer” in respect of the Substituted Bonds) and such notice shall certify to the Bond Trustee that:

(i) aSubstitution Event (as defined below) has occurred,;

(ii) the UK Issuer has obtained all necessary governmental and regulatory approvals and consents necessary
for its assumption of liability in place of the Issuer and its performance of the Issuer’s obligations under
the Bond Trust Deed (in relation to the Substituted Bonds only) and the Receipts relating to the Substituted
Bonds and the Coupons relating to the Substituted Bonds;

(iii) such approvals and consents are at the time of substitution in full force and effect;

(iv) at least two of the Rating Agencies have confirmed in writing that the substitution of the UK Issuer will
not result in a downgrading of the then current credit rating of such Rating Agencies applicable to the
Class A Unwrapped Bonds and the Class B Unwrapped Bonds or the current shadow credit rating of the
Wrapped Bonds; and

(v) the UK Issuer is a single purpose company similar to, and with like constitution as, and having
substantially the same restrictions and prohibitions on its activities and operations as the Issuer and
satisfies the SPV Criteria.

A Substitution Event shall be deemed to occur upon: (x) the substitution of the UK Issuer in place of the Issuer
as the issuer, borrower and/or principal debtor in respect of the Class A Bonds (other than the Substituted

5

See for example “Gove warns water companies over use of offshore tax structures — UK environment secretary threatens legislation if
companies do not behave responsibly”: https://www.ft.com/content/28f18778-f91c-11e7-a492-2c9be7f3120a or
https://www.theguardian.com/business/2012/nov/10/water-companies-tax or https://www.ft.com/content/5413ebf8-24f1-11e7-8691-
d5f7e0cd0al6?mhq5j=e7
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Bonds), PP Finance Documents and/or DSRLF Finance Documents actually occurring pursuant to a
Substitution Proposal and (y) the assignment by the Issuer of the IBLAS to the UK Issuer actually occurring.
Any capitalised term used but not defined in the definition of Substitution Event shall have the meaning given
to that term in the Master Definitions Agreement.

There is no assurance that a Substitution Event will occur, and accordingly there is no assurance that the Issuer
will be substituted in place of the UK Issuer.

As a result of management’s intention to transfer the assets and liabilities of the Issuer to a UK registered
company within the Group, the Issuer’s auditors, when preparing the audited financial statements of the Issuer
in respect of the year ended 31 March 2019, included an emphasis of matter noting that the financial statements
had not been prepared on a going concern basis due to management’s intention to transfer the assets and
liabilities of the Issuer to a UK registered company within the Group. The Auditors further noted that this did
not necessitate adjustments to the assets and liabilities and these were valued under the historical cost
convention, except for the revaluation of financial instruments which were measured at their fair value at the
end of each reporting period. Please see the full extract of the emphasis of matter in Annex 1 of this Prospectus.
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CHAPTER 5
DESCRIPTION OF THE SWS FINANCING GROUP

Introduction

SWS took over its functions as a successor to the former Southern Water Authority in respect of water supply
and wastewater services on 1 September 1989 and its principal activity is the provision of water and wastewater
services.

It operates under a licence which has a 25-year notice period (see Chapter 6 “Regulation of the Water and
Wastewater Industry in England and Wales” under “Termination of a Licence”). The main provisions of the
Licence are described in Chapter 6 “Regulation of the Water and Wastewater Industry in England and Wales”
under “Licences”.

A consolidated working copy of the Licence, including all amendments made up to (and including) 16 January
2019, can be viewed on Ofwat’s website (https://www.ofwat.gov.uk/wp-content/uploads/2019/01/Southern-
Water-Consolidated-Appointment-amended-Jan-2019.pdf). Additionally, there have been two further licence
modifications made since January 2019 and copies of these modifications can also be viewed on Ofwat’s
website (https://www.ofwat.gov.uk/regulated-companies/ofwat-industry-overview/licences/licence-
amendments/).

SWS is the eighth largest water and wastewater services company in England and Wales, based on a turnover
comparison between water companies’ publicly available accounts.

For the year ended 31 March 2019, SWS’s operating profit before its regulatory settlement was £256.4 million,
on turnover of £876.3 million. As at 31 March 2019, the average number of persons employed by SWS was
2,327. SWS’s RCV was £5,034.6 million as at 31 March 2019.% The interim accounts to 30 September 2019
show an operating profit of £120.5 million on turnover of £439.9 million.

SWS was incorporated under the Companies Act 1985 and registered in England and Wales on 1 April 1989
with limited liability under number 02366670. The registered office of SWS is Southern House, Yeoman Road,
Worthing, West Sussex BN13 3NX. SWS is a wholly-owned direct subsidiary of SWS Holdings Limited and
its authorised share capital is £46,050,000 divided into 46,050,000 ordinary shares as at 31 March 2019. As at
31 March 2019, 56,000 ordinary shares have been issued of which all have been fully paid up. The only
subsidiaries of SWS are the Issuer and the Pension Companies.”

6

7

Accurate per pg. 58 of the 2018/2019 Annual Performance Report — arrived at by adding Net Debt and Regulated Equity.
Accurate per pg. 208 of the 2019 Annual Report, published in July 2019.
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SWS operates in an area of approximately 10,550 km? in the counties of Kent, East and West Sussex, Hampshire
and the Isle of Wight, and small parts of Wiltshire, Berkshire and Surrey (the “Region”).

Regulation

SWS is principally regulated under the provisions of the WIA. The Secretary of State for Environment, Food
and Rural Affairs (the “EFR Secretary of State”) and the Water Services Regulation Authority (“WSRA”) are
the principal regulators of SWS. (See Chapter 6 “Regulation of the Water and Wastewater Industry in England
and Wales” for details on the regulation of Regulated Companies (as defined therein) including SWS).

SWS’s area of appointments can be varied in certain circumstances by way of, for example, a so-called “inset”
appointment (see Chapter 6 “Regulation of the Water and Wastewater Industry in England and Wales” under
“Licences — Termination of a Licence”).

The inset appointments in SWS’s original area of appointment are:

()] in respect of Tidworth Army Camp (“Tidworth™), which is on the boundaries of both SWS’s and Wessex
Water Services Limited’s areas of appointment. Operation of Tidworth’s water supply and wastewater
services, previously undertaken by the Ministry of Defence, was put out to tender in 1996 and the tender
was won by Thames Water Utilities Limited. A further inset appointment was then granted for the same
site in June 2009 to Veolia Water Projects.

(1) Albion Water was appointed on 1 May 2009 to be the sewerage undertaker for a site at Knowle Village,
near Fareham, Hampshire.

(1)  SSE Water was appointed on 17 August 2010 to be the statutory sewerage undertaker for a new
development at Graylingwell Park, Chichester.

(IV) SSE Water was appointed on 16 December 2011 to be the statutory sewerage undertaker for a new
development at Abbotswood, Romsey.

(V) InJune 2019, SSE Water transferred its entire water business to Leep Utilities (Holdings) Ltd.

SWS’s Strategy and vision for AMP7 and beyond

Water is essential to every aspect of people’s lives; however, the water supply may face big challenges. The
population of the South East is growing fast, and climate change may bring droughts and more extreme weather.
It may be a future of more people needing water and wastewater services, with less water to go around. The
vital nature of water, and the need to keep it flowing far into the future is what SWS reflected in its AMP7 plan.

To help create the AMP7 plan, SWS has contacted hundreds of thousands of its current customers, businesses,
independent experts, regulators, and many young people who might be customers themselves one day. Their
expectations were clear. SWS should:

(@)  focus on the basics such as customer service, water quality and affordable bills;
(b)  make sure it uses water wisely (and help its customers to do the same);

(c)  protect the environment; and

(d)  make sure SWSis fit for whatever the future might bring.

Alongside what SWS does, stakeholders also care deeply about how SWS does it. The stakeholders want SWS
to deliver great services with good communication, to work together with other organisations and with its
customers, and to use the latest smart technology to keep the water flowing.

A38919631 63



Becoming brilliant at the basics

Improvements to the water network include hundreds of kilometres of new water mains, and refurbished water
treatment works. This will cut supply disruptions, while maintaining the same clean, safe water that the
customers need. SWS is working towards an easy customer experience, with simple and personalised tariffs
and payment plans, hassle-free ways to get in touch, and a dedicated SWS team to quickly resolve customer
questions or complaints. SWS is also overhauling its online services and sharing more regular updates when
there is a planned (or unplanned) interruption to the water supply.

Taking care of water

SWS is taking the lead in looking after the South East’s most precious resource, water. SWS is reducing the
amount of water lost to leakage with large investments to upgrade and replace its water mains, and by using
advanced tech like drones and satellites to spot leaks early. SWS plans to replace 30 smaller reservoirs with
eight new ones and invest in more automation around the network. SWS is working with local authorities and
developers to encourage the building of new homes that use the latest water-efficiency technology. And SWS’s
Target 100 programme will help customers in the region to work together to cut the amount of water used and
SWS aims to significantly reduce the amount of water used on a daily basis by their customers by 2040.

Looking after the environment

Through the Drainage 2030 programme, SWS aims to completely transform its sewer network to make it fit for
the future, with smart technologies that can predict and prevent sewer blockages and burst pipes. SWS will also
promote the use of more soakaways and water butts to divert rainwater from the sewers during heavy rain, and
the creation of more green spaces in towns and cities. Through the Catchment First programme, SWS is working
with stakeholders, farmers and landowners to create a safer, more reliable water supply by considering whole
catchments. SWS is working with farmers to reduce pesticides and nitrates from fertilisers entering streams and
rivers, as it simplifies the water treatment process at SWS’s sites. SWS is also working with local authorities
and developers to promote sustainable drainage systems that safely remove surface water during heavy rain.

Being ready for the future

SWS is starting to work with local authorities to turn its wastewater treatment sites into resource hubs that can
not only treat wastewater to the highest standard, but also generate heat during treatment to warm local facilities
like swimming pools.

Innovation

SWS's innovation capability, Bluewave, was established to create value for our business, customers and
communities by enabling new ideas, technologies and ways of working. Based out of the company’s Brighton
office, the team supports all research, development and innovation across SWS.

Water Supply

Water Supply — Approximate Base Statistics 2018/198

Description Value
POPUIALION SEIVEA ......viiecee ettt beere e e et e aesbentesneeraeneens 2,548,794
PrOPEITIES SEIVEM ...ttt ettt ettt b et et e st e e e bestesaeeb e e e eneennn 1,123,417
0] 11T ol o1 (=T ST SR 1,062,924
BUSINESS/NON-AOMESTIC PrEMISES. .. .ciuiiieiiietiiieie ettt ettt e bbb b ens 60,493
V0id ACCOUNT PIEMISES ....vvitite ittt ettt sttt ettt b e bt e bt et e et et e e b et sbe et e neene e e neas 32,694

8

Accurate per the 2019 Annual Report published in July 2019.
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Description Value

Length OF MAINS .....oeiiiiee ettt sbe bt ene s m
Number of Water SUPPIY WOTKS .......couiiiiecieice sttt neens 84
Number of dams and imPOUNdING FESEIVOIIS ........ccuriiiriiiiie et 3
NUMDEr OF SEIVICE FESEIVOITS ... 205
Average daily supply (Million TItreS).........coviiiiiiiiiic s 558.75 Ml/d
from groundwater 66.7%
from rivers 29.2%
from reservoirs 4.1%

Of the average supply of 558.75 million litres of water per day during the year 1 April 2018 to 31 March 2019,
approximately 62 per cent. was supplied for domestic use and approximately 38 per cent. was supplied for non-
domestic and industrial use.

In addition, SWS supplied approximately 30.4 million litres of water a day in aggregate (representing
approximately 5.4 per cent. of the total water supplied by SWS) to South East Water, Wessex Water and Affinity
Water (formerly Veolia Water South East which was Folkestone and Dover Water Services) under bulk supply
agreements.

As at 31 March 2019, approximately 901,477 households, or approximately 87.5 per cent. of total households
supplied by SWS, had their water measured by meters, compared with 42.5 per cent. of households in 2010 to
2011.

All water supplied is treated at water supply works before distribution. Water is treated at 84 water supply
works and is distributed to approximately 1.1 million premises through a network of approximately 13,929.5km
of water mains. SWS treats water from 93 separate sources in the Region with approximately 67 per cent. of
water supplied coming from groundwater sources (predominantly chalk), approximately 29 per cent. coming
from rivers, and the remaining approximately 4 per cent. being abstracted from reservoirs. Water quality is
monitored by SWS through a programme of regular sampling and analysis. Sampling of water supplies is
carried out in accordance with the Water Supply (Water Quality) Regulations 2016 (as amended) which sets
out the number of samples to be taken depending on the volume of water produced or the population served.
The DWI monitors our compliance using the Compliance Risk Index (“CRI”). In 2018 our CRI score was
11.59, while the national score for England was 3.86. For 2019 Southern Water’s CRI is predicted to have
improved to 6.66. A lower CRI score is indicative of better performance against this metric.

SWS operates a quality assurance system approved to British Standards Institution (“BSI”) standard 1SO 9001.
SWS has approved procedures for the production of water up to the supply point from service reservoirs. These
are used to monitor the daily activities which control water quality. These procedures are audited by the BSI on
a six-monthly basis.

Water quality events are reported to the DWI, as required in The Water Industry (Suppliers’ Information)
Direction. The sum of the DWI’s assessment of these events is recorded annually as the Event Risk Index
(“ERI”). In 2018 Southern’s ERI was 5,499, compared with an average of 783, in 2019 this is predicted to have
improved to 1,438. A lower ERI score is indicative of better performance against this metric.

At four of the six water supply works that are supplied by river sources, there are underground sources or
storage facilities that can be utilised to help provide continuity of supply if the river intake is closed due to a
temporary pollution hazard.
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SWS have agreed with the EA to take less water from its surface water sources on the River Test and River
Itchen in Hampshire in dry years. As a result, it has a large supply-demand deficit to resolve in a Design Drought
Scenario and has proposed a series of interventions to recover this deficit in the SWS WRMP by 2029-30. The
preferred strategy includes a desalination plant at Fawley, a water recycling plant on the Isle of Wight and new
imports of water from South West Water and Portsmouth Water, the latter of which will be facilitated by the
development of a new reservoir at Havant Thicket. An enhanced pipeline grid with be required to move water
from these new sources of water to areas of demand. In addition, the company will look to make best use of
available supplies by prioritising implementation of its ambitious demand management activities in the area
including leakage reduction and Target 100. Catchment management forms another important strand to the
strategy to ensure raw water supplies are protected and enhancements are made to improve the environmental
resilience of the chalk rivers in the region. SWS will be seeking to demonstrate the reliability and environmental
acceptability of the options in the preferred plan as well as a number of strategic alternative schemes including
the option of recycling wastewater via the River Itchen. Southern Water has a best endeavours obligation to
resolve the supply-demand water resources deficit by 2027, and is working collaboratively with the EA, DWI,
Ofwat and other UK water companies through the RAPID group (Regulators’ Alliance for Progressing
Infrastructure Development) to develop the most appropriate interventions to meet the future water supply
deficit throughout the UK. Negative consequences may arise in the event that Southern Water is unable to
satisfy its obligations by 2027 (or such later date as may be agreed with the relevant parties), including that its
operational expenditure in relation to the SWS WRMP may be non-recoverable unless the EA, DWI and Ofwat
agree to accommodate such delays. Any non-recoverable expenditure would be significant.

The EA have raised the possibility of taking enforcement action against SWS regarding abstraction compliance.
They have also raised concerns over SWS’s abstraction metering. SWS has responded to these concerns by
visiting sites to carry out calibration and verification and now has in place an action plan of improvements.
Abstraction compliance has been improving over the last 12 months.

SWS owns, operates and maintains three impounding reservoirs which have a total storage capacity of
approximately 41,330 million litres, the largest, Bewl Water Reservoir (Kent), having a gross storage capacity
of 31,000 million litres.

Between April 2020 and March 2025, SWS will be investing significantly in both treatment works and the
water supply network. Major treatment works upgrades will be completed at three of the largest surface water
treatment works and a nitrate removal plant will also be installed to treat the water from 14 of SWS’s ground
water works. SWS is also planning to replace a considerable amount of its water mains to remove lead pipes
and to reduce leakage. Significant investment will also be carried out at its surface water reservoirs to increase
the emergency drawdown rates in line with revised safety guidelines.

SoSlI

The Security of Supply Index (“SoSI”) is an EA measure of companies’ water supply security. It describes
whether a company is meeting its target headroom (surplus of supply over demand) under particular dry year
conditions. A company meeting its target headroom for all customers will have an index of 100. In 2018/19 the
SOSI was 98 due to high outturn demand in the Hampshire Kingsclere water resources zone (“WRZ”). For
SWS, the index is very likely to be less than 100 in 2019/20 and up to 2029/30. It is at this later point when the
deficit will be completely removed in Hampshire when Havant Thicket reservoir comes on line. Also, the recent
abstraction licence changes in Hampshire creates a supply-demand deficit in the WRZs in south Hampshire.
Whilst additional supplies are built to recover the deficit SWS has a legally binding Section 20 agreement with
the EA which sets out a range of additional monitoring, mitigation and compensation measures and an agreed
process for the use of drought permit and drought orders to balance the risk between the environment and
consumers until 2029/30. SWS has written to the EA asking them to take account of the Section 20 agreement
and their acceptance of the licence changes as mitigation for the impact upon SoSI. The Hardham Wellfield
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scheme in Sussex North WRZ, which was due to be implemented in 2019/20 to deliver a supply benefit to
Hardham WSW, is delayed due to land availability issues as well as sustainability concerns being raised about
the impact of the scheme. The delay leads to an unplanned supply-demand deficit in this zone.

Leakage

Overall, about 18 per cent. of supply is lost through leakage with an estimated 15 per cent. coming from SWS’s
network and the remainder from pipes and fittings owned by households and businesses. The 2018/19 leakage
figure of 101.8 million litres a day increased from the previous year following the unusual Freeze/Thaw event
in March 2018 and the hot, dry summer of the same year.

SWS took action to establish 30 new teams dedicated to finding and fixing leaks with the expectation that the
number of teams will grow, in addition to having updated its working practices with its partners to ensure SWS
are collectively agile to deal with changing circumstances such as the weather. As a result, SWS is fixing more
than before — approximately 36,000 leak incidences during 2018/19 alone — and will continue to work to drive
down leakage. Despite this progress, it is likely that SWS will miss its five-year target (See Chapter 3 “Risk
Factors” under “Performance Commitments and Incentives” for further information).

In line with industry norms, most of SWS’s mains are constructed of iron, ashestos cement and plastics, with
iron being the most common material.

Since 1990 to 1991, the amount of water put into supply by SWS has decreased by approximately 19 per cent.
as a consequence of leakage control, metering and reduced consumption from domestic and commercial
customers.

Water Resources

SWS has developed a water resources strategy (the “SWS WRMP”) for a period of 50 years which has received
Defra approval prior to publication. Further information on this can be found on SWS’s website:
https://www.southernwater.co.uk/whats-in-our-water-resources-plan (which also does not form part of this
Prospectus).

This SWS WRMP sets out in detail how Southern Water proposes to ensure sufficient security of water supplies
to meet the anticipated demands of its customers from 2020 to 2070. It includes details of levels of service,
population and housing estimates, per capita consumption, water efficiency initiatives, leakage and metering.
It also gives details of SWS’s position with regard to the supply/demand balance and the proposed capital
programme to ensure future demands are met, as well as providing key data relating to issues such as climate
change and catchment abstraction management strategies for the future. These forecasts are set against the
backdrop of environmental constraints and future challenges that exist in the south east of England.

SWS’s water supply area borders those of eight other water companies. These are:
. South West Water (formerly Bournemouth Water);

. Wessex Water (including Cholderton and District Water);

. Portsmouth Water;

. Thames Water;

. Sutton and East Surrey Water;

. South East Water (including Mid Kent Water);

. Affinity Water (formerly Veolia Water Southeast); and

A38919631 67


https://www.southernwater.co.uk/whats-in-our-water-resources-plan

) Cholderton and District Water.

There are a number of bulk supply agreements between these companies, which allow large volumes of water
to be moved from one company’s area to another’s. The number of boundaries and the existing and potential
future interconnections with so many water companies raise a number of opportunities for optimising the
strategic use of resources across the region. However, it also adds significantly to the complexity of the planning
process and the selection of a single “company-preferred” solution.

A central part of the water resources network in Kent and the eastern part of Sussex is the River Medway
Scheme, incorporating the Bewl Water Reservoir, originating from a 1968 Private Act of Parliament and a
subsequent agreement between SWS and South East Water. South East Water is entitled to 25 per cent. of the
yield of water under this River Medway Scheme and pays a proportionate contribution to costs.

SWS also published its approved drought plan in 2019 (the “Drought Plan”), which detailed how it will
continue, during a period of drought, to discharge its duties to supply adequate quantities of wholesome water,
with as little recourse as reasonably possible to Drought Permits or Drought Orders (see Chapter 6 “Regulation
of the Water and Wastewater Industry in England and Wales — Management of Water Resources — Drought
Planning”). This followed public consultation in 2018 and approval of the Drought Plan in 2019 by DEFRA.
The Drought Plan will help SWS provide adequate supplies of water during a drought with as minimal impact
as possible on the environment and its customers. The Drought Plan (which does not form part of this
Prospectus) can be viewed on SWS’s website: https://www.southernwater.co.uk/our-drought-plan (which also
does not form part of this Prospectus).

The EA are developing a national framework for water resource planning and it will require the development
of a regional plan. SWS are part of Water Resources South East (WRSE) and are represented on various
committees and have a senior employee seconded.

Fluoride Dosing

SWS does not currently add fluoride to water in any of the areas it supplies. It does however have a statutory
duty to increase the fluoride content of the water it supplies (pursuant to section 87 of the WIA) if it is requested
to do so by a relevant authority. The relevant authority was the NHS South Central Strategic Health Authority
(“SHA"), and its successor is Public Health England. There are currently no requests under consideration. The
costs SWS incurs in constructing, commissioning, and operating dosing arrangements on behalf of the relevant
authority are in turn paid by that authority. The Secretary of State for Health has also provided a deed of
indemnity to SWS, pursuant to section 90 of the WIA, which indemnifies SWS for all claims in respect of death
or personal injury, or loss of or damage to property, arising out of SWS’s discharge of the fluoridation services
it provides.

The EU Drinking Water Directive is currently being revised and is envisaged to come into force in revised
English Water Supply (Water Quality) Regulations is 2023. Changes proposed include a deferred reduction in
the lead standard and new standards for viruses and compounds which are indicators for endocrine disrupting
chemicals and pharmaceuticals. Assessment of the impact of microplastics may also be included. SWS is
currently assessing the impact that these changes may have on its drinking water treatment and supply.

Wastewater Services
Wastewater — Approximate Base Statistics 2018/19°

Description Value

POPUIBLION SEIVEA ...ttt ettt et e e bt ne b e ne e 4,670,452

®  Accurate per the 2019 Annual Report, published in July 2019.
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Description Value

PrOPEITIES SEIVEM ... .ttt et b et b et et e s e e e beebesae et e e e eneennns m
DIOMESLIC ..ttt 1,901,529
BUSINESS/NON-AOMESTIC PrEMISES. .. .ciuiitiiiieiieieie ettt ettt sbe b b ens 91,224
oo I TotoTo 0T L o1 (=] 1] 51 PSS 59,803
Length of sewers (excluding private sewers adopted in October 2011 ...........cccocvverieienennne 22,067
Estimated length of private sewers adopted in 2011 (last estimate) 17,464
Number of wastewater treatMeNt WOIKS..........ccoovireirreinecreeessee s 365
Number of coastal and estuarine outfalls/marine treatment WOrks ...........ccccocveenenennenennnn 1514
Sewage sludge disposal: RCF472
% vol. sludge discharged t0 agriCUITUE .........cc.oiiiiiiiiice e 100%
% vol. sludge discharged to landfill .............coovieiii i 0%
Number of sewage pUMPING SLALIONS ........ceiiiriiiiiiie e 3,321
Volume of wastewater treated daily ..........ccoovreiiiieiiice s 739Mi/d

SWS provides wastewater services to approximately 4.6 million people in Kent, Sussex, Hampshire and the
Isle of Wight (the “Wastewater Region”). SWS collects and treats approximately 739 million litres of
wastewater every day via approximately 39,800 km of sewers. Approximately one half of the population in
SWS’s wastewater area resides in urban areas along an extensive coastline. Accordingly, the majority of SWS’s
sewage discharge is into estuarial or coastal waters. This includes an average volume of 12.2 million litres per
day of trade effluent from approximately 19,450 industrial businesses, who have permission to discharge trade
effluent, subject to specific controls. These figures exclude storm flows and include any infiltration. A number
of factors, including rainfall, may cause flows within SWS’s wastewater network to vary from time to time.

As at 31 March 2019, SWS owned, operated and maintained 365 wastewater treatment works, 1,514 coastal
outfall and estuarine outfalls and approximately 39,800 kilometres of sewers receiving foul and surface water
through a mixture of combined (foul and surface water), separate and partially separate drainage systems. There
are 3,321 wastewater pumping stations, which form an integral part of the wastewater system.

The wastewater system has been constructed principally of clay ware, concrete, brick and iron.

SWS has identified sewers as being either “critical” or “non-critical” based on the methodology developed by
the Water Research Council. At 31 March 2019, there were some 6,763 km of “critical” sewers (sewers located
in places where their malfunction would cause material disruption) (constituting 17 per cent. of the total length
of sewers) in the Wastewater Region.

Ongoing investment in maintaining wastewater treatment works has ensured that SWS meets key performance
and asset health metrics; such as wastewater treatment works compliance (i.e. ensuring effluent discharges are
treated to 100% compliance with environmental permits). Wastewater treatment works performance in 2018/19
was good and SWS met treatment works compliance targets, investing in their treatment works assets to reduce
risks and ensure full permit compliance. Although SWS met treatment works compliance targets, it is aware
that there are specific underlying risk factors that could lead to a lower performance assessment for individual
services and years; with a risk of treatment works compliance being below target levels in 2019 to 2020.

The majority of biosolids (treated sludge) is recycled for use as a fertiliser on agricultural land, treated to ensure
SWS continues to protect the environment. For the last three years, 100 per cent. of biosolids (treated sludge)
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has been recycled for use as fertiliser on agricultural land. The recycling of biosolids in such a manner is
regulated and previous investment in sludge treatment ensures that the strict standards are met. This
environmentally sustainable recycling route currently negates the regular need for other disposal methods.
Alternatives, including incineration and pyrolysis, would be considered if, in the longer term, SWS were to
experience increasing constraints on the use of the agricultural land bank for the recycling of biosolids.

In the 2019 bathing season, the EA tested 83 designated bathing waters in the wastewater area for bacteria,
physicochemical parameters, and the presence or absence of enteroviruses. 58 out of the 83 bathing waters have
now achieved “Excellent” compared with 55 being achieved last year. Some 21 out of the 83 are rated “Good”,
four are “Sufficient” and — for the third year in a row — none are classified as “Poor” 1

Any pollution incident could result in criminal prosecution leading to the imposition of penalties on SWS, civil
liability in damages to third parties and/or requirements to clean up or otherwise deal with the effects of
contamination and/or operational requirements to upgrade plant and equipment.

The sewers posing the highest failure consequence in terms of pollution, flooding, nuisance and cost and
logistics required to resolve reactively are termed Category A sewers as originally defined in the industry
document “Sewer Rehabilitation Manual”.!!* These are also referred to as critical sewers in terms of failure
consequence rather than in terms of flow conveyance. For example, the final sewer into a wastewater treatment
works through which all flow is conveyed may be critical to the function of the drainage system but if this is a
small catchment and a small diameter pipe laid at shallow depth then this is not necessarily a Category A sewer.

To understand the condition of sewers and, therefore, determine the likelihood of failure to allow the risk score
to be calculated, SWS inspects sewers by CCTV survey. The results of these surveys are then used to identify
and prioritise a sewer rehabilitation programme to repair or replace assets where the likelihood of failure and,
therefore, risk is sufficiently high to warrant investment. For SWS’s next investment period 2020 to 2025, it is
reviewing its sewer criticality data and results of previous condition surveys to identify a programme of sewer
inspection and rehabilitation

Ofwat, EA and DWI Investigations
Ofwat

In October 2019 Ofwat imposed a financial penalty of £3m on SWS for contravention of statutory and licence
provisions. The provisions related to the management of wastewater treatment works and the reporting of
performance information to Ofwat. SWS also agreed customer redress measures totalling £123m (in 2017/18
prices). The imposed penalty and customer redress measures (together, the “Regulatory Settlement™) could
have an adverse effect on the financial position of SWS going forward (see Chapter 3 “Risk Factors” under
“Investigations™).

As part of the Ofwat investigation SWS shared the details of the various measures that were carried out, or
measures that were being planned, with the aim of addressing the breaches highlighted.

The undertakings that have been agreed with Ofwat include the remedial actions that SWS had been discussing
and agreeing with Ofwat when the draft Penalty Notice was published. The remedial actions also include
additional activities formulated as a result of the Ofwat public consultation that took place after the publication
of the Draft Penalty Notice. In this respect, the Court has some assurance that the improvement and remedial
measures will be implemented as they are subject to a formal Section 19 WIA undertaking. This undertaking
has in-built compliance monitoring and assurance provisions.

10 Please see https://www.southernwater.co.uk/the-news-room/the-media-centre/2019/november/bathing-water-results-announced-south-east-
enjoys-best-ever-results for more information

1 http://srm.wrcplc.co.uk/home.aspx
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The EA

On 11 March 2020, SWS pleaded guilty to a total of 51 charges relating to non-permitted discharges at 17
different operational sites in Kent, Sussex and Hampshire. The relevant discharges took place from 1 January
2010 to 1 December 2015.

The case arises out of a large-scale investigation by the EA into SWS which arose out of concern over water
quality along the North Kent and South Coast of England. SWS has pleaded guilty to the charges. The case is
likely to be concluded in late 2020 following a sentencing hearing currently due to take place in the autumn of
2020. The financial impact of these proceedings is currently unknown.

In 2016, following visits by the EA, SWS set up a specific project to internally investigate the wastewater sites
concerned. All permitted wastewater treatment works have been subject to a technical review by the project
team. Having carried out this review, SWS is continuing such audits on all relevant wastewater treatment works
on a rolling programme. The programme of site audits and resulting corrective actions has been an area of
significant progress with over 1000 actions being progressed across the business (with over 800 having been
completed, and the remainder subject to longer term plans). In addition, SWS has a specific budget to identify
and correct any permit compliance risks identified by the audits, which includes a specific budget of £26 million
for the corrective actions identified so far.

SWS is also under a separate criminal investigation by the EA regarding the historical performance of certain
wastewater treatment sites and the reporting of relevant compliance information to the EA. SWS is working
proactively to co-operate with this separate investigation, which is still evolving. The financial impact of this
second investigation is also currently unknown. Neither a provisional nor a final enforcement order has been
made in relation to these investigations.

Since 2017 the SWS Board has presided over some key changes to SWS’s senior management team. Southern
Water Services Ltd has a new CEO, Chairman and a new executive leadership team with a radically changed
structure designed to improve compliance and operational excellence, with strengthened governance. The new
structure incorporates a risk and compliance directorate (originally formed as a compliance and asset resilience
directorate, with asset strategy and resilience now forming its own directorate). The risk and compliance
directorate has improved risk management, giving greater oversight to reporting procedures and assuring the
integrity of data.

SWS is undertaking significant cultural change and ethical transformation to address the issues arising from
these Ofwat and EA investigations including:

. strengthened whistle-blowing policies including through the appointment of an independent adjudicator
so any colleague with concerns feels confident they will be listened to;

. enhanced compliance across all wastewater treatment works including compulsory compliance and Code
of Ethics training for all relevant colleagues; and

. refreshed company vision, values and purpose which support and align to a modern compliance
framework.

The DWI

SWS is subject to a DWI investigation arising from 2014-15, in relation to water turbidity for which a decision
is pending from the DWI. SWS is also subject to a DWI investigation in relation to operational issues at a water
supply reservoir and chlorine levels above the WHO limit detected in May 2018, for which a decision is pending
from the DWI.
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SWS was subject to two final enforcement orders. Following the conclusion of its formal consultation process
on 2 January 2020, the DWI confirmed the revocation of the final enforcement order concerning water quality
sampling and information management issues. The DWI also accepted SWS’s updated Information
Management Undertaking which sets out a longer-term improvement programme on asset data, GIS systems
and asset data quality controls. A Final Enforcement Order remains in place in respect of the implementation of
a nitrates reduction scheme at Shoreham. The DW!I have been informed of progress on this and are satisfied
with the situation to date.

Environmental Certification

SWS originally achieved 1SO14001 certification for its environmental management system (“EMS”) in July
2008 and renewed its certification in May 2018. The EMS applies to activities that interact with the environment
and over which the company has control and can be expected to have an influence. The standard is applicable
to any organisation that wishes to:

. implement, maintain and improve an EMS to manage environmental risk;

. assure itself of its conformance with its own stated environmental policy;

. demonstrate conformance with the international ISO14001 standard;

. ensure compliance with environmental laws, regulations and relevant codes of practice;

. seek certification of its environmental management system by an external third-party organisation

The SWS environmental management plan 2019 to 2020 is available to all employees who have responsibility
for assisting in its delivery and in contributing to company environmental performance.

SWS achieved 1SO 9001:2015 recertification in May 2018 for the abstraction, treatment and storage of
wholesome potable water (and industrial water in Hampshire), up to and including reservoirs. Activities within
this scope statement are conducted at a variety of sites in Hampshire, Isle of Wight, Kent and Sussex.

The Company continues to strengthen and embed its internal controls and culture, in support of environmental
management and reporting. Each year the Company publishes an annual assurance plan and a report on its risk,
strengths and weaknesses. Priorities include improvements in the detailed end to end processes of
environmental performance reporting and the maturity of the internal controls. Since April 2020, a new
Environmental Performance section of the website has been available to improve access to certain
environmental performance reports.

Environmental Controls

The UK Government has announced that it is committed to becoming a net zero carbon emission country by
2050 and the English water sector has voluntarily committed to achieve net zero carbon emissions by 2030.
Accordingly, there is a very high probability that environmental legislation standards will increase, which may
result in tighter environmental permitting limits on specific pollutants (such as nitrogen and phosphorus) as
well as the introduction of controls on new micro-pollutants such as micro-plastics and hormones. These
controls might require the introduction of new treatments and more advanced technologies. Furthermore, there
is a developing shift towards more holistic environmental controls, including not only controls on “end of pipe”
processes (i.e. the last stage of treatment process before disposal and delivery) but also on the inputs to treatment
and treatment processes. This shift involves the introduction of new measures that will drive changes to the
supply chain, the use of natural resources, energy usage and climate change risk assessments. This consequently
will drive the circular economy model, which aims to remove waste and pollution from the system and instead
keep products and materials in continuous use. This is already starting to be implemented via the Industrial
Emission Directive and the drive to recover sludge and waste water (among other things) for use on land.
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Renewables Investment

Subject to final project approvals and contracts, in AMP7 SWS is planning to invest in the replacement of circa
half of the current CHP engine fleet, with the aim of improving the reliability and efficiency of our oldest
engines. Additionally, SWS is developing a significant on-site Solar PV programme, funded via private wire
power purchase agreements. These are important steps in improving SWS’s renewable generation as a
percentage of energy consumption, which is an ODI in AMP7 with a target of 24% (2018/19 financial year was
16.5%).

Rates and Billings

Water supply and wastewater services are charged separately and, therefore, charges are set (within the overall
level set by Ofwat) so as to reflect the average costs of providing each service for each class of customers. Each
year, SWS submits a pricing structure to Ofwat (within the overall limit set by Ofwat) for approval by Ofwat.
The average SWS household bill for water supply and wastewater services for the 2019 to 2020 year is £415,
comprising £193 for water supply and £222 for wastewater services.*? During the year ended 31 March 2019,
approximately 17 per cent. of turnover in respect of water and wastewater customers relates to supplies to
unmetered customers, and approximately 83 per cent. to customers who pay by meter.*?

The average SWS household bill for AMP7 will be 18.4% lower over 2020-2025 taking into account the impact
of the Regulatory Settlement as disclosed in Chapter 6 Regulation of the Water and Wastewater Industry in
England and Wales” under “Enforcement Powers”.

Charges for customers with unmetered water supplies are based on either the rateable value of their premises
or an assessed charge, together with a standing charge, for both water supply and wastewater services. Charges
are billed in advance on an annual basis with payment annually, half-yearly or (with the agreement of SWS) by
instalments.

Charges for customers with metered water supplies are based on the measured volume of water supplied,
together with a standing charge generally according to the size of the meter, for both water supply and
wastewater services. Wastewater charges include a fixed or assessed allowance against volume to reflect water
supplied that is not discharged to a sewer. Charges for small meters are billed half-yearly, and more frequently
for larger meters.

No direct charge can be made to highway authorities for highway drainage connected to wastewater
infrastructure, the cost of which is recovered through wastewater standing charges to customers as a whole.
Wastewater standing charges also include charges for surface water drainage. Customers may claim a rebate
for this element of the wastewater standing charge where rainwater falling on their property does not enter the
sewerage system.

Domestic Customers

As at 31 March 2019, 12.5% per cent. of SWS domestic customers (water, and water/waste combined) were
unmetered. Although the domestic rating system was discontinued in 1990 (under the provisions of the UK
Local Government Finance Act 1988), water companies were originally allowed to continue to use rateable
values (as at 31 March 1990) for charging until 1 April 2000 under the WIA. Following a review of water and
wastewater charges in England and Wales, the Government decided to allow companies to continue using the
system after that date.

12 Water UK, see https://discoverwater.co.uk/annual-bill “Annual bill Average annual water and sewerage charges across England and Wales
households” < https://discoverwater.co.uk/annual-bill> accessed 1 October 2019

13 Accurate per page 182 the 2019 Annual Report, published in July 2019.
14 This figure relates only to occupied premises.
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Domestic customers can have a free meter installed, where this is practicable and can be done at a reasonable
cost to SWS and can revert to an unmetered basis of charging within 12 months of such installation, unless their
property is then within an area that will be metered under SWS’s Universal Metering Programme (“UMP”) in
that financial year.

In 2007, the Government consulted on water metering in areas of serious water stress and new regulations came
into force on 1 October 2007. Under Regulation 4(1) of the amended Water Industry (Prescribed Conditions)
Regulations 1999 the Secretary of State may, after consulting the EA, determine the whole or any part of a
water undertaker’s area to be an area of serious water stress. On 28 November 2007, the Secretary of State
notified SWS that the whole of its water supply area had been determined to be an area of serious water stress
for the purposes of the Regulations.

By virtue of Regulation 2(d) of the amended Water Industry (Prescribed Conditions) Regulations 1999, SWS
is not restricted in its power to fix charges for household premises by reference to volume and to install a meter
for charging purposes, provided that those premises are subject to a programme for the fixing of charges by
reference to volume, as specified in the water undertaker’s final water resources management plan (“WRMP”).

In addition, provisions of the WIA:
. prevent disconnection of domestic customers and other protected premises for non-payment;

. empower the Secretary of State to make provisions which protect vulnerable customers with high
essential water use, who live in homes with meters, from higher than average bills; and

. prevent charges schemes from taking effect until approved by Ofwat and give Ofwat a duty to take into
account guidance from the Secretary of State.

SWS provides four types of assistance to domestic customers:

. WaterSure Tariff: This is an industry-wide scheme under the WIA 99. To qualify, the customer must
be paying metered charges and be in receipt of a means tested benefit. In addition, they must either be
in receipt of child benefit for three or more children in the household or suffer from a defined medical
condition that requires them to use large amounts of water. The WaterSure tariff caps metered charges
at the level of the average household bill for SWS’s area;

. Essentials: SWS’s social tariff (see below for an explanation of social tariff) that provides customers
with a discount of between 20% — 90%, depending on the level of household income;

. New Start: a debt matching scheme where customers with a balance over a certain amount and limited
income, can benefit from SWS matching payments they make towards that debt (after they have paid
for their current usage);

. Water Direct: this is not financial assistance but rather a way for customers to pay their water bills
straight from their benefits to help with their budgeting.

In calculating the wastewater charges of metered domestic customers, the volume of clean water supplied is
used as the basis of the charge less a fixed allowance of 7.5 per cent. of such volume made in respect of water
not discharged to a sewer (for example, water used outside the home for garden watering and washing cars).

The FWM Act enables water companies to introduce “social” tariffs, to provide assistance to those customers
who struggle to afford their water and sewerage bills. The FWM Act explicitly allows water companies to
introduce cross-subsidy between customers. Before such tariffs could be introduced the FWM Act required
DEFRA to provide guidance on the factors to be taken into account in deciding whether one group of customers
should subsidise another through such tariffs. Factors which a water company should consider when deciding
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whether one group should subsidise another include the level of water stress in the area and the need to
incentivise water efficiency. Water companies should assess the level and nature of any social tariff based on
local circumstances. Both metered and unmetered customers should be considered as being eligible for social
tariffs. Water companies are required to strike a balance between the need to support customers with payment
difficulties and the interests of customers paying the subsidies.

Non-Household

All of SWS’s non-household customers were transferred to Business Stream by 3 April 2017. Most industrial
and other non-household customers are metered. The non-household market is regulated by MOSL (Market
Operator Services Ltd) who uses the CMOS system in calculating the wastewater charges of industrial and
commercial metered customers, the volume of clean water supplied is used as the basis of the charge less a
fixed allowance of 5 per cent. of such volume made in respect of water not discharged to a sewer. Certain
industrial and commercial metered customers receive a higher allowance where a significantly higher volume
of water supplied is not discharged to a sewer. Trade effluent is normally charged separately on a formula basis
taking account of the volume of effluent, its strength and costs of removal and treatment.

Collections (Household)

SWS’s collection methods include full payment or instalments using direct debit, standing orders, BACS, the
internet, post office, plastic payment cards, PayPoint, debit/credit cards or direct payment to SWS, through to
doorstep collections, debt collection agencies, the Department for Work and Pensions and recourse to court
procedures in appropriate circumstances. Disconnection of domestic customers from the water supply network
for failure to pay charges is prohibited following the introduction of the WIA 99.

Capital Investment Programme

The Final Determination for the AMPG6 Period and the Final Determination for the AMP7 Period reflect an
assumed level of expenditure (both new projects, asset maintenance and operations). This is apportioned
between pay-as-you-go expenditure (which broadly reflects operating costs) and expenditure which is added to
the RCV over the course of each of the AMP6 Period and the AMP7 Period. Expenditure which is added to the
RCV is recovered through an allowance in customer charges to cover depreciation costs and an allowed return
intended to compensate it for financing costs and provide a permitted return of capital.

The current forecasted spend is gross capex £1,826.2 million and £1,276.7 million of this expenditure relates
to wastewater services (both in outturn prices), with the balance relating to water supply projects.

The following table summarises the levels of actual capital expenditure over the period 2015 to 31 March 2019.

Capital Expenditure

(£ million)

Actuals to 31 March 2019

Water Waste Total
Maintaining the network (predominantly pipes).............. 46.00 74.58 120.58
Maintaining treatment works/pumping stations and 1T
INVESTMENT ... e 217.19 545.62 762.81
Other capital expenditure — new developments ............... 55.73 139.22 194.95
Other capital expenditure — new treatment works and
PIOCESSES ..ttt ettt ettt ettt ettt snre e e 89.27 180.64 269.91
Water Waste Total
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Capital Expenditure

(£ million)

Actuals to 31 March 2019

Infrastructure network reinforcement (pipes/pumps)....... 4.45 25.40 29.85
Total gross capital expenditure excluding third-party

SBIVICES....vvireieiiesreieri sttt 412.64 965.47 1378.11
Third-party SErVICES .......cocoveiereeeieeie e 12.92 10.46 23.39
Total gross capital expenditure...........cccooevvvivriveiveiverennns 425.56 975.93 1401.49
Grants and contributions (price control) ...........cccceeeneee. -39.11 -50.86 -89.97
NEE TOLAL...eeeeieecie e 386.46 925.07 1311.53

In AMP7 there are three significant categories of construction works contracts under which work will be
performed and these are the “AMP7 Delivery Partner Programme Framework Agreement”, the “AMP7 Repair
and Maintain Sewerage/Water/MEICA Framework Contracts” and the standalone “Runway 4 Major Projects”.

)

O]

®)
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The “AMP7 Delivery Partner Programme” (the “DP Framework Agreement”) is the arrangement
under which SWS issues contracts to design and construct some of its key capital investment programme
work to Delivery Partners (“DPs”). The DPs consist of the following entities:

(i) Costain MWH Delivery Partner (“CMDP”);
(i) Morrison Utility Services Limited and Galliford Try Infrastructure Limited (“MGJV”); and
(iii)  Galliford Try Infrastructure Limited (“GT").

Under the DP Framework Agreement, the DP is required to design and construct projects, which are let
as incentivised contracts for tranches of construction projects for the modification or extension of
existing water mains, sewers, water supply works and wastewater treatment works. The standard form
of contract used is that of the NEC 3 Option C Target contract with activity schedule with bespoke
amendments.

The AMP7 DP Framework Agreement follows on from the “AMP6 DP Framework Agreement” which
was used for the delivery of works in AMP6 although there still remains some work from AMP6 to be
concluded under the AMP6 DP Framework Agreement.

The “AMP7 Repair and Maintain Sewerage/Water/MEICA Framework Contracts” or “R&M”
framework allows for letting of work order-based contracts for small scale civil, infrastructure and non-
infrastructure works, including construction works and associated management activities. The standard
form of contract used is that of the NEC 2 Term Service Contract with bespoke amendments.

Major Projects (Runway 4)

Southern Water reserves the right to let stand alone work for undefined, discretionary work or work
associated with a new need. Where the existing framework agreements are not suitable to deliver such
work, a standalone tender will be arranged for a major project.

These contracts are as yet undefined for AMP7 however one example of an in-flight AMP6 contract that
will cross over to AMP7 is that of the “Thanet Sewers Rehabilitation Phase 2” project based on a
combined NEC Target and Schedule of Rates contract mechanism. The contracting entity is Terra
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Pfeiffer Matt Durbin JV Limited (“TPMD”) which is a special purpose vehicle whose only purpose is
to deliver the design and construction of the works.

Reduction of RCV by Ofwat

If SWS does not incur the expenditure necessary to complete the delivery of a defined obligation during the
relevant Periodic Review Period, Ofwat would be entitled to reduce SWS’s RCV to reflect this. Such reduction
may be implemented by Ofwat by way of an IDOK (if the amount of expenditure which has not been incurred
is material), or otherwise at the next Periodic Review. If appropriate, Ofwat would then include the relevant
defined obligation (and associated capital expenditure) as part of its determination of the level of investment
and associated defined obligations for the subsequent Periodic Review Period. In addition to any RCV
reduction, Ofwat would be entitled to claw back any benefit received by SWS in the original Periodic Review
Period in relation to the defined obligations which have not been fulfilled.

SWS’s ability to fulfil defined obligations, and the level of associated expenditure, can be affected by
circumstances and third parties (such as planning authorities) beyond SWS’s control.

Asset Condition and Serviceability

The Licence requires SWS to produce and provide to Ofwat an Underground Asset Management Plan which,
among other things, shows the expenditure necessary in each year to ensure that asset condition is maintained
in an appropriate state, and tracks the condition of SWS’s assets over time (in practice, Ofwat requires
information in respect of both above-ground assets and below-ground assets).

The latest reported performance of SWS’s assets, for 2018/19, shows “stable” performance for both water and
sewerage underground and above-ground water service assets. There is however a risk of a lower performance
assessment for individual services and years, with a risk of a “Marginal” serviceability assessment for sewerage
above ground for 2019 to 2020.

Business Process Outsourcing

SWS has in place a number of outsourcing framework arrangements for back-office processing work across
engineering design services, accounting, data and reporting and Human Resources. In addition, SWS entered
into a new partnership in 2019 with Capita Customer Management Ltd to provide an end to end retail service
for its household customers. The scope of this partnership covers onshore services in customer contact, early
collections recovery and complaint handling with back-office transactional services delivered offshore. The
partnership enables a fully integrated service for customers and provides a platform for further change and
innovation over the next five years.

Information Technology

The SWS IT department has recently successfully insourced its IT services back in-house from two major
outsource providers. This was done to improve SWS’s ability to manage, vary and change IT and business
services in the period leading up to, through and beyond AMP7, as internal and external pressures mean SWS
must be able to adapt and react quickly to change. In addition, SWS continues to have areas of managed service
support for various business applications.

The focus for AMP7 is to build on the technical investments made in AMP6 such as new virtualised data centre
infrastructure. SWS’s plans include:

Q) Transformation of SWS’s enterprise information systems;
(i)  Redesign of SWS’s IT networks; and

(iii)  Investment in business data analytics and machine learning.
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The planned IT investment will also serve to improve SWS’s risk, resilience and cyber-security position
regarding GDPR and the Network Information and Systems (NIS) Regulations which applies to SWS as it is
deemed Critical National Infrastructure (CNI) and an operator of essential services. Both GDPR and the NIS
Regulations can attract significant fines of up to 4 per cent. of turnover for GDPR per incident, and maximum
£17 million for NIS per incident. To manage NIS, SWS is liaising closely with the Competent Authority (DWI)
and has a NIS Programme and plan in place to address the compliance outcomes required.

Property

SWS’s property interests consist substantially of freehold interests, and there are estimated to be between 3,000
and 4,000 separate titles (excluding pipeline interests). As a result of the reorganisations of local government
and water-related services in 1974 and privatisation of the water industry in 1989, SWS inherited many of its
sites and, for some, it is unable to deduce full legal title to all of its real property. Those properties where this
is true fall into the following broad categories:

. properties in respect of which SWS is believed to have legal title but does not possess full documentary
evidence to prove such title (the deeds having been lost or destroyed or never provided by the previous
title holder); and/or

. properties in respect of which SWS has acquired or could acquire the necessary rights by compulsory
purchase or claim prescriptive rights or adverse possession.

SWS is not involved in any ongoing disputes, in relation to title to property, of a material nature. SWS has
undertaken a programme of voluntary first registration at HM Land Registry of its current unregistered titles
and most of its titles have now been registered.

Insurance

SWS maintains insurance cover which is consistent with the minimum insurance requirements of the CTA.
Insurance cover for 2019 to 2020 includes the following: £125 million limit with a £500,000 deductible for
Property Damage & Business Interruption; £50 million limit for Employers Liability; £150 million limit with a
£250,000 deductible for Public/Products Liability. Third-party motor insurance; £15 million limit with a
£500,000 deductible for Crime insurance; Directors & Officers liability — effected in accordance with Good
Industry Practice.

Litigation/Actions

In common with other companies in the water and wastewater industry, SWS is frequently involved in, or is
the subject of, civil and criminal proceedings, but, SWS is not, and has not been, involved in any governmental,
legal or arbitration proceedings (including any such proceedings which are pending or threatened of which SWS
is aware) during the 12 months preceding the date of this Prospectus which may have or have had in the recent
past significant effects on the financial position or profitability of SWS, other than as expressly disclosed in
this Prospectus (see Chapter 3 “Risk Factors” under “Investigations” and Chapter 5 “Description of the SWS
Financing Group” under “Ofwat, Environment Agency and DWI Investigations”). Where legal investigations
or proceedings are underway, they can take some time to conclude and relate to issues from as far back as 2010.
To illustrate, the EA prosecution relates to activities dating from 2010 and the most recent prosecution from the
DWI in August 2018, resulted in a fine of £65,000 and relates to an event that took place in 2013 at Cooks
Castle on the Isle of Wight, before new structures and improvement programmes were implemented.
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Non-regulated Activities

SWS’s non-regulated businesses are not material to the group, generating £10.5 million annual turnover and
other operating income and £2.9 million operating profit (3.1 per cent. of the total) for the year ending 31 March

2019.15

Activity Turnover and other Operating Operating Profit
Income

Landsearch £3.1 million £2.2 million

Tankered Waste £6.6 million £0.1 million

Other £0.8 million £0.6 million

Total £10.5 million £2.9 million

Political and other Developments

Exit from the European Union

The UK’s exit from the EU took place on 31 January 2020 under a withdrawal agreement which grants the UK
with a transition period until 31 December 2020 (the “Transition Period”). The terms of the UK’s arrangement
with the EU are unclear and will be determined during the Transition Period, however it is unclear whether,
following the Transition Period, the UK will have reached an agreement on the terms of their future relations
with the EU. It is possible that the UK will leave the EU with no formal agreement in place if no agreement can
be reached and approved by all relevant parties within the Transition Period.

Ring-fencing and the SWS Financing Group

As part of its obligations as a Regulated Company, SWS is subject to certain ring-fencing restrictions under its
current Licence. Modifications were made to SWS’s licence in September 2008 to strengthen the ring-fence,
following the acquisition of SWS by the Greensands consortium investors. Subsequently, minor changes have
been made to the ring-fencing provisions, most recently in January 2019 as part of a review and restructure of
all companies’ licences. See “Regulatory Ring-fencing” below, which sets out the current Licence provisions
including the additional conditions which came into effect on 1 January 2019.

In addition, to reduce SWS’s exposure to credit and event risk of companies in the Greensands Group, a “ring-
fenced” financing group has been created (the “SWS Financing Group”). These measures also reflect the
requirements of the covenant and security package as summarised in Chapter 7 “Summary of the Financing
Agreements”.

The ring-fencing measures are intended to ensure: (i) that SWS has the means to conduct its Appointed Business
separately from the Greensands Group; and (ii) that all dealings between the Greensands Group and the SWS
Financing Group are on an arm’s length basis. The ownership structure of the SWS Financing Group is set out
in Chapter 4 “Financing Structure”.

The main elements comprising the regulatory and structural ring-fencing of the SWS Financing Group from the
Greensands Group companies are set out below.

15 Please refer to the 2018/19 Annual Performance Report, Table 1A. The breakdown into the individual components is from management
accounts
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Regulatory Ring-fencing

Regulatory ring-fencing is common, in differing degrees, to each of the Regulated Companies in England and
Wales pursuant to their respective licences. Under the Licence, SWS must ensure that transactions between it
and its associated companies are on an arm’s length basis, to prevent cross-subsidisation of activities. Failure
to comply with the Licence may in certain circumstances give rise to a breach of the Licence and possibly the
Competition Act 1998 as described in Chapter 6 “Regulation of the Water and Wastewater Industry in England
and Wales”. Under Licence Condition K.3.1, SWS must ensure at all times, so far as reasonably practicable,
that, if a Special Administration Order was made in respect of it, SWS would have available to it sufficient
rights and assets (other than financial resources) to enable the Special Administrator to manage its affairs,
business and property so that the purposes of such order could be achieved. See Chapter 6 “Regulation of the
Water and Wastewater Industry in England and Wales” under “Licences — Special Administration Orders”.

Current Ring-Fencing Provisions in SWS’s Licence

The ring-fencing provisions contained in SWS’s Licence are broadly similar to those contained in the licences
of all other Regulated Companies. The most important provisions are:

(@)  Transactions between SWS and its associated companies: Any transaction between SWS and its
associated companies (being its subsidiaries and any affiliated companies) must be conducted at arm’s
length, such that there is no cross-subsidy of the associated company by SWS (or vice versa).

(b)  Restrictions on Dividend Payments: SWS is required to only pay dividends in accordance with a policy
that complies with the following principles: (i) such payments will not impair the ability to finance its
Appointed Business; and (ii) the payment of such dividends is to reward efficiency and the management
of economic risk.

(c)  Limits on the transfer of certain assets to associated companies: Save with the express consent of Ofwat,
SWS is not permitted to transfer certain rights or assets (being those which a Special Administrator
would require if a Special Administration Order were made in order to operate the Appointed Business)
to an associated company.

(d)  Adequate Resources: SWS is required at all times to act in a manner “best calculated” to ensure that it
has adequate financial resources and facilities and also management resources to carry out its Regulated
Activities (“Regulated Activities” being the functions of a water undertaker or, as the case may be, a
sewerage undertaker) (including necessary investment programmes). The directors of SWS are required
to certify on an annual basis that this requirement will continue to be met for the subsequent 12-month
period. The basis on which such a view is formed must also be disclosed to Ofwat. As soon as the
directors become aware of a reason why SWS cannot be expected to comply with this obligation, they
are obliged to file a report to this effect to Ofwat in accordance with the provisions of the Licence.

(e)  Restrictions on other transactions: Save with the express consent of Ofwat, SWS must not: (i) give any
guarantee of any liability of any associated company; (ii) make to any associated company a loan; or
(iii) enter into an agreement or incur a commitment incorporating a cross default obligation (whether
with an associated company or otherwise). Condition F.6.11(1B) sets out a limited exception as regards
situations where liability under a cross-default obligation would arise only on a default of a subsidiary
company of SWS, in which case, SWS may permit that cross-default obligation to remain in effect for
the period for which it was fixed by the instrument which created it, so long as its potential liability is
not changed.
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f Publishing of financial information: SWS is required to publish such information about its annual and
interim financial results as is required by the FCA listing rules as if SWS were listed on the London
Stock Exchange.

(9)  Maintenance of a financial instrument listed on the London Stock Exchange: SWS is required to
maintain a financial instrument and shall use all reasonable endeavours to retain its listing on the London
Stock Exchange.

(h)  Investment grade credit rating: SWS (or any associated company) will be required to maintain an
investment grade issuer credit rating. The issuer rating will reflect the financial capacity of the Appointed
Business and therefore its ability to raise capital or maintain access to liquidity in the future. Any
significant adverse changes to the rating will act as an early signal that the ability of the Appointed
Business to raise future finance is at risk.

Q) Conducting the Appointed Business of SWS: SWS (and its directors) is required to operate the
Appointed Business as though it were substantially SWS’s sole business and SWS was a separate public
limited company. In particular, SWS should:

(i) have a board of directors which will act independently of the parent company/controlling
shareholders and exclusively in the interests of SWS;

(i) ensure that all directors disclose any conflicts of interest both to SWS and Ofwat, and that SWS’s
articles of association prohibit a director from voting in any matter in which they have an interest;

(iii)  ensure that, where a potential conflict between SWS and its corporate group arises, SWS and its
board of directors have exclusive regard to SWS’s interests as a regulated water and sewerage
undertaker;

(iv)  notify Ofwat of all changes in board membership and responsibilities/functions of the directors;

(v)  have regard to the Principles of Good Governance and Code of Best Practice required by the FCA
listing rules from time to time; and

(vi)  have regard to, when conducting the Appointed Business, the dividend policy to be adopted by
the board of directors.

Recent Modifications to SWS’s Licence

In addition to the above conditions, Ofwat proposed certain additional modifications to the SWS’s Licence
Conditions.

The comments made by SWS, among others, in response to the consultation and how Ofwat has taken them
into account in arriving at its final decision on licence modifications can be viewed in the document titled
“Conclusions on Licence Simplification and Modification of all Instruments of Appointment” which can be
accessed at the following link https://www.ofwat.gov.uk/wp-content/uploads/2018/09/Conclusions-on-licence-
simplification-and-modification-of-all-instruments-of-appointment.pdf.

This document is also a notice confirming that Ofwat has now modified the licences of all Appointees in
accordance with section 13 of the WIA91 and sets out SWS’s reasons for doing so as required by section 195A
WIA91.

These changes came into effect for most conditions on 1 January 2019, with Conditions F and N coming into
effect on 1 March 2019.
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Structural Ring-Fencing

The regulatory ring-fencing measures described above have been enhanced by the separation of SWS from non-
regulated companies and the establishment of the SWS Financing Group, as described in Chapter 4 “Financing
Structure”. The composition of each of the boards of directors for the companies within the SWS Financing
Group is described below.

Security and Covenant Packages

In connection with the Programme, the SWS Financing Group provides as full a security package as is
commensurate with the limitations imposed by the WIA and the Licence.

Pursuant to the covenant package (as set out in Chapter 7 “Summary of the Financing Agreements™), dividends,
management fees (if any), debt service relating to and repayments under certain intra-group debt, and other
such distributions are only permitted if no Trigger Event or Event of Default is continuing and historical and
forward-looking interest cover ratios and regulated asset ratios and certain other conditions are met. The security
package and the covenant-based ring-fencing restrictions placed on the SWS Financing Group are set out in
Chapter 7 “Summary of the Financing Agreements”.

Business Separation
All new debt relating to the Appointed Business will be issued by entities within the SWS Financing Group.

Pursuant to the ring-fencing arrangements, SWS employs all employees required to run the Appointed Business.

All transactions entered into by the SWS Financing Group with third parties (including Greensands Companies)
are entered into on an arm’s length basis. Any transaction between SWS and the Greensands Companies is
formally reviewed to ensure compliance with the Licence and procurement regulations. See the section
“Regulatory Ring-fencing” above.

As part of the ring-fencing arrangements, SWS must conduct the Appointed Business as if it were substantially
SWS’s sole business. SWS’s management has retained some Permitted Non-Appointed Business and assets
within permitted de minimis levels. Under the covenant package, the Security Trustee may permit SWS to enter
into limited joint ventures in areas outside the regulated water and wastewater business subject to certain
limitations on the aggregate value of all Permitted Non-Appointed Business. See Chapter 7 “Summary of the
Financing Agreements”.

Under the covenant package, SWS is able to acquire assets or make disposals only if conditions relating to each
are met (for example, regulated asset ratio requirements in relation to disposals). See Chapter 7 “Summary of
the Financing Agreements” under “Common Terms Agreement — Covenants — Covenants — General”.

Management and Employees of SWS Directors and Secretary of SWS

The SWS board (the “SWS Board”) currently consists of ten individuals.

There are no actual conflicts of interest between any duties to SWS of its directors and alternate directors and
their private interests or other duties. Save as disclosed below in relation to lan James McAulay, no director has
any potential conflict of interest between his duties to, SWS and his private interests or other duties.

The directors and secretary of SWS are set out below, each of whose business address is Southern House,
Yeoman Road, Worthing, West Sussex BN13 3NX.

Keith Lough — Chairman
Keith Lough joined SWS and was appointed as the company’s Chairman on 1 August 2019.
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Keith has extensive experience in the natural resources and energy sectors in both finance and leadership roles,
including as finance director for British Energy plc between 2001 and 2004 during a period of major
restructuring.

In addition, Keith served as non-executive chairman of Gulf Keystone Petroleum plc and concluded a successful
debt restructuring. Immediately prior to his appointment to the SWS Board, Keith was a non-executive member
of the Gas and Electricity Markets Authority (Ofgem) where he was chair of the Audit and Risk Assurance
Committee, having served on the board since 2012.

Keith holds non-executive directorships in a number of oil and gas companies, including at Hunting plc as
senior independent director, Cairn Energy plc and Rockhopper Exploration plc. Keith holds a MA in economics
and MSc in finance and is a Fellow of the Association of Chartered Certified Accountants.

lan McAulay

lan joined SWS as CEO in January 2017 and was appointed to the Board from 1 February. lan has more than
30 years of global water and environmental experience and a significant record of achievement operating in
both publicly quoted FTSE 100/250 companies and privately held enterprises.

lan holds an honours degree in Civil and Environmental Engineering and is a Chartered Member of the ICE
and CIWEM.

Throughout his career he has managed major utility, construction and consulting businesses in the UK, Belgium,
India and the USA. He has enhanced this practical experience with professional executive education, most
notably at Harvard Business School.

He has extensive experience in the UK regulated utility, construction and environmental services sectors,
holding board positions across a broad range of commercial and statutory organisations.

In his previous role he served as an executive director of the Pennon Group plc and chief executive of its
subsidiary company, Viridor, one of the largest renewable energy and recycling companies in the UK.

In a non-executive capacity, he serves on the CBI Infrastructure Board and the Greater Brighton Economic
Board. lan currently chairs the Greater Brighton Economic Board and Infrastructure Panel and is a member of
the CBI Infrastructure Board. He has also provided expert input to Government Review Groups and Industry
Partnerships with particular emphasis on the UK skills agenda and development of future smarter regulation
and environmental policy.

Sebastiaan Boelen
Sebastiaan Boelen joined SWS in December 2018 and was appointed to the SWS Board in the same month.

He started his career with more than 10 years in the (Dutch) Royal Navy where he attended the Royal Naval
College and the University of Technology Delft, specialising in Operations and Information Technology.

After completing an MBA at INSEAD he worked in management consulting (McKinsey, Coopers&Lybrand)
followed by a number of senior finance roles - in private equity portfolio companies and listed companies - in
telecom, consumer goods, regulated infrastructure (Electricity NorthWest) and financial services.

Sebastiaan has worked and lived in the Netherlands, France, Switzerland, Belgium, Luxembourg and the UK.

Paul Sheffield

Paul Sheffield joined the SWS Board in June 2014 and was appointed as Senior Independent Director in July
2015. He is a Fellow and of the Institution of Civil Engineers and is also a member of the Supervisory Board
of BAM Group in the Netherlands. Paul is also a specialist adviser to the Board of Manchester Airport Group,
working on their £1.5 billion capital programme at Manchester and Stansted Airports.
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In his executive career, he spent over 32 years with Kier Group plc — the construction, services and property
group. Graduating as a Civil Engineer in 1983, Paul spent 15 years working on major capital projects around
the world, before taking responsibility for a number of business units within the Group. Paul was on the Group
Board for ten years and served as its chief executive officer between 2010 and 2014. Between 2014 and 2017
he headed up the construction operations for the European and Middle Eastern business for Laing O’Rourke
Services, delivering some of the biggest capital projects, such as Crossrail, Hinkley Point C Nuclear Power
Station and major capital projects in the water industry.

Through his various roles in business leadership, Paul has gained significant experience of strategy, productivity
innovation and efficiency and the vital role that ethics plays in determining the long-term success of an
organisation.

Rosemary Boot

Rosemary Boot joined the Board in March 2015. She is currently a member of the Audit and Remuneration
Committees.

Rosemary is also a non-executive director of Impact Healthcare REIT PLC, a listed UK care home real estate
investment trust and a non-executive director of Urban&Civic plc, a listed UK master developer. She is a
Trustee of Green Alliance, the environmental think tank and is a founder and director of Chapter Zero Limited,
the not for profit network for UK non-executive directors to help them increase their knowledge and
understanding of the implications of climate change for business.

Previously, Rosemary was chief financial officer of Future Cities Catapult, was group finance director of the
Carbon Trust from 2001-2011 and, before that, worked for 16 years as an investment banker..

Gillian Guy

Gillian Guy was appointed a director of SWS on 12 November 2018. Since July 2010, she has been Chief
Executive Officer of the independent charity Citizens Advice. Gillian is a lawyer and spent 11 years as Chief
Executive Officer of the London Borough of Ealing, before becoming Chief Executive Officer of Victim
Support. She served as a non-executive board member and Chair of the Audit Committee of the National Audit
Office and a non-judicial member of the Sentencing Council for England and Wales. Gillian was awarded a
CBE in the New Year’s Honours list in 2015.

Kevin McCullough

Kevin McCullough was appointed a director of SWS on 18 July 2019. A Chartered Engineer and a Fellow of
the Institute of Mechanical Engineers and the Energy Institute, he has 35 years of experience in the energy
utility sector. He has developed a strong reputation for delivering results in the most arduous of business
environments, having held significant executive positions with RWE Innogy & npower, Horizon Nuclear Power
and UK Coal Production Ltd. His career has seen him take key roles interfacing on all aspects of UK energy
generation, including renewable energy deployment and conventional thermal coal and oil plant phase out.

Michael Putnam

Michael Colin Putnam was appointed a director of SWS on 26 September 2017. A Chartered Engineer and a
Fellow of both the Institution of Civil Engineers and Royal Institution of Chartered Surveyors, Michael has
over 25 years’ experience leading and managing development and construction businesses. He is known for his
values-based approach to leadership. Michael has a portfolio of Non-Executive Directorships, including
Network Rail, Arcadis NV and Bazalgette (Tideway) Tunnel Ltd. Throughout Michael’s career, he has been
closely involved with the successful delivery of many high-profile projects and programmes.

Malcolm Cooper
Malcolm Cooper joined the Board and was appointed as Chair of the Audit Committee on 23 December 2019.
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Malcolm has extensive experience in the regulated utility sector having worked for around 30 years at National
Grid plc, British Gas plc and other companies. He was a member of the Board of both National Grid Gas plc
and National Grid Electricity Transmission plc, the UK regulated operating companies of National Grid.

Malcolm has a degree in Pure Mathematics and is a Fellow of the Association of Chartered Certified
Accountants and a Fellow of the Association of Corporate Treasurers. He is a non-executive director at Morgan
Sindall plc where he chairs the Audit Committee and the Health, Safety and Environment Committee; and
MORhomes plc where he is Senior Independent Director and New Issues (Funding) Committee Chair.

He is an independent member of the Audit Committee of Local Pensions Partnership Ltd. He was a non-
executive director at CLS Holdings plc where he was a Senior Independent Director and the Audit Committee
Chair until 23rd April 2020. He was previously a non-executive director of St William, a joint venture between
National Grid and Berkeley Group plc to build homes on brownfield sites.

He is a Past President of the Association of Corporate Treasurers and was a member of the Listing Authority
Advisory Panel of the FCA.

Sara Sulaiman
Appointed in September 2017, Sara Sulaiman is an Executive Director of JP Morgan Asset Management.

Prior to her current role, Sara was an investment director at Arle Capital Partners, a London based mid-market
private equity firm. Prior to that she worked on corporate finance transactions both within Simmons & Company
International, a specialist energy investment bank, and KPMG’s Global Infrastructure and Projects Group
(within the Energy & Natural Resources team).

Sara started her career in industry working as a finance analyst in Petroleum Development Oman and Shell
Chemicals in London. She holds a Bachelor of Arts in Economics from Yale University, an MPhil in Economics
from the University of Cambridge, and is an Associate of the Chartered Institute of Management Accountants.

In addition to her board role in SWS, Sara currently serves as a non-executive director on the holding companies
of Nortegas, a Spanish gas distribution business and North Sea Midstream Partners, a gas transport and
processing business in the UK.

Richard Manning — Company Secretary

Richard Manning is company secretary of SWS, joining Southern Water in July 2018 as General Counsel and
Company Secretary. He has held similar roles in a number of listed and private companies and brings a wide
experience of legal and governance matters. He holds a law degree and an MBA and is a qualified solicitor.

Pensions

Pensions for SWS employees are currently provided through two arrangements, the Southern Water Pension
Scheme (“SWPS”), which is a funded defined contribution arrangement, and a Company Stakeholder Plan
(“CSP™) which is a defined contribution scheme.

As at 31 March 2019 there were 464 active members, 1448 deferred members and 2309 retired members of the
SWPS, 1785 active members of the CSP, and approximately 139 SWS employees who are not members of
either scheme. Employees on fixed term contracts are offered access to the CSP.

Pensions management services and secretarial support are currently provided by Capita Hartshead for the SWPS
and by Standard Life for the CSP.

The funding level of the SWPS is a net FRS 17 deficit of £186.7 million before deferred tax as at 31 March
2019 and as at 30 September 2019, a £174.7 million deficit. The deficit is present mainly as a result of continued
turbulence in the stock market, low interest rates and reduced actuarial mortality rates.
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The SWPS was closed to new members from 1 April 2005. Certain terms of the schemes were changed from
July 2005 when members were given the option to contribute an extra 3 per cent. of salary to continue at existing
accrual rates. They were also given the option to continue to pay the current contribution rate but build up
benefits at a lower rate. Other minor changes to the SWPS were made because of legislative changes under the
2004 Finance Act and a salary sacrifice scheme (PensionsWise) was introduced in November 2009.

The company has made arrangements to cap future increases in Pensionable Pay to the lesser of 2.5 per cent.
and the annual increase in the Retail Price Index to reduce the cost of the SWPS, address the current deficit and
make the scheme more sustainable. They are also continuing to work with the Trustee to better manage the
financing risks within SWPS to further reduce ongoing volatility and funding costs.

Ofwat has indicated a general willingness, subject to certain conditions, to take into account pension deficit
contributions as allowable operating expenditure when determining K for Regulated Companies. Ofwat
continues to allow recovery of a share of pension deficit repair contributions through charges to customers, with
AMP7 funding of £45 million (2017/2018 CPIH-deflated prices, averaging circa £9 million per annum) being
recovered through revenues. A schedule of deficit annual contributions to 2029 has been agreed with the trustees
and the Pensions Regulator based on the triennial valuation as at 1 April 2016. The current schedule of
contributions was agreed in October 2018 with the next scheduled payment falling due on 1 April 2020. The
next triennial valuation is effective, and due for completion within 15 months from 1 April 2019.

SWSGH

SWSGH s incorporated under the Companies Act 1985 and registered in England and Wales. The registered
office of SWSGH is Southern House, Yeoman Road, Worthing, West Sussex BN13 3NX. SWSGH is a wholly-
owned direct subsidiary of SWSG and its authorised share capital is £101,000 divided into 101,000 ordinary
shares. 100,100 ordinary shares have been issued of which all have been fully paid up. SWSGH’s subsidiaries
are SWSH, SWS, the Issuer, SWEPST and SWPT.

Please also see Chapter 4 “Financing Structure” under “Substitution of the Issuer” regarding SWS’s intention
to remove the Cayman islands-incorporated issuer from its corporate structure.

Directors and Company Secretary

The directors and company secretary of SWSGH are set out below, each of whose business address is Southern
House, Yeoman Road, Worthing, West Sussex BN13 3NX.

The Directors of SWSGH are lan McAulay and Joanne Statton. Descriptions of their principal activities outside
the SWS Financing Group can be found above under “Management and Employees of SWS — Directors and
Secretary of SWS”.

Save as disclosed above under “Management and Employees of SWS — Directors and Secretary of SWS” in
relation to lan McAulay, no director has any actual or potential conflict of interest between his duties to SWSGH
and his private interests or other duties.

Joanne Statton is company secretary of SWSGH.

SWSH

SWSH is incorporated under the Companies Act 1985 and registered in England and Wales. The registered
office of SWSH is Southern House, Yeoman Road, Worthing, West Sussex BN13 3NX. SWSH is a wholly-
owned direct subsidiary of SWSGH and its authorised share capital is £101,000 divided into 101,000 ordinary
shares. 100,100 ordinary shares have been issued of which all have been fully paid up. SWSH’s subsidiaries
are SWS, the Issuer, SWEPST and SWPT.
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Directors and Company Secretary

The directors and company secretary of SWSH are set out below, each of whose business address is Southern
House, Yeoman Road, Worthing, West Sussex BN13 3NX.

The Directors of SWSH are lan McAulay and Joanne Statton. Descriptions of their principal activities outside
the SWS Financing Group can be found above under “Management and Employees of SWS — Directors and
Secretary of SWS”.

Save as disclosed above under “Management and Employees of SWS — Directors and Secretary of SWS” in
relation to lan McAulay, no director has any actual or potential conflict of interest between his duties to SWSH
and his private interests or other duties.

Joanne Statton is company secretary of SWSH.

The Issuer

The Issuer is incorporated and registered in the Cayman Islands. The registered office of the Issuer is c/o Maples
Corporate Services Limited, PO Box 309, Ugland House, Grand Cayman, KY1-1104, Cayman Islands. The
Issuer is a wholly-owned direct subsidiary of SWS and has no subsidiaries. The authorised share capital is
£25,000 divided into 25,000 ordinary shares of £1 each, of which 1,000 such shares are in issue and are fully
paid up.

Please also see Chapter 4 “Financing Structure” under “Substitution of the Issuer” regarding SWS’s intention

to remove the Cayman islands-incorporated issuer from its corporate structure.

Directors and Company Secretary

The directors and company secretary of the Issuer are set out below, each of whose business address is Southern
House, Yeoman Road, Worthing, West Sussex BN13 3NX.

The Directors of the Issuer are lan McAulay and Joanne Statton. Descriptions of their principal activities outside
the SWS Financing Group can be found above under “Management and Employees of SWS — Directors and
Secretary of SWS”.

Save as disclosed above under “Management and Employees of SWS — Directors and Secretary of SWS” in
relation to lan McAulay, no director has any actual or potential conflict of interest between his duties to the
Issuer and his private interests or other duties.

Joanne Statton is the company secretary of the Issuer.
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CHAPTER 6
REGULATION OF THE WATER AND WASTEWATER INDUSTRY
IN ENGLAND AND WALES

Water and Wastewater Regulation Generally

Background

The structure of the water and wastewater industry in England and Wales dates from 1989, when the Water Act
1989 was enacted. Before this, as a consequence of the Water Act 1973, there were 10 regional public sector
water authorities supplying water and wastewater services and 29 privately owned statutory water companies
supplying water only. Under the Water Act 1989, the functions of the water authorities relating to water supply
(except in areas where those functions were carried out through statutory water companies) and wastewater
services, together with the majority of the water authorities’” property, rights and liabilities, were transferred to
10 companies appointed as water and sewerage undertakers in England and Wales.

As at August 2019, Ofwat recognised eleven large regional companies providing water and sewerage services,
six regional companies providing water services only (following some recent consolidation), nine local
companies providing water or sewerage or both, 36 water supply and/or sewerage licensees offering regulated
retail services to non-household customers and one infrastructure provider) (together, the “Regulated
Companies”, but unless otherwise expressly stated, references to a “Regulated Company” in this Chapter 6
are references to that company in its capacity as a water and sewerage undertaker or, as the case may be, a water
undertaker).

The provisions of the Water Act 1989 are now contained mainly in the consolidating WIA which itself has been
substantially amended by the Water Industry Act 1999, the Water Act 2003, the FWM Act, the Water Act 2014
and to a lesser extent by various other statutory provisions. The Water Act 2014 introduced a new, more
liberalised market structure, vests more powers and responsibilities in Ofwat and makes a number of changes
to water resources and environmental regulation. Under the Water Act 2014, the non-household retail market
opened to competition in April 2017. This market structure provides a choice for owners of any (not just large)
non-household premises to choose their provider as far as a retail service (for both water supply and sewerage)
is concerned. These providers, or “water supply licensees”, comprise not only the original licensees that served
large-use customers before April 2017, but also new entrants. References in this Chapter 6 to statutes are to the
WIA, as amended, unless otherwise stated.

On 31 October 2016, the Exit Regulations entered into force. The Exit Regulations provide for water and
sewerage undertakers whose areas are wholly or mainly in England to apply to the Secretary of State for
permission to exit the non-household retail market in their area of appointment. Subject to the approval of the
Secretary of State, the undertaker would exit the retail market by transferring its non-household retail business
to one or more water supply and/or sewerage licensees and would thereafter be prohibited from providing retail
services to any new non-household customers that arise in its area of appointment. No water or sewerage
undertaker may re-enter the market having so exited.

The Exit Regulations also introduced provisions that set out how the non-household retail market should operate
in an exit area. These in particular ensure that customers in exit areas are never left without a licensee and
provide customer protections that are broadly equivalent to those they would have been provided if the
undertaker had not exited the retail market. On 25 October 2016, SWS applied to exit the non-household retail
market. As a result, all of SWS’s non-household customers transferred to Business Stream by 3 April 2017. No
water or sewerage undertaker may re-enter the market having so exited.
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Regulatory Framework

The activities of Regulated Companies are principally regulated by the provisions (as amended) of the WIA,
the WRA and regulations made under these Acts and the conditions of their licences (also referred to as
“Instruments of Appointment”). Numerous sets of regulations are established under these Acts, including (i)
the Water Infrastructure Adoption (Prescribed Water Fittings Requirements) (England) Regulations 2017 (Sl
2017/841), which prescribe standards for water mains and supply pipes, (ii) the Water Supply and Sewerage
Services (Customer Service Standards) (Amendment) Regulations 2017 (SI 2017/246), which apply customer
service standards to water supply licensees and sewerage licensees operating in the areas of water and sewerage
undertakers that are wholly or mainly in England, and (iii) the Water Fluoridation (Proposals and Consultation)
(England) Regulations 2013/301, which impose procedural requirements on local authorities in the exercise of
their functions regarding consideration of proposals for new fluoridation schemes, and varying, terminating or
maintain existing fluoridation schemes. Under the WIA, the Secretary of State has a duty to ensure that at all
times there is an appointee for every area of England and Wales. Appointments may be made by the Secretary
of State or in accordance with a general authorisation given to Ofwat.

The economic regulator for the water and wastewater industry is Ofwat. Ofwat is responsible for, among other
things, setting limits on charges and monitoring and enforcing licence obligations. Regulated Companies are
required by their licences to make an annual return to Ofwat (including accounts and financial information) to
enable Ofwat to assess their activities and affairs. The two principal quality regulators are the DWI (appointed
by the EFR Secretary of State) and the EA (an executive non-departmental public body, sponsored by Defra).
The DW!I’s principal task is to ensure that Regulated Companies in England and Wales fulfil their statutory
requirements under the WIA and the Water Quality Regulations for the supply of wholesome drinking water.
The DWI is part of Defra and acts as a technical assessor on behalf of the Secretary of State in respect of the
quality of drinking water supplies. It carries out annual technical audits of each water undertaker; this includes
an assessment (based on information supplied by the company) of the quality of water in each supply zone,
arrangements for sampling and analysis, and progress made on achieving compliance with regulatory and EU
requirements. The EA was established under the Environment Act 1995 and is responsible, in England and
Wales, for the protection and improvement of the environment in delivering schemes to improve water quality.
The EA’s duties include the regulation of abstractions from, and discharges to, controlled waters (which include
coastal waters, territorial waters extending three miles from shore, inland freshwaters and groundwater).

There are also specific requirements for development, and requirements for the protection and management of
nationally and internationally important wildlife and natural habitats (either on land owned by SWS or on land
affected by SWS’s wider operations) regulated by Natural England, DEFRA and the EA.

The description given in this document relates to the structure and regulations that apply in England. Although
the structure of the water and wastewater industry is the same in Wales, different regulations sometimes apply.
There are different structures and different regulatory frameworks for water and wastewater services in the
remainder of the United Kingdom (Scotland and Northern Ireland).

Ofwat and the Secretary of State

Each of the Secretary of State and Ofwat has a primary duty under the WIA to exercise and perform its powers
and duties under the WIA in the manner it considers best calculated to:

. further the consumer objective, which is to protect the interests of consumers, wherever appropriate, by
promoting effective competition between persons engaged in, or in commercial activities connected
with, the provision of water and sewerage services;

. secure that the functions of Regulated Companies are properly carried out throughout England and
Wales;
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. secure that Regulated Companies are able (in particular, by securing reasonable returns on their capital)
to finance the proper carrying out of those functions;

. secure that the activities authorised by the licence of a licensed water supplier and any statutory functions
imposed on it are properly carried out; and

. further the resilience objective, which is to secure the long-term resilience of water supply and sewerage
systems and that Regulated Companies take steps to enable them, in the long term, to meet the need for
water supplies and sewerage services.

Subject to these primary duties, each of the Secretary of State and Ofwat is required to exercise and perform its
powers and duties in the manner it considers best calculated to:

. promote economy and efficiency on the part of Regulated Companies;
. secure that there is no undue preference or discrimination in the fixing of charges;
. protect the interests of customers of Regulated Companies (and companies connected with them) in

respect of non-regulated activities in particular by ensuring that: (i) transactions are carried out at arm’s
length; and (ii) in relation to their regulated business, Regulated Companies maintain and present
accounts in a suitable form and manner;

. protect the interests of customers in connection with the benefits that could be secured for them by the
application of the proceeds of disposal by Regulated Companies of Protected Land; and

. contribute to the achievement of sustainable development.

There is also a power for the Secretary of State to issue statutory guidance to Ofwat concerning how Ofwat
might contribute to social and environmental policies. There is also a duty on DEFRA to encourage water
conservation and on all public authorities, as defined, to take into account, where relevant, the desirability of
conserving water supplied or to be supplied to premises.

The Secretary of State, Ofwat and statutory undertakers also have general environmental and recreational duties
under section 3 of the WIA.

Licences

General

Under the WIA, each Regulated Company holds a licence and is regulated through the conditions of such
licence as well as the WIA. Each licence specifies the geographic area served by the company and imposes a
number of conditions on the licence holder that relate to limits on charges, information reporting requirements,
various codes of practice, and other matters. In addition to the conditions regulating price limits (see the section
“Economic Regulation” below), each licence also contains conditions regulating infrastructure charges and the
making of charges schemes, and imposes prohibitions on undue discrimination and undue preference in
charging. Other matters covered by conditions in each licence include: accounts and the provision of accounting
information; codes of practice for customers on disconnection and on leakage; levels of service and service
targets; “ring-fencing” of assets and restrictions on disposal of land; asset management plans; the provision of
information to Ofwat; provision of combined and water operations supplies; and payments to customers for
supply interruptions because of drought. Ofwat is responsible for monitoring compliance with licence
conditions and, where necessary, enforcing compliance through procedures laid down in the WIA.
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Termination of a Licence

There are certain circumstances provided for in the WIA under which a Regulated Company could cease to
hold a licence for all or part of its area:

(@) a Regulated Company could consent to the making of a replacement appointment or variation, which
changes its appointed area, in which case Ofwat has the authority to appoint a new licence holder;

(b)  under condition O of a licence, where the Secretary of State has given the Regulated Company at least
25 years’ notice of termination and that period of notice has expired;

(c)  under the provisions of the Special Administration regime, the Special Administrator may transfer the
business and licence to a successor (see the section “Special Administration Orders” below); or

(d) by the granting of an “inset” appointment (or a new appointment and variation “NAV”) over part of a
Regulated Company’s existing appointed area to another Regulated Company (see “Competition in the
Water Industry” below).

Before making an appointment or variation replacing a Regulated Company, Ofwat or the Secretary of State
must consider any representations or objections made. Where the Secretary of State or Ofwat makes such an
appointment or variation, in determining what provision should be made for the fixing of charges by the new
Regulated Company, it is the duty of the Secretary of State or Ofwat to ensure, so far as may be consistent with
their duties under the WIA, that the interests of the members and creditors of the existing Regulated Company
are not unfairly prejudiced as regards the terms on which the new Regulated Company could accept transfers
of property, rights and liabilities from the existing Regulated Company.

An inset appointment can be granted to a company seeking to provide water and/or wastewater services on an
unserviced site, or to a large user of water and/or wastewater services within an existing Regulated Company’s
area (provided certain thresholds are met and the person who is the customer consents), or where the incumbent
Regulated Company consents to the variation. The threshold for large user insets has been reduced, from 250
to not less than 50 million litres of water supplied or likely to be supplied to particular premises in any 12-
month period, which has increased the number of large users that are able to qualify for inset appointments

Modification of a Licence
(a) Regulatory Landscape

Conditions of a licence may be modified in accordance with the procedures laid down in the WIA. Under section
55 of the Water Act 2014, Ofwat can modify the conditions of Regulated Companies and licensees where such
modifications are considered necessary or expedient as a consequence of amendments made by the Water Act
2014. Subject to a power of veto by the Secretary of State of certain proposed modifications, Ofwat may modify
licence conditions with the consent of the Regulated Company concerned under section 13 of the WIA. Primary
legislation can also confer on Ofwat the power to modify the licence of a Regulated Company without the
consent of the Regulated Company. This is usually a time-limited power. To date, such modifications made
pursuant to primary legislation have only occurred in relation to Conditions R and S.

Before making the licence modifications, Ofwat must publish the proposed modifications as part of a
consultation process, giving third parties the opportunity to make representations and objections, which Ofwat
must consider. In the absence of consent, the only means by which Ofwat can normally secure a modification
is following a modification reference to the CMA. A modification reference may also be required in the event
of a direction from the Secretary of State to the effect that, among other things, in his view, the modifications
should only be made, if at all, following a reference to the CMA.
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The CMA (and the Secretary of State in certain circumstances) also has the power to modify the conditions of
a licence after an investigation under its merger or market investigation powers under the Enterprise Act if it
concludes that matters investigated in relation to water or sewerage services were anti-competitive or, in certain
circumstances, against the public interest.

A modification reference requires the CMA to investigate and report on whether matters specified in the
reference operate, or may be expected to operate, against the public interest and, if so, whether the adverse
public interest effect of those matters could be remedied or prevented by modification of the conditions of the
licence. In determining whether any particular matter operates or may be expected to operate against the public
interest, the CMA is to have regard to the matters in relation to which duties are imposed on the Secretary of
State and Ofwat.

If there is an adverse finding, the CMA’s report will state whether any adverse effects on the public interest
could be remedied or prevented by modification of the licence. If the CMA so concludes, Ofwat must modify
the licence as necessary to remedy or prevent the adverse effects specified in the report while having regard to
the modifications specified therein and after giving due notice and consideration to any representations and
objections.

If it appears to the CMA that the proposed modifications are not requisite for the purpose of remedying or
preventing the adverse effects specified in its report, the CMA has the power to substitute its own modifications
which are requisite for the purpose.

It is possible for primary legislation to confer on Ofwat the power to modify the licences of a Regulated
Company (without the consent of the Regulated Company) albeit that this is usually a time-limited power and
any licence modification must usually be made in accordance with, and as a direct consequence of, a provision
of such primary legislation. To date, changes permitted pursuant to primary legislation have only occurred in
relation to Conditions R and S. Condition R seeks to ensure that there is no undue preference or discrimination
against any customers or licensees and governs obligations regarding information. Condition S deals with
situations where a licensee proposes to introduce water into an undertaker’s supply system.

(b)  Instrument of Appointment modifications

As stated above, Ofwat and the CMA have the power to modify the conditions of the Licence of a Regulated
Company.

In the Water Act 2014, section 55 allows Ofwat to modify the conditions of Regulated Companies and licensees
within two years of the coming into force of the relevant provision of the Water Act 2014, where such
modifications are considered necessary or expedient as a consequence of amendments made by the Water Act
2014.

In July 2018, Ofwat launched a consultation under section 13 of the WIA on two proposed modifications of the
licence conditions of 17 water companies. The first proposed modification would prohibit water companies
from showing undue preference towards or undue discrimination against themselves, other water companies
(including NAVs, water supply and/or sewerage licensees or unlicensed third parties in relation to the provision
of certain water and sewerage services). The second proposed modification would place restrictions on the
circumstances in which water companies could externally disclose or internally use information they were
provided with in relation to the submission of bids to provide certain services or agreements for the adoption of
infrastructure. The modifications are intended to facilitate the development of new wholesale markets, the NAV
market and the self-lay market by removing any unfair commercial advantages and ensuring a level playing
field for new entrants. A notice to introduce such changes was published in November 2018 after consent was
received from all companies to such changes.
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In September 2018, Ofwat published a consultation under section 13 of the WIA on proposed modifications to
simplify various conditions of all water companies’ licences. Several conditions were affected by the proposed
modifications, but the purpose thereof was to improve the clarity of conditions and remove redundant aspects.
The modifications proposed did not aim to change any underlying purpose or requirement, and the most
significant proposed changes related to Condition F (accounting information only) and Conditions G, H & |
which were largely combined into a new Condition G. It was further proposed that Conditions R1 and R2 be
deleted as they have ceased to have effect. The consultation closed on 19 October 2018, and in December 2018
Ofwat published its conclusions in a document entitled “Conclusions on Licence Simplification and
Modification of all Instruments of Appointment” (the “Consultation Conclusion”). The Consultation
Conclusion also served as a notice confirming that Ofwat had modified the licences of all the water companies
in accordance with section 13 of the WIA (with changes coming into effect in January and March 2019). The
amendments made to the SWS Licence included the deletion of conditions R4 (Stapling Condition) and R5
(Customer Protection Condition) as these were also considered to be redundant, despite not being included in
the original consultation.

In November 2018, following a consultation in March 2018, Ofwat made three modifications to the standard
licence conditions that apply to water supply licences and sewerage licences. Two of these modifications ensure
that the standard licence conditions apply to sewerage only licences and licences limited to self-supply. The
third modification provides that Ofwat may only request an additional certificate to the annual certificate of
adequacy to be submitted by 1 April each year if there is a material change of circumstances not anticipated at
the time the annual certificate was submitted.

In addition, on 20 November 2018, Ofwat published a further consultation under section 13 of the WIA on
strengthening the regulatory ring-fencing framework, and issued its decision on the same section on 9 July
2019. As a result, all ring-fencing provisions will now be drawn into Condition P instead of in individual
licences to achieve a consistent regulatory framework. This will require consultation under section 13 of the
WIA. The decision stated that more analysis is needed in relation to credit rating and ring-fencing certificates,
and further guidance will be issued where necessary.

In July 2019, after Ofwat launched a consultation in May 2019 and received consent from all 17 Regulated
Companies, it became compulsory for all water companies to meet new objectives about board leadership,
transparency and governance under their licence. Ofwat first introduced its board leadership, transparency and
governance principles in 2014, and updated them in 2019 to include a specific requirement for water company
boards to establish their company’s purpose, strategy and values. As a result, boards of Regulated Companies
must also be satisfied that these, and their culture, reflect the needs of all those it serves as part of its licence
obligations. Ofwat issued licence modifications in November 2019 that incorporated the above new
requirements.

In November 2019, Ofwat issued modifications to Condition B of licences of 17 water companies including
SWS. These modifications are made under section 13 of the WIA. The modified Condition B continues to allow
Ofwat to make determinations on setting controls in respect of charges levied by SWS or revenue allowed to it
for the supply of water and sewerage services, as well as providing for reviews by Ofwat to determine whether
one or more Price Controls should be changed. It now makes clear that Ofwat’s 2019 price review final
determinations are able to set the opening revenue allowances in the price controls for network plus activities,
which are defined as all activities carried out by SWS in its performance of its functions as a water undertaker
other than those in connection with raw water abstraction, transport and storage (and any designated ancillary
services). Under the new condition, SWS is now also able to levy charges to recover shortfalls in revenue in
previous charging years, as long as those shortfalls are calculated in accordance with Ofwat’s Revenue
Forecasting Initiative formula. Condition B also continues to give SWS the ability to refer to Ofwat for an
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Interim Determination between Periodic Reviews and to give information to Ofwat to enable it to make such
determinations

Water Supply

Each Regulated Company which is a water undertaker has a general duty as such to develop and maintain an
efficient and economical system of water supply and to make arrangements in relation to the provision of water
supplies within its appointed area. It also has specific supply duties, including a duty to comply with a water
main requisition provided certain conditions are met, duties to supply water for domestic purposes to premises
within the appointed area which are connected to a water main and to connect new premises to a water main.
These duties must be carried out, so far as reasonably possible, with the aim of furthering the conservation and
enhancement of natural beauty and the conservation of flora, fauna and physical features of special interest, and
of maintaining freedom of access to places of natural beauty, buildings, sites and objects of archaeological,
architectural and historical interest and providing access and recreation to the public. In addition, it may be
required in certain very limited circumstances to connect premises outside its appointed area to one of its water
mains and to supply water to those premises. Each Regulated Company is under a duty to promote the efficient
use of water by its customers.

Water supplied for domestic purposes or food production purposes must be wholesome at the time of supply,
which entails compliance with the Water Quality Regulations. In certain circumstances, the standards set in
those regulations may be relaxed. Where standards or relaxed standards are not being met, the Secretary of State
is under a duty to take enforcement action against the supplier. However, Regulated Companies may submit
undertakings, Regulation 28 Notices or apply for an authorised departure to the Secretary of State detailing
steps designed to secure or facilitate compliance with those standards. The Secretary of State is not required to
take enforcement action for breaches of the Water Quality Regulations if satisfied with the undertakings, or if
satisfied that the breaches are of a trivial nature, or if general duties preclude taking enforcement action. The
Secretary of State has stated that, except in certain very limited circumstances, it is unlikely that enforcement
action will be taken against Regulated Companies which are complying with the terms of their undertakings.
Under the WIA, it is a criminal offence for a Regulated Company to supply water which is unfit for human
consumption.

During 2018, 99.98 per cent'® of the tests carried out on samples complied with the mandatory national and
European standards for microbiological and chemical parameters, as set out in the Water Quality Regulations.
Since 1988, Southern Water has implemented an extensive investment programme to ensure compliance.

On 6 July 2016, the EU Parliament adopted the Directive on security of network and information systems (the
“NIS Directive™). The NIS Directive provides legal measures to protect essential services and infrastructure by
improving the security of Network and Information systems. The Government implemented the NIS Directive
through the NIS Regulations 2018 (the “NIS Regulations”), which came into force on 19 May 2018. The DWI
is the competent authority for the purposes of the NIS Regulations. Drinking water supply and distribution has
been designated as an essential service for the purposes of the NIS Regulations and Regulated Companies, who
are suppliers of potable water to 200,000 or more people, are automatically designated as an “Operator of
Essential Services” and are required to comply with its requirements. In sum, operators of essential services are
required to take appropriate measures to manage risks to their network and information systems, to prevent
and/or minimise the impact of incidents to those systems, and to notify the DWI of any incident that has affected
the network and information systems which has had a significant impact on the continuity of the essential
service. This will include occurrences where the operator of essential services has identified any operator error
or interference with power, electronic systems, operational technology or information technology which has

16 pyplished in July 2018 by the Drinking Water Inspectorate, the independent regulator of public water supplies in England and Wales
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impacted on the supply, quality or sufficiency of water. Please refer to the Information Technology section under
Chapter 5 “Description of the SWS Financing Group” which provides further information on the Southern Water
NIS programme of work being undertaken and fines regime.

Wastewater Services

Each Regulated Company which is a sewerage undertaker has a general duty as such to provide, improve,
extend and maintain a system of public sewers capable of draining its region effectively, and to make provision
for the emptying of sewers and for dealing effectively with their contents. It also has specific sewerage duties,
including a duty to comply with a sewer requisition provided certain conditions are met, a duty to provide
sewers otherwise than by requisition, and a duty to permit private drains and sewers to be connected to its public
Ssewers.

Under the Environmental Permitting (England and Wales) Regulations 2016 (“EP Regulations 2016”) (as
amended by the Environmental Permitting (England and Wales) Amendment Regulations 2018), it is a criminal
offence for a person to cause or knowingly permit any poisonous, noxious or polluting matter or trade or sewage
effluent to enter controlled waters (including most rivers and other inland and coastal waters) other than in
accordance with the terms of an environmental permit. The principal prosecuting body is the EA.

The terms of the environmental permit will depend largely on the type of discharge and when the permit was
granted. The EA has discretion as to the terms on which Environmental Permits are granted or existing are
altered. The disposal of wastewater sludge from wastewater treatment works is also controlled.

Serviceability Standards

Regulated Companies are required to report to Ofwat on their performance against certain service standards,
particularly service to customers, in respect of their obligations as water undertakers and sewerage undertakers
and against performance commitments agreed as part of the price review process. If they do not meet certain
standards under Ofwat’s Guaranteed Standards Scheme (“GSS”), they may be required to pay compensation to
customers (in accordance with the minimum payments set out in the GSS, although some companies may
choose to voluntarily increase these amounts).

Under the Water Act 2003, Regulated Companies are required to disclose whether or not they link the
remuneration of their directors to levels of customer service attained and to give details of how any links affect
remuneration.

Enforcement Powers

The general duties of Regulated Companies as water or sewerage undertakers are enforceable by the Secretary
of State and/or Ofwat both. The conditions of the licence (and other duties) are enforceable by Ofwat alone
while other duties, including those relating to water quality, are enforceable by the DWI. Other duties, such as
those in respect of water abstractions and discharges, are enforceable by the EA.

Where the Secretary of State (via the DWI) or Ofwat is satisfied that a Regulated Company is contravening, or
has contravened and is likely to do so again, or is likely to contravene, its licence or a relevant statutory or other
requirement, either the Secretary of State or Ofwat (whichever is the appropriate enforcement authority) must
make a final enforcement order to secure compliance with that condition or requirement, save that, where it
appears to the Secretary of State or Ofwat more appropriate to make a provisional enforcement order, he may
do so. In determining whether a provisional enforcement order should be made, the Secretary of State or Ofwat
shall have regard to the extent to which any person is likely to sustain loss or damage as a consequence of such
breach before a final enforcement order is made. The Secretary of State or Ofwat will confirm a provisional
enforcement order if satisfied that the provision made by the order is needed to ensure compliance with the
condition or requirement that is in breach. There are exemptions from the Secretary of State’s and Ofwat’s duty
to make an enforcement order or to confirm a provisional enforcement order:

A38919631 95



. where the contraventions were, or the apprehended contraventions are, of a trivial nature;

. where the company has given, and is complying with, a Section 19 Undertaking to secure or facilitate
compliance with the condition or requirement in question;

. where duties in the WIA preclude the making or confirmation of the order; or
. where it would be more appropriate to proceed under the Competition Act 1998.

Section 19 Undertakings create obligations that are capable of direct enforcement under section 18 of the WIA.
Accordingly, the main implication of a Regulated Company assuming such an undertaking is that any future
breach of the specific commitments contained in the undertaking is enforceable in its own right (without the
need for further grounding on general statutory or licence provisions).

The WIA also confers powers on Ofwat or the Secretary of State to impose financial penalties on Regulated
Companies and the licensees introduced by the Water Act 2003. In certain circumstances, Ofwat and the
Secretary of State have the power to fine such a company up to 10 per cent. of its turnover from the preceding
business year (for each respective breach). These circumstances include a failure to comply with licence
conditions, standards of performance or other obligations. The penalty must also be reasonable in all the
circumstances. The time limit for imposing such financial penalties was extended by the Water Act 2014 from
12 months to five years. A penalty may not be imposed later than five years from the contravention or failure
except when a notice under section 22A(4) of the WIA (indicating the amount of the proposed penalty and the
circumstances giving rise to a penalty) or under section 203(2) of the WIA (requiring the Regulated Company
to provide information in relation to the contravention or failure) is served during that period. Where a final or
provisional order has been made in respect of a contravention or failure, a penalty cannot be imposed unless a
notice under section 22A(4) is served within three months of the final order or confirmation of the provisional
order, or within six months of the provisional order if it is not confirmed

The Water Act 2003 also provides for situations where a new licensee has caused or contributed to a breach of
a Regulated Company’s licence or caused or contributed to a Regulated Company contravening a statutory or
other requirement, or where a Regulated Company has caused or contributed to the breach of a new licensee’s
licence or caused or contributed to the breach of the latter’s statutory or other requirements. In those cases,
Ofwat may impose an appropriate remedy. A Regulated Company may appeal a penalty order to the Court. The
Court may cancel or reduce the penalty or extend the time-scale to pay. The requirement to pay the penalty is
suspended until the case is determined. A financial penalty may not be imposed under this provision for an
infringement if it is more appropriate to proceed under the Competition Act.

On the basis of a consultation launched in March 2016, Ofwat published an updated enforcement strategy in
January 2017. Ofwat confirmed that its approach to enforcement is risk-based and aimed at securing companies’
compliance with their licence and statutory obligations. Ofwat stated that, although it is willing to use all powers
vested in it under relevant legislation to secure compliance, where it finds that a company has breached its
licence or a statutory obligation it may, following informal regulatory action, consider not opening a formal
enforcement case if the company has taken appropriate steps to provide redress to customers or it may start
formal proceedings but agree to reduce the penalty if measures have been put in place to provide appropriate
redress. Some contraventions (i.e. misreporting or causing harm to customers) will automatically result in
enforcement action and in some instances, significant financial penalties.

In October 2019, Ofwat published a decision to impose a penalty on SWS for contravention of statutory and
licence provisions in relation to the management of its wastewater treatment works and the reporting of
performance information to Ofwat. Ofwat decided that a penalty of about £37.7 million was appropriate but it
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reduced it to £3 million in light of undertakings provided by SWS, under section 19 of the Act.}” The amount
of £3 million is to be paid to Ofwat by 22 November 2019 (for onward payment to the Consolidated Fund held
by HM Treasury).

Under the undertakings, SWS will make reparations to customers and former customers for an amount of about
£123 million in total over the next five years. This is made up of customer bill rebates in lieu of
underperformance penalties (£91.2 million), set as part of Ofwat’s price review process, which the company
avoided paying as a result of misreporting to Ofwat. The rest is a customer bill rebate for reporting failures
(£31.7 million), and which is to be made in lieu of a penalty. A small proportion of this amount may also be
disbursed to former customers of SWS as a one-off payment.

SWS has also committed to operational changes to avoid future non-compliance including greater transparency
about its environmental performance among other things, information about pollution incidents, flow and spill
reporting, wastewater treatment works compliance, regional bathing water compliance results, emissions and
river levels will be published in a dedicated section within the company’s website. Further, SWS is committed
to strengthen its internal compliance mechanism and has put new systems in place to safeguard its services with
enhanced whistle-blowing procedures and introduced a revised set of company values and a modern compliance
framework.

Special Administration Orders
(@) Circumstances

The WIA contains provisions enabling the Secretary of State, or Ofwat with the consent of the Secretary of
State, to secure the general continuity of water supply and wastewater services. In certain specified
circumstances, the Court may, on the application of the Secretary of State or, with his consent, Ofwat, make a
Special Administration Order in relation to a Regulated Company and appoint a Special Administrator. These
circumstances include:

. where there has been, or is likely to be, a breach by a Regulated Company of its principal duties to supply
water or provide wastewater services or of a final or confirmed provisional enforcement order and, in
either case, the breach is serious enough to make it inappropriate for the Regulated Company to continue
to hold its licence;

. where the Regulated Company is, or is likely to be, unable to pay its debts;

. where, in a case in which the Secretary of State has certified that it would be appropriate, but for section
25 of the WIA, for him to petition for the winding-up of the Regulated Company under section 124A of
the Insolvency Act, it would be just and equitable, as mentioned in that section, for the Regulated
Company to be wound up if it did not hold a licence; and/or

. where the Regulated Company is unable or unwilling to adequately participate in arrangements certified
by the Secretary of State or Ofwat to be necessary by reason of, or in connection with, the appointment
of a new Regulated Company upon termination of the existing Regulated Company’s licence.

In addition, on an application being made to Court, whether by the Regulated Company itself or by its directors,
creditors or contributories, for the compulsory winding-up of the Regulated Company, the Court would not be
entitled to make a winding-up order. However, if satisfied that it would be appropriate to make such an order if

17 page 3 of Ofwat’s final decision to impose a financial penalty on Southern Water Services Limited, dated 10 October 2019 and accessible at
https://www.ofwat.gov.uk/wp-content/uploads/2019/06/Ofwat%E2%80%99s-final-decision-to-impose-a-financial-penalty-on-Southern-
Water-Services-Limited.pdf
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the Regulated Company were not a company holding a licence, the Court shall instead make a Special
Administration Order.

(b)  Special Administration Petition Period

During the period beginning with the presentation of the petition for Special Administration and ending with
the making of a Special Administration Order or the dismissal of the petition (the “Special Administration
Petition Period”), the Regulated Company may not be wound up, no steps may be taken to enforce any security
except with the leave of the Court and, subject to such terms as the Court may impose, no other proceedings or
other legal process may be commenced or continued against the Regulated Company or its property except with
the leave of the Court.

Once a Special Administration Order has been made, any petition presented for the winding-up of the company
will be dismissed and any receiver appointed, removed. While a Special Administration Order is in force, those
restrictions imposed during the Special Administration Petition Period continue with some modifications: an
administrative receiver can no longer be appointed (with or without the leave of the Court) and, in the case of
certain actions which require the Court’s leave, the consent of the Special Administrator is acceptable in its
place. See the section “Restrictions on the Enforcement of Security” below.

(c)  Special Administrator Powers and the Transfer Scheme

A Special Administrator has extensive powers similar to those of an administrator under the Insolvency Act
1986, but with certain important differences. He is appointed only for the purposes of transferring to one or
more different Regulated Companies as much of the business of the Regulated Company as is necessary for the
proper carrying out of its water supply or sewerage functions as the case may be and, pending the transfer, of
carrying out those functions. During the period of the order, the Regulated Company is managed for the
achievement of the purposes of the order and in a manner which protects the respective interests of members
and creditors. However, the effect of other provisions of the WIA is ultimately to subordinate members’ and
creditors’ rights to the achievement of the purposes of the Special Administration Order.

Were a Special Administration Order to be made, it is for the Special Administrator to agree the terms of the
transfer on behalf of the existing appointee, subject to the provisions of the WIA (“Transfer Scheme”). The
Transfer Scheme may provide for the transfer of the property, rights and liabilities of the existing Regulated
Company to the new Regulated Company(ies) and may also provide for the transfer of the existing Regulated
Company’s licence (with modifications as set out in the Transfer Scheme) to the new Regulated Company(ies).
The powers of a Special Administrator include, as part of a Transfer Scheme, the ability to make modifications
to the licence of the existing Regulated Company, subject to the approval of the Secretary of State or Ofwat, as
well as the power to exercise any right the Regulated Company may have to seek a review by Ofwat of the
Regulated Company’s charges pursuant to an IDOK or a Substantial Effects Clause. To take effect, the Transfer
Scheme must be approved by the Secretary of State or Ofwat. In addition, the Secretary of State and Ofwat may
modify a Transfer Scheme before approving it or at any time afterwards with the consent of the Special
Administrator and each new Regulated Company.

The WIA also grants the Secretary of State, with the approval of Her Majesty’s Treasury, the power: (i) to make
appropriate grants or loans to achieve the purposes of the Special Administration Order and to indemnify the
Special Administrator against losses or damages sustained in connection with the carrying out of his functions;
and (i) to guarantee the payment of principal or interest and the discharge of any other financial obligations in
connection with any borrowings of the Regulated Company subject to a Special Administration Order.

The FWM Act (see “Competition in the Water Industry” below) amended the special administration regime in
the WIA to bring it in line with modern insolvency practice in unregulated industries. The FWM Act also
streamlined the procedures for transferring a failing company to new owners. The changes enable the Special
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Administrator to pursue the goal of rescuing the Regulated Company as a going concern if this is reasonably
practicable.

In its updated approach to enforcement dated 9 January 2017, Ofwat has confirmed that, as at the beginning of
2016, neither the Secretary of State nor Ofwat have needed to apply to the Court for such a Special
Administration Order.

Protected Land

Under the WIA, there is a prohibition on Regulated Companies disposing of any of their Protected Land except
with the specific consent of, or in accordance with a general authorisation given by, the Secretary of State. A
consent or authorisation may be given on such conditions as the Secretary of State considers appropriate. For
the purpose of these provisions, disposal includes the creation of any interest (including leases, licences,
mortgages, easements and wayleaves) in or any right over land and includes the creation of a charge.

Protected Land comprises any land, or any interest or right in or over any land, which:

. was transferred to a water and sewerage company (under the provisions of the Water Act 1989) on 1
September 1989, or was held by a water only company at any time during the financial year 1989/90;

. is, or has at any time on or after 1 September 1989, been held by a company for purposes connected with
the carrying out of its regulated water or wastewater functions; or

. has been transferred to a company in accordance with a scheme under Schedule 2 to the WIA from
another company, in relation to which the land was Protected Land when the transferring company held
an appointment as a water or sewerage undertaker.

Unless a specific consent is obtained from the Secretary of State, all disposals of Protected Land must comply
with Condition K of the licence. This condition seeks to ensure (i) that, in disposing of Protected Land, the
Regulated Company retains sufficient rights and assets to enable a Special Administrator to manage the business,
affairs and property of the Regulated Company so that the purposes of the Special Administration Order can be
achieved and (ii) that the best price is received from such disposals so as to secure benefits to customers (where
such proceeds were not taken into account when price limits were set, they are shared equally as between
customers and shareholders). To this end there are certain procedures for and restrictions on the disposal of
Protected Land and special rules apply to disposals by auction or formal tender and to disposals to certain
associated companies. These include a restriction on the disposal (except with the consent of Ofwat) of
Protected Land required for carrying out the Appointed Business. In addition, Ofwat can impose conditions on
disposals of Protected Land including conditions relating to the manner in which the proceeds of a sale are to
be used.

Given the purposes of the WIA (in particular of the Special Administration regime and the restrictions on
enforcement of security thereunder) and of Condition K of its licence, a Regulated Company would not expect
to obtain the consent of the Secretary of State or Ofwat to the creation of any security over its Protected Land.

Condition K of SWS’s Licence sets a threshold of £1 million for requiring permission from Ofwat to dispose
of Protected Land or £500,000 in respect of a disposal to an Associated Company (as defined in the Licence).
All land disposals are reported to Ofwat in the annual return.

Security
() Restrictions on the Granting of Security

A Regulated Company’s ability to grant security over its assets and the enforcement of such security are
restricted by the provisions of the WIA and its licence. For example, the WIA restricts a Regulated Company’s
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ability to dispose of Protected Land (as explained in “Protected Land”” above). Accordingly, its licence restricts
a Regulated Company’s ability to create a charge or mortgage over Protected Land.

In addition, provisions in a Regulated Company’s licence require the Regulated Company at all times:

(i) to ensure, so far as is reasonably practicable, that if a Special Administration Order were made in respect
of it, it would have sufficient rights and assets (other than financial resources) to enable the Special
Administrator to manage its affairs, business and property so that the purpose of such an order could be
achieved; and

(i) to act in the manner best calculated to ensure that it has adequate: (A) financial resources and facilities;
and (B) management resources, to enable it to carry out its regulated activities.

These provisions have the indirect effect of further limiting the ability of a Regulated Company to grant security
over its assets, in particular assets required for carrying out the Appointed Business, and by limiting in practice
the ability to enforce such security.

(b)  Restrictions on the Enforcement of Security

Under the WIA, the enforcement of security given by a Regulated Company in respect of its assets is prohibited
unless the person enforcing the security has first given 14 days’ notice to both the Secretary of State and Ofwat.
If a petition for Special Administration has been presented, leave of the Court is required before such security
is enforceable or any receiver can be appointed (or, if a receiver has been appointed between the expiry of the
required notice period and presentation of the petition, before the administrative receiver can continue to carry
out his functions). These restrictions continue once a Special Administration Order is in force with some
modification (see “Special Administration Orders” above).

Once a Special Administrator has been appointed, he would have the power, without requiring the Court’s
consent, to deal with property charged pursuant to a floating charge as if it were not so charged. When such
property is disposed of under this power, the proceeds of the disposal would, however, be treated as if subject
to a floating charge which had the same priority as that afforded by the original floating charge.

A disposal by the Special Administrator of any property secured by a fixed charge given by the Regulated
Company could be made only under an order of the Court unless the creditor in respect of whom such security
is granted otherwise agreed to such disposal. Such an order could be made if, following an application by the
Special Administrator, the Court was satisfied that the disposal would be likely to promote one or more of the
purposes for which the order was made (although the Special Administrator is subject to the general duty to
manage the company in a manner which protects the respective interests of the creditors and members of the
Regulated Company). Upon such disposal, the proceeds to which that creditor would be entitled would be
determined by reference to the “best price which is reasonably available on a sale which is consistent with the
purposes of the Special Administration Order” as opposed to an amount not less than “open market value”
which would apply in a conventional administration for a non-Regulated Company under the Insolvency Act.

Within three months of the making of a Special Administration Order or such longer period as the Court may
allow, the Special Administrator must send a copy of his proposals for achieving the purposes of the order to,
among other persons, the Secretary of State, Ofwat and the creditors of the company. The creditors’ approval
of the Special Administrator’s proposal is not required at any specially convened meeting (unlike in the conduct
of a conventional administration under, the Insolvency Act). The interests of creditors and members in a Special
Administration are still capable of being protected since they have the right to apply to the Court if they consider
that their interests are being prejudiced. Such an application may be made by the creditors or members by
petition for an order on a number of grounds, including either: (i) that the Regulated Company’s affairs, business
and property are being or have been managed by the Special Administrator in a manner which is unfairly
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prejudicial to the interests of its creditors or members; or (ii) that any actual or proposed act of the Special
Administrator is or would be so prejudicial. Except as mentioned below, the Court may make such order as it
thinks fit, and any order made by the Court may include an order to require the Special Administrator to refrain
from doing or continuing an act about which there has been a complaint. The exception referred to above is that
the Court may not make an order which would prejudice or prevent the achievement of the purposes of the
Special Administration Order.

Enforcement of Security over Shares in Regulated Companies

Under the WIA, the enforcement of security over, and the subsequent sale of, directly or indirectly, the shares
in a Regulated Company would not be subject to the restrictions described above in relation to the security over
a Regulated Company’s business and assets. Notwithstanding this, given Ofwat’s general duties under the WIA
to exercise and perform its powers and duties, among other things, to ensure that the functions of a Regulated
Company are properly carried out, the expectation is that any intended enforcement either directly or indirectly
of security over, and subsequently any planned disposal of, the shares in a Regulated Company to a third-party
purchaser would require consultation with Ofwat. In addition, depending on the circumstances, the merger
control provisions could apply in respect of any such disposal.

Economic Regulation

General

Economic regulation of the water industry in England and Wales has been based on a system of five-year price
caps (determined by the Periodic Reviews) imposed on the amounts Regulated Companies can charge to their
customers. This was replaced with effect from 1 April 2015 with a system of four (three for water-only
companies) price limits covering water operations, wastewater operations, retail household and retail non-
household. The system retains its incentive-based properties and each price limit will operate for five years as
with the previous regime, with the exception of retail non-household. The current five-year period is the AMP6
Period spanning 1 April 2015 to 31 March 2020.

The next five-year period is the AMP7 Period spanning 1 April 2020 to 31 March 2025, based on the Final
Determination published on 16 December 2019. The Final Determination set out price controls, service
commitments and the wider incentive framework for six separate binding controls: water resources; water
network plus; wastewater network plus; bioresources; residential retail; and business retail. Ofwat decided in
its Final Methodology for the 2019 Price Review (December 2017) to revert to a five-year price control for
business retail activities.

The current system of economic regulation is described below.

(A) PR14

Key Features of the AMP6 Price Limit Framework

A key feature of the AMP6 price limit framework is Ofwat’s ambition to set allowances independently of
companies’ business plans based on economic models of the costs of an efficient water company. This places
the onus on companies to manage their business in such a way that is sustainable over the long term. It is an
“outcome-based” regulatory model and hence has in place outcomes, commitments and ODIs which affect all
price limits. These were developed during the price review for each price limit following extensive customer
engagement and review by Ofwat. The outcomes apply at the Regulated Company and describe the outcomes
that customers wish to be delivered. The SWS outcomes are set out in Chapter 5 “Description of the SWS
Financing Group”.

For each outcome a series of appropriate commitments are established that set out the levels of performance
that will be targeted in the current price limit period. To incentivise delivery of these commitments, ODIs, either
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financial or reputational, are developed for each commitment. Where financial incentives apply, the unit rate of
reward or penalty, and the bands in which the incentive applies, are also established. Companies will report on
their performance against all incentives (financial and non-financial) on an annual basis.

In addition to the company-specific ODIs, Ofwat retained in AMP6 the industry-wide SIM that was introduced
in AMP5. However, Ofwat made a number of modifications to the AMP5 scheme. The main change is that the
weighting of the qualitative score has been increased to 75 per cent. (from 50 per cent.) and the weighting of
the quantitative score has consequently decreased to 25 per cent. (from 50 per cent).

Wholesale Price Controls

The two wholesale controls — water and wastewater — share a number of common features which are described
below:

(i) K Factor

The wholesale controls are revenue caps with the amount of revenue that can be collected, in each control,
limited to the previous year’s revenue cap increased by the sum of the percentage movement in the RPI plus K,
a company specific adjustment factor. The size of a Regulated Company’s K factor (which can be positive,
negative or zero) reflects the scale of its capital investment programme, its cost of capital as determined by
Ofwat, and its operational and environmental obligations, together with Ofwat’s judgement as to the scope for
it to improve its efficiency. It is an annual, variable factor and as such, it may be a different number in different
years.

(i)  Regulatory Capital Value

Under the methodology developed by Ofwat, the regulatory capital value of Regulated Companies is a critical
parameter underlying wholesale price controls set at Periodic Reviews, being the value of the capital base of
the relevant price control for the purposes of calculating the return on capital element of the determination of
K. The value of the regulatory capital value to investors and lenders is protected against inflation by adjusting
the value each year by RPI (to be transitioned to CPIH from 2020).

In addition, Ofwat’s projections of regulatory capital value takes account of the assumed net RCV additions in
each year of a Periodic Review Period, which are a function of the total expenditure over the period and the
pay-as-you-go (“PAYG”) ratio. The PAYG ratio is established for each price control in the Final Determination
and reflects the proportion of total expenditure that is remunerated in the current price control period with the
remaining non-PAYG totex added to the RCV to be remunerated in future periods. The remuneration of the
RCV occurs through the RCV run-off, where the RCV is reduced by the RCV run-off that is included within
the revenue cap.

(iii)  Totex Menu

The totex menu is a mechanism that provides an incentive on Regulated Companies to reduce their wholesale
costs and improve efficiency. Companies make a choice for each of their wholesale controls, following the Final
Determination using the menu published by Ofwat that determines three factors — the level of allowed
expenditure, the level of additional income and a totex sharing rate. These factors operate together to provide
an incentive to maximise totex efficiency. The menu choice is essentially the ratio of expected expenditure over
the price control period to Ofwat’s estimated baseline expenditure. Once this choice is made the published menu
will determine the level of allowed expenditure as the 25:75 interpolation between the two, the level of
additional income and the totex sharing rate (the proportion of any over or under spend of totex that is shared
with customers). The Final Determination includes an implied menu choice and so the menu choice does not
affect revenues during the following AMP. Instead adjustments are made, as appropriate, in the adjustments that
flow into the next price control.
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(iv)  Wholesale Revenue Forecasting Incentive Mechanism (“WRFIM™)

Ofwat has introduced a WRFIM, which replaces the previous revenue correction mechanism and provides an
incentive to set tariffs so as to closely recover the allowed revenue while also providing a protection mechanism
so that any over or under recovery of revenue can be carried forward to the next year. The WRFIM allows a
deadband where revenue forecasting errors of between + 2 per cent. of allowed revenue attract no penalties.
Should forecasting errors exceed 2 per cent., a penalty interest rate is applied to the amount of the error and this
interest charge will be deducted from allowed revenue at the price review in 2019. In the case where forecasting
errors exceeded 6 per cent. of allowed revenue, SWS would have to furnish an explanation to Ofwat in addition
to incurring the penalty interest rate charge.

Retail Household Price Limit

The retail household control is materially different in structure to the wholesale controls. The retail household
control does not have an RCV or K factor and is not indexed to RPI. Instead the control is based on an overall
average cost to serve limit, which is a weighted average of the average cost to serve for a number of customer
types i.e. meter or unmetered and whether water, wastewater or both. The limit is set for each year of the control
and is set in nominal terms.

Retail Non-Household Price Limit

The retail non-household control is different to both the wholesale control and the retail household control. It
does not contain an RCV or K factor and is not indexed to RPI. It also does not have an overall limit on average
prices. Instead the control consists of limits on the average revenue allowed in each year for specific customer
types. These limits are added to the wholesale charges to provide default tariffs, which are the maximum that
can be charged for each customer type, which vary according to customer volumes, in three volume bands.
Prices for customers falling within the low volume band (0-5 megalitre per year, Ml/y) will continue to be
regulated with default tariffs. Prices for customers in the higher volume bands (5-50 Ml/y and 50+ Ml/y) will
be subject to gross margin caps.

SWS is no longer affected by the retail non-household price control following its exit from the market.
(B) PR19

In September 2018, water companies in England and Wales submitted their plans for the 2020-2025 regulatory
period to Ofwat. Ofwat checked and challenged those plans, including how much companies planned to spend
to deliver them.

Key Features of the AMP7 Price Limit Framework

For AMP7, Ofwat has introduced new price controls for water resources and bioresources, resulting in four
wholesale price controls (Water Resources, Water Network Plus, Wastewater Network Plus and Bioresources)
along with a household retail price control.

The Final Determination covers customer bill profile, costs, allowed revenues and outcomes for customers. In
relation to each of these:

e The Final Determination will cut average bills by 18.4% in real terms in the 2020-25 period compared to
SWS’s proposed 6.7% reduction.

e The Final Determination allows wholesale totex of £3,403.4 million, which includes £855 million to invest
in improvements to service, resilience and the environment.
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e Allowed return is 2.96% (on a CPIH basis, 1.96% on an RPI basis) at the appointee level. After adjustment
for the retail margin, the allowed return on capital for the wholesale price controls is 2.92% (on a CPIH
basis, 1.92% on an RPI basis). The allowed retail margin for the household retail control is 1.0%.

Performance commitments, performance commitment levels and outcome delivery incentives were developed
during the price review for each price limit following extensive customer engagement and review by Ofwat.
The outcomes apply at the Regulated Company and describe the outcomes that customers wish to be delivered.
The SWS outcomes are set out in Chapter 5 “Description of the SWS Financing Group”.

For each outcome a series of appropriate performance commitments are established that set out the levels of
performance that will be targeted in the current price limit period. Ofwat specified 15 ‘common’ performance
commitments, which all companies were required to include in their plans. These reflected the priorities that
were common to all customers, such as leakage, service interruptions or sewer flooding. Other ‘bespoke’
performance commitments were proposed by companies to reflect local priorities. To incentivise delivery of
these commitments, ODIs, either financial or reputational, are developed for each commitment. Where financial
incentives apply, the unit rate of reward or penalty, and the bands in which the incentive applies, are also
established. Companies will report on their performance against all incentives (financial and non-financial) on
an annual basis. Where financial rewards or penalties are accrued in any year, they are reflected in allowed
revenues two years later.

Ofwat also introduced two new customer satisfaction measures — C-MeX and D-MeX. C-MeX is a measure of
customers satisfaction and replaces Ofwat’s previous satisfaction measure, SIM. C-MeX carries a maximum
reward and penalty of 12% of retail revenues. D-MeX measures the service provided to developers wishing to
connect to the water or wastewater network. The maximum reward is 2.5%, and the maximum penalty 5%, of
developer services revenue.

Wholesale Price Controls
(8  Common Features

The four wholesale controls share a number of common features which are described below:
(i) Limit on revenues

With the exception of the bioresources control, the wholesale controls are revenue caps with the amount of
revenue that can be collected, in each control, limited to the previous year’s revenue cap increased by the sum
of the percentage movement in the CPIH plus K, a company specific adjustment factor. The size of a Regulated
Company’s K factor (which can be positive, negative or zero) reflects the scale of its expenditure programme,
its cost of capital as determined by Ofwat, and its operational and environmental obligations, together with
Ofwat’s judgement as to the scope for it to improve its efficiency. It is an annual, variable factor and as such, it
may be a different number in different years. The bioresources control is derived in a similar way but is
expressed as an allowed revenue per unit of sludge treated. The allowed revenue per unit is different in each
year, reflecting the underlying cost structure.

(i) Regulatory Capital Value

Under the methodology developed by Ofwat, the regulatory capital value of Regulated Companies is a critical
parameter underlying wholesale price controls set at Periodic Reviews, being the value of the capital base of
the relevant price control for the purposes of calculating the return on capital element of the price control. The
value of the regulatory capital value to investors and lenders is protected against inflation by an annual
adjustment. This annual adjustment is transitioning from RPI to CPIH during AMP7, with 50% of the opening
RCV being inflated by RP1 and 50% by CPIH.
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In addition, Ofwat’s projections of regulatory capital value takes account of the assumed net RCV additions in
each year of a Periodic Review Period, which are a function of the total expenditure over the period and the
pay-as-you-go (“PAYG”) ratio. The PAYG ratio is established for each price control in the Final Determination
and reflects the proportion of total expenditure that is remunerated in the current price control period with the
remaining non-PAYG totex added to the RCV to be remunerated in future periods. The remuneration of the
RCV occurs through the RCV run-off, where the RCV is reduced by the RCV run-off that is included within
the revenue cap.

(iii)  Cost sharing

Companies have an incentive to reduce their wholesale costs and improve efficiency. Where they reduce costs
below the assumptions made by Ofwat in setting price limits they retain a share of the outperformance, the
remainder being shared with customers. Conversely, where companies spend more than assumed by Ofwat they
can share a proportion of the overspend with customers. The rate of sharing is determined by Ofwat within the
final determination, based on Ofwat’s view of efficient costs compared to those included in company plans. For
AMP7, the sharing rate determined for Southern Water is 36:64, meaning that 36% of any underspend and 64%
of any overspend is borne by the company, the remaining share being borne by customers. Cost sharing is
affected through an adjustment to revenues and/or RCV at the subsequent price review.

The bioresources price control has no cost sharing. Any under or overspends are borne entirely by the company.
(iv)  Revenue Forecasting Incentive (“RFI”)

For AMP6 Ofwat introduced a Revenue Forecasting Incentive mechanism, which replaced the previous revenue
correction mechanism and provided an incentive to set tariffs so as to closely recover the allowed revenue while
also providing a protection mechanism so that any over or under recovery of revenue can be carried forward to
the next year. For Water Resources and both Network Plus price controls, the same mechanism applies in AMP7.
There is no equivalent mechanism for Bioresources. The RFI allows a deadband where revenue forecasting
errors of between + 2 per cent. of allowed revenue attract no penalties. Should forecasting errors exceed 2 per
cent., a penalty interest rate is applied to the amount of the error and this interest charge will be deducted from
allowed revenue in subsequent years. In the case where forecasting errors exceeded 6 per cent. of allowed
revenue, SWS would have to furnish an explanation to Ofwat in addition to incurring the penalty interest rate
charge.

(b) Individual Wholesale Price Controls
The four individual wholesale price controls are described in more detail below:
(i Water Resources Price Control

The scope of the water resources price control covers all activities associated with water resource management.
The activities include abstraction licenses, raw water abstraction, raw water transport, raw water storage and
ancillary activities, with all water networks and treatment being excluded.

SWS’s AMP7 strategy for water resources includes reducing the nitrate concentration in treatment and raw
water through the “Network 2030” plan, cleaning reservoirs and surface water reservoirs, using eel screens for
river water abstraction and a “Water Resources Management Plan” to invest in desalination and explore water
reuse projects. The strategy provides a further £80 million for strategic water solutions from Ofwat which is
contingent on passing through Ofwat’s funding gates.

The totex for water resources for AMP7 is £158 million, with £111 million applicable for cost sharing. The
table below (“Table 17) illustrates the allowed AMP7 expenditure in respect of water resources:
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Year Fast Money (Em) Slow Money (Em)

2020 - 2021 14.9 7.0
2021 - 2022 14.7 6.6
2022 - 2023 15.0 6.1
2023 - 2024 14.8 7.7
2024 - 2025 14.5 10.2

SWS has Key Performance Commitments to fulfil. These are shown in the table (“Table 2”) below:
2020-21 2021-22 2022-23  2023-24  2024-25
Per capita consumption (“PCC”) 128.4 127.11 124.12 121.92 120.36

Abstraction Incentive mechanism
(“AIM™) -15 -15 -15 -15 -15

Further to Table 2 above, the PCC has penalties of £178k per litre per head per day (“I/h/d”) and rewards of
£70,000 per I/h/d with enhanced rewards at £356,000 per I/h/d. The AIM has penalties of £634,000 per I/h/d)
and rewards of £511,000 per I/h/d. The AIM has a cap and collar at -14 and -16 in each year.

(i)  Water Network Plus Price Control

The scope of the water network plus price control covers all activities associated with the water network and
water treatment. The activities include raw water transport, raw water storage, water treatment, treated water
distribution, with all water resource activities excluded.

SWS’s AMP7 strategy for water network plus includes upgrading large water treatment works such as the
locations in Otterbourne and Testwood, having smart networks to provide calmer networks (which includes
mains renewal to reduce leakage, bursts, interruptions and discolouration), reducing the nitrate concentration
in treatment and raw water through the “Network 2030” plan, investment in surface water reservoirs, investment
in growth by to fund new mains and networks for large growth of connections and diversions and a plan to.
deliver the Water Industry National Environment Programme (the “WINEP”).

The totex for water network plus for AMP7 is £1,016 million, with £931 million applicable for cost sharing.
The table below (“Table 3”) illustrates the allowed AMP7 expenditure in respect of water networks:

Year Fast Money (Em) Slow Money (Em)
2020 - 2021 725 124.6
2021 -2022 71.0 127.4
2022 - 2023 70.0 113.6
2023 - 2024 70.2 98.7
2024 - 2025 68.6 1144

SWS has Key Performance Commitments to fulfil. These are shown in the table (“Table 4”) below:
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2020-21 2021-22 2022-23 2023-24  2024-25

Compliance risk index (“CRI”) 2 2 2 2 2
Water supply interruptions 06:30 06:08 05:45 05:23 05:00
Leakage 102.2 98.76 95.61 92.46 89.31

Further to Table 4 above, the CRI has a penalty-only ODI of £628k per index point. Water supply interruptions
has penalties at £244k per minute and rewards of £244k per minute. Leakage has penalties of £256k per mega
litres per day (“M1I”) and rewards are £137k per MI.

Wastewater Network Plus Price Control

The scope of the wastewater network plus price control covers all activities associated with wastewater
networks and wastewater treatment. The activities include the collection of foul sewage, surface water and
highway drainage, sewage treatment, disposal and sludge liquors.

SWS’s AMPY7 strategy for wastewater network plus includes the delivery of the WINEP, the delivery of a
“Pollution Reduction” plan to target low complexity interventions at the high priority locations (including
health checks and remediation, power resilience checks, auto resets and network cleaning), implementation of
a “Flooding Reduction” plan with the main focus being on external flooding (including sewer hotspot jetting,
low cost mitigation solutions, fat, oil and grease (FOG) campaigns, investigation and root cause analysis) and
the delivery of a control room transformation and maintenance excellence programme.

The totex for wastewater network plus for AMP7 is £2,029 million, with £2,000 million applicable for cost
sharing. The table below (“Table 5”) illustrates the allowed AMP7 expenditure in respect of wastewater
networks:

Year Fast Money (Em) Slow Money (Em)
2020 - 2021 134.5 222.3
2021 - 2022 131.7 317.9
2022 - 2023 129.9 330.9
2023 - 2024 126.8 270.8
2024 - 2025 123.6 211.0

SWS has Key Performance Commitments to fulfil. These are shown in the table (“Table 6”) below:

2020-21  2021-22  2022-23 2023-24  2024-25
Internal sewer flooding 1.68 1.63 1.58 1.44 1.34
External sewer flooding 4412 4141 3887 3702 3525
Pollution incidents 24,51 23.74 23.00 22.40 19.50
Treatment works compliance 99% 99% 99% 99% 99%
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Further to Table 6 above, internal sewer flooding has penalties of £5.557 million per incident per 10,000
properties and rewards of £5.557 million per incident per 10,000 properties. The external sewer flooding has
penalties of £7.3k per incident and rewards of £4.8k per incident. Pollution incidents have penalties of £315k
per incident per 10,000km and rewards of £270k per incident per 10,000km with treatment works compliance
having a penalty, ODI only, of £10 million per percentage.

(iii)  Bioresources Price Control

The scope of the bioresources price control covers all activities associated with sludge transport, treatment and
disposal. The activities include energy generation and sludge thickening to greater than 10%, with all
wastewater networks, treatment activities and return liquors excluded.

SWS’s AMP7 strategy for bioresources includes optimising existing bioresources operations (including the
refurbishment of digesters to maintain treatment capability and ensure safe operation), upgrading combined
heat and power (CHP) assets and increasing renewable generation through more efficient technology, providing
capacity for growth by unlocking operational constraints through optimising transport and the provision of new
sludge reception facilities at Budds Farm sludge treatment centre and making full use of market opportunities
to support capacity requirements, with an agreement in principle with Wessex Water to import and export
sludge at two sites: Millbrook sludge treatment centre and Fullerton sludge treatment centre.

The totex for bioresources for AMP7 is £200 million and there is no cost sharing. The AMP7 allowed
expenditure in respect of bioresources is shown in the table below (“Table 77):

Year Fast Money (Em) Slow Money (Em)
2020 - 2021 20.3 15.1
2021 -2022 19.9 19.8
2022 - 2023 19.9 37.0
2023 - 2024 19.6 16.1
2024 - 2025 19.1 11.0

SWS has Key Performance Commitments to fulfil. These are shown in the table (“Table 8”) below:
2020-21 2021-22 2022-23  2023-24  2024-25
% renewable energy generation 21.2% 21.3% 24.0% 24.0% 24.0%

Satisfactory bioresources
recycling 100% 100% 100% 100% 100%

Further to Table 8 above, renewable energy incurs penalties of £442k per percentage and rewards of £221k per
percentage. Renewable energy has a cap and collar of 3% variance and satisfactory bioresources recycling is a
penalty-only ODI, with a penalty of £471k per percentage.

Retail Household Price Limit

The retail household control is materially different in structure to the wholesale controls. The retail household
control does not have an RCV or K factor and is not adjusted for inflation. The control sets a total recoverable
revenue for each year of the AMP in nominal terms. The total recoverable revenue is adjusted for any variations
in the assumed number of customers served.
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The scope of the retail household price control covers all activities within the retail household business. The
activities include any direct interaction with a customer such as billing, debt management, meter reading and
customer side leakage, with all wholesale activities excluded.

SWS’s AMP7 strategy focuses for retail includes the transition of customer services to Capita Customer
Management Ltd in Rotherham which is now completed, a strategy to prioritise reducing call volumes through
a step change in digital, policy and process that impacts cost to serve (CTA) and customer satisfaction and
investment in updating relevant IT systems.

The totex for retail for AMP7 is £257 million, which includes a cost allowance of £261.7 million and a 1%
margin. When factoring in the AMP6 retail adjustments, it means there will be a net impact of £257 million.
The AMP 7 allowed retail expenditure is shown in the table below (“Table 9):

Year (Em)
2020 - 2021 50.1
2021 - 2022 50.9
2022 - 2023 51.6
2023 - 2024 52.3
2024 - 2025 52.9

SWS has Key Performance Commitments to fulfil. These are shown in the table (“Table 10”) below:
2020-21 2021-22 2022-23  2023-24  2024-25
C-MeX - - - - -

\oid properties 2.38 2.38 2.38 2.38 2.38

Further to Table 10 above, C-Mex has penalties and rewards based on each Regulated Company’s comparative
position in the league table - the penalties can be up to 12% of a Regulated Company’s retail revenue if it is the
worst Regulated Company and the median Regulated Company does not receive any penalties or rewards.
Regulated Companies will incur penalties in respect of void properties at £1.2 million per percentage and
rewards of £1.2 million per percentage.

(C) PR14 and PR19
PR14 and PR19 have a number of similar features.

Restrictions on the Charging

Under the WIA, Regulated Companies must charge for water supplied, or sewerage services provided, to
dwellings in accordance with a Charges Scheme and must comply with any requirements prescribed by the
Secretary of State. Regulated Companies are prohibited from disconnecting dwellings and certain other
premises for non-payment of charges for water supply.

In April 2019, Ofwat published a letter to Regulated Companies providing advice on compliance with
competition law and charging rules obligations with respect to the self-lay market for new connections. This
was largely in response to several complaints over the previous 12 months in which it has been alleged that
incumbent Regulated Companies, through their charges, contractual terms and/or actions, have made it difficult
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for self-lay providers to compete and operate efficiently in the developer services markets. The charging rules
for new connection services explicitly require Regulated Companies in England to set their charges (including
any income offsets) and asset payments in accordance with the principle that they should promote effective
competition for contestable work. Regulated Companies are also required to publish their charges in a clear and
accessible manner and explain how each charge has been calculated or derived so that it is clear what services
are covered by each charge. Ofwat wrote to all incumbent Regulated Companies to remind them that, given
their position of dominance in a number of markets in their appointment areas, each company has a special
responsibility to ensure that its conduct in those markets does not prevent, restrict or distort competition.

Bulk Supply and Special Agreement Charges

Bulk supplies, special agreements, and access prices are special price terms that fall outside the standard tariffs
that are outlined in SWS’s charges schemes.

Bulk supplies are a supply of water (potable or non-potable) and/or sewerage services from one appointed
company to another. They can be from:

. an incumbent water undertaker to another incumbent undertaker (also referred to as a “bulk transfer” or
“water trade™); or

. an incumbent undertaker to an appointee under a NAV arrangement that serves a new development or
large non-household user (a NAV is also referred to as an inset appointment).

Where a party applies to Ofwat for the bulk supply to be made or determined, Ofwat may order a supplier to
enter into a bulk water supply agreement, under such terms and conditions as Ofwat specifies. Ofwat can only
make an order if it is satisfied that the bulk supply is necessary for securing the efficient use of water resources
and where it is satisfied that the parties are unable to come to any agreement themselves.

The Water Act 2014 enabled Ofwat to create codes relating to bulk supply pricing. In May 2018, Ofwat
published its final guidance on “Bulk Charges for NAVs”. As a supplement to the bulk supply pricing principles
which Ofwat published in 2011, the guidance document sets out its approach when determining bulk charges
set by an incumbent water company for bulk services provided to a NAV in England and Wales.

Interim Determination of a Price Limit

Under certain circumstances both the Regulated Company and Ofwat have the opportunity to apply for an
Interim Determination between Periodic Reviews. An application for an Interim Determination can be made in
respect of the following:

(@)  Notified Item

The terms of what items and costs are reasonably recoverable (including thresholds for triviality and materiality)
are set out in detail in Condition B of the Licence.

A Notified Item is any item formally notified by Ofwat to the Regulated Company as not having been allowed
for (either in full or at all) in determining the price limit. Ofwat only provided for one general notified item in
the determination of price limits for the Regulated Companies in the AMP6 Period, which was to allow for
increases in wholesale water business rates following the 2017 revaluation. Ofwat provided for two company-
specific notified items in the determination of Southern Water’s price limits for the AMP7 Period. These related
to two water resources schemes which in the final determination Ofwat assumed would be delivered by a third
party under the Direct Procurement for Customers (DPC) mechanism. The Notified Item would apply where
instead it was demonstrated that it would be best value for customers for these schemes to be delivered by
Southern Water.

(b)  Relevant Changes of Circumstances
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Relevant Changes of Circumstance are defined in the licences. Such changes include:

(i) the application to the Regulated Company of any new or changed legal requirement including any legal
requirement ceasing to apply, being withdrawn or not being renewed (to the extent that the legal
requirement applies to the Regulated Company in its capacity as a water or wastewater undertaker);

(i) any difference in value between actual or anticipated proceeds of disposals of Protected Land and those
allowed for at the last Periodic Review or IDOK;

(iii)  where, on an IDOK, allowance has been made for taking steps to secure compliance or facilitate
compliance with a legal requirement or achieve a service standard and the Regulated Company has failed
to take those steps and: (a) as a result, failed to spend the full amount which it was assumed would be
spent taking into account savings which may have been achieved by prudent management; and (b) the
stated purpose has not otherwise been achieved; and (in some licences); and

(iv)  movements in construction prices so as to differ from those assumed in the determination.

The conditions of the licences specify a materiality threshold which must be reached before any adjustment can
be made. Condition B of the Licence sets out in detail the step-by-step methodology which Ofwat is required

to apply.
(¢)  Substantial Effects Clause

In addition, under the Substantial Effects Clause in the licence of a Regulated Company, the Regulated
Company or Ofwat is permitted to request price limits to be reset if its Appointed Business either: (i) suffers a
substantial adverse effect which could not have been avoided by prudent management action; or (ii) enjoys a
substantial favourable effect which is fortuitous and not attributable to prudent management action. For this
purpose, the financial impact is calculated in the same way as for the materiality threshold above except that
the 10 per cent. threshold is replaced by a 20 per cent. threshold.

Changes to Indexation

For PR19 (the next price limit period), Ofwat announced a move from RPI to CPIH indexation of prices because
RPI is a more volatile measure of inflation than CPIH. CPIH indexation will apply to 100 per cent. of revenue
from the beginning of AMP7 (1 April 2020). From the beginning of AMP7, CPIH indexation will apply to 50
per cent. of the existing RCV at 1 April 2020 plus all new RCV additions from then onwards. The remaining
50 per cent. of the RCV at 1 April 2020 will continue to be indexed to RPI. Ofwat’s precise approach to RCV
price indexation beyond 2025 has not been fully detailed.

To accommaodate the use of different price indices, Ofwat has calculated a nominal weighted average cost of
capital (“WACC”), which is then converted into a RPI stripped WACC and CPIH stripped WACC which are
then applied to the two different elements of RCV that are indexed to RPI and CPIH, respectively, to determine
the return on RCV element of revenue: (i) a real RPI stripped WACC (2.3 per cent.) is applied to the RPI indexed
part of the RCV; and (ii) a real CPIH stripped WACC (3.3 per cent.) is applied to the CPIH indexed part of the
RCV.

References to the CMA

If Ofwat fails within specified periods to make a determination at a Periodic Review or in respect of an IDOK
or if the Regulated Company disputes its determination, the Regulated Company may require Ofwat to refer
the matter to the CMA for determination by it after making an investigation. The CMA must make its
determination in accordance with any regulations made by the Secretary of State and with the principles which
apply, by virtue of the WIA, in relation to determinations made by Ofwat. The decisions of the CMA are binding
on Ofwat. Bristol Water plc was the only Regulated Company to dispute the Final Determination for the AMP6
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Period. The CMA issued its final determination of the challenge by Bristol Water plc to Ofwat’s price control
determination in October 2015. For the AMP7 Period Northumbrian Water Limited, Yorkshire Water Services
Limited, Bristol Water plc and Anglian Water Services Limited have each disputed the Final Determination and
the final determination of the challenges is pending.

Other Restrictions on Charging

Under the WIA, Regulated Companies must charge for water supplied, or wastewater services provided, to
dwellings in accordance with a charges scheme which must comply with Ofwat charging principles and any
requirements prescribed by the Secretary of State by regulations. Regulated Companies are prohibited from
disconnecting dwellings and certain other premises for non-payment of charges for water supply.

In April 2019, Ofwat published a letter to Regulated Companies providing advice on compliance with
competition law and charging rules obligations with respect to the self-lay market for new connections. This
was largely in response to several complaints over the last 12 months in which it has been alleged that incumbent
Regulated Companies, through their charges, contractual terms and/or actions, have made it difficult for self-
lay providers to compete and operate efficiently in the developer services markets. The charging rules for new
connection services explicitly require Regulated Companies in England to set their charges (including any
income offsets) and asset payments in accordance with the principle that they should promote effective
competition for contestable work. Regulated Companies are also required to publish their charges in a clear and
accessible manner and explain how each charge has been calculated or derived so that it is clear what services
are covered by each charge. Ofwat wrote to all incumbent Regulated Companies to remind them that, given
their position of dominance in a number of markets in their appointment areas, each company has a special
responsibility to ensure that its conduct in those markets does not prevent, restrict or distort competition.

PR14 and PR19 Reconciliation Rulebook

On 4 October 2016, Ofwat issued its final amended reconciliation rulebook, which formed part of the price
review process which concluded in December 2014. The reconciliation rulebook set out how Ofwat proposed
to reconcile incentives which were set as part of the 2014 Final Determination and reconcile company
performance at the price review in 2019. A similar rulebook is expected to be published in respect of the PR19
final determination, during the course of 2020. The rulebook will set out the detailed rules and associated
models for each of the incentive mechanisms set as part of the final determination. The rulebook and models
provide a degree of predictability over the application of these metrics both within AMP7 and at PR24.

Initial Assessment of Business Plans and Draft Determinations:

Price Review 2019:

The timeline for the PR19 process was as follows:

Q) Initial Assessment of Plans (“1AP”) — 31 January 2019

(i) Draft Determination (“DD”) — 18 July 2019

(iii)  Company response to Draft Determination — 30 August 2019

(iv)  Final Determination (“FD”) — 16 December 2019

IAP

Ofwat conducted an initial assessment of the Regulated Companies’ business plans, against nine test areas
(engaging customers; addressing affordability and vulnerability; delivering outcomes for customers; securing
long-term resilience; targeted controls, markets and innovation; securing cost efficiency; aligning risk and
return; accounting for past delivery; and securing confidence and assurance) and three key characteristics
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(quality, ambition, and innovation) and categorised Regulated Companies’ business plans into four categories
(significant scrutiny, slow track, fast track or exceptional).

Regulated Companies with exceptional and fast-track business plans receive a permitted financial uplift over
the price review period. For both categories, the Regulated Companies decide whether to take the incentive
payment as additional revenue or as an uplift to their RCV. In either case, Regulated Companies decide how to
split this reward between the water network plus, water resources and, where relevant, wastewater network plus
price controls. Regulated Companies whose plans were assessed to need significant scrutiny could have been
subject to financial penalties over the price review period.

At the end of January 2019, Ofwat revealed the results of its initial assessment of these plans:
https://www.ofwat.gov.uk/regulated-companies/price-review/2019-price-review/initial-assessment-of-plans/ .

SWS was placed in the “significant scrutiny” category, along with three other Regulated Companies, who were
required to make more efficiency gains and provide further robust evidence of its ability to deliver what is
acknowledged to be a highly ambitious plan. Ten companies were placed in the “slow track” category and three
were placed in the “fast track” category. SWS submitted its revised business plan on 1 April 2019.% In its Final
Determination, Ofwat decided not to apply punitive cost sharing rates to the “significant scrutiny” companies,
meaning the penalty would be reputational only.

Draft Determination (“DD”)

Ofwat published its DD on the updated plan on 18 July 2019: https://www.ofwat.gov.uk/regulated-
companies/price-review/2019-price-review/draft-determinations/

Ofwat noted SWS’s positive engagement since the IAP. While SWS remained in significant scrutiny the impact
remained reputational only. Ofwat said they were not minded to apply any cap to SWS’s ODI rewards as a
result of this classification, and further progress in its response to the DD could avoid any reduction in SWS’s
ability to share costs with customers.

SWS DD Representations
SWS submitted its DD representations to Ofwat on 30 August 2019.

The representations can be found here: https://www.southernwater.co.uk/our-business-plan-2020-25.

The executive summary for the DD representations can be found here
https://www.southernwater.co.uk/media/2720/dd-executive-summary-final-publication.pdf

The original business plan executive summary submitted in August 2018 can be found here
https://www.southernwater.co.uk/media/1847/01_exec_summary_.pdf

Adjustments to Revenue to Reflect Performance: The PR19 price control methodology will also introduce a
revised system for incentivising performance service by SWS. The ODIs will encourage SWS to meet its
performance commitments, rewarding the company if it exceeds its commitment and penalising it if it fails to
achieve them.

Ofwat has set an expectation that Regulated Companies’ ODI proposals will drive an expected range of ODI
out/underperformance of +1-3 per cent. of return on regulated equity (“RoRE”) (from PR14 level of £1 per
cent. to +2 per cent.). This range is not capped, but Ofwat expects Regulated Companies to propose approaches
to protect customers in case their ODI payments turn out to be much higher than their expected RORE range.
Ofwat will, for example, replace the existing SIM with C-MeX and is creating a new incentive mechanism, D-

18 https://www.southernwater.co.uk/our-story/our-plans-2020-25/our-business-plan-2020-25
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MeX. C-MeX and D-MeX are both financial and reputational incentives to improve the satisfaction of
Regulated Companies’ residential and new connections customers, respectively.

Final Determination (“FD’)

Ofwat published the FD on 16 December 2019 which can be accessed here:
https://www.ofwat.gov.uk/publication/pr19-final-determinations-southern-water-final-determination/.

SWS accepted the FD on 14 February 2020. The SWS Board has concluded that referring the determination to
the CMA for an appeal would cause significant disruption, involve substantial costs, and would not be in the
ultimate interest of SWS’s customers.

In the FD, Ofwat made a number of alterations including the following:
(@) The WACC is 2.96%, CPI-real; 1.96% RPI. This is a 23bps reduction from the DD;
(b) The overall totex allowance was increased from £3,339 million at DD to £3,403 million at FD;
(c) The SWS pay-as-you-go percentage increased from 41.6% at DD to 44.5% at FD;
(d) RCV growth was reduced from 12.31% at DD to 10.66% at FD;

(e) SWS have 47 performance commitments, of which 31 have ODI penalties and/or rewards associated
with them;

() The most financially significant ODIs are C-MeX, internal sewer flooding, external sewer flooding,
treatment works compliance, leakage and CRI;

(g) The reduction in average water and wastewater bills is 18%. Ofwat have re-profiled bill reductions to
target flat nominal bills; and

(h) The Regulatory Settlement has been reflected in SWS’s wastewater revenue allowance. In 2020-21
allowed revenues are reduced by £35.7 million and in 2021-25 SWS’s allowed revenues have been
reduced by £24 million each year.

Following SWS’s acceptance of the FD on 14 February 2020, the Rating Agencies who currently assign the
ratings set out on page vi of this Prospectus may, depending on SWS’s delivery of its commitments under the
FD or for any other reason, take rating action. If such action were to involve a rating downgrade by certain
Rating Agencies, a credit rating trigger event (“CRTE”) would arise pursuant to the credit rating downgrade
trigger event described in Chapter 7 “Summary of the Financing Agreements” under “Common Terms
Agreement — Trigger Events, paragraph (ii) (Credit Rating Downgrade)”. A CRTE would have the
consequences described in Chapter 7 “Summary of the Financing Agreements” under “Common Terms
Agreement — Trigger Event Consequences”.

Comparison of the DD and the FD

Draft Final
Determination Determination
(DD) (FD) Movement
(Em)
AlOWEd REVENUES ..ot 3,708.10 3,689.10 (19.00)
Wholesale Totex allowance (Gross).......ccccevververrerereenes 3,339.10 3,403.40 64.30
Retail allowance (nominal) ...........cccooviiiiniiiiicnc 257.60 261.70 4.10
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Draft Final
Determination Determination

(DD) (FD) Movement
(Em)
(%)
PAY G (faSt MONBY) ....cveviiriiiirecreeessreee e 41.60% 44.50% 2.90%
Cost of Capital ~-Wholesale WACC in CPIH terms ........ 3.08% 2.92% (0.16%)
RCV Growth (2020-25) ......cccovreererienireereseenesneenenas 12.31% 10.66% (1.65%)

Drinking Water and Environmental Regulation

EU Law Generally

The activities of Regulated Companies are affected by the requirements of EU Directives which provide a
common framework for stewardship of the environment and social considerations, and legislation and
regulation at the national and local level. The ECJ has held that EU law has priority over national law. EU
Directives are known as secondary law. They are binding as to the results to be achieved, but the means of
implementation and transposition into national laws are a matter for each EU member state. The EU Directives
include the Water Framework Directive, the Urban Waste Water Treatment Directive and the Industrial
Emissions Directive, which are discussed in more detail below. Despite the result of the June 2016 referendum,
until any of the following EU Directives are repealed or the UK formally leaves the EU having undergone the
process set out in Article 50 of the Treaty of Rome, EU law remains in full force and effect in the UK. Investment
consequences for Regulated Companies of either EU wide or UK focused reviews are taken into account in the
Periodic Review process, principally through their inclusion in the EA’s National Environment Programme
(“NEP”).

SWS maintains a “Legal Register” which lists legislation relevant to the 1SO 14001 certification of its
environmental management system.

Water Framework Directive

Directive 2000/60/EC establishing a framework for community action in the field of water policy (the “Water
Framework Directive™) was adopted in 2000. It is intended to rationalise existing EU water legislation in order
to provide a framework for the protection and improvement of ground, inland and coastal waters from hazardous
substances and to promote sustainable water consumption. The Water Framework Directive was transposed into
English and Welsh law by the Water Environment (Water Framework Directive) (England and Wales)
Regulations 2003 which came into force on 2 January 2004 (and has since been amended), as well as the River
Basin Districts Typology, Standards and Groundwater Threshold Values (Water Framework Directive) (England
and Wales) Direction 2010 (the “Typology Direction”) and the River Basin Districts Surface Water and
Groundwater Classification (Water Framework Directive) (England and Wales) Direction 2009).

The Water Framework Directive also has “daughter Directives” of which the one most likely to drive substantial
investment is that regarding Environmental Quality Standards (2008/105/EC, usually referred to as the “Priority
Substances Directive” and discussed further below). The Water Framework Directive has been amended by
2013/39/EU to include additional parameters and continues to represent a compliance (and hence investment)
risk in that full compliance might only be achieved by the installation of the equivalent of drinking water
treatment at the sewage treatment works. On 31 July 2014, Defra published ministerial guidance on river basin
planning for the EA and on 18 February 2016, Defra published a series of river basin management plans.
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The Directive is set out over three “six-year” cycles, the first of which commenced in December 2009 with the
publication of River Basin Management Plans. The 2015 plan was published in February 2016. These plans
included programmes of measures that Regulated Companies and other parties will need to undertake to achieve
the objectives of the Water Framework Directive. These require specific actions on the part of Regulated
Companies, to be undertaken within defined timescales. These actions include improving sewage works at
various locations, and working with the EA to modify abstraction licences for certain areas to achieve more
sustainable levels of abstraction. These programmes of measure are likely to cause Regulated Companies to
incur material expenditure. SWS is a partner in a number of catchments under the South East River Basin
Management Plan 2015.

The EAis responsible for monitoring and reporting on the objectives of the WFD on behalf of government. The
EA will work with Ofwat, local government, non-governmental organisations (“NGOs”) and a wide range of
other stakeholders including local businesses, water companies, industry and farmers in order to achieve the
objectives under the Water Framework Directive.

Some measures specific to the Water Framework Directive have been agreed with the EA through the Periodic
Review process for 2015 to 2020 and the final River Basin Management Plans published in February 2016. The
list of measures is substantially less than was originally anticipated, with a risk of an expanded list of
requirements in subsequent periods. Overall, it is expected to have a significant impact on Regulated Companies
in the longer term. For example, it may result in increased limitations on abstraction licences and a restriction
on discharge consents, particularly in terms of additional stringent consent limits for trace chemicals, such as
pharmaceutical residues, that are not easily or adequately removed by current treatment processes. This could
cause Regulated Companies to incur material expenditure. As there is a timetable mismatch between the Water
Framework Directive and Periodic Review process, there is a risk that further investment could be required
within Periodic Review periods.

To comply with the Water Framework Directive, Member States have to ensure all their waters achieve at least
“good status” by 2015, or, on the grounds that achieving a ‘good’ status is either disproportionately costly or
technically unfeasible, set out alternative standards and/or a timetable for the achievement of these by no later
than 2027.

Industrial Emissions Directive and H4 Odour Guidance

The Industrial Emissions Directive (“IED”) came into force on 6 January 2011 and has been implemented
through the Environmental Permitting Regulations regime in England and Wales (the “Environmental
Permitting Regulations™). To date the Government has continued with its view that anaerobic digestion plants
with a capacity of less than 100 tonnes of waste per day at wastewater treatment works are exempt from the
IED. If this approach were to change, then it is probable that anaerobic digestion plants would require a bespoke
Environmental Permit, with attendant cost and additional requirements.

Even if anaerobic digestion plants are not subject to elevated requirements under the IED, it is possible that
they could be regulated as a waste operation. Although sewage treatment is excluded, anaerobic digestion may
be viewed by the EA as a separate “waste” activity and therefore captured under general waste legislation, again
requiring a bespoke permit. The Environmental Permitting Regulations: H4 odour management guidance (the
“H4 guidance”) introduces, in any event more stringent odour requirements and management plans for existing
sites that have Environmental Permits. Under the H4 guidance, operators of sites with Environmental Permits
are required to assess the level of odour emanating from their sites based on their frequency, intensity, duration
and offensiveness, as well as the sensitivity of receptors. On the basis of such assessment, an operator must
implement appropriate control measures to minimise the odour and suggested control measures are set out in
the H4 guidance. If the odour levels are unreasonable (despite having used appropriate measures), further action
may be required or the operator may be required to cease operations.
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Groundwater Directive

A groundwater directive (Directive 2006/118/EC) (the “Groundwater Directive”) was adopted in December
2006. Under the Groundwater Directive, Member States are required to monitor and assess groundwater quality
on the basis of common criteria and to identify and reverse trends in groundwater pollution. If groundwater
quality is improved, Regulated Companies may benefit from reduced costs in cleaning abstracted water.
However, there is also a possibility that Regulated Companies may have to bear part of the costs of complying
with the new Directive. Member States had until 16 January 2009 to bring into force laws, regulations and
administrative provisions to implement the new Directive. The UK implemented the Groundwater Directive
through the Environmental Planning Regulations 2016 (as amended). This regime may generate compliance
costs to meet the requirements to protect, enhance and restore groundwater bodies and to reverse any significant
upward trends of pollutants.

Urban Waste Water Treatment Directive

The Urban Waste Water Treatment Directive (91/271/EEC) (“UWWTD?) relates to the collection, treatment
and discharge of urban wastewater. The UWWTD lays down minimum requirements for the treatment of
municipal wastewater and for the disposal of sewage sludges which arise from the treatment process and aims
to control the discharge of industrial wastewaters. Receiving waters are classified according to their “sensitivity”
to nutrient enrichment, with “sensitive” waters being subject to more stringent treatment requirements. The
UWWTD was transposed into UK legislation by the Urban Waste Water Treatment Regulations 1994 (as
amended).

The European Commission commenced infraction proceedings against the UK alleging a failure to correctly
implement the UWWTD, alleging that the UK has inaccurately designated “sensitive” waters. Following the
case being referred to the ECJ, a judgment was handed down on 10 December 2009 which found that the UK
was not in breach of the UWWTD. This was a significant decision, as had the finding not been in the UK’s
favour, Regulated Companies may have been required to make material investment in further treatment
processes, such costs which would have in due course been expected to be funded through the normal Ofwat
price setting mechanism. The European Commission commenced new infraction proceedings against the UK
in June 2010 relating to untreated wastewater discharges at combined sewer overflows in five specific localities
(London, Whitburn, Beckton, Crossness and Mogden). None of these sites is a SWS group site. This case was
also referred to the ECJ and this time, in October 2012, the ECJ held that the UK was in breach of the UWWTD
by failing to ensure that appropriate systems were in place for the collection of urban wastewater in London
and Whitburn and for the treatment of urban wastewater at the Beckton, Crossness and Mogden treatment plants.
In January 2019, the European Commission issued the UK with a last reminder to comply with the decision
before it refers the case back to the ECJ and request financial sanctions. At the time, a DEFRA spokesperson
commented that UK compliance was at or above EU average levels and that the Government was considering
its response.

Bathing Waters Directive
The Bathing Waters Directive (2006/7/EC) was adopted and published early in 2006 and was transposed into
UK law by the Bathing Water Regulations 2008, which came into force on 14 May 2008.

The main objective of this directive is to improve public health protection, while taking account of changes in
science and technology and bathing water management since the original 1976 Directive was adopted. The
directive, which was revised in 2015, sets four standards of water quality (excellent, good, sufficient and poor).
Key aspects of the directive include an obligation to meet a much tighter minimum bathing water quality
standard, rationalisation of the water quality parameters to be monitored, updated rules for the frequency of
sampling and improved provision of information to the public concerning bathing water quality.
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Water Quality Directive

The EU’s Directive on the Quality of Water intended for Human Consumption (98/83/EC) (the “Drinking
Water Directive”) sets standards for water intended for drinking, food preparation or other domestic purposes
and has been implemented by the Water Quality Regulations, which came into force in full on 1 January 2004.
The relevant regulator for the purposes of the Water Quality Regulations is the DWI. The Water Quality
Regulations were amended in 2007 introducing the requirement for wider catchment risk assessments and a
Drinking Water Safety Plan (“DWSP”) approach to safeguarding the quality of drinking water supplies. As of
11 July 2018, the Water Quality Regulations were amended by the Water Supply (Water Quality) (Amendment)
Regulations 2018, in order to bring them in line with changes made to the Drinking Water Directive. Where
standards are not being met, the Secretary of State is under a duty to take enforcement against the supplier.
However, Regulated Companies may submit undertakings, Regulation 28 Notices or apply for an authorised
departure from the standards to the Secretary of State which detail steps designed to secure or facilitate
compliance with the standards. If satisfied with the steps suggested, the Secretary of State is not required to
take further enforcement action and the Secretary of State has stated that enforcement action will only be taken
against Regulated Companies in very limited circumstances where such companies are adhering to their
undertakings and Notices. Under the WIA, it is a criminal offence for a Regulated Company to supply water
that is unfit for human consumption.

In 2018, SWS continued to perform well against the current DWI water quality metric Mean Zonal Compliance
(“MZC”) which is used as the ODI by OFWAT. In the next AMP, OFWAT will use DWI’s new water quality
metric Compliance Risk Index (“CRI”). DWI’s published CRI scores for 2018 show that SWS’s performance
had deteriorated from 2017 and was the second worst in the industry. SWS has developed a DWI supported
transformation programme “Water First” to improve water quality and its CRI score. Water First has a number
of work streams looking at staff training and competency, catchment, water treatment and distribution, DWSP
and site hazard reviews (“HazRev”), monitoring and customer services. Although the programme still has
several years to run the DWI included the following comment in their 2018 annual report:

“The company approach of a fully integrated review of catchment, operational and asset-based hazards is noted
as an example of good practice, along with applying the methodology through the development of their Water
and Wastewater Risk Framework. This approach is welcomed and is showing real outcome improvements
clearly evident in a sharp decline in the RRI [Relative Risk Index] to an expected level.”

Habitats and Birds Directives

Directive 92/43/EEC on the conservation of natural habitats and wild flora and fauna (“Habitats Directive”)
and Directive 2009/147/EC on the conservation of wild birds (“Birds Directive™) (the codified version of its
predecessor Directive 79/409/EEC) establish a network of areas protected by designation across Europe called
“Natura 2000” to conserve endangered habitats classified as special protection areas (“SPA”) under the Birds
Directive and Special Areas of Conservation (“SAC”) under the Habitats Directive. Once a site is designated,
Member States must take steps to avoid the deterioration of habitats and disturbance of species. The
Conservation of Habitats and Species Regulations 2017 transposed the provisions of the Habitats Directive and
the Birds Directive. These Regulations provide for the designation and protection of European Designated Sites,
the protection of certain European species and the adaptation of planning and other controls for the protection
of European Designated Sites.

The designation of SPAs and SACs, pursuant to the Habitats Directive, may negatively impact upon a Regulated
Company’s plans for future sites or operations. This risk is significantly increased by the effects of climate
change, such as the increasing risk of drought. Schemes to address this driver have received funding approval
from Ofwat within the Periodic Review process for delivery during the AMPS5 Period, with one exception which
SWS will address via the Change Protocol process.
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EU Floods Directive

In September 2007, Directive 2007/60/EC of the European Parliament and of the Council of 23 October 2007
on the assessment and management of flood risks (“EU Floods Directive”) was adopted by the European
Council. The aim of the EU Floods Directive is to reduce and manage the risks that floods pose to human health,
the environment, cultural heritage and economic activity. The EU Floods Directive required Member States to
first carry out a preliminary flood risk assessment by 2011 to identify areas at risk of flooding. For such areas,
they had to draw up flood risk maps by 2013 and establish flood risk management plans focused on prevention,
protection and preparedness by 2015. In March 2016, the EA published flood risk management plans for the 11
river basin districts wholly or mainly in England. The EU Floods Directive applies to inland waters as well as
all coastal waters across the whole territory of the EU. The EU Floods Directive shall be carried out in
coordination with the Water Framework Directive, notably by flood risk management plans and river basin
management plans being coordinated, and through coordination of the public participation procedures in the
preparation of these plans. All assessments, maps and plans prepared must be made available to the public.

The EU Floods Directive was enacted into UK law through the Flood Risk Regulations 2009 and the FWM
Act. The key areas within the FWM Act are the requirement for the EA to create a National Flood and Coastal
Erosion Risk Management Strategy, which a number of organisations will have to follow; the requirement for
leading local flood authorities to create local flood risk management strategies; the facilitation of the EA and
local authorities to carry out flood risk management works; the introduction of a more risk-based approach to
reservoir management; changes to the arrangements that would apply should a water company go into
administration; an increased ability for water companies to control non-essential uses of water, such as the use
of hosepipes; an ability for water companies to offer concessions to community groups for surface water
drainage charges; the requirement to use sustainable drainage systems in certain new developments, and the
introduction of a mandatory building standard for sewers. The last National Flood and Coastal Erosion Risk
Management Strategy was published in May 2011. The EAis now consulting on the strategy and aims to publish
the final strategy in 2020.

Priority Substances Directive

The Priority Substances Directive 2008/105/EC (“Environmental Quality Standards Directive™), as amended
by the Priority Substances (Amendment) Directive 2013 2013/39/EU and which is a daughter directive of the
Water Framework Directive, sets harmonised environmental quality standards for ‘priority’ substances in
surface waters (rivers, lakes, transitional and coastal) (such substances being those most harmful to the aquatic
environment). Further to an initial phase carried out between 2010 and 2014 that sought to prioritise substances
of potential concern and to determine the concentrations of such substances in wastewater, Phase 2 of a
comprehensive investigation involving sampling covering 74 substances at over 600 sewage treatment plants
is underway and due to conclude in 2020. This investigation (the “Chemical Investigation Programme”) is
intended to provide the technical basis to inform UK policy decisions regarding implementation of the
Environmental Quality Standards Directive. The requirements of the Environmental Quality Standards
Directive are not absolute but subject to a test of disproportionate cost.

The extent of potential investment is further complicated by the proposed revision of the Environmental Quality
Standards Directive (COM/2011/0876/final — 2011/0429 (COD)). If the revisions as currently proposed are
adopted, it will potentially represent a step change in investment needs, as some of the parameters it seeks to
regulate are pharmaceutical residues. There is no clear means by which to regulate these substances before
disposal to sewers and hence if they require removal, the only option is to do so by treatment at the sewage
treatment works. However, conventional treatment processes are insufficient to ensure adequate removal and
additional processes — in essence, those used to produce potable water — will need to be deployed.
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Environmental Liability Directive

In April 2004, a European Directive (2004/35/EC) on “environmental liability with regard to the prevention
and remedying of environmental damage” (the “Environmental Liability Directive”) came into effect. It aims
to both prevent and remedy environmental damage, including water pollution, damage to biodiversity and land
contamination, which causes serious harm to human health. Under the Environmental Liability Directive,
operators responsible for certain prescribed activities (for example, abstraction and discharge activity that
requires authorisation) and which cause environmental damage would, subject to certain defences, be held
strictly liable for restoring the damage caused or made to pay for the restoration. The UK implemented the
Environmental Liability Directive through the enactment of the Environmental Damage (Prevention and
Remediation) Regulations 2009 which came into force on 1 March 2009. These regulations were consolidated,
revoked and replaced by the Environmental Damage (Prevention and Remediation) England Regulations 2015
and subsequently amended by the Environmental Damage (Prevention and Remediation) England (Amendment)
Regulations 2017, which came into force on 1 April 2018. Although the Regulations only apply to post-1 March
2009 environmental damage, the Directive may well have a significant impact on Regulated Companies whose
operations cause damage to the environment and biodiversity that goes beyond damage already covered by
existing statutory regimes.

United Kingdom Law Generally

The water industry is subject to numerous regulatory requirements concerning human health and safety and the
protection of the environment. Non-compliance with many of these requirements may potentially constitute a
criminal offence. However, the Regulatory Enforcement and Sanctions Act 2008 (“RESA”) allows the
Secretary of State to confer powers on the regulators to impose civil penalties (such as fixed monetary penalties)
on businesses as an alternative to criminal prosecution in relation to a number of environmental offences.
Through the Environmental Civil Sanctions (England) Order 2010 the Secretary of State conferred these powers
on the EA and Natural England. If a civil sanction is imposed, any potential criminal liability falls away. The
criminal burden of proof of “beyond reasonable doubt” is used rather than the civil burden of “balance of
probabilities”. The introduction of these powers means that minor environmental offences cases will be dealt
with outside the criminal system by the regulators with appeals being handled by a tribunal, and only the most
serious cases going to the criminal courts. This will give the EA more flexibility and is expected to result in
more enforcement activity for relatively minor offences. While the risk that adverse publicity related to court
hearings may therefore be lessened, the EA will be required to publish details of any sanctions imposed.

The Sentencing Council issued the definitive guidelines on environmental offences on 26 February 2014 and
they came into force on 1 July 2014. This guideline provides detailed guidance for the sentencing of offenders,
whether in the Magistrates or Crown Court. It provides a range of potential fines and factors for consideration
in sentencing decisions including the harm or risk of harm caused, the level of culpability, the extent to which
the offender fell below the required standard, the offender’s intentions, the location of an offence, whether there
are repeated incidents, whether the offence was committed for financial gain, whether effective compliance or
an ethics programme is in place, and evidence of any previous convictions, a history of non-compliance, wider
impact, remorse, steps taken to remedy the problem, any voluntary payments of compensation, self-reporting,
cooperation and acceptance of responsibility. Many of the offences under UK law provide for the imposition of
unlimited fines, however the consideration of such factors as those above, is designed to ensure that the fine
imposed reflects the seriousness of the offence and is proportionate to the offender’s means.

Since the guidelines were introduced there has been an increase in record fines for large utility companies
(including water companies) in the UK. This has driven an increased level of focus on compliance with
environmental laws and permit conditions. This in turn has led to higher levels of engagement with
environmental compliance issues at a senior management and boardroom level.
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In its February 2018 report entitled “The State of the Environment: Water Quality”, the EA expressed the view
that there “are still far too many serious pollution incidents” in the UK. As part of its ambition to create a cleaner,
healthier and better managed water environment, the EA expects that water companies will continue to reduce
pollution incidents from sewer systems and sewage treatment works.

Under section 4 of the Proceeds of Crime Act 2002, in the context of an EA prosecution where a defendant has
benefitted from criminal conduct, at the prosecutor’s request the Court can make a confiscation order requiring
the defendant to pay an amount equal to their benefit if the court considers such an order appropriate. Under
section 41, the Court can also issue a restraint order if there is reasonable cause to believe that the defendant
has benefited from their criminal conduct.

Abstraction Licensing

Under the WRA, water abstractions must be carried out in accordance with a licence granted by the EA. It is a
criminal offence to abstract water without a licence or in breach of the conditions of an abstraction licence. The
maximum penalty is an unlimited fine. The Water Act amends the abstraction licensing system in England and
Wales to ensure the sustainable use of water. The EA may revoke abstraction licences in the interests of
environmental protection where a licence has not been used for four years and the Secretary of State has the
power to revoke or vary licences where they believe such action is necessary to protect any waters or
underground strate, and any flora and fauna dependent thereon, from serious damage. No compensation would
be available for any loss suffered as a consequence of any such amendments or revocations. DEFRA consulted
on this right to vary or revoke in February 2012 and confirmed that the EA will assess each licence against a
set of principles before recommending to the Secretary of State whether the modification or revocation is needed
to protect the environment from serious damage. Also included in the Water Act is a provision requiring all new
abstraction licences to be time-limited (and the Government has previously indicated that it expects most
existing licences to be converted to a time-limited basis over time) and a provision creating a new right for third
parties to claim damages against an abstractor for loss or damage due to water abstraction. Any new licence
with a duration of more than 12 years must contain a “curtailment condition” which allows the EA to give the
licence holder six years’ notice of the abstraction licence changing to a lower authorised quantity without
compensation being paid.

The right for third parties to claim damages against an abstractor for loss or damage due to water abstraction
was considered for the first time in the 2016 High Court case Chetwynd and another v Tunmore and another
[2016] EWHC 156 (QB). The judgment issued on 4 February 2016 confirmed that there was no need for the
loss suffered by the claimant to be a foreseeable consequence of the abstraction, but that the claimant did have
to prove, on the balance of probabilities, that but for the water abstraction, the loss and damage would not have
occurred.

The Water Act 2014 includes measures to strengthen the water sector’s ability to respond to the challenges
of a growing population and less certain water supplies. The Government wants to put in place a more
flexible abstraction regime which will enable abstractors to respond to variations in water availability as
the climate changes. This is a significant programme of reform, which may involve modifying over 30,000
abstraction licences, and which creates risks and uncertainty for abstractors.

Water Abstraction Reform

The UK Government has recently expressed concerns about the current approach to managing water abstraction,
particularly the lack of flexibility in the regulation and the antiquated nature of the permitting regime.

These concerns led to a Government consultation and Defra response in January 2016, the main
recommendation of which was to bring water abstraction under the Environmental Permitting Regulations.
Defra’s recommendations are not expected to be implemented until 2020 at the earliest. The Government’s new
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25 Year Plan also places an emphasis on addressing “unsustainable abstraction” and on 29 May 2018, Defra
published its water abstraction plan, setting out the approach to managing water abstraction going forwards.
Defra’s plan centres around three key pillars:

(@  making full use of existing regulatory powers to address unsustainable abstraction. Specifically, the EA
will use its powers to amend abstraction licences, commencing with changes to those licences which
have the greatest impact, with a view to ensuring that 90 per cent. of surface water bodies and 75 per
cent. of groundwater bodies achieve Defra’s water abstraction sustainability standards by 2021;

(b)  developing a stronger catchment focus to ensure sufficient protection from unsustainable abstraction in
key catchment areas; and

(¢)  modernising the abstraction system.

In April 2019, Defra confirmed its desire to modernise the abstraction management service, expand the range
of digital services available and simplify regulatory requirements. Its current approach involves modernising
the water resources licensing service by upgrading the systems, moving paper-based licenses into a digital
format and modernising regulations by moving water resources licensing into the environmental permitting
regulations and regulating all significant abstractors. The move of abstraction and impoundment licensing into
the environmental permitting regulations is expected to occur in 2021, with consultation in 2020.

In its progress report published in May 2019, Defra set out that it was in the process of amending abstraction
licences and due to complete their Restoring Sustainable Abstraction programme by 2020. It also set out that,
while the current approach to reform was to encourage change on a voluntary basis, the EA would be ready to
take regulatory action if required, under its wide-ranging discretionary powers. This could potentially lead to
SWS incurring increased future costs to ensure legal and regulatory compliance.

New abstraction licences have reduced the amount of water SWS can take from the River Test and River Itchen
in Hampshire. The licence reductions aim to secure the health of these rivers; however, the changes mean a
shortfall of some 135 million litres of water a day during a drought — about 80 per cent. of the amount needed
to supply SWS’s customers in south Hampshire, which is likely to mean putting in place water restrictions for
some of its customers until 2027.

SWS has until then to meet the new conditions and plans to invest more than £800 million to make up the deficit,
while ensuring water resources continue to be resilient and environmentally sustainable. Its wide-ranging plans,
some of which will need Ofwat and EA approval, include desalination, new pipelines from neighbouring water
companies, reducing leakage and improving water efficiency.

Water Quality

The DWI can take enforcement action in the event that a Regulated Company is in contravention of regulatory
requirements concerning the “wholesomeness” of water supplies. Court proceedings can be brought by the DWI
in the name of the Chief Inspector of Drinking Water for the offence of supplying water “unfit for human
consumption”, for example if discoloured or foul-tasting water is supplied to customers. The Public Bodies Act
2011 allows charges to be imposed on water undertakers and licensed water suppliers for functions performed
by inspectors appointed under the WIA, namely the DWI.

Environmental Permitting Regulations 2016 (the “EP Regulations 2016”)

The environmental permitting regime was originally introduced in April 2008 by the Environmental Permitting
(England and Wales) Regulations 2007. The regime was subsequently extended in 2010 by the Environmental
Permitting (England and Wales) Regulations 2010, before the EP Regulations 2016 came into force.
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The aim of the Environmental Permitting Regime is to protect the environment from the potentially harmful
effects of industrial processes: operators of certain industrial sites are required to be authorised by the EA (or
local authority) under an installation environmental permit and are required to use the best available techniques
to reduce environmental damage both during the life of an industrial site and following its closure. Depending
on the type and volume of waste processed, certain water company activities can be subject to the
Environmental Permitting Regime. As the application of the Environmental Permitting Regime applies to some
of SWS’s current operations, SWS requires bespoke environmental permits for certain sites where combustion
of sludge gas (biogas) occurs, SWS holds permits for the following sites:

(@) Budds Farm — Combined heat and power (“CHP”) Combustion Waste Activity with thermal input of
more than 3 megawatts;

(b)  Millbrook — CHP Combustion Waste Activity with thermal input of more than 3 megawatts;

(¢)  Ashford — sludge dryer and CHP Combustion Waste Activity with thermal input of more than 3
megawatts;

(d)  Hastings — sludge dryer Combustion Waste Activity with thermal input of more than 3 megawatts; and
(e)  Ford - sludge dryer Combustion Waste Activity with thermal input of more than 3 megawatts.
4] Peacehaven — CHP Combustion Waste Activity with thermal input of more than 3 megawatts

(g) Goddards Green — CHP and Diesel Generator, Medium Combustion Specified Generator Activity with
an agglomerated thermal input of more than 1 megawatt.

(h)  Gravesend — CHP and Diesel Generator, Medium Combustion Specified Generator Activity with an
agglomerated thermal input of more than 1 megawatt.

(i Fullerton — CHP, Medium Combustion Specified Generator Activity with an agglomerated thermal input
of more than 1 megawatt.

Sewerage Sludge

The recycling of sewerage sludge by using it on agricultural land as a fertiliser and soil conditioner is recognised
by the European Parliament and the European Commission as the Best Practicable Environmental Option for
such material. Such recycling must be in accordance with the Sludge (Use in Agriculture) Regulations 1989 (as
amended and supported by a Code of Practice for Agricultural Use of Sewage Sludge (DoE 1996)) (the “Sludge
Regulations™). It should be noted that sludge use in agriculture is subject to both market forces and legislation.
Significant changes to markets or legislation could cause Regulated Companies to incur material expenditure.
Changes in legislation would potentially represent “Relevant Changes of Circumstance” by Ofwat in relation
to licences of Regulated Companies.

Climate Change

Energy use in water and wastewater treatment processes results in emissions of greenhouse gases and
constitutes a significant environmental impact resulting from a Regulated Company’s activities. Regulated
Companies are significant energy users and subject to the climate change levy. The Climate Change Agreement
scheme, regulated under the Climate Change Agreements (Administration) Regulations 2012, is due to run until
31 March 2023 and any Regulated Company party to a Climate Change Agreement receives a discount on their
climate change levy. The EA is the administrator for the scheme and its timing aligns with both the CRC (how
abolished) and the EU ETS. The Regulations also set out what a scheme participant will have to pay if they
have failed their target (through a buy-out mechanism) and include details of the proposed new penalty regime
which the EA can impose for non-compliance under the scheme.
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Separately, the Climate Change Act 2008, which includes a framework for the adoption of environmental
trading schemes, provides for a duty on companies to report on greenhouse gas (“GHG”) emissions. This has
been implemented in the UK by the Companies Act 2006 (Strategic Report and Directors’ Report) Regulations
2013 and puts an obligation on quoted companies to report on their GHG emissions. The Companies (Directors’
Report) and Limited Liability Partnerships (Energy and Carbon Report) Regulations 2018, which took effect in
respect of financial years beginning on or after 1 April 2019, also require quoted companies, large unquoted
companies and large limited liability partnerships to report on their emissions, energy consumption and actions
taken to improve energy efficiency.

In 2011 and 2015, under the Climate Change Act 2008, SWS submitted a Climate Change Adaptation Report
to Defra to report on the current and predicted impact of climate change on its functions and its proposals and
policies for adapting to climate change. SWS will submit a Climate Change Adaptation Report to Defra during
the next reporting round which will be completed by 2021. SWS must also comply with any guidance or
directions made by the Secretary of State under the Act.

The UK Government has announced that it is committed to become a net zero carbon emission country by 2050
and the English water sector has voluntarily committed to achieve net zero carbon emissions by 2030.

Contaminated Land

Part 2A of the EPA, together with certain implementing regulations and statutory guidance, establishes a legal
regime to address the remediation of contaminated land (including controlled waters). Current and future
impacts may be dealt with under other pollution control laws instead (for example, if the contamination arises
out of an activity regulated under the Environmental Permitting Regime). Under Part 2A, the original polluter
or any person who is a “knowing permitter” can be required to clean up contamination of land if it is causing,
or there is a significant possibility of it causing, significant harm to the environment or to human health or if it
is causing, or there is a significant possibility of it causing, significant pollution of controlled waters. The higher
threshold of “significant” pollution of controlled waters was introduced in 2012 and has been effective since 6
April 2012. If the polluter or a knowing permitter cannot be found, the owner or occupier of the land may be
held liable, whether or not it caused the contamination. Civil liability may also arise (under such heads of claim
as nuisance or negligence) where contamination migrates into or on to third-party land and/or impacts upon
human health, flora or fauna and liability for contamination may also rest with a Regulated Company where the
contamination emanating from its land arose as a result of the activities of one of its statutory predecessors. In
practice, remediation of contaminated land is most likely to be triggered on the cessation of regulated activities
or the redevelopment of land. Statutory guidance on Part 2 of the EPA was issued by DEFRA in April 2012.
The guidance is split between non-radioactive and radioactive contamination but (apart from bringing in a
higher threshold for water pollution) no major changes were made to the regime.

Asbestos

The Control of Asbestos Regulations 2012 impose a duty on those who own or control commercial premises to
carry out detailed assessments for the presence of asbestos, record its condition and proactively manage the
associated risks.

Trade Effluent Discharge

Regulated Companies are responsible under the WIA for regulating discharges of trade effluent into their sewers.
Industrial and trade sources of wastewater to sewers arise from a wide range of industries, such as food
manufacturers, car washes and laundries. Regulated Companies regulate these discharges to protect their
operations and the environment.

Under section 118 of the WIA, an owner or occupier of premises who wishes to discharge trade effluent into
public sewers must apply to the relevant Regulated Company for consent to do so. In considering whether or
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not to grant such a consent, the Regulated Company will usually have regard to the effect that receiving the
effluent will have on the performance of its wastewater treatment works and associated discharges. Such a
consent may be subject to conditions imposed by the Regulated Company. These conditions can stipulate
treatment to be undertaken to minimise the polluting effects of the discharge, as well as charges to be paid in
respect of the trade effluent discharge. Under the Trade Effluents (Prescribed Processes and Substances)
Regulations 1989 (as amended), when trade effluent contains prescribed substances, or more than a prescribed
quantity of such substances, or derives from a stipulated process (that is “special category effluent”), the
Regulated Company must refer to the EA any application to make such a discharge. The EA must then determine
whether, and if so upon what conditions, the Regulated Company may accept the discharge. The Regulated
Company cannot consent to the discharges to which the reference relates until the EA serves notice on the
Regulated Company of its determination on the reference. Any person aggrieved by the refusal of a Regulated
Company to give consent or by conditions imposed in a consent can appeal to Ofwat.

The Regulated Company may review the terms of any consent from time to time and vary those terms by notice.
However, this power is subject to restrictions. In addition, in certain circumstances, the EA has the power to
review discharges of special category effluent and may require the termination or variation of the relevant
discharge. Again, this power is subject to restrictions, unless the review is required to enable compliance with
EU obligations or international agreements, or for the protection of the environment.

A Regulated Company may enter into an agreement with the owner or occupier of trade premises for the
reception and disposal of trade effluent, instead of granting a consent. If the trade effluent which is to be the
subject of an agreement is special category effluent, the Regulated Company must refer to the EA the question
of whether the relevant operations should be prohibited or made subject to conditions. The Regulated Company
cannot enter into any agreement regarding special category effluent until the EA serves notice on the Regulated
Company of its determination in this regard.

It is an offence to discharge trade effluent from trade premises without a consent from, or an agreement with,
the relevant Regulated Company, or to fail to comply with the conditions in a consent, and in both cases the
maximum penalty is an unlimited fine.

Discharge consents are also subject to the Review of Consents undertaken by the EA under the Habitats
Directive as referred to above, which could lead to modification or revocation of the same. The implementation
of the Water Framework Directive has also driven trade effluent consent reviews, tightening trade effluent
consent limits.

Sewer Flooding

When a “combined” sewerage system, which carries both sewage and surface water run-off, reaches its capacity
during heavy rainfall, a mixture of surface run-off and sewage overflows into rivers or out of external or internal
drains. Section 94 of the WIA places a duty on every Regulated Company to ensure its area is properly drained
via an adequate sewerage system. This duty is enforceable by the Secretary of State or Ofwat who, under section
18 of the WIA, may make an Enforcement Order securing compliance. Householders can bring proceedings
against the Regulated Company in respect of its failure to comply with such an Enforcement Order. However,
where such an order has not been made, the only remedy available to such householders is to request that the
Secretary of State or Ofwat makes an order and, if one is not forthcoming, to pursue judicial review proceedings
against either the Secretary of State or Ofwat on the grounds of their failure to act. Householders do not have
the right directly to enforce section 94 against Regulated Companies. This was confirmed by the House of Lords’
decision in Marcic v Thames Water Ultilities [2003] UKHL 66.
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Combined Sewer Overflows (**CSOs™)

The development of urban drainage systems has evolved over time. Sewage systems are designed to cope with
the combined flow of sewage and storm water up to a particular level, which is consented to by the EA (the
“Consented Discharge”). Where, during heavy rains, the level of sewage and storm water exceeds the level
that the sewerage systems are designed to cope with, the Consented Discharge is allowed to flow into the
relevant watercourse in order to prevent flooding in the surrounding area. The drainage systems vary
considerably in their age, design, and hydraulic performance and the EA regulate and monitor the impact of
these discharges on the aquatic environment. Any discharges which are considered to be unsatisfactory may be
required to be improved through the investment programme agreed as part of the Periodic Review process.

It is a requirement of the UWWTD that Member States limit the pollution of receiving waters by untreated
sewage discharge. The Urban Waste Water Treatment Regulations 1994 impose requirements under schedule 2
to design, construct and maintain collecting systems to limit pollution of receiving waters due to storm water
outflows. Under section 6, the National Rivers Authority is required to ensure pollution of receiving waters due
to storm water outflows is limited with respect to discharge from a collecting system or urban waste water
treatment plant. To meet this requirement, the EA uses performance criteria to assess the impact of CSOs and
to determine whether they should be regarded as “satisfactory” or “unsatisfactory”. CSOs will be regarded as
unsatisfactory if, for example, they cause a breach of water quality standards or other EC directives, they cause
or significantly contribute to a deterioration in river chemical or biological quality/class, or they cause a
significant visual or aesthetic impact due to solids or sewage fungus and have a history of justified public
complaint. See further “Urban Waste Water Treatment Directive” above.

Discharge into Controlled Waters

If Regulated Companies wish to discharge polluting matter into controlled waters, whether from continuous or
intermittent (Storm/CSO) outfalls, they must seek an environmental permit from the EA. Applications are made
under EP Regulations 2016, (although consents under the WIA may be required for works carried out at
reservoirs, wells or boreholes where discharges are made through pipes of a certain size). The EA has the power
to grant or refuse permits, to impose conditions, or to modify, vary or revoke such permits. Permit conditions
may control the quantity of a discharge or the concentrations of particular substances in it or impose broader
controls on the nature of a discharge. They are based on objectives set by the EA for the quality of the relevant
receiving water as well as any relevant water quality standards in EU Directives.

Non-Compliance

The EP Regulations 2016 provide for a number of water pollution offences which include causing or knowingly
permitting any poisonous, noxious or polluting matter or any trade or sewage effluent to enter controlled waters
unless the relevant discharge is made under and in accordance with a regulatory consent (including an
environmental permit) and failing to comply with the conditions in an environmental permit. The maximum
penalty for these offences is an unlimited fine or five years’ imprisonment, or both.

Under the EP Regulations 2016, a Regulated Company will be regarded as responsible for a discharge of sewage
effluent if it was bound to receive into its sewers the matter included in that discharge. However, a Regulated
Company will not be guilty of an offence under the EP Regulations 2016 if the offending discharge is
attributable to a discharge into a sewer by a third party which the Regulated Company was not bound to receive
and could not reasonably have been expected to prevent.

Groundwater

Activities that could lead to the contamination of groundwater such as direct and indirect discharges of
pollutants to groundwater, are regulated under the EP Regulations 2016. The definition of a pollutant includes
substances harmful to human health or the quality of aquatic ecosystems. The EP Regulations 2016 require a
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permit for such discharges. Direct discharges, which are those ones which enter, without percolation, straight
into groundwater, are controlled under the Environmental Permitting Regime. Any permits granted must be
consistent with the requirements of the EP Regulations 2016. Indirect discharges, which are those which enter
groundwater following percolation through ground or subsoil, may arise from the disposal or tipping for the
purposes of disposal to land of pollutants, and applications for permits for them will also be made to the EA
under the EP Regulations 2016. The EA also has the power under the EP Regulations 2016 to issue prohibition
notices to stop activities which may cause a direct or indirect discharge of pollutants to groundwater, for
example, oil from underground storage tanks. Before issuing such notices, the EA must take account of any
code of practice issued for the purposes of the EP Regulations 2016.

Hazardous Substances

SWS stores hazardous substances on its operational sites in compliance with specific safety standards to conduct
its operational activities. All chemical installations and pipework meet specific standards to ensure that the
installations are safe and do not present a risk to SWS staff, contractors or visitors, or to the general environment,
the standards include the standards set out in the Health and Safety at Work Act 1974 and the Control of
Substances Hazardous to Health Regulations 2002 as amended.

Within SWS, there are specific formal design standards which must be adopted when installing
new/replacement chemical storage facilities and associated equipment (e.g. tanks, pipework and valves). The
standards will vary slightly depending on the type of chemical being stored, as there will be specific risks
associated with different chemical types, which must be taken into account to ensure that correct materials are
used in all installations.

Management of Water Resources

Water Resources Planning

The Water Act amends the WIA to provide that Regulated Companies are under a duty to further water
conservation when they formulate or consider any proposal relating to their functions and has placed WRMPs
on a statutory footing: Regulated Companies are now under a duty to produce WRMPs and publish and consult
upon them. These plans will set out how the Regulated Company will manage and develop water resources so
as to be able, and continue to be able, to meet its water supply duties under the WIA. It must address, among
other things, the Regulated Company’s estimate of water it will need to meet its duties, and the measures it
intends to take to manage and develop resources. The planning period is 25 years. Plans are subject to an annual
review (the conclusion of which must be sent to the Secretary of State) and are to be revised every five years,
or in any case where the annual review indicates a material change in circumstances, or the Secretary of State
directs that a revised draft should be prepared. In the past, Regulated Companies have produced WRMPs on a
voluntary basis every five years and produced an annual review for the EA each subsequent year.

SWS published its latest draft SWS WRMP in 2019 in respect of the years 2020 to 2070 with the intention of
publishing the final SWS WRMP on 3 December 2019, having received permission from DEFRA to do so. The
SWS WRMP sets out that the future is uncertain and variable, given the challenges of abstraction licence
changes, growth in demand, climate change and expected further reductions in the water available for use from
existing sources as a result of licence changes to protect the environment. SWS have therefore sought to plan
to meet a number of different futures, in order to be more resilient to change. The draft puts forward a broad
range of interventions to manage future risk, including leakage reductions, significant demand management and
new resource developments and water trading. A copy of the draft Plan is available on the company website*®.

19 Please see https://www.southernwater.co.uk/our-story/water-resources-planning for further information.
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Drought Planning

There are various water restriction options available to Regulated Companies in times of drought, which could
be applied depending on the severity of the drought situation and the approval of either DEFRA or the EA.
These include voluntary water restrictions, hosepipe bans, Ordinary Drought Orders, Drought Permits and
Emergency Drought Orders.

Regulated Companies are under a statutory duty to consult on, prepare and maintain a drought plan. This plan
should prescribe how the Regulated Company will continue during a period of drought to discharge its duties
to supply adequate quantities of wholesome water with as little recourse as reasonably practicable to Drought
Orders or Drought Permits. Such a plan should include measures the Regulated Company might need to take
to restrain demand for water or obtain extra water from alternative sources.

SWS regularly updates its Drought Plan and in 2018 published an updated draft Drought Plan for public
consultation. Following the end of the consultation and SWS’s publication of a Statement of Response, SWS
updated the draft Drought Plan and received final approval from DEFRA to publish the updated plan on 1 July
2019. The 2019 Drought Plan is available with supporting documents on the company website.

Sustainability Reductions

The management of water resources by Regulated Companies is subject to a number of challenges, including:
dry weather conditions; climate change; increasing demands for water; rises in leakage rates; aquifer
contamination from industrial and agricultural pollution; and reductions in abstraction required to ensure
sustainable river systems. In relation to the latter, the EA has been instructed by DEFRA to use its powers to
revoke damaging abstraction licences. In previous years, funding for environmental sustainability reductions
has been provided through the Periodic Review with the solution chosen to achieve the abstraction reduction
(such as use of an alternative water supply source) being funded prior to its implementation. Since 2012, the
EA has had the power to lower the authorised quantity of existing abstraction licences without paying
compensation, where it believed the revocation was necessary to protect any waters or underground strata, or
any flora or fauna dependent thereon, from serious damage.

In December 2015, following the introduction of Ofwat’s new primary duty of resilience under the Water Act
2014, the Resilience Task and Finish Group (an independent body reporting to Ofwat) published a report with
a series of 10 key recommendations which fed into Ofwat’s ongoing reform of policy framework for its 2019
price review.

Strategic Pol