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What Investors Want to Know: UK Water in 
AMP7 
The Challenges of AMP7 Operational Delivery Combined with Pandemic Uncertainty 

Sector Remains Under Pressure 
Fitch Ratings’ rating downgrades of UK water utilities in 1H20 
reflected the credit impact of the 2019 price review (PR19). Three-
quarters of the ratings have Stable Outlooks, but several factors  
continue to weigh on the ratings.  

These factors include uncertainty around the Competition and 
Markets Authority (CMA) appeals, operational delivery on total 
expenditure (totex) and outcome delivery incentives (ODIs), 
pandemic-related bad debts, and exposure to low inflation. 

Limited Headroom to Cash Lock-Ups 
The coronavirus pandemic, coinciding with the most challenging 
price control since privatisation, presents an enormous challenge to 
the sector.  

Companies’ credit profiles are already stretched against their 
financial covenants and negative rating sensitivities, so they have 
limited headroom to withstand further shocks. Some companies  
could hit their trigger events in the financial year to end-March 
2021 (FY21) in the event of a second national lockdown or 
extended local lockdowns. 

Low Inflation Affects Gearing 
Low inflation expectations in FY21 will result in lower regulatory  
capital value (RCV) indexation and consequently higher gearing for 
most issuers. Companies with a significant proportion of inflation-
linked (IL) debt or those able to reduce dividends will be less 
affected.  

Should low inflation persist due to a sluggish economic recovery, 
companies would experience a prolonged negative impact on their 
gearing and nominal post-maintenance interest coverage ratios 
(PMICRs), adding to the rating pressure.   

How Have Ratings Been Affected? 

What Could CMA Appeals Mean for Ratings? 

What Are Fitch’s O DI and Totex Assumptions ? 

How Is the Pandemic Affecting UK Wate r Companies? 

Are Dividend Lock-Ups Nearing ? 

How Would Prolonged Low Inflation Affect Companies? 

Are IL Swaps a Cure or Curse? 
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How Have Ratings Been Affected? 
The impact of the PR19 final determinations (FDs) was a key 
consideration in Fitch’s downgrades in 1H20. FDs for FY21-FY 25 
set the lowest WACC, most challenging totex allowances and 
toughest ODI targets in two decades. Only Dwr Cymru (Financing) 
UK Plc (DWR) and United Utilities Water Limited (UU;  
BBB+/Stable) avoided downgrades despite the PR19 challenges.  

Fitch-Rated UK Water Companies 

Company 

Class of debt 
Latest rating 
action 

Senior 
debt 
rating IDRa Outlook 

Affinity Water 
Limitedb (AWL) 
  

Senior 
secured class 
A 

Mar 2020;  
New rating 

BBB+ BBB- Stable 

Subordinated 
class B 

Mar 2020;  
New rating 

BBB- BBB- Stable 

Anglian Water 
Services 
Limitedc (AWS)   

Senior 
secured class 
A 

Mar 2020; 
Downgrade 

A- n.a. Stable 

Subordinated 
class B 

Mar 2020; 
Downgrade 

BBB n.a. Stable 

Dwr Cymru 
Cyfyngedigd 
(DWR) 
  

Senior 
secured class 
A and B 

Feb 2020; 
Outlook revised 
to Stable  

A n.a. Stable 

Subordinated 
class C 

Feb 2020; 
Outlook revised 
to Stable  

BBB+ n.a. Stable 

Kemble Water 
Finance 
Limitede (KEM) 

Senior 
secured 

April 2020; 
Downgrade 

B+ B+ Neg. 

Osprey 
Acquisitions 
Limitedf (OAL) 

Senior 
secured 

Mar 2020; 
Downgrade 

BB- BB- Neg. 

Southern Water 
Services 
Limitedg (SWS) 

Senior 
secured class 
A 

May 2020; 
Affirmation with 
Negative 
Outlook 

BBB+ n.a. Neg. 

United Utilities 
Water Limited 
(UU) 

Senior 
unsecured 

Sept 2020; 
Affirmation 

A- BBB+ Stable 

Wessex Water 
Limited (WW) 

Senior 
unsecured 

Mar 2020; 
Downgrade 

BBB+ BBB Stable 

Yorkshire 
Water Services 
Limitedh (YWS)   

Senior 
secured class 
A 

Jun 2020; 
Downgrade 

A- n.a. Stable 

Subordinated 
class B 

Jun 2020; 
Downgrade 

BBB n.a. Stable 

a Issuer Default Rating. b Debt issued under Affinity Water Finance Plc and Affinity 
Water Finance (2004) Plc. c Debt issued under Anglian Water Services Financing plc.d 
Debt issued under Dwr Cymru (Financing) UK Plc. e Debt issued by Thames Water 
(Kemble) Finance Plc and Kemble Water Finance Limited. f Debt issued under 
Anglian Water (Osprey) Financing Plc and Osprey Acquisitions Limited. g Debt issued 
by Southern Water Services (Finance) Limited h Debt issued by Yorkshire Water 
Finance Plc and Yorkshire Water Services Finance Limited.  
Note: Debt secured on shares. Source: Fitch Ratings. 

 

Although three quarters of the ratings have Stable Outlooks, there  
are some factors that could individually or collectively lead to 
negative rating actions. These include substantially negative 

outcomes of the CMA appeals; totex and ODI performance that is 
significantly weaker than we expect; a prolonged period of low 
inflation; and a material increase in customer bad debts due to the 
pandemic-related crisis.  

Most companies have a limited range of mitigating measures as they 
have already cut dividends to minimum acceptable levels and 
launched major cost-transformation programmes. Companies’ 
ability to further reduce dividends is the most significant 
differentiating factor in their ability to weather the storm. 

Based on our reasonably conservative financial models for AMP7 
(the new price control period from 2020 to 2025), the credit metrics  
of most rated entities are closer to their negative rather than 
positive rating sensitivities. This is particularly true for their 
PMICRs, which we expect to be at their lowest level in 20 years.  

While we pay attention to both PMICRs and gearing in assessing the 
financial profiles of UK regulated networks, we also take into 
account the fact that some gearing headroom could be traded off 
for PMICR headroom and vice versa, for example, via the use of IL 
debt or swaps. Therefore, when expected PMICRs are marginally 
outside our negative rating sensitivities, we perform an NPV-based 
calculation of interest savings required to achieve the require d 
PMICR to check that gearing headroom sufficiently offsets PMICR 
weakness. This is particularly relevant in AMP7 as interest-
coverage metrics are at a record low. 

Forecast Adjusted Senior Gearing and PMICRs versus 
Rating Sensitivities 
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Of all Fitch-rated UK water companies, the ratings SWS, KEM, OAL, 
AWS and YWS are the most vulnerable. This is because their 
PMICRs are either weaker than or equal to the negative rating 
sensitivities, while their gearing headroom is limited.  

OAL and KEM are holding companies structurally positioned above 
AWS and Thames Water Utilities Limited (TWU), respectively. They  
are positioned outside of the regulatory ring-fence, so their only 
sources of cash flow are dividends from their underlying operating  
company. These are exposed to potential cash flow intermittence  
because operating companies must fulfil several tests to distribute  
dividends and the margin of safety on some of these tests is 
relatively low. 

An ongoing Environment Agency (EA) investigation weighs on 
SWS’s credit profile due to the uncertain size of any penalty. The  
rating affirmation in May 2020 reflected SWS’s commitment to not 
pay dividends until the company becomes financially resilient.  

The credit profiles of AWS and YWS could be greatly affected by the 
outcome of the CMA appeal, which could have both positive and 
negative implications. Neither company has any headroom left at its 
rating level. Totex and ODI performance will be critical for these 
companies’ credit ratings in AMP7 as they have limited ability to 
further reduce dividends due to the need to service debt at holding  
company levels.   

The credit profile of Wessex Water Limited (WW; BBB-/Stable) 
could be negatively affected by an increase in the pension deficit 
due to low interest rates or by operational performance that is 
weaker than we currently assume. WW’s Stable Outlook reflects 
our expectation that the company would adjust dividends as 
required to maintain its pension-adjusted gearing within the 
negative rating sensitivity of 72% on a sustained long-term basis. 

We expect DWR’s forecast gearing to be close to its positive rating 
sensitivity of 57%, which compensates for the weakness in both 
cash-based and nominal PMICRs. A material increase in gearing 
versus this expected level – due to additional social tariffs or higher-
than-anticipated resilience expenditure, for example – could be 
credit-negative. 

AWL has substantial headroom as we expect its gearing at FYE25 
to be broadly aligned with the positive rating sensitivity of 81%, 
offsetting a marginal weakness in the nominal PMICR. As a water-
only company (WOC), AWL is less resilient to financial shocks than 
water and sewerage companies (WASC) due to its lower RCV. 
Substantial outperformance against our ODI assumptions, 

particularly on customer service, leakage and supply interruptions , 
could result in positive rating pressure. 

The Stable Outlook of United Utilities Water Limited (UU;  
BBB+/Stable) is supported by its forecast financial profile. Despite 
the headwinds associated with the impact of the pandemic and low 
inflation, we expect the company’s gearing to be within the negative 
rating sensitivity of 67%, supported by an expected dividend 
reduction in FY21, and its PMICRs to be broadly at the positive 
rating sensitivities. 

What Could CMA Appeals Mean for Ratings? 
Ofwat published its PR19 FDs in December 2019. Four UK water 
companies referred their FDs to the CMA while all others accepted 
their price controls. Many companies decided against the appeal 
but this didn’t mean that they accepted or agreed with every part of 
the price control. In fact, many of those who accepted their FD 
provided third-party evidence to the CMA.  

The four appellants – AWS, YWS, Northumbrian Water and Bristol  
Water – are undergoing a lengthy and resource-consuming process, 
with provisional findings due the week commencing 21 September 
2020 and a final CMA decision due in early December 2020.  The  
final decision should be implemented by Ofwat in March 2021.  

We assume no upside or downside from the CMA appeal in our 
rating cases for AWS and YWS as the outcome is highly uncertain. 
The Stable Outlooks reflect the fact that the decision could have 
both positive and negative implications.  

The CMA will consider the PR19 settlement in the round, re-
opening and scrutinising every significant component. The scale of 
the appeals is unprecedented and the body of evidence supplied by 
the appellants, Ofwat and third parties is enormous. There are five 
key areas of disagreement, which we briefly summarise in the table 
below.  

Common Issues in CMA Appeals 

Issue  
CMA redetermination 
scope (June 2020) 

Views of UK  
water companies 

Totex and 
cost 
recovery 

• Base totex: 
econometric models, 
cost to service 
relationship, catch-up 
efficiency, growth, 
frontier shift, real 
price effects, 
uncontrollable costs, 
and true-up 
mechanisms 

• Enhancement totex: 
benchmark models, 
efficiency challenge, 
scrutiny of projects, 
overlap with base 
costs, and resilience 

• FD underfunds the 
efficiency of base costs 
and resilience 
expenditure 

• Insufficient resilience 
spend will unduly increase 
burden on coming 
generations 

• Short-term bill reductions 
prioritised over 
investment 

• Efficiency stretch to 
wholesale costs is 
unrealistic and goes 
beyond regulatory 
precedent 
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Common Issues in CMA Appeals (Cont.) 

Issue  
CMA redetermination 
scope (June 2020) 

Views of UK  
water companies 

Cost of 
capital 

• Full redetermination 
of WACC based on 
redetermination of 
each component. The 
most recent market 
data will be used 

• Appropriateness of 
size-related 
adjustments 

• Both total market return 
and cost of debt are 
underestimated 

• Lower RPI to CPI wedge 
should be used to arrive 
at total market return 

• Ratings assumed for the 
cost of debt allowance are 
unachievable 

• Given the combination of 
risks on totex and ODIs, 
companies are not able to 
earn a reasonable return 

Finance-
ability 

• Appropriateness of 
assessing 
financeability based 
on actual versus 
notional capital 
structure; use of 
financeability levers 
such as pay-as-you-go 
(PAYG) 

• Companies are not 
financeable on the 
notional basis 

• Financeability 
adjustments applied to 12 
out of 17 companies are 
reversed by two out of 
three rating agencies  

Perform-
ance 
commit-
ments and 
ODIs 

• Asymmetry of 
rewards and 
penalties; overlap 
with totex; impact on 
financeability 

• ODIs are skewed towards 
penalties 

• No additional funding to 
achieve first quartile 

Gearing 
sharing 
mechanism 
(GSM) 

• Appropriateness of 
the GSM in the 
context of the risk and 
return framework for 
investors 

• The GSM is against 
economic theory as cost 
of capital doesn’t depend 
on gearing 

• The GSM undermines 
stability of regulation and 
investor confidence 

Source: Fitch Ratings 

 
The CMA, in its scope of work, deprioritised retail price controls , 
bio-resources and PR14 (2014 price review) reconciliations, the 
switch from RPI to CPIH (CPI including owner-occupiers’ housing  
costs), pension deficit recovery and innovation competition 
funding.  

The pandemic undoubtedly affected companies’ performance and 
financial markets after the FD. CMA stated that it may take 
different approaches across different areas of redetermination, 
based on the availability of sufficiently robust evidence of the 
impact of the pandemic. At the same time, the authority clearly 
stated that it will use up-to-date market data to re-determine the 
WACC.   

There is a risk that redetermined WACC could be lower than in the 
FD. Risk-free rates and iBoxx indices have fallen considerably since 
December 2019 but the inflation forecast is also slightly lower. 
While using lower RPI and CPIH forecasts would improve real 

                                                                                           
1 NERL provides air traffic management and airport development services. 

allowed WACC, lower risk-free rates and cost of new debt indices 
would impair it.  

The outcome of the recent NATS En-Route Limited (NERL 1) appeal 
may indicate the CMA’s thinking, although due to substantial 
sector differences direct read across for UK water is limited. The 
CMA’s decision on NERL was modestly better than the Civil 
Aviation Authority’s (CAA) price control (Reference Period 3).  

The NERL Redetermination 

Topic  CMA decision 

Totex and cost 
recovery 

The CMA agreed with CAA’s opex and capex 
allowances, ruled against an opex reduction for non-
regulated activities and against a 5% “efficiency” 
reduction for the automatic dependent surveillance 
charge (a marginal improvement). 

Cost of capital The CMA increased real vanilla WACC to 3.05% (RPI 
terms) from 2.68%, predominantly due to higher asset 
beta. The CMA used a longer look-back period in 
assessing asset beta than Ofwat, as well as slightly lower 
RPI. The CMA used lower notional gearing at 30% 
versus the 60% used by the CAA. 

Financeability The CMA concluded that the price control in itself 
would not unduly affect NERL’s ability to finance 
activities authorised by its licence (excluding the 
pandemic’s impact). 

Performance 
commitments 
and ODIs 

The CMA proposed slightly less punitive and more 
transparent capex incentives, although these are not 
directly comparable to ODIs. 

GSM The CMA noticed that a standard regulatory formula 
produces the unexpected effect of allowed WACC 
strictly increasing with gearing. The CMA opined that 
WACC shouldn’t change too much with gearing. This 
indirectly supports an argument against the GSM. 

Source: Fitch Ratings 

What Are Fitch’s ODI and Totex 
Assumptions? 
Operational performance and efficiency, measured by Ofwat 
through ODIs and totex, are important considerations in AMP7. 
Operational performance substantially weaker or stronger than 
our rating case assumptions could respectively result in additional 
pressure on ratings or additional rating headroom.  

Here, we discuss companies’ recent operational and totex 
performance along with our assumptions for AMP7. 

Fitch’s Assumptions on Totex Performance in AMP7 
Ofwat’s allowances for totex set in AMP7 were based on the cost 
efficiency demonstrated by the sector’s first-quartile companies. 
Ofwat also embedded a 1.1% “frontier shift” of cost improvement in 
wholesale base costs 2.  

Ofwat did not allow funding to companies to help them achieve the 
required first-quartile performance targets. Companies argue that 
such tight allowances come at the expense of long-term resilience. 

2 Base costs resemble maintenance-type expenditure while enhancement 
costs mainly relate to projects that improve the supply and resilience of 
water resources.  
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Their operational strategies are now focused on optimising the 
combined financial impact of ODI and totex performance.  

We anticipate that it will be challenging for most companies to meet 
their totex allowances in AMP7. However, we assume no totex out- 
or under-performance in our forecasts for AWL, AWS, DWR and UU, 
and assume modest underperformance for TWU, SWS and YWS.  

The only outperformance we assume is for WW. These early 
assumptions are based on the combination of the totex funding gap at 
FD and historical records of outperformance in AMP6. We paid close 
attention to the base cost funding gap because it may be more 
difficult to address than the enhancement totex gap. 

The weighted average total funding gap between the company 
representations and the FD across Fitch-rated companies was 5.5%. 
The weighted average enhancement cost gap was a lot larger at 18.3%, 
while the base cost cap was much lower at 2.1%. Base costs represent 
around 80% of totex and drive the absolute gap in funding.  

AWS is a clear negative outlier with a very substantial base gap of 
12% and high AMP6 outperformance of 8%. The company’s own 
forecast totex performance is at the allowance level for FY21-FY25 
but we are keeping a close focus on the evolution of its spend. We may 
reconsider our assumptions as more data becomes available.  

Comparison of Wholesale Totex Assumptions and 
Performance 

(%)  AWL  AWS  DWR  SWS  TWU  UU  WW  YWS  

Fitch’s assumption for 
AMP7  

        

Totex out- or 
under-performancea 

0.0 0.0 0.0 -3.0 -2.5 0.0 3.0 -1.0 

  
        

Ofwat FD outcomes 
        

FD funding gap (total) -0.7 -12.4 -5.3 -6.6 -2.3 -2.6 -6.4 -7.9 

Base funding gap  -0.8 -12.0 0.4 -3.5 3.1 -0.6 -0.4 -4.2 

Enhancement funding 
gap 

-0.2 -13.4 -22.7 -14.4 -27.1 -12.0 -20.8 -19.1 

  
        

Companies’ AMP6 
performance  

        

AMP6 totex 
performance b 

-2.2 8.2 -6.1 0.5 -8.9 -6.7 8.3 -3.1 

a Negative and positive values show under- and out-performance respectively 
b Performance based on actual adjusted totex at base year (2012-2013) prices  
Source: Fitch Ratings, companies’ 2020 performance reports, Ofwat FDs  

Fitch’s Assumptions on ODI performance in AMP7 
Our forecasting approach represents a forward-looking view of AMP7’s 
common ODIs based on an assumption that sector performance 
improves at broadly the same rate. We compare this improvement to the 
FD target and apply individual penalty and reward rates, year on year, in 
order to obtain the final nominal reward or penalty.  

                                                                                           
3 The sum of measured household consumption and unmeasured household 
consumption divided by the total household population. The formula is a three-

We expect most Fitch-rated companies to have net penalties. This  
represents stretching targets and asymmetric penalty rates. We 
expect only the top performers, such as AWS and WW, to achieve a 
net reward position. TWU, YWS and SWS have the highest level of 
expected absolute ODI penalties.  

In terms of return on regulated equity, we expect AWL to be most 
affected (due to its low RCV compared to WASCs), followed by 
TWU, YWS and SWS. We expect the most penalised areas of 
performance in the sector in absolute terms to be the custome r 
measure of experience (C-MeX), supply interruptions, mains repairs  
and leakage. 

 
 

Our assumptions on operational performance are based on 
historical data as well as FD targets. These initially included a 
forecast for FY20. As FY20 reported figures are now available, we 
provide a comparison of actual performance metrics against our 
early expectations, embedded in the ODI assumptions.  

Companies performed better than forecasted on leakage, broadly  
as forecasted on per capita consumption3 (PCC) and sewer flooding 
and worse on supply interruptions (except TWU, which more than 
halved its supply interruptions in FY20 versus FY19).  

  

year average with values calculated from annual average values for the reporting 
year and two preceding years and expressed in litres per person per day. 
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Actual versus Fitch’s Forecast Performance for 
FY20 

  

Supply 
interruptions 
(minutes per 

property)  

Leakage 
 (m3 per day  

per km of main) 
PCC 

 (litres) 

Internal sewer 
flooding (per 

10,000 
properties)  

  FY20 

Fitch 

Forecast FY20  

Fitch 

Forecast FY20  

Fitch 

Forecast FY20 

Fitch 

Forecast 

AWL 14.2 10 9.7 9.7 153 152 n.a. n.a. 

AWS 18.7 8.1 4.8 4.9 136 137 1.1 1.2 

DWR 14.7 13.4 6.1 6.2 160 151 1.5 1.5 

SWS 11.0 10.0 6.5 7.2 127 129 2.3 2.0 

TWU 7.2 19.3 18.8 21.2 143 141 1.8 1.8 

UU 10.2 10.0 10.4 10.8 144 142 4.0 2.9 

WW 7.6 7.1 5.1 5.4 145 145 1.2 1.3 

YWS 7.3 6.0 8.5 8.7 135 135 4.8 2.9 

Note: Ofwat clarified the definitions of common PCs in AMP7 to improve 
consistency and comparability across the sector. Therefore FY20 performance 
presented under AMP6 definitions could differ significantly to FY20 performance 
measured under AMP7 definitions (shadow reporting). Where possible the table 
reflects ‘shadow’ performance figures based on the updated definitions.  
Note: Green, black and red colours indicate performance that is better than, in line 
with, and worse than forecast, respectively 
Source: Fitch Ratings, companies’ performance reports, Ofwat’s service delivery report 

 

One of the key performance commitments (PCs) in AMP7 is leakage 
reduction, driven by customers’ stated priorities and limited water 
resources. Ofwat is targeting an average 15% reduction in leakage 
in AMP7. Given the challenging target, lack of funding and the 
correlation of leakage reductions with mains repairs, we forecast 
leakage penalties across all companies except for UU, WW and 
DWR, which have the lowest targets of 10.8%, 12.8% and 13.9%  
respectively for FYE25. TWU and AWL have the highest targets, at 
20.4% and 20%, respectively.  

In terms of improvement, AWL had the highest leakage reduction in 
cubic metres per day per km of main (m3/day/km) in FY13-FY20, 
followed by WW and DWR. SWS’s leakage performance  
deteriorated in the past six years, perhaps due to an already 
relatively low level compared to peers and the absence of 
associated financial penalties in AMP6. AWS’s improvement 
appears modest relative to peers, but it has improved from a very 
low base. The company’s challenge in AMP7 stems from it having 
the lowest leakage in the sector, a 16.4% reduction target and 
diminishing returns from further leakage reduction.  

                                                                                           
4 Measured as average minutes lost for interruptions lasting longer than 
three hours. 

 

The leakage performance of all our rated companies has improved 
in FY20 versus FY19, with TWU showing the biggest absolute 
improvement. AWS remains an industry leader in absolute terms, 
losing less than 5 m3/day/km of main, followed closely by WW. 
DWR and SWS also show strong performance, while YWS, AWL and 
UU leak 8.5 m3/day/km of main-10.5 m3/day/km of main. TWU is 
the negative outlier due several factors, including its high 
proportion of old iron mains (London distribution mains are 80 
years old on average), high soil corrosiveness and high density of 
customer connections per 1,000km. 

 

Level of supply interruptions 4 is another challenging common PC 
introduced in PR19. The following chart shows that each company  
needs to significantly improve to achieve the FY25 target of five 
minutes per property. While supply interruptions performance  
improved across most Fitch-rated companies in FY20 versus FY19, 
AWS’s supply interruptions more than doubled. This was due to a 
large one-off event in Leighton which affected approximately 
18,000 properties for more than 24 hours and contributed an 
additional 12.7 minutes to the PC in FY20. 
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PCC greatly depends on metering penetration. In FY20, AWS, SWS 
and YWS demonstrated the lowest PCC among Fitch-rated 
companies. However, we expect only WW to earn a modest reward 
on this ODI due to it having the lowest relative target among peers 
(0.9% improvement in FY25 relative to FY20).  

 

All companies have standardised internal sewer flooding5 
performance commitment of 1.34 per 1,000 properties for FY25. 
This is most challenging for YWS, UU and SWS, given their FY20 
performance. YWS is particularly exposed as it has a 
disproportionately high number of properties with basements, 
which are prone to internal sewer flooding. AWS and WW 
outperformed the FY25 target already in FY20. 

 

FY20 is a transition year for C-MeX, a newly defined measure of 
customer service that is not directly comparable to the previous  

                                                                                           
5 A measurement of the number of internal sewer-flooding incidents 
normalised per 10,000 sewer connections, including sewer flooding due to 
severe weather events. 

measure, the service incentive mechanism (SIM), due to different 
definitions. Companies reported a proxy SIM metric including  
elements of Ofwat’s C-MeX measure. This proxy metric was lower 
than FY19 SIM for all companies. However, the gap between the 
best and worst performer has increased considerably, which will 
make it easier for marginal underperformers to avoid a large 
penalty.  

There were also changes in some of the rankings. We expected WW 
and UU to be among the best-performing companies and TWU to 
rank last but did not expect AWS to slip down to the second quartile  
and YWS to move up to the second quartile. We will wait for Ofwat 
to formally publish SIM proxy metrics before we determine  
whether any of our ODI modelling assumptions need revising. 

Customer Service Scores and Ranking, FY19-FY20 

 

FY19 SIM 
score 

FY19  
quartile 

FY20 proxy  
SIM score 

Provisional FY20 
quartilea 

AWL 81.2 3 78.65 3 

AWS 90.4 1 81.98 2 

DWR 87.0 2 85.0 1 

SWS 80.0 4 56.0 4 

TWU 75.0 4 52.8 4 

UU 88.0 1 85.0 1 

WW 87.0 2 86.2 1 

YWS 84.0 3 83.2 2 

a Based on predictive modelling 
Note: Green represents an improvement and red represents deterioration 
Source: Fitch Ratings, companies’ performance reports, Ofwat’s service delivery 
report 

 

 

How Is the Pandemic Affecting UK Water 
Companies? 
The initial impact of the pandemic on Fitch-rated UK water 
companies has been a reduction in revenues due to lower 
consumption volumes and greater bad debt provisions. The  
pandemic affected the water consumption of different custome r 
groups during the lockdown of 1H20, including a sharp drop in non-
household (NHH) consumption volumes of around 15%-20% , 
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partially offset by an increase in household (HH) consumption of 
20%-25%. A continuation of this dynamic, especially in the event of 
secondary lockdowns, could lead to significantly lower revenue in 
FY21 than allowed by the regulator. This revenue shortfall is 
recoverable with a two-year lag via a revenue-correcti on 
mechanism. 

We estimated an annualised net reduction in consumption due to 
the pandemic, based on company reporting in FY20. The impact 
varies a lot, depending on companies’ exposure to NHH revenue as 
well as the economic situation in their region of operation. The chart 
below shows our expectation that WW and AWS could be the least 
affected while TWU, AWL, YWS and UU could be the most affected.  

 

Although most companies have not yet experienced a strong  
increase in bad debts, it would be imprudent to assume that the 
worst of the crisis is over. The UK economy contracted by more  
than 20% in 2Q20, and it is likely that unemployment and, 
consequently, HH income will be significantly affected by the 
ending of government furlough arrangements in October 2020. A 
second wave of the pandemic would also present a risk to cash 
flows, as would any significant local lockdowns.     

Companies are trying to alleviate some of the pressure by 
increasing their support to vulnerable customers. Lower tariffs for 
vulnerable customers are effectively subsidised by other customers  
who pay the full tariff. The efficacy of such measures therefore  
depends on the depth of the economic recession. 

Most companies prudently increased their bad debt provision in 
FY20 in response to the pandemic. However, the relative increase 
varies across Fitch-rated companies as these provisions are based 
largely on the judgement of companies’ management and their 
auditors. While bad debt provisions for some companies only 
reflected the actual level of risk as of end-March 2020, some others  
took a forward-looking view. We expect issuers operating in high-
deprivation areas to be the most affected. 

 

The economic impact of the pandemic in the form of bad debt could 
be felt more quickly via the NHH segment than the HH segment. 
The NHH retail market remains fragile, with no lasting solution 
proposed by regulators. Wholesalers exposed to financially weak 
retailers, such as TWU through Castle Water, are more at risk. 

Ofwat extended liquidity support provided to NHH retailers by 
wholesalers until the end of October 2020.  Retailers are allowed to 
defer their monthly charges to wholesalers, now subject to a cap of 
40% of charges due from March-July 2020, with all the deferred 
charges repayable by FYE21. Exposure to bad debt from retailer 
failures is limited to an average monthly wholesaler charge after 
applying PR19 sharing factors.  

The pandemic has also affected operational delivery across the 
sector. Companies state that metering programmes in particular 
have been delayed, as has been some mains-replacement work . 
Companies weren’t able to take accurate HH meter readings during  
lockdown as they were unable to gain access to meters. 
Additionally, PCC levels increased and internal sewer flooding 
performance deteriorated due to people staying at home. As only 
essential works continued during lockdown, companies now have 
to catch up on capital projects and could experience another 
setback if a second wave of infection occurs. Assessing the ultimate 
impact on the ODIs will take time as the situation unfolds and as 
Ofwat confirms whether it will waive all penalties arising from 
pandemic-related under-delivery. 

Some companies may breach their interest coverage ratio (ICR) 
trigger event covenants if another national lockdown were to occur 
in FY21. In light of this, the companies have made arrangements to 
be able to draw on their revolving credit facilities (RCFs) in a trigger 
event and have secured additional liquidity at holdco levels to 
ensure they can service their holdco debt even if they do not receive 
dividends. We do not expect any trigger events to last more than a 
year, assuming a coronavirus vaccine becomes available in 1Q21.  

Although the increase in bad debt has implications for the ratings, it 
is unlikely to lead to downgrades on its own and only in combination 
with other factors.  

Are Dividend Lock-Ups Nearing? 
UK water companies with secured covenanted structures have 
various types of financial covenants, including post-maintenance  
ICR, gearing and credit rating agency (CRA) ratings. A breach of 
these covenants leads to a trigger event. This early-warning signal 
results in a regime of restricted payments, which typically prevents 
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the payment of dividends and traps other cash payments. This  
creates vulnerability for holdcos, which primarily rely on dividends 
from opcos to service their debt. A trigger event that is not resolved 
nor cured within a reasonable timeframe can result in an event of 
default for a holdco.  

A trigger-event regime could also disrupt normal financial activity 
at an opco as creditor consent would be required to raise new debt, 
including RCF drawdowns. An opco would not, however, be 
prohibited from continuing to fund capex requirements (i.e. from 
authorised credit facilities). 

Companies are now closer to their lock-ups than ever before, due to 
recent industry-wide rating downgrades and significantly reduced 
operating cash flows following the PR19 price determination. The  
margin of safety is relatively low, and any significant shock, such as 
a prolonged pandemic or a severe weather event, could lead to the 
breach of lock-up triggers. We are therefore closely monitoring the 
situation as it evolves. 

Lock-ups due to ratings 
Rating-induced dividend lock-ups are featured in the debt 
documentation of AWS, AWL, DWR, SWS and YWS. Normally a 
lock-up happens if: 

• The rating of class A debt is downgraded to ‘BBB’ or below 
by any two rating agencies. This applies to DWR’s class A 
and class B debt, as the company has two senior secured 
classes of debt.  

• Or the rating of class B debt is downgraded below 
investment-grade by any two rating agencies. This applies to 
DWR’s class C debt, which is subordinated. 

We have summarised the most recent ratings available from Fitch, 
Moody’s and S&P as of August 2020 for each Fitch-rated company  
in the tables below. We have calculated a simple score that 
estimates the proximity to a trigger event by calculating the 
difference between the current ratings and the minimum require d 
ratings, where one-notch headroom is equal to ‘1’ and Outlook  
headroom is equal to ‘0.5’. Existing headroom for the two tightest 
ratings is then added up, with a minimum score of ‘0’. 

Proximity To a Rating Trigger Event (Class A Debt) 
Class A Moody’s S&P Fitch  Overall 

AWS A3/Neg A-/Neg A-/Stable 3 

SWS Baa3/Stable BBB+/Neg BBB+/Neg 0.5 

DWR A3/Stable AA/Stable A/Stable 5 

YWS Baa2/Neg A-/Neg A-/Stable 2.5 

AWL A3/Neg BBB+/Stable BBB+/Stable 2 

Source: Fitch Ratings, companies’ data, Moody’s, S&P 

 

 

 

                                                                                           
6 See Ofwat’s outcomes here. 

Proximity to a Rating Trigger Event (Class A Debt), 
Quantified 

Class A Moody's S&P Fitch  Overall 

AWS 1.5 1.5 2 3 

SWS 0 0.5 0.5 0.5 

DWR 2 6 3 5 

YWS 0 2.5 3 2.5 

AWL 1.5 1 1 2 

Source: Fitch Ratings, companies’ data, Moody’s, S&P 

 

Proximity to a Rating Trigger Event (Class B Debt) 

Class B Moody's S&P Fitch  Overall 

AWS Baa3/Neg BBB/Neg BBB/Stable 2 

DWR Baa2/Stable BBB/Stable BBB+/Stable 4 

YWS Ba1/Neg BBB/Neg BBB/Stable 1.5 

AWL Baa3/Neg BBB-/Stable BBB-/Stable 1.5 

Source: Fitch Ratings, companies’ data, Moody’s, S&P 

 

Proximity to a Rating Trigger Event (Class B debt), 
Quantified 

Class B Moody's S&P Fitch  Overall 

AWS 0.5 1.5 2 2 

DWR 2 2 3 4 

YWS 0 1.5 2 1.5 

AWL 0.5 1 1 1.5 

Source: Fitch Ratings 

 

The companies most susceptible to dividend lock-ups due to rating 
downgrades are SWS (class A), YWS (class B) and AWL (class B). 
DWR is the furthest from a rating-induced lock-up. The largest 
differentials between CRAs’ ratings are for DWR’s class A and class 
B debt and YWS’s class B debt. 

Rating lock-ups could also be induced by Ofwat’s decision to 
strengthen ring-fencing 6. The regulator included the most recent 
cash lock-up provisions across all licenses. It allows the use of issuer 
ratings as well as Moody’s corporate family rating (CFR) as a 
marker.  

It is sufficient for just one rating agency to downgrade the relevant 
rating to ‘BBB-’ (or equivalent) with a Negative Outlook to cause a 
lock-up. This decision7 exposes more companies to rating-induced 
lock-ups, including UU. SWS, YWS and TWU have the tightest 
headroom, while DWR has the largest headroom. 

 
  

7 WW was the only company that didn’t consent to the license modifications proposed 
by Ofwat.  WW did not agree that it was necessary to have inflexible or pre-scripted 
solutions to deal with concerns regarding a company’s financial resilience. 

https://www.ofwat.gov.uk/consultation/consultation-under-section-13-of-the-water-industry-act-1991-on-proposed-modification-to-the-largest-undertakers-licences-for-ring-fencing/#Outcome
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Headroom to Cash Lock-Up (License) 

Company Lowest issuer rating /CFR Outlook 

Headroom to  
regulatory  

lock-up 

YWS Baa2 (Moody’s CFR) Negative 1 

SWS Baa3 (Moody’s class A) Stable 0.5 

TWU Baa2 (Moody’s CFR) Stable 1.5 

Source: Fitch Ratings 

 

Lock-Ups Due to Financial Ratios 
Most Fitch-rated UK water opcos have sufficient leverage 
headroom to lock-up, with the majority having leverage covenants 
(net debt to RCV) of 75% for class A debt and 85% for total senior 
debt. Deleveraging in recent years has been driven by pressure  
from Ofwat and the desire of opcos to avoid the potential impact of 
the GSM (for gearing above 70%).  

Additionally, the covenanted definition of net senior debt excludes 
derivatives. For this reason, we do not reflect the recent re-
couponing transactions of TWU, SWS and YWS, which we treat as 
borrowing through swaps, in the gearing covenants. As a result, 
gearing covenants are not the most restrictive covenants for the 
majority of Fitch-rated companies. 

TWU is the only company that has relatively low Class A gearing 
covenant headroom versus the trigger, as shown in the table below. 
Our analysis indicates that the senior adjusted ICR covenant is the 
most restrictive in terms of cash flow headroom in FY21, while the 
class A regulatory asset ratio (RAR) covenant is expected to be the 
tightest in FY22. The company could address that through raising 
class B debt, for example drawing on the existing GBP150 million 
class B term loan. 

TWU’s Covenant Headroom 

TWU FY20 FY21 FY22 FY23 FY24 FY25 

Class A RAR (trigger 75%) 72.4 72.7 73.2 71.9 72.7 72.6 

Additional conformed 
senior adjusted ICR 
(trigger 1.1x) 

1.79 1.35 1.72 2.16 1.86 1.87 

Cash flow headroom to 
conformed senior 
adjusted ICR lock-up 
(GBPm) 

 238   55   184   306   244   231  

Additional debt capacity 
headroom until class A 
RAR lock-up (GBPm) 

383  347  287  522  400  424  

Note: Forecast revenue excludes grants and contributions  
Source: Fitch Ratings, TWU’s investor report 

 

ICR headroom for other issuers is also the tightest in FY21, due to 
cash flow pressure from AMP7 combined with the impact of the 
pandemic.  

We quantified theoretical headroom for further revenue reduction 
in FY21, assuming no change to operating costs, using companies’ 
FY21 revenue and ICR forecasts, which already included some 
impact from the pandemic. We then calculated the extent to which 

the existing FY21 revenue forecast would need to fall for the ICRs 
to hit trigger events.   

ICR headroom (both class A and total senior debt) ranges from 0.1x  
to 0.6x across most companies, which represents around 2%-6% of 
revenue headroom. The only exception is DWR, with 21% revenue 
and 1.3x ICR headroom, as its trigger level is lower, at 1.0x. 
Additionally, DWR’s conformed cash flow benefits from the PAYG 
uplift.  

YWS has the tightest headroom of 0.1x under its class A ICR, which 
is expected to increase to 0.3x in FY22. The company’s headroom is 
minimal in FY21 despite accounting for mitigating actions, which 
include the amendment of IL swaps (notional value of GBP225.5 
million) to re-phase interest receipts, reducing net interest by 
GBP10.6 million in FY21 and increasing future net interest payable 
by GBP2.5 million a year in AMP7. YWS could improve its ICR 
headroom to 0.3x if it re-phases further receipts under the same 
swaps totalling GBP11.8 million in FY21. 

 

 
For YWS, AWL and TWU, a further revenue reduction of just 3% in 
FY21 could result in trigger events. While lower consumption 
volumes only cause a temporary fall in net cash flows (because they 
are recoverable with a two-year lag), a substantial increase in 
customer bad debts would have a much more lasting impact. Some 
companies with low headroom are therefore obtaining creditor 
consent to draw on RCFs in case of a pandemic-related trigger 
event.  

Additionally, companies have secured liquidity at the holdco level. 
KEM has recently raised additional liquidity, while OAL maintains a 
significant cash balance, retaining the GP68 million in dividends it 
received from AWS in FY20. 
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The charts below show FY21 ICRs as forecasted by the companies  
compared to their covenant levels. The data has been compiled 
from compliance certificates and investor reports with only a partial 
reflection of the pandemic’s impact, which remains uncertain.  

 

 

How Would Prolonged Low Inflation Affect 
Companies? 
Although the regulatory framework insulates water companies  
from many risks, inflation risk remains with issuers and their 
shareholders. Issuers use a varying proportion of index-linked (IL) 
debt or a synthetically created IL position via swaps to hedge 
against inflation risk. While IL debt offers some protection to 
financial profiles, extended periods of low inflation could be 
significantly negative for credit profiles.  

The average of the most recent independent UK inflation forecasts 
suggest that CPI could be as low as 0.8% in FY21, compared to RPI 
of 1.65%, largely reflecting the direct and indirect effects of the 
pandemic. This is significantly below Ofwat’s original assumptions  
at the FD and will likely result in a temporary increase in the 
adjusted gearing for most issuers at FYE21.  

The UK inflation forecast continues to evolve due to uncertainty  
around the pandemic’s trajectory and its long-term economic 
impact. Additionally, the ongoing consultation of the UK Statistics 
Authority and HM Treasury on the RPI reform 8 may significantly 
affect RPI and CPIH evolution in the next five to 10 years. We have 
therefore conducted an issuer-specific inflation-sensitivity 
analysis.  We analysed companies’ risk exposure and sensitivity to 

                                                                                           
8 The consultation seeks views on the implementation and timing (2025 or 
2030) of the switch from RPI to CPIH. 

inflation in the context of their credit quality, focusing on net 
adjusted gearing and cost-of-debt performance.  

We have run modelling sensitivities based on two different inflation 
scenarios to assess the impact of various inflation scenarios on 
gearing and cost-of-debt performance. The first is updated inflation 
expectations, reflecting the impact of the pandemic and 
expectations of the narrowing RPI-to-CPIH wedge. The second is 
stress-case inflation expectations with an extended period of a 
substantially lower RPI and CPIH and a constant 100bp wedge. The  
base case for each rated entity represents the most recent rating 
case. The RPI and CPIH assumptions are presented in the table 
below. 

Fitch’s Inflation Assumptions 

(%) 
 

FY21 FY22 FY23 FY24 FY25 

Base case 
(Ofwat’s FD) 

RPI  2.4 3.0 3.2 3.2 3.2 

CPIH 2.0 2.0 2.1 2.1 2.1 

Updated case RPI  1.6 2.0 2.6 3.0 3.0 

CPIH 1.1 1.6 2.0 2.4 2.4 

Stress case RPI  2.0 2.0 2.0 2.0 2.0 

CPIH 1.0 1.0 1.0 1.0 1.0 

Note: UU’s and YWS’s base and updated cases are identical because the inflation 
assumptions used in the base case were already updated for pandemic’s impact. 
Source: Fitch Ratings 

 
The impact of different cases on RCV and net debt growth varies 
across Fitch-rated companies. The updated case has only a modest 
impact because, while it assumes lower RPI, it also assumes a lower 
RPI-CPIH wedge versus the base case and therefore a higher 
average CPIH forecast in the later years of the price control . 
Therefore, in the updated case, lower average RCV growth is almost 
compensated by lower net debt growth, driven by lower RPI.  

The stress case has a much more pronounced negative impact as it 
assumes around 100bp lower RPI and CPIH versus the base case. 
Companies with a substantial degree of inflation hedging via the use 
of IL debt or swaps are less sensitive to lower inflation. Additionally, 
sensitivity to inflation increases with gearing. 

The Combined Impact of Inflation Scenarios on the 
Average Growth of RCV and Net Debt in AMP7 

(%) Nominal CAGR RCV Nominal CAGR net debt 

Base case 3.8 3.8 

Updated case 3.6 3.7 

Stress case 2.7 3.2 

Source: Fitch Ratings 

 
In a stress case and assuming no changes to dividends, WW and 
YWS exceed their negative gearing sensitivities while AWS and 
KEM are at their negative gearing sensitivities. This is due to several 
company-specific factors. All four companies already have low 
gearing headroom in their base cases. WW also has a relatively low 
proportion of IL debt, KEM has relatively high gearing and YWS’s  
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and AWS’s cost of debt is negatively affected by their IL swap 
portfolios (most IL swaps with floating-rate receive legs are out of 
the money due to negative real rates). 

DWR and AWL, however, have significant headroom against their 
negative sensitivities in a stress case, while UU and SWS have 
modest headroom.  

 

These sensitivity outcomes are closely correlated with the 
expected proportion of IL debt and gearing levels. 

We expect a relatively high average proportion of IL debt for AWL, 
DW, ranging between 64% and 73% in AMP7. We expect TWU, 
YWS and AWS to have 57%-59% of IL debt on average and WW to 
have the lowest level (around 43%) due to the absence of 
derivatives in its capital structure.  

We now expect Fitch-rated companies to have around 59% of IL 
debt on average, which is above our expectation of 55% in 2019. 
This is because some companies have sought to improve their cash 
ICRs pressured by the FD via greater use of IL swaps. TWU, DWR 
and AWL took advantage of attractive IL swap pricing in the low 
interest rate environment and raised a significant amount of IL 
swaps around the time of the FD announcement. 

 

A high proportion of IL debt hedges the nominal cost-of-debt 
performance against inflation risk. Nominal cost-of-debt 
performance versus the allowance worsens with lower inflation due 
to the presence of fixed-rate debt in companies’ debt structure s  
(assuming that the real cost of debt doesn’t change). However, cost-
of-debt performance also depends hugely on the relative 
proportion of legacy debt being refinanced, as well as new 
incremental debt raised during the price control.  

The chart below shows the expected weighted average nominal 
cost-of-debt performance for AMP7 against the FD allowance.   

 

While we expect UU and SWS to outperform on the cost of debt, 
SWS’s debt interest is abnormally low due to receipts from swap re-
couponing. We anticipate TWU and WW to perform broadly in line 
with allowance and DWR, AWS, AWL and YWS to underperform on 
the cost of debt. YWS’s and TWU’s debt interest is also aided by 
cash receipts from swap re-couponing.  

We measured how sensitive companies’ cost-of-debt performance  
would be to stress-case inflation. We assume that the cost of new or 
refinanced fixed-rate debt fully embeds the benefit of lower 
inflation in the forecast period but that real rates don’t change. 
Companies with large amounts of debt due in AMP7 or incremental  
debt requirements fare better than others, all other things equal. 
We also take into account the structures of individual IL swap 
portfolios. 

 

We expect the average nominal cost of debt performance would 
worsen by 10bp-60bp if inflation in AMP7 were to go down by 
100bp. YWS, AWS and WW are on the higher end of the spectrum, 
while AWL and SWS are on the lower end. 

Are IL Swaps a Cure or Curse? 
As previously discussed, companies seek to hedge against inflation 
risk using IL debt. Sometimes market demand or pricing work in 
favour of a synthetic IL position achieved by issuing a fixed-rate 
bond and swapping it into an IL liability using RPI or CPI swaps. 
Many issuers therefore achieve their desired IL position via a 
combination of IL debt and swaps.  
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While we view inflation hedging as something that reduces creditor 
risk, derivative transactions could be used speculatively. 
Companies generally follow conservative derivative policies and 
aim to swap a fixed coupon of a specific bond into an IL coupon by 
entering into an IL swap that precisely matches the fixed coupon 
and bond maturity. This type of hedging only creates exposure to 
inflation and is effective.  

There are, however, cases when companies enter into IL swaps on a 
portfolio basis, meaning they are not precisely matched to an 
existing debt instrument either by coupon or maturity or both. This  
happens when a swap (or portfolio of swaps) is raised against a 
portfolio of debt instruments or swaps the interest profile of future  
fixed-rate debt issuance to IL.  

Such hedging introduces exposure to timing differences as the fixed 
coupon payment dates of the debt are not perfectly matched by the 
fixed coupon receipts under the hedging instrument, including for 
future debt issues. We therefore favour designated hedging in a 
strict sense, when IL swaps precisely match an existing debt 
instrument on coupon and tenor.  

While a synthetic IL debt position is a perfectly valid way to hedge 
against inflation, it often gives rise to more frequent refinancing 
than an IL bond. This is because swap counterparties (such as banks, 
pension funds and asset managers) dislike exposure to long-term 
credit risk and require regular accretion pay-downs (APD) under 
the swaps (typically every one, five or 10 years). Breaks used to be 
a typical feature of IL swaps, creating a refinancing or market-to-
market (MTM) crystallisation risk, and still feature in some 
portfolios (such as those of YWS). 

We aim to reflect the liquidity profile of IL swaps in our cash 
PMICRs, which is why we add 100% of swap accretion to cash 
interest for the purpose of PMICR calculation for swaps with APD 
shorter than five years, and add 50% of swap accretion to cash 
interest for swaps with APD of five years. We do not make an 
adjustment for swaps with APD longer than five years. 

Company-Specific Analysis 

Most Fitch-rated water companies have significant IL swap 
portfolios, which give rise to meaningful derivative liabilities. The  
only exception is WW, as its financial policy is to not use derivatives 
in its debt structure.  

The chart on the right shows the size of IL swap portfolios by 
company, measured as notional value 9 to RCV, as well as the level 
of derivative liability that each portfolio presents, measured as 
MTM value 10 to RCV.  The largest part of the MTM value is the 
present value of the future accretion, which will be matched by RCV 
indexation in the future. 

                                                                                           
9 The face amount that is used to calculate all payments made and received 
under the associated swap. 
10 The net present value of all future expected receipts and payments 
under a swap. The amount is based on the current market expectations of 

 

While AWL, TWU, SWS and DWR have the biggest swap portfolios  
in terms of notional value, YWS and SWS have the largest derivative 
liability arising from their portfolios. This is explained by the 
structure and average maturity of their portfolios.  

A Snapshot of Companies’ IL Swap Portfolios at 
FYE20 

 

Notional 
value 

(GBPm) 

MTM 
value 

(GBPm) 

Average 
maturity, 

weighed by 
the 

notional 
(years) 

Receive legs 
(rate) 

Pay legs 
(index) 

AWL 350 -4 13 Fixed  RPI and 
CPI 

AWS 1,332 -738 19 Floating and 
fixed  

RPI and 
CPI 

DWR 1,451 -373 12 Floating and 
fixed  

Mostly 
RPI 

SWS 1,318 -1,182 24 Fixed  Mostly 
RPI 

UU 150 -11 13 Fixed  CPI 

TWU 3,732 -648 11 Mostly fixed  Mostly 
RPI 

YWS 1,289 -2,694 22 Floating  Mostly 
RPI 

Source: Fitch Ratings, companies’ annual reports 

 
YWS’s IL swap portfolio is very long-dated. It is deeply out of the 
money (OTM) as the receipts under its floating receive legs (Libor-
based) do not offset payments under IL pay legs (including inflation) 
in the current negative real interest rate environment. The portfolio 
would fare better if real interest rates increase. However, markets 
expect negative real rates to persist in the long term.  

SWS’s IL swap portfolio is OTM due to its long tenor. As pay legs on 
IL swaps increase with inflation, the longer the tenor, the higher the 
payments and accretion under the pay leg.    

future interest rates, future inflation rates and future exchange rates 
depending on the swap in question. 
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If IL swaps are used to hedge the existing debt, their average tenor 
should not exceed average debt maturity, although this is not the 
case for some water companies. AWS, SWS and YWS have 
relatively long-dated IL swap portfolios, with average tenor 
exceeding average debt maturity. This shows that the derivatives 
hedge future debt issuances and thereby introduce timing 
differences. 

 

Rating approach 
Our ratings factor in companies’ IL swap portfolios in various ways. 
We incorporate swap portfolios in our financial models, so 
underlying performance is embedded in our forecasts. Forecast key 
credit metrics are significantly affected by the swaps, including cash 
and nominal PMICRs, as well as gearing (accretion is included in 
debt). Furthermore, we factor in any liquidity consequences arising 
from regular APDs. We also take into account the relative size of 
the MTM value in the recovery analysis of the holdco debt. 

In cases of borrowing through swaps, we adjust our net debt 
accordingly. Borrowing through swaps usually features the 
extraction of upfront cash receipts from an IL swap portfolio via the 
extension of the tenor of OTM swaps. Such transactions are usually 

done to improve ICRs, when other ways to improve these ratios 
have been exhausted. Our swap re-couponing adjustments as a 
percentage of RCV are shown in the table below. 

Adjustment to Net Debt as a Share of RCV 

(%) FY21 FY22 FY23 FY24 FY25 

SWS 1.50 1.70 2.10 3.20 4.30 

TWU 0.30 0.60 0.80 1.10 1.30 

YWS 0.60 1.00 1.50 1.90 2.30 

Source: Fitch Ratings 

 
We do not, however, adjust our net debt to reflect the MTM value 
on IL swaps raised strictly for hedging purposes, for several reasons. 
Firstly, the MTM value depends on market expectations of future  
inflation and interest rates and is inherently very volatile. The  
inclusion of the MTM value in the adjusted gearing ratio would 
make it counterproductive for the purpose of credit analysis.  

Secondly, a large part of the MTM value is accretion, which will 
serve as a hedge against the inflation-linked RCV in the future. It  
would be misleading to include future accretion in the gearing ratio 
without the corresponding RCV indexation. Thirdly, the MTM value 
is unlikely to crystallise or affect a senior creditor recovery unless 
an event of default occurs, which we view as a distant possibility 
given investment-grade rating levels and creditor protections  
afforded in case ratings migrate to sub-investment-grade levels.  

While the super-senior ranking of the swaps could present a threat 
to senior creditors, super-senior accretion is usually managed by 
companies via regular APDs. Additionally, TWU and YWS have 
contractual limits on the relative size of swap accretion at 8% class 
A debt and 6% of RCV, respectively.  These measures ensure that 
the historical accretion is refinanced with senior debt, reducing its 
subordination.  
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