
Report of the  
Chief Financial Officer
Financial review

Overview
We have delivered a solid financial performance 
in 2019/20, in line with management expectations. 

Our businesses provide essential services to 
local communities. We have a responsibility to 
deliver these well and our customers depend 
on our ability to operate in a sustainable way. 
Our approach ensures alignment with our values: 
trusted, responsible, collaborative and progressive.

We are at the forefront of sustainable financing 
through our successful financing framework 
and were the first water and waste company to 
achieve the Fair Tax Mark accreditation, which 
demonstrates transparency and best practice 
across the Group.

The COVID-19 pandemic impacts from March 
2020 have posed unprecedented challenges to all 
businesses and the Group took timely and effective 
action to ensure essential service delivery has been 
maintained in line with Government guidelines. 

While no business is immune to the impacts of 
COVID-19, the financial impact for the Group for 
2019/20 has been in respect of recoverability 
of amounts owed by customers. A non-underlying 
charge of £9.0 million has been recognised across 
the Group in respect of expected credit losses 
(ECLs) arising from the disruption of COVID-19 in 
the year to 31 March 2020. During lockdown South 
West Water has seen a change in customer demand 
with a decline in wholesale demand from businesses 
(c.20%), particularly those within the hospitality 
and retail sectors, with c.84% of our household 
customers on a meter, we have experienced net 
increased residential demand of c.5% as people 
remain at home during this period. We continue to 
monitor these impacts closely, however any net 
shortfall in household and non-household demand 
in future years would be recovered through existing 
regulatory mechanisms.

The extent of the impact of COVID-19 on the 
UK economy remains uncertain with the risk of 
ECL from business and commercial customers 
increasing during and following lockdown. However, 
cash collections in April and May have remained 
relatively robust and Pennon Water Services has not 
taken advantage of wholesaler regulatory support 
through deferral of any payments at this stage. 

In recent years, the strong collections performance 
for household customers, and use of our social tariff 
and support schemes, has successfully reduced our 
bad debt costs. We believe these support measures 
and our continued focus on collections will help 
mitigate the financial impacts of COVID-19.

The significant local authority contracted position 
in Viridor provides resilience to the underlying 
business, with strong ERF performance mitigating 
the volume impact from commercial & industrial 
customers in collections, landfill and recycling.

The essential nature of the services we provide 
and our sustainable financing strategy leaves 
the Group well positioned with strong funding 
and liquidity to weather the current uncertainty 
resulting from COVID-19. Cash and committed 
facilities of £1.6 billion were in place at 31 March 
2020. £840 million of new or renewed finance was 
raised in 2019/20, including £245 million of funding 
for South West Water through the Sustainable 
Financing Framework. 

 
We have delivered solid underlying 
performance through our sustainable 
approach to operations. This has 
resulted in a successful close to the 
K6 regulatory period for South West 
Water and the realisation of strategic 
value through the sale of Viridor.

Financially, Pennon is well positioned 
to manage the current COVID-19 
situation with the Continuing Group’s 
robust balance sheet, appropriate 
gearing levels and healthy liquidity.

Susan Davy
Chief Financial Officer
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On 18 March 2020, the Group announced the sale 
of Viridor to Kohlberg Kravis Roberts & Co. L.P. 
(KKR) equating to an enterprise value of £4.2 billion. 
The sale was approved by shareholders on 28 May 
2020, European Commission merger clearance 
has been received and we are finalising the last 
condition precedent ahead of an expected 
completion in early summer. The sale will provide 
expected net cash proceeds to the Group of 
£3.7 billion realising significant strategic value 
from the sustainable investment that has been 
made in Viridor over the last 30 years. 

As a result, Viridor’s financial performance has been 
shown as discontinued operations in these financial 
statements with the assets and liabilities of Viridor 
being shown as assets held for sale at the balance 
sheet date.

Given the significant contribution of Viridor to 
the Group’s results for the entire 2019/20 financial 
year, pro forma results for the whole Group 
including continuing and discontinued operations 
have been presented alongside the statutory results 
in the income statement. 

On a pro forma basis, Pennon Group has again 
delivered a solid set of underlying results, robust 
cash flows, strong liquidity with a sound balance 
sheet position underpinned with low cost, flexible 
and sustainable funding. This supports our 2019/20 
dividend growth of 4% above RPI. Underlying(1) 
earnings per share from continuing and 
discontinued operations rose by 6.7% from 57.8p to 
61.7p, reflecting a 3.1% increase in underlying 

EBITDA and a 2.6% increase in underlying profit 
before tax. The earnings growth for 2019/20 has 
been driven by our energy recovery facilities (ERF) 
portfolio expansion and a strong focus on 
cost control, benefiting both customers and 
shareholders. Pennon remains focused 
on ensuring it is well placed to capitalise on 
emerging opportunities. 

Statutory earnings per share from continuing and 
discontinued operations fell by 6.7% from 51.1p to 
47.7p in the main driven by a £41 million non-
underlying deferred tax charge relating to the 
Government’s decision not to go ahead with the 
planned reduction in the headline corporation tax 
rate from 19% to 17%. 

While revenues marginally increased for the 
Continuing Group, the impact of lower wholesale 
water revenues on margins reduced EBITDA. 
As such, underlying earnings per share from 
continuing operations fell by 4.1% reflecting a 
0.5% decrease in underlying EBITDA and a 4.5% 
decrease in underlying profit before tax. Statutory 
earnings per share from continuing operations 
reduced to 27.7p with the change in tax rate being 
the major contributor to the non-underlying 
charges. 

During the year our effective interest rate on 
average net debt remained relatively low at 3.5% 
(2018/19 3.6%). One of our key financial objectives 
is to ensure we maintain strong liquidity and have 
access to the most efficient and effective funding 
to support our capital investment programme and, 
at 31 March 2020, the Group continued to have a 
strong funding position with £1.6 billion of cash 
and committed facilities.

South West Water has outperformed in the K6 
(2015-20) regulatory period delivering a sector-
leading outperformance as measured by the return 
on regulated equity (RoRE). Totex outperformance 
of £297 million over the K6 regulatory period, 
together with the delivery of £13.3 million net ODI 
awards and outperformance in our cost of financing 
has resulted in a cumulative RoRE for K6 of 11.8%.

Throughout our operations we align the 
interests of investors and customers in sharing the 
financial benefits of good performance. In South 
West Water, our long established WaterShare 
mechanism offers customers extra investment in 
service enhancements or lower bills. We are also 
pleased to announce that £20 million is available 
to give back in this coming year. Shareholders 
approved in principle last year to give customers 
the option of receiving Pennon shares in 2020, 
aligning customers and investors more closely. 
This scheme will be launched subject to secondary 
approval from investors at the July Annual General 
Meeting (AGM).

The Board has evaluated the Group’s dividend for 
2019/20 in light of the COVID-19 pandemic and 
has concluded that it is appropriate for Pennon to 
continue to deliver on its dividend commitment. 
The Group has significant cash and liquidity of 
£1.6 billion and has not received any government 
support measures. In addition, the majority of 
Pennon’s shareholders are UK-based pension funds, 
charities, employees, customers and other retail 
holders who rely on this income.

(1) Underlying earnings are presented to provide a more 
useful comparison on business trends and performance. 
A reconciliation of underlying and statutory earnings is 
set out in the alternative performance measures section 
on page 191.
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Pro forma Group EBITDA (before underlying items) (£m)
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For 2019/20, the Board has recommended a final 
dividend of 30.11p, subject to shareholder approval 
at the AGM on 31 July 2020. Together with the 
interim dividend of 13.66p, this will result in a total 
dividend of 43.77p, an increase of +6.6% from last 
year. This is in line with our dividend policy for 
2010-2020 of RPI +4% growth per annum, which 
has been achieved while investing more than 
£3.6 billion in our businesses over the past 10 years. 
Pennon offers shareholders the opportunity to 
invest their dividend in a Dividend Reinvestment 
Plan (DRIP).

The crystallisation of the Viridor sale is equivalent 
to 22.66p per share of the 2019/20 dividend. This 
implies a Continuing Group dividend (after 
excluding Viridor) of 21.11p per share.

With respect to the future dividend policy of the 
Continuing Group the dividend will grow, from a 
rebased dividend of 21.11p per share, in line with 
CPIH +2% per annum from 2020-25. The rebased 
dividend reflects the sector-leading position of 
the Continuing Group, with expectations for 
outperformance on financing and totex, supporting 
the dividend growth policy, consistent with 
sustainable cover. Details of additional returns to 
shareholders from the sale of the Viridor business 
will be announced in due course.

Statutory financial performance
The Group’s statutory profit before tax, being 
the profit before tax from continuing operations, 
at £193.1 million was down marginally compared 
with the prior year (2018/19 £201.4 million). 
Earnings per share from continuing operations 
decreased to 27.7p (2018/19 38.2p) with a 
significant non-underlying deferred tax charge 
of £30.3 million on continuing operations relating 
to the change in the headline corporation tax rate 
from 17% to 19%. South West Water forms the 
significant majority of the Group’s continuing 
operations and has seen a reduction in revenues 
driven by the prolonged wet weather with rainfall 
50% higher than levels seen in 2018/19 and 
higher than long-term averages. The regulatory 
mechanisms do ensure any shortfalls in 
determined revenues are recovered in future years. 

The performance of the underlying business is set 
out in more detail below in the pro forma financial 
performance section.

Profit before tax from discontinued operations 
was £108.4 million (2018/19 £58.9 million).

The statutory results include the impact of 
non-underlying items totalling a charge after tax 
of £22.1 million to continuing operations and 
£7.2 million to discontinued operations (2018/19 
£9.0 million credit to continuing operations and 
£23.9 million charge to discontinued operations). 
The Directors believe excluding non-underlying 
items and deferred tax provides a more useful 
comparison of business trends and performance.

The non-underlying items before tax for the 
Continuing Group and Viridor total a credit 
£13.9 million and after tax total a charge of 
£29.3 million, consisting of:

 • The movement in the fair value of long-dated 
derivatives associated with South West Water’s 
2040 bond. These derivatives no longer met the 
Group’s accounting hedging requirements and 
early settlement enabled South West Water 
to lock in a ‘mark to market’ gain. This has 
resulted in the recognition of a pre-tax credit of 
£18.0 million (2018/19 credit of £5.8 million) and 
cash proceeds on termination of the derivative 
of £87.2 million

 • A provision for expected credit losses 
of £9.0 million related to the impacts of 
COVID-19 pandemic

 • Aspects of the close down of defined benefit 
pension commitments following the cessation 
of the Greater Manchester recycling operating 
contract have resulted in a pre-tax credit of 
£4.9 million

 • A net tax charge on the above items of 
£2.6 million

 • A deferred tax charge of £40.6 million resulting 
from the now announced change of tax rates 
from 17% to 19%.

Further details of non-underlying items are given 
in note 6 to the financial statements.

Implementation of IFRS 16 ‘Leases’
From 1 April 2019, the new accounting standard 
IFRS 16 ‘Leases’ has been adopted, which results in all 
leases, whether operating or financing leases under 
the previous IAS 17 classifications, being treated on a 
consistent basis within the reported results with the 
lease being recognised as a liability on the balance 
sheet along with an associated right-of-use asset. 
Overall there is marginal net impact on the income 
statement and the balance sheet. On a pro forma 
basis, the impacts from the implementation are:

 • At 1 April 2019, recognition of £132.2 million of 
right-of-use assets within property, plant and 
equipment and £145.7 million of lease obligations 
(these lease obligations are excluded for the 
purposes of banking covenants)

 • £17.9 million increase in EBITDA in 2019/20 
across the total Group (reflecting the removal 
of operating lease rentals) with a £1.9 million 
increase in the Continuing Group

 • £14.0 million increase in depreciation in 2019/20 
(arising from the depreciation on the newly 
recognised right-of-use assets), £1.4 million of 
the increase relating to the Continuing Group

 • £4.5 million increase in interest charges in 
2019/20 (reflecting the interest on the newly 
recognised lease liabilities) with £1.2 million of 
the increase in respect of the Continuing Group

 • £0.6 million overall reduction in profit before tax 
in 2019/20, with £0.7 million reduction relating to 
the Continuing Group.

Pro forma financial performance from 
the Continuing Group and Viridor 
(before non-underlying items)(1) 

Given the significant contribution of Viridor to the 
Group’s results for the entire financial year, pro 
forma results for the whole Group, including 
continuing and discontinued operations, have been 
presented alongside the statutory results in the 
income statement. The commentary on the overall 
performance of the Group in this section is based 
on the pro forma results. 
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Revenue
Pro forma Group revenue has reduced by 6.0% 
(£88.3 million) to £1,389.9 million (2018/19 
£1,478.2 million). The majority of this reduction 
was due to the planned cessation of the Greater 
Manchester recycling operating contract and lower 
landfill tax receipts in Viridor. South West Water’s 
revenue has reduced marginally due to customer 
demand falling as a result of prolonged wet weather 
in comparison with the levels of demand 
experienced in 2018/19. Revenues in Pennon Water 
Services are broadly in line with the previous 
financial year, with an increase in revenues outside 
of the South West Water region net of in region 
attrition, albeit there has been a focus on customer 
profitability with the resultant improvement in 
profitability as outlined below.

Group EBITDA and adjusted EBITDA(2)

Pro forma Group EBITDA and adjusted EBITDA 
were ahead of last year by 3.1% to £563.4 million 
(2018/19 £546.2 million) and 4.6% to £619.8 million 
(2018/19 £592.7 million) respectively driven by 
good operational cost control across the Group 
and strong performance across Viridor’s activities, 
particularly from the fleet of ERFs.

As a result of lower revenue in 2019/20, South West 
Water’s EBITDA and operating profit reduced by 
0.8% and 2.3% respectively. The ongoing focus on 
strong cost control and efficiency delivery, as well 
as extreme weather costs in the prior period which 
have not been repeated, resulted in operating costs 
decreasing by 2.3%, below inflation. South West 
Water’s bad debt performance remains strong 
with a charge of 0.5% (excluding the impact of 
COVID-19) as a percentage of revenue. This reflects 
the continuation of efficient cash collections, with 
the annual charge below the levels assumed for 
K6 in the Final Determination.

Pennon Water Services’ performance has been 
driven through stable revenues and a focus on 
reducing operating costs. Revenue has remained 
broadly stable with a focus on value added services 
to large national customers and winning dual tariff 
customers offsetting the attrition from businesses 
switching retailer. Operating costs, excluding 
the impact of COVID-19, have reduced through 
automation, increased self-service and overhead 
efficiencies which has resulted in EBITDA almost 
doubling on last year. Increasing cash collections 
has reduced the level of debt further reducing 
the interest costs. The focus continues to be on 
improving services but driving efficiency to reduce 
the cost to serve our customers.

Overall for the Continuing Group, while revenue 
has marginally increased by 0.6% (£4.1 million) 
compared with the previous financial year, the mix 
of revenue generated between household and 
non-household customers has resulted in a 
marginal reduction in EBITDA of 0.5% to 
£365.3 million (2018/19 £367.3 million).

The results of Viridor are shown as discontinued in 
the statutory presentation of the income statement. 
Viridor’s EBITDA increased by 10.7% (£19.2 million) 
to £198.1 million (2018/19 £178.9 million).

The ERF business has performed strongly during 
the year with Glasgow, Beddington and Dunbar 
facilities ramping up through the year and 
Avonmouth going in to commissioning at the 
end of the year. The EBITDA generated from 
our portfolio was 7.0% higher at £165.6 million  
(2018/19 £154.8 million) and availability has 
been in line with expectations at 90%(3).

The landfill and landfill gas business has 
performed strongly in the year with EBITDA 
up 26.0% at £32.0 million (2018/19 £25.4 million) 
being achieved through high levels of reliability 
and higher year on year pricing.

Recycling EBITDA at £14.2 million is 4.7% down on 
last year (2018/19 £14.9 million) with unfavourable 
pricing conditions impacting performance.

Both of our joint ventures have performed above 
expectations and have increased the contribution 
to pro forma adjusted EBITDA from £31.9 million to 
£41.3 million, an increase of 29.5%, supported by the 
full year impact of the additional investment made 
in the Runcorn I ERF joint venture (TPSCo) in 
December 2018.

In the year indirect costs have reduced by 
£5.5 million through the efficiencies generated 
following the termination of the Greater Manchester 
run-off operating contract which completed on 
31 May 2019.

IFRIC 12 interest receivable at £15.1 million is 
broadly comparable with 2018/19 at £14.6 million.

Net finance costs
Pro forma underlying net finance costs of 
£88.7 million are £5.5 million higher than last 
year (2018/19 £83.2 million), primarily due to the 
move from construction to operations of the 
Beddington, Glasgow and Dunbar ERFs. 

The Group continues to secure funding at a 
cost that is efficient with the effective interest 
rate reducing to 3.5% (2018/19 3.6%), reflecting 
lower margins on new and renewed financing. 
The effective interest rate for South West Water 
has also reduced to 3.4% (2018/19 3.5%).

During 2019/20 underlying net finance costs were 
covered 3.8 times(4) by Group operating profit 
(2018/19 4.1 times).

Profit before tax
Pro forma Group underlying profit before tax was 
£287.6 million, an increase of 2.6%, compared with 
the prior year (2018/19 £280.2 million). Included 
in pro forma profit before tax is our share of 
joint venture profit after tax of £14.8 million 
(2018/19 £12.4 million). After non-underlying items, 
pro forma profit before tax was £301.5 million 
(2018/19 £260.3 million) reflecting a combined 
non-underlying credit before tax from continuing 
and discontinued operations of £13.9 million 
(2018/19 charge of £19.9 million).

Tax charge
On an underlying basis the pro forma net tax charge 
of £52.0 million (2018/19 £42.7 million) consists of:

 • Current year current tax charge of £28.0 million, 
reflecting an effective tax rate of 9.7% (2018/19 
£32.4 million, 11.6%). The lower effective rate 
versus the UK’s mainstream corporation tax rate 
of 19% reflects the accelerated level of capital 
allowance claims available to the Group 
compared with the depreciation charge

 • Current year deferred tax charge of £26.7 million 
(2018/19 £23.2 million) primarily reflecting 
capital allowances across the Group in excess 
of depreciation charged.

Following the completion and submission of the 
prior year’s tax computations and returns to 
HMRC, the following prior year amounts have 
been recognised: 

 • Current tax credit of £9.2 million (2018/19 
credit of £3.0 million)

 • Deferred tax charge of £6.5 million (2018/19 
£9.9 million credit), reflecting finalisation of 
capital allowance claims.

The 2019/20 non-underlying items result in 
a £43.2 million net tax charge (2018/19 
£5.0 million credit).

Overall, the total tax charge for the year of 
£95.2 million was higher than the prior year 
(2018/19 £37.7 million).

Earnings per share
Earnings per share from continuing and 
discontinued operations on a statutory basis have 
reduced by 6.7% to 47.7p (2018/19 51.1p) driven by 
£41 million non-underlying deferred tax charge 
relating to the change in tax rate from 17% to 
19%. Earnings per share from continuing and 
discontinued operations on an underlying basis 
have increased by 6.7% to 61.7p(4) (2018/19 57.8p). 
Earnings per share from continuing operations on 
a statutory and underlying basis have decreased to 
27.7p (2018/19 38.2p) and 35.2p (2018/19 36.7p) 
respectively.

Dividends and retained earnings
The statutory net profit attributable to ordinary 
shareholders of £200.4 million has been transferred 
to reserves.

The Board has evaluated the Group’s dividend 
for 2019/20 in light of the COVID-19 pandemic and 
has concluded that it is appropriate for Pennon to 
continue to deliver on its dividend commitment. 

The Directors recommend the payment of a final 
dividend of 30.11p per share for the year ended 31 
March 2020. Together with the interim dividend of 
13.66p per share paid on 3 April 2020 this gives a 
total dividend for the year of 43.77p, an increase of 
6.6% over 2018/19. This is in line with our dividend 
policy for 2010-2020 of RPI +4% growth per annum. 
Pennon offers shareholders the opportunity to 
invest their dividend in a DRIP.

Proposed dividends totalling £184.3 million are 
covered 1.4 times(4) by net profit (before non-
underlying items and deferred tax) (2018/19 
1.4 times). Dividends are charged against retained 
earnings in the year in which they are paid.

With respect to the future dividend policy of 
Pennon Group for the period 2020 to 2025, the 
dividend will grow in line with CPIH +2% per annum. 
The choice of indexation aligns with the regulatory 
inflation measure being used for K7. The dividend 
growth policy reflects the sector-leading positions 
of the Continuing Group, consistent with sustainable 
cover. Details of additional returns to shareholders 
from the sale of the Viridor business will be 
announced in due course.

(2) EBITDA and adjusted EBITDA are set out in the alternative 
performance measures section on pages 191 to 194.

(3) Weighted by capacity. Includes joint ventures at 100%, 
excludes GRREC due to different technology.

(4) Calculations are set out in the alternative performance 
measures section (pages 191 to 194).
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Major categories of capital expenditure

£87m
Water

£74m
Wastewater

£48m
Recycling

£17m
Landfill energy £11m

Other

£339m
Total

£102m
ERF

Group capital investment
Group capital investment from continuing and 
discontinued operations was £339.2 million(4) in 
2019/20 compared with £395.9 million in 2018/19.

South West Water
South West Water’s capital expenditure in the year 
was £161.0 million, compared with £154.0 million 
in 2018/19 including schemes to finalise the 
K6 capital plan and with additional expenditure 
to make an early start on key K7 initiatives focused 
on ODI delivery.

Key areas of investment and activity during 
2019/20 included: 

 • Further investments in our drinking water quality 
programme including installation of granular 
activated carbon (GAC) treatment at College 
water treatment works in Cornwall. This 
£10 million project will improve the resilience of 
our water quality for c.35,000 customers

 • Continued investment in the network to drive 
leakage reduction to support pledges made in 
the K7 regulatory period

 • Investment in the Plymouth region to improve 
resilience of water supplies with the completion 
and commissioning of the Mayflower water 
treatment works and upgrades to the network 
and pumping stations

 • Schemes to deliver National Environment 
Programme (NEP) commitments, including 
phosphorus and ammonia discharge reductions

 • Continued improvements at wastewater 
treatment works, including flood resilience 
and at pumping stations to reduce 
pollution incidents.

Viridor
Viridor’s capital spend in the year was £177.6 million 
(2018/19 £241.7 million), a reduction of £64.1 million 
compared with 2018/19 as the ERF assets have 
moved from construction to operations.

The majority of the expenditure relates to the ERF 
portfolio, principally the continued development 
of Avonmouth ERF where commissioning is 
now underway. Other larger projects in the year 
include the commencement of construction of the 
£65.0 million Avonmouth plastics recycling facility.

Ongoing restoration and remediation programmes 
continue for Viridor’s landfill sites, ensuring we 
meet or exceed our environmental duties and 
responsibilities.

Cash inflow from operations, continuing 
investment in future growth
The Group’s operational cash inflows(4) in 2019/20 
were £728.6 million (2018/19 £649.0 million). These 
funds have been put to use in efficiently financing 
the Group’s capital structure and investing in future 
growth. This capital investment has resulted in 
higher Group net debt.

Sustainable funding position 
underpinning investment
The Group has a strong liquidity and funding 
position with £1,639 million cash and committed 
facilities at 31 March 2020. This consists of cash 
and deposits of £666 million in the Continuing 
Group (including £226 million of restricted funds 
representing deposits with lessors against lease 
obligations), £33 million in the Viridor Disposal 
Group and undrawn facilities of £940 million. At 
31 March 2020 the total Group borrowings were 
£3,963 million with £3,715 million of borrowings in 
the Continuing Group and £248 million of lease 
liabilities transferring with Viridor as part of the 
disposal. The net debt of the total Group including 
the Disposal Group was £3,264 million, an increase 
of £184 million during the year (2018/19 £3,080 
million), which is largely attributable to £137.5 million 
of lease liabilities on the balance sheet at 31 March 
2020 in accordance with IFRS 16. The net debt of 
the Continuing Group as at 31 March 2020 is 
£3,049 million.

Pennon has pioneered a Sustainable Financing 
Framework to integrate commitments to 
environmental and social objectives into a 
variety of funding opportunities across the Group. 
The framework allows Pennon to access future 
funding opportunities aligned with the Green Loan 
Principles, Green Bond Principles and Social Bond 
Principles. The framework has been certified by 
DNV GL a leading sustainability verifier. Pennon is 
committed to continuous annual improvements in 
sustainability ratings and KPIs which may lead to 
improved interest rate margins.

During the year, £840 million of new and renewed 
facilities have been signed, £500 million in Pennon 
Group plc and £340 million in South West Water. 
The total includes a short-term Pennon revolving 
credit facility (RCF) which provides the Group with 
flexible, efficient and effective funding during the 
ongoing strategic review. In total, £245 million of the 
new facilities signed in the year are linked to the 

sustainable nature of the business. A new 
£50 million CPI-linked sustainable loan was 
signed in 2019/20, this maintains South West 
Water’s proportion of index-linked net debt in line 
with the Ofwat notionally funded company and 
is in support of the transition from RPI to CPIH. 

During this year the Group also early settled the 
fixed to floating rate derivatives associated with 
the South West Water Finance plc 2040 bond. 
The settlement locked in the value and removed 
the future volatility from the income statement, the 
resulting cash inflow of £87.2 million will be utilised 
to fund South West Water’s capital commitments.

In preparation for the announced abolition of LIBOR 
in 2021, South West Water has completed the first 
LIBOR to Sterling Overnight Index Average (SONIA) 
amendment for a sustainable RCF. While financial 
institutions finalise the precise workings of the 
successor measure to LIBOR, widely expected to be 
SONIA, this amendment to an existing facility allows 
the Group to address documentation and early 
system changes that will be required. Further work 
continues and later this year it is expected that 
financial institutions will no longer provide 
LIBOR-linked financial products.

Efficient long-term financing strategy
The total Group has a diversified funding mix of 
fixed (£1,797 million, 55%), floating (£844 million, 
26%) and index-linked borrowings (£623 million, 
19%). The Group’s debt has a maturity of up to 
37 years with a weighted average maturity of 
c.17 years. Much of the Group’s debt is floating rate 
and derivatives are used to fix the rate on that debt. 

Following the K7 (2020-25) South West Water Final 
Determination the Group has aligned its hedging 
strategy with the changed regulatory methodology 
in this area. A proportion of new debt will be 
hedged in K7 on a rolling ten-year basis while still 
maintaining flexibility within the overall portfolio. 
Embedded debt hedging is aligned with the five-year 
regulatory delivery period. Around 60% of South 
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West Water’s embedded floating net debt has 
already been hedged through K7, taking advantage 
of falling swap rates and assuring the Group 
transitions smoothly into the new regulatory period.

South West Water’s cost of finance is among the 
lowest in the industry. Around two-thirds of South 
West Water’s net debt is from leases which provide 
a long maturity profile. Interest charges benefit from 
the fixed credit margins which are secured at the 
inception of each lease. £576 million (c.26%) of 
South West Water’s net debt is index-linked. This is 
below Ofwat’s notional assumption of 33%, giving an 
advantageous position through regulatory transition 
from RPI to CPIH.

Net debt position
The net debt of the total Group including Viridor 
was £3,264 million an increase of £184 million during 
the year (2018/19 £3,080 million), which is largely 
attributable to £138 million of lease liabilities being 
recognised in accordance with IFRS 16. The net 
debt of the Continuing Group as at 31 March 2020 
is £3,049 million. For the purposes of banking 
covenants these lease obligations remain excluded 
from net debt.

The gearing ratio at 31 March 2020, being the ratio 
of net debt to (equity plus net debt), was 64.6%(5) 

(31 March 2018 64.7%).

The combined South West Water and Bournemouth 
Water debt to RCV ratio is 63.6%(6) (31 March 2018 
58.9%) which is broadly in line with Ofwat’s K6 
target for efficient gearing of 62.5%, but is presently 
above the new K7 notional assumptions of 60.0%. 
During the year South West Water also made a 
voluntary accelerated pension deficit recovery 
payment of £17.2 million covering two years of 
planned payments, adding 0.5% to gearing.

Group net debt includes £2,227 million for South 
West Water and £215 million for Viridor, with 
£822 million implied for Pennon, the Company.

In the year, cash inflow from operations were strong 
at £728.6 million (2018/19 £649.0 million). 

Pension contributions were £48.1 million (2018/19 
£32.2 million).

Corporation tax payments were £52.6 million 
(2018/19 £29.2 million) while payments of all other 
operational taxes were £147.1 million (2018/19 
£137.9 million).

Net interest payments totalled £94.3 million 
(2018/19 £73.6 million).

Dividend payments and coupon payments on 
the perpetual capital securities were £172.6 million 
(2018/19 £162.0 million) and £8.6 million (2018/19 
£5.8 million) respectively.

Cash outflows relating to the capital programme 
totalled £339.9 million (2018/19 £384.5 million).

Internal borrowing
South West Water’s funding is treated for regulatory 
purposes as ring-fenced. This means that funds 
raised by, or for, South West Water are not available 
as long-term funding for other areas of the Group.

Taxation strategy
The Group’s operations and subsidiaries are subject 
to tax in the UK. Each Group company operates in 
accordance with the detailed tax strategy which is 
published annually. 

Transparency is a critical component of our 
approach, recognising that openness and honesty 
with our customers is essential. Optimising our tax 
position benefits them, for example by keeping 
water bills down, but we do not enter into artificial 
tax arrangements, use tax havens or take an 
aggressive stance in the interpretation of 
tax legislation. 

We were once again awarded the Fair Tax Mark 
in November 2019. This is an independent UK 
accreditation scheme for businesses paying their 
fair share of corporation tax and reporting on their 
tax practices transparently. Achieving the Mark 
demonstrates that we are paying the right amount 
of corporation tax in the right place at the right 
time and apply the gold standard of transparency. 
Having taken the lead, we have also helped 
to inspire other water companies to apply for 
the accreditation, thereby improving the tax 
transparency of the sector in which we operate.

Under our tax strategy we:

 • At all times consider the Group’s corporate and 
social responsibilities and operate appropriate 
tax risk governance processes to ensure that 
the policies are applied throughout the Group

 • Comply with our legal requirements, file all 
appropriate returns on time and make all tax 
payments by the due date

 • Consider all taxes as part of ongoing decisions
 • Not enter into artificial tax arrangements nor 

take an aggressive stance in the interpretation 
of tax legislation

 • Not undertake transactions which are outside 
the Group’s low-risk appetite for tax or not in 
line with the Group’s Code of Conduct

 • Engage with HMRC in a proactive and 
transparent way and discuss our interpretation 
of tax laws in real time, such interpretations 
following both the letter and spirit of the laws

 • Not have any connections with tax havens 
unless it is necessary for the purposes of 
trading within those jurisdictions.

As a long-term business with a long-term approach 
to financial management there has been just a 
single change to the Group’s overall tax strategy 
this year compared to last and that is to explicitly 
state that we will not have any connections with tax 
havens unless it is necessary to be able to trade in 
those jurisdictions. The tax strategy is reviewed and 
reaffirmed on an annual basis.

Further details are given in the Group’s Tax Strategy 
document available on the Pennon Group website.

Tax contribution 2019/20 – borne/collected
The Group’s total tax contribution (TTC) for 
2019/20 amounted to £278 million (2018-19 
£281 million). TTC is a standardised measure 
of a group’s total tax contribution, having been 
developed by PwC and the 100 Group (FTSE 100 
finance directors). It is acknowledged as being a fair 
and comparable representation of total tax cost.

TTC looks at taxes borne, and taxes collected. 
Taxes borne includes all taxes which are a cost 
to the Group, such as landfill tax, business rates, 
corporation tax and employers’ National Insurance 
contributions (NICs). Taxes collected and recovered 
highlights where the business is collecting tax on 
behalf of HMRC. A net amount of £33 million 
(2018/19 £34 million) was collected on behalf of 
the authorities for employee payroll taxes and VAT.

(5) Before the impact of IFRS 16. Group gearing including the 
impact of IFRS 16 is 65.6%.

(6)  Before the impact of IFRS 16. South West Water company 
net debt to RCV after the impact of IFRS 16 is 64.6%.

(7) Other taxes include business rates, employer’s national 
insurance, fuel excise duty, carbon reduction commitment, 
environmental payments, climate change levy and external 
landfill tax.

(8)  IFRS 16 adjustment reflects impact of the new accounting 
standard on Group net debt. This non-cash impact has no 
debt covenant impact.
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Major components of the Continuing Group’s debt finance at 31 March 2020  

£660m
Bank bilateral debt

£490m
Index-linked bonds

£374m
EIB loans

£618m
Private placements

£135m
Bond 2040

£3,715m
Total

£1,438m
Leases(9)

Landfill tax of £91 million (2018/19 £121 million) was 
borne and paid on waste material deposited at our 
landfill sites by our customers. The reduction year 
on year reflects the nature of the waste materials 
disposed and additional volumes which are now 
processed by our ERFs. The amount includes 
£5 million (2018/19 £7 million) paid to local 
environmental bodies via the Landfill Tax Credits 
Scheme. Landfill tax is a significant operating cost 
in respect of the landfill business. In addition, the 
Group incurred landfill tax of £13 million (2018/19 
£10 million) on the disposal of waste to third parties. 
This is an operating cost for the Group and reduces 
profit before tax. The total amount of landfill tax 
paid to HMRC by the Group represents 16% of 
HMRC’s landfill tax receipts in the year.

Employment taxes totalled £64 million (2018/19 
£65 million) including employees’ Pay As You 
Earn (PAYE) and total NICs. Employers’ NICs of 
£18 million (2018/19 £19 million) were charged 
approximately 75% to operating costs with 25% 
capitalised to property, plant and equipment. 

The Group also paid £1 million in apprenticeship 
levy (2018/19 £1 million). The total amount of 
£64 million includes PAYE of £3 million (2018/19 
£3 million) on pension payments made by the 
Group pension scheme. A net amount of £45 million 
(2018/19 £45 million) was collected on behalf of the 
authorities for employee payroll taxes.

Business rates of £42 million (2018/19 £41 million) 
were paid to local authorities. This is a direct cost 
to the Group and reduces profit before tax.

The main elements of the £52 million UK 
corporation tax payment to HMRC in the year 
(2018/19 £26 million) were £40 million in relation 
to 2019/20 instalment payments and £12 million 
in relation to earlier years. This is an increase of 
£26 million on the prior year and relates to changes 
to the payment on account legislation which has 
been amended to accelerate payment of tax which 
ultimately sees all tax now paid in year. To facilitate 
this acceleration, the Group has paid six instalments 
during the year, two in relation to the prior year and 
four in relation to the 2019/20 year. In future years, 
the Group will pay four instalments all of which will 
relate to the relevant financial year.

VAT of £12 million has been received (2018/19 
£12 million has been received) by the Group from 
HMRC. VAT has no material impact on profit.

Payments to the Environment Agency and other 
regulatory bodies total £13 million (2018/19 
£11 million). This reduces profit before tax.

Fuel excise duty of £7 million (2018/19 £9 million) 
related to transport costs. This reduces profit 
before tax.

Carbon Reduction Commitment (CRC) payment 
for the Group was £0.2 million (2018/19 £1 million). 
This reduces profit before tax. This scheme ceased 
in April 2019 and has been replaced by a new 
streamlined energy and carbon reporting (SECR) 
framework. The change will be neutral as there 
has been an increase in Climate Change Levy.

(9)  Includes leases previously defined as operating 
leases under IAS 17 of £36 million.
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Tax contribution 2019/20 (borne/collected) 

£64m
Employment taxes

£42m
Business 
rates

£52m
UK 
corporation
tax

£13m
Environmental 
payments

£7m
Fuel excise 
duty

£0m
Carbon reduction 
commitment

£8m
Other taxes

£278m
Total

net of £12m VAT receipt

£104m
Landfill tax

Pensions
The Group operates defined benefit pension 
schemes for certain employees of Pennon Group. 
The main schemes were closed to new entrants on 
or before 1 April 2008.

At 31 March 2020, the Group’s pension schemes 
showed an aggregate deficit (before deferred tax) 
of £8.5 million (March 2019 £60.8 million), a 
reduction of £52.3 million as a result of:

 • £32.6 million contributions over and above the 
ongoing service and net interest charges 
following the Group’s decision to voluntarily 
accelerate a significant proportion of the 
planned deficit recovery payments 

 • Reduction in liabilities of £51.9 million due to 
lower long-term inflation rates reducing liabilities

 • Greater Manchester recycling operating 
contract cessation has decreased liabilities by 
£2.0 million

 • £25.1 million reduction in asset values caused by 
the financial market uncertainty arising from the 
COVID-19 pandemic

 • Changes in other actuarial assumptions 
increasing the net deficit by £9.1 million.

Of these liabilities a surplus of £6.6 million relates to 
the Continuing Group and a deficit of £15.1 million 
relates to Viridor.

On completion of the Viridor sale, expected early 
summer 2020, the Continuing Group will assume 
responsibility for near all of Viridor’s defined benefit 
obligations.

The net aggregate liabilities of c.£7 million (after 
deferred tax) represents less than 0.2% of the 
Group’s market capitalisation at 31 March 2020.

For the Group’s principal scheme, of which South 
West Water accounts for around 82% and Viridor 
12%, the 2019 triennial valuation has been finalised, 
recording an actuarial technical provisions deficit of 
c.£53 million. In agreeing to the valuation, the Group 
committed to deficit recovery contributions in line 
with those agreed at the 2016 triennial actuarial 

valuation to 2022, noting the significant acceleration 
of contributions during the year. The schedule of 
contributions is in line with the 2016 triennial 
actuarial valuation.

In addition to the principal scheme, the Group has 
further pension liabilities (£20.9 million at March 
2019 calculated on an actuarial technical provisions 
basis), that relate to schemes in which the Group 
participates in connection with Viridor’s Greater 
Manchester recycling operating contract which 
ceased in May 2019. Following the planned exit 
from the Greater Manchester recycling operating 
contract, it is expected that the assets and liabilities 
associated with all active members of these 
schemes at 31 May 2019 will transfer to the new 
operator’s pension fund. A non-underlying credit 
of £4.9 million has been recognised in the income 
statement in connection with active employees 
moving to deferred status in these schemes.

The Group is in the process of consulting with 
all employees on plans to modernise its pension 
arrangements. The proposals which are being 
consulted on include the closure of the main 
defined benefit scheme to future accrual with 
all employees transitioning to a new defined 
contribution scheme offered through a master trust 
arrangement. The outcome of the consultation is 
expected to be announced in June 2020.

Energy hedging
Pennon has adopted a Group portfolio 
management approach to energy hedging. 
Currently around 50% of volumes generated are 
either used within the Group (South West Water 
and Viridor) or contracted for the long term 
through private wire offtake agreements (c.40% 
for Viridor internal usage). 

The Continuing Group is a net energy buyer and 
has the ability to hedge the pricing for its generation 
for periods up to five years ahead, further helping to 
protect revenues. Forward hedges for South West 
Water not already under long-term contracts have 
been put in place in the liquid market with 100% of 
the energy requirements hedged until March 2021 
and c.92% until March 2022.

Insurance
Pennon Group manages its property and third-party 
liability risks through insurance policies that mainly 
cover property and business interruption, motor, 
public liability, environmental pollution and 
employers’ liability.

The Group uses three tiers of insurance to cover 
operating risks:

 • Self-insurance – Group companies pay a 
moderate excess on most claims

 • Cover by the Group’s subsidiary (Peninsula 
Insurance Limited) of the layer of risk between 
the self-insurance and the cover provided by 
external insurers

 • Cover provided by the external insurance 
market, arranged by our brokers with insurance 
companies that have good credit ratings.

Conclusion
Pennon Group has continued to deliver a solid 
underlying performance, through our sustainable 
approach to operations. This has resulted in a 
successful close to the K6 regulatory period for 
South West Water and the realisation of strategic 
value through the expected sale of Viridor in 
summer 2020, valuing the business at 18.5 times 
EBITDA multiple. It is intended that the proceeds 
generated from this transaction would be used 
to reduce our pension fund deficit, reduce net 
borrowings of the Company and provide a return 
to shareholders, subject to other value creating 
opportunities that may arise. While the precise 
impacts of COVID-19 are yet to fully emerge, 
the Continuing Group, with the benefit of the 
crystallisation of value from the Viridor sale, will 
continue with its sustainable approach to gearing 
and benefits from the significant strength and 
liquidity in the Group’s balance sheet, providing 
stability to the business in these challenging times.

Susan Davy 
Chief Financial Officer 

Pennon Group plc
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