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INTRODUCTION 





BACKGROUND 



Introduction 

 

Tax is an area which continues to be under scrutiny both 
politically and in the media. This is a particularly sensitive area 
for the regulated sector where customers are funding tax 
through price controls. 

 

As at 31 March 2016 the regulated water and wastewater 
services industry comprised 18 companies with regional 
monopolies. A full list is available at Appendix 3. 

  

For the appointed business the prices that customers are 
charged are determined for five years periods, referred to as 
an Asset Management Period (“AMP”) based on detailed 
forecasts prepared by the regulated companies. Included in 
the five year forecasts is the current tax charge that the 
companies expect to pay over the AMP, which is proposed to 
be funded by their customers. The tax forecasts are reviewed 
by Ofwat as part of their overall review of the forecast costs for 
the AMP. The regulated companies bear the risk of any 
differences between the allowed tax and actual corporation tax 
charges for the five year period. 

 

In its report, ‘The Economic Regulation of the Water Sector’ 
dated 14 October 2015, the National Audit Office (“NAO”) 
highlighted the main reasons for actual tax being significantly 
lower than allowed tax  in AMP5. We have included an extract 
from this report in Appendix 1.  

 

The NAO considered the tax allowed at PR09 in respect of 
AMP5 covering the period from 2010/11 to 2014/15 and 
compared this to the current tax charge reported in the 
financial statements of the regulated companies. The NAO 

report noted that the aggregate current tax charge of the 
companies over this period was £710 million lower than the 
tax allowed at PR09. The main reasons identified in the NAO 
report for this were as follows: 

 

● Reduction in tax paid due to group relief claimed by 
regulated companies but not paid for; 

● A significant reduction in the headline corporation tax 
rate in AMP5 from 28% to 21%; and, 

● One-off accounting adjustments affecting the regulated 
companies.  

 

Ofwat has already identified some of the key reasons for the 
differences between actual and allowed corporation tax at 
PR09. These include, but are not limited to: 

 

● A reduction in corporation tax rates between 2010 and 
2015; 

● Utilisation of group relief not paid for; 

● Agreement reached with HMRC in 2013 regarding the 
tax treatment of water and sewage treatment works 
following the abolition of Industrial Building Allowances 
(“IBAs”). 

 

Following the comments and recommendations in the NAO 
report, A&M have been appointed by Ofwat to perform an 
independent targeted review of the corporation tax profile of 
the regulated companies. 
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SCOPE & APPROACH 



The main objective of our assignment is to provide Ofwat with 

expert tax support to assist the regulator as it reviews its 

approach to setting allowances for corporation tax in the 

design of future price controls. This work is to be informed by 

revisiting prior price reviews (specifically PR09 and PR14) to 

understand significant variances in performance against 

allowed tax and to identify the key areas of sensitivity or risk 

when forecasting future tax charges in the industry. In 

addition, Ofwat has requested that we provide suggestions for 

any potential improvements for funding tax at PR19. We have 

also been requested to make recommendations as to how 

overall tax transparency of the regulated companies can be 

improved following a recommendation provided to Ofwat in the 

NAO report. 

 

To meet these objectives, our scope of work comprised the 

following: 

 

PR09 

 

Performance of an independent review of the variances 

between actual tax charges and the corporation tax allowed at 

PR09 in respect of AMP5 for a selected number of companies 

that provide water and wastewater services in England and 

Wales. 

 

We have performed an analytical review to determine the 

causes of the variances between actual tax and allowed tax 

based on a sample of six companies. 

 

In determining the six companies selected for this review, a 

number of criteria were considered taking into account the 

following: 

 

● The findings from the NAO report and companies 

where some of the largest differences between allowed 

tax and actual tax were noted; 

● Discussions with Ofwat; 

● The size and coverage of the companies; and, 

● The holding and financing structures of the companies. 

 

The sample selected includes five water and sewerage 

companies, and one water-only company. 

 

The review was based on detailed information requests sent 

to each of the companies’ management prior to face-to-face 

meetings with the relevant tax and regulatory team members. 

 

In addition, we have carried out a high level review of the tax 

charge over AMP5 for the remaining 12 regulated companies 

based on publicly available information.  

 

These reviews have also provided an opportunity to test the 

validity of assumptions made in determining tax allowed at 

PR09. 
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PR14 

 

Provide an improved understanding of the regulated water 
companies’ individual tax positions, and the impact of potential 
changes to the assumptions made in the PR14 projections. 

 

We have had discussions with the six companies selected 
regarding their corporation tax projections for PR14. We have 
examined the assumptions underpinning the respective 
models.   

 

Building on our review of PR09, we considered the extent to 
which recent and expected tax law changes may impact actual 
tax charges, in particular the reduction in corporation tax rates 
and the changes anticipated from the Base Erosion and Profit 
Shifting (“BEPs”) proposals. In addition, we considered the 
impact of transition to either EU endorsed International 
Financial Reporting Standards (“IFRS”), Financial Reporting 
Standard (“FRS”) 101 or FRS 102 (“New UK GAAP”) to the 
extent relevant to the tax positon of the regulated companies. 

 

Recommendations for PR19 

 

Consideration of options for funding tax at PR19. 

 

Based on our understanding of the tax profile of the regulated 
companies and the variances between actual and allowed tax 
following the review described above, we have considered 
whether there are any potential modifications as to how tax 
could be approached at PR19.   

 

 

Transparency 

 

Evaluation of options to improve tax transparency for the 
regulated businesses. 

 

This has included a review of the corporation tax information 
currently disclosed by the regulated businesses, taking into 
account the following: 

 

● The impact of the current proposals by HMRC on large 
business compliance; 

● The recently announced statutory requirement for large 
companies to publish their tax strategies; 

● The Financial Reporting Council  review of companies’ 
tax reporting announced in December 2015; and, 

● Country by Country Reporting and the wider BEPS 
agenda. 

 

In this regard, we have also considered Ofwat’s updated 
Regulatory Accounting Guideline (“RAG”) requirements on the 
format and disclosures for the Annual Performance Report 
(“APR”). 

 

Limitations of scope 

 

In performing our review, we have relied upon information 
provided by, and representations made by the six companies 
selected for a review. However, we have not independently 
audited or otherwise verified any of these facts or 
representations. Our work does not constitute an audit of the 
underlying facts and documentation. 
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EXECUTIVE SUMMARY 



We have determined what the reasons were for the main 

variances between allowed corporation tax at PR09 and 

actual current tax over AMP5 which resulted in the overall 

overfunding of tax. These were similar across the six 

companies that were the subject of our review. Appendix 2 

contains a comparison of our findings with those specific items 

noted in the NAO report. The reasons were as follows: 

 

Differences in performance 

 

For all six companies there were variances between allowed 

tax and actual tax attributable to differences in operating profit 

performance and actual financing costs compared with those 

assumed at the time of PR09 final determination. In particular, 

most companies experienced lower than expected financing 

costs due to lower interest rates and/ or lower than anticipated 

levels of gearing compared to the business plan assumptions. 

Variances in performance in operating profit and financing 

resulted in additional tax of £224 million over AMP5 computed 

using the actual rates of tax for the periods concerned. 

 

Reduction in tax rates 

 

There was a reduction in corporation tax rates from 28% to 

21% over AMP5. This was a significant and unprecedented 

reduction in the tax rate not known at the time of PR09 final 

determination. Based on our review we estimate that the 

reduction in corporation tax rates resulted in a corresponding 

reduction in actual charge for the period of £211 million (see 

Appendix 2).  

The NAO report noted a tax benefit of £410m realised by the 

regulated companies due to reductions in corporation tax 

rates. The reason for the higher figure is that this was 

computed by applying the rate differential for a particular year 

to the accounting profit. This approach does not necessarily 

provide the most accurate calculation of the difference 

attributable to a change in tax rates, as the accounting profit 

will be adjusted for various permanent and timing differences 

(e.g. capital allowances) to arrive at the taxable profits to 

which the rates are then applied to compute actual tax 

payments. 

 

IBA Agreement with HMRC 

 

Following the abolition of IBAs from 2008 onwards there was 

considerable uncertainty as to whether any of the assets that 

had historically qualified for IBAs would be eligible for any 

capital allowances. The companies therefore assumed that 

IBAs would be phased out by 2011. The tax forecasts at PR09 

were prepared on this basis. However, agreement was 

reached between HMRC and the industry in 2013 under which 

capital allowances could be claimed for certain qualifying 

assets as special rate pool expenditure written off at 8% per 

annum on a reducing balance basis. The treatment agreed 

with HMRC could be applied retrospectively for all open tax 

returns. The agreement therefore resulted in a significant 

actual tax benefit when compared with allowed tax. 
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Based on our review we estimate that the difference between 

the allowed corporation tax charge at PR09 and the actual tax 

charge related to the IBA agreement was £247 million across 

the industry for AMP5. It should be noted that the agreement 

to claim tax relief in respect of such expenditure represents a 

benefit to customers in future, subject to any changes in 

legislation, as had this negotiation been unsuccessful, future 

capital expenditure of this type would not attract tax relief.  

 

Variances attributable to infrastructure receipts 

 

An agreement between the water industry and HMRC in 2011 

resulted in a change in the basis of taxation of infrastructure 

charge receipts.   Historically they had been taxed on a 

receipts basis but it was agreed in 2011 that they would 

instead be taxed through reducing qualifying expenditure on 

the special rate capital allowances pool effectively deferring 

taxation over a much longer period. 

 

Open tax returns were therefore adjusted to reflect the new 

basis which resulted in tax credits as a result of the reversal of 

income that had previously been taxed upfront but which is 

effectively taxed over a longer period following the agreement. 

 

The nature of this adjustment is such that it is not easily 

quantified from publically available information but based on 

the information received from the six companies we estimate 

that its impact across the industry would be of the order of 

£100 million. 

 

 

 

 

 

 

Other variances attributable to capital allowances 

 

Due to the relatively long-term nature of capital projects 

undertaken by the regulated companies, capital allowances 

are often estimated by the companies based on the asset 

profile of the projects and historic experience. Based on our 

review, it appears to be usual practice that the tax 

computations are revisited at the end of a project or otherwise 

periodically once a full review of actual project expenditure 

can be carried out. Similarly, capital allowances forecast for 

the purposes of price determinations are also estimates based 

on projected capital expenditure. 

 

As a result, there are likely to be differences between the 

forecast and the actual capital allowance claims included in 

the final agreed tax computations. Differences between 

estimated and final capital allowance claims for price 

determination purposes can lead to over or under funding of 

the tax charge for the relevant AMP. 

 

Ofwat may wish to consider whether any of the benefit from 

additional capital allowances should be passed on to 

customers. If all of the benefit of higher than expected claims 

is passed on to customers, the companies may lose the 

incentive to maximise such claims and negotiate more 

favourable tax positions with HMRC which ultimately benefit 

the customer through reduced charging in future AMPs.  
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Pensions 

 

The regulated companies generally make contributions into 

defined benefit pension schemes which are in deficit.  

 

Based on our discussions with Ofwat, we understand that for 

PR09 and PR14 the customer funded 50% of the deficit 

recovery payments. The remaining 50% of the deficit recovery 

payments are funded by the company which also benefits 

from the associated tax relief. Whilst this policy exists, there 

will always be a natural difference between actual tax and 

allowed tax attributable to the part of any deficit funded 

pension scheme that is not funded by customers. 

 

Further differences arise between actual tax and allowed tax 

in respect of pension contributions due to the fact that tax 

relief is available on a cash basis and there can be significant 

variances between assumptions made for pension 

contributions at the time of price determination and the actual 

deficits that fall to be funded during the AMP.   

 

The total differences attributable to pension funding led to a 

reduction in the actual tax charge for the period of £98 million 

between the allowed tax at PR09 and actual current tax 

charge per the regulatory accounts across the six companies 

reviewed for the 5-year period. 

 

 

 

 

Group relief  

 

Group relief claimed by regulated companies and not paid for  

at the tax rate gives rise to a difference between the allowed 

tax charge and the actual tax charge. The difference arising as 

a result of group relief claims for which full consideration was 

not given during AMP5 amounts to £201 million for the six 

companies we reviewed. For the other 12 regulated 

companies we noted that, based on tax disclosures in the 

statutory accounts, group relief claimed but not paid for 

resulted in a tax charge reduction over AMP5 of £279 million 

(see Appendix 2). 
 

Capital Allowances Disclaimers 

 

We noted that some companies disclaimed capital allowances 

to maximise their group relief claims. In cases where the 

companies disclaim allowances and claim group relief for no 

payment, this should not result in a difference between 

allowed tax and actual tax. In this situation, the contribution of 

group relief not paid for to the overall variance against allowed  

tax is overstated when looked at in isolation as the net impact 

of the companies’ approach needs to also take into account 

disclaimed capital allowances.   
 

On the other hand, a difference between allowed tax and 

current tax does arise where allowances have been 

disclaimed and group relief has been paid for since the current 

tax charge in the regulated accounts would be higher than had 

the allowances been claimed.   As allowed tax is determined 

on a standalone basis any additional tax charge resulting from 

the capital allowances disclaimers is not funded. 
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Transition to New UK GAAP  

 

UK companies are now required to prepare their statutory 

accounts under New UK GAAP with effect from periods which 

began on or after 1 January 2015, with earlier adoption 

permitted.  

 

For tax purposes, where there is a change of accounting 

policy, it is necessary to compute the amount of any 

adjustment that is required to be brought into account on the 

first day that the new basis of accounting is adopted. 

 

Based on our review there are two main items that may cause 

amounts to be brought into account for tax purposes on 

transition: the prohibition of renewals accounting under IAS16 

and the treatment of infrastructure charge receipts. 

 

Two of the companies that were the subject of review adopted 

IAS during AMP5. They recognised total tax benefits of 

approximately £46 million which had not been taken into 

account at PR09.   
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General 

 

As the first year of the AMP was not complete at the time of 

review, actual data was not available to compare to the 

allowed tax at PR14 final determination. For the six 

companies reviewed, management represented that no 

material variances to date had been noted. 

 

The corporate tax environment is relatively stable for the 

companies under review. Compliance matters were generally 

up to date. The tax affairs of the companies are generally 

handled by taxation specialists with significant industry 

experience. From HMRC’s perspective, all of the companies 

have the same Customer Relationship Manager. Absent any 

law changes or changes in prevailing practice these factors 

should tend to reduce the volatility in the companies’ corporate 

tax affairs.  

 

Based on our review for PR09 and expected forthcoming 

changes to tax law, we consider that the following areas could 

impact actual tax charges for AMP6: 

 

BEPS 

 

A number of companies in the sector are exposed to being 

adversely affected by a limitation on interest deductions that 

the Government intends to introduce in 2017 as a result of 

implementing the recommendations of BEPS Action 4.  As this 

is a new development, it will not have been taken into account 

at PR14. At this point in time there is insufficient detail to 

conclude precisely how specific companies will be affected by 

the actual rules to be implemented in the UK.  If any interest 

cost of the regulated entity is treated as non-deductible this 

will give rise to additional tax which has not been funded.  

 

Adoption of New UK GAAP 

 

Significant variances are likely to arise between allowed tax at 

PR14 and actual tax over AMP6 in relation to the transition to 

New UK GAAP.  Based on our review of the four companies 

that will adopt New UK GAAP during AMP6, we have 

identified significant differences of both a qualitative and 

quantitative nature between the assumptions that were made 

at the time of PR14 and how the companies now intend to 

report the transition in their financial statements and tax 

returns. The transition will result in one-off adjustments on 

adoption and different accounting and tax treatments going 

forward, compared to the position pre-transition. 

 

Reduction in tax rates 

 

A benefit will be received from a reduction in corporation tax 

rates recently announced which was not known at the time of 

PR14 final determination. The main rate will reduce to 19% 

from 1 April 2017 (AMP6) and then to 17% from 1 April 2020 

(affecting PR19). The corporation tax rate for the purposes of 

the price determination at PR14 was assumed to be 20%. 
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Acceleration of tax payments 

 

For accounting periods commencing on or after 1 April 2019, 

i.e. the year ending 31 March 2020 for most of the regulated 

companies the corporation tax payment dates for large 

companies will be brought forward such that all four instalment 

payments are made within the current financial year.  Unless 

taxable profits are reduced by group relief, the larger 

companies will be required to make two additional tax 

payments which were not funded at PR14.  

 

Interaction of capital allowances and group relief 

 

We noted from the six companies reviewed that some 

companies had based their capital allowance estimates at 

PR14 on tax written down values for notional capital 

allowance pools as if they had claimed allowances even 

though in the final tax return they may have disclaimed 

allowances.  Other companies based their estimate of future 

capital allowances by reference to actual pools as augmented 

by capital allowances disclaimers. 

 

Where notional pools are used as the basis for determining 

the tax charge for the AMP, the payments funded by 

customers are higher compared with the situation had the 

actual pools been used. Addressing this inconsistency is a key 

issue to consider for PR19.   

 

 

 

Other variances attributable to capital allowances 

 

Consistent with AMP5 we would expect there to continue to be 

variances between allowed tax and actual tax attributable to 

the difference between the estimates of capital allowances 

adopted for PR14 and the final claims included in the 

submitted corporation tax returns of the companies. 
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Interaction of capital allowances and group relief 

 

For PR14, companies were not consistent in their approach 

regarding the impact of capital allowance disclaimers and 

group relief claims. This is due to the companies adopting 

different interpretations of the ‘standalone’ approach.  

 

The ability to group relieve excess losses against profits of the 

regulated entities has provided some groups with tax 

synergies in respect of the acquisition of the appointed 

businesses. Arguably some value in relation to these 

synergies should be passed on to customers. 

 

We recommend that Ofwat considers whether, as a matter of 

policy, the standalone approach remains appropriate for the 

purposes of future price determinations.  

 

If the standalone approach prevails then detailed guidance on 

the interpretation of that approach should be issued by Ofwat. 

This guidance should be prescriptive on the application of that 

approach in the context of capital allowances in order to 

achieve consistency. This should include directions on 

whether actual capital allowance pools or notional pools 

should be used and how the pools should be quantified at the 

time of the price review. 

 

BEPS 

 

The UK Government has confirmed that it intends to 

implement the recommendations of BEPS Action 4 which will 

 

 

 

lead to restrictions on interest deductibility for UK companies 

for which the annual interest expense exceeds certain 

thresholds. 

 

Given that gearing is relatively high in the sector, some of the 

regulated companies may have part of their interest expense 

disallowed for corporation tax purposes thus increasing their 

effective tax rate, which ultimately would be funded by 

customers.  

 

It is anticipated that UK tax legislation on implementing Action 

4 will have been finalised before 1 April 2017 and there should 

be clarity on the impact by the time of the PR19 price 

determination. We recommend Ofwat keep these 

developments under review and, once further details of the 

measures are available, consider the implications for PR19. 

 

Independent review 

 

We recommend that an independent tax review of the 

business plans is carried out prior to the final determination. 

This should ensure that assumptions made can be validated 

and challenged as appropriate at the time.   

 

Changes in corporation tax rates and other tax law 

changes 
 

Currently, the risk/reward of such tax rate changes rest with 

the companies. In light of the reductions in rate experienced 

over AMP5 and AMP6, Ofwat may wish to consider whether 

these risks/rewards should be shared with customers. 
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It should be noted that tax rate reductions over AMP5 were 

accompanied by reductions in the rates for capital allowances 

and therefore any proposals for the sharing of risk/reward 

need to be considered in the round. 

 

True-up mechanism 

 

We understand that The Office of Gas and Electricity Markets 

(Ofgem), which regulates the monopoly companies that run 

the gas and electricity networks, operates an annual true up 

mechanism in relation to the funding of taxation.  

 

We note that in the water industry, other than in exceptional 

circumstances,  there is, no mechanism in place to adjust the 

tax allowed at the final determination for any significant 

unanticipated factors during the course of the AMP that have 

affected the actual tax outcome.  

 

Ofwat may wish to consider whether a true up mechanism, 

similar to that operated by Ofgem, is appropriate for the water 

industry. The key objective of any true-up mechanism would 

be to equally share the risk or reward associated with changes 

in tax law or prevailing tax and accountancy practice between 

customers and shareholders.   There are a number of factors 

to consider before such a true up mechanism could be 

implemented.  These include: 

 

● The level of additional complexity that would be 

introduced to the price determination process; 

● The level of additional resource that would be needed 

to operate the true up mechanism for Ofwat and for the 

companies; and,  

● Whether a sharing of risk and reward in this manner 

would reduce the incentive for the companies to 

negotiate effectively with HMRC.  

 

In designing any true up mechanism it will be necessary to 

identify the nature of issues that would create adjusting items 

and the timing of the quantification and implementation of the 

resulting adjustments.  This will be driven in part by 

practicalities and the additional resource requirements created 

for both Ofwat and the companies.   
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The level of disclosure with regard to corporation tax varies 

significantly between different companies in the industry, with 

some (the larger companies) including detailed sections on 

tax within their statutory accounts. Generally, there was no, or 

limited, additional tax narrative and tax disclosure information 

in the regulatory accounts.  

 

We have considered recent initiatives designed to contribute 

towards greater transparency in the wider taxpaying 

community.  These include measures such as the mandatory 

publication of UK tax strategy.  We do not consider that these 

initiatives will greatly enhance transparency of the water 

companies’ tax affairs.  We agree that the additional 

disclosures requested by Ofwat in its guidelines for the Annual 

Performance Reporting (APR) with effect from 2015/16 should 

enhance transparency.  These are: 

 

● A reconciliation of the current tax charge or credit of the 

appointed business reported to that resulting from 

applying the standard tax rate to the profit or loss on 

ordinary activities before tax; 

 

● A reconciliation to explain any significant variations 

between the actual current tax charge or credit of the 

appointed business to the current tax charge allowed in 

price limits; and, 

 

● Details of factors affecting future tax charges should be 

given. 

In addition, we recommend that the regulatory accounts 

include the following: 

 

● A reconciliation between the tax charge or credit of the 

appointed business to the current tax charge allowed in 

the final determination with detailed explanation of 

material variances; 

  

● A requirement to provide details of material prior year 

adjustments; 

 

● Details of group relief claims should be provided 

including whether payment made or not and if so at 

what rate; and, 

 

● Continue monitoring developments relating to tax 

disclosure for example where best practice guidelines 

relating to tax reporting are issued by the Financial 

Reporting Council (FRC), Ofwat should review these to 

consider if and how to implement them for the regulated 

companies. 
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OVERVIEW OF CORPORATION TAX 

MANAGEMENT 



We have set out below a high level overview of the 

corporation tax of the six companies selected for review: 

 

● In-house tax teams – all of the companies had 

dedicated specialist resource responsible for the 

management of corporation tax matters. The teams 

varied in size, between one to five individuals. Although 

most of the corporation tax work is carried out in-house, 

the companies consult with external tax advisors on 

more complex matters on an ad-hoc basis as required. 

 

● Relationship with HM Revenue & Customs (“HMRC”) – 

we understand that the industry is largely dealt with by 

a few Customer Relationship Managers (“CRMs”) at 

HMRC. We found that all six companies had the same 

CRM, which should promote a degree of consistency of 

approach from HMRC on tax matters relating to the 

industry. All teams that we met were keen to maintain 

an open and professional relationship with HMRC, with 

regular meetings held throughout the year. 

 

● Risk rating – of the six companies reviewed in detail, 

four companies had low risk ratings from HMRC. There 

are only two types of risk ratings provided by HMRC. 

These are “low risk” and “not low risk”. A low risk rating 

should typically lead to fewer enquires by HMRC into a 

company’s self assessment tax return.   A rating of not 

low risk does not necessarily imply that HMRC believe 

the company to be high risk. 

 

● Intra-group transactions and transfer pricing – the six 

companies we reviewed represented that all intra-group 

transactions are conducted in line with regulatory 

guidelines (RAG 5). For tax purposes, where intra-

group charges are made at cost, appropriate transfer 

pricing adjustments are made in the corporation tax 

returns. 

 

● Capital allowances – half of the companies engaged 

industry specialists to advise on capital allowances as 

necessary and conduct detailed reviews periodically to 

confirm that the assumptions applied in determining 

how capital expenditure is treated for tax purposes 

remain appropriate.  

 

● Corporation tax compliance – we found that generally 

corporation tax returns are submitted on time to HMRC, 

and most prior period tax returns were now closed to 

enquiry.  
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PR09 



As part of our review of the six selected companies, we 

requested a reconciliation to be provided between the actual 

corporation tax charge for each year in AMP5 and the tax 

allowed for the period at PR09. We then reviewed the 

reconciliations and discussed these with the companies to 

understand the key reconciling items. 

 

The significant reconciling items noted were similar across the 

six companies. We also performed a high level review of the 

tax reconciliations disclosed in the statutory accounts for the 

other 12 regulated companies. Based on this review we did 

not identify any other issues that might be expected to cause 

significant variations between actual and allowed tax. 

 

It should be noted that part of the variance between allowed 

tax and actual tax is attributable to differences in forecast 

operating profit and actual profit during AMP5 as well as 

differences between forecast financing costs and actual 

financing costs. For the six companies reviewed, we estimate 

actual tax was £81 million higher compared to allowed tax due 

to differences in operating profit. 

 

Financing costs are subject to the level of actual gearing and 

the cost of financing. Ofwat prescribe a notional gearing level 

of c.62.5% for funding purposes. For the purposes of 

computing allowed tax, the regulated companies bring into 

account tax relief based on the higher of notional or actual 

gearing. During AMP5, companies generally had access to 

low cost finance given the economic conditions which resulted 

in lower tax relief than that forecast at PR09 final 

determination. For the six companies reviewed, we estimate 

actual tax was £143 million higher compared to forecast due 

to lower cost financing and (in some cases) for lower than 

anticipated levels of gearing.   

 

In this section of the report, we have identified the material 

reconciling items other than performance which contributed to 

a large proportion of the difference between actual corporation 

tax charge for AMP5 and allowed tax at PR09, together with a 

detailed explanation of  how each of these issues gives rise to 

variances.  

 

The areas noted as contributing to most of the differences in 

AMP5 were the following: 

 

● Reduction in corporation tax rates; 

● Agreement with HMRC following the abolition of IBAs; 

● Agreement with HMRC in relation to infrastructure 

charge receipts in 2011; 

● Other variances attributable to capital allowances; 

● Group relief not paid for at the prevailing corporation tax 

rate; 

● Pension contributions; and, 

● Transition to EU endorsed IFRS/ FRS 101/ FRS 102 

(“New UK GAAP”). 
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CHANGES IN THE CORPORATION TAX RATE 

Changes in the corporation tax rate 

 

The main rate of corporation tax in the UK was reduced 

during AMP5. The corporation tax rate fell by an 

unprecedented level during the five year period in AMP5, 

from 28% for the year ended 31 March 2011 to 21% for the 

year ended 31 March 2015.  

 

The Government’s plan to reduce the rate of corporation tax 

was announced in the June 2010 Budget and therefore was 

not known at the time the PR09 final determination was 

confirmed and the corporation tax charge for AMP5 was 

determined based on the applicable corporation tax rate of 

28% at the time.  

 

The NAO report noted a tax benefit of £410m realised by the 

regulated companies due to reductions in corporation tax 

rates (see Appendix 1). It appears that this was based on the 

differential between the actual tax rate for the year and 28% 

applied to the profit before tax for that year. This approach 

does not necessarily provide the most accurate calculation of 

the differential attributable to a change in tax rates, as profit 

before tax will be adjusted for various permanent and timing 

differences to arrive at taxable profit.  

 

Based on our review, we estimate that the reduction in 

corporation tax rates resulted in a corresponding reduction in 

the actual tax charge for the period and a reconciling 

difference of £211 million between expected current tax 

charge at PR09 and actual current tax charge per the 

regulatory accounts across the sector for the 5-year period. 

 

Under the existing price control model, the regulated 

companies bear the risk of corporation tax rate fluctuations. 

As a result of the unusual downward movement in the main 

tax rate, the companies benefitted from being overfunded 

during AMP5.  
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AGREEMENT WITH HMRC – INDUSTRIAL BUILDINGS ALLOWANCES 

IBA agreement with HMRC 

 

IBAs were previously available as tax relief on qualifying 
building and infrastructure costs. Legislation was introduced 
in Finance Act 2008 regarding the gradual withdrawal of 
IBAs. The phased withdrawal of IBA writing down 
allowances had effect for chargeable periods ending on or 
after 1 April 2008. There were no IBA writing down 
allowances available from 1 April 2011 onwards. As the 
removal of this relief was unexpected, companies were 
underfunded for this during the latter part of AMP4. 

 

The water industry, which was significantly affected by the 
change in tax law due to the relatively large asset base 
qualifying for IBAs, entered into negotiations with HMRC to 
continue claiming tax relief in respect of expenditure that had 
previously qualified for IBAs. At PR09, we understand that 
there was still a high level of uncertainty as to the outcome of 
this negotiation and the assumption used in the final 
determination at PR09, was that no tax relief would be 
available once IBAs had been completely phased out from 1 
April 2011. 

 

In October 2013, the negotiations finally concluded with an 
industry-wide agreement on the tax treatment of capital 
expenditure on water and wastewater treatment works. 
HMRC agreed upon a methodology for providing relief for 
such expenditure. The agreement has not been made public 
but generally resulted in most assets that had previously 
qualified for IBAs now treated as qualifying as special rate 
pool expenditure.  

 

The impact of the agreement on the tax charge for AMP5 
and beyond is two-fold: 

 

● Based on the agreed methodology, companies could 
amend submitted corporation tax returns which were 
still ‘open’ to reflect the new tax treatment. ‘Open’ 
periods are those in respect of which the deadline for 
making an amended return has not yet expired or 
where HMRC has yet to finalise an enquiry that had 
already commenced. As a result, the impact of this 
issue varied between the companies based on the 
number of ‘open’ periods the companies had when 
the agreement was reached. In most cases, the 
resulting adjustments were posted in the 2013/2014 
tax returns and statutory accounts, but in one case the 
adjustment was included in the 2014/2015 tax returns 
and accounts and in two other cases were included in 
both the 2013/14 and the 2014/15 tax returns and 
accounts. The timing of the adjustments is important 
as in the case of the companies that posted 
adjustments in 2014/15, it is possible that the full 
benefit of the adjustments was not assumed at PR14 
and therefore customers may not benefit fully until 
PR19; and,  

 

● Tax relief is available on an ongoing basis via the 
special rate pool on existing and new qualifying 
expenditure incurred. The agreement negotiated by 
the water industry in respect of IBAs has therefore 
provided a benefit to customers in perpetuity (resulting 
in lower future expected tax bills).  

 

Based on our review, we estimate that the difference 
between the allowed current tax charge at PR09 and the 
actual tax charge related to the IBA agreement across the 
industry was a reduction of  £247 million for AMP5. 
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AGREEMENT WITH HMRC – INFRASTRUCTURE CHARGE RECEIPTS 

ICR agreement with HMRC 

 

Infrastructure Charge Receipts (“ICR”) were historically 

treated by most of the companies as taxable on receipt. In 

2007, the industry began discussions with HMRC regarding 

the most appropriate treatment of ICR for tax purposes going 

forward. As no agreement had been reached at the time of 

PR09, the receipts basis was assumed by most companies 

for the determination of allowed tax. 

 

An agreement between the water industry and HMRC in 

2011 resulted in an amount equal to ICR being deducted 

from the special rate pool of capital expenditure. As such, 

ICR would effectively be taxed in line with the write-down of 

assets for special rate allowances which is 8% per annum on 

a reducing balance basis.  

 

Open tax returns were therefore adjusted to reflect the new 

basis which resulted in tax credits as a result of the reversal 

of income that had previously been taxed upfront but which 

is effectively taxed over a longer period following the 

agreement. 

 

The nature of this adjustment is such that it is not easily 

quantified from publically available information but we 

estimate that its impact across the industry would be of the 

order of £100 million. 

 

See later for details on the adjustment required on transition 

to New UK GAAP.  
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CAPITAL ALLOWANCES  

Timing for finalising capital allowance claims 

 

Capital allowances provide tax relief on qualifying capital 

expenditure incurred. The availability of capital allowances 

and the rate at which they can be claimed depends on the 

type of expenditure incurred. Capital expenditure incurred in 

respect of assets with a long life (more than 25 years) is 

allocated to the special rate pool, currently qualifying for 

capital allowances at 8% on a reducing balance basis. 

General plant and machinery with a life of less than 25 years 

is allocated to the main pool, qualifying for capital 

allowances at 18% on a reducing balance basis. 

 

Some expenditure is also capitalised as deferred revenue 

expenditure. Tax relief for such expenditure is generally 

available as expenditure is depreciated to the profit and loss 

account.  

 

Due to the relatively long-term nature of capital projects 

undertaken by the regulated companies, capital allowances 

are often estimated by the companies based on the asset 

profile of the projects and historic experience. Based on our 

review, it appears to be usual practice that the tax 

computations are revisited at the end of a project or 

otherwise periodically once a full review of actual project 

expenditure can be carried out. Similarly, capital allowances 

forecast for the purposes of price determinations are also 

estimates based on projected capital expenditure. 

 

As a result, there are likely to be differences between the 

forecast and the actual capital allowance claims included in 

the final agreed tax computations. Differences between 

estimates and final capital allowance claims for price 

determination purposes can lead to over or under funding of 

the tax charge for the relevant AMP. 

 

Most of the companies subject to review used external 

specialists to perform detailed capital allowance reviews. 

This suggests that there should be some consistency of 

approach between the companies on the classification and 

treatment of the expenditure incurred for capital allowance 

purposes.  

 

However, the timing of the detailed capital allowances 

reviews may impact on the assumptions made at the time of 

submitting final determination business plans depending on 

the life cycle of ongoing projects and whether there is 

sufficient clarity on analysis for capital allowances purposes 

at that time.  
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CAPITAL ALLOWANCES  

Research and development (‘R&D’) and enhanced 

capital allowance (‘ECA’) claims 

 

We understand that some companies have included R&D 

and ECA claims in their tax computations which may be 

subject to challenge by HMRC.  

 

Due to the uncertainty as to whether HMRC will accept the 

claims, a prudent view was taken for price determination 

purposes at PR09 (and PR14) in that only a small 

percentage of the qualifying expenditure will qualify for the 

reliefs. Should the claims be successful in full, this would 

result in a net benefit when compared to allowed tax at PR09 

(and PR14). However, for most companies the spend on 

assets that qualify for these reliefs is not generally significant 

in percentage terms and therefore the net benefit gained 

across the industry is not expected to be significant.   

 

Ofwat may wish to consider whether any of the benefit from 

additional capital allowances should be passed on to 

customers. If all of the benefit of higher than expected claims 

is passed on to customers, the companies may lose the 

incentive to maximise such claims and negotiate more 

favourable tax positions with HMRC which ultimately benefit 

the customer through reduced charging in future AMPs.  
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GROUP RELIEF 

Use of group relief by the regulated companies 

 

Group relief is a mechanism which allows companies in the 

same tax group to share losses in a period and reduce the 

group’s corporation tax burden. The taxable profits of the 

company claiming group relief are sheltered by a group 

company’s losses reducing its tax liability.  

 

It is normal for groups to have different policies on the use of 

group relief and some may require that losses claimed are 

paid for whereas others may not.  

 

For the purposes of the price review, group relief is ignored 

when computing the projected corporation tax charge. This is 

based on the assumption that the regulated company is 

treated as a ‘standalone’ company for these purposes. This 

approach is designed to avoid any inconsistent outcome for 

both customers and the companies as a result of factors that 

are outside Ofwat’s regulatory remit such as the financial 

structure of holding companies and differences in group 

policies.  

 

Group relief claimed by regulated companies and not paid 

for at the tax rate will give rise to a difference between the 

allowed tax charge and the actual tax charge. The difference 

arising as a result of group relief claims for which full 

consideration was not given during AMP5 amounts to £201 

million for the six companies we reviewed. For the other 12 

regulated companies we noted that, based on tax 

disclosures in the statutory accounts, group relief claimed 

but not paid for resulted in a tax charge reduction over AMP5 

of £279 million. 

 

We noted that some companies disclaimed capital 

allowances to maximize their group relief claims. In cases 

where the companies disclaim allowances and claim group 

relief for no payment, this should not result in a difference 

between allowed tax and actual tax.  

 

This is because the allowed tax amount would have 

assumed a reduction in tax on account of relief for capital 

allowances which is now effectively replaced by group relief 

not paid for. A difference would arise where group relief is 

paid for since the total current tax charge would be higher 

than had allowances been claimed. 

 

Therefore whilst it is possible to estimate from publicly 

available information the aggregate tax effect of group relief 

not paid for at the full rate of tax, this in itself does not 

necessarily explain the difference in allowed tax and actual 

tax as the net impact will depend on the group’s policy in 

respect of group relief payments and the quantum of 

disclaimed capital allowances. 

 

We have included some recommendations at page 42 as to 

how disclaimed capital allowances should be dealt with at 

future Price Reviews.   
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The impact of pensions 

 

The regulated companies generally make contributions into 
defined benefit pension schemes which are in deficit.  

 

Based on our discussions with Ofwat, we understand that the 
customer only funds 50% of the deficit recovery payments. 
The remaining 50% of the deficit recovery payments are 
funded by the company which also benefits from the 
associated tax relief. This was the approach adopted at both 
PR09 and PR14. The approach for PR19 has not yet been 
determined. Whilst this policy exists, there will always be a 
difference between actual tax and allowed tax attributable to 
that part of any deficit funded pension scheme. This is 
because (a) the tax allowed at final determination is based on 
relief recognised for only 50% of any deficit recovery 
payments and (b) actual deficit recovery payments made by 
companies during the AMP may differ to those assumed at the 
final determination. 

  

For corporation tax purposes, relief for pension scheme 
contributions is available on a cash paid basis, i.e. tax 
deductions are taken for contributions made in the accounting 
period rather than for any charges to the profit and loss 
account. A timing difference therefore generally arises where 
the profit and loss account charge is different to the 
contributions paid in the period. The tax treatment should not 
be affected by any accounting changes that may be required 
on adoption of New UK GAAP. 

 

Although tax relief for pension contributions is available on a 
paid basis, where contributions exceed 210% of contributions 
made in the preceding year, “spreading” rules apply with tax 
deductions for contributions over 110% of those in the 

preceding year being spread over four years. The application 
of this rule will generate further variances. Where companies 
had forecast some spreading based on deficits they may 
subsequently have been able to avoid this by careful timing of 
individual contributions.  

 

Generally, companies are required to carry out an actuarial 
valuation once every three years for financial reporting 
purposes and in the case of deficits to be funded, the 
companies may make significant lump sum contributions over 
and above the normal annual contribution in order to reduce 
the deficit.  

 

We also noted that some of the companies are curtailing their 
exposure to the defined benefit schemes by no longer 
enrolling new members into these schemes.  Going forward 
this should reduce the difference between actual tax and 
allowed tax attributable to the 50% of any deficit funded 
pension scheme for those companies as compared to the 
position had the schemes remained open to new joiners.  

 

Given the cycle of actuarial valuation, which may not coincide 
with the price determination cycle, there are likely to be 
significant variances on pension contributions made at the 
time of price determination and actual deficits funded during 
the AMP and tax relief will follow.  

 

The total differences attributable to pension funding led to a 
reduction in the actual tax charge for the period of £98 million 
between the allowed tax at PR09 and actual current tax 
charge per the regulatory accounts across the six companies 
reviewed for the 5-year period. 
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New UK GAAP 

 

UK companies are now required to prepare their statutory 

accounts under either EU endorsed International Financial 

Reporting Standards (“IFRS”), Financial Reporting Standard 

(“FRS”) 101 or FRS 102 (“New UK GAAP”) with effect from 

periods beginning on or after 1 January 2015, with earlier 

adoption permitted.  

 

The introduction of New UK GAAP could have a significant 

impact on the financial statements of any entity which has 

historically prepared accounts under UK GAAP and is 

expected to give rise to transitional adjustments.  

 

Transitional adjustments are expected to arise in the first 

period of account under which accounts are prepared under 

New UK GAAP. This is assumed to be the year ended 31 

March 2016 for all the companies which have not opted for  

early adoption, which falls in AMP6. Out of the six companies 

we performed a review on, only two were early adopters of 

New UK GAAP during AMP5. We found that the other four 

companies had considered the impact of the transition to New 

UK GAAP for the purposes of determining tax allowed at 

PR14, albeit that not all of them had quantified an adjustment. 

 

For tax purposes, where there is a change of accounting 

policy, it is necessary to compute the amount of any 

adjustment that is required to be brought into account on the 

first day that the new basis of accounting is adopted. Broadly 

speaking, the adjustment is computed by assuming the new 

basis of accounting had always applied and determining the 

cumulative impact on taxable receipts and deductions 

compared with the amounts that have been actually taxed or 

relieved under the old basis of accounting. 

 

The main GAAP changes that could potentially impact on the 

tax position of the regulated companies are summarised 

below: 

 

Financial instruments including derivatives 

 

New UK GAAP requires fair value accounting for financial 

assets and liabilities, including derivatives such as interest 

rate swaps. While the starting point for tax calculations is the 

accounting profit or loss, there are special rules for the 

corporation tax treatment of financial instruments. None of the 

six companies that were the subject of our review should be 

impacted by this change, either due to having previously 

applied FRS 26 and not having opted out of the original 

disregard regulations; or, for first time adopters appropriate tax 

elections having now been made. This effectively puts them 

back on an old UK GAAP basis for tax purposes with respect 

to movements on derivatives.   

 

Assuming that the other regulated companies are in a similar 

position, we do not anticipate the tax position of the 

companies to be materially impacted in respect of fair value 

movements on financial instruments. 
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Infrastructure renewals accounting 

 

Under UK GAAP, the companies use renewals accounting to 
account for infrastructure assets. A review would normally be 
carried out based on the companies’ medium to long-term 
needs (in excess of 15 years), and certified by an independent 
expert. Under renewals accounting, the estimated level of 
expenditure required to maintain the operating capacity was 
treated as depreciation and charged to the profit and loss 
account as the Infrastructure Renewals Charge (“IRC”).  

 

Actual renewals expenditure (Infrastructure Renewals 
Expenditure (“IRE”)) was capitalised. For tax purposes, the 
IRC is then analysed to determine how much attracts an 
immediate revenue deduction and how much is capital which 
is then treated as an addition to the relevant capital 
allowances pool. Some companies had agreements with 
HMRC to allow a certain percentage (ranging between 70% 
and 100%) of the IRC as being deductible immediately. 

 

To the extent that IRE related to enhancing the network or 
asset, this was capitalised and for tax purposes the normal 
capital allowances rules are followed i.e. allocated to the main 
pool or special rate pool; treated as non-qualifying 
expenditure; or depreciated as capitalised revenue 
expenditure. 

 

Following the transition to New UK GAAP, renewals 
accounting is no longer permitted. Under New UK GAAP, the 
significant assets comprising the network are identified and 
their useful lives and residual values determined. These 
assets are then depreciated individually over their useful lives, 
which can be relatively long (100 – 200 years). On transition, 
retrospective application is generally required. However, a 

deemed cost approach may be adopted for the carrying value 
of the infrastructure assets under which the fair value of the 
assets at the date of transition is used as the deemed cost of 
the assets. Most of the six companies reviewed noted that this 
will be the approach they would take on transition.  

 

For companies that have transitioned by electing for the fair 
value of the assets to be treated as deemed cost, there should 
be no tax charge on revaluation. There will however be an 
adjustment for tax purposes in respect of the accrual or 
prepayment that represents the difference between actual 
cash expended and cumulative IRC. For example, a company 
with an accrual will have a charge as it has previously claimed 
relief on an amount in excess of the actual cash spent. 

 

The future impact of transition to New UK GAAP will depend 
on the level of granularity with which a company views its 
network of assets. Generally, expenditure on general 
maintenance of the network of assets will be charged to the 
profit and loss account and subject to the nature of 
expenditure, should be tax deductible as accrued. Expenditure 
on enhancing or developing the network should be treated as 
capital expenditure and follow the normal criteria of allocation 
for tax purposes (general pool, special pool, non-qualifying). 
Capitalised revenue expenditure will be depreciated over the 
expected useful life of the asset in respect of which it is 
incurred. Tax relief for such expenditure is likely to be 
significantly deferred as compared with the previous approach 
of taking deductions for IRC. 
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Infrastructure Charges 

 

As noted previously, in 2011, agreement was reached with 

HMRC that receipts from infrastructure charges would be 

credited to the special rate pool and effectively taxed over a 

longer period consistent with the write down of long life assets. 

Previously, the income had been taxed on a receipts basis. 

 

Under New UK GAAP, infrastructure receipts are accounted 

for as deferred income and amortised to the profit and loss 

account over the useful life of the relevant asset. The tax 

treatment should now follow the accounts. 

 

For tax purposes, the adjustment is expected to give rise to 

significant current tax credits on transition due to the reversal 

of income that has already been taxed either on a receipts 

basis or through reductions in allowances in the special rate 

pool but will now be taxed over a relatively long time as it is 

amortised to the profit and loss account. 

 

The two companies that adopted New UK GAAP during AMP5 

recognised a reduction in actual tax of approximately £46 

million compared with allowed tax. 
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PR14 



INTRODUCTION 

In this section of the report, we have focused on areas that 

could potentially impact the tax outcome for AMP6 and 

cause material variances when compared to tax allowed at 

PR14. We have considered this in light of issues noted for 

AMP5 and current developments in the corporate tax 

environment. 

 

As the first accounting period for AMP6 (the year ended 31 

March 2016) was not complete at the time of review, we 

have not been able to obtain information from the six 

companies in order to  compare actual performances with 

the amounts allowed at PR14 final determination. Following 

discussions with management of the six companies it was 

apparent that there was limited visibility regarding tax 

performance to date which they noted was broadly in line 

with forecast tax at PR14.  

 

Notwithstanding the above comments, we consider there to 

be certain factors and tax developments that have emerged 

since the PR14 final determination which may impact on 

actual tax performance for AMP6. The issues identified are 

as follows: 

 

● Changes in corporation tax rates; 

● Base Erosion and Profit Shifting (“BEPS”) Action 4; 

● Convergence to New UK GAAP; 

● The interaction of capital allowances disclaimers and 

group relief; and, 

● Acceleration of corporation tax payments. 

These are discussed in further detail in this section. 
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CHANGES IN THE CORPORATION TAX RATE 

Changes in corporation tax rates 

 

Further reductions in the corporation tax rate have been 

announced since the final determination at PR14 and will 

apply to future periods. These changes were not known at 

the time the PR14 final determination was confirmed and the 

current tax charge for PR14 was computed based on the 

applicable corporation tax rate of 20% announced at Budget 

2013. 

 

A further reduction in the corporation tax rate has been 

enacted to take effect from 1 April 2017 when the main rate 

will reduce to 19%. Furthermore, a subsequent reduction in 

the rate to 17% from 1 April 2020 has been recently 

announced in Budget 2016. The reduction to 19% will impact 

AMP6, giving rise to a reduction in corporation tax rate for 

the last three years of that period. 

 

Compared to AMP5, which had a total overall reduction in 

rates of 7%, the quantum of the impact of the tax rate 

change is therefore envisaged to be smaller for AMP6.  
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BEPS Action 4 

 

The Organisation for Economic Co-operation and 

Development (“OECD”) at the request of the G20 considered 

an action plan to address BEPS. The plan identified 15 key 

areas to be addressed, each an “Action” of the BEPS 

proposals.  

 

We considered the key Actions proposed by the OECD and 

current developments taking place and/or expected in the near 

future in UK corporate taxation, in order to implement the 

BEPS Actions.  

 

Based on the tax profile of the regulated companies, their 

wholly domestic presence and financing structures, we 

considered BEPS Action 4 – Limiting base erosion involving 

interest deductions and other financial payments to be the 

most relevant to the water industry. We discussed the BEPS 

proposals with the six companies that we met and they 

confirmed that Action 4 was the main Action relevant to them.   

 

Generally, Action 4 seeks to address the reduction in taxable 

profits achieved by placing higher levels of debt in high tax 

countries or using intra-group financing to generate tax 

deductions in excess of the group’s overall interest expense. 

 

The main proposal under Action 4 is to introduce an entity 

specific fixed limit for interest deductions based on a 

percentage of tax adjusted EBITDA (earnings before interest, 

tax, depreciation and amortisation). The suggested range for 

this limit is between 10% and 30%. The definition of “Interest” 

for this purpose is fairly wide and includes all payments 

economically equivalent to interest including discounts and 

imputed interest and costs of raising debt finance. Action 4 will 

apply to interest payable to both related parties and third 

parties. A group ratio rule is also recommended, alongside the 

entity based fixed limit, with the group ratio overriding the 

entity limit.  

 

In the UK, HM Treasury issued a Consultation on the 

proposals which closed on 14 January 2016. We understand 

from the six companies that we met that the industry fully 

participated in the consultation process and representations 

were made. Companies in the water sector may be particularly 

exposed to these proposals due to their high levels of 

infrastructure asset expenditure backed by relatively high 

gearing. We understand from our discussions with the 

companies that the water industry has also advocated for 

exemption from the proposals on the basis of the public 

benefit projects exemption contained within the proposals. 

This proposes an exclusion for financing used to fund public 

benefit projects, with the industry promoting the benefit to the 

general public of its operations.  

 

Implementation of BEPS Action 4 into UK tax law has recently 

been announced in Budget 2016. With effect from 1 April 

2017, the UK will implement a fixed ratio rule limiting UK 

corporation tax deductions for net interest expense to 30% of 

a group’s UK EBITDA or, where applicable, a higher 

percentage based on the worldwide group’s net interest: 

EBITDA ratio.  
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BASE EROSION AND PROFIT SHIFTING (“BEPS”) 

BEPS Action 4 (continued) 

 

The rules will not apply to groups with net UK interest 

expense under £2 million. 

 

Based on our discussions with the six companies, it was 

apparent that  based on the proposals that were the subject 

of the Consultation, a number of companies in the sector 

could be at risk of being adversely affected by an interest 

limitation as proposed. At this point in time there is 

insufficient detail to conclude precisely how specific 

companies will be affected by the actual rules to be 

implemented in the UK.   

 

There are expected to be some exemptions for private 

finance on public benefit projects but details of these have 

not been published yet. Subject to any exemption for public 

benefit projects, it is possible that the new interest limitation 

rules will impact adversely on some if not all of the regulated 

companies. Unless any increase in a particular company’s 

taxable profits can be sheltered by group relief, we would 

expect an additional tax charge as a result of any interest 

limitation and this to be an underfunded item for AMP6 when 

compared to the tax allowed at PR14.  

 

We recommend Ofwat keep these developments under 

review and, once further details of the measures are 

available, consider the implications for PR19.  
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CONVERGENCE TO NEW UK GAAP 

Transition to New UK GAAP 

 

Based on the review of the six companies we would expect 

all of the regulated companies to have considered the impact 

of New UK GAAP together with the related tax adjustments 

at the PR14 final determination. As noted previously, two of 

the six companies reviewed in detail have adopted New UK 

GAAP. It should be noted that the tax adjustments arising as 

a result of the transition are subject to review by HMRC and 

to date although most of the six companies have discussed 

their adjustments with HMRC at a high level, there has been 

no firm view expressed by HMRC on whether they agree 

with the proposed tax treatment of the transitional items.  

 

Significant variances may arise between the actual 

transitional adjustments incorporated in AMP6 compared to 

those included in the price determination model at PR14. For 

example, one company adopting New UK GAAP in PR14 

had estimated a transitional adjustment giving a deduction of  

£200 million which was used for the final determination in 

PR14. However, having performed additional financial and 

tax analysis the company now estimates the transitional 

adjustment to be a deduction of circa £330 million. In theory, 

this could have led to significant overfunding at PR14 (as a 

tax benefit of £26 million would arise). In practice, however, 

no cash tax allowance was built into prices in this case, so 

no overfunding occurred. 

  

Another company estimated an additional tax charge of £52 

million on transition in respect of previously deducted IRC. 

However, since PR14 the company has received advice that 

based on a different interpretation of tax legislation no claw 

back would arise. If this view is correct, then the company 

would have been overfunded at PR14.  

 

For AMP6, we would expect the majority of the regulated 

companies to have variances between actual tax and 

allowed tax attributable to the final quantum of New UK 

GAAP transitional adjustments and the tax treatment thereof. 
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CAPITAL ALLOWANCES / GROUP RELIEF 

Impact from change in capital allowances 

 

Based on our review for PR09, we would anticipate tax 
variances to continue to arise as a result of the actual capital 
allowance claims being different to those estimated in the 
forecast at PR14. 

 

Capital allowances agreement with HMRC 

 

There is a significant time lag between capital expenditure 
being incurred by the regulated companies and the related 
capital allowances being finalised following detailed review 
(often using external specialists) either at the end of a long 
term project or periodically e.g. every 3 to 4 years. 

 

A variance between the actual and allowed current tax 
charge would therefore be expected to arise as a result of 
capital allowance projections being estimated. 

 

Interaction of capital allowance disclaimers with group relief 
claims 

 

Group relief claims are ignored when computing the 
projected corporation tax charge for price control 
determination. Although Ofwat have decided to follow this 
approach as it provides consistency between the companies, 
a difference will always arise between the actual tax charge 
and allowed tax where group relief is not paid for by the 
regulated company. 

 

For AMP6, a similar approach to AMP5 is also expected to 
be followed, whereby capital allowances may be disclaimed 

by some regulated companies to maximise the amount of 
group relief claimed. 

 

We noted from the six companies reviewed that some 
companies had based their capital allowance estimates at 
PR14 on tax written down values for notional capital 
allowance pools as if they had claimed allowances even 
though in the final tax return they may have disclaimed 
allowances. Where notional pools are used the tax payments 
funded by customers are higher compared with the situation 
had the actual pools been used. We noted a number of 
inconsistencies as to how companies apply the standalone 
approach: 

 

● One company used notional pools at PR09 but 

subsequently changed to actual pools for PR14; 

● Another company had used notional pools at both 

PR09 and PR14; and, 

● A third company not only used actual pool values as 

inflated by disclaimed allowances but also adjusted 

these values based on an estimate of group relief 

claims not yet submitted at the time of PR14. 

 

Whether or not the standalone approach is appropriate for 
the purposes of price determinations is a matter for policy. 
However, it is clear that there are inconsistencies in its 
current interpretation by the companies. See page 42 for our 
recommendations for PR19. 
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ACCELERATION OF CORPORATION TAX PAYMENTS 

New corporation tax payment dates  

 

Changes to the corporation tax payment regime for large 

companies were announced in the Summer Budget 2015. 

Groups with annual taxable profits of £20 million or more will 

be required to make their quarterly tax payments during the 

accounting period in which the profits arise, i.e. in the third, 

sixth, ninth and twelfth months of the accounting period 

rather than making two payments during the period and two 

payments after the period.  

 

Following Budget 2016, these changes will apply to 

accounting periods commencing on or after 1 April 2019, i.e. 

the year ending 31 March 2020 for most of the regulated 

companies. This is the final period in AMP6. Unless taxable 

profits are reduced by group relief, the larger companies will 

be required to make two additional tax payments which were 

not funded at PR14.  

 

This acceleration of corporation tax payments will therefore 

represent a one off cash outflow in AMP6 for the affected 

companies.  
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RECOMMENDATIONS FOR PR19 

We understand that the regulated companies will be 

submitting draft business plans for PR19 in the second half 

of 2018 with final determination to take place in 2019. Based 

on our findings in respect of PR09 and PR14, we have 

considered how the key tax issues identified during the 

review may impact the funding of tax at PR19.  

 

This section of the report, sets out our recommendations 

concerning changes to be made for PR19. We have also 

identified certain other options that Ofwat may wish to 

consider in order to achieve its objectives in respect of 

funding tax at PR19. 

 

Interaction of capital allowances and group relief 

 

Companies are not consistent in their approach regarding 

the impact of capital allowance disclaimers and group relief 

claims. For companies which have disclaimed capital 

allowances to maximise group relief claims, some used their 

actual pools whereas others used notional pools computed 

on the basis that capital allowances disclaimers had never 

been made. 

 

A strict interpretation of the standalone approach would be to 

assume that the appointed businesses would never have 

had the benefit of group relief. The expectation at 

privatisation would be that the businesses would generally 

be profitable and would seek to maximise their capital 

allowances claims.   

 

On that basis, it may be reasonable to assume that the 

companies should use notional pools for the purposes of 

price determinations rather than the actual pools carried 

forward if they are augmented by capital allowance 

disclaimers. In theory the customer would have funded no 

more tax than had the capital allowance disclaimers never 

been made. 

 

It should also be noted that in making capital allowance 

disclaimers to permit the utilisation of losses from sources 

outside of the appointed business the companies are putting 

their shareholders at risk of any reductions in the rates of 

writing down allowances or indeed the repeal of capital 

allowances altogether, at least until the next price 

determination.   

 

The ability to group relieve excess losses against profits of 

the regulated entities has provided some groups with tax 

synergies in respect of the acquisition of the appointed 

businesses.   

 

Arguably some value in relation to these synergies should be 

passed on to customers.  The rationale for this would be that 

the groups that own the relevant appointed businesses are 

able to utilise, and therefore monetise, tax attributes that 

would otherwise be of limited value. Were the appointed 

businesses truly ring-fenced, then such monetisation would 

not be possible.  In particular where capital allowances have 

been disclaimed a company’s taxable profits before group 

relief would be higher than they normally would have been in 

a standalone situation.   
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Whether or not the standalone approach is appropriate for 

the purposes of price determinations is a matter of policy. 

We recommend that Ofwat consider the reasoning set out 

above and determine whether or not a divergence from that 

policy is appropriate for PR19.   

 

If the standalone approach prevails then detailed guidance 

on the interpretation of that approach should be issued by 

Ofwat. This guidance should be prescriptive on the 

application of that approach in the context of capital 

allowances in order to achieve consistency. This should 

include directions on whether actual capital allowance pools 

or notional pools should be used and how the pools should 

be quantified at the time of the price review. 

 

A reasonable compromise may be to require companies to 

true-up capital allowance pools for disclaimers at the start of 

each AMP. This would enable customers to benefit from a 

reduction in funded tax in future periods.  Shareholders 

would also continue to benefit through receiving cash for tax 

attributes generated elsewhere in the group which otherwise 

may not have been immediately monetised if at all. 

 

Independent review 

 

We recommend that an independent tax review of the 

business plans is carried out prior to the final determination. 

This should ensure that assumptions made can be validated 

and challenged as appropriate at the time.  

 

Ofwat may also wish to consider requesting additional 

information from the companies that supports the tax 

estimates, in particular assumptions relating to capital 

allowances, actual results relating to capital allowances for 

closed periods and relevant capital allowance reports 

commissioned by the companies for open periods.  We also 

recommend that Ofwat requests information as to how 

known tax law changes or accounting changes that are likely 

to impact the tax outcome for the AMP have been taken into 

account by the companies. 

 

Capital allowances estimates 

 

At PR14, average tax written-down allowances were used 

for the tax forecasts rather than the actual allowances 

forecast for each capital allowance pool. Based on 

comments by the six companies, we understand that 

detailed forecast calculations are prepared. 

 

We would suggest that these are used for the purposes of 

the forecasting rather than an average calculated by 

reference to the detailed underlying calculations. This should 

improve the accuracy of the capital allowance estimates for 

minimal additional effort and provide the detailed information 

required regarding capital allowance estimates for the 

purposes of the independent review recommended above. 

 

It is important to incentivise the companies to negotiate a 

good deal with HMRC regarding capital allowances.  This 

has long term benefit for both customers and shareholders. 
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It is possible that this incentive would be lost if the entire 

benefit of any increased claims for qualifying expenditure 

were passed to customers.  However, as mentioned above, 

we recommend that a comparison is made between 

estimated levels of qualifying expenditure for the purposes of 

price determination and actual results achieved in closed 

years as part of the independent review at the time of the 

price review.  The independent review should also consider 

any relevant capital allowance reports commissioned by the 

companies  for open years.    

 

This would allow Ofwat to challenge the capital allowance 

assumptions made by the companies for the purposes of the 

price determinations. Ofwat could then agree an appropriate 

estimate with the companies that would pass some benefit to 

customers if the companies are successful in their claims 

whilst still incentivising the companies to focus on 

maximising their claims for qualifying expenditure. 

 

BEPS 

 

Most of the regulated companies have significant levels of 

gearing. The ongoing BEPS developments could have a 

material impact for companies, in particular in respect of 

Action 4 and the UK’s response to implementing interest 

limitation rules for tax purposes. Some of the regulated 

companies may have part of their interest expense 

disallowed for corporation tax purposes thus increasing their 

effective tax rate, which ultimately would be funded by 

customers. It is anticipated that UK tax legislation on 

implementing Action 4 will have been finalised before 1 April 

2017 and there should be clarity on the impact by the time of 

the PR19 price determination. We recommend Ofwat keep 

these developments under review and, once further details 

of the measures are available, consider the implications for 

PR19. 

 

Changes in corporation tax rates and other tax law 

changes 

 

Currently, the risk/reward of such tax rate changes rest with 

the companies. In light of the reductions in rate experienced 

over AMP5 and AMP6 Ofwat may wish to consider whether 

these risks/rewards should be shared with customers.  

 

It should be noted that tax rate reductions over AMP5 were 

accompanied by reductions in the rates for capital 

allowances and therefore any proposals for the sharing of 

risk/reward need to be considered in the round. 
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True up mechanism 

 

We understand that The Office of Gas and Electricity 

Markets (Ofgem), which regulates the monopoly companies 

that run the gas and electricity networks, operates an annual 

true up mechanism in relation to the funding of taxation.  

 

We note that in the water industry, other than in exceptional 

circumstances,  there is, no mechanism in place to adjust the 

tax allowed at the final determination for any significant 

unanticipated factors during the course of the AMP that have 

affected the actual tax outcome.  

 

Ofwat may wish to consider whether a true up mechanism, 

similar to that operated by Ofgem, is appropriate for the 

water industry. The key objective of any true-up mechanism 

would be to share the risk or reward associated with 

changes in tax law or prevailing tax and accountancy 

practice between customers and shareholders. There are a 

number of factors to consider before such a true up 

mechanism could be implemented.  These include: 

 

● The level of additional complexity that would be 

introduced to the price determination process; 

● The level of additional resource that would be needed 

to operate the true up mechanism for Ofwat and for 

the companies; and,  

● Whether a sharing of risk and reward in this manner 

would reduce the incentive for the companies to 

negotiate effectively with HMRC.  

 

 

 

 

 

Subject to the level of resources that Ofwat is prepared to 

devote to implementing a true up mechanism the key 

features that would need to be determined are as follows: 

  

● The underlying nature of  the items that can be 

adjusted for - it seems reasonable that only issues 

that affect the industry as a whole should fall to be 

considered for a true-up of allowed tax; 

● The timing of the true-ups – whilst an annual true up 

undertaken during the AMP would lead to a more 

timely sharing of risk and reward it may only be 

practicable to perform detailed work after the AMP 

has come to an end; 

● The categorisation of items that it is reasonably 

practicable to true-up for during the AMP - this should 

include only the most fundamental  of  changes such 

as an unanticipated change to the rate of corporation 

tax or the rate of writing down allowances; 

● Items that would only be practicable to adjust for at 

the end of the AMP: - this would include more 

complex changes in tax law, industry wide 

agreements with HMRC, significant accounting 

developments that impact tax payments and any other 

items if a similar nature; and, 

● A de-minimis threshold - in order to balance the dual 

objectives of using resources efficiently with sharing 

risks and rewards it would be necessary to set an 

appropriate materiality level that triggers the 

adjustment mechanism. 
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TAX TRANSPARENCY 

Introduction 

 

The report on the Economic Regulation of the Water Sector 

prepared by the National Audit Office dated 14 October 2015 

highlighted the lack of transparency around the corporation 

tax charge for the regulated business. In order to address 

this, Ofwat has added a requirement for tax narrative and a 

tax reconciliation note in the APR from 2015/2016 onwards. 

As part of our scope of work, we have considered whether 

there are any further measures that could be implemented to 

improve the  transparency requirements and accordingly we 

have evaluated options to improve tax transparency for the 

regulated businesses. 

 

For accounting periods beginning on or after 1 January 

2015, it is mandatory for UK companies to adopt New UK 

GAAP. For many companies in the sector, the year ended 31 

March 2016 will be the first period that the new standards will 

be adopted. Under New UK GAAP, companies are required 

to provide a reconciliation to the total tax charge rather than 

to current tax (as per current UK GAAP). This may lead to 

reduced transparency on tax. 

 

Our work has included a review of the corporation tax 

information currently disclosed by the regulated businesses, 

and has also taken into account the following developments: 

 

● The impact of the current proposals by HMRC on large 

business compliance; 

● The recently announced statutory requirement for large 

companies to publish their tax strategies; 

● The Financial Reporting Council (‘FRC’) review of 

companies’ tax reporting announced in December 2015; 

and, 

● Country by Country Reporting and the wider BEPS 

agenda. 

 

In this section, we have considered the impact of these 

developments, together with recommendations and options 

to consider for improving tax transparency going forward. 
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Current disclosure practices in the statutory and 

regulatory accounts. 

 

We have reviewed the latest statutory and regulatory 

accounts (2015) of the regulated companies to evaluate the 

current level of tax disclosure.  

 

Our key findings are as follows: 

 

● The level of disclosure with regard to corporation tax 

varies significantly between different companies in the 

industry; 

● The tax notes in the statutory accounts of the different 

companies are broadly consistent and in line with 

GAAP; 

● The companies which prepare accounts under UK 

GAAP perform a reconciliation to their current tax 

charge whereas those which have already adopted 

New UK GAAP prepare a reconciliation to their total 

tax charge; 

● As ultimately all the companies will be required to 

adopt New UK GAAP, in future there will be a loss of 

the level of granularity that a reconciliation to current 

tax provides; 

● Some companies provided additional narrative in their 

statutory accounts on the key items giving rise to the 

difference between expected tax charge at the 

statutory rate and the actual tax charge;  

 

● A minority of companies also detailed in their statutory 

accounts why they had paid/not paid corporation tax 

for that particular year, including explanations for 

certain significant tax credits/refunds received, and 

how these have been used in the business and/or 

shared with customers; 

● The companies which provided more detailed tax 

narratives were, in most cases, the larger companies; 

and, 

● Generally, there was no, or limited, additional tax 

narrative and tax disclosure information in the 

regulatory accounts.  
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Large Business Compliance 

 

Finance Bill 2016 will introduce the requirement for large 

companies to publish their tax strategy annually in so far as it 

relates to UK activities. The requirement is backed up by a 

penalty regime chargeable on the head entity of the UK 

group.  

 

Companies in scope of these measures include all 

businesses with a turnover of more than £200 million and/or 

gross assets of more than £2 billion for the preceding 

financial year. This is a similar threshold to that set for the 

Senior Accounting Officer (SAO) requirement. 

 

These measures will have effect for periods beginning on or 

after the date of Royal Assent to Finance Bill 2016 (expected 

July 2016). There are four key areas that the tax strategy 

must cover in relation to UK taxation: 

 

● The approach to tax risk management and governance 

arrangements; 

● The attitude of the group towards tax planning; 

● The level of tax risk that the group is prepared to accept; 

and, 

● The approach of the group towards its dealings with 

HMRC. 

 

 

In relation to disclosure of tax information including tax 

strategy, we found that a number of companies already 

include some relevant information in their statutory accounts. 

Of the 18 regulated companies, eight companies did not 

disclose any information on tax over and above the minimum 

tax accounting note disclosure required in the statutory 

accounts. 

 

For the ten companies that currently include certain tax 

information and narrative in the statutory accounts over and 

above the tax notes to the statutory accounts, we found there 

were differences in the level of detail provided. For example, 

some companies have detailed commentary on tax strategy 

and tax risk management whereas others provided minimal 

information in these areas. A number of companies have 

also noted that they had a low tax risk rating from HMRC in 

their statutory accounts.  

 

Based on the thresholds, most if not all of the companies will 

be required to publish their tax strategy going forward and for 

those which already do so, it is likely that the level of detail 

now required will be an enhancement to what is currently 

provided. Although the published tax strategy will relate to 

the whole UK group rather than the appointed business, its 

publication should be helpful to consumers and provide a 

source of information on the tax environment within the 

companies and how tax risk is managed.  

50 



TAX TRANSPARENCY 

Large Business Compliance (continued) 

 

We recommend that Ofwat considers the possibility of 

replicating the statutory obligation to publish details of tax 

strategy for inclusion in the Regulatory Accounts. This 

additional requirement would have the following advantages: 

 

● It could be implemented sooner as the statutory 

requirement will first apply to the period ending 31 March 

2018 for most of the regulated entities; 

● It would apply to all companies and not just those that 

exceed the thresholds in any given period; 

● It should necessitate minimal additional work for 

companies already required to adopt the measures at a 

group level. 
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Financial Reporting Council (‘FRC’) review of 

companies’ tax reporting 

 

The FRC announced in December 2015 that it will conduct a 

review of companies’ tax reporting to encourage more 

transparent reporting of the relationship between the tax 

charges and the accounting profit. The review will target 

selected  FTSE 350 companies.  

 

The FRC review team will review the tax disclosures in the 

next published annual report and will focus in particular on:   

 

● The transparency of tax reconciliation disclosures and 

how well the sustainability of the effective tax rate is 

conveyed; and, 

● Uncertainties relating to tax liabilities (and assets) 

where the value at risk in the short term is not 

identified. 

 

We note that a large proportion of the regulated companies 

are not members of UK listed groups.  

 

Therefore, it is not clear at this stage to what extent the 

findings and prescribed ‘best practice’ will impact the 

regulated companies and the timing thereof. 

 

 

 

This development is unlikely to lead to increased 

transparency in respect of the regulated companies’ tax 

reporting in the short term. We would suggest these 

developments are kept under review and where best practice 

guidelines are issued by the FRC, Ofwat review these to 

consider if and how to implement for the regulated 

companies. 
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Country-by-Country Reporting and BEPS 

 

Action 13 of the Organisation for Economic Cooperation and 

Development’s initiative on BEPS has focused on the need 

to improve transparency between multinational businesses 

and tax authorities as a mechanism to help identify tax 

avoidance. One of the key recommendations is the 

submission to the local tax authority of a Country-by-Country 

Report (‘CBCR’) which will be available to other tax 

authorities under appropriate tax information exchange 

arrangements.  

 

The UK has already issued a proposal to mandate the filing 

of the CBCR. Under the proposal, groups with a UK parent 

and consolidated annual revenues of £586 million or more 

must submit a CBCR to HMRC on an annual basis. The 

obligation to file a report applies to accounting periods 

commencing on or after 1 January 2016 and the report must 

be filed no later than 12 months after the end of the 

accounting period to which it relates.  

 

The information collated in the CBCR will include: 

 

● Revenues (split between related and unrelated 

entities); 

● Profit/loss before tax; 

● Income tax paid (on a cash basis); 

 

● Income tax accrued (current year); 

● Stated capital; 

● Accumulated earnings; 

● Number of employees; and, 

● Tangible assets (other than cash and cash 

equivalents). 

 

Whilst CBCR may be helpful from a global perspective, it is 

unlikely to provide the required transparency for the 

regulated business on the basis that: 

 

● Due to the relatively high revenue threshold and the 

UK parent requirement for compliance, not all the 

regulated companies may be required to produce an 

annual CBCR;  

● The CBCR will only be disclosed to HMRC and is not 

publicly available; and, 

● The information will apply to the groups’ activities as a 

whole in each country, without a distinction by 

company. 
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Recommendations to improve tax transparency 

 

Tax transparency is increasingly being viewed as an 

important obligation for companies. As detailed in this report, 

it can be seen that various initiatives and legislative changes 

are underway to address public concern and improve 

transparency on tax matters.  

 

Whilst the impending tax transparency changes should be 

helpful, their application to the regulated companies may not 

be comprehensive or consistent, and in themselves are not 

expected to significantly enhance the level of transparency at 

the level of the appointed business. 

 

We note from Ofwat’s updated Regulatory Accounting 

Guideline (‘RAG’) requirements (RAG 3.08 - Guideline for 

the format and disclosures for the APR) the following 

information will now be required: 

 

● A reconciliation of the current tax charge or credit of 

the appointed business reported to that resulting from 

applying the standard tax rate to the profit or loss on 

ordinary activities before tax; 

● A reconciliation to explain any significant variations 

between the actual current tax charge or credit of the 

appointed business to the current tax charge allowed 

in price limits; and, 

● Details of factors affecting future tax charges should 

be given. 

 

 

 

 

 

 

 

 

 

 

We consider that these new requirements will improve the 

quality of information that is currently available concerning 

the tax charge of the appointed businesses. We have set out 

below further comments, additional recommendations and 

potential options for improving tax transparency. 

 

Current tax reconciliation 

 

Although some companies include a tax reconciliation in 

their regulatory accounts, this is not standardised, Ofwat 

may wish to consider whether a reconciliation to current tax 

(similar to the RAG requirements) is also included in the 

regulatory accounts. This should reconcile the expected tax 

charge for the appointed business at the statutory tax rate to 

the actual current tax charge providing sufficient detail of any 

material reconciling items.  

 

The appointed business current tax reconciliation would be 

particularly relevant for companies following transition to 

New UK GAAP which would only require reconciliation to 

total tax in their statutory accounts. 

 

Tax reconciliation to price determination calculations 

 

A reconciliation between the tax charge or credit of the 

appointed business to the current tax charge allowed in the 

final determination for any given year should provide a much 

clearer explanation for all stakeholders of the variances 

between actual tax charges and allowed tax.  
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Recommendations to improve tax transparency 

(continued) 

 

We note that the RAG requirements are not prescriptive in 

terms of format and we recommend that the submitted 

disclosures are reviewed to confirm that the objectives are 

being met. 

 

Prior year adjustments 

 

Further qualitative detail relating to any material prior year 

adjustments could also be disclosed in the tax note to the 

regulatory accounts and/or to the APR.  

 

Payments for group relief 

 

We noted that some companies pay for group relief at the 

tax rate while others do not pay for group relief at all, subject 

to the relevant licence conditions. Whilst payment or non-

payment for group relief is a policy decision to be made by 

the company or group of which it is a member, we would 

recommend that payments made for group relief to other 

group companies are disclosed separately from actual tax 

payments made to HMRC.  

 

This should improve transparency of tax payments made by 

the regulated company and explain the reason why tax 

payments to HMRC may be lower than expected. 

 

 

Effect of corporation tax rate changes 

 

The reduction in corporation tax rates that have been 

announced since PR 14 are likely to give rise to one-off 

deferred tax credits as a result of deferred tax liabilities being 

revalued at the new tax rates. Communication of these 

movements on deferred tax due to tax rate changes should 

be managed so that fluctuations in the deferred tax balance 

and related movements in the tax charge in the profit and 

loss account are not misconstrued to be cash tax refunds or 

cash tax payments.  
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EXTRACT FROM NAO REPORT 



Extract from NAO report: 

 

Overall, regulated water companies paid £960 million in 

corporation tax and payments for group relief between 

2010-11 and 2014-15, but these payments were 

substantially lower than the amount Ofwat had factored 

into companies’ revenue allowance when it set price limits 

in 2009. We worked with Ofwat to understand the 

reasons for these differences. They arose mainly 

because of:  

 

• reductions in regulated companies’ tax liabilities 

through unpaid-for group relief (transfers of losses from 

other group companies, as permitted under UK tax 

legislation). Ofwat estimates that this reduced the 

sector’s total tax bill by around £480 million;  

• changes in corporation tax rates. Between 2010 and 

2015, the standard corporation tax rate fell from 28% to 

21%, but price limits assumed the prevailing rate in 

2009, 28%. Ofwat estimates that this reduced the 

sector’s total tax bill by around £410 million; and  

• one-off accounting adjustments to reflect changes in 

water companies’ estimates of tax liability, totaling 

around £320 million across the sector.  

 

These sources of tax savings were partially offset by 

increased tax paid due to other factors, such as company 

profits being higher than expected. Overall tax payments 

were therefore around £710 million lower than allowed for 

in the 2009 price review.  

 

Ofwat would find it difficult to adjust for some of these 

reasons for lower than expected tax payments. For 

instance, reducing customer bills in response to 

increased use of group relief could lead to concerns 

about Ofwat intervening in the behaviour of holding 

companies that are not part of its regulatory remit. But 

other factors, such as movements in corporation tax 

rates, appear more straightforward for Ofwat to tackle. 

Unlike in competitive industries, changes in corporation 

tax rates are unlikely to affect prices for water customers 

unless regulatory price limits adjust.  

 

Source: https://www.nao.org.uk/wp-

content/uploads/2014/07/The-economic-regulation-of-the-

water-sector.pdf 
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APPENDIX 2 

COMPARISON TO NAO REPORT 

FINDINGS 



 

We have summarised below the reasons for the differences between actual tax and allowed tax as at PR09 as noted in the 

NAO Report and compared this to our findings. 
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Total Reduction in 
Corporation Tax 

National Audit Office 
Report  

£410m   

A&M Findings 

£211m 

Total Unpaid Group Relief
  

£480m   £480m 

Total One off Accounting 
Adjustments 

£320m   £293m 



APPENDIX 3 

REGULATED WATER AND 

WASTEWATER SERVICES INDUSTRY 

LIST OF COMPANIES 



 

1. Affinity Water Limited 

2. Anglian Water Services Limited 

3. Bournemouth Water 

4. Bristol Water plc 

5. Dee Valley Water Plc 

6. Dŵr Cymru Cyfyngedig  

7. Northumbrian Water Limited 

8. Portsmouth Water Limited 

9. Severn Trent Water Limited 

10. South East Water Limited 

11. South Staffordshire Water plc 

12. South West Water Limited 

13. Southern Water Services Limited 

14. Sutton and East Surrey Water plc 

15. Thames Water Utilities Limited 

16. United Utilities Water Limited 

17. Wessex Water Services Limited 

18. Yorkshire Water Services Limited 
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