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8 January 2019 

Dear Sir/ Madam 

Response to Ofwat consultation on strengthening the regulatory ring-fencing 
framework 

Tideway welcomes the chance to respond to Ofwat's "Consultation on strengthening the regulatory 
ring-fencing framework". We understand, and welcome, Ofwat's intention to address the issues 
listed in the introduction to the consultation. The thoughts included in this letter and our detailed 
response are aimed at supporting Ofwat in evolving the regime to meet these challenges and in 
doing so create a set of proposals that are proportionate, targeted and effective. 

Based on our discussions with Ofwat, we understand clearly that it does not propose to include the 
proposed licence amendments in our licence at this stage. The appropriateness of any of the 
proposals to Tideway, given its unique circumstances, would be captured in on-going discussions 
between us. Nevertheless, we thought that it would be helpful to provide a response covering both 
points of general relevance to the industry and Tideway specific issues. ln particular, we have 
strong reservations on three points raised: 

• Question 1: we do not believe it appropriate for companies' licences to state that they 
"must" maintain investment grade credit ratings, rather than use reasonable endeavours to 
do so. Credit ratings are provided by third party agencies over whom companies have 
neither control nor influence. lt is therefore inappropriate for there to be a certain 
compliance obligation in the licence. However, even if Ofwat imposes this requirement for 
the rest of the industry, we believe that there are important reasons why it is inappropriate 
to do so for Tideway; 

• Question 6: in Tideway's case, including a requirement to report material issues seems 
superfluous given the very significant reporting requirements that already exist (for 
example, through the Liaison Agreement). ln addition, there is likely to be significant 
uncertainty about what is material; and 

• Question 7: the provisions for notification in the event of a change of control seem vague 
and therefore liable to misinterpretation. 

We explain our reasoning further in Annex One to this note. 

Yours faithfully 

Matt Parr 
Head of Strategy and Regulation 



Annex One: Detailed responses to Questions 1, 6 and 7 

Question 1: Investment Grade Credit Rating requirement 

Previous response (June 2018) 

ln our response to the TWUL change of control consultation in June, we stated that we considered 
that a requirement to maintain an investment grade credit rating, as opposed to using all 
reasonable endeavours to do so, was unnecessary, because: 

• strong incentives already exist on companies to maintain an investment grade credit rating, 
in particular the requirement to preserve access to capital markets at a reasonable cost. 
The stronger requirement therefore does not add significantly to the strength of protection 
of Appointees' financial viability. However, it does increase significantly the risk which 
companies may face, as ratings are provided by third party agencies and are subject to 
factors beyond their control; 

• it was not clear what purpose a stronger requirement would serve; and 
• if, in practice, it was ever triggered, it was likely to be during extreme financial stress, 

caused by external market or financial industry factors, thus exacerbating the situation, 
rather than alleviating it. lt was unclear what, if any, benefit this enhanced provision would 
have under such circumstances. 

Ofwat's November 2018 consultation 

ln its ring-fencing consultation Ofwat argued that a "must" requirement: 

"makes it clear that companies must do all they can to manage their finances to maintain an 
investment grade credit rating, in particular by considering how they might protect 
themselves against events outside of their control". 

Tideway's response 

We focus in turn on: 

• general arguments against a "must" requirement; and 
• reasons why it is inappropriate for Tideway. 

General arguments 

We consider that Ofwat's argument in its November 2018 document concerning companies' 
preparation for events outside their control is already covered by the "all reasonable endeavours" 
requirement. That is, using "all reasonable endeavours" includes "considering how they might 
protect themselves against events outside of their control". We would welcome clarity from Ofwat 
as to the conclusions of any legal advice it has received on the issue. 

Ofwat states that a "must" requirement would make it clearer if a breach had occurred. This is 
true, but irrelevant, if the appropriate regulatory outcome is that companies try their best, and are 
not unduly penalised for changes in the wider economy or in rating agencies' methodologies 
beyond their control. 

Ofwat then argues that a "must" requirement would enable it to concentrate investigations on 
remedial action, rather than on investigating whether or not a company had used reasonable 
endeavours. This also seems mistaken, since it could propose remedial action in any case and 
Ofwat would need in any event to consider the companies' mitigations both prior to and after the 
event to inform any regulatory sanctions. 



Finally, Ofwat states that it could include consideration of the impact from wider circumstances in 
any action that it implements in the case of a breach of the provision. This is true, and we would 
hope that Ofwat would always act according to this principle in the case of a licence breach. 
However, it is unlikely to sufficiently address our concerns in this area for the following reasons: 

• financial markets can move very quickly. If a company loses its investment grade credit 
rating as a result of wider changes in the economy or in rating agency methodologies, days 
or even hours are likely to be critical to the resolution of the problem. A regulatory 
investigation would undoubtedly take months to conclude. lt would therefore be a major 
aggravating factor, even if it ultimately results in no action against the company; and 

• differentiating between reasons for the loss of an investment grade credit rating is unlikely 
to be an exact science. Ofwat may find it difficult to be able to apportion blame in such 
circumstances with any degree of certainty. 

ln addition to the current provisions in Condition K of the licence of all reasonable endeavours, the 
loss of an investment grade credit rating can also constitute a Trigger Event under the Common 
Terms Agreement (CTA). ln this instance, distributions are suspended, and Tideway must prepare 
a remedial plan to be discussed with and approved by, amongst others, Ofwat. This provides the 
intended framework for a regulatory investigation to take place. This feels like a fair balance of risk 
and remedy for this situation. 

A "must" requirement has higher risk consequences for Tideway and other similarly structured 
companies. The loss of an investment grade credit rating on a more stringent test will constitute an 
immediate breach of the licence in wider circumstances than breach of an all reasonable 
endeavours obligation. If this would be reasonably likely to have a material adverse effect (and it is 
difficult to argue against), and if capable of remedy is not remedied within 20 business days, it will 
be a Loan Event of Default under the CT A. Unless Ofwat waives the licence breach within 20 
business days, the event of default would set in motion a lengthy process with an uncertain 
outcome with Tideway's secured creditors. This cannot be the intended consequences of Ofwat's 
"must" requirement, particularly if the loss of credit rating is not caused by Tideway. 

If the event of default is not cured or waived, a 180-day standstill period would commence, during 
which debt investors have no obligation to fund existing obligations and no new debt can be raised. 
At the end of the standstill period, or earlier if instructed by the secured creditors, the security 
trustee will commence enforcement proceedings and/or consent to any distress disposal and/or 
accelerate all secured liabilities. 

Tideway has several classes of secured creditors including the Sos, EIB, banks and bond 
investors. At a time when the company would be experiencing difficult times leading up to the 
credit downgrade, it is unpredictable how these different classes of debt holders may behave. For 
example, a large number of our bond holders are institutional investors that are restricted from 
investing in non-investment grade debt. The loss of the investment grade credit rating may lead to 
quick sales, potentially to investors that may not have a long-term view of Tideway, the project, 
sector or the regulatory context. 

For these reasons, therefore, we consider that the proposed change to a "must" requirement would 
not provide any benefits and could have considerable cost undermining project delivery. 

Tideway-specific arguments 

Even if a "must" requirement is appropriate for other appointees, we believe that Tideway's specific 
characteristics mean that it would not be appropriate to include it in our licence, at this stage: 



• until System Acceptance, Tideway is a construction delivery company, rather than a water 
utility. This means that it could be affected by changes in sentiment affecting the 
construction industry, as well as those that affect the water sector. Construction is a riskier 
sector than water, and therefore maintaining an investment grade rating could be much 
more difficult for Tideway than for other companies that Ofwat regulates. 

• Tideway is functioning with "locked box" revenue control until 2030. lt therefore operates 
on a different model from the rest of the industry on the basis of agreed parameters. These 
arrangements were agreed by Ofwat and the Government to support a procurement 
process to ensure certainty for bidders. This certainty supported our investors' bid weighted 
average cost of capital. 

• Tideway faces unique challenges in managing its credit ratings as it is a unique company. 
To reflect Tideway's circumstances, the approach that the rating agencies have taken to 
the company has been bespoke. As already mentioned to Ofwat, it is not clear at all how 
Tideway's ratings will respond to circumstances. Other companies which Ofwat regulates 
have clearer precedents in this area. Their credit ratings seem to be driven by capital 
structure and financial metrics, which allows companies to address rating issues through 
adjustments to their capital structure or business plans. lt is clear that Tideway's rating is 
not driven in the same way. Both Moodys and Fitch have stated that Tideway will not be 
considered for an upgrade during construction irrespective of the strength of its financial 
ratios (as shown by the absence of upgrades despite the significant recent strengthening of 
interest cover ratios) while Fitch also reference 'limited visibility of the future regulatory 
environment'. As such, it is not clear how, or whether, Tideway could address a rating 
downgrade. 

While supporting Ofwat's overall aims for balance in the sector we see significant challenges with 
these specific proposals for Tideway. We consider that any change would import greater risks to 
Tideway during the construction period and so on that basis it could be appropriate to revisit this 
issue but not until after System Acceptance. 

Question 6: Material issues requirement 

Previous response (June 2018) 

ln our response to the TWUL change of control consultation in June, we noted that Conditions K 
and M of Tideway's licence already contain provisions to provide information under certain 
circumstances (in particular if Tideway is in financial distress). These seemed appropriate. We 
were not aware of any recent situation when these provisions had been inadequate, or of any 
future situation where this was likely to be the case. If Ofwat could provide a reasonable example 
of such a scenario, however, we would consider supporting such a change. 

Ofwat's November 2018 consultation 

Currently, some companies' licences include a requirement for the Board of the Appointee to 
inform Ofwat as soon as possible when they become aware of any circumstance that may 
materially affect the Appointee's ability to carry out its regulated activities. Ofwat is proposing to 
introduce this condition into the licence of all companies. 

Tideway's response 

We believe that due to the specific situation of Tideway it will not be necessary to include this 
requirement in Tideway's licence. As a party to the Liaison Agreement, Ofwat already has access 
to considerably more detailed information than would probably be covered by this requirement. As 
we are not aware of any similar arrangements between Ofwat and other companies, we believe 
that we can legitimately assert that this requirement is unnecessary for Tideway. 



ln general terms, we accept that Ofwat wishes to be kept informed of events which may 
significantly affect the Appointees' abilities to discharging their functions. However, we are 
concerned that the requirement to do so is exceptionally vague. lt will be extremely difficult for the 
Board of an Appointee to work out whether some events are material or not and it may only 
become apparent with hindsight that they were. We would welcome Ofwat's list of issues which it 
considers are likely to be material. However, requiring companies to "use their own judgement" is 
imprecise. The Better Regulation principles say that regulations should be specific, measurable 
and targeted. We do not believe that the proposal meets these aims. Indeed, there seems to be 
an inconsistency between Ofwat's argument that changing from "reasonable endeavours" to "must" 
in the credit rating requirement is required for greater clarity, while Ofwat is imposing a lower level 
of clarity here. Accordingly, we would believe that Ofwat should either provide greater clarity in this 
area or drop the proposal. 

Question 7: Change of control notification 

Previous response (June 2018) 

ln our previous response, we accepted that Ofwat wishes to know about the identity of the Ultimate 
Controllers of water companies, which were key elements of UK infrastructure, and provide vital 
services to millions of customers. However, we considered that the proposals contained in the 
consultation may raise practical problems, such as: 

• the definition of "control" and "Ultimate Controller'' was vague. This could create 
uncertainty in deciding whether a given change in ownership triggers the notification 
requirements; 

• it was unclear whether Ofwat expects shareholders to self-certify as ultimate controllers, or 
whether it is for Appointee companies to make this determination in the first instance, or if 
Ofwat would determine this ex-post; 

• the requirement to notify when a change of control "takes place or is likely to take place" 
was potentially vague; 

• it was unclear at what stage the Appointee will become aware that a change in ownership is 
contemplated. Clearly, the Appointee cannot notify Ofwat of a likely change in control 
before it is aware of the possibility. However, a licence can only place obligations on the 
Appointee, not on its future shareholders; 

• Ofwat was effectively inserting itself as an insider into many financial transactions, with the 
legal and other responsibilities involved with such a status; and 

• the requirements outlined could cause difficulties with the timescale of a financial 
transaction, which can move very quickly. 

More generally, we would find it helpful if Ofwat were to provide more information on the scale or 
extent of the current problem. This might inform how best, through consultation and engagement 
with stakeholders, to take these issues forward. lt might also be helpful to test the proposals in 
different scenarios. 

Ofwat's November 2018 consultation 

Ofwat inserted the following provisions into Thames Water's licence: 

• A requirement for the Appointee to inform Ofwat when it becomes aware of a change, or an 
upcoming likely change, that might be considered to have led to or may lead to a change to 
the Ultimate Controller of the Appointee; 

• A requirement for the Appointee to inform Ofwat when any person intends to submit a 
merger control filing to the Competition and Markets Authority or the European Commission 
with respect to an actual or potential change of control of the Appointee; 



• An obligation for the Appointee to comply with any direction from Ofwat to enforce an 
Ultimate Controller undertaking. 

Tideway's response 

We repeat our concerns above. We do not consider that Ofwat has provided a sufficient or indeed 
any clear instances of where the current requirements have been inadequate or lacking. The 
requirements are also vague and inconsistent with how financial transactions in practice play out. 


