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Abstract

FINANCIAL RESILIENCE AND 
REGULATION IN THE ENGLISH 
AND WELSH WATER SECTOR: 
LESSONS FOR EUROPE.
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The crisis of the English water sector, culminating in the Thames Water case, has brought to the forefront of the international 
debate the issue of financial resilience in water utilities and the effectiveness of regulatory models. The report of the 
Independent Water Commission chaired by Sir John Cunliffe highlights deep structural weaknesses: excessive leverage, 
aggressive financial engineering, institutional fragmentation, inefficiencies in environmental enforcement, and a regulatory 
framework not always capable of preventing risky financial trajectories. The paper reconstructs the evolution of England and 
Wales regulation in recent years with regard to financial resilience—from the permissive pre‑2020 model, to the Gearing 
Outperformance Sharing Mechanism introduced in PR19, up to the new PR24 paradigm based on stringent investment‑grade 
rating requirements and a reduction in notional gearing—and analyses its effects on the sector’s investment capacity. This 
experience offers valuable insights for Europe, where the water sector is called upon to meet substantial infrastructure 
needs, strengthen the financial solidity of operators, and ensure a balanced relationship between regulatory incentives, 
investment sustainability, and consumer protection. Understanding the England and Wales dynamics makes it possible to 
anticipate similar risks and assess the effectiveness of economic‑financial regulatory tools. The English case thus becomes 
a useful laboratory for guiding future choices in the European regulatory system and for reinforcing the resilience of the 
national water service.
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THE REPORT OF THE COMMISSION CHAIRED BY SIR JOHN
CUNLIFFES

TheThe establishment

of the Independent

Water Commission

to analyse the

water sector

crisis of the English water sector, culminating in the Thames Water case, led in 2024 to the

establishment of the Independent Water Commission (IWC), chaired by Sir John Cunliffe. The

Commission’s mandate was broad: to analyse the deep-rooted causes of the financial and ope-

rational deterioration of water companies, assess the effectiveness of the regulatory framework,

and propose structural reforms. The final report, published in July 2025,1 represents one of the

most severe assessments ever conducted on the English water sector.

The Commission had already outlined some preliminary recommendations in its interim report

(published on 3 June 2025),2 aimed at renewing the country’s water sector and restoring public

trust in water utilities and oversight bodies after the series of critical issues that have characterised

the sector in recent years.

InThe main

shortcomings

identified by the

survey

the survey carried out by the Commission, operators highlighted:

1. the growing complexity of the tariff methodologies defined by the regulator Ofwat, with

significant time and financial resources required to prepare regulatory documentation;

2. the limited representativeness of the econometric and benchmarking models developed

by the regulator, which fail to account for contingent situations and the specific characteri-

stics of individual operators, thereby generating the risk of a “doom loop”, in which poorly

performing companies are destined to receive fewer resources;

3. the excessive duration of enforcement activities and the high uncertainty of their outcomes,

increasing risk and earnings volatility for operators.

Other stakeholders pointed out that some companies have accumulated high levels of debt and

have engaged in complex financial engineering since the early 2000s. Concerns were also raised

about the high levels of dividends and executive compensation, which do not necessarily reflect

a corresponding improvement in company performance.

WithEnglish water

utilities tend to

operate with

gearing levels well

above regulatory

benchmarks

regard to the weak financial resilience of certain operators, it is well known that English

water utilities have tended to increase the weight of debt within their overall capital structure,

reaching gearing levels well above the notional values defined by Ofwat. The actual gearing of

Thames Water, for example, exceeded the regulatory benchmark3 by more than 20 percentage

points (see Figure 1)4.

1 https://assets.publishing.service.gov.uk/media/687dfcc4312ee8a5f0806be6/Independent_Water_Commission_-
_Final_Report_-_21_July.pdf.

2 Independent Water Commission: interim report.
3 The notional gearing applicable during PR19 was set at 60%, while under PR24 it was reduced to 55%.
4 It is noteworthy that companies controlled by a publicly listed holding exhibit less exposed financial structures. Severn
Trent, United Utilities and South West Water all show gearing levels below the sector average. The market discipline
exerted by shareholders and financial analysts, combined with the greater transparency required by reporting obli-
gations, reduces the scope for aggressive financial‑engineering strategies and encourages more conservative capital
structures. In this sense, stock‑market listing acts as a self‑disciplining mechanism on leverage, helping to explain why
listed holdings display more prudent gearing profiles compared with the average of the English water sector. This
result is consistent with the academic literature. See Rajan, R.G. & Zingales, L. (1995). What Do We Know About Capital
Structure? Some Evidence from International Data. Journal of Finance, 50(5), 1421–1460.
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OnPerformance

affected by

cumbersome

inspection

procedures

the environmental regulation front—specifically regarding wastewater collection and treat-

ment—the Commission’s investigation revealed that the poor performance of certain companies

is also attributable to cumbersome and inefficient inspection procedures carried out by the com-

petent agency. These procedures have been further weakened by significant budget cuts, which

have deprived the agency of the resources needed to fulfil its institutional duties.

MoreLow confidence in

consumer

protection

measures

broadly, the level of trust expressed by stakeholders in the regulatory framework, as captu-

red by the Commission’s survey of more than 50,000 respondents, is stark: 93% declared having

“low” or “very low” confidence in the actions that might be taken to ensure effective consumer

protection.

FromIWC proposals of

interest to other

European countries

this starting point, the final report issued by the Commission chaired by Sir John Cunliffe sets

out several recommendations, some of which are particularly relevant for stimulating a broader

debate in other European countries as well.

One recommendation—aligned with developments already underway in several European coun-

tries —is the introduction of multi‑level governance, through the creation of nine independent

regional water authorities responsible for planning investment needs and setting priorities. This

would help bridge the gap between the central regulator and local territories, reducing the

difficulty of analysing area‑specific challenges.
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AnotherThe creation of a

single regulatory

authority with

economic and

environmental

competences

key recommendation concerns the creation of a single regulatory authority with both

economic and environmental competences, thereby overcoming the current fragmentation among

multiple bodies (the Environment Agency, Natural Resources Wales, the Drinking Water Inspec-

torate, and Ofwat). A unified institution—potentially also entrusted with planning responsibili-

ties—would generate significant synergies and provide government with a single, authoritative

interlocutor for the water sector.

Among the recommendations related to economic regulation, several points may offer useful

insights for potential reforms in Europe as well.

RegardingEnhancing the

customer

satisfaction

incentive

mechanism and

regulating dividend

distribution

policies

users, the Commission recommends strengthening the customer satisfaction incentive

mechanism (the so‑called C‑Mex), so that it can genuinely improve users’ perception of service

quality—an improvement that has not yet materialised. The Commission also supports Ofwa-

t’s recent actions to regulate dividend distribution policies, linking them to actual performan-

ce improvements and greater managerial efficiency, and complementing them with corporate

governance rules and measures to monitor ownership changes and decisions taken by parent

companies.

OnMinimum

capitalisation

requirements and

monitoring of

financial resilience

the financial regulation front—historically overshadowed by cost‑recovery and economic con-

siderations—the Commission proposes granting special powers to the new regulatory entity to

define minimum capitalisation requirements for utilities and monitor their financial resilience,

with the aim of preventing further crises. In fact, Ofwat was among the first regulators to in-

troduce specific tools to mitigate financial risks associated with rising leverage and the resulting

credit‑rating downgrades issued by rating agencies.

For these reasons, it is useful to briefly retrace in this paper the main steps taken by Ofwat

to strengthen financial resilience, as these developments may offer valuable lessons for other

European regulators seeking to calibrate their own actions in light of the English water sector

experience.

THE INTERVENTIONS INTRODUCED INTHE 2019 PRICE REVIEW

UpUp to AMP6, Ofwat

addressed financial

resilience only

indirectly

to the sixth regulatory period (AMP 6), Ofwat addressed financial resilience only indirectly.

The regulatory model assumed that water companies would maintain an investment grade ra-

ting, but no specific tools existed to monitor or correct risky financial structures. The WACC was

calculated on the basis of a notional capital structure, while the actual leverage of companies

was left to managerial discretion, allowing operators to deviate significantly from the regulator’s

assumptions.

During this phase, the sector progressively increased its indebtedness, driven by low interest

rates, the high predictability of regulated cash flows, and the absence of regulatory constraints

on leverage. The result was a widening gap between regulatory gearing and actual gearing,

with some companies consistently exceeding 70% leverage in order to boost profitability.

ItA regulated

company has

multiple levers to

maximise

profitability

is widely acknowledged that a regulated company has multiple levers to maximise profitability,

many of which stem from the incentive schemes defined by the regulator and from managerial

ability to act on specific performance drivers, such as improving operational efficiency, achie-

ving service quality targets linked to reward mechanisms, tax strategies, and, finally, financial

management.
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ThisProfitability

enhancement

through financial

leverage

last driver affects profitability through financial leverage (gearing), increasing (or decrea-

sing) net profitability (ROE), all else being equal, when there is a positive spread between the

return on invested capital (ROI) and the cost of debt (Cd). At the same time, financial mana-

gement influences the cost structure and, consequently, margins through financial charges and

their varying incidence depending on the mix of funding sources compared with the notional

cost of debt defined by the regulator.

The increase in return on equity generated by the leverage effect is represented by the following

formula:5

ROE = [ROI +(ROI - Cd%) x D/E]x (1-t) (1)

where:

ROE = net profit/equity

ROI = operating gross profit/total asset

D = debt

E = equity

Cd% = cost of debt/debt *100

t = tax rate.

The formula can also be expressed as follows, introducing the variable “g”, defined as the ratio

between debt and the total amount of financing sources:

ROE = [ROI + (ROI - Cd%) x g/(1-g)]x (1-t) (2)

In regulated sectors, as noted, the regulator applies a predetermined rate of return to define

the portion of allowed revenues. The positive difference between the actual leverage ratio (g’)

and the notional leverage ratio (g), used to calculate the regulatory rate of return, generates a

positive impact on operating profitability when Re > Cd. Since the notional return on equity

(Re) is always higher than the cost of debt (Cd), due to the risk premium recognised on equity,

regulated companies have a constant incentive to finance investments through debt.

ToWith PR19, Ofwat

introduced the

Gearing

Outperformance

Sharing Mechanism

(GOSM)

break the downward spiral generated by excessive reliance on financial leverage, Ofwat aban-

doned its previous “hands off” approach in PR19. Criticising the sector’s overuse of leverage, the

regulator introduced the Gearing Outperformance Sharing Mechanism (GOSM) with the aim

of strengthening operators’ financial resilience.

The GOSM is a mechanism through which the benefits arising from excessive leverage are shared

with customers, with the explicit objective of limiting shareholder gains derived from overly risky

capital structures and protecting consumers from the costs associated with liquidity crises and

operator failure. The benefit is calculated according to the scheme illustrated in Figure 2, with a

trigger activated when actual gearing reaches 74% in the first two years of the regulatory period,

followed by a gradual annual reduction.

5 The following formula, commonly presented in financial statement analysis textbooks, was developed by Modigliani
and Miller and corresponds to the second proposition of their well known theorem. For a correction of the second
proposition that accounts for the impact of taxation, see the following contribution: Modigliani, F. & Miller, M.H.
(1963). Corporate Income Taxes and the Cost of Capital: A Correction. American Economic Review, 53(3), 433–443.
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The value of the benefit is calculated by applying formula (3), which captures the deviation bet-

ween actual gearing and the reference value—set at a threshold above the notional level—while

also accounting for the differential between the notional return on equity and the actual cost of

debt. In practice, each additional percentage point of actual gearing generates a margin for the

operator precisely equal to this differential, which reflects not only the effect of leverage itself

but also the impact of any efficiency enhancing actions undertaken by the company to reduce its

cost of debt.

(Gearing-Reference Point)×SharingRate×(Notional Nominal Cost of Equity-Actual Cost of Debt)×

Closing Nominal RCV (3)

Within the PR19 Final Determinations,6 Ofwat significantly strengthened its approach to financial

resilience, stating that long‑term financial sustainability is primarly the responsibility of company

6 Ofwat (2019a). PR19 Final Determinations.
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management. The Authority required companies to demonstrate that they had a financial struc-

ture capable of withstanding adverse shocks, through stress tests on liquidity, financial leverage,

interest rates, operational performance, and potential credit‑rating downgrades. In this context,

Ofwat adopted a solid investment‑grade rating (around Baa1/BBB+) as a reference point, making

clear that any deterioration resulting from aggressive leverage choices could not be passed on

to customers through a higher WACC.

CompaniesPR19 encouraged

more prudent

dividend

distribution

with high gearing were therefore encouraged to present credible plans for strengthe-

ning their capital base and reducing risk, accompanied by stricter discipline in dividend policy.

PR19 explicitly introduced the expectation of more prudent dividend‑distribution policies, ali-

gned with financial resilience, requiring companies with higher risk profiles to limit or reduce

dividends until adequate levels of financial solidity were restored. This approach aims to reali-

gn incentives and responsibilities, ensuring that shareholder remuneration is conditional on the

company’s ability to maintain a stable rating and a financial structure compatible with consumer

protection. A similar logic applies to executive remuneration policies.7

In conclusion, although no automatic sanction was envisaged, the loss of investment‑grade status

under PR19 could trigger formal interventions by Ofwat, such as requests for recovery plans,

negative assessments in annual resilience reports, and increased public and political scrutiny.

The impact of PR19 on the Thames Water case.

Within the PR19 framework, the emphasis placed byOfwat on financial resilience, onmain-

taining an investment grade rating, and on the responsibility of shareholders in supporting

risky financial structures had a direct impact on the position of Thames Water. The com-

pany exhibited particularly high leverage levels, weak operational performance, and a risk

profile that brought it close to the threshold of losing its investment grade rating—a con-

dition which, under PR19, would not have resulted in any tariff recognition but would in-

stead have triggered enhanced scrutiny and stringent expectations regarding governance,

dividends, and capital strengthening.

In this context, the request for a capital injection of around £500 million emerged as a ne-

cessary response to demonstrate the company’s ability to restore a sustainable financial

structure aligned with regulatory expectations. However, this request was only partially

met: shareholders showed reluctance to provide new capital in the required amounts, re-

flecting both uncertainty about the company’s future profitability and the increasing regu-

latory pressure that limited the possibility of extracting value through dividends. The fai-

lure to fully recapitalise the company contributed to keeping Thames Water in a condition

of persistent financial fragility, highlighting how PR19 made it more difficult for highly le-

veraged firms to avoid substantial equity interventions—without, however, guaranteeing

that such interventions would actually be carried out.

7 “In the application of their dividend policies we expect companies to be clear about how dividends declared or paid
take account of all relevant factors and the delivery of companies’ obligations and commitments to customers and
other stakeholders. For performance-related executive pay, we look to companies and their remuneration committees
to ensure performance targets are substantially linked to stretching delivery for customers, and that these targets are
rigorously applied.” Ofwat (2019a). PR19 Final Determinations See also Ofwat (2019b). Board leadership, transparency
and governance – principles.
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THE APPEAL TO PR19.

DuringThe CMA ordered

the disapplication

of the GOSM in the

price

redeterminations

the PR19 redetermination process, the Competition and Markets Authority (CMA) dee-

med it necessary to disapply the GOSM introduced by Ofwat, considering it inconsistent with the

economic and regulatory principles that should guide the determination of the allowed return.

According to the CMA, the GOSM introduced an automatic penalty mechanism for companies

with high levels of financial leverage, imposing a reduction in regulated revenues whenever gea-

ring exceeded certain thresholds. Although motivated by the objective of strengthening the

sector’s financial resilience, this approach was considered by the CMA to be excessively interven-

tionist and potentially distortive, as it interfered with capital structure decisions that, under an

incentive based regulatory regime, should remain the responsibility of shareholders.

The CMA also noted that the GOSM risked overlapping with other tools already present in the

regulatory framework—such as the requirement to maintain an investment grade rating and the

discipline imposed by financial markets—without providing proportionate additional benefits.

Finally, the CMA found that the mechanism was not supported by sufficient empirical evidence

regarding its effectiveness in improving financial resilience, and that it could generate undesirable

incentives, such as the temporary reduction of leverage in the short term or the limitation of

necessary investments.

For these reasons, the CMA concluded that the GOSM was not justified and ordered its disap-

plication in the redeterminations, reaffirming the principle that the risks arising from financial

structure choices must fall on investors and should not be managed through automatic tariff

adjustments.

PR24: A NEW PARADIGM FOR FINANCIAL RESILIENCE

InAn independent

analysis proposed a

methodological

revision of the

treatment of

gearing

December 2021, a few months after the CMA’s decision on PR19, Ofwat commissioned an

independent analysis by Robin Mason and Stephen Wright,8 aimed at reopening the debate on

gearing, financial resilience, and the treatment of the cost of capital in regulated sectors. The

report, conceived as an external technical contribution, highlighted two central issues: on the

one hand, the risk that highly leveraged financial structures generate negative externalities, with

potential social costs in the event of stress or failure; on the other hand, the inconsistencies of

the standard regulatory method for unlevering and relevering betas, which can produce a WACC

that increases with gearing, in contrast with financial theory. The study arrived at a delicate mo-

ment: the CMA, in rejecting the GOSM and downplaying Ofwat’s concerns about high corporate

indebtedness, had argued that existing tools were sufficient and that there was no evidence of

harm to consumers. Mason and Wright, while acknowledging the CMA’s position, proposed a

more structured interpretation of financial risk and a methodological revision of how gearing is

treated. The report thus became a critical element in the post PR19 reflection, offering Ofwat a

more solid economic basis for rethinking its control tools and its approach to WACC.

More specifically, the report notes that maintaining an investment grade rating is essential for

the sector, and that a downgrade can trigger cascading effects such as an increase in the cost

of debt, a reduction in investment capacity, and a heightened risk of insolvency. Ratings and

resilience are therefore closely linked. Gearing, in turn, is negatively associated with both credit

ratings and financial resilience.The report recommends that the notional capital structure used

to calculate the WACC be consistent with a stable investment grade rating, and that the notional

8 Mason, R. & Wright, S. (2021). A report on financial resilience, gearing and price control Report prepared for Ofwat.
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gearing level be chosen so that a hypothetical company can withstand stress tests without losing

its rating.

This analysis laid the groundwork for the regulatory intervention outlined in PR24, which moves

precisely in this direction.

PR24PR24 moves in the

direction of the

proposals outlined

in the independent

analysis

also introduces an automatic cash lock-up mechanism if a company’s rating falls below

investment grade status, with restrictions on certain payments, including dividend distribution.

It also requires companies with high leverage to prepare financial resilience plans and mandates

closermonitoring of credit metrics throughout the regulatory period. Notional gearing is reduced

to 55%, but penalty mechanisms linked to threshold values of this indicator (similar to the GOSM

model) are abandoned, despite having been suggested in the Mason & Wright report.

SOME DRAWBACKS OF THE PR 24

InCritical issues

emerging from the

PR24 consultation

on the gearing

threshold

response to the PR24 consultations, several observations were submitted by operators regar-

ding the potential criticalities of the regulatory mechanism, which had already been criticised a

few years earlier by the CMA. Economic Insight prepared a report on behalf of SouthernWater,9 in

which—while acknowledging the limitations of the assumptions underlying the Modigliani–Mil-

ler model (perfect competition, absence of information asymmetry, absence of bankruptcy costs,

absence of taxes)—it emphasised the need to define efficient financial structures solely through

detailed empirical analysis. With regard to the initially consulted 70% threshold, on which Ofwat

intended to apply penalty mechanisms and restrictions on dividend payments in the event of

exceedance, the Economic Insight study challenged its robustness, based on empirical eviden-

ce showing that efficient financial structures for UK water companies may involve gearing levels

ranging between 58% and 70%, depending on company characteristics (including age, size, and

profitability). Ofwat’s intention to set a threshold within this range would have discouraged the

development of efficient financial structures and jeopardised the delivery of planned investments.

Although the penalty basedmechanismwas ultimately not included in the Final Determinations,10

the notional gearing defined in PR24 is, as noted, well below the consulted 70% threshold. This

choice forces utilities to adopt low risk financial structures, but only on paper. The sector’s sub-

stantial investment needs—amounting to approximately £116 billion in equity out of a total of

£250 billion to be invested by 2050—would have to be financed under a notional gearing of

55%. An Oxera simulation shows that such a scenario would make water companies unattractive

to shareholders and, more generally, to providers of risk capital, since the rebalancing of finan-

cing sources required by the regulation would generate positive cash flows for these investors

only starting from AMP10.11. In summary, the reduction in gearing, combined with high finan-

cing needs, leads to a maximisation of self financing in addition to the required recapitalisations.

This, in turn, results in negative cash flows for shareholders for at least ten years and significantly

extended payback periods.

9 Williams, S., Pickard, C. & Frankel, A. (2024). Evaluating the Case for a Gearing Incentive Mechanism: A Report for
Southern Water. London: Economic Insight.

10 Op. cit.
11 Oxera, 2025. Investability and financiability in PR24 Prepared for Anglian water.
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SOME CONSIDERATIONS IN LIGHT OF THE ENGLAND AND
WALES CASE HISTORY

TheThe regulatory

pathway on

financial resilience:

from a permissive

model to an

extremely prudent

one

evolution of financial regulation in the English water sector shows a transition from a per-

missive model (pre 2020), to a corrective model with penalties for exceeding specific leverage

thresholds (PR19), and finally to a framework centred on investment grade rating logic and ex-

tremely prudent gearing assumptions (PR24). While an intervention on financial resilience was

already necessary starting from AMP7, the decision to set a notional gearing for AMP8 that is si-

gnificantly lower than the levels observed across companies regulated by Ofwat—justified by the

need to maintain a BBB+ or Baa1 rating—risks reproducing situations similar to that described in

Box 1 for Thames Water, with increasingly frequent difficulties for shareholders in recapitalising

companies.

The limitations of this approach lie primarily in the lack of empirical evidence used by the regulator

to justify the choice of a gearing value well below the sector average. Moreover, the association

between this value and the notional company with an investment grade rating risks inducing ra-

ting agencies themselves to maintain a prudential stance, aligning their assessments with Ofwat’s

evaluations and assigning lower ratings to companies that deviate from the reference value.

InThe risk of

hindering

investment

implementation

light of the risk of stalling investment delivery in the coming years, as outlined in the afore-

mentioned Oxera study, one may wonder whether the non application of the GOSM—following

the CMA’s intervention—was a missed opportunity, at least to assess the effectiveness of such

a mechanism. Its operation at threshold values well above 55%, and the absence of strict links

between notional gearing and rating, might have allowed companies to continue using financial

leverage while still passing the associated economic benefits on to customers. Finally, valuing

these benefits according to less punitive criteria for operators—for example, avoiding the use of

the differential between notional Re and actual Cd—might have preserved some incentive for

companies to continue implementing actions aimed at reducing the cost of debt.

It will be interesting to analyse, once available, the contents of the tariff redetermination that

the CMA will carry out for those operators that have appealed PR24, also contesting the aspects

related to financial resilience: an issue for which no clear balance has yet been found between

the objectives of regulation—protecting the sector from solvency crises and failures—and the

needs of operators, who must deliver challenging investment plans requiring adequate financial

structures.

InThe UK

Government has

embraced the

proposal to reform

the water

governance system

the meantime, the UK Government has recently published a White Paper12 that incorpora-

tes many of the proposals highlighted by the Cunliffe Commission, integrating them into the

government’s agenda. The document acknowledges that institutional fragmentation and insuf-

ficient supervisory capacity have contributed to tolerating levels of indebtedness and financial

engineering incompatible with the infrastructural nature of the service. The proposal for a new

single regulator, endowed with integrated powers over economic, environmental, and financial

performance, represents one of the key measures in the document, aiming to rebuild a regulatory

framework capable of preventing risky financial trajectories and ensuring a systemic vision.

In conclusion, the regulatory context in England and Wales may be subject to reforms that go

beyond the sole issue of financial resilience, potentially reshaping the broader system of water

governance.

12 Department for Environment, Food & Rural Affairs. (2026). A new vision for water (CP 1940). UK Government.
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