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Privatisation in 1989

Quinguennial periodic reviews

11 December is “D Day”

Highly indebted private equity-owned

quintet

Water - PR19 looms

» Since their privatisation in 1989, the 10 water companies have faced a periodic
review every five years; it is undertaken by Ofwat, and prescribes customer
prices, along with the investment requirements.

» As part of the ongoing review, PR19, Ofwat will publish its Final Determination
numbers on 11 December 2019; they will apply as from April 2020, although
water companies do have the option to seek a reference to the CMA.

» The three quoted water companies - Severn Trent, South West and United
Utilities - have been fast-tracked, so their numbers are broadly known.

» The other seven are facing tough regulatory scrutiny, with several seriously
considering appealing Ofwat’s Final Determination via the CMA - Southern,
Thames and Anglian are the most likely to do so.

In 1989, the 10 water companies in England and Wales were floated - their shares
were heavily over-subscribed. The water companies in Scotland and Northern Ireland
were not included, and they remain in the public sector to this day.

Every five years (beginning with 1990), the water companies face a periodic pricing
review, which determines the charges that they can levy on their customer base: there
is minimal competition at the retail level.

Ofwat has been working on the current review, PR19, for several years. It will
announce details of the Final Determination Ofwat on 11 December 2019, with the
new pricing formulas applying as from April 2020 and lasting until March 2025.

Few water companies - South West's parent company, Pennon, with its Viridor waste
business, is an exception - have material non-core revenues; the regulatory outcome
is therefore key in determining their finances, their ongoing debt levels and their
capacity to pay dividends.

Of the 10 privatised water companies, five - Anglian, Northumbrian, Southern,
Thames and Yorkshire - are under private equity ownership, while Wessex is owned
by YPL, a Malaysian power company. Dwr Cymru, in Wales, is a not-for-profit
company.

All five water companies in private equity have comparatively high debt levels. With
PR19 set to be far tougher than its predecessors, these companies face major risks to
their long-term financial models.
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The quoted trio

Marked outperformance since 1989 The three quoted companies - Severn Trent, United Utilities and Pennon, the owner
of South West - have prospered since 1989; they have markedly outperformed the
market.

The two graphs below show, respectively, the 10-year share price performances of
Severn Trent and United Utilities - both are FTSE 100 companies.

Severn Trent - quoted share price
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United Utilities - quoted share price
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All three quoted stocks are “fast-trackers”

Dividend cuts post 2019/20?

RCVs crucial for price-setting process

Price adjustments via K factor movements

Sector did badly

For these two water companies and South West, all of which have been accorded “fast-
tracker” status by Ofwat - and therefore a more favourable regulatory settlement -
future dividend payment capacity is crucial.

Over the past five years, Severn Trent and United Utilities have both increased their
annual dividend. In Severn Trent’s case, its 2014/15 payment was 84.9p, while its
2015/16 payment was re-based at 80.7p; by 2018/19, its dividend had risen to 93.4p.
For United Utilities, the figures were 37.7p and 41.28p for 2014/15 and 2018/19,
respectively.

For Severn Trent and United Ultilities, underlying dividend cover for the 2018/19
financial year was 1.4x and 1.3x, respectively. As such, both may be able to avoid a
dividend cut, although they could choose to switch to a lower divided base and pay
higher annual dividend increases subsequently.

Price-setting methodology

Ofwat’s price-setting methodology is based on using the Regulatory Capital Values
(RCVs) for each water company as the denominator in the equation. RCVs rise each
year, based on that year's investment, net of depreciation. Details of the RCVs, as at
March 2019, are set out below.

RCVs (end-March 2019)

£m

Anglian 7,981
Dwr Cymru 5672
Northumbrian 4272
Severn Trent 9,166
Southern 5,035
South West 3,505
Thames 14,274
United Utilities 11,404
Wessex 3,233
Yorkshire 6,687

Source: Ofwat

The numerator is effectively the operating profit - calculated from the rate of return
that Ofwat judges is appropriate - which should accrue from an efficiently-run
regulated water business. Retail price rises/cuts areimputed, via the adjustment of the
K factor, to the projected revenue base.

Test Area Assessments

To differentiate more clearly - and fairly - between the 10 water companies, Ofwat
recently undertook a wide range of Test Area Assessments (TAAs), which examined
key parts of each company’s water and waste-water provision.

Few companies did well in these TAAs. By far the worst performers were Southern
and Thames, both of which received D ratings - the lowest level. In all, nine categories
were assessed by Ofwat.
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Mainly debt-free balance sheets in 1989

Thames's £11bn+ net debt

Sharp cut to Ofwat’s WACC assumption

Ofwat’s “don’t go there” implication

De facto regulatory floor

Sector finances

At flotation in 1989, in the light of the massive backlog of investment, most water
companies were allocated debt-free balance sheets. In the intervening years, net debt
levels have risen very appreciably - and are now more redolent of a traditional utility.

In the case of the five private equity-owned water companies, net debt levels have
increased far more steeply than the sector average - Thames's net debt now exceeds
£11bn.

The graph below, published by Ofwat, shows the gearing levels - as a percentage of
RCV - of all 10 water companies under review, along with those water companies that
were not part of the original privatisation process in 1989.

Gearing levels
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So far, PR19 has been known for its much more robust assumption by Ofwat of the
pivotal Weighted Average Cost of Capital (WACC). Its indicative 2.4% figureis around
athird lower than the comparable figure that Ofwat adopted for the PR14 review.

Not surprisingly, several water companies are very concerned about the very low
WACC figure, although Ofwat would argue that the current yield on 10-year gilts is
among the lowest for many decades.

Indeed, in its TAA, Wessex raised the WACC issue. In its conclusions, Ofwat gave
Wessex a pointed reminder - “there is limited and unconvincing evidence in support
of Wessex’s proposed uplift to the ‘early view’ cost of capital”.

Credit ratings

Overall, with the sector starting out with much higher net debt levels and set to face
far tighter finances than previously, PR19 is crucial - and, inevitably, of major interest
to the credit rating agencies.

For the highly geared companies, however, there will be some comfort in the belief
that, whatever Ofwat throws at them, they must be allowed to retain investment-
grade status with the credit agencies in order to be able to fund their formidable
capital investment programmes. In effect, a regulatory floor is in place.
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Southern and Thames in “significant

scrutiny” group

Draft Determinations (£)

Draft Determinations

In preparation for publishing its Final Determination on 11 December, Ofwat has
recently announced its Draft Determinations for both the designated “fast-trackers”
- the three quoted stocks, Severn Trent, United Utilities and Pennon’s South West -
and for the other water companies, which were designated as either “slow-trackers”
or the small group requiring “significant scrutiny”; Southern and Thames were both
placed in the latter group.

The table below shows Ofwat’s average household price projections for 2024/25,
based on Ofwat’s Draft Determinations and on the actual figures submitted by the
water companies as part of their business plans. All the figures in the table are quoted
inreal terms.

Water company 2019/20 Bill 2024/25 Company Bill 2024/25 Ofwat Bill Cut between 2019/20

and Ofwat Bill
Anglian 421 416 370 -12.1%
Dwr Cymru 439 417 378 -13.9%
Northumbrian 429 337 319 -25.6%
Severn Trent* 343 325 327 -4.7%
Southern 422 392 362 -14.2%
South West* 527 454 450 -14.6%
Thames (ex TTT)** 382 373 344 -9.9%
United Utilities™ 427 382 378 -11.5%
Wessex 457 430 390 -14.7%
Yorkshire 380 379 342 -10.0%

Anglian’s meagre offering

Ofwat'’s 26% cut for Northumbrian

Poor record of concessions from CMA

Three approaches, including TAA

“hornet’s nest”

* Fast-tracked
“*Thames Tideway Tunnel
Source: Ofwat, Nigel Hawkins Associates

It is clear from the above table that several water companies proposed decidedly
modest price reductions, including Anglian, with an offer of just 1.2% in real terms over
the five years; Ofwat’s Draft Determination sought a 12.1% cut. Bridging this gap,
without a CMA referral, will require major backdowns by at least one party, if not both.

The gap between what most water companies - excepting the “fast-trackers” - have
offered and what Ofwat is seeking remains large, especially in the case of
Northumbrian, where Ofwat is seeking a 26% real price cut by 2024/25, over 80% of
which Northumbrian seems ready to accept.

CMA appeals

Given the sizeable gaps discussed above, some water companies are expected to use
their right to appeal Ofwat’s ruling to the CMA - unless Final Determination day on
11 December provides evidence of a substantial softening in Ofwat’s stance.

Given that the record of water companies securing material concessions from the
CMA is not good, any appeal should be carefully analysed by the water company
concerned.

There are probably three approaches that water companies can use whereby they
have a decent chance of getting change from the CMA:

» To argue that the overall deal they have been given by Ofwat is simply
unacceptable - on several counts. Some of the harsh price cuts being proposed by
Ofwat would underpin this viewpoint.
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» To contest Ofwat’s 2.4% WACC assumption. After all, it is around a third lower
than the comparable 3.6% WACC that was used by Ofwat back in 2014. Wessex,
in particular, is known to feel strongly about Ofwat’s aggressive WACC.

» The TAAs may have opened up a “hornet’s nest”, especially given Ofwat’s
somewhat dismissive approach in summarising many complex issues. Company
lawyers will undoubtedly scrutinise the validity of some of these broad-brush
judgments, and may test them before the CMA.
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General election widely expected shortly

Labour’s threat to the water sector

Railtrack precedent

Critical six months

Interesting times for water sector

Itis also pertinent that PR19 is taking place against the background of major political
uncertainty, with a general election widely expected shortly - subject to Parliamentary
approval.

Given the Labour Party’s declared - and unequivocal - policy to establish publicly-
owned regional water authorities, the impact of any general election result is very
relevant to the sector and, more specifically, to its valuation.

While, in our opinion, aresounding Labour Party majority - sufficient to pursue awide-
ranging re-nationalisation policy - is unlikely, discerning investors accept that any
shareholder compensation is likely to be way below current market values. The
controversial Railtrack re-nationalisation settlement could provide a precedent in this
respect.

The next six months will be critical for the water sector. PR19 should be complete by
early next year, subject to any CMA referrals, and its financial implications across
many fronts will become far clearer.

Undoubtedly, the UK’s political system is in considerable disarray, primarily as a result
of the deep divisions caused by Brexit and the Government’s aim, which may or may
not be achievable, to leave the EU on 31 October, either with an acceptable deal or,
more likely, without one.

The water sector is living in interesting times.

About the author
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Disclaimer

Hardman & Co provides professional independent research services and all information used in the publication of this report has been compiled from publicly available
sources that are believed to be reliable. However, no guarantee, warranty or representation, express or implied, can be given by Hardman & Co as to the accuracy,
adequacy or completeness of the information contained in this research and they are not responsible for any errors or omissions or results obtained from use of such
information. Neither Hardman & Co, nor any affiliates, officers, directors or employees accept any liability or responsibility in respect of the information which is subject
to change without notice and may only be correct at the stated date of their issue, except in the case of gross negligence, fraud or wilful misconduct. In no event will
Hardman & Co, its dffiliates or any such parties be liable to you for any direct, special, indirect, consequential, incidental damages or any other damages of any kind even
if Hardman & Co has been advised of the possibility thereof.

This research has been prepared purely for information purposes, and nothing in this report should be construed as an offer, or the solicitation of an offer, to buy or sell
any security, product, service or investment. The research reflects the objective views of the analyst(s) named on the front page and does not constitute investment advice.
However, the companies or legal entities covered in this research may pay us a fixed fee in order for this research to be made available. A full list of companies or legal
entities that have paid us for coverage within the past 12 months can be viewed at http://www.hardmanandco.com/legals/research-disclosures. Hardman may provide
other investment banking services to the companies or legal entities mentioned in this report.

Hardman & Co has a personal dealing policy which restricts staff and consultants’ dealing in shares, bonds or other related instruments of companies or legal entities which
pay Hardman & Co for any services, including research. No Hardman & Co staff, consultants or officers are employed or engaged by the companies or legal entities covered by
this document in any capacity other than through Hardman & Co.

Hardman & Co does not buy or sell shares, either for their own account or for other parties and neither do they undertake investment business. We may provide
investment banking services to corporate clients. Hardman & Co does not make recommendations. Accordingly, they do not publish records of their past
recommendations. Where a Fair Value price is given in a research note, such as a DCF or peer comparison, this is the theoretical result of a study of a range of possible
outcomes, and not a forecast of a likely share price. Hardman & Co may publish further notes on these securities, companies and legal entities but has no scheduled
commitment and may cease to follow these securities, companies and legal entities without notice.

The information provided in this document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or use
would be contrary to law or regulation or which would subject Hardman & Co or its dffiliates to any registration requirement within such jurisdiction or country.

Some or all alternative investments may not be suitable for certain investors. Investments in small and mid-cap corporations and foreign entities are speculative and
involve a high degree of risk. An investor could lose all or a substantial amount of his or her investment. Investments may be leveraged, and performance may be volatile;
they may have high fees and expenses that reduce returns. Securities or legal entities mentioned in this document may not be suitable or appropriate for all investors.
Where this document refers to a particular tax treatment, the tax treatment will depend on each investor’s particular circumstances and may be subject to future change.
Eachinvestor’s particular needs, investment objectives and financial situation were not taken into account in the preparation of this document and the material contained
herein. Each investor must make his or her own independent decisions and obtain their own independent advice regarding any information, projects, securities, tax
treatment or financial instruments mentioned herein. The fact that Hardman & Co has made available through this document various information constitutes neither a
recommendation to enter into a particular transaction nor a representation that any financial instrument is suitable or appropriate for you. Each investor should consider
whether an investment strategy of the purchase or sale of any product or security is appropriate for them in the light of their investment needs, objectives and financial
circumstances.

This document constitutes a ‘financial promotion’ for the purposes of section 21 Financial Services and Markets Act 2000 (United Kingdom) (‘FSMA’) and accordingly
has been approved by Capital Markets Strategy Ltd which is authorised and regulated by the Financial Conduct Authority (FCA).

No part of this document may be reproduced, stored in a retrieval system or transmitted in any form or by any means, mechanical, photocopying, recording or otherwise,
without prior permission from Hardman & Co. By accepting this document, the recipient agrees to be bound by the limitations set out in this notice. This notice shall be
governed and construed in accordance with English law. Hardman Research Ltd, trading as Hardman & Co, is an appointed representative of Capital Markets Strategy
Ltd and is authorised and regulated by the FCA under registration number 60084.3. Hardman Research Ltd is registered at Companies House with number 8256259.

(Disclaimer Version 8 - Effective from August 2018)

Status of Hardman & Co’s research under MiFID Il

Some professional investors, who are subject to the new MiFID Il rules from 3rd January, may be unclear about the status of Hardman & Co research and, specifically,
whether it can be accepted without a commercial arrangement. Hardman & Co’s research is paid for by the companies, legal entities and issuers about which we write
and, as such, falls within the scope of ‘minor non-monetary benefits’, as defined in the Markets in Financial Instruments Directive Il.

In particular, Article 12(3) of the Directive states: The following benefits shall qualify as acceptable minor non-monetary benefits only if they are: (b) ‘written material
from a third party that is commissioned and paid for by a corporate issuer or potential issuer to promote a new issuance by the company, or where the third party firm is
contractually engaged and paid by the issuer to produce such material on an ongoing basis, provided that the relationship is clearly disclosed in the material and that the
material is made available at the same time to any investment firms wishing to receive it or to the general public...’

The fact that Hardman & Co is commissioned to write the research is disclosed in the disclaimer, and the research is widely available.

The full detail is on page 26 of the full directive, which can be accessed here: http://ec.europa.eu/finance/docs/level-2-measures/mifid-delegated-regulation-2016-

2031.pdf

In addition, it should be noted that MiFID II's main aim is to ensure transparency in the relationship between fund managers and brokers/suppliers, and eliminate what
is termed ‘inducement’, whereby free research is provided to fund managers to encourage them to deal with the broker. Hardman & Co is not inducing the reader of our
research to trade through us, since we do not deal in any security or legal entity.
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