


In Brief...

What's new

»  OFWAT has realigned its preferred investment grade with rating developments. We
are now looking at "comfortable" investment grade (but away from the edge of
investment grade), as opposed to "strong" investment grade, which we interpret
as a tolerance for BBB+.

= We expect the next pricing review (PR04) to be tough, but fair, as OFWAT
recognises that credit quality needs to be preserved for bondholders, while equity
require returns to be kept interested.

» Capital programme uncertainty: while the sector and investors at large already
expect higher capex, the timing and true extent of the expenditure will be
determined by environmental regulation.

= Given the likely size of the capex programme, OFWAT recognises that price limits
will have to allow companies to achieve sustainable gearing levels while
encouraging the involvement of equity.

ACTI1ION POINTS

= Water bonds trade tightly, but have remained extremely stable over the
past year, the bonds however also remain illiquid. Fluctuations during
the pricing review are to be anticipated, but we expect spreads to
remain stable thereafter, largely due to the regulatory duty to ensure
bankability. Marketweight the sector, buy ring-fenced issues on any
spread widening.

= Our top pick is the UU5.375% 05/18 at present, while we regard Severn
Trent and Yorkshire Water as core holdings.

= Marketweight NUW (regulated issues only), but hold off buying as we
believe the recent spread tightening is overdone. Revisit if spreads drift
wider by up to 10bps.

Issues to consider

= The UK water sector effectively remains a monopoly. Consolidation is being studied
by OFWAT, but the regulator would prefer to maintain as many comparators as
possible to push the efficiency frontier further. Room for efficiency improvement is
however limited to 1-2%.

» The founding principles of the sector's regulatory regime remain supportive of
credit quality: OFWAT's primary duty, enshrined in the Water Industry Act 1991
(Water Act), is to preserve the ability of a company to raise financing in order to
service its functions.

= Bonds issued by or guaranteed by the licensed entity benefit from regulatory
intervention to preserve credit quality. Other bonds as well as the credit quality of
the overall group will not necessarily benefit from OFWAT's supervision.
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Relative value

The sector has remained extremely stable over the last year and is currently at the
tight end of the range. Spreads may well widen as the market digests the final
pricing outcome, particularly if the current enthusiasm in anticipation of a benign
review is knocked, before settling into the new pricing regime. Buy on weakness if

this occurs.

TRADING RECOMMENDATIONS

= Water bonds trade tightly, but have remained extremely stable over the
past year, the bonds however also remain illiquid. Despite the pricing
review, we expect spreads to remain stable, largely due to the
regulatory duty to ensure bankability, expressed in the preferred target
of retaining investment grade ratings. Marketweight the sector, buy
ring-fenced issues on any spread widening.

= Our top pick at the moment is the UU5.375% 05/18 bid at 85bps to
benchmark. We regard Severn Trent and Yorkshire Water as core
holdings. Underweight the holding company (holdco) EUR 625mn
KEL5.25% 07/06, rated A3 neg/A-, which has recently tightened
significantly to 55bps bid to benchmark. We are Marketweight on all
other names for now.

= Northumbrian Water is the most interesting spread story at the moment
due to the start of regulatory intervention. Marketweight, but hold off
buying further at current levels as spread tightening is overdone, target
if spreads move wider again by up to 10bps.

= Wrapped issues are showing signs of underperforming due to portfolios'
over-exposure to monolines: we believe these only represent value on
spread widening.

Trading trends: stable

The UK water sector has traditionally traded within a fairly stable spread range, Performance: stable but
except for intermittent widening in the event of M&A or rating action. In terms of iliquid

relative performance, the GBP average spreads to benchmark have remained

extremely stable over the past year. Should credit spreads across sectors widen

overall, we expect shifts to occur in parallel.

At these current tight levels, it would seem logical to underweight the sector. But,
given the potential issuance over the next 12 months, we find reasons to remain
Marketweight on a relative sector basis. Our Marketweight recommendation for the
sector is thus based on performance stability, enhanced by regulatory supervision
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of credit quality. Spreads may further react positively to increased equity
participation. If the rights issue carried out by United Utilities is successful, this
would be a boost for a sector that has been traditionally reliant upon credit with
limited access to the flexibility provided by equity. We believe that there is room for
further supply, at least until shortly after the next pricing review has been put in
practice.

We would start to Underweight the sector if spreads on average tighten a further
10-15 bps, but would buy selected names. For portfolios that are not over-exposed
to monolines, the AAA asset-backed issues would represent value, but only on
spread weakness as these are currently very tight. We note that these wrapped
issues are showing signs of underperforming due to overexposure to a monoline
providers.

An overview of current GBP and EUR levels are shown on charts at the end of this
section.

Highly leveraged issues

Amongst highly leveraged issues, we prefer bonds issued within Whole Business
Securitisation (WBS) structures, as opposed to overall highly geared balance
sheets. The tightly covenanted WBS structures increase the recovery rate for
bondholders. The documentation essentially allows a company to continue
operating, albeit under increased creditor control, without the threat of a looming
liquidity crunch. The downside? Complexity: the length of the recovery process
increases with the complexity of a structure and the number of parties involved.
The existence of a regulator close to the City such as OFWAT however is an
incentive to encourage all parties to work in a cohesive manner. Also, as stated
earlier, we note increasing exposure to a limited number of monoline providers.
OFWAT also believes that while stable, the flexibility of these structures is limited
and as such, susceptible to systemic failure.

Recommendations

United Utilities (UU A2/A- pos) is seen as a marketweight as it continues to focus
on its core regulated activities. The recent rights issue denotes a management nod

in the direction of ratings and credit, while demonstrating to OFWAT that (if
successful) it can call upon equity. We see value in the UU5.375 05/18, at 85bps to
benchmark at the time of writing; Overweight  this particular issue.

Severn Trent  (SEVTRE A2/A) issues (SEVTRE 02/24 and 06/29, bid to benchmark
at 80 and 83 respectively) are regarded as core holdings. Despite the increased
proportion of the group non-regulated activities (53% of group turnover for FY

(financial year ending) 2003), we continue to see this as a stable credit, with the
financial performance of the regulated activities amongst the better ranked in its

peer group. This view is enhanced further by the completion of both rating agency's
review of the credit, following by a downgrades of the credit to A2/A stable from
Al1*-/A+*- on 15 August (S&P) and 19 August (Moodys).

Yorkshire Water (KEL A2/A) regulated issues are seenas core holdings, distinct
from the EUR KEL 07/06 (A3 neg/A-) issued at holdco level, which we would

underweight (see comments below). Otherwise, KEL (regulated KEL A2/A) is a

stable outfit that has abandoned earlier mutualisation ideas and non-core assets
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such as Waste Recycling Group (WRG) to return to its water and wastewater basics
in the UK and the US.

Northumbrian Water (NUW BBB) is the most interesting spread story at present,
demonstrating market reaction to the regulatory intervention to tighten the ring-
fence. Marketweight, but hold off buying further at current levels as spread
tightening is overdone. As stated earlier, target if spreads move wider again by up
to 10bps . The NUW 10/17, NUW 02/23 (issued at holdco, guaranteed by the
licenced entity) and NUW 04/33 are bid at 105bps, 107bps and 112bps to
benchmark at time of writing. OFWAT recently published an outline of steps
intended to improve NUW's credit quality (‘The completed acquisition of
Northumbrian Water: A position paper by OFWAT' — 19 August 2003). In the
document, OFWAT has taken note of bondholders concerns over its current BBB
rating, it further considers BBB as unlikely to be sustainable given the industry's
continuing capital requirements. We continue to believe that there is a lack of clear
direction from management to allow a better view of the underlying credit

evolution. OFWAT holds the view that any immediate regulatory reaction is unlikely
to achieve early improvement on NUW's credit rating and we agree. However, we
derive comfort from OFWAT's stepped up involvement in the credit,
notwithstanding underlying fundamentals at this stage. The NUW6.00 06/06, issued
at holdco and unguaranteed, remained unmoved at approximately 235bps bid to
benchmark.

Chart 1 : NUW spreads to benchmark before and after 19 August 2003

100 L
NUW6.000 11/10/17 NUW®6.875 06/02/23 NUWS5.625 29/04/33

M Pre-19 Aug O Post -19 Aug

Source: ABN AMRO, 19 August: Release of OFWAT's position paper on NUW

According to OFWAT, NUW is currently reviewing options to improve its financial
position, these include:

= Raising debt against the revenues generated by Kielder reservoir (a non-
regulated asset) and using the proceeds to repay existing debt guaranteed
against the shares of Northumbrian Water; and

» Obtaining from the European Investment Bank (EIB) a waiver to its right to
redeem its current loans (amounting to GBP 376mn) on any change of
ownership of NUW. It is understood that the EIB has agreed to this until April
2004, when it will review its position.

The BBB rating is not
appropriate for water
companies, given future
substantial capex needs
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Modifications proposed to NUW's licence will be intended to bring the regulatory
ring-fence up to standard, thus including the requirement to maintain an
investment grade rating. The actions will protect regulated issues, not necessarily
for the group as a whole.

OFWAT clearly maintains that the onus is on NUW to take all reasonable steps to
demonstrate to the market, as well as OFWAT, that it remains financeable. If NUW
has not done so by June 2004, OFWAT will consider further regulatory action, that
includes further modifications to NUW's licence.

Thames Water (RWE 11/28 and RWE 02/32, Al neg/A+ neg) is seen as

marketweight despite the negative rating outlooks from both agencies that are

derived from its parent, RWE. The management of RWE have indicated that its

acquisition phase is over. Investor sentiment on the parent RWE is neutral at

present, we expect sentiment to turn positive once RWE proves that it can deliver

on deleveraging and enhance cash flow. Note however that the RWE bonds do not
benefit from negative pledge clauses in the documentation. The risk however does

remain that RWE may realise in the long term that the multi-utility concept does

not work, and choose to return to its electricity and gas roots.

Wessex Water : We would also marketweight WESWAT (Baal neg/BBB+) for
similar reasons to NUW. The primary risk for bondholders at present is the lack of
clarity over its parent's (YTL Power Corp Berhad, NR/BBB-) strategy for Wessex
Water and its limited track record in regulated activities. This uncertainty is
however mitigated by the more stringent regulatory protection provided through
modifications to WESWAT's licence by OFWAT following its acquisition by YTL
(Section: 'Rating agency views' for details). We would also note that the A3/A-
rating trigger provisions previously contained within the EIB loan facilities have
been removed with the agreement of the lenders.

Note that the guaranteed variable coupon WESWAT 03/09 GBP 100mn
documentation contains coupon step-ups in the event of rating downgrades, details
are provided later under the section titled 'Group structures'. We would however
note that this is a very illiquid bond.

Underweight

Holdco Kelda Plc: Underweight the KEL 06 (EUR 625mn), rated A3 neg/A-; as this
issue lacks regulatory protection or a guarantee from the regulated entity. To

compare, at +55 to benchmark, the issue is currently priced too tight relative to

the regulated EUR UU 03/09 and the EUR UU 11/07, rated A2/A- pos, both bid at
60bps to benchmark. despite differences in maturity. The UUs further benefit from
higher ratings with potential upside in the S&P positive outlook.

Anglian Water/ Glas Cymru wrapped: As stated earlier, monoline-backed bonds
issued under the WBS structures are starting to underperform. Coupon step-up

provisions in selected bonds within these structures are highlighted in the section

'Group structures'.

Supporting spread data for GBP issues for both water and European utilities are
provided at the end of this section.
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Issues to note

The sector will be subject to significant capital expenditure requirements, the
amount and timing of such will be dictated by environmental regulations.

It appears widely accepted that limited efficiencies, possibly 1-2% at the most from
current overall performance measures, remain to be extracted from water and
sewerage only companies (WASCSs).

OFWAT acknowledges that the sector has to demonstrate attractive returns to both
equity and debt in order to raise the financing needed to meet future capex
demands. The price limits are thus expected to reflect this. Customers have been
warned not to expect lower bills. OFWAT will be tough, but fair. While increased
funding needs are recognised, PRO4 should certainly not be considered "benign".
Companies’ assumptions and assertions will be challenged more aggressively than
ever before by OFWAT.

Change in preferred ratings for sector: “Solid investment grade ratings” to
“comfortable investment grade ratings”, but “not on the edge of investment grade”.
Coupled with event risk over which OFWAT has limited influence, we interpret this
as potential for licensed entity ratings to slide to BBB+. Bear in mind that OFWAT
has no fixed target rating in mind, neither does it owe a duty to investors to see
that companies maintain a particular rating level.

We find increasing evidence from our review of rating reports and discussions with
OFWAT that the regulatory ring-fence for a licenced entity is only triggered at the
'BBB' rating level, not at the higher level of "comfortable" investment grade rating.

The financial flexibility of highly leveraged structures is an increasing concern for
the regulator. OFWAT has limited ability to influence or prevent the creation of
these structures at present. The susceptibility of these structures to the cost of
debt is high. Furthermore, there is a risk that OFWAT will not allow whole business
securitisation structures the benefit of the embedded debt premium.

The assumed gearing level for PR04, now defined as Net debt/RCV (as opposed to
Net debt/(Net debt + equity) as expressed in earlier reviews) appears to be settling
in the 50-60% range at this stage. Net debt/RCV is also more reflective of the
underlying capital value of the regulated entity.

A revision to rating methodology applicable to the sector remains a risk, albeit a
low one. We expect that rating agencies will use credit-worthy events to re-assess
and potentially correct earlier decisions even if no fundamental developments have
occurred.

But at the end of the day

Despite the cautionary statements raised earlier, UK water remains a stable cash
generative monopoly sector into the foreseeable future. Virtually 100% of revenues
from the core water business is reasonably predictable and competition remains a
non-issue. We see the sector as one of the few that remain more debt rather than
equity friendly. The regulatory regime for the sector is supportive of credit quality,

The UK water sector
consists of local monopolies
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governed by the principle that OFWAT has a primary duty, enshrined in the Water
Act, to preserve the ability of a water company to raise financing in order to fund

its functions. The IDOK mechanism (and the shipwreck clause where applicable)
exist to deal with uncertainties. Based upon its position paper on NUW released on
19 August, we believe OFWAT may begin to look more closely at change of control
proposals, and even consider steps to reduce the probability of negative rating
action following any M&A activity.

FABN'AMRO UK WATER SECTOR 26 AUGUST 2003

10

12



OHWV~N9V“

¥dOLO03IS "HILVM XN

€002 LSNONV 9¢

T

Chart 2 : Bid spreads to benchmark for selected water issues @ 22 August 2003
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Chart 3 : Bid to benchmark for GBP utilities < 2020 @ 22 August 2003
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Chart 4 : Bid to benchmark for GBP utilities > 2020 @ 22 August 2003
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Comfortable, not 'BBB'

We expect new tolerance for BBB+ credits, rather than the previous 'A' category

ratings. BBB is the level at which regulatory intervention begins.

What's new

We see one of the biggest clues to OFWAT's future stance to be its "mission
statement". OFWAT now sees its preferred ratings for WASCs to be "comfortable
investment grade" and "not on the edge of" investment grade, which we interpret
as a tolerance for BBB+ ratings. Contrast this to the current rating preference that
is "strong investment grade rating", widely seen as being in the 'A’ rating category.
We do not really see this as a change per se in OFWAT's stance, rather a re-
alignment of the preferred rating definition with current rating methodology.

In terms of leverage, at this stage, it appears that OFWAT will assume a consistent
capital structure across the sector as a starting point with a gearing range of 50-
60%. It is important to note that that gearing is now defined as Net debt/RCV as
opposed to Net debt/(Net debt + equity) as previously defined under PR99.

A detailed overview of OFWAT's principles for PR04 is provided in the next section,
'OFWAT and the City'.

BBB is too shallow for WASCs

OFWAT refers to the senior implied rating assigned to a WASC to monitor credit
ratings, usually the credit rating of the licensed entity. Note however that BBB is
the level at which we believe the regulator is most likely to begin to intervene, the
current example being NUW. The regulator's view is that both operating and
financial flexibility to fulfil service functions is severely reduced at BBB. The rating
agencies also believe that the ring-fence only becomes effective as the holdco
approaches the sub-investment grade threshold.

It is interesting that OFWAT notes the following in its recent proposal paper on
improving NUW's financial position:

"...Respondents also voiced concern that a credit rating of BBB could, in their view,
erroneously be perceived as appropriate for water companies generally."”

OFWAT further states that:

"A long term credit rating of BBB, which is only two notches within investment
grade, would not be consistent with our approach. Our approach to credit quality
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should help prevent a downward spiral in credit ratings, which was a concern to

some debt investor respondents.”

The few water companies that are required to maintain an investment grade rating
(on a best endeavour basis) pursuant to a licence condition are as follows. OFWAT
has now proposed similar provisions in NUW's licence.

Table 2 : Requirement for investment grade in licence at present

Water and Sewerage Licensee (Appointee) Comments

. : Requirement in licence pursuant to debt
Anglian Water Services restructuring programme in June 2002.

Southern Water Services Ltd -

Requirement applies to debt (unsecured and
unsubordinated borrowings having an initial
maturity of at least 5 years) from 9 November 2000
onwards.

Thames Water Utilities Ltd

Dwr Cymru

Note that the condition to maintain investment
grade ratings for corporate debt in issue at 23 July
1998 has been removed, otherwise requirement
exists in the usual language.

Wessex Water Services Ltd

Proposed licence modification to bring the

Northumbrian Water regulatory ring-fence up to the current standard.

Source: OFWAT

Capex , EventRisk and Execution  will affect the credit quality of the sector. The
need to turn to the capital markets will be high until 2015, due to infrastructure
improvements driven by regulation. The ability to maintain serviceable

infrastructure will be a decisive factor in OFWAT's decisions. The sector is only
expected to turn cash positive post 2015 at the earliest.

Key financial parameters: We note that new measures presented by OFWAT so far
are based upon Moody's key rating ratios, in particular the new Retained Cashflow
(RCF) to Net Debt ratio. We understand to-date that no new rating grid has been
discussed with the rating agencies as yet. Gearing is now defined as Net debt/ RCV
as better recognition of underlying value rather than Net debt/(Net debt + equity).
The latter factors in equity, which remains flat, hence resulting in a distorted view

of debt relative to the underlying capital base, while using RCV reflects the growth
in capital through infrastructure improvements.

Dealing with unforeseen capex

The Regulatory Period enforced from 1 April 2000 to 31 March 2005 as set out in
PR99 adopted a strict approach to operating efficiencies and returns on the
regulatory asset base, in a drastic change to the kinder previous regulatory period.
We sense OFWAT is ready to recognise that the UK water sector has a lot of
catching up to do in order to meet EU standards. In contrast to the electricity
sector, where capex needs are primarily maintenance, the water sector anticipates
steep funding requirements and financing peaks to meet new environmental laws.
The timing of such capex however remains uncertain, being largely driven by EU
directives or the Environmental Agency (EA) "wish-list". Furthermore, UK ministers
will want to be seen to deliver the legal obligations of the industry. The IDOK
(Interim determination of 'K') mechanism can however be invoked to mitigate the
effects of unforeseen expenditure that cannot be deferred to a later review period,
or even errors in assumptions used to calculate 'K', provided the licensed entity can
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prove that the impact on revenues is material. The materiality test remains
unchanged at 10% of turnover.

Over September 2000 to-date, Anglian Water, Dwr Cymru, United Utilities, South
West Water, Severn Trent and Yorkshire have applied for IDOKs. Only Anglian
Water had its application refused for failure to meet the materiality test; while
OFWAT believes that there is no reason UU's recent application (July 2003) would
be unsuccessful if it meets the materiality test. Anglian Water has further agreed
with OFWAT not to use its unused K of 1.27%. Only Severn Trent and Yorkshire
Water have unused K from 2002-03 of 0.06% and 0.05% respectively.

FABN'AMRO UK WATER SECTOR 26 AUGUST 2003
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OFWAT and the City

A summary of key points arising out of City Briefings and various discussions with
OFWAT. "Benign" is not an expression OFWAT would use itself, but the sector
should be low risk relative to other industries. Credit is seen as key; balancing

equity-debt interests and attaining the optimum capital structure is the issue.

Developing principles

At this stage, it is too early to draw concrete conclusions about the impact the
pricing review will have on credit quality. We do not expect OFWAT to be a soft
touch, but neither are we expecting a harsh stance. OFWAT continues to believe
that an efficiently managed and financed company must be able to earn a return on
its capital base (measured by RCV) at least equal to its cost of capital. Revenues,
profits and cashflows should allow a WASC to raise finance on reasonable terms in
the capital markets. Availability, cost and other general conditions of funding are
seen as directly related to a company's financial position and prospects.

“For all companies we consider the financial robustness of price limits by reviewing
these financial statements against the package of indicators developed for the
industry in conjunction with the financial markets. If the price profiles are not
sufficiently robust then adjustments may have to be made to price limits.”

- Keith Mason, Director of Regulatory Finance (OFWAT City Briefing 15 May 2003)

“Studied Neutrality”

On 15 May, Philip Fletcher memorably corrected S&P as stating that OFWAT would
be supportive of highly geared structures. OFWAT's stance is, in reality, one of
studied neutrality, a phrase which has grabbed the imagination of analysts and
investors ever since. OFWAT is satisfied that the structures would be stable, but it
remains to be convinced as to how they would be able to withstand any shocks
caused by market conditions (financial inflexibility) or natural catastrophes. OFWAT
is seeking to keep its options open at this stage.

Preparing to mitigate interim uncertainties

There is no change to OFWAT's position on the use of the IDOK mechanism or the
shipwreck clause. Given the uncertainty of capex timing in future, we would expect
the frequency of IDOK applications will increase, provided the revenue impact meet
materiality tests.

Financeability remains paramount

A WASC's profits and cashflow "must allow it to raise finance on reasonable terms
in the capital markets". OFWAT continues to note that the "availability, cost and

FABN'AMRO UK WATER SECTOR 26 AUGUST 2003

17

19



OVERVIEW

other conditions of funding are directly related to a company's financial position and
prospects”. The water companies will continue to be cash negative, at least until
2015. Price limits will finance capex, operating expenditure (opex) and rates of
return. To maintain financeability, credit quality must be stable and therefore
determines prices. The side-effect of keeping rates of return and claw-back of
outperformance has so far resulted in reducing equity to the position of perpetual
bondholders.

OFWAT noted the need to take account of the equity market requirements for
dividend certainty. OFWAT states that given the likely size of the capex

programme, "price limits will need to provide sufficient incentives for companies to
retain enough earnings to achieve a sustainable gearing level and should encourage

m

this 'equity formation™.

It is interesting that OFWAT will probably use Moody's ratio of Retained Cashflow to
Debt as one of its financial indicators under PR04. The ratio, defined generally as
funds from operations less working capital changes, capex and dividends, also
allows OFWAT to link credit quality to the sustainability of dividend payments, in
addition to acting as an indicator of financial flexibility once dividends are paid to
equity. The measure is intended to ensure dividends paid are consistent with
OFWAT's view of WACC, thus ensuring that there are enough retained earnings to
maintain stable credit quality.

While subject to fine-tuning within OFWAT and also with the rating agencies, the
highlighted ratios, largely driven by Moody's ratio methodology, are as set out
below. The financial indicators will be the same for all companies.

Table 3 : Financial indicators

Classes of indicators used at last review Proposed additional indicators

Interest cover (Historic cost and Cash (FFO)) Gearing (Debt/ RCV)

Gearing (debt/ debt + equity) rAncgilrj%iiﬁ?Z)h (FFO) interest cover (post
Debt payback ratios Debt payback : RCF/ debt ratio (post dividends)

Cashflow to capex ratio Debt payback: FFO/debt

Guided by principle in retained cashflow to debt
Dividend covers after dividends are paid: links credit quality with
sustainability of dividend payments.

Source: OFWAT

Gearing now recognises RCV

Table 4 : OFWAT's critical financial indicators 2000-05

Indicator Target
Historic interest cover 2.2x minimum
Average gearing (debt / debt plus equity) 45-55%

Cash interest cover (EBITDA basis) 3X minimum

Cash interest cover (EBIDA basis) 2x minimum

Debt pay-back period (EBITDA basis) 5 years maximum
Debt pay-back period (EBDA basis) 7 years maximum
Cash flow to capital expenditure (EBDA basis) 40% minimum

Source: ABN AMRO, OFWAT

Dividend covers to help
monitor preservation of
credit stability
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At this stage, it appears that OFWAT will assume a consistent capital structure
across the sector as a starting point (rather than actual capital structures) with a
gearing (Net debt/RCV) range of 50-60%. OFWAT will further seek to consult the
views of investors and the rating agencies on what they believe is a sustainable
level of gearing, in line with its primary statutory duty. In particular, OFWAT
intends to work with the rating agencies to ensure that its assumptions used for
capital structures, as well as its developing financial indicators, are commensurate
with "comfortable" investment grade rating. While we believe that the assumed
gearing range may be optimistic given the known future increased capex levels, we
derive comfort from the fact that the price limits will be adjusted to help achieve
these levels.

An Oxera report commissioned by OFWAT argues that there are no strong reasons
for OFWAT to determine a cost of capital radically different from that in practice at
present. The report does however acknowledge that gearing, particularly in the
water industry, does change in response to earnings and investment requirements.
OFWAT pointed out that Oxera's empirical work does not suggest an optimum
capital structure. It did however indicate that high levels of gearing were not typical
for utilities and that the variations since privatisation displayed by UK companies
were atypical. Given the extent of infrastructure improvements that remain, the
industry cannot be regarded as mature, when high gearing levels would be more
common.

The principles highlighted at the May City Briefing relating to capital structures are
as follows:

=  OFWAT recognises that price limits need to provide incentives for equity;

» Given the large expected capital programme, equity entry should be incentivised
to diversify reliance upon debt; and

= A single cost of capital will be set for the industry, "using common gearing
assumptions based on forward looking contemporary market evidence wherever
possible."

OFWAT does not believe that it would be appropriate to be guided solely by the
most highly geared companies. In his speech, Keith Mason highlighted that in
relation to gearing levels as at 31 March 2002, the "...industry average is bang in
the centre of the assumption we made in the last review, albeit with some
significant outliers." These would be companies that have restructured since March
2002: Anglian Water, Dwr Cymru, Dee Valley, as well as Artesian's South
Staffordshire, Portsmouth and Mid-Kent amongst others.
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Chart 5 : Development of gearing in the water sector (%)
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We would point out that the gearing assumptions are to be viewed against the
timing of capex spend over the next regulatory period. If EU and environmental
legislation requirements are ramped up, early peaks in capex will coincide with high
gearing levels sooner than anticipated. A smooth capex plan conversely would
result in lower cash required from customers, or evenly timed pass-throughs, thus
resulting in stable gearing levels. We would therefore also look at the pre-capex
cashflow to capex in addition to Net debt/RCV to gain a better picture of a WASC's
underlying financial flexibility.

Incentives and efficiency

From our discussions with OFWAT, we conclude that there is little room to move the
efficiency frontier further, most probably by 1-2% a year only. OFWAT accepts that
the easiest gains in efficiency have been achieved. However, a Europe Economics
study commissioned by OFWAT suggests that there may be more scope than the
economy as a whole. OFWAT "may need bigger or better "carrots" post 2005".
OFWAT will therefore seek to create meaningful rewards for genuine
outperformance, coupled with adequate penalties for under-performance. These will
be made public in advance.

Table 5 : Scope for efficiency (per annum)

Base operating and capital maintenance expenditure

Water 1.5% - 3.0%
Sewerage 1.75% - 3.25%

Comparison with 1999 review: Base operating expenditure only

1999 review 2.5% - 3.5%

1st study for PR04 2.0% - 4.25%

Source: OFWAT
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Will OFWAT bail out highly geared structures?

"The short answer to this is not more than for a conventionally financed company."
(Philip Fletcher, City Briefing 15 May 2003). The view is therefore that the risks
that existed during the last review remain the same today. Furthermore, highly
geared structures are based upon deliberate decisions of stakeholders; they do not
warrant special treatment if they are more vulnerable than an ordinary WASC in the
event of unforeseen adverse market conditions.

No embedded debt premiums

The embedded debt premium is designed to alleviate above norm costs of debt
raised at a time of high inflation and high interest rates, essentially to help
overcome legacy costs of debt incurred under adverse funding environments
beyond the control of management. The pass-through embedded debt mechanism
therefore cannot be used by highly geared structures which were consciously put in
place. The message was clear and consistent from the various discussions we have
had with OFWAT: There will be no automatic pass through of funding costs to
customers as this would not incentivise companies to maintain a stable and
effective strategy with respect to their financial targets. Exceptional cases may be
considered, provided the WASC could prove that it had exercised reasonable
judgement and explored all options available.

Real post-tax WACC continues

OFWAT will continue to base the return on capital assumption upon an assessment
of the real post-tax WACC. OFWAT will further continue to make a specific
allowance in the revenue requirement for each company's expected tax liabilities
rather than assume a "generic tax wedge". OFWAT stressed that it had not
changed its stance in this respect. The intention is that customers should only fund
the projected cost of cash, not costs companies have not expected to incur. OFWAT
has no intention of incentivising traditionally capitalised companies to refinance to
take advantage of a tax shield on debt. For highly leveraged structures, OFWAT will
assume a tax wedge equivalent to projected actual tax charges. Highly leveraged
structures may be required to share the tax shield with customers. It should be
noted that OFWAT mainly uses its own model of a WASC to determine its decisions,
rather than actual parameters.

Any unforeseen changes to the tax regime prior to final determination will be
included in the new price limits. Changes that are potentially in the pipeline include
the treatment of expenditure to repair and replace assets that is due to take effect
from 1 April 2005; and changes to capital allowances. In the first instance,
expenditure that was previously allowed as a deduction for tax purposes in the year
it was incurred will now be depreciated over the asset life (approximately 40-60
years) or, in certain cases, not at all. WASCs will be asked to submit draft business
plans on the assumption that the new rules apply for the tax year 2005/06. OFWAT
says that if these issues are not finalised before final determinations, it would
introduce a notified item as a remedial mechanism. These could however in theory
be passed on to customers.

It should not be assumed
that the customer will
always absorb the
embedded debt premium.
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Private equity

The "preponderance of financial buyers has not gone unnoticed" and is viewed by
OFWAT as a function of the new highly leveraged structures. Long term investors
are certainly preferred. The attraction of the sector to financial investors lies in the
stable cashflow, equity demands for growth and the tax shield. In turn, leverage
within an acquired company often acts as a poison pill to interested strategic
investors. OFWAT is clear that its role does not encompass making decisions on
change of ownership, but it has very valid concerns that affect credit quality:

= The time-frame of financial buyers is uncertain, the risk is that the buyers begin
with a 5-7 year horizon, in reality this becomes shorter. There is thus no
continuity in financial or operating strategy;

= Too much management time is spent on new acquisitions, restructurings or
financing strategies, taking focus away from the core business; and

= Less management time usually results in late or poor data. It is thus difficult to
monitor actual performance of a newly acquired company over the short term,
as it is often too late to make significant decisions by the time OFWAT receives
the necessary information.

The key issues remain financial flexibility, maintaining efficiency and the long term
view. We suspect however that OFWAT will be forced to monitor the change of
ownership of WASCs with more than "studied neutrality" given the swift and
negative reaction by rating agencies towards parents with weaker credit quality or
management that practise a higher tolerance for risk. However, it does not have
the appropriate weapons or powers at its disposal to influence developments,
neither, more fundamentally, does it regard vetoing acquisitions as falling within its
jurisdiction. OFWAT may provide recommendations to the UK Competition
Commission where referrals occur. In such an instance, significant weight will be
given to OFWAT's recommendations.

Pensions

OFWAT does not regard FRS 17's snapshot approach as an appropriate guide, as it
does not take account of future contributions or investment performance. It is
therefore not viewed as a reliable method of estimating the level of contributions

that will be required in future to ensure a scheme's liabilities can be met. OFWAT

will allow for the regular cost of providing pensions as reported under SSAP 24,
provided customers also benefit from pension holidays. Apart from this principle,
OFWAT expects its basic approach to remain the same. Companies have reported
to OFWAT that pension contributions are expected to increase. OFWAT will consider
the cost of providing pensions as part of competitive remuneration arrangements to
sustain service performance, but the onus is upon the water company to show that

it is behaving in the same way as any other well-managed UK corporate. In
considering any claim for increased operating costs, support will be required in the
form of actuarial valuations, a comparison of costs across the industry, the level of
cash contributions actually made towards the pension fund (compared with costs
OFWAT allows at price setting). Business plans are expected to show a clear audit
trail between actuarial evidence, charges in the accounts, cash contributions and
balance sheet presentations of pension scheme assets and liabilities.

In theory, OFWAT could
discourage financial
investors by removing the
tax shield

Customers will only fund
liabilities of the regulated
business
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Overseas diversification

As we have said earlier, OFWAT does not see any reason to interfere in overseas
expansion, but it is concerned that management time is spent on these
transactions rather on the core business itself. In particular, the resultant poor
quality of data maintenance has been noted. We expect companies to return to
focus on core domestic strengths.

Longer periodic review versus shorter period

OFWAT plans to revisit the question of the length of the periodic review during

2005/06, and decide if the 2009 review should be longer than 5 years. At present,

the apparent view is that a longer periodic review period will entail difficulty in

planning funding costs. A shorter periodic review also prevents manipulation of

capital expenditure and operating expenditure. Moody's has however pointed out in

a report dated July 2002 (The UK Water Sector: Financial Parameters and

Structural Enhancements for Leveraged Financings) that " the financial parameters
of structured financings are devised and analysed on the basis of the current
structure of the industry. The five-yearly regulatory cycle limits the forecasting
capabilities of long-term financing models".

The responses to a longer periodic review by the industry have, according to
OFWAT, been largely mixed, with no great support. OFWAT intends to revisit the
issue once PR04 has bedded down. Responses from the financing community
however have indicated a preference for a longer review period to reduce
regulatory uncertainty.

Regulatory intervention to preserve credit

The ring-fence

OFWAT's obligation to create a regulatory ring-fence is enshrined within the Water The regulator's duty does
Act. The act stipulates that the Director General of Water Services (DGWS) has a not include saving poor

X N . ) . management. The result of
primary duty to "secure that companies holding appointments... as water its role however is a safety
undertakers or sewerage undertakers are able (in particular, by securing net for investors in the form
reasonable returns on their capital) to finance the proper carrying out of their of the regulatory ring-fence
functions...". This in turns works through its expression of what Fitch has termed,
the "Mission Statement". We know OFWAT's intention is to ensure that WASCs
maintain "comfortable" investment grade ratings. Fitch noted in its article dated
February 2000 that a ring-fence whose "....over-riding principle is the retention of a
"minimum" level of credit strength does not necessarily imply a premium of a
fenced-in unit over its parent."

OFWAT is of the view that the ring-fence has worked through the supervision of
dividend payments, asset disposals and approval of activities. The rating agencies
however have always maintained that a ring-fence in general in practice, is never

perfect. The recent rating actions on Northumbrian Water and Severn Trent
reinforce the view that the security of the ring-fence depends upon management's

actions. A higher appetite for risk increases the susceptibility of a ring-fence to
management interference with either dividend policies or asset transfers. This
principle is clearer in the ratings of Wessex Water, following its acquisition by YTL
Power Berhad.
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OFWAT does not owe investors a duty to ensure that ratings are maintained at a Event risk impacts the
particular level, however, licence conditions are usually a good incentive to determination of a
maintain an investment grade credit. Event risk, which is difficult to factor into a ;(:;Zfsr:;?:;lnvemmem
rating, increases the probability of ratings ending up in the strong BBB band. While

OFWAT may express a desire to see higher ratings, in reality, there are few tools at

their disposal to ensure ratings stay at high levels. The risk however remains, that

if management convince OFWAT that a particular rating level will arguably result in

improved efficiencies and lower bills for customers, OFWAT may not intervene. This

goes back to traditional corporate rating principles: The strategy should determine

a company's rating and not the other way round.

It is therefore crucial for bondholders at all levels to monitor managements'
strategy, acquisition needs or targets and financial parameters to avoid surprises.

Hybrid leveraged financing structures

According to Moody's, at total issuance of EUR 6bn during 2002, the UK Water
sector made up 58% of the total UK WBS market for the year.

As stated earlier, OFWAT support for a highly geared structure cannot be greater
than that for a ordinarily funded WASC. OFWAT states that it will respond to further
restructuring proposals as they arise, in the form of, for example, public
consultation on key issues or additional licence conditions where necessary. The
Glas Cymru model remains considered as an extreme case. OFWAT will base its
decisions upon the following tests:

» Have the benefits to customers been clearly established and do they outweigh
any additional risks or uncertainty?

= How well are the incentives to efficiency maintained compared to the equity
financed model?

= How robust is the new financial structure?

= Have the practical concerns associated with any separation of asset ownership
from operations and the introduction of a competitive procurement strategy
been addressed properly?

= Have customers been properly consulted?

= Where restructuring involves a change of ownership of the regulated business,
are buyer and seller independent?

Itis to be noted that structural developments may improve a creditor's protection,
particularly if the underlying credit quality of the whole group changes, but does
not address event risk.
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Consolidation

The ability to make comparisons between water companies is the cornerstone of
the regulatory regime for the water sector. OFWAT has therefore discouraged
mergers between WASCs, although they would be more amenable towards
consolidation of the smaller water only companies (WOCs). OFWAT would lose
comparators, leading to a reduced number of management teams to help push the
efficiency frontier further. However, on 30 July, OFWAT announced that it had
commissioned a study to determine if it should relax its stance on discouraging
mergers between WASCs in the UK. Philip Fletcher pointed out that OFWAT has
been sceptical about the "easy assumptions about economies of scale".

In the event of a proposed merger, OFWAT will:

= View each proposal on its own merits; and

= Submit evidence to the UK Competition Commission, commenting on, in
particular, the comparative regime and any benefits from the merger. The
commission usually gives serious weight to OFWAT's recommendations.

A recent example resulted in a licence modification to ensure that access to discrete
data would continue. In the case of the acquisition of an influential stake in First
Aqua, the holding company of Southern Water Services Ltd. by Vivendi (Veolia)
Water UK, OFWAT has recommended that the licence of Southern Water be
modified. Southern Water would thus be required by the modified licence to
provided an additional data set for the discrete Hampshire part of its water supply
area. Veolia was allowed to complete the acquisition subject to this condition,
amongst others.

The Enterprise Act, enacted in November 2002, updates provisions within the Water
Act governing mergers between water enterprises. The latter now determines the
threshold for references in terms of turnover rather than assets. Otherwise, the
provisions remain unchanged.

Risk of systemic failure

The probability of systemic failure either from unusual conditions in financial
markets or natural catastrophes increases through regulatory abstention from
overseeing how contractors transfer risk and performance obligations to sub-
contractors. OFWAT'’s view is that ultimate responsibility lies with the licensee. The
aim as always is to maintain companies well within investment grade, but we note
that ratings do not and have not on the basis of track record anticipated systemic
failures ahead of time and thus these risks are never factored into the rating.

At present, OFWAT does not review outsourcing practices, in particular, terms of
the protection of service levels, performance damages and financial strength of the
sub-contractors. We see this as a risk for the sub-contracting WASCs. We also
believe there is a risk of concentration upon a limited number of sub-contractors.

By virtue of the Water Act,
any merger or acquisition
will be automatically
referred to the UK
Competition Commission

Increasing exposure to a
limited number of sub-
contractors through the
tendering process
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Group structures

Location of bonds within selected company structures, highlighting rating
differentials and subordination issues. We also draw attention to credit relevant

features within bond documentation for selected issues.

This section provides an overview of selected WASCs and highlights
selected terms contained in bond documentation. The information
contained in this document have been compiled by or arrived at by ABN
AMRO in good faith from public sources but no representation or warranty,
express, or implied, is made as to their accuracy, completeness or
correctness. The information contained in this document is published for
the assistance of the recipients, but is not to be relied upon as
authoritative or taken in substitution for the exercise of judgement by any
recipient. ABN AMRO accepts no liability whatsoever for any direct or
indirect or subsequential loss or damages of any kind arising from any use
of this document or the contents of this document. This document has
been forwarded to you solely for your information and may not be
reproduced or redistributed to any other person or published in whole or in
part for any purpose. By accepting this document you agree to be bound by
the foregoing limitations.
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Issuance differentials

In the charts that follow, ratings within the highlighted boxes are issue or senior
unsecured ratings of the entity. The ratings for each bond follows the issuing entity
ratings unless stated otherwise (eg if guaranteed by another entity) and these are
shown next to those particular bonds. The ratings for the licenced entity are the
issuer or credit ratings. Holdcos do not constitute part of the ringfence.

United Utilities

Chart 6 : Location of bonds within group structure

United Utilities PLC
A3/ BBB+ pos

USD 350mn UU6.250% 08/05 JPY 3,000mn UU0.705% 02/08
USD 400mn UU6.875% 08/28 USD 250mn UU4.55% 06/18

USD 500mn UU6.450% 04/08

A 4
United Utilities Water PLC
A2/ A- pos
EUR 120mn UU6.000% 12/05 GBP 50mn UU3.375% 12/32
EUR 1,000mn UU6.625% 11/07 GBP 641mn EIB loans
EUR 600mn UU4.875% 03/09 GBP 190mn leasing
GBP 150mn UU5.250% 01/10 GBP 75mn bank loan
GBP 150mn UU5.375% 05/18 GBP 105mn other

GBP 200mn UU5.625% 12/27

United Utilities Electricity PLC
A2 | A- pos

GBP 450mn UU8.875% 03/26  GBP 90mn EIB loans

Guarantees

Source: ABN AMRO

The recent issuance of the USD 250mn UU4.55% 06/18 (initially priced at 145 over
benchmark) defied concerns over subordination issues at the parent level.

GBP UU5.250% 01/10, EUR UU6.625% 11/07

Relevant Indebtedness (relevant to the Negative Pledge provisions)
= Excludes bank debt.

» Specifically excludes (i) Relevant Indebtedness with an initial maturity falling 20
years or more after the issue of this note and has a maximum principal of GBP
250mn and 20% of adjusted capital and reserves and (ii) short term debt
(maturity of less than a year).

Event of Default
= Excludes loss of licence or forced divestiture imposed by the government or a
regulatory body.
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Kelda (Yorkshire Water)

Chart 7 : Location of bonds within group structure

Kelda Group Plc
A3 neg/A-

0,
EUR 625mn KEL5.25% 07/06 (A3 neg/A-) ggE gggm: ﬁgtg-g;g 0;2 (O;jﬁ(l) Eﬁgm

Yorkshire Water Services Ltd
A2/A

Yorkshire Water Services Finance Plc
A2/A

GBP 100mn KEL3.048% 07/33

GBP 200mn KEL5.375% 02/23 Guarantees

Source: ABN AMRO

KEL5.375% 02/23; KEL3.048% 07/33

Relevant Indebtedness
= Excludes bank debt and Project Finance Indebtedness.

Event of Default
» Cross-acceleration clause excludes Project Finance Indebtedness.

» Includes event where a petition is presented under Section 24 of the Water Act
and is not dismissed within 60 days, or a special administration order is made
under Section 24 or 25 of the Water Act.

Put Event

= Termination of Appointment (loss of licence), unless Appointment is subject to
an appointment or variation by virtue of Section 7(4)(b) or (bb) of the Water
Act;

» A Restructuring Event occurs and within the restructuring period, there are
Rated Securities and a Rating Downgrade in respect of the Restructuring Event
occurs; or

= If there are no Rated Securities, a Negative Rating Event in respect of such
Restructuring Event occurs.

If a redemption at the option of bondholders occurs, the redemption amount is the
principal amount and accrued interest. No such redemption occurs if an
Independent Financial Adviser has certified that a Restructuring Event is not
materially prejudicial to Bondholders.
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Key definitions for the Put Event:

Restructuring Event

= Modification to the material rights, benefits or obligations of the Guarantor
pursuant to its Appointment, or modification of material terms of the
Appointment, unless two Directors of the Guarantor certify to the Trustee in
good faith that such modifications are no less favourable to the Guarantor
(Excludes adjustments to 'K'); or

= Legislative changes to the powers of OFWAT or the Secretary of State for the
Environment, Food and Rural Affairs (or successors), unless two Directors of the
Guarantor certify to the Trustee in good faith that such modifications are no less
favourable to the Guarantor.

Negative Rating Event

» Deemed to have occurred if (i) the Issuer does not, at least within 14 days after
a Negative Certification, obtain ratings for the bond or any other debt within the
Guarantor's group of companies that has an initial maturity of 5 years or more;
or (ii) the Issuer is then unable to obtain investment grade ratings (Baa3/BBB-)
for the debt.

Rating Downgrade

= A withdrawal of the ratings assigned to the bonds or other rated securities of
the guarantor's group of companies that has a maturity of 5 years or more,
rating downgrade to sub-investment grade of such rated debt, or if the debt is
already sub-investment grade, a further downgrade occurs.

KEL5.25% 07/06

The provisions are broadly similar to the terms and conditions outlined above. One
material difference consequent to the issue at parent level is that the Event of
Default clause includes the cessation of ownership of at least 51% of the licenced
entity.
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Northumbrian Water

The diagram below shows rated bonds only. Northumbrian Water is no longer rated
by Moody's.

Chart 8 : Location of rated bonds within group structure

Northumbrian Water Services Ltd
BB+

GBP 200mn NUW8.625% 06/06 GBP 350mn NUW6.875% 02/23 (BBB)

Northumbrian Water plc
NR

Northumbrian Water Ltd
BBB

Northumbrian Water Finance plc
BBB

Guarantees
GBP 300mn NUW6.0% 10/17

GBP 250mn NUW5.625% 04/33

Source: ABN AMRO

There are nine unrated bonds (3 perpetual) issued at the Guarantor level. S&P
recently rated a total of GBP 694mn in secured bank facilities held by the holdco,
Northumbrian Water Services Ltd (NWS, formerly Ondeo Services UK PIc), and its
subsidiary Northumbrian Water Ltd (NWL). The bank debt raised at each level is
rated BBB- (GBP 182mn, 2 tranches) and BBB (GBP 512mn, 3 tranches)
respectively. The debt will primarily be used to fund the 75% acquisition of the
Northumbrian group by the financial consortium Acquavit, while GBP 23mn will
represent guarantees for the group's water projects in Scotland.

GBP 200mn NUW8.625% 06/06

Relevant Indebtedness
» Excludes bank debt and quotable GBP-denominated issues with an initial
maturity exceeding 15 years.

Negative Pledge
= Issuer only.

Put Event
= Termination of Appointment.

= Restructuring Event that includes a Rating Downgrading (withdrawal of rating or
a downgrade to sub-investment grade, or if already sub-investment grade,
lowered further), failure to obtain ratings of bonds or senior and unsubordinated
debt with a maturity of 5 years or more of at least investment grade (a Negative
Rating Event), or a Material Subsidiary ceasing to be wholly-owned by the
Issuer.
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Event of Default
» Cross-acceleration applicable to any Subsidiary, subject to a de minimis of GBP
5mn.

GBP 350mn NUW6.875% 02/23

Guarantor
= Northumbrian Water Ltd.

Negative Pledge
= Excludes six unrated bonds issued at the Guarantor level.

Relevant Indebtedness (Negative Pledge)
= Excludes bank debt and GBP-denominated quotable issues that have an initial
maturity of over 20 years.

Put Event
= Similar to provisions detailed for the bond at holdco.

Event of Default

» Cross-acceleration applies to Issuer, Guarantor or any of their Subsidiaries,
subject to a de minimis defined as the higher of GBP 15mn or 2% of the Net
Tangible Assets of the Issuer.

GBP 300mn NUW®6.0% 10/17

Guarantor
= Northumbrian Water Ltd.

Negative Pledge
» Excludes six unrated bonds issued at the Guarantor level.

Relevant Indebtedness (Negative Pledge)
= Excludes bank debt and GBP-denominated quotable issues that have an initial
maturity of over 20 years.

Put Event
= Similar to provisions detailed for the bond at holdco.

Event of Default

= Cross-acceleration applies to Issuer, Guarantor or any of their Subsidiaries,
subject to a de minimis defined as the higher of GBP 15mn or 2% of the Net
Tangible Assets of the Issuer.
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Severn Trent

Chart 9 : Location of bonds within group structure

Severn Trent plc

A3/A-
JPY 1bn SEVTREO.817% 06/06 GBP 10mn SEVTRE 12/03
JPY 3bn SEVTREO.7325% 08/06 JPY 1.6bn SEVTREO.8% 03/05
JPY 5bn SEVTREO.06% 06/07 USD 7mn SEVTRE 06/05
JPY 3bn SEVTREO.605% 11/07 USD 10mn SEVTRE 03/06
JPY 3bn SEVTRE1.4925% 08/12 USD 20mn SEVTRE 03/06
JPY 1bn SEVTRE 11/03 USD 5mn SEVTRE 05/06
GBP 15mn SEVTRES.1075% 12/03 GBP 25mn SEVTRE 06/08
JPY 2bn SEVTRE 05/08 USD 20mn SEVTRE 06/08

JPY 1.5bn SEVTREO.63% 06/10

Severn Trent Water Limited
A2/A

Severn Trent Water Utilities Finance Plc

A2/A
JPY 3bn SEVTRE 05/04 GBP 300mn SEVTREG6.125% 02/24
GBP 15mn SEVTRE 02/06 GBP 25mn SEVTRES3.992% 07/24
JPY 5bn SEVTRE0.6825% 06/07 GBP 60mn SEVTRE3.86% 05/28
JPY 3bn SEVTRE1.055% 07/08 GBP 300mn SEVTREG6.25% 06/29

Guarantees

Source: ABN AMRO

SEVTREG6.25% 06/29

Negative Pledge
= Applicable to both the Issuer and Guarantor.

Relevant Indebtedness
» Excludes bank debt and Project Finance Indebtedness.

Put Event
= Similar to the provisions described above for Northumbrian Water.

Event of Default

» Cross acceleration, subject to a de minimis of GBP 10mn, applicable to the
Issuer, Guarantor and any Material Subsidiary, excludes Project Finance
Indebtedness.

EUR 2.5bn EMTN Programme

Issuers
= Severn Trent Plc, Severn Trent Water Utilities Finance Plc

Guarantor
= Severn Trent Water Ltd, only for notes issued by Severn Trent Water Utilities
Finance.
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Negative Pledge
= Applicable to both Issuer and Guarantor.

Relevant Indebtedness

= Excludes bank debt and Project Finance Indebtedness.

Put Event

= Similar to provisions described above for Northumbrian Water.

Event of Default

= Cross acceleration, subject to a de minimis of GBP 10mn, applicable to the
Issuer, the Guarantor (if the Issuer is Severn Trent Water Utilities Finance) and
any Material Subsidiary, excludes Project Finance Indebtedness.

Thames Water Utilities Ltd

Chart 10 : Location of bonds (ticker: RWE)

RWE AG
A1l neg/A+ neg

Thames Water Aqua
Holdings Gmbh

Thames Water Aqua
International Gmbh

Thames Water Plc
A2 neg/A+neg

PTE 4bn RWE0% 05/06
JPY 2bn RWE3% 05/11

JPY 4bn RWE2.28% 03/08

RWE Aqua
Gmbh

Thames Water Utilities Ltd
Al neg/A+neg

Thames Water Finance BV

Elizabethtown

Thames Water Utilities Finance Plc
Al neg/A+neg

GBP 175mn RWE3.375% 07/21
GBP 75mn RWE Float 11/03
GBP 200mn RWE6.500% 02/32
JPY 5bn RWE2.135% 08/09

JPY 5bn RWE1.704% 05/09
GBP 10mn RWE Float 12/03
GBP 5mn RWE4.175% 03/04
GBP 330mn RWE6.75% 11/28

USD 150mn RWE6.375 02/04

Guarantees

Source: ABN AMRO

RWE6.75% 11/28 (GBP 330mn)

Issuers

= Thames Water Plc and Thames Water Utilities Finance Plc.

Negative Pledge
= NONE.
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Put Event
= Similar to the provisions described above for Yorkshire Water.

Event of Default

» Cross-acceleration; indebtedness excludes non-recourse debt. Cross-
acceleration subject to a de minimis of 1% of consolidated tangible net worth
(the aggregate of share capital of the issuer, capital and reserves of the
Guarantor and amounts attributable to interests in defined subsidiaries of the
Issuer or the Guarantor.

The provisions under the USD 4bn MTN prospectus are similar.

Wessex Water Services Ltd

Chart 11 : Location of bonds

YTL Power Int. Bhd.
NR/BBB-

Wessex Water Ltd
NR/BBB+

Wessex Water Services Ltd
Baal neg/BBB+

Wessex Water Services Finance Plc
Baal neg/BBB+

GBP 50mn WESWAT3.52% 07/23 (NR)
GBP 100mn WESWAT5.875% 03/09
GBP 300mn WESWAT5.875% 03/09

Guarantees

Source: ABN AMRO, Bloomberg,; Note: Pref. shares are issued at Wessex Water Pic level.

Wessex Water Services Ltd has two European Investment Bank (EIB) loan facilities
of a total amount of GBP 175mn. In March 2003, the company successfully
renegotiated removing rating triggers within the documentation (trigger level: A-)
with the EIB, resulting in a change to its rating outlook from developing to stable.

WESWATS5.875% 03/09 (GBP 300mn)

Negative Pledge

= Applicable to the Issuer, Guarantor and Principal Subsidiary, carves out
aggregate Relevant Indebtedness that does not exceed the greater of GBP
150mn or 15% of capital and reserves (defined: share capital of Guarantor and
capital plus reserves of Group).

Relevant Indebtedness

= Excludes bank debt, Project Finance Indebtedness and quotable securities with a
maturity of over 30 years at time of issue.
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Put Event
= Similar to the provisions described above for Yorkshire Water; but includes
Issuer ceasing to be a Subsidiary of the Guarantor.

Event of Default

» Cross acceleration, subject to a de minimis of GBP 15mn, or if greater, 1.5% of
capital and reserves of the Guarantor. Includes a default caused by a security
given by the Issuer, Guarantor or Principal Subsidiary becoming enforceable due
to a default and steps are taken to enforce the security. Excludes Project
Finance Indebtedness.

WESWAT5.875% 03/09 (GBP 100mn) guaranteed variable
coupon bond

Coupon step-ups

The documentation for the GBP 100mn issue is subject to similar terms, but
includes provisions for coupon step-ups in the event of a rating downgrade and vice
versa. The ratings used are both S&P and Moodys. If there is a difference in
ratings, the applicable rate would be the higher of the two. At the current ratings of
Baal neg/BBB+, the applicable rate is 5.875. For every notch downwards, the
coupon steps up by 0.250, until Baa3/BBB-, where the step up is 1.000 if any

rating drops to Baal/BB+ or below. The rate conversely improves by 0.125 for
every notch upgrade from Baal/BBB+.
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Whole Business Securitisations

The combination of Trigger Events, the Standstill Agreement and Event of Default
provisions prove that it would be difficult to drive these structures into liquidation.
However, as we have highlighted earlier, should an adverse event occur, the
chances are that a recovery of debt or return to operational normality will be a
protracted process. The probability of this increases with the complexity of the
structure, the number of parties involved and the interpretation of documents by
fresh parties several years after the initial drafting process. We believe that the
presence of OFWAT should be regarded as a factor that is likely to encourage the
various parties to behave in the interests of the licensed entity.

The entity ratings (as opposed to the bond ratings) are implied ratings from
Moody's and S&P.

Anglian Water

Complexity of structure
increases probability of a
protracted recovery process

Chart 12 : Bonds with step-up/conversion provisions

Anglian Water plc
NR/NR

Ringfence *

| Anglian Water Services Holdings Ltd

| Anglian Water Services Overseas Holdings Ltd

Anglian Water Services Ltd
Baal/A-

Anglian Water Services Finance plc

Baal/A-

USD 400mn AWLN 07/07 (Aaa/AAA) *GBP 150mn AWLN4.125% 07/20 (A3/A-)
GBP 250mn AWLN5.837% 07/22 (Aaa/AAA) *GBP 200mn AWLNG6.875% 08/23 (A3/A-)
GBP 200mn AWLN3.07% 07/32 (Aaa/AAA) *GBP 200mn AWLNG6.675% 01/29 (A3/A-)
GBP 60mn AWLN3.07% 07/32 (Aaa/AAA) EUR 650mn AWLN4.725% 07/13 (A3/A-)
GBP 100mn AWLN5.5% 07/08 (Aaa/AAA) (2) GBP 180mn AWLN 07/14 (A3/A-)
GBP 100mn AWLN12.375% 01/14 (Aaa/AAA) GBP 75mn AWLN3.666% 07/24 (A3/A-)
EUR 350mn AWLN5.375% 07/09 (A3/A-) GBP 246mn AWLNG6.293% 07/30 (A3/A-)
(1) GBP 50mn AWLN 07/12 (A3/A-) (3) GBP 275mn AWLN7.882% 07/37 (Baa3/BBB)
GBP 150mn AWLN8.250% 11/06 (A3/A-) (4) GBP 100mn AWLN 07/37 (Baa3/BBB)

(5) EUR 115mn AWLN 07/37 (Baa3/BBB)
Notes:
(1) Step-up 7/30/2007
(2) Step-up 7/30/2009
(3) Conversion to FRN at 7/30/12 with 6% spread Guarantees (See comments in text below)

(4) Step-up 7/30/2010
(5) Step-up 7/30/2010

* Step-ups of 0.25% pa if any one rating downgrade occurs from
A3/A- to Baal/BBB+, and a further 0.25% if any one rating
downgrade occurs from Baal/BBB+ to Baa2/BBB.

Source: ABN AMRO
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EUR 10bn Global Secured MTN Programme

Guarantors
= Anglian Water Services (AWS) Holdings Ltd, Anglian Water Services (AWS)
Overseas Holdings Ltd and Anglian Water Services Ltd (AWS).

Standstill Agreement

A standstill agreement provides for an automatic standstill for up to 18 months (the
18 months can be extended) of the claims of secured creditors against AWS and
the Issuer only following notification of an Event of Default. The agreement is to
limit the likelihood of a Special Administration Order (SAO) against AWS, allowing
the company to recover. The agreement is not however binding upon unsecured or
trade creditors. Certain permitted accelerations are allowed, for example,
acceleration of a bridging facility and certain share pledges. The security granted by
AWS Holdings and AWS Overseas Holdings may be enforced by the Security
Trustee at any time at the direction of the Majority Creditors (>50% of Voted
Qualifying Class A Debt, or if Class A Debt is fully repaid, >50% of Voted Qualifying
Class B Debt). Allows for Permitted Accelerations as defined in the intercreditor
agreement.

Event of Default
= Subject to the standstill period of up to 18 months;

= Includes payment default;

= Transfer of licence without the Security Trustee's consent or issuer receiving
notice of termination of licence and a scheme of transfer is not approved by the
SOS or OFWAT on or before the date falling 2 years prior to the expiration of
such notice;

= Termination of licence and no immediate replacement by a further licence on
equivalent terms (taking changes in the regulatory environment into account);

= Includes government intervention or nationalisation that would have a Material
Adverse Effect;

= Includes a change of control of Anglian Water Services, the definition of this
terms covers a change of control (100%) at holdco level; and

» The shadow ratings of the Class A Wrapped Bonds or the credit ratings of the
Class A Unwrapped Bonds assigned by two rating agencies falling to sub-
investment grade.

Trigger Events

The concept of "trigger events" is designed to allow bondholders to force the issuer
to the table to discuss remedial plans and prevent restricted payments such as
dividends and customer rebates before the events are remedied. Each trigger event
further has a defined set of event that cure the trigger event. The list of trigger
events include (the list is not exhaustive):

» The failure to meet particular financial covenants;

= Credit rating downgrades: For the Class A Wrapped Debt: if any two rating
agencies downgrade the  shadow ratings of the debt to Baa2/BBB or below; for
the Class A Unwrapped Debt, the same terms apply to credit ratings. For the
Class B Wrapped & Unwrapped Debt, the trigger events that apply to Class A
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Wrapped and Unwrapped respectively are similar, but refer instead to any
downgrade to sub-investment grade. For each class of debt, a trigger event also
constitutes the placing on credit watch negative of the ratings of the guarantors
relevant to each class if there is a reasonable likelihood that the ratings of the
relevant guarantors would fall to either Baa2/BBB (Class A Debt) or sub-
investment grade (Class B Debt);

» Debt service payment account shortfalls;

= Material deviation in projections: deviations resulting from variances in real
construction prices from assumed prices or additional capex incurred or to be
incurred in respect of items for which the company is entitled to make an
application for an IDOK shall be ignored for the purposes of determining
whether the 10% threshold deviation level has been breached;

= Insufficient liquidity (defined) for 12 months from defined calculation dates for
capex and working capital,

= Shortfall in debt service and operating & maintenance reserve facilities;
» Enforcement Order that would lead to loss of licence;

= Any indication of circumstances that could reasonably be expected to lead to a
Special Administration Order;

= Continuing Event of Default;

= Breach of outsourcing policy;

=« Termination of licence;

» Default under certain contracts;

= Adverse government legislation;

= Referral made under the Shipwreck clause;

» Audit qualification;

= Maodification or replacement of licence;

= Breach of outsourcing policy;

= No Rating Confirmation on Change of Control; and

= Breach of limits on entry into non-regulated activities, defined as greater than
2.5% of group cash costs.

The offering circular states that (Clauses 7.6.8) "Even if unremedied, A Trigger
Event by itself will not constitute an Event of Default".

Rating Confirmation

In the event of a holdco change of control (note that CVC had as recently as July
approached Royal Bank of Scotland for financing to acquire AWLN), confirmation
from any two rating agencies (Fitch, Moody's, S&P) that the shadow rating of the
Class A Wrapped Bonds will not be downgraded to Baal/BBB+ or below. The
underlying rating of the Class A Wrapped Bonds at present is A3/A-, the senior
implied rating of Anglian Water Services Ltd is Baal/A-. This particular trigger
event is considered remedied if:

= A rating confirmation on change of control is obtained;
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= Any downgrade which gave rise to the trigger event is reversed; or

= If the trigger event is waived by the Security Trustee or Initial Financial
Guarantor.

Pursuant to the debt restructuring programme that took place in June 2002, one of
the new licence conditions requires Anglian Water Services Ltd to endeavour to
maintain an investment grade rating. OFWAT will use the senior implied rating of
Anglian Water Services Ltd (Baal/A-) to monitor compliance with this condition.

Southern Water Services

Chart 13 : Bonds with step-up/conversion provisions

Veolia Water Investments Ltd | | Southern Water Capital Ltd

| Southern Water Investments Ltd |

| Southern Water Services Group Ltd |

Ringfence
| Southern Water Services Group Holdings Ltd |
| Southern Water Services Holdings Ltd |
Southern Water Services Ltd
Baal
Southern Water Services Finance plc

GBP 350mn SOWLN6.192% 03/29 (Aaa/AAA) GBP 350mn SOWLNG6.64% 03/26 (A3/A-)
GBP 150mn SOWLN3.706% 03/34 (Aaa/AAA) GBP 150mn SOWLN3.816% 03/23 (A3/A-)
GBP 35mn SOWLN3.706% 03/34 (Aaa/AAA) (1) GBP 120mn SOWLN 03/13 (A3/A-)
USD 483 SOWLN 03/07 (Aaa/AAA) (2) GBP 150mn SOWLN7.869% 3/38 (Baa3/BBB)

(3) GBP 100mn SOWLN 3/38 (Baa3/BBB)

Notes:

(1) Step-up/Call 3/31/2009
(2) Step-up/Call 3/31/2014
(3) Step-up/Call 3/31/2012

Guarantees (See comments in text below)

Source: ABN AMRO

GBP 3bn Guaranteed Wrapped and Unwrapped Bonds

The Standstill, Trigger Events and Event of Default provisions applicable to
Southern Water are similar to those applicable to Anglian Water. We therefore only
highlight selected differences between the two in this section.

Issuer
= Southern Water Services Finance.

Guarantors

= Southern Water Services (SWS) Holdings Ltd, Southern Water Services (SWS)
Group Holdings Ltd will each guarantee each other's obligations as well as the
obligations of Southern Water Services Ltd and the Issuer.
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Standstill Agreement

» Allows for enforcement of security provided by SWS Holdings and SWS Group
Holdings if an Event of Default pursuant to a rating downgrade of the bonds only
has occurred and is continuing.

Event of Default
» Similar to Anglian Water.

Trigger Events
» Credit rating downgrades: Unlike Anglian Water, this does not apply to the
ratings of guarantors;

= Material deviation in projections: includes variances in real construction prices
from assumed construction prices and deducts additional capex incurred for
items for which company is entitled to make an IDOK application;

= Breach of limits on entry into non-regulated activities, defined as greater than
3% of group cash costs;

= Any indication of circumstances that could lead to a Special Administration
Order; and

» Final determination of K that is reasonably likely to have a Material Adverse
Effect.

The non-profit structure: Glas Cymru

Glas Cymru was the ground-breaker of highly leveraged structures, a highly
leveraged utility that would have been sub-investment grade under traditional
corporate credit metrics. It is an independent company based in Wales formed in
2000 for the sole purpose of acquiring Welsh Water from Western Power
Distribution Ltd (WPDL). Welsh Water, now Dwr Cyru Cyfyngedig (DCC) is the
regulated WASC formerly owned by Hyder Plc, the company subsequently acquired
by WPDL. The structure stands out due to its ownership structure; rather than
meeting the dividend requirements of shareholders, Glas Cymru is owned by
shareholders, that have not committed any equity. Its operations are outsourced
(primarily to United Utilities) leaving Glas Cymru as effectively contract manager
and asset owner. One of the key features of DCC's procurement strategy is its right
to step-in when necessary, which we consider a credit positive to outsourcing.

The structure essentially strips the business down to reveal its true low-risk and
efficient profile, where the benefits of a more efficient cost base pass through to its
members in the form of lower service charges. The ratings of the Issuer factor in
the credit quality of the regulated entity DCC and features of the structure that add
cashflow certainty. S&P's comments reflect one of the most attractive features of
Glas, that the lack of shareholders coupled with the profit incentive reduces
regulatory risk associated with pricing reviews. A contract for differences with WPD
Holdings UK locks in most of DCC's operating costs until April 2005. It is to be
noted that certain lease-holders at DCC will rank equally with bondholders of
Classes A,B and R. Class R funds (GBP 150mn) are a back-up facility which, if
drawn, will also rank equally with senior indebtedness.
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The simplified structure of Glas Cymru is as follows:

Chart 14 : Bond ratings

Glas Cymru Cyfyngedig
(Glas, non-profit co.)

Ringfence

v
Dwr Cymru Holdings Ltd
(Holdings)
Dwr Cymru Cyfyngedig
(Borrower, ex-Welsh Water)
Notes:

(1) Call 9/30/2003; Coupon 4.94125
(2) Call 9/30/2003; Coupon 6.14125
(3) Call 3/31/2004,; Coupon 9.14125

Guarantees:
Only MBIA backing for wrapped Class A
(Aaa/AAA bonds.)

Dwr Cymru Financing
(Issuer)

GBP 350mn GLAS6.015% 03/28 (Aaa/AAA)
GBP 100mn GLAS 03/11 (Aaa/AAA)

USD 286mn GLAS 03/13 (Aaa/AAA)

GBP 265mn GLAS3.514% 03/30 (Aaa/AAA)
GBP 85mn GLAS3.512% 03/31 (Aaa/AAA)
GBP 325mn GLAS6.907% 03/21 (A3/A-)

(1) GBP 100mn GLAS 1/16 (A3/A-)

GBP 100mn GLAS4.377% 03/26 (A3/A-)
GBP 35mn GLAS4.375% 03/27 (A3/A)
GBP 125mn GLASS.174% 03/36 (Baa3/BBB)
(2) GBP 125mn GLAS 03/36 (Baa3/BBB)
(3) GBP 100mn GLAS 03/36 (NR/NR)

Source: ABN AMRO

GBP 3bn Guaranteed Asset-Backed and GBP 3bn Asset-Backed
Bonds

Guarantors
MBIA Assurance for the Class A bonds only.

Standstill Agreement

Provides for standstill period up to 18 months following an Event of Default,

extendable.

Borrower Events of Default include:

Subject to the standstill provisions;

Includes non-payment, failure to comply with outsourcing policy (as defined in

documentation), special administration, change of control;

Termination of Licence or if notice to terminate the Licence is served; and

Failure to implement an agreed transfer scheme at least two years prior to the
termination date specified in such notice.

Borrower Trigger Events

The list of trigger events is shorter than those for Anglian and Southern, reflecting
in part the different ownership structure. These include:
» The failure to meet particular financial covenants;

= Credit rating downgrades: For the Class A Bonds: if any two rating agencies
downgrade the shadow ratings of the debt to Baa2/BBB or below; for the Class
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B and R Bonds, the same terms apply to credit ratings (as opposed to shadow
ratings). For the Class C Bonds, the same terms refer to a downgrade to sub-
investment grade;

= Debt service payment account shortfalls;

= Material deviation in projections: Similar to Anglian Water;
= Capex reserve shortfalls;

» Drawdowns on liquidity facilities;

» Enforcement Order that would lead to loss of licence;

» Any indication of circumstances that could reasonably be expected to lead to a
Special Administration Order;

» Continuing Borrower Event of Default;
= Termination of licence; and

» Default under certain material contracts.
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Sector's financial performance 2003

Overall, industry leverage levels rose sharply due to capex, special dividends and

capital restructuring.

Overview

OFWAT is currently discussing draft business plans with each water company in
preparation of business plans due shortly. OFWAT's summary views in the recently
published 'Financial performance and expenditure of the water companies in
England and Wales 2002-2003' on 21 August 2003, are highlighted below:

= The industry has reported a lower return on capital yoy by 5.9% due to very low
inflation in November 2001, operating cost pressure and the continued high
depreciation charge. The industry's aggregate turnover was also lower by 0.7%
(after adjusting for inflation) compared to a yoy increase of 1.4% last year. This
is also lower than the K factor of plus 0.3%. RPI in November 200 1 was 0.9%,
compared to the average RPI for 2002-03 of 2.1%;

= As expected, the sector has reported a further increase in gearing. Net debt as
at 31 March 2003 was GBP 18.8bn (GBP 15.7bn). The increase continues to
reflect high levels of capex, special dividends declared and capital restructuring;

= The financial flexibility of highly leveraged structures and their capital structures
continue to concern OFWAT; the regulator will determine if licence modifications
will be necessary to protect customers;

= The pattern of capex continues to concern OFWAT, this appears to fall away
immediately before and after periodic reviews, OFWAT will be agreeing a capital
programme for 2005-06 by the end of this year with the sector to limit this
unwanted fluctuation. In terms of capex, the industry has spent GBP 1.775bn
more than it earned in 2002-03 before financing;

= In 2002-03, operating expenditure and capital maintenance charges made up
41% (40%) and 31% (31%) of turnover respectively;

» Industry dividends increased by 64% compared to the previous year (fall of
20%), this is distorted by both Anglian Water and Southern Water who did not
declare dividends last year, but have done so this year. Wessex Water paid
special dividends of GBP 210mn this year, relating to refinancing activities;

= The returns to investors in terms of dividends and interest varies between 4.6%
to 22.2% for individual companies, potentially distorted by the increased
dividends reported this year by Anglian and Southern. The return received from
the industry as a whole was 7.7%, compared to 5.9% last year;

= There is a disproportionately large element of the capex programme to complete
in the next two years, particularly for the environmental programme. OFWAT
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and the EA will be seeking assurances from each WASC that the National
Environmental programme will be delivered by 2005; and

= Interms of asset systems performance, the assessment is 'Stable' at industry
level, except for sewerage non-infrastructure, which has deteriorated from

'Stable' to 'Marginal'.

The comparative figures shown below, derived from OFWAT's report, are on a

current cost basis.

Table 6 : Financial comparisons 2002-03 (GBP mn unless stated otherwise): WASCs only

Anglian* Dwr Northum Severn South Southern  Thames United Wessex  Yorkshire
Water Cymru -brian Trent** West** Utilities **

Turnover 7193 457.6 4217 905.0 262.2 4311 1,073.7 965.1 2613 567.8
Operating profit 191.7 102.4 98.7 2713 98.1 127.6 301.3 2716 98.2 179.0
?,?éfa?ﬁfg'g&fvﬁ?s 415.1 246.4 198.2 5345 171.0 299.6 580.1 585.4 131.4 367.2
Qﬁ;ﬁgﬁgﬂow before (30.4)  (179.8)  (145.1)  (114.5) (47)  (1933)  (2723)  (272.8)  (367.1)  (128.6)
gg&cg;m;“h 252.1 19.1 (3.1) (104.8) 19.2 458 1.0 7.7 8.1 7.5
Net debt 33075 20061  1,3585 21747 869.3 12573 22605  2487.4 10284 11705
Gearing 67.6% 76.3% 63.5% 53.7% 48.9% 61.1% 59.9% 53.9% 74.3% 42.7%
Average RCV 3,935.7 22464 21129 42709 15509 21321  4668.8  4,948.0 14164  2,837.4
Net debt/ Ave. RCV 84.0% 89.3% 64.3% 50.9% 56.1% 59.0% 48.4% 50.3% 72.6% 41.3%
ROCE 4.9% 4.6% 4.7% 6.4% 6.3% 6.0% 6.5% 5.5% 6.9% 6.3%
Dividends + interest
payable as % of 9.6% 7.8% 6.9% 6.3% 7.4% 3.4% 5.6% 7.6% 5.8% 6.1%
capital value
Total opex 277.9 206.8 199.7 379.1 96.2 163.0 438.9 3757 84.0 214.8
Total capex 263.4 267.1 207.6 447.4 1815 221.9 546.0 586.6 168.7 3147

Source: OFWAT; Notes: * Net cashflow before financing excludes capital restructuring dividend of GBP 814mn in 2000-01,; in 2002-03; co. waived the capital restructuring dividend of GBP 768mn reported in 2000-
01, effect of waiver has been excluded from cashflows for 2002-03; figures also excludes GBP 315.9mn loan to awg plc in 2001-02 and a similar loan of GBP 1.3bn in 2002-03 which have been included in financing
activities; ** South West average RCV reflects interim determination in 2001 and affect price limits from 2002-03 to 2004-05, Severn Trent and Yorkshire RCVs reflect their interim determinations in 2002 and affect

price limits from 2003-04 to 2004-05.

Table 7 : Industry RCVs at 2001-02 prices

(GBP mn) 2002-03 2003-04 2004-05
Closing RCV for 2001-02* 30,438 - -
Indexation** 407 - -
Adjustments from interim determinations*** 52 - -
Opening RCV 30,897 32,086 33,432
Capital expenditure (excluding IRE) 3,039 2,855 2,639
Infrastructure renewals expenditure (IRE) 460 453 445
Infrastructure renewals charge (IRC) (408) (406) (405)
Grants & contributions (146) (144) (143)
Depreciation (1,301) (1,343) (1,387)
Outperformance of regulatory assumptions (5 years in arrears) (456) (69) (165)

Closing RCV 32,086 33,432 34,416
Average Year RCV 31,383 32,646 33,807

Source: OFWAT, numbers may not add due to rounding; *As set out in RD 08/02; ** Inflating from 2000-01 prices to 2001-02 prices (174.5/172.2); ***Severn Trent Water Ltd. & Yorkshire Water Services Ltd.
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Table 8 : Outline of OFWAT's 2000-2005 assumptions

Outline of OFWAT's 2000-2005 assumptions

Operating Costs (approx. GBP 2.55bn pa) Capital Expenditure (approx. GBP 15.6bn)
Maintaining services (Base) 91% 41%
Supply/demand balance (SDB) 2% 11%
New quality standards (QE) 7% 47%
Improving Services (ESL) nil <1%

Source: OFWAT

Table 9 : WASC price limits for 2000-01 to 2004-05 (%)

2000-01* 2001-02 2002-03 2003-04 2004-05

Anglian -10.0 1.0 2.2 25 25
Dwr Cymru -10.5 0.2 0.7 2.0 1.8
Northumbrian -18.0 -1.5 0.0 0.0 0.0
Severn Trent -14.1 -1.0 -1.0 2.1 2.2
South West -12.2 0.0 4.4 4.4 4.4
Southern Water -13.0 0.0 0.0 1.6 0.8
United Utilities -9.3 -1.0 0.0 4.0 4.5
Wessex -12.0 0.0 0.0 3.8 4.7
Yorkshire -14.4 0.0 0.0 34 35
WASC weighted average -12.3 -0.3 0.3 2.1 2.3
Source: OFWAT
Table 10 : Price limits (K factors) for 2003-04

K for 2003-04 (%) Unused K (U) from Price limt + inflation Actual increase in

2002-03 (%) (RPI + K + U) avera gechar ge

Anglian (1) 2.50 1.27 6.42 5.15
Dwr Cymru (2) 2.00 0.00 4.65 1.99
Northumbrian (3) 0.00 0.06 2.71 2.71
Severn Trent (4) 2.10 0.00 4.75 4.75
Southern Water 1.60 0.00 7.05 7.05
Thames Water -0.80 0.00 1.85 1.85
United Utilities 4.00 0.00 6.65 6.64
Wessex 3.80 0.00 6.45 6.45
Yorkshire (4) 3.40 0.05 6.10 6.10

Source: OFWAT; Notes: (1) Anglian Water has agreed with OFWAT not to use its unused K; (2) K for Dwr Cymru reflect OFWAT's interim determination published in December 2000; (3) Combined price limt for
Northumbrian Water and Essex & Suffolk Water that have merged, a combined licence came into effect on 1 April 2000. (4) The price limits for Severn Trent and Yorkshire were revised through interim
determinations in December 2002.
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Table 11 : Summary opex and capex findings for 2002-03

(GBP bn) Actual  Price limit projections ~ OFWAT comments

2.6% more in real terms, 1% less than that assumed in price limits, GBP 351mn
(11%) less than companies projected in their 1999 business plans.

Savings achieved through following reductions:
- Support costs for direct activities;
- Labour costs (offset by increased outsourcing); and

- Cost of materials, consumables and power;

Operating expenditure 2.7 2.733 A ) . . .
Savings not achieved equally across activities: most savings in water resources

and treatment (7%) and distribution (18%); sewerage treatment costs up by 4%,
sludge disposal costs are up by 43% due to legislative changes.

Pensions: contributions expected to increase, OFWAT will consider cost of
providing pensions as part of competitive remuneration arrangements to sustain
service performance, but the onus is upon the water company to show that it is
behaving in the same way as any other well-managed UK corporate. Support will
be required in the form of actuarial valuations.

Capex divided equally between water and sewerage, an increase of 13% in real
terms yoy, and approximately 10% lower than pro jected at price settin g in 1999.

Approximately half of industry turnover is invested in new assets.

Company feedback: reduction due to improved capital efficiency and the need for
time to establish quality programmes, resulting in schedules that differ from price
limit assumptions — this is similar to feedback received last year.

Capital expenditure 3.45 3.8 Level of quality enhancement expenditure lower by 30% as anticipated due to:
- Cheaper solutions;
- Rescheduling of projects;
- Delays in getting planning permission and acquiring land;
- Efficiency savings; and
- Delays in finalising sludge treatment regulations.

- Increased by 12% and is at its highest level in the current price review.

- Capital maintenance during the first three years of the current price period is
Capital maintenance na na close to the amount assumed when OFWAT set price limits.

- OFWAT remains concerned that companies do not fully know the state of their
infrastructure.

Source: OFWAT

Back-ended capex: look at the patterns

Chart 15 : Historic variances in capital investments
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Source: ABN AMRO
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Chart 16 : Industry variance breakdown
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Chart 17 : Industry variance breakdown
2000-01 to 2002-03
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Source: OFWAT

Table 12 : Snapshot of industry (water only and WASCs) performance trends (GBP mn)

1998-99 1999-00 2000-01 2001-02 2002-03
Turnover 7,323 7,482 6,586 6,678 6,631
Current cost profit before tax 2,176 2,246 1,415 1,308 1,434
Net cashflow from operating activities 4,469 4,505 3,910 3,836 3,794
Net cashflow before financing (2,572) (1,608) (1,235) (791) (1,775)
Total opex 3,152 2,787 2,660 2,650 2,720
Gross capex 3,977 3,885 2,844 3,045 3,450
Cash and investments 546 285 599 959 1,649
Borrowings 12,326 13,313 15,091 17,093 20,463
Net debt 11,780 13,028 14,492 16,134 18,752
Called up share capital 5,978 5,935 5,617 5,543 5,374
Gearing (Net debt/ Net debt + equity) 42.7% 44.2% 49.7% 55.6% 59.4%
Average RCV 27,416 29,066 30,492 31,079 32,066
Total capital and reserves 196,199 183,790 181,980 180,269 180,633
Net debt/Average RCV 43.0% 44.8% 47.5% 51.9% 58.5%
Source: OFWAT
Table 13 : Historical financial indicators

1998-99 1999-00 2000-01 2001-02 2002-03
Historic cost dividend cover (x) 1.7 1.9 1.2 1.6 0.8
Current cost dividend cover (x) 1.4 1.7 1 12 0.8
Interest cover (x) 4.7 4.1 2.7 2.7 24
Gearing (%) 42.7 44.2 49.7 55.5 59.4
Cash interest cover 6.9 6.4 4.7 4.8 3.8
Debt payback period (yrs) 2.6 2.9 3.7 4.2 4.9
Cashflow to capex (%) 43 69.1 68.3 68.5 45.8

Source: OFWAT
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Efficiency performance 2001/02

Table 14 : Relative operating and capital maintenance efficiency rankings

Water service 2001-2002; as at 26 March 2003; rank 1-22

Operating efficiency

Capital maintenance efficiency

Yorkshire Water 1 Cambridge 1
Southern Water 2 Three Valley 2
Portsmouth 3 Portsmouth 3
Wessex 4 South East 4
Northumbrian 5 Folkestone & Dover 5
Severn Trent 6 Dwr Cymru 6
Anglian 7 Tendring Hundred 7
United Utilities 8 Bristol 8
South West 9 South Staffordshire 9
Sutton & East Surrey 10 Sutton & East Surrey 10
Thames 11 Thames 11
South East 12 Northumbrian 12
South Staffordshire 13 South West 13
Bournemouth & W Hants 14 United Utilities 14
Cambridge 15 Bournemouth & W Hants 15
Dee Valley 16 Dee Valley 16
Three Valley 17 Severn Trent 17
Tendring Hundred 18 Southern Water 18
Mid Kent 19 Mid Kent 19
Bristol 20 Anglian 20
Folkestone & Dover 21 Wessex 21
Dwr Cymru 22 Yorkshire Water 22

Source: OFWAT
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Eight glasses of water a day

Recent events such as the change of ownership at Northumbrian Water and the
acquisition of Hales by Severn Trent brought home how vulnerable bondholders at
the unregulated level are. The risks are not new, but a regular reminder of the list

is healthy. Overall: look out for event risk.

Risks

Execution

The key credit risk in a WASC's licensed activities is not regulatory; the regulator’s
primary duty as stated earlier provides considerable credit comfort. Rather, the risk
is that a WASC falls short of achieving its operating expenditure and capital
expenditure targets, as well as the quality of service standard targets as set by
OFWAT. While the returns to shareholders are reduced by a failure to meet
regulatory expectations, key credit measures are also weakened. The rational
reaction by shareholders should be to replace management, either traditionally or
through out-sourcing. This would ultimately be in bondholders’ interests, but would
certainly involve delays.

Capex: timing uncertainty

The regulators, as well as the European Commission, the British Parliament, and
the Environment Agency, each contribute to uncertainty with regard to the periodic
price determinations, particularly concerning the capital expenditure required to
meet legal obligations. According to OFWAT, the industry has, on average, spent
over 50% of turnover on capex in new assets. Going forward, the industry
anticipates significant capital programmes to satisfy quality agencies and EU
directives, hence increasing the risk of unforeseen changes to outputs. Precise
output requirements and the timing of such have yet to be formulated, thus
reducing predictability of funding requirements.

Rating risk: moving the goal-posts

The risk remains that the rating agencies could re-rate the sector based upon on
known or existing issues that were not factored into the existing ratings, we term
this "rating risk", in other words, moving the goal posts. As stated earlier, while we
are not expecting a wholesale change to rating methodology, the rating agencies
may use credit-worthy events to re-assess ratings, possibly resulting in
downgrades. We also find increasingly that the concept of a stable, optimum, long
term rating providing an investor with an opinion on the future credit development
of a particular company is diminishing. Rating agencies are increasingly becoming
more reactionary than forward-looking in their rating decisions. The rating horizon
covered by the long term rating view is also much shorter, down to 18-24 months,
rather than the traditional 3 years normally expected.

EIGHT GLASSES A DAY

O No O MLNPE

Execution risk

High capex

Rating risk

M&A

Debt subordination
Systemic failure
Leveraged structures
Diversification
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M&A and notching

Negative trends in credit quality are also caused by M&A activity, typically debt-
financed acquisitions by a water group (eg the recent acquisition of Hale by Severn
Trent) or the debt-financed acquisition of a water group by a consortium of financial
investors, such as the change of ownership at Northumbrian Water. Such actions
typically result in increased leverage across the group. The credit quality of new
owners need to be ascertained, as well as new operating and funding strategies. As
a starting point, the licensed entity or operating company (opco) is typically
differentiated from its parent's rating (holdco) by one notch. At the occurrence of
event risk, it is crucial to appreciate that when deterioration in credit quality starts
at the group rating level, opco is not considered to have the benefit of the ring-
fence yet. Opco's rating is dragged down by the group and parent corporate
ratings, approximately down to BBB. At this point, OFWAT is more likely to
intervene, using amendments to licence conditions, to protect opco, thus closing
the ring-fence. OFWAT's recent intervention in NUW demonstrates the start of
gradual supervision of the ring-fence mechanism. At this point, the gap in ratings
between holdco and opco may widen beyond one notch, to the detriment of
creditors at the holdco level, but to the relative benefit of creditors at opco.

Subordination of debt at holdco level

The practical effects of subordination are usually demonstrated following event risk.
In principle, a lender to holdco is, by virtue of holdco being an equity holder in
opco, subordinated to opco's lenders. As an equity holder, the holdco creditor ranks
lower in priority than an opco creditor, unless the debt is guaranteed by opco. Opco
further is the key cash generator and pays its own debt first. The weaker holdco
creditor's position is further reinforced by OFWAT's role: OFWAT only has a duty to
ensure the financeability of the licensed entity, ie opco, not the group as a whole.
The regulatory ring-fence thus is derived from OFWAT's primary duty to ensure the
financeability of the licensed entity. The ringfence kicks in when the regulator
decides to ensure opco's ability to finance its operations that are of public interest.
Opco can be required to include protective covenants in its financing
documentation, have its licence conditions amended and be subject to scrutiny of
dividend policies, to prevent a sub-investment grade holdco seeking to squeeze
dividends out of the stable regulated opco.

Systemic risk

Transfer of risk

WASCs create competition by outsourcing operation and maintenance activities to
obtain the best pricing possible, thus enhancing efficiencies further. It is to be
noted that there is actually no requirement to do so, the primary incentive being
cost reduction. Any intercompany transactions must be carried out on an arm's
length basis, eg, the use of construction companies. However, due to the very
limited number of sub-contractors in the market, outsourcing to a concentrated
group of players may result in systemic risk to the sector if one or more sub-
contractors fails to fulfil either its financial or performance obligations.

We note that at present, OFWAT does not oversee the outsourcing tender process,
nor does it review the terms and conditions contained in outsourcing agreements.
It regards the WASCs as holding actual liability for performance. The onus is

Ratings do not and have not
on the basis of track record
anticipated systemic risks
ahead of time, these risks
are therefore never

factored into the rating

Ultimate responsibility lies
with the WASC
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therefore upon the WASC to determine the extent of performance damages and
service controls to ensure that its licence is secure.

Unfavourable funding environment

Another form of systemic risk exists where companies simultaneously encounter
financial difficulty, potentially resulting in a liquidity crunch. Highly geared
structures are most susceptible to adverse changes in the funding environment.

In terms of tax changes, OFWAT will seek to reduce the risk of systemic risk caused
by unforeseen changes to the tax structure.

Highly leveraged structures

The increasing presence of financial buyers linked to the creation of highly
leveraged structures has been noted by OFWAT, together with resultant rating
agency reactions. The rating response to Ondeo (Northumbrian Water) was
somewhat unexpected by OFWAT. We suspect that the developments are being
monitored with slightly more than "studied neutrality”. It is clear that OFWAT would
not like to see equity promote highly geared structures to be seen to keep up with
the WBS option.

While OFWAT believes that WBS structures are stable, it is concerned that their
financial flexibility is reduced. Such structures would be susceptible to adverse
market conditions, particularly if the funding avenues close, or even weather
disasters such as drought or flooding. While the latter may be alleviated through
either the IDOK mechanism or the 'shipwreck' provision in most licences (explained
later in the Appendix), the former would not be a compulsive enough reason to
invoke an IDOK; the company's owners consciously chose these particular
structures in the first place. OFWAT considers that highly geared structures are
best suited to mature sectors, rather than one that is subject to intense capex
programmes. Financial investors may therefore be arriving on the scene a little too
early.

The documentation governing a WBS essentially allows a company to continue
operating, making it very difficult to push a regulated water entity into liquidation.
We would however re-iterate the downside: The length of the recovery process
increases with the complexity of a structure and the number of parties involved.
The existence of a regulator close to the City such as OFWAT however is an
incentive to encourage all parties to work in a cohesive manner. Another factor to
note is investors' increasing exposure to a limited number of monoline providers.

Following the establishment of Glas Cymru’s highly leveraged capital structure,
OFWAT has consistently indicated its preference for the traditional equity model.
Ofgem has also expressed its clear opposition to a similar structure for electricity
distribution networks, and none has materialised. OFWAT’s position is hardening
and customers rather than investors will receive the tax benefit of high leverage.
Consequently, we believe that the trend towards highly leveraged structures has
peaked as evidenced by the re-listing of Northumbrian Water. Further we note that
Hyder and Suez gave up some equity value in their disposals of Dwr Cymru and
Southern Water.

No bail-out for highly
leveraged structures
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Diversification/Equity demands

Will diversification efforts go the way of the US power industry one day? The US Low growth + equity =
power companies strategies' to invest in unregulated activities reflected the need to happy bondholders
meet shareholders' demands, analysts upbeat estimates and remain relatively

competitive at the same time. The debt-financed investments in energy trading and

merchant to virtual generation grew unwieldy, underperforming expectations and

undermining investor confidence. These companies are now taking a more basic

approach, refocusing on their core regulated activities. We believe that although

competition is not a real issue in the UK water market, future pressure to provide

shareholder value will be the downside to otherwise welcome equity involvement in

the sector. OFWAT further notes that diversification often distracts management

from the quality of the core business. Companies' exposure to cross-border

regulatory risk also increases.

Mitigants

While the list of mitigants appear limited relative to the challenged highlighted OFWAT's primary function
earlier, they nevertheless reflect the underlying fundamental strength of the water Is not to promote

. . .. . . competition, but to ensure
business: this is a monopoly sector and will remain so for the foreseeable future. that companies are able to
finance their functions

Strong regulatory structure

Despite uncertainty over price limits, we can derive comfort from OFWAT's

statutory primary duty, that is to preserve the ability of a licensed entity to fund

itself. The duty is expressed in OFWAT's desire to see WASCs maintain comfortable
investment grade ratings. The regulatory process is transparent in its treatment of
ring-fenced entities and the financing of capex. The regulatory environment is
consultative rather than confrontational; the regulators are furthermore regarded

as competent and knowledgeable in the UK.

Continuity of operations

It is not actually easy for a water company to lose its operating licence, as
explained below:

Revocation of operating licences

Upon privatisation in 1989, WASCs were each granted 25 year licences with a 10
year notice period. In October 2002, OFWAT published its proposal to increase the
10 year notice period to 25 years, thus making it even more difficult to take away a
licence. The 25 year period also brings the water industry in line with electricity
distribution companies and makes the licence consistent with asset lives. Licenses
are awarded to WASCs on the basis that they can be revoked.

Circumstances under which a license can be revoked are:

» Insolvency; and

= Material failure to discharge the function of a WASC, resulting in loss of the
investment grade rating.
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Neither of these circumstances requires a period of notice before revocation. In the
event of an insolvency however, the licence is not in practice revoked, but
transferred to the new scheme, at which point a new licence is applicable. What
happens if a WASC does eventually lose its licence? If the SOS or regulator has
terminated the license and appointed a new appointee, there are provisions for the
transfer of assets to the new licensee. The question is then how the incoming
licensee would value the old licence, and how debt would move to the new owner.
There remains the possibility to break up water management companies into
different licenses, but indications are that the latter option would not be preferred.

Special Administration Order

Unlike the gas and electricity sectors, UK water companies have the benefit of the
Special Administration Order (SAO). The SAO is a critical mechanism which allows
the government to intervene if there is a disruption in the supply of services that
could threaten public safety. The SAO is also applicable to air traffic and railway
services. Pursuant to an SAO, the High Court may appoint a special administrator
when petitioned by OFWAT or the SOS to ensure the continued provision of a public
service. The special administrator is expected to transfer to other regulated
companies as a going concern as much of the business as possible to ensure
continuation of the licensed service. The transfer is to be carried out while
protecting creditors rights. While under an SAO, funding can, in theory, be provide
by the UK Treasury.

Under special administration, the administrator may dispose of assets under a
floating charge, but apply the proceeds as if subject to the floating charge. In
relation to a fixed charge, assets may only be sold with the approval of either the
secured creditor or the court. The licence may be transferred to another entity
during special administration. Subject to the approval of OFWAT or the SOS the
special administrator may seek to alter the conditions of the licence. It is noted that
OFWAT and the SOS has a duty to ensure that lenders are not unfairly prejudiced
by a special administration order, provided the actions taken are consistent with
the Water Act.

The Enterprise Act 2002

When in force, the Enterprise Act is expected to prohibit creditors of entities within
a ring-fenced financing group from appointing an administrative receiver. It is
believed that the provisions will not be enforced retroactively. Furthermore, a
Capital Markets exemption is expected to be provided for, to take account of the
importance of the debt capital markets to the sector.

Stable regulated cashflows

Virtually 100% of a WASC's revenues to service its debt is derived from stable
regulated cashflows.

Capping regulatory risk and unforeseen capex

OFWAT recognises that uncertainty can increase the cost of capital, translating into
increased prices for customers. OFWAT therefore endeavours to limit regulatory

risk through its transparent approach to decision-making as well as mechanisms for
companies to recoup unforeseen costs beyond the control of management through:

The SAO prevents the
appointment of an
administrator by a creditor
or liquidation of a WASC
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= Logging up or down to remedy relatively smaller unforeseen costs (costs logged
up, reductions in output requirements logged down);

= IDOK (interim determinations of K) that allow adjustments to the price limit of
the applicant company in the event of large changes beyond its control, for
example, changes in legal obligations, or assumption errors. The materiality
threshold is set at 10% of turnover;

= Mechanisms for major unforeseen changes or events, termed the "Shipwreck"
clause that deals with a substantial adverse effect upon a company.
"Substantial" is defined as a effect, in net present value (NPV) terms, of over
20% of the company's turnover in the previous year. An example of this clause
is provided in the Appendix; and

= Indicated willingness to expand the list of Notified Items, currently limited to 3
events relating to where the number of new domestic up-take of meters was
above assumptions made for the regulatory period.

Barriers to entry: a low risk monopoly sector

Competition in the water sector is a non-issue. As OFWAT states, the business risk
in the UK water industry remains fundamentally low, both in absolute terms and
relative to other industries. Despite the UK government's efforts, the water
companies are "...effectively monopoly suppliers of an essential product and are
likely to remain substantially so for the foreseeable future..". The only method by
which a competitive environment can be encouraged is via the benchmarking of
comparators, rewarding efficiencies and passing through the benefit of improved
efficiencies to customers. It is to be noted in this context that due to ongoing high
capital expenditure programmes, the UK water sector cannot be regarded as a
mature industry.

Physical challenges to competition

There are also physical challenges in opening the market to competition. The
difficulty lies in determining terms for capacity (equivalent of third party access),
determining apportionment of obligations and liabilities as well as monitoring the
quality of water. Negotiated access seems to be the way government will proceed.
There are at present some cross-border supplies, and development of on-site
supplies. There are no concluded common carriage agreements such as third party
access as the commaodity in question involves varying physical qualities and water
standards. In terms of UK companies expanding overseas as national champions,
the concern is that precious management time is locked up dealing with difficult
acquisitions rather than focusing on core activities.

No technology risk

Unlike the electricity sector, the underlying technology that supports activities such
as water treatment, purification and metering are of a low-tech nature. Changes if
any are very gradual.

FABN'AMRO UK WATER SECTOR 26 AUGUST 2003

54

56



R ATING A GENCIES

Rating agency views

Unfortunately, too much reliance is placed by OFWAT upon rating agency decisions.

Views highlighted by rating agencies so far

To-date, S&P have published numerous reports on developments in the UK water
sector. In April 2003, S&P published a fairly upbeat report on the UK water sector,
stating that highly leveraged UK water transactions would attract investment grade
ratings. S&P has noted that opportunities for water and wastewater companies to
improve efficiencies are decreasing and that shareholders are increasingly turning
to complex structures to extract returns from their investments. S&P states that
"although these transactions represent higher financial risk, the use of
securitisation and project finance features can sufficiently mitigate the risks and
support solid investment-grade debt ratings". S&P does however highlight that it
looks for other additional mitigating factors in rating geared structures, these
include:

= Timely access to adequate levels of liquidity;

» Protection of low-risk utility from related entities through ring-fencing
structures;

» Early warning signals based on prescribed financial performance targets;
= Conservative debt management policies;
= Use of intercreditor agreements to protect rights of senior debtholders;

» Equity support in the form of retained distributions in times of cashflow
pressure;

» Existence of a security package (as a defensive measure); and
= The appointment of independent third parties with decision-making powers.
An overview of rating reports on the UK water companies reveals certain common

themes:

= Uncertainty over capex requirements from 2005, coupled with anticipated
increases in debt levels and general weakening of financial profiles as a
consequence;

= A growing proportion of non-regulated activities over the next few years;

= The regulatory environment in which the companies operate is viewed as
generally favourable. The five-year pricing review periods provide high revenue
stability, certainty and transparency;

= Companies are generally expected to outperform regulatory targets again; and

FABN'AMRO UK WATER SECTOR 26 AUGUST 2003

55

57



RATING AGENCIES

» Potential unfavourable reset of tariffs from 2005. Although OFWAT has shown a
tendency to reduce revenues severely at each review, this is largely a reaction
to outperformance of targets by the utility over the previous five years.

From the most recent rating summary on Severn Trent dated 15 August, we
deduce that S&P expects PR04 to be "relatively balanced".

Moody's holds the view that the sector should remain mindful of bondholders'
interests as the sector cannot afford to lose the support of the debt capital markets.
Rating reports on various companies indicate expectations of increased capital
expenditure largely for environmental improvements, coupled with increased debt
levels. Sector weaknesses highlighted include potential challenging capex targets,
the sensitivity of financial flexibility to pricing determinations and over-dependence
upon the debt capital markets.

Recent agency reactions

Recent rating actions on Northumbrian Water followed by Severn Trent are not a
change in rating methodology, but demonstration of the principle, held consistently
by the rating agencies, that the ring-fenced structure is only treated in isolation
from the rest of the group at lower rating levels (typically BBB), when it is believed
that intervention from the regulator would be encouraged. Downward movements
in ratings across the board will occur if parents enter into transactions that increase
the debt level for the group as a whole. When the regulatory ring-fence does kick-
in, the differential in ratings between the licensed entity and its parent is expected
to widen substantially to acknowledge the ring-fence. Bondholders at the holdco
level are therefore encouraged to be aware at all times of management's appetite
for acquisitions and be clear on financial parameters to avoid future surprises.

Severn Trent: Acquisition of an unregulated activity

On 15 August, S&P removed Severn Trent ratings from Creditwatch Negative; the
A+*- ratings were downgrade by a notch to A Stable, while the A*- long term debt
rating of the parent Severn Trent plc (ST) was reduced to A- Stable. The stable
outlook reflects ratings supported by regulated cashflow, "... despite the
management's strategy of selectively growing the nonregulated businesses". On
19 August, a few days later, Moody's did the same, returning the company to a
stable outlook at A2. On 20 June this year, Severn Trent's waste management unit,
Biffa, announced that it had agreed to acquire the waste management unit Hales,
from RMC Group plc for GBP 141mn. Hales controls 2% of the UK waste disposal
market, with sales of approximately GBP 112mn during the last financial year. The
acquisition would be geographically complementary to Biffa's existing market areas.

On the same day, both rating agencies reacted negatively on all ratings within the
group, including the licensed entity itself. The rationale for the rating action was as
follows:

Moody's

Moody's placed on review for downgrade the A2 long term ratings of Severn Trent
plc (ST), the Al long term ratings of the licensed entity Severn Trent Water Limited
(STWL) and the Al rating for Severn Trent Water Utilities Finance plc, whose debt

Based on recent actions,
the rating agencies are
sending out stern signals to
management that the rating
of the licensed entity is not
isolated from their actions

The financial profile did not
deteriorate enough to force
the ringfence into action.
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is guaranteed by STWL, and the Al rating of the GBP 425mn 6.25% issue due
2029. The rationale for the rating action was as follows:

= While the acquisition is consistent with the strategy pursued by Biffa, it
nevertheless increased group debt and increased the relative size of non-
regulated activities within the group; and

= The waste industry is affected by a downturn in UK industry, limiting any
prospects for organic growth in the sector.

S&P

S&P took identical actions to Moody's, placing the A+ rating of ST, the A+ rating of
STWL as well as the A- long term debt rating of rating of ST on Creditwatch
Negative. S&P stated that although the acquisition itself was small, it would result
in an increase in net debt across the group at a time when S&P was concerned
about the adequacy of ST's financial profile at the A+ level. The financial position
was considered weakened due to difficult market conditions in waste management
and upward operating cost pressures coupled with pricing uncertainties for the
regulated water business.

Northumbrian Water: Change of ownership

On 19 May this year, Suez SA sold its 75% stake in Northumbrian Water for an
enterprise value of GBP 2.212bn to Aquavit plc (Aquavit), a consortium of financial
investors consisting of Deutsche Bank, Collins Stewart Ltd and Ecofin Ltd. Aquavit
began trading on the AIM exchange shortly thereafter under the name of
Northumbrian Water, with the stake placed with UK and US investors. The same
entity expects to seek a full listing in due course. Moody's no longer rates
Northumbrian Water.

S&P reacted on the same day, dropping the A- ratings on the licensed entity
Northumbrian Water Ltd and its subsidiary Northumbrian Water Finance plc to BBB
from A-, a drop of two notches. The parent company, Ondeo, suffered a worse
rating downgrade, falling from A- into sub-investment grade at BB+. The outlooks
on all ratings are stable. The rationale for the sharp rating changes was:

= Ondeo’'s consolidated cashflow protection measures are expected to weaken
substantially, reflecting the increase in net debt;

= Anticipated FFO/net interest coverage and FFO to net debt at 2.5x and 9% over
the medium term was considered unacceptable for the A- rating levels;

= Notably, at the BBB rating level, S&P expects OFWAT to step in and enforce the
regulatory ring-fence (as proven since), thus cutting off Ondeo's unfettered
access to regulated cashflows (this has not occurred as yet); and

= The rating on the licensed entity, continues to reflect regulated stable cashflows
and solid operational performance. However, these strengths are now offset by
the group's aggressive financial policy, uncertainty about future tariffs and
exposure to the waste industrial market.

OFWAT was somewhat surprised at the rating agency reaction to Ondeo. The
advantage seen from the initial proposals was the involvement of equity, given that
an entity was to be listed. We sense that more frequent and attentive monitoring of
rated companies would be preferred to prevent surprises in future.

Key: the WASC remains BBB
and detached from the rest
of the group
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Parent support not given credence by rating agencies

Investors should note that the acquisition of a WASC by a higher rated parent will
not necessarily result in a rating upgrade. We have seen the end of the parent
company halo effect, although this principle has been more evident in the electricity
sector. The implied support originally anticipated from larger and stronger parents
will be given less credence by rating agencies based on the recent track record of
foreign parents abandoning its overseas subsidiaries in order to preserve their own
ratings. Thames Water ratings (A2 neg./A+ neg.) however reflect those of its
parent RWE and stands out as an exception to this rule. The rating agencies buy
into management control over the company in the form of funding plans at parent
level and guarantees. RWE's water business is seen as a strategic constituent
activity for RWE, rather than an add-on. Our view is that a multi-utility is an
unwieldy strategy, and that companies are off better sticking to their core
strengths.

OFWAT: How a WASC can be protected from a weaker parent

The following example illustrates typical conditions that can be invoked by OFWAT
when a WASC is acquired by a weaker parent. In March 2002, Wessex Water Ltd
announced its acquisition by YTL Power Berhad, rated BBB-, from Azurix Corp. The
credit of the Opco, Wessex Water Services Ltd (WWSL) rated A3/BBB+ were
considered constrained by the BBB- rating of weak parent YTL Power Berhad.
WWSL's rating outlooks were consequently revised to A3*-/BBB+ Dev. The
increased risk was that the weaker parent may be tempted to siphon assets from a
healthy subsidiary or burden the subsidiary with debt. OFWAT's modified WWSL's
license as follows:

= Prohibition of cross-default between Wessex debt and that of other group
companies;

= Maintenance of at least an investment-grade rating on debt;

= Arms-length trading amongst YTL, Wessex Water plc and all related entities;
= Annual certification of financial viability by WWSL directors;

» Regulatory approval for guarantees or loans by WWSL to its parent company;

= The appointment of at least 3 non-executive directors to WWSL's board in order
to maintain and strengthen management independence; and

= Restricted dividends if OFWAT believes that dividends would impair Wessex's
core business functions or finances.

WWSL's ratings are currently Baal neg/BBB+, with the Moody's negative outlook
reflecting execution risk in WWSL's financial plans to stabilise its debt and liquidity
structure, as well the lack of track record for YTL's long term strategy for WWSL.
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GLOSSARY

List of abbreviations

DGWS Director General of Water Services

EA Environmental Agency

EIB European Investment Bank

FY Financial year ending

K The adjustment factor set for each year by OFWAT, by which
tariffs (charges) made by a licensed entity can be changed.

IDOK Interim Determination of 'K'

IRC Infrastructure renewals charge

IRE Infrastructure renewals expenditure

PR99 Periodic Review 1999

PRO4 Periodic Review 2004

MBIA Mortgage Backed Insurance Agency

OFWAT The Office of Water Services, UK

RCV Regulatory Capital Value

SAO Special Administration Order

SOS Secretary of State

S&P Standard & Poor's

WASCs Water and sewerage companies

WBS Whole Business Securitisation

yoy year-on-year
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A PPENDIX

Background to the UK Water Sector

The assets of the UK water companies were privatised in 1989. Since then, it has
become clear that due to price limits set in 1999, the sector has become dependent

upon credit funding and rating agencies.

Privatisation

The privatisation of the UK's (England and Wales) 10 water and sewerage
companies occurred in 1989. The basic structure was simple, a listed company on a
recognised exchange (the holdco) would own 100% of the core regulated or
licenced entity (opco) operating the water and sewerage activities. The structure
encapsulates the principle of privatisation, ie privatisation of assets rather than
outright ownership. Most holdcos have diversified into non-core activities, but
revenues from the opco have remained the key source of cashflow and investor
returns. Given the regulatory regime and the strict PR99, holdcos have since
actively diversified overseas and into non-core activities to improve the extent of
returns to shareholders. Most of the debt for the group was originally held at opco
level. Debt levels at holdco level then increased in line with diversification into non-
core assets, increasing the overall leverage of the group. Traditionally, the rating
agencies have consistently maintained a one-notch distinction in ratings between
holdco and opco, with opco holding the higher rating.

Regulatory Capital Value (RCV)

The value of the capital base of each company for the purpose of setting price limits
for each periodic review is termed the Regulatory Capital Value, developed for
regulatory purposes. The RCV starts with a direct measure of the value placed on
each company's capital and debt by the financial markets following privatisation.
The value of the RCV to investors and lenders is protected against inflation by
increasing the value each year by RPI. In additions to inflation, RCV is also adjusted
for depreciation and the regulatory rolling 5 year clawback of past capital
investment efficiencies. The RCV is then remunerated through price limits (K) at a
cost of capital that is set by OFWAT. One of OFWAT's primary duties is to ensure
that WASCs are able to finance the proper carrying out of their functions, hence
secure reasonable returns on their capital. The current replacement cost (Modern
Equivalent Asset (MEA)) valuation of companies' assets at privatisation was
approximately GBP 175bn at current prices. This initial value is then rolled forward
each year.

RCV = Market Cap.
(flotation) + Net
Investments - Depreciation
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The price setting mechanism

The chart below summarises the price setting mechanism used by OFWAT to
determine prices charged to customers and allowed revenue to water companies.

Chart 18 : Price setting mechanism

RCV

WACC
Opex & capital charges for an efficient company

Allowed revenue
Review financial ratios
Increased allowed revenue

Final price determination

Source: United Utilities

Powers and duties of the regulator

The current structure of the water and waste water industry was established by the
Water Act, enacted in 1992. Ten water and sewerage companies (WASC) and 29
(now 13) water only companies (WOC) were created and sold to the private sector.
The Director General of Water Services (DGWS) was appointed as the economic
regulator of the sector to control prices and protect consumers. The Environment
Agency (EA) and the Drinking Water Inspectorate were set up separately to deal
with water quality and related environmental issues.

OFWAT (Office of Water Services, the UK water regulator) was created in 1989 to
oversee the water and sewerage industries of England and Wales. The body is
headed by the DGWS, whose duties are currently laid out in Section 2 of the Water
Act. The current Director is Philip Fletcher. The principle behind his statutory duties
is that customers will benefit if efficient companies remain financially viable. The
Director's Primary duties are therefore to ensure that:

= The functions of a WASCs (as defined in the Water Act), are properly carried
out;

= The companies are able to finance their functions, in particular, by securing a
reasonable rate of return on their finance; and
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= Lenders and shareholders should be able to receive a return that is sufficient,
but no more than sufficient, to induce them to make loans and hold shares, if
the company operates efficiently.

Regulation in practice

The regulated prices for water, waste water and electricity distribution services are
set every five years using an incentive-based, price cap mechanism with the aim of
maximising operational and capital efficiency while ensuring that consumer
interests are protected and that the utilities are able to finance their functions. The
licences for water and electricity distribution have been harmonised and now
extend for a rolling 25 year period.

Mergers of water companies will result in a referral to the Competition Commission.
It has been OFWAT's stance that the loss of a comparator through a merger would
be detrimental to its ability to benchmark efficiency.

Crucially for the periodic price determinations, one of the EA’s duties is to interpret
the European Union’s water related legislation and, after negotiation with OFWAT,
the capital investment requirement for the sector is determined. A front-end loaded
capex programme would force OFWAT to raise prices in order to meet both the
legal primary duty to enable the companies to finance their functions, and the self-
imposed “bankability” requirement (see “Credit determines prices” below). As a
result, a smooth capex programme would be preferred but nothing has been
established definitely for the next regulatory period covering 2005-10.

Specific to water and waste water (and interestingly, railway infrastructure)
legislation is the concept of ‘special administration’. This enables the secretary of
State or the DGWS to apply for an order for special administration if the company is
either in material breach of its licence conditions or insolvent. Under an order of
special administration the “affairs, business and property of the company shall be
managed... in a manner which protects the respective interests of the members and
creditors of the company”. The purpose being “to transfer to another company... as
a going concern” enough of the company’s business for the licence to be carried out
properly. A company holding a water or waste water licence may not be voluntarily
wound up, may not be put into administration, and no security may be enforced
over it. Significantly, the Secretary of State may make grants or loans to the
company to facilitate the order of special administration, and may guarantee any
financial obligations entered into during special administration.

There are significant ring-fencing and solvency provisions in the licences of the
water utilities. Condition F of the licence states that no guarantees or loans may be
made to associated companies; that dividends may only be declared or paid in
accordance with a dividend policy which, in the written opinion of the DGWS, will
not impair the ability of the its ability to finance its operations. Moreover, Condition
K requires the appointee to ensure that, in the event of Special Administration, the
company would have “sufficient rights and assets (other than financial resources)
to enable the special administrator so to manage the affairs, business and
property” of the utility, which we understand to mean that no security can be taken
over the company'’s rights or assets.
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Shipwreck clause

Each water company's licence allows for price limits to be set by the Director for
each year at five-yearly Periodic Reviews. There is also a provision for price limits
to be reset between Periodic Reviews in defined circumstances, for example, a new
legal requirement. The proposal is for the insertion of a clause into each company's
licence, allowing for price limits to be reset between Periodic Reviews if the
regulated business:

» Suffers a substantial adverse effect, which could not have been
avoided by prudent management action; or

= Enjoys a substantial favourable effect, which is fortuitous and not
attributable to prudent management action.

In this context, "substantial" is quantified as an effect of at least 20% of the
previous year's turnover (calculated as the Net Present Value (NPV) of the change
in operating costs measured over a 15-year period, or the NPV of the change in
capital costs in the period remaining until the next Periodic Review). What
constitutes "prudent management action" will be assessed by the Director by
reference to the circumstances which were known or which ought reasonably to
have been known to the company at the relevant time.

This clause, commonly known as the "shipwreck clause" was, in its original form,
included in all companies' licences at privatisation. The DGWS has proposed in MD
(Licence modification no.) 167 (31 January 2001) that the provisions commonly
known as the “shipwreck' clause be extended to all companies. The clause enables
companies' price limits to be reset between Periodic Reviews if there has been a
substantial ~ adverse or favourable effect that could not have been avoided or is not
attributable to prudent management action. The clause was then either removed or
revised as part of a review of Condition B of the licence before the 1995 Periodic
Review. Less than half of the companies now have the clause in its licence. One
company has asked the Director to reinsert this clause in their licence. The Director
believes that it is desirable in principle that water companies' licences should not
differ unnecessarily and hence has proposed making the modification to all
companies' licences.

Credit determines prices

In determining the utilities’ revenue over the five year regulatory cycle the

regulator assesses the operating expenditure, capital maintenance expenditure,
and capital enhancement expenditure required of the utilities, and takes into
account the efficiency savings that could be generated in both operating and capital
spending. Other factors that have a bearing on tariffs are the investment in the
maintenance of a high quality of service, the balance between supply and demand,
and financial issues including the cost of capital.

In principle, the utilities should earn a reasonable rate of return, as determined by
the regulator, to cover the cost of capital based on an assumed debt-equity mix for
their investment. The value of the investment is defined by the RCV. OFWAT used a
post-tax (as opposed to pre-tax) measure that caused considerable confusion by
apparently under-rewarding the water sector compared to electricity distribution. It
assumed a real post-tax rate of return for debt of 2.8-3.5% and for equity of 4.6-
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6.2%, leading to a WACC of 4.25-5.25%. However, OFWAT has since recognised
that the real post-tax WACC is in excess of 6.5% demonstrating that the
remuneration of the water sector is in line with electricity distribution.

The regulators provide an incentive to outperform the efficiency targets by allowing
them to retain the benefit for a rolling five year period. However, the intention is
also to share those savings with consumers through a claw-back mechanism at the
beginning of the five year regulatory cycle by applying a cut to the starting price,
referred to as P o. Predetermined changes are also made to revenues for the
intervening four years by raising or lowering the K factor (for water) or X factor (for
electricity) by which the utilities can change the prices to customers by reference to
the retail price index (RPI); consequently, the mechanism is often referred to as
RPI£K or RPIxX. Uniquely, water companies also have the ability to apply for an
‘interim determination of K’ (IDOK) should there be unforeseen changes to business
parameters between regulatory price reviews. The reference RPI used to determine
water prices is the annual RPI reported for the month of November prior to the
price change. The RPI used for electricity distribution is the average of the annual
RPI in the months of July to December prior to the price change.

As a result, the first stage in setting the allowed revenue of a utility for each year
within the regulatory period is determining the sum of the return on investment
(RCV x WACC) plus the allowed recovery of operating expenditure and capital
charges. Significantly, this is then compared to the regulator’s matrix of financial
indicators and, if not sufficient for the utility to finance its functions, is revised.

“For all companies we consider the financial robustness of price limits by reviewing
these financial statements against the package of indicators developed for the
industry in conjunction with the financial markets. If the price profiles are not
sufficiently robust then adjustments may have to be made to price limits.”

- Keith Mason, Director of Regulatory Finance (OFWAT City Briefing 15 May 2003)

This means that the financial indicators, which will be discussed with the rating
agencies to be consistent with the regulator’s target credit quality, are both
fundamental to setting a utility’s prices and driven by credit considerations. As a
result, we believe that the regulatory price setting mechanism provides substantial
credit comfort.

Development of water credit quality

The role of the water regulator (OFWAT) forms the cornerstone of the industry:
rather than promote competition, its primary duty is to ensure that licensed entities
are able to finance their functions. The UK water sector was then hit by three
fundamental events, which created its current reliance on debt. The first occurred

in 1997, when the ratings of several holdcos of WASCs were at risk due to the
proposed introduction by the UK government of a "Windfall tax". The next hit
followed shortly after in late 1998, when the first drafts of the 1999 periodic review
(PR99) was released by OFWAT to the public for comment. Financial investors and
rating agencies were spooked by P nought. Both S&P and Moody's placed most UK
water ratings on negative outlook. Next, in mid-2000, Kelda announced that it was
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reviewing a number of strategic options for its company structure, including
mutualisation. The debt-financed acquisitions of water supply companies in the US
over 1998-2001 did not help credit quality either.

PR99 was severe in extracting efficiencies and setting price limits to take the froth
off material outperformance by the sector during the years since privatisation in
1989, thus reducing excessive returns. The result was an equity flight from the
water sector, facilitated further by dot.com madness. The industry has thus seen
the usage of highly leveraged structures, entry into non-regulated activities and
overseas to grow returns past the price limits. WASCs also looked for ways to
restructure, evidenced by Kelda's attempt to transform into a mutual (Registered
Community Asset Mutual) in June 2000, a plan that was ultimately rejected by
OFWAT. As such, the sector attracted interest from financial stakeholders seeking
to perhaps extract value from a stable regulated source of income, while existing
shareholders looked for suitable exit routes. The equity participation in water is
more mature now; shareholders now realise that their position is practically akin to
perpetual bondholders.

Diversification into the US

One of the earliest overseas ventures for the UK water sector was in 1999, when
Thames Water Group acquired the US New Jersey-based water company
Elizabethtown Water Co (E'town) for GBP 574mn (USD 938.5mn), a fully debt-
funded acquisition. The acquisition prompted rating downgrades across the group.
In particular, the ratings for the licenced operating entity Thames Water Utilities fell
from the low 'AA’ band (Aa3*-/AA-*-) to A1/A+. The ratings later rose one notch
back to Aa3 neg/AA- neg, reflecting its incorporation into RWE and the negative
outlook at its new parent level before settling at its current level of A1 neg/A+ neg.
The rating of the licensed entity remained at all times one notch higher than its
holding company Thames Water plc. Kelda has also expanded into the US via
Aquarion as well as the 2002 acquisition of four water companies in New England
from American Water Works Co Inc.

Management time spent on
integrating new
acquisitions diverts focus
from the core business.
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