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Setting water and sewerage charges — industry
takes next step in business planning for 2010-2015

Main statement

Water companies in England and Wales have todalyspell final business plans for
maintaining and improving water and sewerage sesvic the five years beginning 2010.
The proposals have been submitted to Ofwat, therwagulator, in the latest stage of the
2009 water price review process.

Final business plans show how the industry proptwsesntinue investment in the
reliability of the service while doing all it caa hold down the impact on bills.

Ofwat will now scrutinise the plans prior to pubiliisg draft price limits for public
consultation in July. Having taken account of meges to its consultation, Ofwat will
publish final price determinations in November. ngg@nies will use the new price limits
to set charges that take effect a year from nopnl 2010.

The price review is still at a relatively earlygta Plans submitted today contain a lot of
information affecting customer bills which musttbeated as provisional. Companies
have made the best assumptions and forecastsdhé&l/an the information available
about some factors which are very uncertain imptiesent turmoil. These include the
rate of inflation, the impact of recession on dedhtor water, and the effect of financial
market turbulence on the cost of capital.

Overview

Altogether the 21 companies are proposing to inaesind £24 billion in capital projects
between 2010 and 2015. Within this figure, lexd#lsxpenditure vary considerably
between companies, reflecting differences in tretaaers they serve, the condition of
the assets they operate, and the environment andtelthey have to manage.



The effect on bills over the five years ranges framreal increase (bills will rise or fall
only with inflation) to an increase of around £4920015. The average bill in 2015 is
forecast to be around £349 before inflation, angase of about £28 (less than 9%) over
the five years, or about £5.50 per year. (NOTH #ialres in 2007-08 prices

Advice

In preparing the business plans, companies haea tagcount of advice and comments
on their draft business plans (published AugusB20€ceived from interest groups
including:

= Customers: the biggest research programme thetiychess ever undertaken

= Ofwat: early guidance from its baseline capitakimitve scheme

= Consumer Council for Water: learning from its exige consumer research

= Drinking Water Inspectorate: on requirements ohking water quality regulation

= Environment Agency: cooperation in planning theidlal Environment Programme
= Natural England: advice on catchment managementuaatiareas of special need.

Changes from draft plans

The result of bringing this advice to bear on tlpgéns, together with the companies’
assumptions about the variable factors meanshbet have been many changes in the
detail of the plans.

Almost all companies have reduced their investrpesgrammes - on average by 12%
reflecting:

= customer priorities,

= discussion with regulators on priorities for megtquality standards

= further internal challenge on costs and efficieranyd

= an assessment of how reduced economic growth eatfme have affected their
projections of demand and therefore need for neaues and capacity in the
immediate future.

These growth assumptions have particularly (buenotusively) affected companies in
the south-east. Across the industry, companiesigotacognise the need to sustain
expenditure on maintenance in order to ensuret¢haymeet customers’ top priority of a
reliable and quality service. Total investment asrthe industry, although reduced, is
still significantly higher than in the current fiyear period.

Upward cost pressures

Whilst companies have tried to contain the cogheir investment programmes, they
have also had to factor in upward pressures on sosts that are outside their control.
For instance, new information since draft busin@aas on proposed increases to
business ratesuggests a significant rise in these costs gangdrd. The recession has



increased bad deb#&md the cost of collection and at the same tirdaged revenue
projections. In addition, companies have seen éurtleterioration in investor sentiment
feeding through into the cost of finance. For mahig has led to an upward adjustment
of their cost of capita¢stimate.

Across the industry the interplay of these fact@mes, with differing impacts on their
proposed price limits. For some, proposed pricédimre now higher than in the DBPs
whilst for others, they are lower. On average athe industry, the result is expected
price limits and bill increases of a similar ordéethose proposed in the draft business
plans.

Companies have in effect managed to contain cesspres by, in varying measures,
reassessing investment needs and challengingcibstiestimates.

In the current unpredictable circumstances itnsaat certain that there will be other
changes as the price—setting process goes forward.

Business plan themes
The main themes in the industry’s final businessplare:

1) Concentrating on customers’ priorities

2) Affordability

3) Price impacts beyond companies’ control
4) Investment in resilience

5) Diversity

6) Financing investment

Concentrating on customers’ priorities

Companies have put their customers’ prioritiehatheart of business planning. In the
biggest research programme the industry has ewdartaken customers said that their
top priority was a reliable, high quality water plypand wastewater service. They are
willing to pay for essential improvements to ensina this is delivered, but want prices
to be fair and no higher than necessary.

Companies have reflected customers’ wishes by sgekbalance between keeping
prices as low as possible and continuing to impreliability.

They could be proposing to make deep cuts in experedn maintaining and renewing
assets vital to delivery of a reliable service. Bug would put at risk the hard-won
improvements of recent years and less, not maiabildy in future. Instead, they
looked for efficiencies in every part of the busisso that the essential work could
continue and water charges still provide good vabuenoney.



Ofwat said recently that efficiencies made by watenpanies have resulted in this
year’s average household bill being £100 less iihaould have been without these
savings.

Affordability

Companies have done everything they could to kieeip prices for 2010-15 as low as
possible. The price paid by the average househd@015 will be about £349 before
inflation, a rise of about £28 over 2009 (an averagrease of about 8 pence per day).
(2007-08 prices

The industry knows that any price rise is unwelcpespecially in a recession, and is
working hard to ensure that customers, especiatiferulnerable customers, find water
bills affordable.

For example, companies provide help lines, flexgdgment plans, help from charitable
trusts and hardship funds, free water meters, inedpplying for direct payment from
benefits, advice on the ‘WaterSure’ tariff, pronootiof debt advice agencies and support
of local Citizens Advice offices.

Companies are working hard to help vulnerable eusts. However ultimately it must
be society’s responsibility to ensure that everycare pay for essential services -
especially when society’s wishes, expressed thréeggd obligations on companies, are
in large part responsible for water bills risingpv@rnment should consider how it could
provide additional support through the tax and besgstem.

Price impacts beyond companies’ control

In producing their plans, companies have had te tato account a number of factors
that have increased costs. Although energy coses tame down recently, they are still
higher than the levels built into current priceitenand increased bad debts, business
rates and Environment Agency charges have alsedaigerating costs. In addition, the
economic recession is also having an impact, veittuced water use requiring higher
charges to recover costs.

Companies will continue to seek further ways toriowe their efficiency over the next
five years, but these external cost pressures thadrhere is a need for an increase to
overall operating expenditure before efficienci@sthe next period are taken into
account.

Investment in resilience

In their plans all companies propose to continud wignificant investment in the
resilience of their infrastructure. The importawée¢his has been heightened by the



serious drought in Southern England in 2005-06thadloods of summer 2007. Much
has been achieved by major investment in recems yeanake up for the neglect of
many decades in the last century. However theafatenewal is still low with the
replacement period for many assets running intalreds of years. It would indeed be a
false economy to put the achievements at risk liynguback now to the level that got us
into serious trouble in the past.

Diversity

Water companies are very different from each ofibiethe good reason that they have
evolved as businesses serving very different cagciisrand communities. In the water
sector one size definitely does not fit all.

Each water company has produced a business pl291@-15 that will meet the
priorities of its customers by taking into accothw local geography, climate, population
and economy, as well as the condition of the corygamater mains, sewers and
treatment works.

All these factors mean that the path to more ridiagbrvices is different for each
company. For example, all companies plan to hefporoers reduce demand by using
water more efficiently, but some must also pladegelop new sources of water for the
future perhaps by enlarging an existing reservoingestigating the need for a new
reservoir in future. Different actions are alsodezbto improve the environment. For
example, continued work to improve bathing watealiqy is important for some
companies.

Financing investment

With the scale of capital investment that the induseeds to undertake, access to
finance at the best possible rates is essent@lder to spread costs associated with
investing for the long term across generationstandderpin the affordability of the
plans.

The credit crunch, and the ensuing financial tutrand wider economic crisis, have
made this a particular challenge for the next figars. The prospect of deflation has
added to this challenge, as indeed it has to anyuieehas to borrow — since the debt
financing costs become a much higher proportiothefvalue of the investment. A recent
survey of investors by Water UK indicated thatR#09 investors have become more
cautious and sensitive to news flow.

In preparing their plans companies have used assumsn the cost of capital that will
enable them to attract investment under a rangdaokible scenarios. Nonetheless,
whilst markets remain so volatile, this remainsagtipularly difficult issue to pin down,
and will be a focus of continuing assessment dweicboming months.
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