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This report was compiled for use solely by the Department for Regional Development (DRD) in connection 
with the Financial and Strategic Review of the Water Service in Northern Ireland (“Water Service”). The 
Consortium has assumed and relied upon, without independent verification, the accuracy and completeness 
of the information that was publicly available or was furnished to us by the DRD and/or the Water Service or 
otherwise reviewed by us for the purposes of this report, and we have not assumed and do not assume any 
responsibility or liability therefore. The report is based on the economic, regulatory, market and other 
conditions as in effect on, and the information made available to us as of, the date hereof. It should be 
understood that subsequent developments may affect this report, which we are under no obligation to 
update, revise or reaffirm. 

This document is provided solely for the benefit of the DRD in connection with and for the purposes of their 
consideration of the Financial and Strategic Review of the Water Service in Northern Ireland and should not 
be relied upon by, and shall not confer rights or remedies upon, any other person. This document may not be 
used for any other purpose without our prior written consent. 
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Introduction 
 

Water Service is currently a Government department, regulated by the Minister for Regional Development 
(the “Minister”). The Government is planning a thorough reform of Water Service that will enable Water 
Service to achieve self-financing status in the medium term. 

As soon as practicable after 1 April 2006, Water Service is to become a Government Owned Company 
(GoCo). Some private sector involvement in the financing and management of the company would be 
possible under the GoCo structure. The Northern Ireland Authority for Energy Regulation (NIAER) will assume 
responsibility for regulating the company. The General Consumer Council for Northern Ireland will act as the 
consumer representative on water and sewerage issues. 

The Water Framework Directive requires Member States to have regard to the principle of cost recovery for 
water services (see Section 3.4.1). The Government consequently set the objective for Water Service to be 
self-financing by 2008/09. This will require the introduction of tariffs for all customers, which will contribute 
directly towards the cost of the services delivered. Charges will, however, be phased in over a three year 
period. 

In August 2004, the Minister announced the intention to conduct a Financial and Strategic Review of the 
Water Service. UBS Investment Bank, NERA Economic Consulting, Halcrow, the Royal Bank of Scotland and 
Deloitte & Touche (the “Consortium”) are acting as external advisers for the Financial and Strategic Review 
(the “Review”) of Water Service. This paper has been prepared by the Consortium and sets out the analysis 
and conclusions of the review. In preparing our report, we have had input from the Department of Regional 
Development’s (the Department’s) legal advisers, Herbert Smith LLP, in relation to certain corporate 
governance issues.  

In Section 3 of the report we set out the results of our financial review of Water Service. Efficiency projections 
for Water Service under different assumptions are discussed in Section 3.1, leading to in the development of 
three efficiency cases. This is followed by an analysis of the recommended economic regulation to be 
introduced for Water Service in Section 3.2. Section 3.3 sets out the outputs of the Integrated Financial 
Model (IFM) that has been developed by the Consortium. In addition to detailed financial projections for 
Water Service for each efficiency case this Section projected future tariff ranges, the impact on the 
Departmental Expenditure Limits (DEL) for the Department, and includes an indicative valuation of Water 
Service based on the financial projections developed. Section 3.4 comprises an analysis of the financeability 
of Water Service, based on a requirement to ensure that Water Service has a robust long-term financial 
profile. The financial review of Water Service concludes with an analysis of Corporate Governance as a GoCo. 

Section 4 comprises an analysis of strategic options for financing and management. The strategic options 
analysis sets out the potential financing and management options for Water Service and evaluates their 
appropriateness for Water Service according to a defined set of evaluation criteria. The identified efficiency 
scenarios from Section 3.1 are considered in evaluating the set of options. This Section concludes with an 
analysis of the feasibility of raising private sector equity or debt finance for the Water Service.  

Section 5 comprises the conclusions and recommendations of our report. 
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Executive Summary 

2.1 Financial Review of Water Service  

2.1.1 Business and efficiency analysis 

As part of the financial review of Water Service the Consortium has undertaken detailed business and 
efficiency analysis, with a focus on developing projections for operating and capital costs. Our review of the 
reasonableness and robustness of the projections in the Water Service business and asset management plans 
has identified the following: 

♦ Unit cost analysis of Water Service’s efficiency relative to comparators in England, Wales and Scotland 
suggests an average unit cost gap of approximately 20% for the water and sewerage services taken 
together 

♦ Review of the evidence on operating efficiency gains achieved by water and sewerage companies in 
England & Wales (E&W) since privatisation and in Scotland since 2001 suggests that the scope for opex 
efficiency savings at Water Service is between 3% p.a. (low case) and 7% p.a. (high case) to 2009/10 
(20% to 40% cumulative). We would expect lower efficiency savings thereafter due to the gradual 
closing of Water Service’s efficiency gap with the peer group 

♦ Review of the evidence on capital efficiency gains achieved in England, Wales and Scotland to gauge the 
scope for capital efficiencies suggests that the scope for capex efficiency savings is similar to opex, at 
between 3% p.a. (low case) and 7% p.a. (high case) to 2009/10 (20% to 40% cumulative), with lower 
efficiency savings thereafter as catch-up efficiencies are exhausted  

From this work, we have developed three scenarios for the business defined by their relative efficiency.  

Table 1: Scenarios for operating and capital cost efficiency 

 Opex  Capex 2 
    

20% efficiency 
case 

♦ Equals management case to 2005/06 1 

♦ 20% efficiency (vs 2003/04) by 2009/10 

♦ 1% efficiency p.a. thereafter 

 ♦ Equals management case to 2005/06 3 

♦ 20% efficiency (vs 2003/04) by 2009/10 

♦ 1% efficiency p.a. thereafter 
    

30% efficiency 
case 

♦ Equals management case to 2005/06 1 

♦ 30% efficiency (vs 2003/04) by 2009/10 

♦ 1.5% efficiency p.a. thereafter 

 ♦ Equals management case to 2005/06 3 

♦ 30% efficiency (vs 2003/04) by 2009/10 

♦ 1.5% efficiency pa thereafter 
    

40% efficiency 
case 

♦ Equals management case to 2005/06 1 

♦ 40% efficiency (vs 2003/04) by 2009/10 

♦ 2% efficiency p.a. thereafter 

 ♦ Equals management case to 2005/06 3 

♦ 40% efficiency (vs 2003/04) by 2009/10 

♦ 2% efficiency p.a. thereafter 

Notes: 
1 Opex management case assumes c. 10% efficiency from current levels by 2005/06 
2 All three capex scenarios assume the following common elements 

- reallocation of funds to allow for earlier compliance with UWWTD 
- elimination of 75% pro-active maintenance of non-critical sewers 
- deferral of 75% of precautionary infrastructure capital maintenance from pre- to post- 2008/09 

3 As of January 2005; NIAMP2 excluding PPP with some further adjustments made by Water Service 

2.1.2 Regulation and risk 

Given the nature of the operations and the legislative framework, the economic regulation to be introduced 
for Water Service is likely to be similar to that of the water and sewerage sector in E&W. Key elements of this 
framework comprise the following:  

♦ The annual “Weighted Average Charges Increase” is restricted to the price cap formula, Retail Price Index 
(RPI) +K 

♦ Periodic reviews of the Adjustment Factor (K) are undertaken by the economic regulator  
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♦ Companies recover their total costs through tariffs. The revenue requirement comprises operating costs, 

taxation, capital maintenance charges, and a return on capital. The resultant financial profile is subject to 
a financeability test to ensure an acceptable financial position 

♦ Companies can refer the economic regulator’s determinations of their revenue requirement and tariffs to 
the Competition Commission for re-determination 

We recommend that regulatory risk-mitigating mechanisms for Water Service be modelled on Ofwat’s 
practices. We believe that the mechanisms established by Ofwat in E&W constitute a minimum standard of 
regulatory risk-mitigation, which should not be compromised in Northern Ireland.  

Based on our analysis of Water Service’s risks, we believe that the risk profile of Water Service is greater than 
that of E&W water companies. Therefore the weighted average cost of capital (WACC) for Water Service will 
be higher than the WACC estimated by Ofwat for E&W water companies. We estimate that Water Service’s 
real post-tax Vanilla WACC is 6.3%, and net of debt tax shield is 5.6%. This is equivalent to Ofwat’s WACC 
assumptions of 5.8% and 5.1% respectively. In our financial modelling we assume that the allowed rate of 
return for Water Service is set at 6.3% post tax real in 2006, and decreases by 0.1 percentage points every 
five years consistent with an expected decline in regulatory and capital expenditure risks.  

2.1.3 Financial analysis 

The consortium has  developed a detailed Integrated Financial Model (IFM) for Water Service. The IFM allows 
us to analyse the interaction between the operating performance of the business, the economic regulatory 
framework, the financial profile of the business, customer tariffs and the value of Water Service. 

The regulatory assumptions of the IFM reflect the economic regulatory framework in E&W. One of the most 
important regulatory assumptions is the setting of the opening RCV for Water Service. The company earns an 
allowed return on its RCV, which is used to compensate the providers of (debt and equity) capital for the risks 
they are facing. This return on capital is an important element of the charges borne by customers. As shown 
in Section 3.4, we believe that the opening RCV will need to be in the region of £1bn so that Water Service 
meets the financeability requirement set out by Ministers (see also 2.1.4). 

Tables 2 and 3 show the projected domestic and non-domestic average bills derived from the IFM. These are 
based on the an Activity Based Costing (ABC) analysis undertaken by the consortium, working closely with 
Water Service. 

The tables contain Lower, Upper, and Midpoint figures for tariffs. These ranges of tariffs result from 
considering the reasonable range of variation in the ABC analysis, and in particular the effects of different 
decisions about which cost driver to use for some activities where this is less obvious. The "Lower" figures 
follow from the set of decisions which attribute less cost to domestic customers and more cost to non-
domestic customers, and so give lower tariffs for domestic customers and higher tariffs for non-domestic 
customers. The reverse situation is the basis for the "Higher" figures. The "Midpoint" figures reflect cost 
attributions mid-way between the Lower and Higher sets. 

All the tariffs in the tables are average annual bills per customer and so they do not show the wide ranges in 
the annual bill per customer that the consortium would expect to see once a deeper tariff structure is allowed 
(e.g. for an annual standing charge, plus a variable charge reflecting Council Tax bands or measured 
volumes, perhaps with the volumetric charge reflecting incremental costs, and with a vulnerable customer 
scheme). A deeper tariff structure for the projected future has not yet been developed for Water Service. 
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Table 2: Projected combined  
domestic bills 

 
Table 3: Projected combined  

non-domestic bills 
    

(£ p.a. nominal) 2007 2008 2009 2010 2014 2019 2024 2029 Avg. 

Midpoint          
20% eff. case 146 258 390 406 462 525 578 634 491 
30% eff. case 146 258 390 369 435 477 521 567 450 
40% eff. case 146 258 390 336 398 435 471 510 413 
E & W 1 292 307 321 334      
E & W 
comparators 2 

343 366 381 395      

Lower band          
20% eff. case 132 233 351 365 417 474 522 573 444 
30% eff. case 132 233 351 332 391 430 469 512 405 
40% eff. case 132 233 351 302 358 391 424 460 371 

Upper band          
20% eff. case  161 282 428 447 507 577 635 695 540 
30% eff. case 161 282 428 406 480 525 573 623 495 
40% eff. case 161 282 428 370 439 479 519 561 454 

 

 
(£ p.a. nominal) 2007 2008 2009 2010 2014 2019 2024 2029 Avg. 

Midpoint    
20% eff. case 498 943 1,376 1,437 1,632 1,868 2,070 2,279 1,751 
30% eff. case 498 943 1,376 1,296 1,508 1,676 1,839 2,012 1,584 
40% eff. case 498 943 1,376 1,166 1,361 1,503 1,632 1,777 1,428 
E & W 3 1,338 1,371 1,406 1,441  
E & W 
comparators 4 

1,287 1,319 1,352 1,386  

Lower band     
20% eff. case 602 1,119 1,650 1,722 1,953 2,243 2,494 2,747 2,103 
30% eff. case 602 1,119 1,650 1,556 1,823 2,024 2,228 2,441 1,913 
40% eff. case 602 1,119 1,650 1,404 1,653 1,825 1,990 2,169 1,734 

Upper band     
20% eff. case  395 768 1,101 1,151 1,309 1,490 1,645 1,809 1,397 
30% eff. case 395 768 1,101 1,034 1,191 1,326 1,447 1,582 1,253 
40% eff. case 395 768 1,101 927 1,068 1,179 1,272 1,384 1,120 

The ABC modelling has allocated costs to activities (e.g. water network, network sewerage, sludge treatment and disposal, etc.). Each activity is assigned 
one or more cost drivers. The cost drivers relate, inter alia, to volumes (e.g. water usage/wastewater) and connections. However, there is uncertainty 
regarding the relationship between an activity and the principal cost driver (in particular for common costs which are not directly related to any specific cost 
driver, e.g. corporate overheads). Therefore, we have developed two scenarios. The lower bound scenario is based on an assumption that volumes 
constitute the primary cost driver for activities which are not clearly related to a specific cost driver. This results in a lower allocation of costs to domestic 
customers. The upper bound scenario is based on higher weightings for connections for certain activities. This results in higher costs for domestic customers. 

Notes: 
1 Based on Ofwat’s final price determination for the period 2005-10 
2 Comprises the most comparable E&W companies—Welsh Water, Wessex, South West Water, Anglian Water— and Scottish Water; see Section 3.1.1 

for details 
3 Based on our analysis the average bill for E&W was £1,242 in 2003/04; we have assumed an inflation rate of 2.5% to calculate the average nominal 

bills for 2009 and 2010 
4 Comprises the most comparable E&W companies—Welsh Water, Wessex, South West Water and Anglian Water 

The comparison with E&W and comparator company tariffs for non-domestic customers shown in the tables 
need to be interpreted with caution. The figures are for the average annual bills per non-domestic customer. 
Caution is necessary because the comparator may have a different distribution of sizes of non-domestic 
customers than Water Service, and because sub-groups of customers may not face the same deeper tariff 
structures. In such cases, even though the average annual bills per customer are similar, it could be that some 
sub-groups (e.g. small customers, or large customers, or both) face different bills in Northern Ireland. 

An extended analysis based of Water Service’s deeper tariff structures and customer distributions would be 
needed to check for these effects. The average tariff figures developed by the Consortium are however 
sufficient to show how differences between the strategic options feed through to customer tariffs, and how 
these compare with England, Wales and Scotland. 

Based on our analysis, the expected tariff ranges for domestic, as well as non-domestic customers would be 
comparable to the tariffs ranges in E&W. 

In order to reach a valuation for Water Service we have applied three valuation methodologies, which equity 
investors typically use for regulated infrastructure companies in Europe. These are:  

♦ Discounted cash flow valuation 

♦ Valuation based on multiples of precedent transactions 

♦ Valuation based on multiples of comparable quoted companies 

The indicative valuation is based on the financial projections the consortium developed for Water Service. We 
assume an opening RCV of £1 billion and zero opening debt. These financial projections have been reviewed 
by Water Service's management as well as by the client. The date of the valuation is 1st of April 2006. 

Applying the mentioned valuation methodologies to the financial projections of Water Service based on the 
assumptions above would result in an enterprise value range for Water Service at 1st of April 2006 of 
£1 billion to £1.1 billion. 

This valuation is dependent upon inter alia:  

– the future business and financial performance of Water Service  

– the opening tax position agreed for the company  
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– the regulatory environment 

– the amount and form of DRD support during transition period 

– the macro economic factors, e.g. inflation rates 

– the market conditions 

– the context (controlling or non-controlling stake; IPO or sale valuation) 

Figure 1: Valuation range for Water Service 
Discount/premium 

to RCV 

0.0%–10.0% 

0.0%–20.0% 

950

1,000

1,000

1,050

1,100

1,200

700 800 900 1,000 1,100 1,200 1,300

DCF-20% efficiency case

Precedent transactions

Comparable quoted
companies

EV (£m)

950

1,000

1,000

1,050

1,100

1,200

700 800 900 1,000 1,100 1,200 1,300

DCF-20% efficiency case

Precedent transactions

Comparable quoted
companies

EV (£m)
 

(5.0%)–5.0% 

 

2.1.4 Analysis of financeability 

In accordance with the principle of cost-recovery contained in the Water Framework Directive (see Section 
3.4.1), it is the intention of Ministers that Water Service should become self-financeable on a stand-alone 
basis by 2008/09. This is against a background of significant investment required to ensure compliance with 
European Directives on water quality, environmental and public health protection. We have undertaken a 
financeability analysis to define the opening RCV and capital structure required to achieve a self-financing 
structure. Our analysis has followed the approach developed by Ofwat to ensure that companies are able to 
attract capital at “solid investment grade”.  

Our quantitative analysis of Water Service’s financeability is based on comparing projected credit metrics on a 
downside case (the “stressed banking case”) to target credit ratios for the E&W WASCs published by Ofwat. 
This downside scenario for the business’ performance incorporates:  

♦ Operating Expenditure not being incurred as efficiently as our central equity cased have assumed 

♦ Downside scenario assumptions on capital expenditure assuming cost over-runs on the capital investment 
programme 

We have assumed that any adverse effects of either inflation or interest rate movements would be 
compensated by the regulatory environment before their effect on the business becomes material. 

In performing our quantitative analysis to support our judgement of the level of RCV required to achieve 
financeability, we have analysed potential scenarios for the opening RCV of £300m, £650m, £1bn 
and £1.3bn.  

It is our judgement that the opening RCV needs to be in the region of £1bn at 1 April 2006 in order to meet 
the financeability criteria. A figure for the opening RCV of £1bn is supported by a limited benchmarking 
analysis with comparable E&W water and sewerage companies. This outcome is based on an assumed 
regulatory framework for Water Service similar to that of E&W.  
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2.1.5 Corporate Governance 

The corporate governance framework for Water Service following incorporation as a GoCo should conform 
where appropriate to private and public sector best practice. We believe that the over-riding objectives of 
GoCo’s legal and corporate governance structure are to: 

♦ Maximise the likelihood that efficiency gains can be realised by: 

– constituting the GoCo’s Board in accordance with best practice for UK listed companies, including 
(where appropriate) the relevant provisions of the Combined Code of Corporate Governance 

– incentivising management in accordance with the Combined Code of Corporate Governance 

♦ Ensure that the public policy and regulatory relationship between the Government and the GoCo is clear 
to reduce political and regulatory risk 

♦ Ensure there is accountability to environmental and water quality regulators as well as to customers for 
the quality of the service provided 

In terms of the governance relationship, practical arrangements would be a matter for the management and 
Board of GoCo and the shareholder. GoCo should aspire to the highest standards of listed companies 
corporate governance best practice as reflected in the Shareholder Executive review. A governance structure 
along these lines will give the greatest likelihood of attracting a strong management team that can deliver 
the efficiency savings that will ultimately feed through into lower customer bills. 

2.2 Strategic Options Analysis 

2.2.1 Determination of potential options 

Stakeholders in Water Reform include employees, Government, customers, Water Service and its suppliers, 
investors and the regulator. Based on a limited series of meetings with stakeholders conducted by the 
Consortium, we have identified a number of stakeholder objectives for service reform in Northern Ireland, 
which can be grouped under the headings of Service Delivery, Value for money, Long-Term Financial 
Viability/Affordability and Acceptability and Delivery. From these objectives we have developed specific 
criteria to use to evaluate possible options for financing and management. 

The range of existing models for comparable water and sewerage services provision includes a Government 
Owned Company (GoCo), Private Sector (Equity) Participation (PSP), European-type arrangements, Full 
Privatisation, the Not for Dividend Model, and Strategic Joint Ventures. The PSP option can be implemented 
with either a controlling or non-controlling equity stake. 

From this range, we agreed with the DRD a short list of potential options for further analysis based on an 
evaluation of the potential models against the identified evaluation criteria. On this basis, European-type 
arrangements and Strategic Joint Ventures were ruled out from further analysis. Both models would require 
legislation significantly different from that currently contemplated and would introduce a high level of 
contract complexity. We therefore ruled these options out on grounds of Acceptability and Deliverability. 

The DRD asked that we conduct a detailed evaluation of the GoCo and PSP options and only a limited 
assessment of the Full Privatisation and Not for Dividend options, which had been ruled out for the 
foreseeable future by the former Minister. The evaluation focus was on the following areas:  

♦ Legal and corporate governance structure required to achieve required efficiencies and 
stakeholder objectives 

♦ Level of efficiencies achievable under each option 

♦ Feasibility of raising private sector finance for that option 

2.2.2 Corporate Governance 

The main differences in the legal and corporate governance structure of the GoCo and the PSP options arise 
in the area of control.  
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Under the PSP option, control would be exercised using mechanisms in the shareholders’ agreement and/or 
articles of association. This contrasts with the control mechanisms and shareholder rights and levers, which 
would be set out in the letter of governance for the GoCo. If Government retains a controlling stake, the 
minority investors are likely to require at least the ability to appoint and remove director(s) to the board, 
certain basic financial controls on the company and rights to information. 

In a situation where the Government retains a non-controlling stake, the Government is more likely to be 
focused on financial matters and will need to retain sufficient veto and other rights to enable it to satisfy any 
requirements there may be for it to account for its investment or otherwise comply with any internal controls. 

The analysis of the PSP option also considered whether Water Service should be classified as being in the 
public or private sector. The classification of “private sector” is understood to be driven by the question of 
control, rather than simply ownership percentages, and accordingly the nature and extent of the controls 
granted to HM Government and the private investors would need to be considered. The advantages of 
achieving a private sector classification could include off-balance sheet treatment for HM Government. In 
addition, investors would be more attracted to invest in Water Service if they obtain adequate control of 
the business. 

Under the Not for Dividend option Water Service would operate independently from Government and raise 
private debt finance. It will require more changes to the corporate governance structure in order to ensure 
sufficient incentivisation of management in the absence of equity, but should comply with best practice for 
UK listed companies. 

The Full Privatisation option does not require significant changes to the corporate governance compared to 
the PSP model where the private sector has a controlling equity stake in the Water Service. 

2.2.3 Level of efficiencies achievable 

The consortium has surveyed evidence on efficiency gains achieved by utilities in a number of countries and 
industries, paying attention to the chosen structural and financial models and the regulatory context. Overall 
the evidence suggests that privatised businesses have achieved the greatest efficiency improvements. It 
should also be noted that GoCos are generally more efficient than either statutory corporations or 
Government departments. 

To complement our empirical analysis, we have conducted a fundamental analysis of the key regulatory, 
policy and business features of each structural option that we would expect to impact the efficiency 
outcome.  

Our analysis supports the view that a PSP model can be expected to achieve a higher level of efficiencies than 
a GoCo model because of the financial and operational discipline imposed by equity capital. The Not for 
Dividend option’s main feature is the absence of equity capital. Management incentivisation in this option is 
achieved by the Board’s/management’s remuneration being determined with reference to performance 
targets although evidence on the effectiveness of this is more limited.  

GoCos tend to face lower investor pressure for transparency and accountability than privatised businesses. 
One consequence is that separation between policy, regulation and service delivery roles tends to be 
incomplete for GoCos.  

On the basis of the evidence reviewed in the business and efficiency analysis, we developed several reference 
efficiency scenarios for Water Service. Drawing on our empirical and qualitative assessment of different 
structural options, we provide an indication of the likelihood that they can be achieved under any given 
structural and financial option for Water Service:  



 

                       10 

 

Table 4: Efficiency Scenarios for Water Service 

Efficiency savings  Option  
By 2009/10 Thereafter  Dept Stat. corp. GoCo Partially privatised Not for Dividend Private 

20%  

1% p.a. 

 Likely 

Likely 

Very likely 

Very likely 

Very likely 

Very likely 

Almost certain 

Very likely 

Very likely 

Very likely 

Almost certain 

Very likely 

30%  

1.5% p.a. 

 Unlikely 

Unlikely 

Possible 

Possible 

Likely 

Likely 

Almost certain 

Very likely 

Very likely 

Very likely 

Almost certain 

Very likely 

40%  

2% p.a. 

 Very unlikely 

Very unlikely 

Unlikely 

Unlikely 

Possible 

Possible 

Likely 

Likely 

Possible 

Possible 

Very likely 

Likely 

Source:  Consortium analysis 

2.2.4 Feasibility of raising private sector finance 

Water Service has a fundamentally strong investment case offering the opportunity to raise private sector 
finance. The main options for introducing private sector ownership are the listing of Water Service on the 
stock market through a public offering (IPO), or a sale to a financial or strategic investor. 

The sale of equity to the private sector could increase the scope for out-performance on efficiency, while 
strategic investors are likely to bring sector know-how into Water Service. In our view the most attractive 
sources of equity capital in current market conditions are either an IPO or a sale to a financial investor. 

Once an element of private sector ownership has been introduced, it would be possible to raise private sector 
debt. We believe that long-term debt financing should be possible at reasonable costs and on acceptable 
terms.  

2.3 Conclusions and recommendations for further analysis 

The four short-listed options considered in this review can be developed in detail in such a way as to satisfy 
most of the stakeholders’ broad objectives. However, two specific considerations that lead to a ranking of 
options for Water Service are: 

– the options’ implications for the efficiency savings (and hence prices to customers) that can be realised  

– the options’ acceptability and deliverability 

Our survey of international evidence on the efficiency savings achieved under different models as well as the 
Shareholder Executive’s report1 on the disappointing performance of UK enterprises in Government 
ownership suggest that the scope for efficiency improvements increases with the degree of independence 
from government, regulatory pressure, and private sector involvement. 

Based on our review, we believe that the Private Sector Participation (PSP) model is on balance the most 
financially attractive model of Water Service, in particular based on the prospects for greater efficiency and 
thereby lower bills for customers. Within this option an attractive structure could be one where Government 
majority ownership (51%) is combined with the private sector having the remaining minority share (49%). 
However, management of Water Service would lie in the private sector in order to enable it to capture the 
potential efficiencies in the business. The timing and success of the implementation of this option and the 
level of value for money that can be achieved will depend on the Water Reform process. We believe that the 
issues pertaining to this (including regulatory framework, environmental compliance, and revenue collection) 
can and should be addressed prior to the formation of GoCo. Assuming this is achieved, we believe two 
broad strategies for introducing PSP are possible. One strategy would be to seek to introduce PSP shortly 
after the incorporation of the GoCo. This strategy would be based on a belief that the private sector can 
effectively price the risk involved in the capital programme, and that the expected efficiency gains outweigh 
the return on capital. The alternative strategy would be to seek to defer possible implementation of PSP 
pending a reduction in risk in the company. 

Note: 
1  Shareholder Executive (2005), “Government as Shareholder”, updated version for departmental comments 
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Acceptability and deliverability considerations are important to the choice of a structural option for Water 
Service. The implementation of the GoCo structure over the next ten months will be challenging for Water 
Service, but will allow development of experience by all stakeholders with a more independent and 
incentivised service delivery model. This experience should inform decisions on the merits of potentially 
introducing the PSP model. 

In line with our understanding of Government’s intentions, we would recommend that the regulatory 
framework for Water Service should be modelled on the E&W precedent in order to incentivise 
Water Service to  

– achieve continued efficiencies resulting in lower tariffs 

– implement and improve an effective and efficient customer service system  

– meet domestic and European environmental compliance standards 

Water Service’s structure would need to incorporate buffers against future shocks in order to limit GoCo’s 
and ultimately the taxpayers’ exposure to financial risk and achieve a stable and sustainable capital structure 
for Water Service.  

Our judgement is that an independent and robust GoCo would require  

– an opening RCV set at 1 April 2006 of not less than £1bn with zero initial debt. Our judgement is 
based on the output of our quantitative analysis, a judgement of the qualitative factors affecting the 
business, and the benchmarking analysis undertaken. The basis of this recommendation is set out in 
Section 3.4.6 

– prices and returns based on an initial real post-tax Vanilla WACC of 6.3% 
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SECTION 3 

Financial review of Water Service 
3  

 

 



 

                       13 

 

3.1 Business and efficiency analysis 
Our business and efficiency analysis focuses on developing projections for operating and capital costs, as well 
as evaluating the factors affecting these. The starting point of our work is to assess the reasonableness and 
robustness of projections made in the Water Service business and asset management plans. Benchmarking 
against comparable water and sewerage utilities in order to develop views on unit cost efficiency forms a 
substantial part of our analysis. An assessment of the water and wastewater treatment Private-Public 
Partnerships (PPPs) “Alpha” and “Omega”, which are currently being procured, lies outside the scope of our 
business and efficiency analysis. 

This Section is structured as follows: 
– a unit cost analysis of Water Service’s efficiency relative to comparators in England, Wales and 

Scotland, to assess the scope for catch-up 
– a survey of the evidence on operating efficiency gains achieved by water companies in England and 

Wales (E&W) since privatisation and in Scotland since 2001, to get a sense of the overall scope for 
operating efficiencies at Water Service 

– a review of capital expenditure (capex) forecasts at Water Service 
– a review of the evidence on capital efficiency gains achieved in England, Wales and Scotland, to gauge 

the scope for capital efficiencies at Water Service 

3.1.1 Explanation of comparator selection 

We analyse Water Service’s unit costs for water and sewerage service relative to a set of E&W comparators, 
as well as Scottish Water. 

A unit cost comparison assumes that companies’ costs are a linear function of a single or weighted number 
of key cost drivers. We examine unit costs based on network length, properties served, and water delivered 
for water service unit costs or sewerage collected for sewerage service unit costs. However, water and 
sewerage service costs are based on more complex cost relationships than assumed in unit cost analysis. For 
example, companies’ costs will also be a function of the particular characteristics of their operating 
environment, such as the density of the network and topography. Therefore, in order to control for the 
particular operating environment of Water Service, we have selected a number of suitable comparators, 
which have operating conditions similar to Water Service. 

Two of the most important characteristics of Water Service’s operating environment are the low density of its 
customer base, as well as the high level of water delivered and sewerage collected per connected property. 
We have selected comparators for Water Service based on a comparison of their ratios for: 

♦ Volume of water delivered and sewerage collected per connected property 

♦ Number of connected properties per km length of network 

♦ Volume of water delivered and sewerage collected per km length of network 

Our ratio analysis suggests the following comparators for Water Service: 

♦ For the water service: Welsh Water, Wessex, South West Water, Scottish Water, Anglian Water 

♦ For the sewerage service: beside Scottish Water, no direct comparators could have been identified; 
therefore the E&W average has been chosen 
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Figure 2: Analysis of selected operating ratios for water service: Water Service vs. E&W 
companies and Scottish Water 
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Figure 3: Analysis of selected operating ratios for sewerage service: Water Service vs. E&W 
companies and Scottish Water 
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The results of our unit cost analysis for Water Service’s and comparator companies’ water service on the 
three criteria we have selected are set out in the figure below.1 

Figure 4: Opex unit cost analysis (water service)—UK Comparators vs. Water Service 
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Source: Consortium analysis of Ofwat and WIC data 

We find that for the Water Service, Water Service’s average unit costs are 35% above Wessex’, 28% above 
Anglian Water’s, 23% above South West’s, 22% above Scottish Water’s and 3% above Welsh Water’s. 

For the sewerage service, the results of our unit cost analysis for Water Service compared to Scottish Water 
and “E&W Average” are presented in the figure below. 

Figure 5: Opex unit cost analysis (sewerage service)—Scottish Water and UK average vs. 
Water Service 

0

20

40

60

80

100

120

140

Scottish Water E&W Average

Unit Cost per length of sewer (Water Service: 4,487 £/km)

Unit Cost per property (Water Service: 99 £/property)

Unit Cost per volume (Water Service: 45 p/m  )

Water Service = 100

3

 
Source: Consortium analysis of Ofwat and WIC data 

 

We observe that for the sewerage service, Water Service would have to reduce its (average) unit cost by 19% 
to match the E&W’s average and by 16% to match Scottish Water. 

The table below summarises the results of our unit cost analysis for both the water and the sewerage service. 

Note: 
1  Our unit cost analysis is based on Ofwat’s 2003/04 June return data for E&W companies and 2003/04 data published by the WIC for 

Scottish Water. Data on Water Service is drawn from the Annual Report and Accounts 2003/04. Unit costs are derived for water and 
sewerage service and are calculated as total opex less third party services (as stated in Table 22 and 23 in Ofwat’s June returns and in 
Section E for published data by the WIC) 
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Table 5:  Water Service’s estimated operating unit cost gap 

 Unit cost gap (range) Unit cost gap (average) 

Water service 3%–35% 22% 

Sewerage service 16%–19% 17% 

Combined services – 20% 

 

The average unit cost gap approximates 20% for the water and sewerage services taken together.1 However, 
we need to exercise caution in interpreting the unit cost gap as an efficiency gap. This is because water and 
sewerage cost functions are more complex than unit cost comparison models. For example, our unit cost 
analysis has not accounted for different levels of service quality, which are higher in E&W than at Water 
Service. On this basis, the unit cost gap is likely to understate the efficiency gap. 

3.1.2 Evidence on operating efficiencies achieved in England, Wales 
and Scotland 

We believe that the efficiency data for E&W and for Scotland are helpful indicators of the scope for efficiency 
improvements at Water Service. This is because: 

– there is a similarity of context between Northern Ireland, E&W and Scotland (comparators for Water 
Service would typically be water and sewerage companies (WASCs) in E&W or Scottish Water in 
Scotland); and 

– the high quality of the available data for England, Wales and Scotland (regulatory targets and some 
evidence on out-performance rather than only unit cost evidence). 

The table below sets out evidence on opex of efficiencies achieved in England, Wales and Scotland. 

Table 6: Opex efficiencies achieved in England, Wales and Scotland 

 Opex efficiencies (per annum) 

E&W Average 

(FD99) 

2.7% (target) 

+ some out-performance 

E&W Average 

(FD04) 

1.4% (target) 

+ 1% (carrot) 1 

Welsh Water 

(after 1999) 

close to E&W average 

Scotland 

(SRC02) 

8.5% (target) 

and target likely to be met 

Source:  Ofwat’s and WIC’s last Strategic Review of Charges; Consortium analysis 
Note:    
1 “Carrot” is Ofwat’s expression for the scope for additional efficiency improvements not included in price limits 

Recent E&W figures constitute a lower bound for Water Service, as efficiencies related to privatisation and 
structural change are reduced. Scottish Water’s challenging targets mark an upper bound for Water Service. 
Overall, the evidence suggests that the scope for opex efficiency savings is between 3% p.a. (low case) and 
7% p.a. (high case) to 2009/10 (or 20% to 40% cumulative). We would expect lower efficiency savings 
thereafter due to the gradual closing of Water Service’s efficiency gap. Based on this analysis, we developed 
three efficiency scenarios, discussed in detail in Section 3.3.2. 

3.1.3 Review of NIAMP2 capital cost projections for Water Service: levels 

Our starting point for capital cost projections for Water Service was the Second Northern Ireland Asset 
Management Plan (NIAMP2). The Consortium’s review has identified a number of departures from 

Note: 
1  We also note that service standards in Water Service have been lower than in E&W. See ABX (2000), “Comparing the 1999–2000 

Performance of Water Service against the England and Wales Water and Sewerage Companies”. 
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investment planning processes in E&W. We have therefore restated the original NIAMP2 forecasts in our base 
case to allow for:  

– the reallocation of funds to allow for earlier compliance with UWWTD, as in Water Service’s most 
recent capital programme 

– exclusion of 75% of pro-active capital maintenance on non-critical sewers (following UK practice) 

– deferral of 75% of precautionary infrastructure capital maintenance from pre- to post- 2008/09 

In total, our restatement reduces overall capex by 6% in real terms, from a total of £2.63bn for NIAMP2 
(excluding PPPs, pre efficiencies) to a Consortium base case of £2.47bn (excluding PPPs, pre-efficiency).1 
Figure 3 shows the original and restated expenditure profiles for total capital and maintenance expenditure. 

Figure 6: NIAMP2 programme scenario analysis 
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Source:  Halcrow analysis of NIAMP2 Solutions database (August 2003), updated Capital Works Programme (CWP) updated 
November 2004 to 2007/08, and information provided by Water Service’s Asset Management Planning team between  
28 November and 2 December 2004 

In their report, the Technical Auditors for NIAMP2 stated that the NIAMP2 projections of necessary 
expenditure on maintenance of non-infrastructure assets had been soundly built up from detailed technical 
studies of specific local situations, and were robust and well justified as a basis for capex planning.  

The Technical Auditors also made crosschecks of the projected level of expenditure on maintenance of non-
infrastructure assets, viewed as a proportion of the gross modern equivalent value of the assets, with the 
same proportions reported by companies in England and Wales. The proportion of projected maintenance 
spend to asset value found for Northern Ireland was considerably lower, for both sewerage and water non-
infrastructure assets, than that reported in England and Wales.  

There are a number of possible explanations of this difference in the proportions, including possible 
differences in the asset stock and condition (the PPP schemes include maintenance of many non-
infrastructure assets), possible differences in the procedures used to form and revise the modern equivalent 
asset values (which have changed substantially in England and Wales since the 1980s), and possible 
differences in the procedures used to allocate scheme expenditures between the maintenance and 
enhancement categories when (as in both geographies) enhancement schemes which will overtake 
maintenance are being planned for.  

Note: 
1  The difference between Water Service’s NIAMP 2 value of £2.92 billion and consortium’s value of £2.63 billion represents PPP costs 

which are excluded from our capital expenditure analysis. 
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As the results of early work by Water Service become apparent, further detailed studies are undertaken on 
the need for investment on the Northern Ireland non-infrastructure assets, and accounting procedures are 
developed, the proportion may rise more towards the long-run proportions seen in England and Wales, 
whether from revised asset values, different categorisation procedures, or increases in the average-annual 
necessary level of maintenance expenditure itself. However at this point it would be premature to revise the 
projections in anticipation of any of these possible outcomes. Notwithstanding this, we note that 
Water Service is concerned that future adjustments could have a material effect on revenue requirements 
although this is likely to be in the longer term. 

3.1.4 Review of capital cost projections at Water Service: scope for efficiencies 

The table below sets out evidence on capital efficiencies achieved in England, Wales and Scotland, which we 
believe provides some indication of the scope for potential efficiency savings at Water Service.  

Table 7: Capex efficiencies achieved in England, Wales and Scotland 

 Capex efficiencies (per annum) 

E&W Average 

(FD99) 

c. 3.2 % (target) 

+ >2% out-performance 

E&W Average 

(FD04) 

c. 2.1 (target) 

+ 1.6% (carrot) 1 

Welsh Water 

(after 1999) 

close to E&W average 

Scotland 

(SRC02) 

8.5% (target) 

but marginal underperformance 

Source:  Ofwat’s and WIC’s last Strategic Review of Charges; Consortium analysis 

Note:  
1 ”Carrot” is Ofwat’s expression for the scope for additional efficiency improvements not included in price limits 

Recent figures for E&W constitute a lower bound for Water Service due to the reduction in post-privatisation 
efficiencies, while Scottish Water targets—which were challenging—provide an upper bound. Overall, the 
evidence suggests that the scope for capex efficiency savings is similar to opex, and between 3% p.a. (low 
case) and 7% p.a. (high case) to 2009/10 (or 20% to 40% cumulative), and lower efficiency savings 
thereafter as catch-up efficiencies are exhausted. We draw on this evidence when developing capital 
expenditure scenarios for Water Service in Section 3.3.2. 
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3.2 Regulation and risk 

3.2.1 Economic regulation to be introduced for Water Service 

Water Service will be subject to both economic and quality regulation following Water Reform in order to 
ensure meeting environmental, drinking water and customer service standards at the lowest possible cost to 
customers. 

We understand that the Northern Ireland Authority for Energy Regulation will be appointed as the economic 
and customer services regulator for Water Service. The design of the framework for economic regulation for 
Water Service is likely to be informed by Ofwat’s precedent. 

In this Section we review the suitability of this framework (set out in Section 3.2.2) in the context of the risks 
facing Water Service. After a brief overview of Water Service’s key risks (Section 3.2.3), we therefore review 
Ofwat’s risk-mitigating mechanisms in E&W (Section 3.2.4). We also discuss possible extensions of these 
mechanisms to provide Water Service with effective protection against the particular risks it faces at the 
moment.  

3.2.2 Overview of E&W economic framework 

Key elements of the framework in E&W comprise the following: 

♦ The annual “Weighted Average Charges Increase” is restricted to the price cap formula, Retail Price Index 
(RPI) +K 

♦ Periodic reviews of the Adjustment Factor (K) are undertaken by the economic regulator 

♦ Companies recover their total costs through tariffs. The revenue requirement comprises operating costs, 
taxation, capital maintenance charges, and a return on capital. The resultant financial profile is subject to 
a financeability test to ensure an acceptable financial position 

♦ Companies can refer the economic regulator’s determinations of their revenue requirement and tariffs to 
the Competition Commission for re-determination 

The following chart provides an overview of the revenue requirement calculation: 

Figure 7: Economic regulatory framework—revenue building blocks 
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3.2.3 Water Service’s key risks 

The table below provides an overview of Water Service’s capital expenditure, operating expenditure (opex) 
and revenue risks, based on our review of the current status of the business and the business and asset 
management plans. 

Table 8: Capital and operating expenditure and revenue risks 

Capex uncertainties Opex uncertainties Revenue uncertainties 

General 

♦ NIAMP2 capex skewed 
towards first half of the 
period 2003/04-20022/23, 
leading to delivery risk 

♦ Uncertainty about input price 
changes 

PPP 

♦ Uncertainty about flexibility 
and comprehensiveness of 
PPP-contract design 

Maintenance 

♦ Uncertainty about capex 
required to address high levels 
of sewer collapses 

♦ Lack of information on 
required maintenance 
expenditure 

Enhancement 

♦ Uncertainty about capex 
required to provide metering 
for new domestic charging 
arrangements 

Compliance 

♦ Uncertainty about 
environmental compliance 
costs given Water Service’s 
high level of non-compliance 
with domestic and EU 
standards and risk of a 
tougher regulatory approach 
after structural change at 
Water Service 

♦ Uncertainty about input price 
changes 

♦ Uncertainty about bad debt 
collection costs following the 
introduction of domestic 
charging 

♦ Risk of trade union and 
employee opposition to staff 
rationalisation 

♦ Uncertainty about quality and 
service requirements, which 
affect staffing levels 

♦ Opex from capex affected by 
capex risk 

♦ Uncertainty about transitional 
opex (billing system 
installation) 

♦ Uncertainty about opex 
associated with regulatory 
requirements under different 
regimes (e.g. for accounting, 
representation, monitoring, 
reporting) 

♦ Uncertainty about non-
compliance and infraction 
fines 

♦ Uncertainty about revenue 
collection following the 
introduction of domestic 
charging  

♦ Implementation of metering: 
uncertain timing, scale of 
extension 

♦ Uncertainty about the effect 
of the introduction of 
sewerage service charges for 
non-domestic customers on 
non-domestic demand 

♦ Uncertainty about impact of 
abolition of domestic 
allowance and introduction of 
systematic billing for water 
use on small non-domestic 
customer demand 

 

Source: Consortium analysis 

We note that Water Service’s capex risk in some areas is likely to be higher than that of water companies in 
E&W on the assumption of full compliance with environmental standards. In particular, 

♦ Capital maintenance risk in E&W has diminished substantially over time due to improvements to the 
framework for assessing capital maintenance requirements (e.g., the development of a common 
framework and improved serviceability standards). By comparison, there is uncertainty about the 
economic level of capital maintenance expenditure for Water Service 

♦ Water Service is likely to face higher capital cost risks than the E&W water companies due to the 
Construction Output Price Index (COPI) volatility and the heavy capital expenditure programme that Water 
Service is currently facing (including the backlog of capital maintenance expenditure) 
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♦ Environmental compliance risks are particularly high for Water Service: 40% of its waste water treatment 

sites subject to the Urban Waste Water Treatment Directive (UWWTD) are currently non-compliant, and 
around 25% of those sites subject to domestic standards under the Water Order 1999 are non-compliant 

A detailed quantitative comparison of capex risks faced by water companies in E&W and Northern Ireland is 
however outside the scope of this report. 

Additional more general risks not set out in the table concern the regulatory and structural option to be 
chosen for Water Service (discussed in Section 4), the tax burden (which may be affected by accounting 
changes or rises in domestic rates) and the level of inflation (though under an RPI-X regime, Water Service 
would be effectively protected against RPI-inflation risks). 

3.2.4 Mechanisms to mitigate risk: Ofwat precedent  

Regulatory risk-mitigating mechanisms will need to be adopted by NIAER for Water Service. We provide an 
overview of the procedures used by Ofwat for the E&W companies in this Section.  

Ofwat’s mechanisms to mitigate risk at price reviews comprise:  

♦ Resetting of base Opex 

Base opex determination at each regulatory review is based on actual costs. This limits opex cost risk to the 
length of a review period. 

♦ Logging up/down 

Logging up/down is a symmetric mechanism used by Ofwat to take into account, at the start of a regulatory 
period, of qualifying changes in outputs required of companies during the preceding regulatory period. 

Logging up/down in practice primarily deals with changes in capital costs. These need to be above the 
materiality threshold (1% of service turnover in year 3 for a single change or 3% of total service turnover in 
year 3 when aggregated with other small changes). The items must have a definitive output and due date for 
delivery or compliance and fall within the “recognised change” list. The four main kinds of recognised 
changes are new quality obligations, changes in obligations covered by Notified Items, permanent service 
enhancements approved by Water Voice and not objected to by Ofwat at the time of notification, and 
increases in demand for water above the assumption at the price review which result in the need to 
commission new resources. 

♦ Additions to Regulatory Capital Value (RCV) 

Supplementary investment not allowed for in price limits is included in the RCV at the next price review if any 
one of the following three conditions holds: (i) expenditure remains below the assumed level for each 
individual service; or (ii) total expenditure remains below projections and the company can submit a “well-
reasoned” case in favour of including the expenditure in its RCV; or if (iii) the company can provide “clear 
and incontrovertible evidence to support its case1”. 

Between price review, risk is mitigated through 

♦ Interim determinations of K (IDOKs) 

IDOKs allow companies, or Ofwat, to seek revised price limits if specified changes occur in the period since 
price limits were last set. Each of these changes needs to meet a materiality threshold of 1% of service 
turnover and together they need to meet a materiality threshold of 10% of company turnover to trigger an 
IDOK. The changes also need to be covered either by Recognised Changes of Circumstance (RCCs) or by 
Notified Items. RCCs include changes in specified legal requirements, changes in the value received or 
expected from sales of land, non-delivery of an output assumed in price limits, and significant differences in 
the rate of change in COPI and the RPI. Notified Items are determined at each price review. Current Notified 
Items in E&W comprise changes in meter optants, in bad debt and bad debt management costs, in charges 

Note: 
1  Ofwat (2004), “Setting Water and Sewerage Price Limits for 2005-10: Framework and Approach”, p. 104. Ofwat points out that “we 

will require a much stronger case where actual expenditure exceeds that assumed for the price limits at an overall company level”. 
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for lane rentals and traffic management, in abstraction and discharge charges, and taxation implications of 
specified accounting changes. 

♦ Substantial effects (“Shipwreck”) clause 

The substantial effects or “Shipwreck” clause allows a company, or Ofwat, to seek an interim determination 
if circumstances beyond a company’s control change such that the total impact on the company amounts to 
20% of its turnover in net present value terms (broadly equivalent to a 2% change in price limits).1 

♦ Change protocol 

The Asset Management Plan 4 (AMP4) Change Protocol sets out “the principles and outline procedures for 
water companies to obtain confirmation and recognition in future price limits by Ofwat to any changes to the 
improvement programmes funded in price limits for the AMP4 period”.2 The Change Protocol thus 
complements the Interim Determination and logging up/down procedures. 

♦ Tariff baskets 

Ofwat calculates tariffs with reference to five tariff baskets (for unmeasured water supply, measured water 
supply, unmeasured sewerage services, measured sewerage services, and reception, treatment and disposal 
of trade effluent). If consumers move between tariff baskets, tariffs for consumers in each group will be 
adjusted so as to ensure the total revenue requirement can be met. The use of tariff baskets for different 
groups of consumers can mitigate demand and meter optant forecasting risks. 

3.2.5 Current views on regulatory risk mitigating mechanisms for 
Water Service 

We believe that the mechanisms established by Ofwat in E&W constitute a minimum standard of regulatory 
risk-mitigation, which should not be compromised in Northern Ireland. 

As we noted in Section 3.2.3, Water Service is likely to face capex risks which are higher than those of water 
and sewerage companies in E&W in some areas. Therefore, the following extensions of and additions to 
Ofwat’s risk-mitigating mechanisms could be considered: 

– broadening of Ofwat’s logging and IDOK mechanisms to cover all kinds of capex risk, 

– applicability of both logging and IDOK mechanism to a wide range of capex risks to allow a graded 
reaction these capex risks (i.e. IDOK in serious cases, logging in other cases), 

– reviews of particular expenditure items about which there is a great deal of uncertainty during the 
regulatory period,3 

– some sensitivity of the price cap to the volume of maintenance work actually undertaken during the 
regulatory period.4 

3.2.6 Allowed rate of return for Water Service 

An important component in determining the overall revenue requirement for Water Service is the allowed 
rate of return. It is an established regulatory principle that the appropriate rate of return to use in setting 
regulated tariffs is the cost of capital of the company, where the cost of capital is defined as the minimum 
expected rate of return that will allow the company to attract financing. The prevailing view in the academic 
literature is that the cost of capital is identical under public and private ownership for equivalent projects. 5 
This is because the cost of capital is related to a project’s fundamental risk characteristics rather than the 
form of ownership. Our approach is also consistent with the UK Treasury’s approach to setting the required 

Note: 
1  Ofwat (2004), “Setting Water and Sewerage Price Limits for 2005-10: Framework and Approach” 
2  Ofwat (2004), MD 197, p. 6 
3  Ofrail has set out review procedures for particular expenditure items (signalling renewals, possessions compensations) to protect 

NetworkRail against certain cost risks in the current regulatory period. 
4  Transco (regulated by Ofgem) is currently subject to a price cap which is sensitive to the amount of maintenance work undertaken. 
5  See e.g. Flemming and Mayer (1997), “The Assessment: Public-sector Investment”, p. 4, “The currently prevailing view is that the 

cost of capital of equivalent projects is the same in the private and public sector.” See Currie (2000), “Funding the London 
Underground”, pp. 16-20 for an effective rejoinder to a classical objection to this view, which is based on the Arrow-Lind Theorem. 
Grout (1995), Section 4, “Cost of Capital in Regulated Industries” provides a comparison of the appropriate rate of return in the 
public and the private sector.  
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rate of return for state owned companies, and meets the DFP’s objective of ensuring the Water Service is self-
financing, i.e. our approach ensures the Water Service covers all of its costs including the cost of capital.  

A company's cost of capital must be estimated with reference to the rate of return investors could expect to 
earn on investments of equivalent risk. Under the weighted average cost of capital (WACC) methodology, 
the cost of capital is calculated as the weighted average of the cost of debt and the cost of equity, weighted 
by the market values of debt and equity of an efficiently financed business. In applying the WACC 
methodology it is necessary to estimate the cost of debt, the cost of equity, and the "efficient" market-based 
weights (i.e. gearing) separately. 

In order to estimate to cost of equity, we have used the Capital Asset Pricing Model (CAPM). There is an 
established regulatory precedent in the UK for the use of the CAPM to estimate the cost of equity of UK 
regulated utilities. The key tenet of CAPM is that shareholders hold a diversified portfolio that eliminates the 
specific risk associated with each individual asset. Shareholders receive compensation in terms of higher 
returns for the beta risk associated with an asset or portfolio, that is a measure of the co-movement of the 
asset with the overall market. The methodology of estimating WACC can be described as follows: 

Post Tax WACC = re*(E/V)+rd*(D/V)*(1-tc) 

Where, re is the cost of equity; 

rd is cost of debt; 

tc is the corporate rate of tax; 
D is a firm’s debt; 

E is a firm’s equity; and 

V is the total assets of the firm, that is, V = D+E. 1 

Under the CAPM-WACC methodology, the cost of equity is calculated through the use of the CAPM 
as follows: 

E[re]=E[rf]+β(E[rm]-E[rf]) 

where,  E[re] is the expected return on equity 
E[rf]  is the expected return on a risk-free asset 
E[rm] is the expected rate of return for the market (and thus E[rm]-E[rf] is the expected risk 

premium); and, 
β is a measure of the systematic risk of the equity, the “equity beta” 

The CAPM estimates the appropriate cost of equity by only taking account of "systematic" (non-diversifiable) 
risks. This model is based on the premise that investors do not require a premium for company specific risks 
since these risks can be diversified away by holding a broad portfolio of assets.2 In the CAPM framework, the 
direct measure of systematic risk is the beta coefficient, which is a measure of the co-movement of a 
particular asset or portfolio with the overall market portfolio.3 

The starting point for our assessment of the WACC parameters for Water Service are the WACC parameters 
used by Ofwat in setting the allowed rate of return for E&W water companies at the 2004 price review. 

Based on our analysis of Water Service’s main risks, summarised in Section 3.2.3 above, we believe that the 
beta factor for Water Service is likely to be higher than the beta factor estimated by Ofwat for E&W water 
companies. As Water Service is not a quoted company, it is not possible to estimate its beta using direct 
market information. We have therefore based our assessment of the beta factor for Water Service on the 
observed beta factors for E&W water companies since privatisation, supplemented by a largely qualitative 
comparison of the risks faced by Water Service against the risks faced by E&W water companies. 

Note: 
1  In the following we will refer to D/(D+E)=D/V as the “gearing” ratio of the company 
2  The central notion of CAPM is that in the limit as the portfolio becomes as well diversified as possible, changes in specific risk will 

have no effect on the portfolio. Systematic risks cannot be diversified away so easily. Most companies' profits go down in a 
recession, for example. Investors cannot protect themselves against the risk of recession by holding shares in a range of companies. 
As a result, investors require a premium on the expected “risk-free” rate in compensation for being exposed to this systematic risk. 

3  Specifically, beta is defined as the covariance of a company's returns with an appropriate measured market index divided by the 
variance of returns on the market index. 
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We believe there are two main reasons why the beta factor for Water Service will be higher than the beta 
factor for E&W water companies assumed by Ofwat in the 2004 Final Determinations: 

♦ Higher capital cost risks: Water Service is likely to face higher capital cost risks than the E&W water 
companies due to COPI volatility (around the RPI) and the heavy capital expenditure programme that 
Water Service is currently facing including the backlog of capital maintenance expenditure. Unless capital 
expenditure risks are fully mitigated through the regulatory framework, this will lead to a higher beta 
coefficient for Water Service 

♦ Higher regulatory risks: Water Service’s regulatory risks are likely to be higher than those currently faced 
by E&W water sector investors as the Northern Ireland water services regulatory regime will be new. 
However, as a result of the significant experience in water sector regulation obtained over the last 
15 years by all stakeholders we consider that Water Service’s regulatory risks are likely to be lower than 
E&W water sector risks in the early years post privatisation 

Overall, our qualitative analysis suggests that Water Service’s beta is somewhere between that of E&W 
companies in 1990 and 1994 (i.e. somewhere in the range of 0.5-0.6). Based on this analysis we have 
estimated a cost of capital for Water Service using a central assumption of a beta factor for Water Service of 
0.55. All other WACC parameters are assumed to be the same as the WACC parameters used by Ofwat to 
estimate the cost of capital for E&W water companies. 

Table 9: Water Service cost of capital analysis 

 
Consortium 
assumptions Ofwat 2004 assumptions Ofwat 2004 

 Base case Low High FD 

 
Tax rate (%) 30 30 30 30 

Gearing, Debt/(Debt + Equity) (%) 55 55 55 55 

Debt/Equity (%) 122 122 122 122 

     

Real risk free rate (%) 3.00 2.50 3.00 3.00 

ERP (%) 4.65 4.00 5.00 4.65 

Asset beta 0.55 0.45 0.45 0.45 

Equity beta 1.22 1.00 1.00 1.00 

Real post-tax cost of equity (%) 8.69 6.50 8.00 7.65 

Real pre-tax cost of equity (%) 12.41 9.29 11.43 10.93 
     

Real risk free rate (%) 3.00 2.50 3.00 3.00 

Debt premium (%) 1.30 0.80 1.40 1.30 

Real cost of debt (%) 4.30 3.30 4.40 4.30 
     

Real post tax Vanilla WACC (%) 6.3 4.7 6.0 5.8 

Real pre tax WACC (%) 8.0 6.0 7.6 7.3 
Real post tax WACC (%) 5.6 4.2 5.3 5.1 

Nominal post tax WACC (%) 8.2 6.8 7.9 7.7 

Source: Ofwat, Consortium analysis 

Table 9 presents our assumptions on the WACC for Water Service in 2006. Given these assumptions, we 
calculate Water Service’s real post-tax Vanilla WACC at 6.3%. Considering the tax deductibility of interest on 
debt, real post-tax WACC is 5.6%. This is equivalent to Ofwat’s WACC assumptions of 5.8% and 5.1% 
respectively. The Vanilla WACC is calculated as the weighted cost of the real post-tax cost of equity and the 
real cost of debt, not applying a tax shield on debt. 

In our financial modelling we assume that the allowed rate of return for Water Service is set at 6.3% post tax 
real in 2006, and decreases by 0.1 percentage points at each successive regulatory review consistent with an 
expected decline in regulatory and capital expenditure risks. 
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It is important to emphasise that the cost of capital has been estimated based on the assumption that Water 
Service is a stand-alone and self financing company, and based on the assumption that the regulatory 
framework is similar to that in operation in England and Wales. The level of support from the regulatory 
framework and its consequential impact on the rate of return is an important issue to consider over time with 
the establishment of an independent regulator.  

In principle, government guarantees might be introduced to reduce the level of risk exposure faced by Water 
Service and such guarantees could reduce the Water Service’s cost of capital. However, Government 
guarantees do not reduce the overall risk or the overall cost of financing the water sector; rather they simply 
transfer risks and costs from the customer to the tax payer. If the Government were to provide a guarantee, 
then this should be priced to ensure that the taxpayer is appropriately compensated for they risks they bear. 

However, we believe that the Water Service business should face (an efficient level of) risk rather than 
passing this through to Government. This is because, faced with risk and appropriate reward mechanisms, 
the Water Service management has the incentive to manage the business efficiently and outperform the 
regulatory contract. Retaining business risk within the company is therefore consistent with an incentive-
based regime. We therefore see no obvious advantage through the use of Government Guarantees with the 
exception of extreme cases (such as transfer of bad debt risk) where levels of short term risk exposure 
threaten the financial sustainability of the company.  
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3.3 Financial analysis 

3.3.1 Introduction and analytical framework 

As part of our financial review, we have developed a detailed Integrated Financial Model (IFM) for Water 
Service. The purpose of this is to allow us to analyse the interaction between the operating performance of 
the business, the economic regulatory framework, the financial profile of the business, customer tariffs, and 
the value of Water Service. 

The following graphic shows the structure of the IFM. 

Figure 8: Structure of IFM 
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The IFM is based on operating as well as regulatory, financing, accounting, fiscal and other assumptions. It 
calculates required revenues for Water Service according to the revenue building block approach used in 
E&W, as outlined in Section 3.2. The resultant financial projections are subject to a financeability test as 
described in Section 3.4. 

At a price review, the regulator makes assumptions about future spending of opex and capex, which might 
not necessarily be fully in line with the actual outturn opex and capex. Any kind of opex and capex over- or 
underperformance compared to the regulatory assumptions will have an impact on the outturn financial 
projections.  

These outturn financial projections form the basis for calculating the various IFM outputs. We assume 
compliance with International Financial Reporting Standards (IFRS). The outputs comprise: 

♦ Tariffs: based upon the charging assumptions, i.e. assumptions about the number and evolution of 
customers and the allocation of costs between customer groups the IFM provides upper and lower bands 
for the tariffs for domestic and non-domestic customers (see Section 3.3.6 for details) 

♦ Valuation: three valuation methodologies are applied to the outturn financial projections (see 
Section 3.3.8 for details) 

♦ Impact on Departmental Expenditure Limits (DEL): public expenditure accounting rules are applied to 
show the impact on resource and capital DEL by efficiency case (see Section 3.3.7 for details) 

♦ Credit ratios: form the basis for the financeability test which is applied to Water Service (see Section 3.4 
for details) 

Water Service is currently procuring the Alpha and Omega water and wastewater treatment PPPs. Based on 
information provided to us by the Strategic Investment Board, for the purpose of our review we have 
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assumed, that both are structured as Design-Build-Finance-Operate arrangements (DBFOs). Alpha is treated 
as on balance sheet and Omega as off-balance sheet. We have been provided with estimates for the unitary 
charge and PPP financing by Water Service, and have included these in our financial model. We assumed for 
this review that the unitary charge is a pass through cost for economic regulation. 

3.3.2 Operating scenarios 

As set out in Section 3.1, we have identified an average unit cost gap between E&W and Water Service of 
approximately 20%.  

From this work, we have developed three operating cases for the business defined by their relative efficiency. 

Table 10: Operating equity cases 

 Opex  Capex 2 
    

20% efficiency 
case 

♦ Equals management case to 2005/06 1 
♦ 20% efficiency (vs 2003/04) by 

2009/10 
♦ 1% efficiency p.a. thereafter 

 ♦ Equals management case to 2005/06 3 
♦ 20% efficiency (vs 2003/04) by 

2009/10 
♦ 1% efficiency p.a. thereafter 

    

30% efficiency 
case 

♦ Equals management case to 2005/06 1 
♦ 30% efficiency (vs 2003/04) by 

2009/10 
♦ 1.5% efficiency p.a. thereafter 

 ♦ Equals management case to 2005/06 3 
♦ 30% efficiency (vs 2003/04) by 

2009/10 
♦ 1.5% efficiency pa thereafter 

    

40% efficiency 
case 

♦ Equals management case to 2005/06 1 
♦ 40% efficiency (vs 2003/04) by 

2009/10 
♦ 2% efficiency p.a. thereafter 

 ♦ Equals management case to 2005/06 3 
♦ 40% efficiency (vs 2003/04) by 

2009/10 
♦ 2% efficiency p.a. thereafter 

Notes: 
1 Opex management case assumes c. 10% efficiency by 2005/06 
2 All three capex scenarios assume the following common elements 

- reallocation of funds to allow for earlier compliance with UWWTD 
- elimination of 75% pro-active maintenance of non-critical sewers 
- deferral of 75% of precautionary infrastructure capital maintenance from pre- to post- 2008/09 

3 As of January 2005; NIAMP2 minus PPP with some further adjustments made by Water Service 

The following charts show the resulting development of opex and capex for the period until 2028/29. Capex 
is explicitly modelled until FY 2022/23, reflecting the final year of NIAMP2. The IFM assumes capex beyond 
this time to be constant on a real basis. 
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Figure 9: Opex development by scenario 1   Figure 10: Capex development by scenario 
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(£m real) 

20% 
efficiency 

case 

30% 
efficiency 

case 

40% 
efficiency 

case 

Average opex 2007–29 p.a. 143.3 121.9 103.8 

Delta to 20% eff. case (%) na (14.9) (27.6) 

 

 

(£m real) 

20% 
efficiency 

case 

30% 
efficiency 

case 

40% 
efficiency 

case 

Total capex (2007–29) 2,155 1,870 1,598 

Delta to 20% eff. case (%) na (13.2) (25.9) 

The capex figures are based on applying efficiency assumptions to a starting position of £2.47bn, which is our adjusted NIAMP2 capital 
expenditure estimate (excluding PPPs). (See Figure 6.) 

Note: 
1 Excludes PPP opex 

The following table shows the analysis of this capex by regulatory expenditure category.  

Table 11: Analysis of capex by regulatory expenditure category  

(£m—real) 
20% efficiency 

case 
30% efficiency 

case 
40% efficiency 

case 

Water (total) 1,064.9 919.6 781.9 

- Infrastructure base 650.6 560.6 475.6 

- Non-infrastructure base 184.9 158.4 133.6 

- Infrastructure enhancement 210.6 183.9 158.0 

- Non-infrastructure enhancement 18.8 16.7 14.6 

Sewerage (total) 1,090.4 950.2 816.0 

- Infrastructure base 353.1 300.7 251.5 

- Non-infrastructure base 258.8 226.8 196.1 

- Infrastructure enhancement 205.6 176.5 149.0 

- Non-infrastructure enhancement 272.9 246.2 219.5 

3.3.3 Regulatory assumptions 

As set out in Section 3.2, we assume that Water Service will be subject to a similar economic regulatory 
framework to that in England & Wales. 

In practice, such a framework affords the regulator’s substantial discretion on the application of economic 
regulation. In order to complete our analysis, we have needed to develop a set of more detailed assumptions 
for the application of economic regulation to Water Service. 

One of the most important regulatory assumptions is the setting of the opening RCV for Water Service. The 
company earns an allowed return on its RCV, which is used to compensate the providers of (debt and equity) 
capital for the risks they are facing. This return on capital is an important element of the charges borne by 
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customers. We have based our analysis on an opening RCV of £1bn, set as per 1 April 2006. As shown in 
Section 3.4, we believe that the opening RCV will need to be in the region of £1bn so that Water Service 
meets the financeability requirement in the terms of reference for the assignment. Sub-Section 3.3.7 provides 
details on the tariff sensitivities of different opening RCVs. 

The following table sets out the other key regulatory assumptions that we have made for the IFM: 

Table 12: Regulatory assumptions 

Issue Significance Principle Assumptions in IFM 

Current cost 
depreciation 
(CCD) on non-
infrastructure 
assets 

♦ CCD is part of the revenue 
building blocks recovered by 
customers, i.e. influences 
revenues and tariffs 

♦ Broad equivalence is applied 
– CCD is limited to the average 

maintenance expenditure over 
a defined time period  

♦ Results in the non amortisation of 
the maintenance expenditure of 
non-infrastructure assets 

♦ Broad equivalence on non-infrastructure CCD 
applied to the lower of 
– CCD of existing assets and new 

investments 
– average 20 years look-forward 

maintenance expenditure 
 

Infrastructure 
renewals 
charge (IRC) 
on 
infrastructure 
assets 

♦ IRC is part of the revenue 
building blocks recovered by 
customers, i.e. influences 
revenues and tariffs 

♦ IRC should be in line with the 
infrastructure renewals expenditure 
(IRE), i.e. the maintenance expense 
for the infrastructure assets over a 
defined time period 
– results in the non amortisation 

of infrastructure renewals 
– leads to a smoothing of the 

difference between IRC and IRE 

♦ IRC has been calculated by using the average 
five years look-forward IRE 

 
 

Post-tax return 
on RCV 
(weighted 
average cost of 
capital—
WACC) 

♦ Return on RCV is the 
remuneration for the capital 
base in Water Services/business 

♦ Return on RCV is part of the 
revenue building blocks 
recovered by customers, i.e. 
influences revenues 
and tariffs 

♦ Impacts financeability ratios 
♦ Equals the discount factor in 

valuing Water Service, i.e. has a 
major impact on value 

♦ Should reflect the non-systematic 
risks inherent in Water Service’s 
business as well as the capital 
structure 

♦ Assumed higher risk than England & Wales 
water companies has been reflected by 
applying an initial real post tax Vanilla (“gross 
of debt tax shield”) WACC of 6.3% (compared 
to 5.8% for England & Wales water 
companies) decreasing by 0.1 percentage 
points at any regulatory review, i.e. 
– for 2010 to 2014: 6.2% 
– for 2015 to 2019: 6.1% 
– for 2020 to 2024: 6.0% 
– for 2025 to 2029: 5.9% 

  

Tax ♦ Taxes are part of the revenue 
building blocks recovered by 
customers, i.e. influences 
revenues and tariffs 

 

♦ Taxes paid should be based on 
regulatory income as projected by 
the regulator to take into account 
such factors as capital allowances, 
deferred taxes etc. 

♦ IFM uses the projected cash tax paid as 
calculated in the statutory accounts 

♦ Alternative could be to project regulatory taxes 
for each regulatory period and include this 
number in the revenue building blocks 

♦ Also, the tax allowance could be incorporated 
into the allowed WACC based on a statutory 
tax rate as currently used by NIAER for 
electricity and gas in Northern Ireland. We 
reject this on the basis that Water Service’s 
projected cash taxes are likely to be 
significantly lower than the statutory rate 

Efficiencies for 
opex and 
capex 

♦ Only relevant in 
sensitivity scenarios 
– significant impact on 

revenues and tariffs  
– impact on value of 

Water Service 

♦ Efficiency gains, i.e. outperforming 
the regulatory assumptions, should 
be shared between customers and 
shareholders 

♦ Split needs to be adequate to offer 
an incentive for 
shareholders/management  
 

♦ Efficiencies on opex, i.e. Water Service outturn 
opex is lower than management and 
regulatory assumptions stay with Water Service 

♦ For efficiencies on capex, i.e. Water Service 
spends less than management and regulatory 
assumptions, a five years claw-back 
mechanism is applied 
– the RCV is adjusted downwards by capex 

under-spend compared to regulatory 
assumptions with a five year time-lag 

♦ IFM currently assumes that the regulator does 
not learn from past opex or capex efficiencies 
achieved by Water service i.e. regulator 
assumes management forecasts also in the 
regulatory projections 
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3.3.4 Other assumptions 

The following table sets out the other key assumptions in the integrated financial model. 

Table 13: Other assumptions for IFM 

Accounting 
assumptions 

♦ Assumptions on depreciation periods in line with UK water average 

– 27 years for new non-infrastructure investments 

– 35 years for existing non-infrastructure assets 

– 90 years for existing and new investments into infrastructure assets 

 
  

Financing assumptions 

♦ DRD provides all debt financing at a nominal interest rate of 5.79% (100bp above ten year UK gilts) (see 
Section 3.3.8) 

♦ Zero opening net debt at beginning of first year of transition period  

♦ Dividend pay-out of 6% return on initial opening book equity of £1bn increased by inflation on a annual 
basis but reduced by any underperformances on capex and opex higher than the difference between 6.00% 
and 8.69% (equals regulatory real post-tax cost of equity) on £1bn initial opening RCV (see 3.3.8)) 

  

Fiscal 
assumptions 

♦ Opening capital allowances pool of £881.3m according to historic spend analysis done by Water Service 

– 25% pool: £236.5m 

– 6% pool: £154.2m 

– Industrial Building Allowances: £490.6m 
  

Other assumptions 

♦ Revenue split for domestic/non-domestic according to ABC cost analysis
 1

 

– water: 72% domestic, 28% non-domestic (mid-point average—20% efficiency case) 

– sewerage: 63% domestic, 37% non-domestic (mid-point average—20% efficiency case) 

♦ PPP unitary charges are straight pass-through items in the revenue building blocks 

♦ During transition period 

– incorporation and billing assumed from 1 April 2006 

– DRD support treated as revenues (66.6% of new billed revenues in 2006/07 and 33.3% in 2007/08) 

– revenues are fixed based on latest numbers provided by Water Service  

♦ RPI and COPI of 2.5% p.a. 

♦ Regulatory and statutory bad debt assumptions  

– 5% of domestic bills, utilised after three years 

– 2% of non-domestic bills, utilised after two years 

♦ No pension deficit according to IFRS assumed upon formation of GoCo 

Note: 
1 Source: NERA "Activity-Based Costing - Northern Ireland Water Service", April 2005. The average revenue split between 

domestic/non-domestic customers for E&W WASCs is 71:29 and 75:25 for water and sewerage service respectively (see “NERA 
Activity-Based Costing—Northern Ireland Water Service", April 2005, pp 17–18). 

3.3.5 Projected financial profile of Water Service 

Based on these assumptions, we have prepared detailed profit and loss, balance sheet and cash flow 
projections for Water Service. We have been asked to prepare projections that are materially consistent with 
IFRS. We note that there remain some industry-wide issues concerning the application of IFRS by UK water 
companies, in particular in the area of infrastructure renewals accounting. 

Water companies in the UK currently use infrastructure renewals accounting, resulting in companies 
capitalising renewals expenditure, and using the ongoing level of annual expenditure required to maintain 
the operating capacity of the network as the depreciation charge for the related assets. Infrastructure 
renewals accounting approach is not allowed under IFRS. The industry is currently discussing an appropriate 
methodology for accounting for infrastructure assets under IFRS. Areas of debate include identifying 
appropriate useful live for the depreciation of assets, ascertaining residual values for the assets and ensuring 
appropriate allocation of expenditure between repairs and maintenance (i.e. revenue) and capital 
expenditure. The accounting treatment for infrastructure assets adopted within the model may require 
amendment when an industry consensus has been reached on the most appropriate accounting treatment. 
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The following tables set out the projected financial profile of Water Service under the three 
efficiency scenarios: 

Table 14: Water Service summary financial projections—20% efficiency case 

(£m; 31 Mar) 2007 2008 2009 2010–14 2015–19 2020–24 2025–29 

Summary profit and loss       

Turnover 299.2 331.5 357.8 2,023.0 2,335.7 2,646.8 2,937.0 

EBITDA (incl. IRE) 68.0 103.2 105.7 658.8 805.8 1,067.6 1,263.8 

EBIT 54.5 85.9 79.7 496.2 609.2 849.1 1,024.8 

Net income 35.5 52.8 43.8 207.9 230.4 361.7 479.8 

Dividends (60.7) (62.2) (63.7) (343.4) (388.5) (439.5) (497.3) 

Summary balance sheet 1       

Fixed assets 1,148.8 1,266.6 1,549.9 1,882.4 1,999.0 2,002.6 1,943.0 

Net debt 129.2 234.2 359.2 744.2 990.1 1,098.6 1,140.2 

PPP finance leases 0.0 0.0 159.3 158.2 144.7 110.3 41.5
 2

 

Net assets 985.9 976.5 956.6 821.1 663.0 585.2 567.7 

Summary cash flow       

Operating cash flow 61.8 102.7 107.7 665.2 804.0 1,065.6 1,262.9 

Investing cash flow (126.6) (135.0) (143.9) (478.9) (294.8) (201.3) (155.9) 

Change in net debt (129.2) (105.0) (125.1) (384.9) (245.9) (108.5) (41.6) 

Table 15: Water Service summary financial projections—30% efficiency case 

(£m; 31 Mar) 2007 2008 2009 2010–14 2015–19 2020–24 2025–29 

Summary profit and loss       

Turnover 299.2 331.5 357.8 1,864.5 2,144.3 2,391.1 2,633.6 

EBITDA (incl. IRE) 83.0 122.5 131.7 660.0 808.3 1,037.0 1,225.5 

EBIT 69.7 105.7 106.3 504.8 624.0 834.2 1,006.2 

Net income 46.6 68.0 65.2 239.8 279.4 402.8 528.8 

Dividends (60.7) (62.2) (63.7) (343.4) (388.5) (439.5) (497.3) 

Summary balance sheet 1       

Fixed assets 1,144.8 1,254.2 1,527.1 1,811.0 1,894.1 1,878.3 1,810.3 

Net debt 109.9 185.0 270.5 586.4 766.3 818.8 806.0 

PPP finance leases 0.0 0.0 159.3 158.2 144.7 110.3 41.5
 2

 

Net assets 996.9 1,002.8 1,004.2 900.7 791.5 754.8 786.3 

Summary cash flow       

Operating cash flow 76.4 121.8 133.5 666.6 807.6 1,035.1 1,224.6 

Investing cash flow (122.4) (126.2) (132.8) (422.8) (249.0) (166.3) (127.7) 

Change in net debt (109.9) (75.1) (85.5) (315.8) (179.9) (52.6) 12.9 

Notes: 
1 As per year end of respective period 
2 The capital repayment and dividend charge as part of the annual PPP unitary payment forms the principal portion of the finance 

lease liability and is debited against the finance lease liability on the balance sheet. Further work on the accounting treatment of the 
PPPs is required to assure full compliance with IFRS. 
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Table 16: Water Service summary financial projections—40% efficiency case 

(£m; 31 Mar) 2007 2008 2009 2010–14 2015–19 2020–24 2025–29 

Summary profit and loss       
Turnover 299.2 331.5 357.8 1,709.3 1,955.0 2,165.5 2,369.7 
EBITDA (incl. IRE) 97.5 140.8 156.0 649.0 789.0 1,001.4 1,180.0 
EBIT 84.3 124.4 131.3 501.4 616.8 814.0 979.7 
Net income 57.2 82.3 84.9 258.3 305.9 430.2 558.6 
Dividends (60.7) (62.2) (63.7) (343.4) (388.5) (439.5) (497.3) 

Summary balance sheet 1       
Fixed assets 1,140.4 1,240.8 1,502.9 1,739.3 1,791.6 1,759.5 1,685.1 
Net debt 90.7 143.9 203.6 456.8 584.0 596.7 550.3 
PPP finance leases 0.0 0.0 159.3 158.2 144.7 110.3 41.5

 2
 

Net assets 1,007.6 1,027.7 1,048.9 963.8 881.2 871.9 933.2 
Summary cash flow       
Operating cash flow 90.4 139.9 157.7 656.6 788.2 999.8 1,179.2 
Investing cash flow (117.8) (116.9) (121.3) (367.8) (206.0) (134.5) (102.4) 
Change in net debt (90.7) (53.2) (59.7) (253.3) (127.1) (12.7) 46.4 

Notes: 
1 As per year end of respective period 
2 The capital repayment and dividend charge as part of the annual PPP unitary payment forms the principal portion of the finance 

lease liability and is debited against the finance lease liability on the balance sheet. Further work on the accounting treatment of the 
PPPs is required to assure full compliance with IFRS. 

The following should be noted with respect to our financial projections: 

♦ Net debt rises rapidly from the initial zero to a stable long term leverage level given the negative cash 
flows caused by the substantial initial investment programme  

♦ Capex declines after the significant initial investment period; capex in FY2024 and following is kept 
constant in real terms 

The development of dividends and retained earnings is shown in more detail in Table 17 below. Our 
projections show reported profits substantially below regulatory profits. As a result, the level of profits is 
unable to cover the dividend, resulting in negative retained profits. We currently assume that Water Service 
pays an annual dividend of 6% on the initial equity, inflated by 2.5% (see Section 3.3.7). A reconciliation of 
the statutory and regulatory net income is analysed in Table 18. 

Table 17: Development of dividends  
and retained earnings 1 

 Table 18: Reconciliation of statutory and 
regulatory net income 1  

(£m; 31 Mar) 2007 2008 2009 2014 2019 2024 2029 

Net Income 35.5 52.8 43.8 51.9 59.6 86.9 106.1 

Dividends (60.7) (62.2) (63.7) (72.1) (81.6) (92.3) (104.4) 

∆ retained  
earnings (25.1) (9.4) (20.0) (20.2) (22.0) (5.4) 1.6 

Total retained 
earnings (25.1) (34.5) (54.5) (170.0) (308.8) (370.0) (376.7) 

 

Note: 

1 Based on 20% efficiency case 

(£m; 31 Mar) 2007 2008 2009 2014 2019 2024 2029 

Statutory net  
income 35.5 52.8 43.8 51.9 59.6 86.9 106.1 

+ Statutory  
deferred tax 

15.2 22.6 18.8 22.2 9.8 6.6 3.3 

+ Statutory 
depreciation 13.5 17.2 26.0 35.9 41.2 45.2 52.1 

+ Statutory IRE 57.3 51.2 51.2 46.8 59.4 53.4 60.4 

- Regulatory 
depreciation (71.2) (69.0) (67.0) (73.9) (72.0) (76.2) (86.2) 

= Regulatory  
net income 50.3 74.9 72.7 83.0 98.0 115.9 135.8 

As can be seen from the table above, the statutory net income is significantly lower than the regulatory net 
income. This is primarily due to the following factors: 

♦ Regulatory net income includes projected cash tax only, and does not include any consideration of 
deferred taxation. IFRS requires full provisioning for deferred tax on an undiscounted basis; this is 
projected to increase the tax charge, due mainly to timing differences between accounting depreciation 
charges, compared with capital allowances received for tax purposes. The resulting deferred tax charge 
must be recognised for statutory reporting purposes, whilst it is not included in the calculation of 
regulatory net income 

♦ The infrastructure renewals treatment varies between the accounting and regulatory income statements. 
For IFRS accounting purposes, the expenditure is charged directly to the income statement, whilst for 
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regulatory purposes, the infrastructure renewals expenditure is smoothed on a five year rolling 
basis. Given that expenditure is projected to be at its highest in the early years of the IFM, the averaging 
of the expenditure on a rolling basis results in a lower renewals charge compared with the projected 
expenditure 

♦ Finally, the application of broad equivalence in the calculation of the current cost depreciation effectively 
caps the level of depreciation for regulatory purposes. However, such a methodology is not appropriate 
for statutory accounting purposes, and therefore higher depreciation is charged in the statutory income 
statement 

3.3.6 Impact on tariffs 

We have assumed the following customer numbers to calculate projected tariffs by customer class: 

♦ 650,000 domestic water customers by 2007; increasing by 0.5% p.a. thereafter 

♦ 570,000 domestic sewerage customers by 2007; increasing by the same absolute number as the number 
of water customers 

♦ 110,000 non-domestic water customers, remaining flat  

♦ 60,500 non-domestic sewerage customers, remaining flat 

The tables below present tariffs for domestic customers (i.e. households) and non-domestic customers. These 
are the average annual bills paid per customer. To derive these average bills the consortium has drawn on an 
Activity Based Costing (ABC) analysis, undertaken by the Consortium working closely with Water Service. This 
cost allocation analysis is based on data provided to us by Water Service.  

The ABC analysis is used to attribute Water Service’s costs to the two customer groups. In each projected 
year the ABC analysis first breaks down Water Service’s operating costs, depreciation and returns, across the 
main activities (water treatment, water distribution, sewerage, sewage treatment, etc). For each activity in 
turn the main cost-driver (water volume, number of water connections, sewage load, etc) is decided, and the 
proportions of that driver, which are attributable to each customer group, are used to apportion the annual 
costs of that activity to the two customer groups. For each customer group the various activity costs are then 
added up, and expressed as a percentage of the total annual cost. 

The percentage of annual cost attributed to the customer group in the ABC analysis is used as the 
percentage of annual revenue—as found in the IFM—to be recovered from each customer group, on the 
principle that revenue should be recovered from customers in proportion to the costs attributable to them. 
From the amount of revenue to be recovered in a given year from a given customer group, and the numbers 
of customers in that group projected for that year, the Consortium derives the average annual bills per 
customer in that group, which appear in the tables. 

The tables contain Lower, Upper, and Midpoint figures for tariffs. These ranges of tariffs result from 
considering the reasonable range of variation in the ABC analysis, and in particular the effects of different 
decisions about which costdriver to use for some activities where this is less obvious. The "Lower" figures 
follow from the set of decisions which attribute less cost to domestic customers and more cost to non-
domestics, and so give lower tariffs for domestics and higher tariffs for non-domestics. The reverse situation 
is the basis for the "Higher" figures. The "Midpoint" figures reflect cost attributions mid-way between the 
Lower and Higher sets. 

All the tariffs in the tables are average annual bills per customer and so they do not show the wide ranges in 
the annual bill per customer that the consortium would expect to see once a deeper tariff structure is allowed 
(e.g. for an annual standing charge, plus a variable charge reflecting Council Tax bands or measured 
volumes, perhaps with the volumetric charge reflecting incremental costs, and with a vulnerable customer 
scheme). A deeper tariff structure for the projected future has not yet been developed for Water Service. 

The tariffs in the tables also assume there are no "price elasticity" feedback effects. These are only relevant 
where measured tariffs (e.g. based on metered volumes) are applied. Experiences elsewhere suggest that 
these effects are likely to be small for water and sewerage services in Northern Ireland. 

The comparison with E&W and comparator company tariffs for non-domestic customers shown in the tables 
need to be interpreted with caution. These are the average annual bills per non-domestic customer. Caution 
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is necessary because the comparator place may have a different distribution of sizes of non-domestic 
customers than Water Service, and because sub-groups of customers may not face the same deeper tariff 
structures in each place. In such cases, even though the average annual bills per customer are similar, it could 
be that some sub-groups (e.g. small customers, or large customers, or both) face different bills in Northern 
Ireland than in the comparator’s place. 

An extended analysis based on more knowledge of the Water Service’s deeper tariff structures and customer 
distributions would be needed to check for these effects. The average tariff figures developed by the 
Consortium are however sufficient to show how differences between the strategic options feed through to 
customer tariffs, and how these compare with England, Wales and Scotland. 

The output of our analysis is recommended upper and lower bands for the cost allocation between the 
customer groups. In setting the actual tariffs the regulator can be expected to take these upper and lower 
bands into consideration and it can be assumed that tariffs will be set between these two bands. 

For our analysis we have assumed as a base case that the tariffs will be set at the midpoint of the upper and 
lower ranges. 

Based on these assumptions the following tables set out the range as well as the midpoint for tariffs for 
domestic and non-domestic customers: 

Table 19: Combined domestic bills  Table 20: Combined non-domestic bills 
    

(£ p.a. nominal) 2007 2008 2009 2010 2014 2019 2024 2029 Avg. 

Midpoint          
20% eff. case 146 258 390 406 462 525 578 634 491 
30% eff. case 146 258 390 369 435 477 521 567 450 
40% eff. case 146 258 390 336 398 435 471 510 413 
E & W 1 292 307 321 334      
E & W 
comparators 2 

343 366 381 395      

Lower band          
20% eff. case 132 233 351 365 417 474 522 573 444 
30% eff. case 132 233 351 332 391 430 469 512 405 
40% eff. case 132 233 351 302 358 391 424 460 371 

Upper band          
20% eff. case  161 282 428 447 507 577 635 695 540 
30% eff. case 161 282 428 406 480 525 573 623 495 
40% eff. case 161 282 428 370 439 479 519 561 454 

 

 
(£ p.a. nominal) 2007 2008 2009 2010 2014 2019 2024 2029 Avg. 

Midpoint    
20% eff. case 498 943 1,3761,437 1,632 1,868 2,070 2,279 1,751
30% eff. case 498 943 1,3761,296 1,508 1,676 1,839 2,012 1,584
40% eff. case 498 943 1,3761,166 1,361 1,503 1,632 1,777 1,428
E & W 3 1,338 1,371 1,4061,441 
E & W 
comparators 4 

1,287 1,319 1,3521,386 

Lower band    
20% eff. case 602 1,119 1,6501,722 1,953 2,243 2,494 2,747 2,103
30% eff. case 602 1,119 1,6501,556 1,823 2,024 2,228 2,441 1,913
40% eff. case 602 1,119 1,6501,404 1,653 1,825 1,990 2,169 1,734

Upper band    
20% eff. case  395 768 1,1011,151 1,309 1,490 1,645 1,809 1,397
30% eff. case 395 768 1,1011,034 1,191 1,326 1,447 1,582 1,253
40% eff. case 395 768 1,101 927 1,068 1,179 1,272 1,384 1,120

The ABC modelling has allocated costs to activities (e.g. water network, network sewerage, sludge treatment and disposal, etc.). Each activity is assigned 
one or more cost drivers. The cost drivers relate, inter alia, to volumes (e.g. water usage/wastewater) and connections. However, there is uncertainty 
regarding the relationship between an activity and the principal cost driver (in particular for common costs which are not directly related to any specific cost 
driver, e.g. corporate overheads). Therefore, we have developed two scenarios. The lower bound scenario is based on an assumption that volumes 
constitute the primary cost driver for activities which are not clearly related to a specific cost driver. This results in a lower allocation of costs to domestic 
customers. The upper bound scenario is based on higher weightings for connections. This results in higher costs for domestic customers. 

Notes: 
1 Based on Ofwat’s final price determination for the period 2005-10 
2 Comprises the most comparable E&W companies—Welsh Water, Wessex, South West Water, Anglian Water—; see Section 3.1.1 for details 
3 Based on our analysis the average bill for E&W was £1,242 in 2003/04; we have assumed an inflation rate of 2.5% to calculate the average nominal 

bills for 2009 and 2010 
4 Comprises the most comparable E&W companies—Welsh Water, Wessex, South West Water and Anglian Water 

However, the above numbers are stated before accounting for measures for vulnerable customers. We have 
been informed by DRD that this will add an estimated 6% to bills for non-qualifying domestic customers as 
illustrated in the table below. 
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Table 21: Combined domestic bills–vulnerable customers  
   
(£ p.a. nominal) 2007 2008 2009 2010 2014 2019 2024 2029 Avg. 

Midpoint          
20% eff. case 155 273 413 430 490 557 613 672 520 
30% eff. case 155 273 413 391 461 506 552 601 477 
40% eff. case 155 273 413 356 422 461 499 541 438 
E & W 1 292 307 321 334      
E & W comparators 2 343 366 381 395      

Lower band          
20% eff. case 140 247 372 387 442 502 553 607 471 
30% eff. case 140 247 372 352 414 456 497 543 429 
40% eff. case 140 247 372 320 379 414 449 488 393 

Upper band          
20% eff. case  171 299 454 474 537 612 673 737 572 
30% eff. case 171 299 454 430 509 557 607 660 525 
40% eff. case 171 299 454 392 465 508 550 595 481 

 

 

Figure 11: Combined bills for domestic 
customers by case—based on 
midpoint 

 
Figure 12: Combined bills for non-domestic 

customers by case—based on 
midpoint 
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We have done an analysis of the average tariffs for domestic and non-domestic customers in E&W. In 
summary, the expected tariff ranges for domestic, as well as non-domestic customers would be comparable 
to the tariff ranges in E&W.  

The average domestic tariff in 2010 in E&W is expected to be approximately £334. This is in line with the 
expected tariffs for the 40% efficiency case. Moreover, we have identified the most comparable companies, 
which are in our view Scottish Water and the E&W companies Welsh Water, Wessex, South West Water, and 
Anglian Water (see Section 3.1.1 for details). Taking these companies as a benchmark we calculate an 
expected tariff for the E&W peers of approximately £395, which is between the expected midpoint tariff for 
the 20% and 30% efficiency cases. 

Regarding non-domestic bills, a benchmark analysis of the E&W water companies results in an average 
annual bill of approximately £1,242 for the year 2003/04. We have inflated this number by 2.5% p.a. to get 
a proxy for the expected annual bills for the year 2010. The average annual bill would be approximately 
£1,440. This number and the number for the E&W peers are within the upper and lower bands of expected 
non-domestic bills for Water Service. 

The average non-domestic volumetric charge (i.e. average bill divided by total volume water 
delivered/sewerage collected) in 2009 is around 3.9 £/Ml/d in real terms and in all three efficiency cases, 
because we assume efficiency gains are returned to customers in 2010. This number is in line with the 
number for E&W water companies in 2004 and is lower than the corresponding number for the E&W peers 
(5.3 £/Ml/d). 
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We have been informed by DRD and Water Service that it is their intention that any efficiency savings over 
the transition period in excess of current management plans will be passed through to customers via lower 
tariffs at the earliest feasible time. 

The following figures display the elements of the total revenue according to the revenue requirement 
building block approach. 

Figure 13: Revenue building blocks—20% efficiency case 
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Figure 14:  Revenue building blocks—30% efficiency case 
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Figure 15:  Revenue building blocks—40% efficiency case 
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♦ The return on RCV for the 20% efficiency case increases from an average 23.5% for the transition period 

to 32.5% of revenues and tariffs for the final period. This compares to an average of 27.1% evolving to 
36.9% for the 40% efficiency case 

♦ It is noteworthy that E&W WASCs currently attribute 26.8% of total bills to return on RCV, which will 
increase to as much as 29.4% by 2010 

3.3.7 Impact on the DEL 

We have been asked to consider how Water Service would be reflected in the DEL for DRD following Water 
Reform. 

♦ Resource DEL will include: 

– subsidies to the PC 

– capital grants to PC, including amounts to write-off debts 

– interest and dividends from PCs 

– a capital charge on the department's investment in its public corporation 

♦ Capital DEL will include: 

– loans to the PC, net of repayments 

– injections or withdrawals of equity capital 

– purchases or sales of shares 

On balance sheet PFI is considered as public sector capital expenditure financed by private sector borrowing. 
The charge in departmental budgets is equivalent to the creditor shown in the procuring body's accounts, 
which matches the asset. As that creditor is reduced the departmental capital budget is credited back. 

Our base case assumes that Water Service pays out a dividend of 6% on the initial equity, which is inflated 
annually. In making this assumption, we considered: 

– the allowed cost of equity of 8.69% real, which we have assumed is charged to customers; and 

– the trading yield of c.5.5% assumed regulatory allowed return for the E&W WASCs. 

As the 6.0% dividend is below the assumed regulatory allowed return, implicitly Water Service would build 
up retained profits if it meets its regulatory targets. This would help finance the substantial capital burden. It 
also gives the company a modest cushion against any underperformance before dividends to DRD would 
need to be reduced. 

We also assume that the capital charge on equity made by HM Treasury is equal to the dividend received 
from Water Service. As a result, the net impact on the resource DEL would be zero in every year with the 
exception of the transition period, where it is assumed that DRD provides a revenue support of 2/3 in 
2006/07 and 1/3 in 2007/08 of the revenue excluding the already currently billed revenue from non-domestic 
customers. 

TAny additional debt injected into Water Service by DRD would score in capital DEL. In addition the Alpha 
PPP debt (equivalent to the amount of the finance lease) would have an impact on the capital DEL. 

Table 22: Impact on DEL—20% efficiency case 

Y/E 31 March (£m) 2007 1 2008 1 2009 1 2010–14 2015–19 2020–24 2025–29 

Resource DEL        

Interest paid on DRD loan 3.7 10.5 17.2  170.7   252.6   308.5   323.9  

Dividends paid to DRD—6% on initial equity (inflated) 2 60.7 62.2 63.7  343.4   388.5   439.5   497.3  

Capital charge on initial equity investment (inflated) 2, 3 (60.7) (62.2) (63.7)  (343.4)  (388.5)  (439.5)  (497.3) 

Capital charge on DRD debt—5.79% (3.7) (10.5) (17.2)  (170.7)  (252.6)  (308.5)  (323.9) 

DRD revenue support during transition period (grant) (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

Net effect on resource DEL (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

Capital DEL        

(Additions to)/repayments of DRD debt (129.2) (105.0) (125.1)  (384.9)  (245.9)  (108.5)  (41.6) 

Net PPP effect 0.0 0.0 (159.3) 1.1 13.5 34.4 68.8 

Net effect on capital DEL (129.2) (105.0) (284.3)  (383.9)  (232.4)  (74.1)  27.2  
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Table 23: Impact on DEL—30% efficiency case 

Y/E 31 March (£m) 2007 1 2008 1 2009 1 2010–14 2015–19 2020–24 2025–29 

Resource DEL        

Interest paid on DRD loan  3.2  8.5  13.2  133.7  197.4  235.0  235.4 

Dividends paid to DRD—6% on initial equity (inflated) 2 60.7 62.2 63.7  343.4  388.5  439.5  497.3 

Capital charge on initial equity investment (inflated) 2, 3 (60.7) (62.2) (63.7)  (343.4)  (388.5)  (439.5)  (497.3) 

Capital charge on DRD debt—5.79%  (3.2)  (8.5)  (13.2)  (133.7)  (197.4)  (235.0)  (235.4) 

DRD revenue support during transition period (grant) (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

Net effect on resource DEL (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

 
Capital DEL        

(Additions to)/repayments of DRD debt  (109.9)  (75.1)  (85.5)  (315.8)  (179.9)  (52.6)  12.9  

Net PPP effect 0.0 0.0 (159.3) 1.1 13.5 34.4 68.8 

Net effect on capital DEL  (109.9)  (75.1)  (244.7)  (314.8)  (166.4)  (18.2)  81.6 

 

Table 24: Impact on DEL—40% efficiency case 

Y/E 31 March (£m) 2007 1 2008 1 2009 1 2010–14 2015–19 2020–24 2025–29 

Resource DEL        

Interest paid on DRD loan  2.6  6.8  10.1  103.9  152.3  175.6  166.3 

Dividends paid to DRD—6% on initial equity (inflated) 2 60.7 62.2 63.7  343.4  388.5  439.5  497.3 

Capital charge on initial equity investment (inflated) 2, 3 (60.7) (62.2) (63.7)  (343.4)  (388.5)  (439.5)  (497.3) 

Capital charge on DRD debt—5.79%  (2.6)  (6.8)  (10.1)  (103.9)  (152.3)  (175.6)  (166.3) 

DRD revenue support during transition period (grant) (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

Net effect on resource DEL (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

 
Capital DEL        

(Additions to)/repayments of DRD debt  (90.7)  (53.2)  (59.7)  (253.3)  (127.1)  (12.7)  46.4 

Net PPP effect 0.0 0.0 (159.3) 1.1 13.5 34.4 68.8 

Net effect on capital DEL  (90.7)  (53.2)  (218.9)  (252.2)  (113.6)  21.7  115.1 

Notes: 
1 Assumes that tariffs/revenues are fixed for transition period 
2 Based on initial RCV of £1bn and zero initial net debt, adjusted by opening net working capital and provisions 
3 Assumes that DRD/DFP reaches an agreement with HM Treasury that the capital charge is limited to the 6% dividend actually paid 

out on initial equity (inflated) by Water Service, instead of the real cost of equity of 8.69% 
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3.3.8 Valuation of Water Service 

The valuation of Water Service assumes a stand-alone and fully financeable business. In performing our 
analysis, we compared the value derived from a theoretical approach (Discounted Cash Flow (DCF) valuation) 
with multiple valuations derived from the capital markets and based on an analysis of comparable precedent 
transactions. We have been asked to provide an enterprise valuation (EV) as well as an equity valuation of 
Water Service. 

For regulated infrastructure companies in Europe, equity investors typically use the following three valuation 
methodologies. All three valuation methodologies are based on the historic and/or projected financial 
performance of the company and require meaningful financial information about the company to be valued. 

Figure 16: Valuation methodologies 

 
Discounted cash flow analysis 

 

Valuation based on  
precedent transactions 

 Valuation based 
on comparable 
quoted companies 

♦ Valuation based on projected cash flows 

♦ Financial model to reflect 
business economics 

♦ Allows for calculating sensitivities on 
main drivers 

♦ Terminal value calculation required 
– perpetual growth rate 
– RCV exit multiple 

 
♦ Valuation based on multiples of 

comparable precedent transactions 
– EV/RCV 
– EV/EBITDA 
– EV/EBIT 
– equity value/net income 
– dividend yield 

♦ Usually includes acquisition premia 

 
♦ Valuation based on multiples of 

comparable quoted companies 

♦ Selection based on business mix, 
geography, regulatory framework 
and size 

♦ Valuation based on multiples of 
comparable quoted companies 
– EV/RCV 
– EV/EBITDA 
– EV/EBIT 
– equity value/net income 
– dividend yield 

♦ “Market value test” 

 

The indicative valuation is based on the financial projections the consortium developed for Water Service. We 
assume an opening RCV of £1 billion and zero opening debt. These financial projections have been reviewed 
by Water Service's management as well as by the client. The date of the valuation is 1st of April 2006. 

Applying the mentioned valuation methodologies to the financial projections of Water Service based on the 
assumptions above would result in an enterprise value range for Water Service at 1st of April 2006 of 
£1 billion to £1.1 billion. 

This valuation is dependent upon inter alia:  

– the future business and financial performance of Water Service  

– the opening tax position agreed for the company  

– the regulatory environment  

– the amount and form of DRD support during transition period 

– the macro economic factors, e.g. inflation rates 

– the market conditions 

– the context (controlling or non-controlling stake; IPO or sale valuation) 
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Figure 17: Value range for Water Service 
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The following sub-sections explain in more detail how we derived these valuations for each 
valuation methodology. 

3.3.8.1 DCF valuation 

The DCF valuation methodology calculates the net present value (NPV) of all future unlevered free cash flows 
of Water Service. Usually a DCF valuation differentiates between an explicit forecasting period and a terminal 
value calculation. We have explicitly forecasted the unlevered free cash flows until the year 2028/29. The final 
year unlevered free cash flow has been normalised to reflect a sustainable long-term unlevered cash flow 
generated by Water Service1. This normalised terminal unlevered free cash flow forms the basis for applying 
two terminal value calculation methodologies:  
 

RCV exit multiple  Perpetual growth 

♦ Terminal value is calculated by applying a multiple to a 
variable of the final year of the explicit forecasting period 

♦ The following exit multiples are often applied 
– EV/EBITDA 
– EV/EBIT 

♦ For regulated infrastructure assets more appropriate exit 
multiple is generally EV/RCV 
– assumes that a longer-term valuation of a company 

converges to the RCV value 

♦ We are assuming an EV/RCV exit multiple of 1.0x in 2029 

 
♦ Assumes that the company’s free cash flow will grow at 

a constant rate during the continuing value period 

♦ IFM assumes a real perpetual growth rate of 0% (equals 
2.5% nominal)  

Applying these terminal value calculation methodologies results in an enterprise value range for Water 
Service based on the DCF valuation methodology of approximately £950m to £1,050m. The following tables 
show sensitivities on these enterprise values dependent on the WACC, the perpetual growth rate and the 
RCV exit multiple. 

Note: 
1 Terminal value adjustment made relating to capex so that normalised capex equals depreciation plus inflation 
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Table 25: RCV exit multiple methodology  Table 26: Perpetual growth methodology  
 

 RCV exit multiple 

  0.95 1.00 1.05 

7.7% 1,130 1,162 1,194 

8.2% 1,029 1,058 1,087 

W
A

C
C

 

8.7% 937 963 989 

 

 
 

 Perpetual growth rate 

  2.0% 2.5% 3.0% 

7.7% 1,038 1,089 1,152 

8.2% 908 947 994 

W
A

C
C

 

8.7% 799 829 865 

3.3.8.2 Precedent transactions 

We have reviewed the following public transactions in the UK water sector since October 1995: 

Table 27: Precedent transaction overview 
Implied transaction value 

Date 
announced Buyer Target company 

Equity value 
(£m) 

Enterprise value 
(£m) 

Feb-05 Hastings Fund Management Mid-Kent Water 134 241 
Oct–04 First Islamic South Staffordshire Water 143 237 
Oct–03 Macquarie South East Water 111 426 
May–03 Aquavit Northumbrian Water 880 2,220 
Feb–03 RBS, Veolia Southern Water 677 2,177 
Mar–02 First Aqua Southern Water 1,023 2,050 
Mar–02 YTL Power Wessex Water 545 1,239 
Oct–01 South Downs Capital Portsmouth Water 14 77 
May–01 Swan Capital Investment Mid Kent Water 106 132 
Sep–00 RWE Thames Water 4,299 6,109 
May–00 WPD Dwr Cymru (Hyder) 565 1,648 
Dec–99 Union Fenosa Cambridge Water 58 72 
Jan–99 Yorkshire Water York Waterworks 34 39 
Jul–98 Enron Wessex Water 1,351 1,522 
May–97 Anglian Water Hartlepool Water 19 19 
Dec–96 Dee Valley Water Chester Water 18 17 
May–96 Scottish Power Southern Water 1,661 1,763 
Nov–95 Lyonnaise des Eaux Northumbrian Water 813 876 
Oct–95 East Surrey Holdings Cheam Group 43 36 

Source: Consortium analysis 

These precedent transactions result in an average approximate range of 1.05 to 1.20 for the EV/RCV multiple 
and 7.5 to 9.0 EV/EBITDA multiple.  

Applying these multiples of historic transactions in the UK water industry to the financial projections of Water 
Service would result in an enterprise value range of £1bn to £1.2bn. 

Table 28: Precedent transactions—Water Service implied valuation 

Criteria 
Precedent transactions 

average 
Water Service variable 

(£m) 
Water Service implied valuation 

(£m) 

EV/RCV (x) 1.05–1.20   
1 April 2006  1,000 1,050–1,200 

EV/EBITDA (x) 7.5–9.0   
2006/07 1  125.2 939–1,127 

Note: 
1 EBITDA before IRE to be comparable to precedent transactions multiples’ underlying EBITDA 

3.3.8.3 Comparable company trading analysis 

This valuation methodology is based on the trading multiples of comparable listed companies, which are in 
this case the listed water and sewerage companies in E&W, i.e. awg, Kelda, Northumbrian, Pennon, Severn 
Trent and United Utilities. 
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Table 29: Comparative company trading analysis 

EV 2/EBITDA 3  
(x) 

EV 2/EBIT 3  
(x) 

P/E 4  
(x) 

Dividend Yield 3  
(%) 

Year end March, £m 

Prem/(Dis) 
to net RCV 1 

(%)  2005E 2006E 2005E 2006E 2005E 2006E 2005E 2006E 
Upper band 8.2 9.1 8.3 14.3 12.8 15.1 14.5 5.0 5.4 
Lower band 7.0 9.0 8.3 14.2 12.8 14.3 13.5 4.7 4.9 

Source:  UBS Equity Research, Ofwat Final Determination and Datastream 
Notes: 
1 Based on current RCV in nominal terms adjusted for NPV of total past capital efficiency, March 2005 
2 EV calculated as the sum of market capitalisation as at 13 May 2005, net debt and minority interests. Net debt used is UBS equity 

research March 2005 forecast 
3 UBS equity research estimates 
4 Adjusted for goodwill amortisation, exceptionals and other special items 

Table 30: Trading analysis—Water Service’ implied valuation 

Applying these multiples of listed comparable companies on Water Service's financial projections would result 
in an enterprise value range of £1 billion to £1.1 billion. 
 

Criteria 
E&W 

WASCs average 

Water Service  
variable 

(2006/07) (£m) 

Water Service 
implied enterprise 

valuation (£m) 

EV/net RCV (x) 1.070–1.082 1,000 1,070–1,082 
    EV/EBITDA (x) 1    
 2005E 9.0–9.1 125.2 1,122–1,136 
 2006E 8.3–8.3 125.2 1,039–1,040 

    EV/EBIT 2 (x)    
 2005E 14.2–14.3 54.5 776–777 
 2006E 12.8–12.8 54.5 695–697 

    P/E 2, 3 (x)    
 2005E 14.3–15.1 35.5 506–537 
 2006E 13.5–14.5 35.5 479–515 

    Dividend yield 2, 3 (%)    
 2005E 5.0–4.7 60.7 1,210–1,288 
 2006E 5.4–4.9 60.7 1,131–1,228 

Source: Consortium analysis 

Notes: 
1 EBITDA before IRE to be comparable to E&W WASCs multiples’ underlying EBITDA 
2 Less meaningful as comparability with E&W trading WASCs limited by different accounting treatment of IRE in the  

statutory accounts 
3 Equity value equals enterprise value since zero opening net debt is assumed 

3.3.9 Scenario analysis 

3.3.9.1 Impact of introduction of metering 

The base case efficiency cases do not include any additional opex and capex cost assumptions regarding the 
potential introduction of metering. As part of our analysis we have developed a scenario, which shows the 
impact on midpoint tariffs resulting from the introduction of metering. This analysis is based on the following 
assumptions:  

♦ Assuming 75% of household customers will be metered between 2008/9 and 2013/14 with the 
remainder being metered by 2015/16. All non-household customers are assumed to be metered by 
2013/14.  

♦ The additional capex for the meters to be installed is assumed to include £50/meter for 80,000 external 
meters installed in existing boundary boxes, £200/meter for 550,000 external meters plus boundary box 
installation, and £200/meter for all 47,000 non-household meters. These numbers are based on analysis 
undertaken by Halcrow, drawing on NIAMP2 data. 
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♦ Additional expected operating costs related to meter reading, meter maintenance and costs for bill 

productions and credit management are drawn from an indicative analysis undertaken by Water Service 
early in 2005, which was cross-checked by NERA against June Returns data for England and Wales.  

♦ We have assumed that the metering opex and capex is not subject to the efficiencies achieved, i.e. the 
additional metering costs remain constant in all efficiency scenarios 

♦ We have assumed that metering leads households to use 10% less water and non-households to 
consume 25% less water. The reductions in water use are captured in the total water use in each 
customer class and thereby affect the revenue split between households and non-households. We have 
conservatively assumed that this reduction in water use does not offset the assumed increase in capital 
and operating costs due to metering. 

Based on this analysis the introduction of metering would have the effect of increasing domestic tariffs by 
approximately 4% (average) for the period until 2028/29. 

Figure 18: Combined bills for domestic customers 
by case—based on midpoint  

Table 31: Metering impact on domestic 
tariffs by case—based on midpoint 
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20% case 20% case (metering)

30% case 30% case (metering)

40% case 40% case (metering)

 

(£ p.a. 
nominal) 2009 2010 2014 2019 2024 2029 Avg. 

20% case 390 406 462 525 578 634 491 

20% case 
(metering) 390 413 482 544 604 665 510 

30% case  390 369 435 477 521 567 450 

30% case 
(metering) 390 376 452 499 547 599 469 

40% case  392 336 398 435 471 510 413 

40% case 
(metering) 392 342 415 457 498 542 431  
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3.4 Analysis of financeability 

3.4.1 A ‘self-financing’ Water Service 

The EU Directive 2000/60/EC was adopted on 23 October 2000. This directive, commonly referred to as the 
“Water Framework Directive”, states the principle of cost-recovery in Article 9, Paragraph 1: 

“Member States shall take account of the principle of recovery of the costs of water services, 
including environmental and resource costs, having regard to the economic analysis conducted 
according to Annex III, and in accordance in particular with the polluter pays principle". 

In December 2002, the then Minister as Parliamentary Under-Secretary of State at Northern Ireland Office 
(DFP) Ian Pearson accordingly announced the Government’s decision that the Water Service should become 
self-financing. This position was re-affirmed in 13 September 2004 when John Spellar MP, Minister of State, 
announced that: 

"Self financing arrangements for water and sewerage services will require all customers, 
domestic and non-domestic, to contribute directly toward the cost of the services received. We 
are working on the principle that the charges paid by the domestic and non domestic sector, 
should reflect the burden that each sector places on water and sewerage services." 

Ministers have decided that water and sewerage services in Northern Ireland will need to be self-financing by 
2008/09. As the analysis in Section 3.1.3 has illustrated, this is against a background of significant investment 
required to ensure compliance with European Directives on water quality, environment and public health 
protection. 

We have interpreted the objective for Water Service to be self-financing to mean that: 

♦ The recommended capital structure for Water Service should be sufficiently robust to enable the business 
to raise external debt to recover operational, capital expenditure and capital costs at terms that represent 
value for money to the Northern Ireland customer 

♦ No additional equity injection is likely to be required into the company in the foreseeable future following 
incorporation  

If the company is not self-financing, Water Service would be reliant on potential ongoing Government 
support. 

The concept of financeability to Water Service is relevant to a GoCo in public sector ownership. We adopt the 
methodology applied by the capital markets, as a proxy for the level of business and credit strength required 
for Water Service to continue to operate as a going concern on a sustainable basis, irrespective of whether it 
is in public or private sector ownership. Furthermore meeting the financeability test gives assurance to the 
general public that the business is striving to operate at a level of efficiency that would be attained in private 
sector ownership, with resulting value for money to consumers and taxpayers alike.  

In this context self-financing means, in addition to covering capital and operating costs, also covering tax 
liabilities and providing a reasonable rate of return to the providers of capital. 
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3.4.2 Approach and methodology 

In E&W, Ofwat has a duty to ensure that water companies can raise debt on reasonable terms and are able 
to finance their defined duties as licensed water companies. The approach of the regulator is summarised in 
Ofwat’s final determination in December last year: 

“We have a duty to secure that companies are able to finance the proper carrying out of their 
functions as licensed undertakers. We look at this as having two strands. One is to secure that, 
if a company is efficiently managed and financed, it is able to earn a return at least equal to the 
cost of capital. The second is that revenues, profits and cash flows must allow it to raise finance 
on reasonable terms in the capital markets. We refer to this second strand as financeability” 

The continuing large capital programmes to meet quality, supply/demand and maintenance requirements can 
place a financing strain on water companies, which could potentially restrict access to capital markets or 
increase the cost of financing. So to ensure that companies are able to finance investment on value for 
money terms, Ofwat makes allowance in its regulatory determination to ensure that companies are able to 
attract capital at “solid investment grade”. 

In practice, this means that setting the RCV below that required for achieving financeability would not be 
acceptable to the regulator. 

Ofwat applies the “financeability” test at price reviews. Under this test, revenue is set at the minimum of that 
derived by the building blocks approach (allowed costs plus return on capital) and that required to achieve a 
financially robust structure. In practice this means that setting the RCV below that required achieving 
financeability is meaningless. 

This analysis of financeability is important for Water Service in the medium and long term, particularly given 
the substantial anticipated capital investment programme. We recommend that a similar requirement on the 
regulator to ensure financeability be replicated in the regulatory regime to be introduced in Northern Ireland. 

There are two important levers available to DRD at this stage that will have an impact on the financeability of 
the business: the opening RCV and the capital structure. Our recommendation has been developed by 
balancing these two variables and Water Service’s financial projections, to come to a view on a financeable 
capital structure. 

3.4.3 Credit analysis of Water Service 

Central to this analysis is defining the basic parameters that determine an investment grade water business. 
We have reviewed the approach taken by rating agencies and the package of financeability ratios developed 
by Ofwat in consultation with the agencies. 

Our analysis does not pre-suppose that Water Service will need a credit rating if it remains in public sector 
ownership. Rather we adopt the credit approach adopted by rating agencies as a framework to assess the 
strength of the underlying business and analyse the range of credible down-side scenarios, which we believe 
need assessment to determine financial robustness. 

Independent of ownership, we see advantages of seeking a credit rating sooner rather than later. A track 
record of investment grade credit rating will give greater credibility in the eyes of the public and of the 
investor community. Obtaining and retaining a rating also requires disclosure and a degree of transparency 
from Water Service, which may be regarded as having a number of wider public policy benefits.  

If at a future time the intention is to raise public debt in the capital markets, then a credit rating will be very 
helpful. Furthermore, if the England and Wales regulatory model is followed, we would anticipate the 
maintenance of an investment grade issuer rating to be a regulatory requirement of the licence. 

Since individual investors do not typically have internal analysis departments, they rely on independent third 
party credit analysis. By market convention, this independent analysis is carried out by Rating Agencies with 
Moody’s, Standard & Poor’s, and Fitch used in the European market. 

The approach of the Agencies is therefore critical to defining the financeability of the business. Moreover, the 
analysis used by the Agencies is a good proxy for the approach Banks and other financial institutions will take 
to analyse the credit. Each agency uses a slightly different methodology and criteria to assess credit quality 
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but each takes a view on the capacity and willingness of the lender to meet the repayment commitments on 
its debt in a timely fashion. 

Rating agencies make an assessment of the business against a set of quantitative ratios that have become 
established as the yardstick for measuring business performance in the sector. Qualitative analysis is then 
overlaid to determine areas of particular credit concern that merit more specific analysis. 

The changing credit dynamics of England & Wales Water Sector has led over time to the development of 
various ratios that seek to describe creditworthiness of regulated water companies in terms of describing the 
company’s profitability, capital structure, cash flow and financial flexibility. Rating agencies, investors and 
lenders will look at a combination of these ratios in making their assessment of the business. 

To fulfil its statutory duty described above, Ofwat has developed a package of financial indicators against 
which financial projections are measured. The ratios are the product of wide market testing and consultation, 
and are thus now well established in the market. It is the overall trend of the package of indicators, rather 
than the level of any particular indicator in any particular year that is most important. 

The ratios developed by Ofwat, which form the basis of our analysis, are summarised in the table below: 

Table 32: Ofwat’s credit ratios 
Ratios Value 

Cash interest cover 

(Funds from operations (FFO): gross interest)  

Around 3 times 

Adjusted cash interest cover 

(Funds from operations less capital charges: gross interest)  

Around 1.6 times 

Adjusted cash interest cover  

(Funds from operations less capital maintenance expenditure: gross interest)  

Around 2 times 

Funds from operations: debt Greater than 13% 

Retained cash flow: debt Greater than 7% 

Gearing (Net debt: RCV)  Below 65% 

Long run sustainable dividend cover  At least 1 times  

Source:  Ofwat 

Precedents from other regulated sectors in England & Wales (most recently the sale of gas distribution 
networks) confirm the general usage of the regulator’s financial indicators, as the rating agencies tend to 
adopt the same ratio considerations. 

3.4.4 Market context  

The water industry in E&W comprises of ten larger WASCs and thirteen smaller WOCs. . 

A review of the Net Debt/RCV ratio for this peer group shows that average borrowings are now higher for 
WASCs (60%) than for WOCs (45%). All rated companies have achieved comfortable investment grade 
ratings. Thames has the highest corporate rating of the WASCs at A+, Northumbrian the lowest at BBB. 

Broadly two generic debt strategies can be observed in the sector: 

♦ Debt and equity capital used in equal portions. Examples include Kelda, Severn Trent, United Utilities and 
Thames, whose gearing (as measured by net debt/RCV) ranges from 40-60%  



 

                       47 

 
♦ Equity capital minimised by structuring debt into senior and junior components with junior classes having 

limited or no rights to accelerate repayment but earn a higher return to compensate. The higher leverage 
is offset by stronger structured covenants and special bondholder protections. Examples include Glas, 
Southern and Anglian. Net debt for these companies can go as high as 90% of RCV 

The table below illustrates the wide variety of water companies’ size and gearing levels: 

Table 33: WASCs—average gearing levels 

Y/E March 2004 
RCV  
(£m) 

EBITDA 
(£m) 

Net debt 
(£m) 

Net debt to 
RCV 
(%) 

Net debt to 
EBITDA 

(x) 

Southern 2,335 245 1,996 85.5 8.1 
Dwr Cymru 2,593 253 2,163 83.4 8.6 
Anglian 4,202 457 3,496 83.2 7.6 
Wessex 1,581 195 1,073 67.9 5.5 
Northumbrian 2,316 219 1,378 59.5 6.3 
South West 1,751 174 956 54.6 5.5 
United Utilities 5,369 671 2,840 52.9 4.2 
Severn Trent 4,688 560 2,292 48.9 4.1 
Thames 5,023 645 2,406 47.9 3.7 
Yorkshire 3,147 381 1,249 39.7 3.3 

TOTAL 33,005 3,801 19,851   

Table 34: WOCs—average gearing levels 

Source: Ofwat “Financial performance and expenditure of the water companies in England and Wales 2003-2004 Report” 

Y/E March 2004 
RCV  
(£m) 

EBITDA 
(£m) 

Net debt 
(£m) 

Net debt to 
RCV 
(%) 

Net debt to 
EBITDA 

(x) 

Mid Kent 175 22 142 81.1 6.4 
Portsmouth 92 16 70 75.9 4.4 
Bristol 208 33 140 67.4 4.3 
South Staffordshire 162 28 106 65.2 3.8 
Sutton & East Surrey 120 22 62 51.3 2.8 
Dee Valley 47 9 24 50.5 2.5 
South East Water 455 51 160 35.1 3.1 
Three Valleys 577 83 201 34.8 2.4 
Folkestone & Dover 52 7 18 33.9 2.4 
Bournemouth & West Hamps 108 15 23 20.9 1.5 
Tendring Hundred 54 9 10 18.2 1.1 
Cambridge 44 7 6 13.0 0.8 

Total 2,095 302 960   

3.4.5 Quantitative analysis 

Our quantitative assessment of financeability has been based on a our “stressed banking case”. We have 
developed this downside scenario for the business’s performance, which incorporates: 

♦ Operating Expenditure not being incurred as efficiently as our central equity cased have assumed 

♦ Similarly, we have made downside assumptions on capital expenditure assuming cost over-runs on the 
capital investment programme 

♦ In terms of inflation and interest rate sensitivities, we have assumed that any adverse effects of either 
would be compensated by the regulatory environment before their effect on the business becomes 
material  

An analysis of the impact of revenue collection on credit quality is outside the scope of this paper. 

We believe this to be a robust scenario reflecting the type of analysis that would be carried out by third 
parties in their assessment of a financeable business. 
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3.4.6 Output of quantitative analysis 
In order to perform our quantitative analysis and determine the level of RCV required to achieve 
financeability, we have considered potential scenarios for the opening RCV of £300m, £650m, £1bn and 
£1.3bn. The following tables show the key credit metrics for Water Service under the stressed banking case 
for each of the four scenarios: 

Table 35:  Credit ratio overview for stressed banking case 
 Threshold Minimum 2007 2008 2009 2010 2011 2012 2013 2014 

RCV—£300m     
FFO/Interest cover (x) 3.00 1.93 27.99 11.22 5.10 3.97 3.12 2.56 2.19 1.93 

Adj. FFO/Interest cover I (x) 1.60 0.60 5.03 3.58 0.69 0.86 0.73 0.64 0.61 0.60 

Adj. FFO/Interest cover II (x) 
(incl maintenance) 

2.00 (5.28) (5.28) 0.57 0.42 0.37 0.11 0.09 0.16 0.27 

FFO/Debt cover (%) 13.0 11.2 161.9 64.9 29.5 23.0 18.1 14.8 12.7 11.2 

Net debt/RCV gearing (%) 65.0 80.7 28.9 42.6 55.7 64.0 69.8 74.2 77.6 80.7 

EBITDA interest cover (x)  2.1 28.7 12.0 5.8 3.9 3.2 2.7 2.3 2.1 
           

RCV—£650m           
FFO/Interest cover (x) 3.00 2.33 23.36 9.68 4.59 4.53 3.61 3.02 2.60 2.33 

Adj. FFO/Interest cover I (x) 1.60 0.62 4.20 3.09 0.62 1.65 1.36 1.18 1.08 1.02 

Adj. FFO/Interest cover II (x) 
(incl maintenance) 

2.00 (4.41) (4.41) 0.49 0.38 1.20 0.78 0.65 0.64 0.71 

FFO/Debt cover (%) 13.0 13.5 135.1 56.0 26.6 26.2 20.9 17.5 15.1 13.5 

Net debt/RCV gearing (%) 65.0 62.2 19.0 29.5 39.5 47.2 52.5 56.5 59.5 62.2 

EBITDA interest cover (x)  2.5 23.9 10.3 5.2 4.5 3.7 3.1 2.8 2.5 
           

RCV—£1bn           
FFO/Interest cover (x) 3.00 2.43 19.33 7.90 3.83 4.62 3.73 3.14 2.71 2.43 

Adj. FFO/Interest cover I (x) 1.60 0.52 3.47 2.52 0.52 2.15 1.77 1.53 1.37 1.28 

Adj. FFO/Interest cover II (x) 
(incl maintenance) 

2.00 (3.65) (3.65) 0.40 0.31 1.76 1.27 1.07 0.99 1.00 

FFO/Debt cover (%) 13.0 14.1 111.8 45.7 22.1 26.7 21.6 18.2 15.7 14.1 

Net debt/RCV gearing (%) 65.0 57.2 15.8 26.2 34.5 41.6 46.7 50.8 54.2 57.2 

EBITDA interest cover (x)  2.6 19.8 8.4 4.3 4.5 3.7 3.2 2.8 2.6 
           

RCV—£1.3bn           
FFO/Interest cover (x) 3.00 2.45 17.00 6.87 3.28 4.53 3.70 3.14 2.72 2.45 

Adj. FFO/Interest cover I (x) 1.60 1.43 3.05 2.19 0.44 2.40 1.99 1.73 1.54 1.43 

Adj. FFO/Interest cover II (x) 
(incl maintenance) 

2.00 (3.21) (3.21) 0.35 0.27 2.06 1.55 1.32 1.20 1.18 

FFO/Debt cover (%) 13.0 14.2 98.4 39.7 19.0 26.2 21.4 18.2 15.8 14.2 

Net debt/RCV gearing (%) 65.0 55.3 14.2 24.4 33.0 39.7 44.6 48.6 52.1 55.3 

EBITDA interest cover (x)  2.6 17.4 7.3 3.7 4.4 3.7 3.2 2.8 2.6 

Table 35 illustrates the range of outcomes for the different opening RCV scenarios. 

We first contrast the £300 million and £1 billion scenarios. Our analysis illustrates that if the NERA 20% 
efficiency case level of efficiency performance can be achieved, an opening RCV of £300 million with zero 
opening debt results in acceptable credit ratios consistent with a financeable structure. This structure requires 
capital injections through borrowing of £86m, £58m and £74m in years 2007, 2008 and 2009 respectively. 
On the assumption that the business is paying a dividend of 6% initial equity inflated each year, Water 
Service generates dividends of £19m, £19m and £20m in the first three years.  

However, if no efficiencies are achieved and the out-turn is the stressed banking case scenario described in 
Table 35 above, the capital base is insufficient to accommodate the additional debt that would need to be 
taken on to fund under-performance. If the business does not achieve the NERA 20% efficiency case 
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efficiencies, Water Service would cease to meet the financeability criteria unless Government financial 
support was forthcoming.  

In order for the business to be financeable under the stressed bank case conditions, our modelling 
demonstrates that an additional £520 million capital injection will be required by 2014 to fund the opex and 
capex under-performance. For this injection to be funded through additional debt, an opening RCV of close 
to £1 billion would be necessary to provide the appropriate degree of financial robustness. 

A £300 million opening RCV provides insufficient flexibility to accommodate a scenario where no 
improvement in performance is achieved and thus is inconsistent with investment grade financial structure. 
There is insufficient capital buffer to absorb under-performance given the risks facing the business at the time 
of the creation of GoCo. With an opening RCV of £1 billion the credit ratios are acceptable in our estimation 
and this is a financeable case in the stressed banking case. 

Such a distinction between a financeable and non-financeable structure is less clear-cut when contrasting the 
£650 million and £1 billion scenarios. The quantitative analysis presented in Table 35 demonstrates that the 
credit ratio out-turns for the stressed scenarios are more broadly comparable.  

Determining the cross-over point at which the financial structure is robust to our financeability test requires a 
degree of judgement. Our recommendation, given the substantial investment and operational challenges 
facing the business and the qualitative evidence available to us in our review, is that an opening RCV of 
around £1 billion is required, since for this scenario most credit ratios remain above the minimum thresholds. 
This level is supported by the benchmarking analysis we have undertaken, summarised below.  

3.4.7 RCV benchmarking analysis 

In order to cross-check the results of the stressed banking case analysis we have performed a limited 
benchmarking analysis based on an opening RCV of Water Service of £1bn. We have calculated selected 
financial RCV ratios for Water Service and benchmarked these to the ratios of comparable E&W water 
companies. The result shows that at an opening RCV of £1bn the capex/RCV for the period 2007-2011,as 
well as the opex/RCV ratios are significantly higher than the peer group, whereas the RCV/Net Modern 
Equivalent Asset (MEA) value and RCV/customer ratios are in line with the peer group. Even when analysed 
for the period beyond the initial high capex programme, capex/RCV remains in line with the E&W average. 

Capex 2006-10/RCV  Opex 2006-10/RCV 
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Notes: 

1 Based on opening RCV of £1bn, zero opening net debt and 20% efficiency equity case, period 2006/07 to 2010/11 taken for capex and opex data 

2 Closest comparable companies 

3 Based on opening RCV of £1bn, zero opening net debt and 20% efficiency equity case, period 2009/10 to 2013/14 taken for capex data 

3.4.8 Output of qualitative analysis 

If the regulatory framework replicates that of England & Wales and investors are convinced of the 
independence from political interference, then the critical qualitative credit rating judgement will surround 
management expertise and the track record of GoCo. This can be partially mitigated by a robust governance 
structure. It will be important that the corporate governance and remuneration arrangements offer the 
maximum likelihood of appointing and retaining the best personnel to manage and develop Water Service to 
realise the required efficiency improvements. 

There are a number of overlaps between the governance arrangements and the credit analysis undertaken by 
the Consortium. The institutional relationship between GoCo, DRD as sponsor department and the Regulator 
will be a key area of focus in the evaluation of the business. 

3.4.9 Impact of RCV on tariffs 

The following table shows the tariff sensitivities for opening RCVs of £300m, £650m, £1bn (base case) and 
£1.3bn. 

Table 36: Tariffs sensitivities for domestic customers 

Tariffs sensitivities for domestic customers—based on midpoint 

(£ p.a. nominal) Opening RCV 2009 2010 2014 2019 2024 2029 Avg. 

20% efficiency case £300m 393 355 406 444 473 509 420 
 £650m 391 380 434 475 530 583 454 
 £1bn 390 406 462 525 578 634 491 
 £1.3bn 388 428 507 562 618 676 523 

30% efficiency case £300m 394 318 363 391 411 467 376 
 £650m 392 343 390 433 474 517 413 
 £1bn 390 369 435 477 521 567 450 
 £1.3bn 388 397 469 514 561 611 482 

40% efficiency case £300m 397 284 323 345 359 410 338 
 £650m 394 309 351 392 425 460 375 
 £1bn 392 336 398 435 471 510 413 
 £1.3bn 390 367 432 472 511 554 445  
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3.5 Corporate Governance 

3.5.1 Governance objectives 

The corporate governance framework for Water Service following incorporation as a GoCo should conform 
where appropriate to private and public sector best practice. 

We believe that the over-riding objectives of GoCo’s legal and corporate governance structure are to: 

♦ Maximise the likelihood that efficiency gains can be realised by  

– constituting the GoCo’s Board in accordance with best practice for UK listed companies, including 
(where appropriate) the relevant provisions of the Combined Code of Corporate Governance 

– incentivising management in accordance with the Combined Code of Corporate Governance 

♦ Clarify the public policy and regulatory relationship between the Government and the GoCo to reduce 
political and regulatory risk 

♦ Ensure there is accountability to environmental and water quality regulators as well as to customers for 
the quality of the service provided 

In terms of the governance relationship, practical arrangements would be a matter for the management of 
GoCo and the shareholder. GoCo should aspire to the highest standards of listed company corporate 
governance best practice as reflected in the Shareholder Executive review to which we refer (see 3.5.6). A 
governance structure along these lines will give the greatest likelihood of attracting a strong management 
team that can deliver the efficiency savings that will feed through into lower customer bills. 

3.5.2 Legislation, Ownership and Control 

The Water Reform legislation is being drafted on the basis that Water Service’s undertaking will be 
transferred to a GoCo. The legislation will apply existing companies legislation to the GoCo, modified as 
appropriate. The body would be 100% owned by HM Government (DRD) although ownership could be 
restructured at a later date. 

HM Government, through DRD, would maintain ultimate control of the body as 100% shareholder. 

Nonetheless, we see strong advantages in the separation of the roles of DRD as shareholder and DRD as a 
public policy making body. The regulatory structure (as currently configured in E&W) has demonstrated its 
capacity to protect the consumer and act as guardian of the Government’s public policy objectives. We 
believe that DRD should interact with the economic and quality Regulator to ensure that its public policy 
objectives are achieved in the same way that the Secretary of State in E&W engages with Ofwat and the 
E&W quality Regulators on an ongoing basis. 

In terms of the shareholder relationship with GoCo, we recommend that DRD is practically and emotionally 
distanced from GoCo and does not therefore exert any day-to-day control on management to whom 
executive authority has been delegated. We see this role as shareholder as akin to that of a third party 
financial investor in the company. 

The principles of DRD’s approach as shareholder would be embedded in the Governance letter. Drawing on 
the work of the Shareholder Executive and precedents in other sectors, we believe that the following 
description accurately reflects the intended nature of the relationship and recommend including such a 
description in the Governance letter: 

“The role of the shareholder is not to interfere in the operational running or details of the business, which 
it has delegated to the Board and Executive team. The essential principles of the Government shareholder 
model are: 

– the Shareholder appoints the Board, and agrees the terms on which the Directors and senior managers 
are appointed (annually and for the longer term) 

– the Shareholder agrees the Company’s strategic plan with the Board 
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– the Board is accountable to the Shareholder for delivering the agreed Plan 

– the Shareholder gives the Board the operational freedom to take the action necessary to deliver the 
Strategic Plan 

– the Shareholder monitors the Company’s performance to satisfy itself that the Strategic Plan is on 
track” 

The Strategic Plan will be a business plan setting out how the management intends to deliver the business 
objectives and metrics agreed between the company and the shareholder. For example, the shareholder will 
be seeking that the Board delivers on, and preferably out-performs, the regulatory determination. 

The scope of GoCo’s constitution would be determined by the legislation with the detail set out in the 
memorandum and articles of association of the body. This detail could be varied relatively easily by 
shareholder resolution. 

A Government owned Companies Act/Order company would have the same standard formal governance 
framework as private sector companies generally. 

As long as GoCo continues to borrow from Government (and this therefore not defined by Government as 
having self-financing status), the DRD Accounting Officer would have responsibility for the GoCo in line with 
normal arrangements for “arm’s length” bodies sponsored by the Department (DRD). The DRD Accounting 
Officer would not have any “day-to-day” influence or control over the GoCo but the Accounting Officer’s 
responsibilities, in relation to the GoCo, would be to ensure that: 

♦ there is a clear strategic control framework in place for the GoCo 

♦ there are sufficient and appropriate management and financial controls in place in the GoCo to safeguard 
public funds 

♦ there are suitable internal audit arrangements in place 

♦ all accounts of the GoCo are prepared in accordance with the relevant legislation and any accounting 
directions 

♦ all assets of the GoCo such as land, buildings, plant and equipment are properly controlled and 
safeguarded 

♦ intervention is made, where necessary, in situations where the Accounting Officer’s advice on 
transactions, in relation to regularity, propriety or value for money, is overruled by the GoCo’s Board or 
Chairman/Chief Executive 

These responsibilities would continue to be exercised by the DRD Accounting Officer until GoCo achieves 
self-financing status. Once self-financing status has been achieved, the role of the Accounting Officer would 
fall away and the Board and the Board Committees (in particular the Audit Committee) would retain their 
general and particular responsibilities. 

3.5.3 Board, management appointment and remuneration 

The Board and management would be appointed in accordance with the legislation and the constitution of 
the body. 

We believe the Board should also be constituted in accordance with best practice for UK listed companies, 
including (where appropriate) the relevant provisions of The Combined Code on Corporate Governance. In 
addition, the Licence may also impose requirements as to the composition of the Board. 

In accordance with best practice, Remuneration, Audit and Nomination (or Appointment) Committees should 
also be established, with defined terms of reference. The Combined Code would require the members of the 
Remuneration and Audit Committees all to be, and at least a majority of members of the Nomination (or 
Appointment) Committee to be, independent non-executives. 

It is understood that the Minister (DRD) has agreed that the Remuneration Committee should consist entirely 
of non-executive directors, whilst the Audit Committee will also be required to consist of non-executive 
directors and in addition be chaired by a member who has experience of financial matters (not the Chairman 
of the Board). These arrangements can be set out in the Articles of Association. 
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In the case of a GoCo, the presumption is that remuneration policy would be agreed by the Shareholder with 
the Remuneration Committee, having taken advice as to appropriate market based compensation levels and 
with close regard to the link between performance and remuneration. Implementation of the agreed 
remuneration strategy would be undertaken by the Remuneration Committee, although certain matters, for 
example remuneration for all Board and senior management members, may ultimately remain a matter for 
approval by the Minister (DRD) as shareholder. 

3.5.4 Environmental compliance 

Subject to any transitional protection (e.g. time limited consents), GoCo would need to comply with its 
environmental, water quality and other obligations. Given the criminal sanctions, loss of crown immunity and 
current relatively low level of compliance, this will be a major concern to any potential director, manager or 
officer and hence to Government as regards GoCo’s ability to attract and retain management of suitable 
calibre. 

3.5.5 Reporting requirements 

GoCo would be subject to reporting requirements under existing companies legislation (the Companies 
Order), under the Licence to the economic Regulator and under the governance letter to the Minister (DRD) 
as shareholder, and could additionally be subject to reporting requirements under the proposed new Order. 

If GoCo were also to act generally in accordance with the requirements and best practice for UK listed 
companies, then it would also prepare and publish an annual directors’ remuneration report and a report on 
its system of internal controls, and may consider publishing a corporate social responsibility report on social, 
ethical and environmental (SEE) matters. The governance letter may also impose additional reporting 
requirements. 

We understand from DFP that, for so long as GoCo is in receipt of public sector funding, the Northern Ireland 
Audit Office (“NIAO”) would have the right of access to inspect the books and records of GoCo. This access 
would be required to enable the NIAO to bring to the attention of Parliament/the Assembly, where 
appropriate, any material departures by GoCo from the requirements of regularity and propriety and other 
Government accounting rules or directions as well as to carry out value for money studies in respect of GoCo. 
These rights would be concerned with monitoring and evaluating GoCo’s use of public sector funding rather 
than with monitoring and evaluating the business of GoCo as a whole. 

3.5.6 Accountability 

Collectively, the Board of GoCo would be accountable to the Company and to the Minister (DRD), as 
shareholder, for the affairs of the Company. The responsibilities of the DRD Accounting Officer are outlined 
in Section 3.5.2 above. 

The Shareholder Executive has recommended that for a GoCo in general the shareholder Minister should 
meet the Chairman at least once a year and that a senior official be responsible for managing the ongoing 
relationship with Chairman and non-executives, meeting them at least twice a year. 

The governance letter should include a clear statement on the nature of the monitoring regime and the way 
in which the shareholding team will monitor the performance of the company. The Shareholder Executive has 
recommended that shareholding teams should implement a systematic “tool kit” for monitoring. An initial 
view of what such a “tool kit” should comprise is set out in Appendix H to the recent Shareholder Executive 
review mentioned above. 

The GoCo would also be liable to be called before Parliamentary/Assembly Committees to answer questions 
and give evidence, in the same way as water and sewerage companies in England & Wales. We would expect 
this to be infrequent in the case of non-Government control of GoCo, but regular/annual in the case of 
Government control of GoCo. 

In addition, the economic regulator would be called to account by the Assembly/Parliament and its 
performance scrutinised. 
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3.5.7 Other issues 

A number of additional points have emerged from the analysis we have undertaken for the Strategic and 
Financial Review: 

♦ It would be necessary to establish the status of the body and to what extent legislation and other 
requirements and conventions affecting public sector bodies would be applicable to it. For example, the 
body would be subject to the Environmental Information Regulations 2004 by virtue of being a water and 
sewerage undertaker 

♦ The Licence would set out the conditions of appointment within the regulatory framework imposed by 
the legislation 

♦ In a GoCo structure there would be no need for any special contractual arrangements regulating the 
ownership and exercise of rights in respect of the body 

♦ In relation to contractual arrangements with third parties, GoCo would be bound by the procurement 
rules relating to utilities and not those relating to the public sector 

♦ Depending on the legislation and constitution (and subject to public sector restrictions), GoCo could be 
financed by debt from the National Loans Fund or directly from funds voted by Parliament/the Assembly 
or, if permitted, by accessing the capital markets or borrowing from third parties 

♦ Consideration should be given to the state aid implications of the continuing financial assistance from HM 
Government and proposed charges for business users 
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SECTION 4 

Strategic options analysis 
4  
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4.1 Introduction  
In this Section we consider the strategic options for Water Service. The possible options for financing and 
management need to be evaluated based on the likelihood of their meeting the objectives of the 
stakeholders in Water Reform in Northern Ireland. We have identified the main groups of stakeholders as the 
Government, customers, Water Service and its suppliers, investors and the Regulator. Table 37 below lists the 
key stakeholders in each group: 

Table 37: List of stakeholders 

Government Customers and other 
Company, investors 
and suppliers Economic Regulator 

♦ DRD 
– Water Reform Unit 

♦ DFP 

♦ Department of the 

Environment (DoE) 

– Environment and 

Heritage Service (EHS) 

(drinking water; 

environmental; 

abstraction) 

♦ Strategic Investment 

Board (SIB) 

♦ Department of Trade 

and Industry (DTI) 

– Shareholder Executive 

♦ HM Treasury (HMT) 

 

♦ Water Service’s  

Trade Unions 

– ATGWU; GMB; 

NIPSA; Amicus 

♦ General Consumer 

Council (GCCNI) 

♦ Political parties  

– Sinn Fein; SDLP;  

UUP; DUP 

♦ Customers 

– domestic 

– non-domestic 

– specific customer 

groups 

♦ Environmental campaign 

groups (e.g. Friends of 

the Earth) 

♦ Water Service 

– board/management 

– employees 

♦ Suppliers and 

contractors to Water 

Service 

♦ Potential future 

stakeholders 

– investors 

– debt (lenders) 

– equity (investors) 

– contractors/partners 

♦ NIAER  

 

We have undertaken a limited programme of stakeholder meetings in order to establish their objectives. We 
have met with DRD, DFP, DoE, SIB, HMT, Water Service, EHS, NIE, GCCNI, Water Service’s Trade Unions and 
NIAER. The stakeholder objectives we have identified include compliance with environmental standards, 
water and service quality, low cost of service, value for money, self-financing status, minimal risk to 
customers and HM Government, long-term stability and deliverability. 

In our review, we have focused on financial, legal, regulatory and operational considerations. We recognise 
that some other stakeholder objectives may lie outside the framework of our mandate. We have been 
advised by the DRD that a ministerial assessment will be carried out on the impact of these objectives on 
acceptability and deliverability. 
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4.2 Evaluation criteria  
Each of the potential options for financing and management has been evaluated against a consistent set of 
criteria. These evaluation criteria are based on the identified objectives of the stakeholders in Water Reform in 
Northern Ireland. 

Table 38 below sets out the stakeholder objectives we have identified and the criteria we have used to 
evaluate the options. We have grouped these under the broad headings of Service Delivery, Value for Money, 
Long-term financial viability/affordability, and Acceptability and Deliverability. 

Table 38: Stakeholder objectives and evaluation criteria  

 Identified stakeholder 
objectives Specific evaluation criteria 

   
Service delivery ♦ Compliance with environmental 

standards 
♦ Water quality 
♦ Service quality 

♦ Accountability to environmental and quality 
regulators 

♦ Accountability to customers 
♦ Impact on timing of investment 
♦ Incentivisation of service delivery 

Value for money ♦ Lowest cost service 
♦ Value realised for existing assets 
♦ Minimal risk to Government and 

customers 

♦ Incentivisation of efficiency 
♦ Impact on cost of capital  
♦ Integration of operations and investment 
♦ Access to private sector expertise 
♦ Cost/benefit of risk transfer 
♦ Impact on effectiveness of economic 

regulation 
♦ Maximisation of value of Water Service 

Long-term 
financial 
viability/ 
affordability 

♦ Appropriate risk profile 
♦ Self financing status 
♦ Stable long-term structure 

♦ Ability to achieve revenue collection 
increases 

♦ Ability to absorb business risk 
♦ Impact on financial risk 
♦ Independence from political influence 

Acceptability 
and 
deliverability 

♦ Consistency with stakeholder 
objectives 

♦ Deliverability 
♦ Impact on equality 
♦ Flexibility to evolve with policy 

objectives 

♦ Appropriate corporate governance  
♦ Consistency with GoCo programme 
♦ Ability to attract and retain management and 

staff 
♦ Required business transformation 
♦ Acceptable execution risk and timetable for 

implementation 
♦ Client assessment of acceptability and 

deliverability 

 

We have also identified a number of important stakeholder objectives, which can be grouped under the 
heading of tariffs. These include charging an appropriate payment for services, appropriate cost signalling, 
and managing the impact on identified customer groups (for example lower income customers). In our 
analysis we have considered the impact of each option on projected domestic and non-domestic tariffs. The 
impact on domestic and non-domestic tariffs would depend on an appropriate tariff structure designed to 
meet public policy objectives. An analysis of this was not within the scope of work of the consortium.  
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4.3 Potential models for Water Service 
We have considered six models for the provision of comparable water and sewerage services. These models 
closely mirror the five generic models that were set out in the March 2003 Consultation Document. We have 
sub-divided the PPP option as set out in the March 2003 Consultation Document between the Private Sector 
(Equity) Participation, European-type arrangements and European Strategic Joint Venture models. 

4.3.1 Option 1: GoCo model 

Under the GoCo model Water Service would remain a Government-owned undertaking for the foreseeable 
future. It would be subject to existing companies legislation, and have its constitution set out in its 
Memorandum and Articles of Association. An objective of the model would be to establish an arm’s length 
relationship with central Government. However, DRD would continue to own 100% of the shares in GoCo 
and under current HMT rules the company’s future capital needs would be provided in the form of equity or 
debt capital by DRD. The Government would also retain the ultimate right to appoint the Board of the GoCo. 
A variant of Option 1 is the statutory corporation model, under which Water Service would not be subject to 
companies legislation. 

A GoCo would, in common with the other options, be capable of being self-financing. It would seek to 
recover its costs, including depreciation, the cost of capital and paid taxation from customers through water 
and sewerage tariffs. We have been advised that a GoCo would be required to recover its cost of capital at a 
market rate. 

The full range of options for the outsourcing of service delivery is possible under the GoCo option. We 
believe that a particularly important consideration for the GoCo option is the extent to which competitive 
outsourcing should or can be used to drive service delivery and value for money. Such outsourcing would be 
incremental to the Alpha and Omega treatment PPP projects. 

4.3.2 Option 2: Private Sector (Equity) Participation (PSP) model 

Under this model there would be mixed public/private sector equity ownership of Water Service. The 
objective of this model would be to introduce some or all of the advantages of private sector ownership 
while achieving greater public acceptability. 

A range of options exists for the split of economic interest and control between the public and private sector. 
Moreover the two need not be identical. The private sector investment could be made by one or more 
strategic or financial investors.  

The full range of options for the outsourcing of service delivery is possible under the PSP option.  

4.3.3 Option 3: European-type arrangements 

Under this model, a substantial portion of the operations and potentially financing of service provision would 
be outsourced to the private sector under a long-term contract. This contract would need to be subject to a 
competitive tendering process under EU procurement rules. 

The substance of these arrangements generally takes one of two broad forms. Under lease and affermage 
arrangements, the contractor leases the existing utility assets from the relevant public authority and takes on 
the responsibility for operating and maintaining them but not financing them. The responsibility for delivering 
and financing new investment remains with the public sector. The difference between them is technical: 
under a lease, the operator retains the revenue collected from customers and makes a specific lease payment 
to the contracting authority, which the authority can use to pay for investment. Under an affermage, the 
operator and contracting authority share revenue from customers. The operator pays the contracting 
authority an affermage fee, which varies according to demand and customer tariffs, and retains the 
remaining revenue. Under both affermage and leases, the operator’s profits depend on the utility’s sales and 
costs, which typically gives the operator incentive to improve operating efficiency and increase sales. Lease or 
affermage contracts have historically been of 10-15 years length, although there is a trend towards shorter 
contract lengths. 
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Under concession contracts, the contractor takes on responsibility for investment, in addition to operations 
and maintenance. However, asset ownership remains in the public sector and the assets created during the 
life of the concession revert to public sector ownership at the end of the concession at a pre-agreed 
valuation. Concession contracts have historically been for 25–30 years, although there is a trend to shorter 
contract lives.  

The key difference between this model and outsourcing under an E&W framework, as implemented for 
example by Glas Cymru, lies in the responsibility for service delivery. Under the E&W model, the licensee 
company is responsible for service provision within its appointment area. While it is free to outsource service 
delivery under contract, it cannot delegate statutory responsibility. As a result, it is required to retain a 
residual capacity to undertake operations and the Directors of the licensee company remain potentially 
responsible under criminal law. 

This contrasts substantially with the industry structure across much of Europe, where service delivery and 
responsibility are outsourced under contract. In this structure, primary recourse is to the contractor under the 
terms of the relevant contact. In markets where this is a well-established structure, a substantial body of 
administrative law typically exists which governs the operation of such contracts. The contract is often directly 
between the local municipality and a private sector operator.  

Under affermage, leases and concessions, tariff adjustment usually takes place through a process of bipartite 
negotiation where the two parties to the contract, the operator and the contracting authority, jointly agree 
on the tariff changes. If they cannot agree, then dispute resolution procedures outlined in the contract are 
used. This approach relies on the contracting authority effectively representing the public interest, even in the 
face of competing pressures. 

4.3.4 Option 4: Privatisation 

Under this model, ownership of Water Service would be transferred entirely to the private sector. Following 
privatisation, responsibility for operations, maintenance and investment would lie in the private sector. Public 
service objectives would be achieved through regulation, rather than by direct share ownership. The scope of 
economic regulation could include setting efficiency targets, approving capital structure, dividend policy, 
investment plans and monitoring asset serviceability.  

Privatisation could be effected by an Initial Public Offering (IPO), a sale to a financial investor, or a sale to a 
strategic investor. 

4.3.5 Option 5: Not for dividend model 

Under this model, full ownership of Water Service would be transferred from the public sector to an entity 
that would not distribute dividends. Any financial surpluses generated from the business would be retained 
for the benefit of customers instead of being distributed to shareholders as dividends. The surplus could be 
transferred to the customer through a reduction in bills or retained by the company for future investment. 
Potential structures for this entity include a company limited by guarantee, a customer mutual, or a trust. The 
not for dividend model would offer Water Service the opportunity to operate independently of Government, 
and to raise private debt finance. 

Consideration payable to the Government for the sale would be provided by the raising of debt capital by the 
not for dividend entity. In E&W it has been possible to raise total investment grade debt capital equivalent to 
circa 85% of RCV. However, in order to ensure that the company has a first loss capital buffer, no 
consideration for the equity value of the company is likely to be achievable.  

In order to incentivise effectively service delivery and efficiency, a management incentive package is typically 
designed to align management incentives with efficiency and service outputs. This model is also typically 
associated with a high level of competitive outsourcing. 
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4.3.6 Option 6: Strategic joint venture 

This model is a development of European-type arrangements (see option 3). Under this model, outsourcing of 
operations under contract is supplemented by both the state and a private sector contractor having an 
investment in the contracted utility company. The primary intention of this is to strengthen the alignment of 
interests of the private sector contractor with the public sector. Jointly owned companies require the parties 
to determine who has management control, otherwise the private firm may not feel that its full interests are 
protected and may not be able to produce the full efficiency gains expected from private involvement.  

In most precedents, a minority stake (up to 49%) has typically been sold in order to preserve majority public 
sector ownership.  
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4.4 Determination of potential models for 
detailed analysis 

We agreed with DRD to draw up a shorter list of potential options for further detailed analysis, using the 
evaluation criteria listed above to decide which options should be taken forward. We understand that GoCo 
has been chosen by the Government as the initial business model for the Water Service. A GoCo model can 
allow the Water Service to transition to any one of the options listed in Section 4.3 above. Therefore the 
GoCo model represents the “control” option, against which all other options should be benchmarked. Table 
39 summarises the evaluation of each option against the evaluation criteria listed in Table 38 above. 
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Table 39: Evaluation of potential options  Determining factors 
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1.  GoCo: 100% Government equity - - - - 
 

- - - - - - - 
 

- - - - 
 

- - - - - - 

2. Private Sector Participation: some private 
 sector equity holding     

 
       

 
    

 
      

 2.A.1 minority/non-controlling equity 
  stake—financial investor: listed 
  (IPO); non listed 

- -   
 

 -  -   - 
 

- - -  
 

 -  - - /  - /  

 2.A.2 minority/non-controlling equity  
  stake—strategic investor: 
  utility; construction company, etc. 

- -   
 

 -     - 
 

- - -  
 

 -  - - /  - /  

 2.B.1 majority/controlling equity 
  stake—financial investor: listed 
  (IPO); non listed 

- -   
 

 -  -   - 
 

- - - /   
 

 -  - - /  - /  

 2.B.2 majority/controlling equity 
  stake—strategic investor: 
  utility; construction company, etc. 

- -   
 

 -     - 
 

- - -  
 

 -  - - /  - /  

3. European-type arrangements: contractually 
 delegated service delivery responsibilities - - /  / -  

 
 / - -   - - 

 
- - /  - /  / - 

 
-     - /  

4. Privatisation: no Government equity holding     
 

       
 

    
 

      

 4.1 listed (IPO) - -   
 

 -  -   - 
 

- - - /   
 

 -  - - /   

 4.2 financial investor (unlisted) - -   
 

 -  -   - 
 

- - - /   
 

 -  - - /   

 4.3 strategic investor - -   
 

 -     - 
 

- - -  
 

 -  - - /   

5. Not for dividend - -  / - 
 

/ - / - / - - - / -  
 

- - /   / - 
 

/ - -  -  - 

6. European framework strategic joint venture: 
minority equity stake and long term contract - - /  / -  

 
 / - -   - - 

 
- - /  - /  / - 

 
-     - /  

 
Key: 

 Good - Medium  Concern 
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We recommend that Options 3 (European-type arrangements) and 6 (Strategic Joint Venture) should be ruled 
out from a detailed analysis. The reasons for ruling out these options fall under the category of Acceptability 
and Deliverability.  

The Option 3 model has been used in continental Europe and the required legal framework has been 
developed over time to support it. However, there is no precedent of this model in the UK and the existing 
legislation cannot support its implementation. We believe that Option 3 would also have a significant impact 
on Water Service, with Water Service potentially ceasing to exist as a meaningful operating entity. We also 
believe that this option would introduce a significant level of execution risk due to the necessary complex 
contract document and related procurement process. Finally, we have concerns about the ability of 
Government to attract the necessary expertise for contract procurement and management, which may lead 
to higher perceived risk associated with these contracts. 

Similar concerns exist for Option 6. Outsourcing under contract of responsibility and the 
contract/procurement complexity will increase perceived risk. Option 6 in theory has advantages compared to 
the pure European-type arrangements model from the alignment of interest from the introduction of private 
sector equity into Water Service. 

We do not see sufficient potential benefits from these two options to compensate for these concerns.  

We recommended to DRD that the GoCo and PSP options be evaluated further as potential future models for 
Water Service. The PSP model has positive characteristics, which should meet financial and economic 
objectives and may potentially be acceptable to stakeholders. 

We believe that Privatisation meets the financial and economic evaluation criteria. The water and sewerage 
sector in E&W provides an important precedent for the implementation of this model. This option, however, 
has been ruled out for the foreseeable future because of the likely opposition of some stakeholders. The DRD 
therefore asked us to subject this model to more limited assessment. 

We understand that there is support for the Not for Dividend model among some stakeholders. Based on our 
preliminary analysis, we believe that it is challenging to structure this model to deliver the necessary 
incentives for service delivery and value for money. This model may not be suitable for a company facing the 
risks and scale of investment programme that Water Service does. However, consideration needs to be 
carefully given to the models that have been implemented for Glas Cymru and Network Rail. On balance, we 
recommended that this model be subject to further evaluation. Given these challenges the DRD asked that 
we conduct a more limited assessment of this option. 

The short-list of the GoCo, PSP, and privatisation and Not for Dividend options was evaluated in more detail 
in the following areas: 

♦ Legal and corporate governance structure required to achieve required efficiencies and stakeholder 
objectives 

♦ Level of efficiencies achievable under each option 

♦ Requirements for raising private sector finance 
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4.5 Corporate Governance 
We have outlined in Section 3.5 the legal and corporate governance structure for Option 1 (GoCo). In this 
Section we analyse the differences in corporate governance structures under Options 2 (PSP), 4 (Privatisation) 
and 5 (Not for Dividend), as compared to Option 1. 

4.5.1 Control 

Under Option 2, the control mechanisms and shareholder rights and levers which would be set out in the 
formal governance letter for Option 1 would instead be exercised using mechanisms in the shareholders' 
agreement and/or articles of association. 

The range and extent of control mechanisms under Option 2 would be a matter for negotiation between the 
Government and the investor(s). Whether Government has a majority or a minority stake would directly 
affect the level of control that the Government can exercise. 

In a situation where the Government retains a majority stake, the minority private investors are likely to 
require at least the ability to appoint and remove director(s) to the board, certain basic financial controls on 
the company and rights to information. As regards controls between the shareholders, private investors are 
likely to require pre-emption rights on transfers and new issues of shares and veto rights over changes to the 
constitution and perhaps a put option or “tag-along” right on change of control. The Government is likely to 
require restrictions on disposals of shares by private investors and pre-emption rights on such disposals and 
perhaps a call option or “drag-along” right on disposal of its interest. 

In a situation where the Government retains only a minority stake, then the Government is perhaps more 
likely to be focused on financial matters and will need to retain sufficient veto and other rights to enable it to 
satisfy any requirements there may be for it to account for its investment or otherwise comply with any 
internal controls. As regards controls between the shareholders, the Government is likely to require veto 
rights on any amendments to the constitution and on any proposed IPO or flotation of the GoCo, restrictions 
on disposals of shares by other investors and pre-emption rights on such disposals and perhaps a put option 
or “tag-along” right on change of control. 

Consideration needs to be given to whether Water Service under Option 2 would be classified as being in the 
public sector or in the private sector for HM Treasury expenditure purposes. The classification of "private 
sector" is understood to be driven by the question of control, rather than simply ownership percentages, and 
accordingly the nature and extent of the controls granted to HM Government and the private investors 
would need to be considered. The advantages of achieving a private sector classification could include off-
balance sheet treatment for HM Government. In addition, investors would be more attracted to invest in 
Water Service if they obtain adequate control of the business. A structure for further consideration would be 
51% ownership for HM Government with 49% ownership for private investors with the private investors 
having control of the business. Such a structure could combine the benefits of off-balance sheet treatment 
for HM Government with private sector efficiencies for Water Service. 

Under Option 4, HM Government would have no control of the body as shareholder post IPO (unless it 
retained a golden share or separate class of shares conferring voting or significant veto rights). Control or 
supervision could be exercised by HM Government using mechanisms set out in the legislation (not in the 
draft legislation as currently proposed) and/or in the constitution of the body. However, UKLA rules regarding 
controlling shareholders, suitability for listing and the proportion of shares that must be in public hands 
would need to be considered. EU rules regarding “golden shares” may also need to be considered. 

The Not for Dividend model (Option 5) would offer Water Service the opportunity to operate independently 
of HM Government and to raise private debt finance. Potential structures for this entity include a company 
limited by guarantee, a customer mutual, or a Trust. 
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4.5.2 Legislation and ownership  

Whereas under Option 1 the body would be 100% owned by HM Government (DRD), under Option 2 the 
body would likely be owned by HM Government (DRD) and the investor(s) in proportion(s) to be determined. 

Investor involvement would probably be structured through equity participation. There may be restrictions 
applied to the investor(s) on the transferability of interests in the body. 

Under Option 2, it would be necessary to establish the status of the body and to what extent legislation and 
other requirements and conventions affecting public sector bodies would be applicable to it. 

Under Option 4, the body would be 100% owned by investors. It may be possible for HM Government to 
limit the percentage that any investor or group of investors may hold. It would be necessary to establish to 
what extent legislation and other requirements and conventions affecting public sector bodies might remain 
applicable. 

If a Not for Dividend vehicle is used (Option 5) then the drafting of the legislation will need to be amended to 
reflect that and there will need to be a review of the draft legislation to assess what further provisions would 
be required. It would also be necessary to establish the type of body and its status and to what extent 
legislation and other requirements and conventions affecting public sector bodies would be applicable.  

4.5.3 Constitution 

The scope of the constitution would be determined by the legislation with the detail set out in the 
memorandum and articles of association (or other constitutional documents) of the body for Options 2, 4 
and 5. 

Under Option 2 the articles of association and/or shareholders’ agreement would need to allocate rights and 
control between HM Government and the investor(s). The articles of association could be varied relatively 
easily by shareholder resolution. The amendment of any shareholders’ agreement could also be done 
relatively easily, but the consent of all shareholders would be required to any change. 

4.5.4 Board and management appointment and remuneration 

Under Options 1, 2 and 4 the Board should be constituted in accordance with best practice for UK listed 
companies, including (where appropriate) the relevant provisions of The Combined Code on Corporate 
Governance. Under Option 5, if the body were to be structured as a company limited by guarantee, it is also 
likely that the Board would be constituted in accordance with best practice for UK listed companies. 

Under Option 2 the shareholders’ agreement may provide for the Government and the investor(s) to have the 
power to appoint one or more, often non-executive, directors to the Board. 

Table 40 below lists the main potential areas of management influence that providers of equity capital would 
typically try to exert in order to ensure that adequate control is retained over their investment in Water 
Service and that management is successfully capturing all the potential efficiency gains from the Water 
Service. 
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Table 40: Areas of management influence 

Potential area of influence Ways of influencing 

Board composition ♦ Number of board members 
♦ Appointment and removal of board members 
♦ Frequency and location of meetings 
♦ Number of board members required for board to take action and 

for quorum 
♦ Minority protections and veto rights over appointment of Directors 
♦ Mechanism for resolution of deadlocks at board level 
♦ Scope of authority of CEO 
♦ Board renewal frequency 

Management composition ♦ Selection and appointment of CEO, CFO and other executive directors 
or officers 

♦ Replacement of executive directors or officers  
♦ Terms and conditions of employment  
♦ Terms and conditions of severance arrangements 

Voting rights ♦ Simple majority or special majority 
♦ One man, one vote or weighted voting rights 
♦ Chairman’s casting vote 
♦ Separate class rights 
♦ Significant change in accounting policies 
♦ Additional capital contributions, stock issuances etc. 
♦ Change in/diversification of nature of the business 
♦ Major acquisitions/disposals 
♦ Related party transactions 
♦ Changes to constitution 
♦ Agreement of/departures from (annual) business plan and budget 
♦ Borrowing controls/restrictions 

Exit/transfer ♦ Pre-emption provisions 
♦ Minimum period of investment 
♦ Valuation methodology/pricing for exit 
♦ Restrictions on non-public sale of shares 
♦ Drag-along rights/tag-along rights 

Profit distribution ♦ Dividend policy, e.g. minimum level of profits to be distributed (or 
retained) each year 

♦ Process to change dividend policy 
♦ Provision for interim dividends 
♦ Authorisations/consents required from regulatory authorities for payment 

of dividends 
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Under Option 5 it may be more difficult to incentivise management given the lack of equity in the model. 
This may place greater emphasis on the design of incentivisation via remuneration packages, particularly in 
the area of performance targets, than in the case of the other options. In order to incentivise effectively 
service delivery and efficiency, a management remuneration package would need to be devised to align 
incentives with efficiency and service outputs (e.g. directors and managers of Welsh Water are strongly 
incentivised to improve services and cut costs). 

Under Option 5, if Water Service were to be structured as a company limited by guarantee then it may also 
adopt a formal policy and procedure for the selection and appointment of the members of the company 
themselves.  

The procedure might provide for members to be appointed by the Board following a process of nomination 
or recommendation by a membership selection panel or to be appointed by an appointments or selection 
panel itself. The constitution of the company might also include a specific provision for particular government 
bodies to be members and for industry stakeholders to be members, in addition to having public members 
(as in the case of Network Rail), and for a minimum and/or maximum percentage of members to be public 
members. For example, Glas Cymru is a company limited by guarantee, registered under the Companies Act 
1985, and as such is owned by members instead of ordinary shareholders. The members of Glas Cymru come 
from across the region served by Welsh Water with backgrounds in a variety of sectors including industry, 
commerce, finance, small business, education, health, the environment, charities and local Government.  

Membership of the company would not be transferable but a member would be able to resign at any time 
and the constitution might also provide for the termination of membership by the Board in certain 
circumstances. The Board would be accountable to the company and its members for its management of the 
company's business. Members would have an important but limited role in ensuring that the company is 
managed in line with the highest standards of corporate governance but it would not be the role of members 
to set the strategic direction or engage in the management of the company itself. Accordingly, the role of 
members is similar to that of shareholders in a listed public limited company (i.e. Option 4), save that 
members would not have any entitlement to receive dividends or any other financial interest in the company.  

4.5.5 Environmental compliance 

Subject to any transitional protection, compliance with environmental, water quality and other obligations 
will be required under all options. The potential criminal sanctions for non-compliance and the current 
relatively low level of compliance will also be of particular significance to investor(s) under Options 2 and 4 
and providers of debt finance. This may also impact on the value of the investment under Options 2 and 4. 

4.5.6 Reporting requirements 

As with Option 1, reporting requirements under existing companies legislation and the Licence would apply 
for the body under Options 2 and 4; in addition, the body could also be subject to reporting requirements 
under the proposed new Order under these Options. Under Option 5 the body would be subject to reporting 
requirements under existing companies legislation (in the case of a company limited by guarantee) or other 
legislation pursuant to which the body may be established, and under the Licence, and could additionally be 
subject to reporting requirements under the proposed new Order. 

Under Option 2 there would be reporting requirements to the Minister (DRD) and to the investor(s) under the 
shareholders’ agreement. Additional reporting requirements under the rules of UKLA and in accordance with 
best practice for UK listed companies would exist for Option 4 where there is an IPO or where the purchaser 
is listed. 



 

68 

 

 

 

                                     

4.5.7 Other issues 

Other differences between the Options include: 

♦ Under Options 2 and 4 the Board will be accountable to all of the company’s shareholders for the affairs 
of the company. This is also true for Option 1, but under this Option there would only be one 
shareholder. Under Option 5, the accountability of Water Service would be determined by reference to 
the type of body and the legislation applicable to it; for example, if a company limited by guarantee were 
to be used, then the Board would be accountable to the company’s members 

♦ Under Option 2 and Option 4 in a non-IPO scenario, the acquisition of a significant stake may trigger the 
application of EC/UK merger control laws 

♦ The Prospectus Rules will need to be considered in respect of Options 2 and 4. These will come into force 
on 1 July 2005 and will provide that where an offer of securities is made to the public, a prospectus is 
required to be published and approved by the FSA. This applies even if the securities will not be listed. 
Exemptions may be available depending on how the offer is made, such as if the offer is made (i) to 
qualifying investors; or (ii) to fewer than 100 persons 

♦ Under Options 2, 4 and 5 the information in any information memorandum or prospectus should be 
accurate as liability for misrepresentation may arise if there are inaccuracies, although there would be a 
disclaimer in the information memorandum and in any subsequent sale/investment documentation 

♦ A verification exercise should be conducted in relation to any information memorandum/prospectus. The 
verification exercise serves both to help ensure that the memorandum/prospectus is true and accurate and 
to show that reasonable care was taken before issuing it, in order to provide a due diligence defence in 
any claim for negligence 

♦ Under Options 2, 4 and 5, if the body proposes to issue debt, there could be debt circulars which could 
give rise to legal liability and the need for a verification exercise as set out above 

♦ Under Options 2 and 4 as there may be extensive representations and warranties forming the basis of the 
opportunity to invest, DRD will need to consider who will be making these and accepting responsibility for 
them 

♦ Under Option 4, the body would most likely be financed by accessing the capital markets (debt or equity) 
or by borrowing from third parties. The articles of association may contain restrictions on borrowings by 
the body. Although there is no strict requirement to do so , it is common practice for listed companies to 
have borrowing restrictions in their articles of association. Under Option 5, depending on the legislation 
and the constitution of the body, Water Service could be financed by debt by accessing the capital 
markets or borrowing from third parties 
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4.6 Level of efficiencies achievable  

4.6.1 Evidence on efficiency gains 

The consortium has surveyed evidence on efficiency gains achieved by utilities in a number of countries and 
industries, paying attention to the chosen structural and financial models and the regulatory context. Our 
findings are summarised below. 

Table 41: Summary of evidence on opex and capex efficiency improvements 

 
Opex efficiencies  
(per annum) 

Capex efficiencies  
(per annum) 

Fully Privatised    

E&W WASCs Average  

(FD99) 

2.7% (sticks) 

+ some out-performance 

c. 3.2 % (sticks) 

+ >2% out-performance 

E&W WASCs Average  

(FD04) 

1.4% (sticks) 

+ 1% (carrots) 

c. 2.1 (sticks) 

+ 1.6% (carrots) 

Northern Ireland Electricity 
(1993-2001) 

4.4% 
(compound reduction in RUOC) 

Not available 

UK Utilities  

(post-privatisation) 

5% 
(compound reduction in RUOC) 

Not available 

US 

(recent past) 

Evidence that private companies have achieved greater efficiency improvements than 
public operators 

Not for Dividend  

Welsh Water (after 1999) Close to E&W average 

Partially Privatised  

NATS (after 2001) Only limited evidence for performance improvements available so far 

ESVAL (Chile) WASC(2003-05) 2.5%  

ESSAL (Chile) WASC (2003-05) 4.8%  

Aguas Nuevo Sur Maule (Chile) 
WASC (2003-05) 

24.3% (42.6% achieved in less than 2 
years) 

 

GoCos   

Melbourne WASC 

(1995/96-2000/01) 

2.57% 

(average annual change in total cost per property) 

Netherlands’ Water PLCs 

(1997-2003) 

1.9%  
(arithmetic average annual improvement in total cost per property) 

Bielsko-Bialo (Poland) WASC 
(1993-1996) 

substantial performance improvements 

Stat. Corporations  

Sydney WASC  

(1995/96-2000/01) 

No positive evidence for improvements in efficiency 

Scottish Water (SRC02) 8.5% (target) and target likely to be met 8.5% (target) but marginal 
underperformance 

Sources:  Ofwat’s recent Unit Cost Reports and Final Determinations; Ofreg’s 2002 Final Proposals, Europe Economics (1999) “Review 
of Railtrack Efficiency”, summary of UK post-privatisation efficiency evidence on p. 36; World Bank (2003), “Water Services 
in Chile”, SISS (Superintendencia Servicios Sanitarios) Annual Sector Reports and INECON; E. Brubaker (2003) “Revisiting 
Water and Wastewater Utility Privatisation”, Shareholder Executive (2004) “Government as Shareholder: A Review”, 
Accenture (2000), “Reflections on Performance 2000: Benchmarking in the Dutch Drinking Water Industry” and Accenture 
(2004) “Water in Zicht”, WSAA (2001) “The Australian Urban Water Industry”, Jergen Wagner, Piotr Stangert, Klaas 
Schwartz, Okke Braadbaart (1999), “The Public Water PLC in Poland: The Case of Aqua S.A.”, the WIC’s 2002 Strategic 
Review of Charges and recent Methodology Papers. 
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We note that: 

♦ UK utilities have on average achieved substantial efficiency savings in the range of 5% p.a. after 
privatisation. The experience of NIE and water and sewerage companies on opex in E&W is consistent 
with this finding, once differences between the scope for efficiencies across industries are taken into 
account. US research also highlights the efficiency benefits of private sector service provision, although it 
tends to blur the distinction between public–private partnerships and privatisation. The experience of the 
water and sewerage operators in Chile following the introduction of private sector capital has been very 
encouraging as well, with evidence that private sector capital led to increased efficiency savings 

♦ Welsh Water, a not-for-dividend business since 2001, has achieved similar efficiency gains as the most 
efficient privatised water and sewerage companies in E&W over this relatively short period. This suggests 
that explicit management-incentive contracts, corporate governance reforms, contracting out and 
sophisticated debt-holder contracts have created adequate incentives to improve efficiency at Welsh 
Water in the absence of shareholder pressure. In addition, because Welsh Water competitively procures its 
operating and capital maintenance programmes every five years, ongoing competition and market 
benchmarking is achieved. This is intended to ensure that efficiency gains are, as a minimum, maintained 
going forward. It remains to be seen, however, how well the company performs over time under less 
restrictive debt constraints and a new management team. We also note that the move to the not-for-
dividend model was made only after more than 10 years of Welsh Water operating successfully as a 
private company under regulation 

♦ As noted above water and sewerage companies in Chile have achieved substantial and in one case 
dramatic efficiency improvements following partial privatisation. This suggests that even partial 
privatisation can bring very tangible benefits 

♦ Evidence from the Netherlands suggests that Public Water PLCs (GoCos) have achieved significant 
performance improvements in the recent past, but less than fully privatised companies in E&W. Evidence 
of efficiencies achieved by water and sewerage companies in Melbourne and Bielsko-Biala following the 
move to the GoCo model are also encouraging, but again less than in E&W (for Melbourne; quantitative 
data for Bielsko-Biala is less reliable) 

♦ Sydney’s likely performance improvements after corporatisation are not reflected in the data due to 
changes in quality and environmental obligations and vertical separation. Scottish Water’s efficiency gains 
following corporatisation have been encouraging. However, it is difficult to relate this to Scottish Water’s 
business model. The gains substantially reflect efficiency spill-over effects as Scottish Water and the WIC 
learn from practices in E&W. SW has also chosen to deliver its capital enhancement programme through 
an alternative business model - Scottish Water Solutions – a joint venture between Scottish Water and 
private sector contractors (including United Utilities and Thames). Finally, although the pace of 
improvement has been substantial, Scottish Water has not outperformed its regulatory contract, and the 
WIC’s latest efficiency analysis states that Scottish Water costs remain high relative to the frontier 
company in E&W 

Overall, the evidence suggests that fully and partially privatised businesses have achieved the greatest 
efficiency improvements. Welsh Water has also performed well since 2001, although the evidence on the Not 
for Dividend model is inconclusive. GoCos come next, with significant positive efficiency savings. Scottish 
Water has performed well as a statutory body subject to price cap regulation in the short period available to 
assess its performance (2002-2005). However, Scottish Water has chosen a business model involving private 
sector capital to deliver the majority of its capital investment programme, and therefore performance on the 
capital side cannot be related to a Statutory Corp business model. Moreover, Scottish Water is not expected 
to outperform its regulatory contract over the period 2002-2006, whereas private sector utilities in UK have 
typically outperformed regulators’ efficiency targets. Thus, we would have expected a greater rate of 
improvement in operating efficiencies with the presence of private sector capital throughout its operations. 
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We are also cognisant of the findings of the Shareholder Executive Review of the Role of Government as 
Shareholder1, which assesses the performance of 20 largely commercial companies in Government 
ownership, across a range of sectors. Over the past years, 19 of these companies (excluding British Energy) 
have recorded losses of £4.9bn at the net income level, or £2.7bn if losses relating to the change in BNFL’s 
nuclear liabilities are excluded. While Royal Mail and BNFL results dominate the total loss-making position, 
losses or poor returns on capital were more widely observed among companies. The Shareholder Executive’s 
single-country cross-sector findings give greater cause for concern than our international evidence on 
efficiencies achieved by GoCos in the water sector, and thus highlight the performance gap we noted 
between privatised companies and government-owned companies. 

The Shareholder Executive has identified a number of weaknesses at the shareholder level underlie the poor 
performance of companies in Government ownership, in particular: 

♦ Complex social, political and economic objectives, which are not always clearly communicated to 
companies 

♦ Pressure for ministerial intervention, at the expense of accountability, 

♦ A lack of focus on measurable outcomes in the British civil service, 

♦ Short-term focus due to changing political objectives, 

♦ A focus on the fiscal position rather than on business objectives, and 

♦ Conflicting objectives of different government departments with an interest in the companies. 

4.6.2 Analysis of efficiency elements for each option 

To complement our empirical analysis, we conducted a more fundamental analysis of the key regulatory, 
policy and business features of each structural option that we would expect to impact the efficiency 
outcome. The table below provides an overview of the relevant features, their effect on efficiency and our 
current understanding of the extent to which each such element is likely to be present in each structural and 
financial option, should that option be implemented for water and sewerage services in Northern Ireland. 

Note: 
1  Shareholder Executive (2004), “Government as Shareholder”, updated version for departmental comments 
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Table 42: Efficiency elements present in our options for Water Service  

Element Department 
Statutory 

corporation GoCo 
Partially 

privatised 
Not for 

Dividend Private 

Option number   1 2 5 4 

Competition 
between providers 

      

Separation of roles  partial almost 
full 

   

Formal economic 
regulation 

      

Multiple-year 
commitment 

< 3years < 3years 3-5 years 5 years 5 years 5 years 

Incentive-based 
regulation 

 partial     

Benchmarking limited role as a 
check on policy 

for target- 
setting 

for target-
setting 

for target-
setting 

for target-
setting 

for 
target-
setting 

Corporate form       

Companies-law 
form 

      

Management 
incentives 

low moderate moderate high moderate high 

Outsourcing where 
efficient 

 difficult possible possible likely likely 

Private investor 
framework 

      

Private lender 
pressure 

      

Private equity 
pressure 

      

Source: Consortium analysis 
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In the economics literature “principal-agent” theory addresses the most efficient form of ownership. The 
central question is whether private sector capital providers or public servants (the “principals”) are better able 
to monitor and incentivise water service management (their “agent”). The prevailing view is that private 
capital providers are better at providing appropriate incentives and holding management to account. With 
particular reference to our structural options we note: 

♦ Differences between (fully or partially) privatised companies with and without private equity arise from the 
different attitudes of private debt and equity investors. Private debt holders, unlike equity holders, tend to 
be concerned about the ability of a company to service its debt rather than efficiency per se. Equity capital 
would have the objective of ensuring that all potential efficiency gains are captured. Therefore debt 
capital would not provide pressure for efficiency improvements as long as Water Service pays its debt 
service. Ceteris paribus, this implies lower pressure for efficiency improvements and lower management 
incentives at not-for-dividend companies 

♦ GoCos tend to face lower investor pressure for transparency and accountability than privatised businesses. 
One consequence is that separation between policy, regulation and service delivery roles tends to be 
incomplete for GoCos 

♦ The difference between a GoCo and a statutory corporation depends on the details of the Act of 
Parliament governing the statutory corporation. Theoretically, an Act of Parliament could mirror company-
law exactly, blurring the difference between the two options. In practice, we would not expect that all 
commercial-law financial reporting and corporate governance requirements would have a counterpart for 
a statutory corporation. Use of companies-law form would also almost certainly free an enterprise from 
some public sector controls or norms which might blunt management incentives 

♦ Statutory corporations, unlike government departments, are corporate entities, so we expect a clearer 
delivery role and clear accountability. Accordingly, statutory corporations are also subject to formal and at 
least partially incentive-based regulation 

On the whole, we would expect separation of the core enterprise from policy and regulation, regulatory 
pressure, and private sector performance pressure to increase as you move across the spectrum of Water 
Service options from a department to a statutory water corporation, to a companies-law GoCo, to private 
investor utility forms. This would in turn suggest increasing efficiency across the spectrum. 

4.6.3 Concluding remarks: Efficiency scenarios for Water Service and risk 
factors 

On the basis of the evidence reviewed in Section 3.3, we developed several reference efficiency scenarios for 
Water Service, as set out in Section 3.3.2. Drawing on our empirical and qualitative assessment of different 
structural options, we have provided an indication of the likelihood that they can be achieved under any 
given structural and financial option for Water Service:  

Table 43: Efficiency scenarios for Water Service 

Efficiency savings  Option 

By 2009/10 Thereafter 

 

Dept Stat. corp. GoCo (1) 
Partially 

privatised (2) 
Not for 

Dividend (5) Private (4) 

20%  

1% p.a. 

 Likely 

Likely 

Very likely 

Very likely 

Very likely 

Very likely 

Almost certain 

Very likely 

Very likely 

Very likely 

Almost certain 

Very likely 

30%  

1.5% p.a. 

 Unlikely 

Unlikely 

Possible 

Possible 

Likely 

Likely 

Almost certain 

Very likely 

Very likely 

Very likely 

Almost certain 

Very likely 

40%  

2% p.a. 

 Very unlikely 

Very unlikely 

Unlikely 

Unlikely 

Possible 

Possible 

Likely 

Likely 

Possible 

Possible 

Very likely 

Likely 

Source:  Consortium analysis 

While we consider this to be the most reasonable view given the evidence available, we wish to emphasise 
that the eventual efficiency savings achieved will depend on the approach adopted to many detailed 
questions of institutional design, and on many imperfectly controllable factors including, in particular, the 
capabilities and commitment of the senior management team. 
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4.7 Feasibility of raising private sector 
finance  

In this Section we identify the potential sources of private sector equity and debt finance and assess the 
feasibility of raising private sector finance for Water Service. 

4.7.1 Sources of equity capital 

Private sector equity would need to be raised for either the PSP or privatisation options. 

4.7.1.1 IPO–financial investors 

Under an Initial Public Offering (“IPO”) there would be a public share offering leading to a stock market 
listing of Water Service. Such an offering could be structured as a sale of shares by Government (secondary 
offering) or in order to raise equity capital for Water Service (primary offering). We believe that shareholders 
would be effective in ensuring that management achieves efficiencies. An important benefit of an IPO is that 
it could allow employee and customer ownership of the Water Service. The disclosure requirements of an IPO 
would make the entire process very transparent. An IPO could also be combined with the sale of a stake to a 
strategic investor.  

The potential sources of equity in an IPO include pension funds, insurance companies, hedge funds and retail 
investors. A sale of shares in a public offering has been the structure generally adopted by the Government 
to introduce private sector investors into UK utilities. 

4.7.1.2 Financial investors in unlisted companies 

Financial investors have become significant investors in unlisted infrastructure companies in the UK. A trade 
sale of a stake of Water Service to a financial investor can be done through a bidding process. Under this 
option, operations, maintenance and investment would remain under the responsibility of Water Service.  

Many financial investors have a good understanding of the water and sewerage sector. They can be expected 
to invest equity capital in Water Service for the following reasons: 

♦ Scope of out-performance on efficiency 

♦ High visibility of earnings/cash flow 

♦ Potential to use leverage to increase equity returns 

♦ Ability to pay attractive, inflation-linked running yield 

Types of financial investor include special infrastructure funds, pension funds, financial sponsors and 
corporate investors.  

4.7.1.3 Strategic investors  

Whereas a financial investor would not be responsible for the operation, maintenance and investment of 
Water Service, a strategic investor would bring operational expertise to Water Service. The selection of the 
strategic investor would also be done through a competitive bidding process. As discussed in the corporate 
governance Section, the level of control relinquished to the strategic investor will depend on the 
Government’s objectives. Potential reasons for strategic investors to invest equity capital in Water Service 
include: 

♦ Expertise in asset management 

♦ Scope for efficiency gains through transfer of best practice 

♦ Scope for operating synergies (e.g. procurement, engineering, customer service) 

♦ Scope for financing synergies (e.g. access to capital markets) 
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Potential strategic investors include UK water utilities, international water utilities and other companies active 
in elements of the water and sewerage value chain. 

4.7.2 Assessment of feasibility of raising equity capital 

Water Service has a fundamentally strong investment case. Successful equity raising will, however, depend on 
Water Service’s: 

– financial profile 

– ownership structure and proposed corporate governance 

– regulatory framework 

The practical issues around the potential introduction of private capital in Water Service include the expected 
commercial requirements, management influence and investment conditions that financial markets would 
require for investing in Water Service. 

The financial markets would have the objectives of protecting the private capital invested in Water Service 
and achieving the required return. Equity investors would be expected to carry out due diligence on the 
following areas in order to obtain comfort that these do not constitute uncontrollable risks for their 
investment 

♦ Revenue collection risk 

♦ Capex programme risk 

♦ Level of environmental compliance 

♦ Untested regulatory framework 

♦ Impact of metering 

♦ Government as a shareholder 

Market conditions at the time of any sale or equity raising will also be an important factor. 

4.7.3 Sources of debt finance 

Water Service is facing a period of substantial investment. In order to maintain an efficient capital structure, a 
significant proportion of this investment will be financed by debt capital. Given the nature of Water Service’s 
business and the projected financial profile of the company, we expect Water Service to be able to raise long 
term debt finance on reasonable terms. 

The main sources of debt capital for UK water companies include 

♦ Corporate bonds 

♦ Structured/securitised debt 

♦ EIB lending 

♦ Commercial loans 

♦ Project financing 

♦ Leasing 

4.7.4 Potential covenants 

The providers of debt capital would normally have a key set of debt covenant structures that would protect 
debt investors by enabling them to monitor the financial performance of Water Service and specifically the 
company’s ability to pay the required debt service. The table below lists the main debt covenants with an 
explanation of the consequences in case of covenant breach. 
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Table 44: Debt covenants 

Covenant Corporate finance Structured finance 

Interest cover ♦ Ratio of profits to interest 
payable not to drop below a 
certain level 

♦ Key measure of the robustness of the 
operation business to pay its debt 
interest obligations 

♦ In the water sector, post capital 
maintenance interest cover ratio 
measures the cash interest cover after 
deducting from post-tax cash flows 
capex which is available to cover cash 
interest expenses 

♦ Reaching one of these early warning 
levels and trigger ratios leads to 
automatic, pre-determined 
consequences including appointing 
investigating agents or a prohibition 
on dividend distribution 

Gearing ♦ Debt as a percentage of assets 
not to rise above a certain level 

♦ Another essential covenant that will 
be a focus for rating agencies 

♦ Debt/RCV ratio measures debt against 
the asset value on which the company 
is allowed to earn a return 

♦ Reaching one of these early warning 
levels and trigger ratios leads to 
automatic, pre-determined 
consequences including further 
reporting requirements and 
appointing investigating agents 

Negative pledge ♦ No security will be granted 
over assets. Normally has 
exceptions (“carve outs”) for a 
certain amount and categories 
of debt 

♦ Typically, no additional covenants 
depending on situation 

Restrictions on disposals and 
acquisitions 

♦ No sale of all or part of assets, 
subject to carve out 

♦ Limitations placed on 
acquiring new businesses 

♦ No additional covenants 

 

Option 5 would be a highly levered structure. Creditors would require substantial rights under clearly defined 
circumstances in the debt covenants. Additional covenants may include the following: 

♦ Forward looking liquidity tests—forecasts showing liquidity to meet capex and interest charges 

♦ Debt service reserve accounts—cash or undrawn committed facilities to be maintained to provide 
sufficient interest cover for a pre-determined period 

♦ Capital reserves—capex to be pre-funded for a certain period within a capital reserve 

4.7.5 Investment conditions 

In order to maximise the value for money that the Government obtains through any introduction of private 
capital in the Water Service, the risks of Water Service would need to be transferred to the entity that is best 
equipped to manage that risk. The table below lists the main areas of potential risks and identifies which of 
these risks could be significant drivers for obtaining value for money from transferring these to the private 
sector. 
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Table 45: Investment conditions 

Area Potential risks Value for money from risk transfer 

Economic 
regulation 

♦ An untested regulatory framework will 
be a concern for investors 

♦ Allow sufficient revenue to finance 
capital expenditure 

♦ Regulator acts in a manner that will 
not render it unduly difficult for Water 
Service to finance its relevant activities 

♦ Appointed Regulator should have 
experience and be trusted by investors 

♦ Flexible and transparent regulatory 
framework will be required 

♦ Defined opening RCV 

Tax ♦ Defined corporate tax position 
♦ Defined tax regime 

♦ Agreed opening tax position for 
Water Service 

Operations / 
efficiencies 

♦ Business plan 
♦ Employees’ contractual arrangements 
♦ Performance monitoring 

♦ Not a significant driver if investors are 
given operational control of 
the company 

Compliance ♦ Compliance with UK and EU Water 
Quality Regulations and Directives 

♦ Treatment of costs arising from 
modification in Water Quality 
Regulations 

♦ Latent defects—Water Act 

♦ Due diligence on current assets, 
compliance and capex programme  

♦ Not a significant driver if investors are 
given control of the company 

Capital expenditure ♦ Definition of capex programme 
♦ Interaction of capex with RCV 

♦ Not major as long as the regulatory 
treatment of capex is established and 
operational control passed to the 
private sector 

Asset condition ♦ Serviceability of assets 
♦ Condition of underground and 

aboveground assets 

♦ Due diligence on current assets to 
establish whether the capital 
expenditure programme is 
appropriate 

Bad debt ♦ Method of billing, e.g. annually in 
advance, half-yearly or by instalments 

♦ Ability to collect revenues 
♦ Established and stabilised level of bad 

debt 
♦ Method of charges calculation 

♦ Unlikely to get value for money from 
risk transfer 

From a private funding point of view, for Water Service to be an attractive proposition to banks and 
investors, then it will be necessary that investing in Water Service offers a financial return that is comparable 
with what can be achieved from other investment opportunities. By definition, the involvement of private 
funding represents a transfer of risk from the public to the private sector. The trade-off is how much risk can 
be transferred for the premium over gilts being paid for the injection of private capital. 
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SECTION 5 

Conclusions and recommendations  
5  
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Conclusions and recommendations 
Preferred structural option for Water Service 

♦ We have considered six models for the provision of comparable water and sewerage services by the Water 
Service (see Section 4.3): 

– GoCo 

– Private Sector Participation (PSP) 

– European-type arrangements 

– Privatisation 

– Not for Dividend model 

– Strategic joint venture 

♦ As set out in Section 4, these models were assessed against an agreed set of criteria and a short list of 
potential options for the Water Service was drawn up based on this assessment. The short list was made 
up of the GoCo (chosen by the Government as the initial business model for the Water Service), PSP, 
Privatisation and Not for dividend models (see Section 4.4) 

♦ The consortium was asked by DRD to review in detail the following two structural and financial options 
for the Water Service (see Section 4.4): 

– the Government Corporation (GoCo) model, under which Water Service would be government-owned 
but subject to Companies Act legislation 

– the Private Sector Participation (PSP) model, which involves a mixture of public and private sector 
equity ownership of Water Service 

♦ We were asked to conduct a more limited review of: 

– the not-for-dividend model, under which full ownership of Water Service would be transferred from 
the public sector to a private sector entity which instead of distributing surpluses to shareholders 
would pass them on to customers  

– full privatisation, the complete transferral of ownership to the private sector 

– while both represent potentially viable structural options in the medium term, we have not assessed 
these in detail, as requested 

♦ The remaining options have been evaluated against a set of objectives reflecting the interests of the range 
of stakeholders, including adequate service delivery, value for money, long-term financial viability and 
affordability, and acceptability and deliverability 

♦ Most of the options can be developed in detail in such a way as to satisfy most of these broad 
objectives. Two specific considerations, however, vary to substantially different degrees by different 
options, and these lead to a ranking of options for Water Service. These comprise: 

– the options’ implications for efficiency savings (and hence prices to customers) that can be realised  

– the options’ acceptability and deliverability 

♦ We have undertaken an empirical analysis of the relationship between efficiency outcomes and the form 
of ownership. Drawing on evidence from UK and elsewhere (notably Chile), our survey suggests that fully 
and partially privatised businesses have achieved the greatest efficiency improvements. GoCos and Not for 
Dividend rank next, with significant positive efficiency savings. In the UK, Scottish Water has performed 
well as a statutory body under price cap regulation. Scottish Water potentially benefits from the ability to 
learn from privatised companies in England and Wales. We also note Scottish Water has chosen a 
business model involving private sector capital to deliver the majority of its capital investment programme, 
and therefore performance on the capital side cannot be directly related to a Statutory Corporation 
business model. Moreover, Scottish Water is not expected to outperform its regulatory contract over the 
period 2002-2006, whereas private sector utilities in UK have typically outperformed regulators’ efficiency 
targets. In conclusion, we believe the weight of empirical evidence supports the conclusion that the 
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greatest efficiency improvements are realised where companies enjoy independence from government 
(i.e. arm’s length relationship with no scope for political interference) and private sector participation 

♦ These empirical findings can be related to the “efficiency drivers” inherent in each option: 

– GoCos, unlike government departments and statutory corporations, benefit from corporate legal 
status and the financial reporting and corporate governance requirements that go with it, thus 
clarifying accountabilities. GoCos also require a clear regulatory framework, which further strengthens 
accountability 

– models that involve private sector ownership additionally benefit from private investor pressure for 
management performance. With private sector involvement, there is also less room for compromise in 
the regulatory arrangements, adding to clarity and accountability 

♦ Finally, we note our conclusions are consistent with the findings of the Shareholder Executive’s report on 
the performance of UK enterprises in Government ownership which highlighted a range of weaknesses 
with the government ownership model 1  

♦ Acceptability and deliverability considerations are important to the choice of a structural option for Water 
Service. The transition to a GoCo structure will be challenging for Water Service. The experience in setting 
up GoCo and the operating record of the GoCo should inform later decisions on the potential merits of a 
degree of private sector participation (the PSP model) 

♦ Based on our review, we believe that the Private Sector Participation (PSP) model is on balance the most 
financially attractive model of Water Service, in particular based on the prospects for greater efficiency 
and thereby lower bills for customers 

♦ Within PSP, there are a spectrum of options for potential private sector and Government ownership. We 
believe that in order to maximise the efficiency benefits of PSP, the private sector should have control of 
the company. This maximises the ability of the private sector to drive efficiency, and will reduce the 
likelihood of limitations on management’s ability to realise efficiencies. However, we note that control is 
not the same as ownership, and this could be combined with Government retaining majority economic 
ownership. This would allow the Government to benefit from any subsequent increases in the value of 
Water Service, and may increase the acceptability of PSP to any stakeholders concerned about private 
sector ownership 

♦ However, the timing and success of the implementation of this option and the level of value for money 
that can be achieved will depend on the Water Reform process. We do not believe work on implementing 
this option could begin until the GoCo has been successfully constituted, given the resources required and 
the issues that remain to be addressed in setting up the GoCo. Factors that will impact the value for 
money achieved include the legal position regarding non-compliance, demonstration of revenue 
collection, establishment of the regulatory framework and the risk in the capital programme. While PSP 
may help address the capital programme, the other issues will need to be addressed prior to 
implementation of PSP in order to achieve value for money. Of these, we recommend that establishing 
the regulatory framework and addressing the legal position regarding non-compliance occur before the 
incorporation of the GoCo 

♦ Following this, we believe two broad strategies for introducing PSP are possible. One strategy would be to 
seek to introduce PSP shortly after the incorporation of the GoCo. This strategy would be based on a 
belief that the private sector can effectively price the risk involved in the capital programme, and that the 
expected efficiency gains outweigh the return on capital. The alternative strategy would be to seek to 
defer possible implementation of PSP pending a reduction in risk in the company 

♦ Based on current market conditions, financial buyers are putting valuations on the England & Wales water 
companies that are above five year averages, and indeed stand at a premium to RCV. Such a valuation 
could be realised via either a trade sale to a financial investor or an Initial Public Offering of Water Service. 
We believe that both options would be feasible for Water Service, following the resolution of the issues 

Note: 
1  Shareholder Executive (2005), “Government as Shareholder”, updated version for departmental comments 
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for introducing PSP outlined above. The choice of option would depend on market conditions at the time 
of any transaction and public policy issues, such a customer ownership of Water Service. In both cases, a 
minority or majority stake in Water Service could be sold 

♦ While we do not exclude the sale to a strategic investor, and such an option could in principle deliver 
synergy benefits, we believe that the sale of a stake to a strategic investor is likely to offer less value in 
current market conditions. It should be noted that these options are not mutually exclusive 

♦ As noted elsewhere, Water Service is currently procuring water and wastewater treatment PPPs. We do 
not believe that the existence of these PPPs should materially impact on the feasibility of the above 
strategic options, or indeed the potential value for money. However this is predicated on the PPPs being 
procured and structured in a way compatible with these potential options, and the wider water reform 
process 

The remainder of this Section focuses on the regulatory framework, corporate governance and capital 
structure that would be appropriate for Water Service if it is to be transformed into a GoCo. These structures 
would also be suitable platforms for the later evolution of the GoCo to the private sector forms  

Recommended regulatory framework 

♦ In line with HM Government’s intentions, we would recommend that the regulatory framework for Water 
Service should be modelled on the E&W precedent 

♦ Via such a framework, Water Service could be incentivised to 

– achieve continued efficiencies resulting in lower tariffs 

– implement and improve an effective and efficient customer service system  

– meet domestic and European environmental compliance standards 

♦ Moreover, such a framework is already well known to potential investors as being transparent and 
equitable and would provide a predictable regulatory environment, with favourable implications for the 
cost of capital of Water Service 

♦ Given the particular business and operational risks currently faced by Water Service (e.g. capex risks, 
revenue collection risks), consideration should be given to the design of appropriate regulatory risk-
mitigating mechanisms. We believe that the mechanisms established by Ofwat in E&W (e.g. interim 
determinations of K, substantial effects clause, etc.) constitute a minimum standard of regulatory risk-
mitigation, which should be replicated in Northern Ireland 

♦ The regulatory regime should be established as soon as practicable following structural change at Water 
Service to deal with any upcoming issues and to provide incentives for efficiencies at Water Service 

Recommended corporate governance 

♦ The GoCo’s legal and corporate governance structure should aim to 

– maximise the likelihood that efficiency gains can be realised by  

– constituting the GoCo’s Board in accordance with best practice for UK listed companies, including 
(where appropriate) the relevant provisions of the Combined Code of Corporate Governance 

– incentivising management in accordance with the Combined Code of Corporate Governance 

– ensure in GoCo there is accountability to environmental and water quality regulators as well as to 
customers for the quality of the service provided 

– clarify the public policy and regulatory relationship between the Government and the GoCo to reduce 
political and regulatory risk 

♦ It will also be essential for GoCo to seek to recruit and retain a strong management team 

♦ The presumption is that remuneration policy would be agreed by the shareholder with the Remuneration 
Committee having taken advice as to appropriate market based compensation levels, with close regard to 
the link between performance and remuneration 



 

82 

 

 

 

                                     

♦ Implementation of the agreed remuneration strategy would be undertaken by the Remuneration 
Committee, although certain matters, for example remuneration for all Board and senior management 
members, may ultimately remain a matter for approval by the Minister (DRD) as shareholder 

♦ In terms of the shareholder relationship with GoCo, we recommend that DRD is practically and 
emotionally distanced from GoCo and does not therefore exert any day-to-day control on management to 
whom executive authority has been delegated. We would anticipate that this role as shareholder is akin to 
that of a third party financial investor in the company 

♦ The Board should also be constituted in accordance with best practice for UK listed companies, including 
(where appropriate) the relevant provisions of The Combined Code on Corporate Governance pertaining 
to, inter alia, appointment and decision-making processes, clarity of role, and executive representation on 
the Board 

♦ In addition, we note that the Licence may also impose requirements as to the composition of the Board 

Recommended capital structure 

♦ We understand that the stated objective for Water Service is to have a stable and sustainable capital 
structure 

♦ This structure would incorporate buffers against future shocks to limit the GoCo’s and ultimately 
taxpayers’ exposure to financial risk 

♦ We have set the allowed rate of return equal to our estimate of the Water Service cost of capital using the 
weighted average cost of capital (WACC) methodology. This is consistent with the approach for setting 
allowed returns for both private and publicly-owned regulated utilities, including Ofwat’s approach for 
E&W water companies. It is also consistent with the UK Treasury’s guidelines on setting required rate of 
return for state owned companies, and meets the DFP’s objective of ensuring the Water Service is self-
financing, i.e. our approach ensures the Water Service covers all of its costs including the cost of capital. 
Following this methodology, we estimate a real post-tax Vanilla WACC of 6.3%. This is higher than the 
equivalent WACC estimated by Ofwat. However, over time we would expect the cost of capital in 
Northern Ireland to decrease as regulatory and capital expenditure risks decreased 

♦ If the NERA 20% efficiency case level of efficiency performance can be achieved, an opening RCV of £300 
million with zero opening debt results in acceptable credit ratios consistent with a financeable structure 

♦ However, if these efficiencies are not achieved and the outturn is the stressed banking case scenario 
described more fully in Section 3.3, a capital base of £300 million does not provide sufficient capital 
buffer to accommodate the additional debt that would need to be taken on to fund under-performance 

♦ Such a distinction between a financeable and non-financeable structure is less clear-cut when contrasting 
the £650 million and £1 billion scenarios. The quantitative analysis presented in Section 3.4.6 
demonstrates that the credit ratio out-turns for the stressed scenarios are more broadly comparable. Our 
recommendation is that the cross-over point at which the financial structure is robust to our financeability 
test requires an opening RCV of around £1 billion. Our judgement is based on the output of our 
quantitative analysis, an assessment of the qualitative factors affecting the business and benchmarking 
analysis undertaken. The basis of this recommendation is set out in the body of the text 

♦ Given the expected improvement in efficiency that needs to be achieved, we believe that the opening 
RCV needs to be in the region of £1billion set at 1 April 2006 
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Table 46: Water Service summary financial projections—20% efficiency case 

 2007 2008 2009 2010–14 2015–19 2020–24 2025–29 

Profit and loss        

Turnover 299.2 331.5 357.8 2,023.0 2,335.7 2,646.8 2,937.0 

Operating costs (173.9) (177.1) (175.9) (904.3) (980.7) (1,052.7) (1,114.0) 

PPP unitary payments 0.0 0.0 (25.0) (212.5) (241.3) (260.2) (271.4) 

EBITDA (excl. IRE) 125.2 154.4 156.9 906.1 1,113.7 1,334.0 1,551.6 

IRE (57.3) (51.2) (51.2) (247.3) (307.9) (266.4) (287.8) 

EBITDA (incl. IRE) 68.0 103.2 105.7 658.8 805.8 1,067.6 1,263.8 

Depreciation (13.5) (17.2) (26.0) (162.6) (196.5) (218.5) (239.0) 

EBIT 54.5 85.9 79.7 496.2 609.2 849.1 1,024.8 

Interest expense (3.7) (10.5) (17.2) (170.7) (252.6) (308.5) (323.9) 

Finance lease indexation 0.0 0.0 0.0 (19.9) (19.3) (16.6) (10.8) 

Taxation (15.2) (22.6) (18.8) (97.7) (107.0) (162.2) (210.3) 

Net income 35.5 52.8 43.8 207.9 230.4 361.7 479.8 

Dividends (60.7) (62.2) (63.7) (343.4) (388.5) (439.5) (497.3) 

Retained profits (25.1) (9.4) (20.0) (135.4) (158.1) (77.8) (17.5) 
        

Balance sheet 1        

Fixed assets 1,148.8 1,266.6 1,549.9 1,882.4 1,999.0 2,002.6 1,943.0 

Net working capital 24.8 34.8 48.0 81.1 115.5 155.8 202.7 

Net debt 129.2 234.2 359.2 744.2 990.1 1,098.6 1,140.2 

Finance leases 0.0 0.0 159.3 158.2 144.7 110.3 41.5
 2

 

Provisions and deferred 
tax 58.5 90.6 122.9 240.0 316.7 364.3 396.2 

Net assets 985.9 976.5 956.6 821.1 663.0 585.2 567.7 
        

Cash flow        

Operating cash flow 61.8 102.7 107.7 665.2 804.0 1,065.6 1,262.9 

Taxation 0.0 0.0 0.0 0.0 (37.8) (121.5) (185.5) 

Financing cash flow (3.7) (10.5) (25.1) (227.8) (328.9) (411.8) (465.9) 

Investing cash flow (126.6) (135.0) (143.9) (478.9) (294.8) (201.3) (155.9) 

Dividends paid (60.7) (62.2) (63.7) (343.4) (388.5) (439.5) (497.3) 

Change in net debt (129.2) (105.0) (125.1) (384.9) (245.9) (108.5) (41.6) 

Notes: 
1 As per year end of respective period 
2 The capital repayment and dividend charge as part of the annual PPP unitary payment forms the principal portion of the finance 

lease liability and is debited against the finance lease liability on the balance sheet. Further work on the accounting treatment of the 
PPPs is required to assure full compliance with IFRS. 
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Table 47: Water Service summary financial projections—30% efficiency case 

 2007 2008 2009 2010–14 2015–19 2020–24 2025–29 

Profit and loss        

Turnover 299.2 331.5 357.8 1,864.5 2,144.3 2,391.1 2,633.6 

Operating costs (160.8) (161.1) (157.5) (785.1) (834.5) (874.3) (901.0) 

PPP unitary payments 0.0 0.0 (25.0) (212.5) (241.3) (260.2) (271.4) 

EBITDA (excl. IRE) 138.4 170.5 175.3 866.9 1,068.5 1,256.6 1,461.3 

IRE (55.4) (47.9) (43.7) (207.0) (260.1) (219.6) (235.8) 

EBITDA (incl. IRE) 83.0 122.5 131.7 660.0 808.3 1,037.0 1,225.5 

Depreciation (13.3) (16.8) (25.4) (155.2) (184.3) (202.8) (219.3) 

EBIT 69.7 105.7 106.3 504.8 624.0 834.2 1,006.2 

Interest expense (3.2) (8.5) (13.2) (133.7) (197.4) (235.0) (235.4) 

Finance lease indexation 0.0 0.0 0.0 (19.9) (19.3) (16.6) (10.8) 

Taxation (20.0) (29.1) (27.9) (111.3) (128.0) (179.8) (231.2) 

Net income 46.6 68.0 65.2 239.8 279.4 402.8 528.8 

Dividends (60.7) (62.2) (63.7) (343.4) (388.5) (439.5) (497.3) 

Retained profits (14.1) 5.8 1.4 (103.5) (109.1) (36.7) 31.5 
        

Balance sheet 1        

Fixed assets 1,144.8 1,254.2 1,527.1 1,811.0 1,894.1 1,878.3 1,810.3 

Net working capital 25.2 35.4 48.9 78.4 110.2 149.2 194.9 

Net debt 109.9 185.0 270.5 586.4 766.3 818.8 806.0 

Finance leases 0.0 0.0 159.3 158.2 144.7 110.3 41.5
 2

 

Provisions and deferred 
tax 

63.2 101.9 142.0 244.2 301.7 343.5 371.3 

Net assets 996.9 1,002.8 1,004.2 900.7 791.5 754.8 786.3 
        

Cash flow        

Operating cash flow 76.4 121.8 133.5 666.6 807.6 1,035.1 1,224.6 

Taxation 0.0 0.0 (1.3) (25.3) (76.4) (143.7) (209.5) 

Financing cash flow (3.2) (8.5) (21.1) (190.8) (273.7) (338.2) (377.3) 

Investing cash flow (122.4) (126.2) (132.8) (422.8) (249.0) (166.3) (127.7) 

Dividends paid (60.7) (62.2) (63.7) (343.4) (388.5) (439.5) (497.3) 

Change in net debt (109.9) (75.1) (85.5) (315.8) (179.9) (52.6) 12.9 

Notes: 
1 As per year end of respective period 
2 The capital repayment and dividend charge as part of the annual PPP unitary payment forms the principal portion of the finance 

lease liability and is debited against the finance lease liability on the balance sheet. Further work on the accounting treatment of the 
PPPs is required to assure full compliance with IFRS. 
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Table 48: Water Service summary financial projections—40% efficiency case 

 2007 2008 2009 2010–14 2015–19 2020–24 2025–29 

Profit and loss        

Turnover 299.2 331.5 357.8 1,709.3 1,955.0 2,165.5 2,369.7 

Operating costs (148.4) (146.3) (140.9) (680.5) (709.4) (726.7) (729.1) 

PPP unitary payments 0.0 0.0 (25.0) (212.5) (241.3) (260.2) (271.4) 

EBITDA (excl. IRE) 150.8 185.2 191.9 816.3 1,004.3 1,178.7 1,369.2 

IRE (53.3) (44.4) (35.9) (167.3) (215.3) (177.3) (189.2) 

EBITDA (incl. IRE) 97.5 140.8 156.0 649.0 789.0 1,001.4 1,180.0 

Depreciation (13.2) (16.4) (24.7) (147.6) (172.2) (187.4) (200.3) 

EBIT 84.3 124.4 131.3 501.4 616.8 814.0 979.7 

Interest expense (2.6) (6.8) (10.1) (103.9) (152.3) (175.6) (166.3) 

Finance lease indexation 0.0 0.0 0.0 (19.9) (19.3) (16.6) (10.8) 

Taxation (24.5) (35.3) (36.4) (119.3) (139.4) (191.5) (244.0) 

Net income 57.2 82.3 84.9 258.3 305.9 430.2 558.6 

Dividends (60.7) (62.2) (63.7) (343.4) (388.5) (439.5) (497.3) 

Retained profits (3.5) 20.2 21.2 (85.1) (82.6) (9.3) 61.3 
        

Balance sheet 1        

Fixed assets 1,140.4 1,240.8 1,502.9 1,739.3 1,791.6 1,759.5 1,685.1 

Net working capital 25.6 36.1 49.6 74.4 105.5 143.3 188.1 

Net debt 90.7 143.9 203.6 456.8 584.0 596.7 550.3 

Finance leases 0.0 0.0 159.3 158.2 144.7 110.3 41.5
 2

 

Provisions and deferred 
tax 

67.7 105.3 140.9 234.9 287.2 323.9 348.2 

Net assets 1,007.6 1,027.7 1,048.9 963.8 881.2 871.9 933.2 
        

Cash flow        

Operating cash flow 90.4 139.9 157.7 656.6 788.2 999.8 1,179.2 

Taxation 0.0 (7.2) (14.4) (37.7) (92.3) (159.6) (224.8) 

Financing cash flow (2.6) (6.8) (18.0) (161.1) (228.6) (278.9) (308.2) 

Investing cash flow (117.8) (116.9) (121.3) (367.8) (206.0) (134.5) (102.4) 

Dividends paid (60.7) (62.2) (63.7) (343.4) (388.5) (439.5) (497.3) 

Change in net debt (90.7) (53.2) (59.7) (253.3) (127.1) (12.7) 46.4 

Notes: 
1 As per year end of respective period 
2 The capital repayment and dividend charge as part of the annual PPP unitary payment forms the principal portion of the finance 

lease liability and is debited against the finance lease liability on the balance sheet. Further work on the accounting treatment of the 
PPPs is required to assure full compliance with IFRS. 
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Table 49: Impact on DEL—20% efficiency case 

Y/E 31 March (£m) 2006 2007 1 2008 1 2009 1 2010–14 2015–19 2020–24 2025–29 

Resource DEL         

Interest paid on DRD loan  3.7 10.5 17.2  170.7   252.6   308.5   323.9  

Dividends paid to DRD—6% on initial equity (inflated)  60.7 62.2 63.7  343.4   388.5   439.5   497.3  

Initial equity investment of DRD 1,011.0 2        

Capital charge on initial equity investment (inflated) 3  (60.7) (62.2) (63.7)  (343.4)  (388.5)  (439.5)  (497.3) 

Debt investment of DRD 0.0 129.2 234.2 359.2  744.2   990.1   1,098.6   1,140.2  

Capital charge on DRD debt—5.79%  (3.7) (10.5) (17.2)  (170.7)  (252.6)  (308.5)  (323.9) 

Total Capital charge on departments investment in its PC  (64.4) (72.7) (80.9)  (514.0)  (641.1)  (748.1)  (821.2) 

DRD revenue support during transition period (grant)  (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

Net effect on resource DEL  (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

Capital DEL         

(Additions to)/repayments of DRD debt  (129.2) (105.0) (125.1)  (384.9)  (245.9)  (108.5)  (41.6) 

(Injections)/withdrawals of public dividend capital  0.0 0.0 0.0 0.0 0.0 0.0 0.0 

PFI on balance sheet  0.0 0.0 (162.4) 0.0 0.0 0.0 0.0 

– net change of PFI (reduction + indexation)  0.0 0.0 3.2 1.1 13.5 34.4 68.8 

Net PFI effect  0.0 0.0 (159.3) 1.1 13.5 34.4 68.8 

Proceeds/expenses from sale/purchase of stake  0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Net effect on capital DEL  (129.2) (105.0) (284.3)  (383.9)  (232.4)  (74.1)  27.2  

Table 50: Impact on DEL—30% efficiency case 

Y/E 31 March (£m) 2006 2007 1 2008 1 2009 1 2010–14 2015–19 2020–24 2025–29 

Resource DEL         

Interest paid on DRD loan   3.2  8.5  13.2  133.7  197.4  235.0  235.4 

Dividends paid to DRD—6% on initial equity (inflated)  60.7 62.2 63.7  343.4  388.5  439.5  497.3 

Initial equity investment of DRD 1,011.0 2        

Capital charge on initial equity investment (inflated) 3  (60.7) (62.2) (63.7)  (343.4)  (388.5)  (439.5)  (497.3) 

Debt investment of DRD 0.0  109.9  185.0  270.5  586.4  766.3  818.8  806.0 

Capital charge on DRD debt—5.79%   (3.2)  (8.5)  (13.2)  (133.7)  (197.4)  (235.0)  (235.4) 

Total Capital charge on departments investment in its PC   (63.8)  (70.7)  (76.9)  (477.0)  (585.9)  (674.5)  (732.7) 

DRD revenue support during transition period (grant)  (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

Net effect on resource DEL  (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

 
Capital DEL         

(Additions to)/repayments of DRD debt   (109.9)  (75.1)  (85.5)  (315.8)  (179.9)  (52.6)  12.9  

(Injections)/withdrawals of public dividend capital  0.0 0.0 0.0 0.0 0.0 0.0 0.0 

PFI on balance sheet  0.0 0.0 (162.4) 0.0 0.0 0.0 0.0 

– net change of PFI (reduction + indexation)  0.0 0.0 3.2 1.1 13.5 34.4 68.8 

Net PFI effect  0.0 0.0 (159.3) 1.1 13.5 34.4 68.8 

Proceeds/expenses from sale/purchase of stake  0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Net effect on capital DEL   (109.9)  (75.1)  (244.7)  (314.8)  (166.4)  (18.2)  81.6 
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Table 51: Impact on DEL—40% efficiency case 

Y/E 31 March (£m) 2006 2007 1 2008 1 2009 1 2010–14 2015–19 2020–24 2025–29 

Resource DEL         

Interest paid on DRD loan   2.6  6.8  10.1  103.9  152.3  175.6  166.3 

Dividends paid to DRD—6% on initial equity (inflated)  60.7 62.2 63.7  343.4  388.5  439.5  497.3 

Initial equity investment of DRD 1,011.0 2        

Capital charge on initial equity investment (inflated) 3  (60.7) (62.2) (63.7)  (343.4)  (388.5)  (439.5)  (497.3) 

Debt investment of DRD 0.0  90.7  143.9  203.6  456.8  584.0  596.7  550.3 

Capital charge on DRD debt—5.79%   (2.6)  (6.8)  (10.1)  (103.9)  (152.3)  (175.6)  (166.3) 

Total Capital charge on departments investment in its PC   (63.3)  (69.0)  (73.8)  (447.3)  (540.8)  (615.2)  (663.6) 

DRD revenue support during transition period (grant)  (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

Net effect on resource DEL  (164.0) (92.7) 0.0 0.0 0.0 0.0 0.0 

 
Capital DEL         

(Additions to)/repayments of DRD debt   (90.7)  (53.2)  (59.7)  (253.3)  (127.1)  (12.7)  46.4 

(Injections)/withdrawals of public dividend capital  0.0 0.0 0.0 0.0 0.0 0.0 0.0 

PFI on balance sheet  0.0 0.0 (162.4) 0.0 0.0 0.0 0.0 

– net change of PFI (reduction + indexation)  0.0 0.0 3.2 1.1 13.5 34.4 68.8 

Net PFI effect  0.0 0.0 (159.3) 1.1 13.5 34.4 68.8 

Proceeds/expenses from sale/purchase of stake  0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Net effect on capital DEL   (90.7)  (53.2)  (218.9)  (252.2)  (113.6)  21.7  115.1 

Notes: 
1 Assumes that tariffs/revenues are fixed for transition period 
2 Based on initial RCV of £1bn and zero initial debt, adjusted by opening net working capital and provisions 
3 Assumes that DRD/DFP reaches an agreement with HM Treasury that the capital charge is limited to the 6% dividend actually paid 

out on initial equity (inflated) by Water Service, instead of the real cost of equity of 8.69% 
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APPENDIX B 
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Terms of reference 
The main tasks will fall within three distinct, but intrinsically related, phases of the overall assignment, with 
the fourth phase dependent on the outcomes from: 

Phase 1—Business and financial analysis 

Advisers will be required to provide: 

(i) An assessment of the current forecasted business and asset management (capex) plans and cost 
saving assumptions  

(ii) A comparative based view on the achievability of the assumptions from previous sector examples, 
including historic and current water sector benchmarking analysis 

(iii) Advice on appropriate [financial/price] control mechanisms for the new GoCo, designed to achieve a 
sufficient and reasonable rate of return without abuse of the market 

Phase 2—Strategic options analysis 

Given the work carried out in phase 1, and using the existing financial model, (amended as necessary), 
advisers will be required to: 

(i) Identify and agree with the client and interested parties the main financing options and the issues for the 
delivery of water and sewerage services, including options involving the private sector 

Phase 3—Evaluation of options 

Advisers will be required to produce the following detailed assessments for each agreed option: 

(a) Acceptability and deliverability—taking account of: 

– all major stakeholder perspectives 

– environmental standards and EU water quality directives 

– the proposed revenue regime, including any vulnerable group provisions or cross-subsidisation 

(b) Capital structure—provide advice on the most appropriate capital structure for each option taking 
account of: 

– need to ensure stable long term cash flow and the establishment of Water Service as an investment 
grade service provider, whilst minimising water charges 

– potential sources of commercial debt/equity finance 

– water and sewerage sector precedents 

– key rating issues and business risks (including potential mitigating factors) 

– stand alone debt capacity 

– any proposed transitional Government support 

(c) Financial markets requirements—assess those potential options which involve an element of private 
sector participation from a financial markets perspective (i.e. using the approach that rating agencies 
would follow) taking account of: 

– commercial requirements of potential partners including equity investors 

– probable level of management influence required by partners 

– financial returns expected by equity and/or debt investors 

– the need to ensure the establishment of investment conditions expected by equity and/or 
debt investors 

– the economic regulation environment within which the new organisation will operate 
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(d) Financial valuation—taking existing financial modelling work as a starting point, undertake the 
construction of an integrated financial model. The modelling will be flexible enough to allow adjustments 
to capital structures, financing sources, regulatory regime, and revenue expectations. Using this model 
undertake a detailed valuation showing: 

– the evolution of the enterprise and consequent regulatory asset valuations 

– projected future tariffs 

– highlighting associated business risks 

(e) Legal/corporate governance—working in conjunction with the client’s legal advisers: 

– identify and define any necessary legal and contractual frameworks including corporate governance 
and timetable requirements 

Phase 4—Market soundings 

Subject to client decisions on the outcome of the first 3 phases of the assignment (i.e. Financial, Strategic 
Analysis and Evaluation exercises), advisers may be required to conduct a market sounding exercise in 
conjunction with the project management team. This exercise would include: 

(a) Identification of issues to be discussed during market sounding 

(b) Development of appropriate process (which may be either public or private, but is likely to be in the 
public domain) 

(c) Identification of target participants (including possible public consultation) 

(d) Conduct of market sounding exercise (involving client, project management team and others as 
appropriate) 

(e) Analysis and presentation of findings 

The client decided that no market soundings should be performed. 

Phase 5—Final report 

Advisers will be required to produce a final report, which will: 

(a) Identify a preferred structural option for water, with embedded cost transparency and efficiency of 
delivery, taking account of all relevant factors above 

(b) Provide advice on timetable and process for implementation of preferred option 
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APPENDIX C 

Glossary of terms 
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Glossary of terms 
 

AMP4 Asset Management Plan for fourth regulatory period for England 
and Wales 

Capex Capital expenditure 

CAPM Capital Asset pricing model 

CCD Current cost depreciation 

COPI Construction price index 

CWP Capital works programme 

DBFO Design-build-finance-operate arrangement 

DCF Discounted cash flow 

DEL Departmental expenditure limits 

DFP Department of Finance and Personnel 

DRD Department for Regional Development 

E&W England and Wales 

EBIT Earnings before interest and tax 

EBITDA Earnings before interest, tax, depreciation and amortisation 

EV Enterprise value 

FD04 Ofwat’s final price determinations, 2004 

FD99 Ofwat’s final price determinations, 1999 

FFO Funds from operations 

GoCo Government owned company 

HMT Her Majesty’s Treasury 

IDOK Interim determination of K 

IFM Integrated financial model 

IFRS International financial reporting standards 

IRC Infrastructure renewals charge 

IRE Infrastructure renewals expenditure 

IRR Internal rate of return 

MEA Modern Equivalent Asset 
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Glossary of terms 
 

NIAER Northern Ireland Authority for Energy Regulation 

NIAMP2 Second Northern Ireland Asset Management Plan 

NIAO Northern Ireland Audit Office 

NIE Northern Ireland Electricity 

NPV Net present value 

Opex Operating expenditure 

PC Public corporation 

PPP Public-private partnership 

RCC Recognised changes of circumstance 

RCV Regulatory capital value 

ROCE Return on capital employed (EBIT divided by the sum of book 
equity and net debt) 

RPI Retail price index 

SRC02 Strategic Review of Charges, 2002 

UWWTD Urban Waste Water Treatment Directive 

WACC Weighted average cost of capital 

WASC Water and sewerage company 

WIC Water Industry Commission for Scotland 

WOC Water only company 
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