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What | plan to cover in today’s session

= Regulatory context

= How are water companies are funded

= 5 year Business Planning: what needs to be considered
= Price review 2024 (PR24)

= Ofwat’s business plan assessment

= Your involvement in PR24
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Regulatory Context




Why are water companies regulated?

Shoes
v' Many suppliers

v" Many products
v" Price variation
= Customers exercise choice

= Good suppliers succeed
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= Poor suppliers fail
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Why are water companies regulated?

Water
v' Many suppliers v One supplier
v" Many products v One product
v" Price variation v" One price

= Customers exercise choice = No customer choice

= Good suppliers succeed = No competitive pressure
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= Poor suppliers fail = Economic regulation to
= protect customers
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Ofwat regulate us, they have clear duties...

Primary duties

Secure that the functions of

each undertaker

(companies) are properly

carried out

Secure that undertakers

are able to finance their

functions, in particular by
securing a reasonable rate

of return on their capital

Secondary duties

Contribute to the
achievement of
sustainable
development

Secure that no
undue preference
or discrimination is
shown by
companies in fixing
charges

Secure that
consumers’ interests
are protected where
companies sell land

OFUMWA

Protect the interests Secure that companies

of consumers,

with water supply

wherever appropriate licences properly carry
by promoting effective  out their functions

competition

Have regard to the
principles of best
regulatory practice

Ensure that consumers’ Promote economy

interests are protected and efficiency by
in relation to any companies in their
unregulated activities of ~ work

companies
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Ofwat does not fund water companies — it regulates how
much companies are allowed to charge customers for the
service provided

= Price reviews every 5 years allow Ofwat to check water companies costs,
performance & service to customers

= We must be able to prove to Ofwat in our business plan submission that our
future plans are:

= Affordable (including provision for the most vulnerable) and acceptable to customers
* Financeable — Our investors should be able to make modest return

» Meet the needs of customers & stakeholders

= Delivers on performance and service to customers

* Resilient to long term threats — E.g. Climate change, population growth, social change etc.

= Delivers on regulatory commitments — E.g. WINEP, DWI, WRMP, DWMP etc. %
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Ofwat are just one of the many regulators we work with
when developing our plans — some listed below

CONSUMER COUNCIL FOR Environment
Our regulators , gency
@ Secures, protects and improves the

environment in England & Wales by
influencing policy making, flood

The champion for water and sewerage

customers, England and Wales protection, protection of the

environment and advice to

Independent organisation business/agricultural bodies

representing customers’
interests Issues ‘abstraction licences’ and
d f 1 monitors contaminant levels put
e ra into rivers, outflow pipes and the
Deg

tment for Enviro
Food and Rural s

sea
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ENGLAND

Ensures land, flora, fauna,
freshwater and marine
environments, geology and

O F A T soils are protected and
i

Government department
responsible for water and
wastewater issues including the
environment

. improved

guardians of drinking water quality

DRINKING WATER INSPECTORATE Economic regulators of the water industry.

Responsible for ensuring companies carry
out their functions, able to finance their
operations, comply with licences, protect
consumers, promote competition.
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— assessing the quality of drinking
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How Are Water
Companies Funded




Funding to pay for everything water companies have to
deliver comes from...

Customer bills

Investors investment

Smaller sources of income:

= Commercial activities that provide an income stream

= 3" party grants and contributions — E.g. bulk supply water exports

Every 5 years, through the Price Review process,
Ofwat checks that revenue levels in all of these areas
are reasonable and that customers are paying a fair
price for their service levels
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Investor areas for potential returns — Assessed by Ofwat

Capital Return +++ Other ==

Allowed Return on Capital . .
*Set return on capital that Ofwat allows the companies to make
Investment (WACC) g P

e ™
Underspend Shared

with Customers
(64% to Customers)
\

Efficient Totex «Underspend allowed levels of investment through efficiency

( Penalties Returned to )

*The better we perform the lower the penalties and greater the rewards;

Performance (ODIs) more potential for returns or re-investment Customers via B_‘i”
. i , _ i - : Reductions and Fines
No regulator fines (or clean-up costs) — any fines hit profits -
\Paid to HM Treasury )
Other Income *Other commercial entities can provide income that either gets re-
. invested or provides opportunity for returns (e.g. trade effluent, renting
(e.g. Commercial) land / property etc.)

Water =
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But...future returns on investment are reliant on investors
doing the right thing for customer and the environment

Why Invest?

= Returns on investment tend to be lower compared to other investment opportunities
= Are less risky and steady — Water industry investors in it for the long term gains

= |deal for less risky investments such as Pension funds

Cash Injections

= Investors may choose to spend more than their Ofwat allowed levels — This might
hit their short term profits, but this may be required to improve performance and/or
improve future profitability position

= |nvestors may choose to invest in more commercial activities to gain greater returns
later on too
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5 Year Business Planning: What

Needs To Be Considered




Business plans are complex — Consideration given to lots of
different aspects that deliver for customers and environment

Performance &
Risk Appetite
Levels

Our
Procurement
@ Approach

C(—)mmeréial
Approach & Markets

14

Net Zero Carbon

' g2X_ ()United mmm———m
7 b Approach

Utilities  yockshireWater
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F: SOUTH WEST WATER TRENT
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| WATER |
Water | ___ Southern

=7 == water w
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RHA

Our People
Approach

Dvir Cymru
Welsh Water

love evexy dvop Q
anglianwater o

Our ESG
Approach

Positioning Against
Our Peers
Planning & Delivery:

Combination of Traditional &

Nature Based Solutions

Size of . )
Must Build
Totex Pl - -
otex Plan Customer & Nutrient Neutrality
Regulator Trust Approach
: @ ; Our Customer &
No. of Cost Reputation: & 5 i Stakeholder
Claims Expectation & ﬁ Priorities
Levels *& \ £ .
E PN T
e outhern
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Water is in the sights of politicians and stakeholders

IS THIS THE gnp,

Labour targets water industry first for nationalisation

The shadow chancellor of the exchequer used his keynote speech at
today’s (24 September) Labour party conference to unveil the

ty’s pl for a. licly-owned water system . ;
“““‘“p?t§Q);1§~:p ¥ 2F 2:publicly -'rohwy», : LB DR 758
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The Challenge: Companies have to find a careful balance
between investment levels & bill prices whilst trying to meet
Investor, regulator, customer & stakeholder requirements

High

Prices

Low

16

(Customers)

Environment
Agency

Quality
Regulators

3

-
Departmeent far Emvironment
Food and Rural Affairs
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Ofwat’s process is complex and data intensive

= Efficient costs...

May/June 2023 Mov 2023
H Possible early company submissions  Engagement with EA, NRW,
[ |
U p per q u artl Ie and engagement with regulators  CCW and DWI on business plans

targets... vV Vv

;01|02:a3|o¢ Q1 02]03 os]01]a2]03]as u1[a2|03|c}4:01l02ja3‘04

2020 2021 2022 2023 2024
= Customer
consultations... A A
Dec 2020 May 2021 Late 2021/  June/luly Dec 2022  May 20 ing 2024  Dec 2024
PR24 launch document on  early 2022 2022 PR24 final Possible \Business plan Draft Final
keyareasof  Consult PR24 methodology early sub-\submissions/ determin-  determin-
PR24 on licence methodology missions ations and ations
odifi- Itati busi
= |nvestor returns.. cations o on Pl
. Business plan assessment
PR24 design ..
g and determinations
= |ncentives...
from
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Price Review 2024 (PR24)




PR24 plans will need to demonstrate action and evidence
against each Ofwat theme

OFWAT High Level = PR24 will represent an evolution
ot Consultation Themes from the PR19 approach, rather
than a major departure
m',f,“;’,,‘:,'_“w = The biggest change in emphasis is
term the focus on PR24 as part of a

longer-term strategy

= In funding terms, Companies
expect PR24 to be no less
challenging than PR19
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Note — The Ofwat themes will be finalised when they release their PR24 final methodology in late 2022. We expect them to remain broadly similar to these.



Ofwat wants long term strategies to inform PR24

Challenges and solutions

Customer
expectations
on service, society
and environment

Affordability
challenges
Focus on the long term

Understanding customers

and communities
Environmental and
social value

Efficiency and innovation

Climate
change

"l-.
W

Long-term deliverystrategies: key common requirements (draft)

1. Long-term ambitions — where will the companybe in
25 years?

Including indicative common performance commitments
up to 2050, backed by customer evidence and/or
government priorities

2. Strategy — how will you get there?
Including key enhancementinvestments up to 2050, set
out as adaptive pathways with alternative options and

trigger points

3. Rationale = why is the strategy the right way to meet long-term
ambitions?

Evidence that the strategy delivers optimally in the short, medium and
long term

4. Foundations
strategy?

Key assumptionsbehind the strategy and use of scenario planningto test
options and demonstrate resilience

what assumptions and processes are underlying the

Immipraowimg life through water | Gwelly by drwy ddyir | m



We will be required to tell Ofwat how our corporate strategy
will deliver for the short to long term

OUR AMBITIOUS VISION IS
To create a resilient water future
for customers in the South East
defined by five long-term outcomes

@ Q @ ® @

esilient water future for customers in the South East s s

//////////////HOW WE DO THINGS FOR OUR CUSTOMERS / e D e A R i
e © & 98 6 o

protect and improve the environment and sustain the economy
WE START BY BEING BRILLIANT AT THE BASICS

0900@

v&aM -'d " n M-VM
-u-. ot the Ruture Crosmestances. uo-n-nu o culw-n
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Publicly committed goals align to our strategic plan on a page

Deliver AMP7 Performance & Regulatory @ ;
o O @ Commitments by 2025 Net Zero Carbon (operational) by 2030

Quality Network Affordability

Electrify the fleet or introduce alternative low

Deliver AMP7 Performance & Regulatory

Commitments by 2025 carbon fuels + Plant 11m trees and 10,000ha of

peatland by 2030

100% renewables energy purchase by April 2021 Achieve 100I/h/d by 2040
Generate 24% of our renewable energy by 2025 Zero Pollutions by 2040
Eliminating avoidable plastic waste before the end

Triple the rate of leakage reduction by 2030 of 2042

@ @ Bills no more than 5% of income by 2030 At least 50% leakage reduction by 2050

Affordabitity [« y
Achieve 100% commitment to the Social Mobility @
o @ Pledge by 2030 Net Zero Caron by 2050
Experience [« y ®
. . . Note: 10% Biodiversity net gain for all future
Prevent the equiv. of 4bn plastic bottles ending up projects seems sensible %/o incl%de before Env. Bill
22 as waste by 2030 comes into force




AMP7 Strategic Plan on a Page: PR24, DWMP, WINEP & WRMP all
need to align and interact with each other for success

TORAY
Final Possible i FD
Assumin
hggrggﬁﬁglt?gg methodology & Ty BP BP No AP Detelrjra?rﬁtation Dee
published submissior| submission Stage 24
P R 24 Strategic Planning & Influencing ¢ ¢ 2 w '3
Mobilisation & Evidence . - !
‘ Gathering ‘ Draft Plan Development ‘ Plan Iteration & Submission | Ofwat ‘
Strategic Level 2 DWMPs for River Basin Catchments
RBCS Context BRAVA Problem ID_ Options Dev_Prog Draft Plan _ Consult __Finalise Plans |
DW M P S Tactical Level 3 DWMPs for Sewer Catchments Draft to Publish
‘ ‘ ‘ ! Board Defra / final
] Sign-off ST e EA DWMP
ublic inalise Level
Co‘rporate Level 1 D\‘NMP ﬂ conaultation H oo b—b’
EA deadline
EA stat Submit EA issues
i Permits WINEP

WINEP 5

WINEP AMP7 Studies
preparation

' Submit Publish SoR
Publish draft & revised
Plan WRMP24 draft
Regional Water Resilience Plan to Defra Wwpm
WRMP | Consult_|

Publish
final
WRMP24

2

*Timings, dependencies and milestone alignment are all subject to change as new info is provided



Ofwat’s Business Plan
Assessment




Ofwat assess investment proposals by Price Control using
Industry comparative modelling and deep-dives

Review water/waste costs using

selected models and deep-dives

(review by price control: base and Wholsesale Price Controls
enhancement costs)

+

[ Special Cost Cases J

+
L Set policy additions }

(business rates, pension deficit recovery cost
and third party costs)

Total totex funding Southern
= (Total Opex + Total Capex) Water ==
25




Base activity: Cost of maintaining and operating existing
assets to meet upper quartile performance and legal duties

Of@at

Ofwat use their own
baseline “efficient”
company model

Ofwat model uses info from
inside and outside the
sector to create a picture of

an ‘efficient water company’
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+ Ofwat use comparative
models based on company
business plan & historic data

Water company modelled data
includes: Base opex & capex
running costs; No. treatment works;
Population served; Properties;
Network length; etc.

Ofwat have tended to model baseline
costs using current and historic
datasets + inflation

= This approach broadly assumes that the
ongoing baseline running costs will be similar
now and in future to the past

Ofwat are reviewing whether to include
a new ‘forward looking’ element to
baseline models at PR24

= This forward-look would account for future
Impacts of, for example, climate change on
base maintenance and operating costs
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Enhancement activity: Investment that improves or
enhances the current baseline operation of the company

©ex wumled %

Utilities

= e
Tamed) o T wares
Water |

= = wa

er

9. % models and/or deep-dive assessments

BTHUMBRIAN,  (oue every
mmm’ anw:
angliand/ater & \yeish Water

Enhancement Components Enhancement Examples

New Supply / Demand Requirements
New Environmental Requirements

New or Emerging Water Quality Risks
or Tightening of Regulations

Other New Statutory or Regulatory
Requirements

Customer Supported Improvements —
Special Cost Cases

Level of Service Improvement Beyond
Upper Quartile Performance — Special
Cost Cases Supported by Customers
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WRMP; DWMP
WINEP

Nitrates, Pesticides, Lead, Fluoride

Security Measures (SEMD); Industry
Emissions Dir.

Bathing Waters to “Excellent” Status

Improve Leakage beyond 15%
reduction;

Leading on Pollution Reduction... Etc.

Note: Growth investment is theoretically enhancement spend too — you increase capacity
of your existing baseline operations to meet growth needs. Ofwat chose to model growth

within base models at PR19; TBC how Ofwat manage growth expenditure at PR24.

g8 Ofwat assess enhancement costs through a mix of comparative industry

Enhancement deep-dives and
special cases have a high
evidence threshold, and must
have:

v
v

A clear need
Clear efficient cost of delivery

Customer support — Including a clear
willingness to pay extra for it

Clear cost benefit + proven
environmental & social value

Customer protection from non-delivery
or significant underspend



Ofwat incentivise good performance and penalise bad

performance through outcome deliver incentives (ODIs)

= Performance commitments: pledges companies make to their customers and
stakeholders about service levels to make progress towards their outcomes.

= Qutcome delivery incentives: financial or reputational consequences for
companies of outperformance or underperformance against each commitment

= Common performance commitments: performance commitments with common
definitions covering customers’ key priorities and stretching performance levels

Leakage; Mains repairs; Unplanned outage;  Priority services for customers in vulnerable  Internal sewer flooding; Pollution incidents;
Supply interruptions; Water quality circumstances; C-MeX; D-MeX Risk of sewer flooding in a storm; Sewer
compliance (CRI); Per capita consumption; collapses; Treatment works compliance
Risk of severe restrictions in a drought

= Bespoke performance commitments: reflect individual companies’ circumstances
and customers’ preferences — E.g. Drinking water appearance; WINEP delivery;
Bathing waters; Renewable generation; Natural capital etc.
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ODI Example — Internal Flooding Incidents

29

800

700

600

Number of incidents

Internal flooding incidents

L

Year

*Diagram is just for illustrative purposes, not based on real data
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Getting the balance right — Ofwat, with government backing,
will only allow water bills to go so far to pay for things

= We can achieve a lot — But we can’t do everything! ;

= Water companies are embracing opportunities to reduce
cost and maximise benefits for customers and o
stakeholders: ‘ &

* Innovation and nature based solutions offer opportunities to deliver
better performance, environmental and social benefits for less cost

= Partnerships and collaborations provide an opportunity to pool
resources to achieve greater environmental and social benefits

= New Commercial ventures provide opportunity too (e.g. circular
economy)

= Markets — Ofwat required to look at market opportunities
to drive cost and performance improvements

from
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Price review process ends with a Final Determination from
Ofwat — Companies either accept or appeal

= Following the Final Determination, companies
have to decide if they can deliver on:

Their statutory and regulatory duties

The performance levels set out

Financeability measures — Risk and reward for investors

Customer and stakeholder expectations

Future resilience requirements

= Companies accept the Final Determination in
its entirety or they have to appeal via the
Competition & Markets Authority (CMA)
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Companies still have difficult delivery and funding choices

to make before and after Final Determination
Pre-Final Determination planning and delivery:

= Ofwat will allow some level of base maintenance and regulatory o
funding — For these more certain elements we can get on with
efficient planning and delivery

= Customer supported, or less certain, funding requests may not
commence delivery until the Final Determination is received
(Go:No-go decision required)

Post Final Determination planning and delivery:

= Tough decisions are made on how funding gaps will be met

= Cost, risk or performance — Something usually has to give

= After Final Determination it is all about delivering in the most cost

beneficial and efficient way possible — Companies are always

I I I is! Southern
open to new ideas on delivering this! el
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Your Involvement in PR24




The next 9-12 months are the most critical for getting
needs, options and costs into our PR24 business plans

= Engage with us now on:

= Qur strategic plans — DWMP and WRMP consultations need
your input

» |dentifying future needs and requirements

= |dentifying solutions and options for resolving problems

= |Innovation and partnership opportunities

= |f you do not engage now do not worry We Need YOar Help

= Our door is always open to new opportunities to deliver cost
beneficial solutions to problems

= New needs always come in that we have to manage between
Price Reviews — Available funding may be an issue though

= There will always be another Price Review in 5 years time
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Thank you and questions?
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