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Executive summary

Over the past year, UK utility share prices have been volatile, especially within
the electricity sub-sector. The combination of the war in Ukraine and the
associated impact of fluctuating gas prices, along with sharply higher inflation
and the consequential rise in interest rates, have destabilised much of the
sector. Indeed, most sector constituents have seen their share pieces fall
(although not seriously), while Centrica, the UK’s leading gas company, has
bucked the trend, with a near 50% rise over the past year, albeit from a very
low base.

The two largest quoted water companies have announced their full-year results
in recent days (the announcement of Pennon’s full-year results post-dates the
compilation of this publication). The results of the two leading water stocks,
Severn Trent and United Utilities, contained few surprises; but the latter’s
revenues fell by over 2%. The impact of surging inflation has seen a sharp spike
in those interest payments associated with index-linked bonds, a funding
mechanism to which United Utilities, in particular, is exposed; consequently, its
adjusted EPS for 2022/23 was negative.

Considerable interest also focused on two specific sector issues that have
generated extensive media coverage of late: first, leakage levels, although still
too high, are at least falling; secondly, the water sector generally is - eventually
- recognising the controversy surrounding storm overflow issues. Disposing of
untreated sewage into rivers is intended to be a concession in quite exceptional
cases, but, in recent years, it has become commonplace, and Ofwat is adamant
that, given the environmental harm that it undoubtedly causes, especially to
water quality, such a situation cannot continue.

At the financial level, the lead-up to AMP8 is well under way, with business
plans for the five-year regulatory period - beginning in April 2025 - being
drafted. It seems clear that a substantial increase in capital expenditure will be
prescribed; how this will be financed, given the pronounced impact on
consumer bills, is far from clear.

As expected, full-year dividends for Severn Trent and United Ultilities rose -
both by 4.6%. These annual dividend increases are linked to movements in
CPIH. As inflation falls, future dividend increases, despite the time lag, are
expected to be pared back in nominal terms.

In terms of share price movements over the last five years, those of Severn
Trent and United Utilities have risen by 38% and 29%, respectively. Both were
“safe havens” for investors during the COVID-19 period, when many cyclical
stocks plunged. By contrast, despite its rally, Centrica’s share price is down by
almost 20% since late May 2018.
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The rush to private equity

AMP8 and the prescribed WACC

Revenue growth disparities

The pronounced downside of index-
linked bonds

United Utilities’ near £541m index-
linked finance expense at a 10%+
premium on the 2.2% effective interest

rate on its other debt

Falling inflation should markedly lower
finance expenses for index-linked
bonds

Further capex rises

Background

In 1989, the 10 largest water and sewerage companies in England and Wales were
privatised; however, the water sector in Scotland was excluded from this process,
and remains - to this day - publicly owned. Only three of the original 10 privatised
companies - Pennon, Severn Trent and United Ultilities - retain a public quotation.

Over the near 34-year intervening period, a heavy capital expenditure programme
has been undertaken by the sector. Consequently, net debt figures have risen very
sharply, especially for the many privatised companies that are now owned by private
equity interests. In the case of Thames Water, for example, net debt at September
2022 exceeded £13.7bn.

Every five years, price controls for the sector are set by Ofwat; the next review,
AMPS, will be implemented in April 2025. The allowed capital expenditure figures
and the Weighted Average Cost of Capital (WACC) will, as always, be pivotal.
Valuations will also be driven by dividend growth expectations that may give rise to
greater involvement by Ofwat, especially under a changed political environment.

Latest results

Although the announcement of Pennon’s 2022/23 full-year results post-dates the
compilation of this publication, both Severn Trent and United Utilities - the two
FTSE-100 stocks in the sector - recently announced their full-year results for
2022/23. There were no major surprises, although United Utilities’ 2022/23
revenues fell by 2.1% when compared with 2021/22; Severn Trent, by contrast,
reported that its 2022/23 regulatory revenues were up by over 10% when set
alongside its 2021/22 figure.

However, the impact of using index-linked bonds as an integral element of their
funding policy was clearly demonstrated, with the double-digit inflation that the UK
has experienced - until very recently — having a major negative impact. There are,
though, substantial offsets via the inflation-linked consumer price formula and tax
savings.

United Utilities was particularly exposed in this respect, with a finance expense of
over £541m on its index-linked debt. United Utilities confirmed, too, that its
effective interest rate on its index-linked debt was 12.4%, a premium of over 10%
on the 2.2% effective interest rate on its other debt. As a result, its 2022/23
adjusted EPS was negative.

Severn Trent’s index-linked debt exposure is considerably less, with just 28% of its
£7.2bn net debt being index-linked; 67% is fixed and 5% is floating.

Of course, with sharply declining inflation, these payments should fall appreciably,
but they do illustrate the adverse impact that high inflation can have when index-
linked debt instruments are widely deployed.

Looking forward, capital expenditure projections for the sector will remain key,
especially during the AMP8 period, beginning in April 2025. In the short term,
Severn Trent's figures indicated continued upward momentum in terms of
investment. In 2022/23, a figure of £737m was reported. For 2023/24, Severn
Trent has “flagged” a rise to between £850m and £1bn - a pronounced increase.

Industry issues

Aside from AMPS8, two industry issues continue to be widely debated, by both
politicians, at a general level, and by industry experts.
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Leakage, leakage, leakage - Ofwat

eventually gets tougher

Ofwat is assessing South West's and

Dwr Cymru’s leakage data

The storm overflow concession - not

designed for everyday use

Reliable dividends in recent years - in

marked contrast to Shell's 66% cut

Shareholder expectations met - even
during COVID-19

General Election permutations

Increased volatility going forward

First, the leakage issue remains an abiding concern for the sector. To be sure, the
figure is coming down, but from a very high base, given the low priority accorded to
this issue by Ofwat since privatisation in 1989. In Severn Trent’s case, it is on track
to meet its target of a 15% decrease by 2025 (over the 2020 figure). In the long
term, a 50% cut by 2045 is envisaged. In United Utilities’ case, its leakage figures
have fallen by ca.6% since 2020; this trend is expected to continue.

It should be added that Ofwat has recently announced that it is reviewing the
accuracy of the leakage figures submitted by both South West, part of the Pennon
Group, and by Dwr Cymru.

Secondly, there has been considerable media interest in storm overflow levels.
Previously, untreated sewage was allowed to be discharged to rivers in exceptional
circumstances, such as in a “flash-flood” situation. In recent years, though, this
concession has been abused, with regular such disposals. Consequently,
environmental concerns have been raised, especially with regard to preserving water
quality levels.

Ofwat has recognised the importance of this issue. Not only has it tightened the
monitoring requirements undertaken by the companies, but it has also confirmed
that storm overflow projects will become a more integral part of the AMP8 process
than has been the case to date.

Investor returns

Compared with other quoted utility stocks, shares in both Severn Trent and United
Utilities have been relatively stable in recent years. As might be expected, given their
assured revenues, they performed very robustly during the COVID-19 pandemic, as
many growth-orientated stocks seriously struggled. And their dividend payments
were more reliable than those of most other stocks during the pandemic - compare
this with Shell's 66% dividend cut in 2020, its first since the end of World War 2 in
1945.

As such, over a five-year period, dating back to late May 2018, both Severn Trent
and United Utilities have met shareholder expectations, with share price increases,
as noted earlier, of 38% and 29%, respectively. Of course, the post-pandemic
recovery in more cyclical stocks has seen some underperformance. Indeed, this
scenario may be repeated if adverse political trends affect the sector.

A General Election is widely expected in late 2024, and a change of government -
whether a majority or minority Labour government, or an official Labour/Liberal
Democrat Coalition - is a real possibility. While renationalisation is an unlikely
scenario, enhanced intervention in the level of dividend payments, or even changes
to ownership requirements, are certainly possible.

The two graphs below show how the share prices of Severn Trent and United
utilities have performed over the last five years. Given the current political situation,
and the lead-up to AMP8 and Ofwat’s final determination in December 2024, more
- rather than less - volatility should be expected.
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Challenges afoot

Severn Trent - five-year share price graph

Daily [.FTSE List 92 of 101] SVT.L 31/05/2018 - 30/05/2023 (LON)

Line, SVT.L, Trade Price(Last), 30/05/2023, 2,755, +29, (+1.06%) Price
GBp
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United Utilities - five-year share price graph

Daily [.FTSE List 97 of 101] UU.L 31/05/2018 - 30/05/2023 (LON)

Line, UU.L, Trade Price(Last), 30/05/2023, 1,014.5000, +10.0000, (+1.00%) Price
GBp
-1,150

-1,100
-1,050
1,014:5000
-950

-900

-850

-800

-750
-700

Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2
2018 | 2019 | 2020 | 2021 | 2022 | 2023

Source: Hardman & Co Research

Conclusion

As solid defensive stocks, Severn Trent and United Utilities have undoubtedly met
investor expectations in recent years. However, over the next two years, major
challenges await. They include AMP8, Ofwat’s prescribed - and pivotal - WACC
figure, as from April 2025, fluctuating interest rates and what may prove to be a
very contentious General Election.

The water sector is unlikely to lack challenges on several fronts.
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Nigel Hawkins

Nigel Hawkins is the Infrastructure and Renewables Specialist at Hardman & Co.

Nigel specialises in the energy sector, with a particular focus on the expanding renewable
generation market, in both the UK and overseas, about which he has written several
reports assessing the sector’s finances. He has been involved in analysing the utilities
sector since the 1980s. He covered the privatisation of the water and electricity
companies for Hoare Govett between 1989 and 1995. Subsequently, he researched the
UK and EU telecoms sector for Williams de Broe. He has also written many feature
articles for Utility Week magazine since the mid-1990s. Between 1984 and 1987, Nigel
was the Political Correspondence Secretary to Lady Thatcher at 10 Downing Street. Nigel
joined Hardman & Co in February 2016. He holds a BA (Hons) in Law, Economics and
Politics from the University of Buckingham, and is a senior fellow of the Adam Smith
Institute.
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Disclaimer

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

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

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

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

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

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

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

No part of this document may be reproduced, stored in a retrieval system or transmitted in any form or by any means, mechanical, photocopying, recording or
otherwise, without prior permission from Hardman & Co. By accepting this document, the recipient agrees to be bound by the limitations set out in this notice.
This notice shall be governed and construed in accordance with English law. Hardman Research Ltd, trading as Hardman & Co, is an appointed representative of
Capital Markets Strategy Ltd and is authorised and regulated by the FCA under registration number 600843. Hardman Research Ltd is registered at Companies
House with number 8256259.

(Disclaimer Version 8 - Effective from August 2018)

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

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

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

The full detail is on page 26 of the full directive, which can be accessed here: http://ec.europa.eu/finance/docs/level-2-measures/mifid-delegated-regulation-
2016-2031.pd

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