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Scottish Water Delivery Plan February 2009 Update

1. EXECUTIVE SUMMARY

The third year of the 2006-10 regulatory period, has been generally successful,
however delivering the investment programme remains our biggest challenge.

We remain committed to delivering the Ministerial Directions and other regulatory
targets for the 2006-2010 period, and outperforming the financial limits set out
within the Final Determination.

We are on course to deliver the majority of outputs by March 2010, however
there are a small number of outputs that will be delivered after March 2010.

We are currently out-performing our 2008/09 OPA target and we expect to out-
perform the original Delivery Plan target for 2009/10.

In 2008/09 we have achieved a significant physical leakage reduction arising
from our earlier planning and DMA activity, and the doubling of resources
deployed in leakage reduction. We expect to outturn in the 2008/09 target range
of 855 to 825 MI/d when measured on a like-for-like basis with 2007/08, and we
are committed to closing 50% of the gap to the economic level of leakage by
2010.

We have separated fully the retail service for non-household customers from the
wholesale business, and we have operated with retailers since the market
opened on 1 April 2008.

We are currently outperforming our 2008/09 financial projections and we expect
to meet or outperform the original Delivery Plan target for the 2006-10 period.

As part of updating the Delivery Plan we have reviewed our investment profile for
2009-10. Our planned Q&Sllla investment in 2009/10 is currently limited to
£637.1million as there has been a £96.4million reduction in available borrowing
for the 2006-10 period compared to our assumed borrowing in the March 2008
Delivery Plan update. We will operate within the reduced borrowing availability
(when taken with other resources available to us), but we may need to limit
investment in 2009/10 further to accommodate this, particularly if

there is an adverse impact on receipts from customers as a result of the
recession.

With regard to relieving development constraints we expect to out-perform the
original Delivery Plan targets, however the economic downturn may reduce the
number of developers progressing investment in 2009/10.

In finalising our updated Delivery Plan we have taken the opportunity to meet
with our Regulators to ensure that they accept there are good reasons where
changes have been made to the original plan. This updated Delivery Plan
highlights only where the content of our previous plan has been revised.

2. MEETING THE OBJECTIVES
2.1 Performance in 2008/09

The pace of investment increased significantly during 2007/08 and this high level
of investment has been maintained in 2008/09.

We are forecasting a slight reduction in Q&Sllla investment in 2009/10 as a
significant proportion of the projects within the programme reach completion,
although this will be compensated by early start investment for Q&Slilb.

There has been an increase in the forecast cost for completion of the Q&S Il
programme however our focused approach to Q&S Il closedown has delivered
significant improvement in resolving problem projects and moving projects to
completion and closure.

We are continuing to implement the ‘break the cycle’ approach to investment for
Q&S lllb and we will have made significant progress on the promotion and
scoping, optioneering and initial design of the programme prior to the
commencement of the 2010-14 period.

One of our major areas of out-performance in 2008/09 is in OPA, bringing early
benefits to customers in terms of improved service. We are out-performing our
plan target of 223 and expect to outturn ahead of our performance in 2007/08.
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Scottish Water Delivery Plan February 2009 Update

Among the improvements made are reductions to the numbers of customers
experiencing low pressure and sewer flooding.

We continue to work with the Commission through the Regulatory Leakage
Group to give greater visibility to the extent of our leakage work. We expect to
deliver leakage reductions in line with the regulatory target range of 855 —
825Ml/d (when measured on a like-for-like basis with 2007/08). We submitted our
long-run Economic Level of Leakage (ELL) in December 2008 and will seek to
agree the 2009/10 leakage target with the Commission by March 2009 following
their consideration of our long-run ELL.

We are currently outperforming our 2008/09 financial projections and we expect
to meet or outperform the original Delivery Plan target for 2009-10.

2.2 Outputs
The forecast output delivery for the Q&S llla investment programme is set out
below, together with the current RAG status along with commentary on changes

to the current delivery plan.

We are on course to deliver the majority of outputs by March 2010, however
there are a small number of outputs that will be delivered after March 2010.

Table 1
Output measure specified in .o .9 C s .
i P g ; - ﬁ gl P = o

Ministerial Directions 5%8 8 %_8 o 3 chgg = o 5
52 | 338 |SE| 559|3a% |[=E
088 | £88 o 0lo|x © Z

N N

Customer service

Number of works where odour problem

is addressed 14 13| A' 14 14| G

Water quality

Improve drinking water quality for 1.5m 3.00m 3.00m

people G 3.00m 3.00m G

Improve disinfection control for 4m

people 3.80m 3.80m | A? 4.31m 431m | G

Number of water resource zones with

reduced abstraction 78 64 | A® 78 78| G

Number of water sources provided with

flow monitoring and recording 521 521 G 521 521 G*

Number of flood studies undertaken 29 30 G 29 30 G

Number of backflow prevention devices

installed 235 235 G 235 235 G

Number of cross-connections made

redundant 5,200 5,500 G 5,500 5,500 G

Number of sites with increased security 1,016 1,016 G 1,016 1,016 G

% of population covered by water safety

plans 50% 50% G 50% 50% G

Waste water quality

Number of unsatisfactory intermittent

discharges improved [276] [264] | A® [300] [304] | A®

Number of waste water treatment

works’ discharges improved to meet

new consent requirements 29 27| G° 29 27| G&°

Number of First Time Provision projects

to meet environmental objectives in the

Directions 10 8| A’ 10 9| G

Number of waste water treatment works

upgraded to meet existing consent

requirements 18 17 8 18 18| G

Number of management and monitoring

systems at works to meet IPPC 1 1

Regulations 1 1 G

Number of landfill sites contained,

monitored and decommissioned 12 17 G 12 17 G

Relieving development

constraints

Provide strategic capacity at WWTW

(PE equivalent) 42,094 42,094 G 42,094 42,094 G

Provide strategic capacity at WTW (PE

equivalent) 174,693 151,000 | A° 174,693 174,693 G
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Notes to Table 1

1. Planning delays at Castle Douglas (Growth & Odour project), primarily due to
the need for further flood studies and reports, has delayed the project beyond
the original programme date of March 2010. We are working with SEPA to
agree on a phased scope of works to allow early delivery of the works
required to address odour to achieve the output by 31 March 2010.

2. The majority of projects to deliver improved disinfection control are now on
site, however Glencorse WTW will not be delivered until 2011, delaying the
delivery of improved disinfection control for 0.5m (population) beyond March
2010.

In addition, projects at Blackpark and Killylour are encountering difficulties
due to planning, land and licence issues delaying forecast acceptance to
August and December 2010 respectively. We are working with the Local
Authorities, Regulators and landowners to resolve these issues.

3. We are forecasting delivery of 64 outputs by March 2010. This programme is
subject to the seven stage process and has to be developed and approved in
conjunction with the Regulators, and the financing may need to be agreed
with the Scottish Government. Current projections are that 8 schemes will be
delivered post March 2010. Although the studies required to assess the
impact on each zone are largely complete, there is still uncertainty about the
final schemes for a further 6 zones which need to be agreed with SEPA and
these have also been projected to deliver post March 2010.

4. We are currently forecasting delivery of 521 outputs. Further investigations
into individual sites may identify other sources that will not be required due to
closures and data cleansing. We will complete the investigations by the end
of March 2009.

March 2010 and 304 for Q&Sllla. The amber status reflects the uncertainty
around the final numbers.

SEPA have requested the removal of Annathill from the programme as a
survey undertaken confirmed that no quality upgrade is required. A change
form has been signed off by SEPA and SW and acknowledged by the
OMGWG

Greentoft has been removed from the programme due to de-designation of
the shellfish waters.

SEPA has removed Cairndow from the programme and this has been
acknowledged by the OMGWG reducing the Q&Sllla outputs from 10 to 9.

The Kishorn project has slipped to 2010-11 due to land purchase delay at the
treatment works site. We have engaged with the local landowner to
understand his concerns and seek to reach agreement on an alternative site
location that will allow the project to progress. This is reflected in the number
of outputs being delivered by March 2010.

Springfield WWTW has been delayed to 2010-11 due to land purchase
issues. A compulsory purchase order has been issued. Negotiation with the
land owner is ongoing and, if positive, there is an opportunity to deliver the
asset prior to March 2010. Kinloss WWTW has been delayed to 2009-10
due to a change in scope. A review is being carried out to transfer the flow
from Kinloss to Forres WWTW.

We are delivering in excess of the Ministerial target of 16,500 pe. The late
delivery forecast for Glencorse and Blackpark has impacted on the 2009/10
delivery plan target for providing strategic capacity at water treatment works.
The forecast for 2009/10 has been reduced to 151,000 pe.

5. The actual number of UIDs requiring improvement during the period 2006 — All other Outputs are forecast to deliver t07 or above, p|an_

2010 cannot be confirmed until completion of all UID strategic and non-

strategic catchment study activities. There are a significant number of We will work with the quality regulators to programme outputs signoff throughout

additions and removals being made to the original SR06 Technical
Expression and the current forecast outturn position is 264 UID outputs to
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2.3 Changes to Milestones

Water Resource Strategic Studies

Following the Value Management process, a milestone report has been
submitted to the Commission which collates the current position and costs for
each of the complex zones, forecasting delivery of 64 outputs by March 2010. In
some zones, the scope of the scheme has not been finalised with SEPA and
further work is required due to the complexity and uncertainty surrounding
various aspects of the Water Resource Strategic Studies. If the final 6 schemes
need significant investment, above that assumed in the final determination, this
will result in delivery of outputs post March 2010.

UID Strategic Studies

Strategic studies are required in four catchments (Portobello, Glasgow,
Meadowhead and Stevenston) to determine the optimum technical and cost
effective, integrated catchment solutions. Determining the UID solutions is reliant
on complex catchment and coastal water quality modelling. The creation of new
models has also been necessary and this has impacted on the programme.

In terms of the remaining UID Delivery Plan milestones, our programme now
indicates that all these will be achieved by the end of the Regulatory period apart
from the Meadowhead and Stevenston catchment linked to the Irvine Valley
Trunk Sewer and the Airdrie & Coatbridge Trunk Sewer, due to the scale of the
complex solutions required for these UIDs. These remaining milestones require
detailed design to be completed, competitive tenders received and all
construction works to be completed within each catchment. Further borrowing
from the Scottish Government may be required if the costs of these schemes are
greater than assumed in the final determination.

Due to the increasing costs of the Glasgow and Meadowhead catchments,
Scottish Water has instigated a key stakeholder value management exercise to
identify possible scope changes to reduce costs in the Glasgow catchment. The
Commission’s Technical Advisor has also requested a review of the suitability of
the preferred options due to the high delivery cost in the Meadowhead
catchment. Both these reviews, and securing any further Scottish Government
borrowing, if required, could result in delay of delivery of outputs.

Glasgow & Portobello Catchments

There are currently 96 projects being delivered in Glasgow & Portobello
catchments. Of these, some 75% are simple solutions and are currently
programmed to be completed by 31 March 2009.

The remaining 25% are complex projects with typically large diameter pipelines
and tunnels through major urban areas. Delivery dates for these complex
projects have been revised and are now programmed to be completed by 31
March 2010.

The Airdrie & Coatbridge West Package 1 (Airdrie & Coatbridge Trunk Sewer)
scheme has been subject to further value engineering review due to the
increasing scope and complexity of the scheme. The costs have increased
significantly. Concern has also been expressed over the need to fully understand
the wider flooding issues in the area. On that basis, Scottish Water has
proposed to the OMGWG that further stages are required to allow the right
solution to be developed, efficiently planned and delivered. The proposed
milestone dates are Capex 3 in April 2010 and Acceptance in December 2011
(subject to confirmation of Capex 3).

Meadowhead & Stevenston Catchments

There are currently 68 projects being delivered in Meadowhead & Stevenston
catchments. Of these, 80% have simple solutions and are currently now
programmed to be completed by 31st March 2010.

The remaining 20% of the projects relate to the Irvine Valley Trunk Sewer. The
complexity and cost of this scheme has increased as detailed site investigation
and design has been completed. The scheme involves forming a 12km transfer
scheme comprising large diameter pipelines, tunnels and associated pumping
stations and storm tanks. These complex projects are currently programmed to
achieve detailed design and competitive tenders agreed by end June 2009 and to
reach completion by end December 2011.

Table 2 shows our revision to the milestones for the strategic drainage area
catchments. The dates relate to the completion of all work in the catchment.
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3.3 Q&SIlI Delivery

The pace of delivery of the Q&S Il programme in 2008/09 continues to increase
from previous years.

During 2008/09 £639m of projects are forecast to have progressed through the
Capex 3 gateway, taking the total value at or beyond Capex 3 status to £2,290m.
This is a significant shift in the bulk of the investment programme moving from
optioneering and initial design into final design and construction. The momentum
of the programme has now increased to the extent that there is significantly less
uncertainty or risk to the delivery of the 2009/10 targets.

3.4 Post 2009/10 Investment

The latest best estimate of the cost to complete Q&SI & Q&Sllla after March
2010 is around £179m, reflecting uncertainties in both the delivery of projects as
well as the realisation of risks. This assumes that there are no further increases
in the forecast costs (above limits financed in the 2006-10 final determination) on
the UID and Water Resources programmes. Should additional project scope and
costs be approved, these will increase the forecast investment post March 2010.

Q&S llla completion investment beyond March 2010 has increased due to
uncertainties around the outcomes from strategic studies, in particular two
significant UID projects, a limited number of significant water quality projects and
residual investment on projects forecast to reach beneficial use by 31 March
2010.

We are currently reviewing projects where completion and investment is forecast
post March 2010. In all cases, Scottish Water is committed to minimising the
value of Q&S3 investment post 31 March 2010, but with particular emphasis on
projects which are forecast to deliver regulatory outputs after that date.

The detail of the post 2010 investment is set out below:

Predicted Comments
outturn £m
Q&SI
The Capital Maintenance element of this work is
Campbeltown (Quality) 10.2 being delivered early in 09/10.
Likely completion post 2010 due to further
planning submission. Land (subject to CPO) and
Dunoon 19.8 outfall agreements remain outstanding.
Alness & Invergordon Delayed due to land and planning issues but
WWTW - Phase 2 0.5 current forecast assumes these will be resolved
Kenmore 1.9 Delays due to 3rd party agreement on land.
Residual spend on projects achieving BU by
Other 3.0 March 2010
Q&SI total 35.3
Q&slll
Increased investment post 2010 as study outputs
define the full scope of required works on
projects forecasting acceptance post March
Strategic UIDS 50.6 2010.
Forecast investment on projects forecasting
Non-Strategic UIDs 6.9 acceptance post March 2010
Glencorse has significant investment post 2010
due to the scope of the strategic solution but
Glencorse 37.9 opportunities exist to accelerate investment
Risk of further increase in post 2010 investment
if planning and consenting delayed due to
Blackpark 4.9 appeals
Killylour 2.7 Land issues
Penwhirn 1.1 Delayed due scope change
Largely completion costs on projects reaching
Other 34.6 acceptance in 2009/10
Q&SI total 138.7
Recognition that emerging project and
Re-profiling of SWS and programme risks held in 2009-10 may not be
SW Risk Provision 5.0 realised until 2010/11.
Total 179.0
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3.5 Programme Risk Contingency

The planned investment of £2,554.4m is currently allocated to programme lines,
projects, programme risk provision, and programme risk contingency. The
programme risk contingency is held as a central reserve to be allocated to
specific projects or risk provisions as the programme develops and risks
materialise.

The maintenance of a programme risk contingency is a prudent approach given
the remaining uncertainty over completion of an investment programme of this
magnitude. It represents about 4% of the investment to go i.e. 2009/10 onwards.
The allocation of this risk contingency, by its nature, is subject to some
uncertainty, but for the purposes of the Delivery Plan a significant proportion of
this has been allocated to 2009/10.

4. FINANCIAL PROJECTIONS
4.1 Basis of projections

The financial projections in this revised delivery plan are for Scottish Water,
including Scottish Water Business Stream Holdings Ltd (SWBSH) but excluding
Scottish Water Business Stream Ltd. These combined projections enable a
consistent comparison of borrowing requirements to be made with the previous
delivery plans and the Commission’s Final Determination of charges. The
projections for 2009 and 2010 are set at out-turn prices and reflect the following:

. For income: RPI at October 2008 of 4.2%;

. For costs: forecast average annual RPI of 3.9% for 2008/09 and 0.5% for
2009/10;

. A revised delivery profile for the capital investment programme and its
consequent impact on depreciation, interest and tax; and

. No early start costs for the 2010 to 2014 period have been included within
the financial statements in Tables 13 to 15 and Appendix 1 in order to be
consistent with the Regulatory Contract.

The projections for 2008/09 reflect the best estimate of the out-turn position for
the current financial year.

The forecast value of deposits/gilts at 31 March 2009 of £79.7m (Group) and
£43.7m (Scottish Water only) will be held as bank deposits. We will not invest
these funds in the financial reserve at 31 March 2009 due to current financial
market uncertainties and because these funds will be required to support
investment delivery in 2009/10.

4.2 The main changes from the March 2008 Delivery Plan
The main changes reflected in this revised delivery plan are the inclusion of the

audited actual results for 2007/08, an updated forecast for 2008/09 operating
performance and a revised delivery profile for the capital investment programme.
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Table 9 below summarises the revised profile of capital investment, for Q&S3a,
and highlights a forecast £179.0m of investment completion costs being incurred
after March 2010. The forecast investment for 2008/09 of £675.4m is within the
original estimated range for the year of £650m to £690m.

Table 9 Analysis of capital investment

Table 10 Financial indicators — Current Cost Accounts Q&S3a only
(nominal)

£ million Pre | 2006/07 | 2007/08 | 2008/09 | 2009/10 Total Post Total
April 2006- March invest-
2006 2010 2010 ment
Q&S I 173.1 64.5 30.3 53.6 321.5 35.3 356.8
Q&S I 24.3 240.2 560.8 642.9 557.1| 2,025.3 138.7 | 2,164.0

243 413.3| 6253 | 673.3| 610.7 | 2,346.8 174.0 | 2,520.8

Contingency 2.2 26.4 28.6 5.0 33.6

24.3 4133 | 6253 | 6754 | 637.1| 23754 179.0 | 2,554.4

4.3 Financial indicators

The key financial projections and financial indicators for 2006 — 2010 are set out
in Table 10.

£ million

2006/07 | 2007/08 | 2008/09 | 2009/10
Turnover 972.8 986.7 | 1,027.3 | 1,062.7
Profit before interest and tax 347.3 333.4 280.7 267.0
Net interest payable 142.6 139.5 149.8 161.3
Profit before tax 215.1 197.5 131.6 106.0
Tax 68.2 37.5 55.1 45.6
Retained profit 146.9 160.0 76.5 60.4
Capital investment — Q&S3a only 413.3 625.3 675.4 637.1
Net new borrowing — SW only 0.0 196.3 137.3 114.0
Net new borrowing — SW & SWBSH 0.0 196.3 195.8 114.0
Closing Government debt — SW only 2,436.9 | 2,633.2| 2,770.5| 2,884.5
Closing Government debt — SW & SWBSH 2,436.9 | 2,633.2| 2,829.0| 2,943.0

Note: The closing debt figures in Table 11 relate to delivery of the 2006-10 Regulatory Contract only
and exclude funding of the Q&S3b early start projects as shown in Table 10.

The forecast closing debt at March 2010 of £2,943.0m is within the adjusted
allowed debt of £3,029.2m (from the 2006-10 Regulatory Contract) as shown in
Table 11 below.

Table 11 Forecast closing debt reconciliation at 31 March 2010

Closing debt reconciliation at

31 March 2010 £ million

Delivery Plan (2006) forecast closing debt at 31 March 2010 3,236.2

Debt required after March 2010 to complete Q&S3 investment -179.0

Residual SR06 PFI funding (to be used for Seafield) -5.0

Infrastructure income awaiting investment ! -23.0
3,029.2

1. £23 million of infrastructure charge income received prior to 31 March 2010 is not forecast to be invested until
after the 2006 to 2010 period.
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4.4  Net borrowing

New borrowing in 2008/09 and 2009/10 is required for Q&S3b early start as well
as delivering the Q&S3a investment programme. This is currently forecast as:

2008/09 2009/10
Q&S3a (including SWBSH per Table 10) 195.8 114.0
Q&S3b early start 24.0 67.8
Net drawdown of borrowing 219.8 181.8
Opening debt at 1 April 2,633.2 2,853.0
Closing debt at 31 March 2,853.0 3,034.8

4.5 Financial Statements — Current Cost Accounts (CCA)

The forecast profit and loss account, balance sheet and cash flow statement for
Scottish Water, including Scottish Water Business Stream Holdings Ltd but
excluding early start investment associated with SR10, are detailed in Tables 13-
15. The accounts have been prepared in accordance with the Regulatory
Accounting Rules and exclude the impact of Financial Reporting Standard 17 —
Retirement Benefits and the impact of International Accounting Standards.
Forecast financial statements on a historic cost basis for Scottish Water core
business are attached at Appendix 1.
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Table 13

Scottish Water Combined - Current Cost Profit and Loss Account

(Scottish Water & Scottish Water Business Stream Holdings Ltd)

Financial year ending 2006 2007 2008 2009 2010
Turnover
Domestic 628.3 642.2 673.7 705.5 735.0
Wholesale 303.5 305.4 305.5 315.0 321.6
Trade Effluent 27.7 15.0 0.0 0.0 0.0
Other Income 59.4 10.2 7.5 6.8 6.1
1,018.9 972.8 986.7 1,027.3 1,062.7
Total Operating Costs 308.6 256.5 259.0 282.0 304.1
Other Expenditure
PFI 120.1 125.6 127.5 1334 134.2
Depreciation 140.5 163.6 192.2 231.2 252.2
Infrastructure depreciation 110.0 88.0 90.0 104.2 106.2
Amortisation of PFI 1.7 1.6 1.6 1.6 1.6
Amortisation of grants -0.6 -1.1 -0.9 -0.8 -0.8
Gain on sale of assets -3.9 -1.4 -9.3 -1.0 -1.0
Working capital adjustment (CCA) 0.0 -7.3 -6.8 -4.0 -0.8
Total Expenditure 676.4 625.5 653.3 746.6 795.7
Profit Before Interest & Tax 342.5 347.3 3334 280.7 267.0
Interest 142.7 142.6 139.5 149.8 161.3
Financing adjustment (CCA) 0.0 -10.4 -3.6 -0.7 -0.3
Profit Before Tax 199.8 215.1 197.5 131.6 106.0
Taxation 61.3 68.2 37.5 55.1 45.6
Retained Profit 138.5 146.9 160.0 76.5 60.4
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