What’s in the Pipeline?

A Review of Water Business in the World

Y

Euan Low,

BEng, PhD, IChemE, CEng, CSc

Business Development Representative
Japan and Asia Pacific

Mott MacDonald Ltd.

1. Introduction

“Is water the new o0il?” is a regular headline in international newspapers highlighting the
growing crisis in water supply-demand. But Japanese firms have a different perspective: Can
water projects be the new IPP (Independent Power Project) ?

JETC has invited the author to summarise how international water companies are doing
their business in the developed and developing countries, consider why Japan has taken a
different perspective and to explore areas where Japanese firms can enhance value in
international water markets.

2. Creating Value
(1) An opportunity to create value

Global new investment in water services required to meet demand has been estimated to be
around US $2.3 trillion over the next twenty years, of which US $1.7 trillion (nearly 75%) will have
to come from private sources, because governments themselves lack fiscal capacity. But how can
the Japanese private sector create value in international water markets?

Common water-sector transactions with private-sector participation that create value for
investors include project-financed deals, merger and acquisition, divestures and privatisations.
The largest market for private-sector transactions is in municipal water and sanitation services.
However, this is a highly emotive business with regular public debate over perceived conflicts of
monopoly suppliers making profit in social infrastructure. Additionally, the public sector has
significant influence in key decision-making such as setting service levels, tariffs and defining the
scope of water infrastructure to be provided. Especially in emerging markets, many investors
perceive delivering municipal water and sanitation services and obtaining attractive returns to be
difficult.

In contrast, water supply and effluent treatment services to industrial estate operators or
single captive industrial users are perceived to be easier to bring through development to
financial close. The global market for industrial consumers continues to grow at around 15% per
annum with outsourced revenues of around US $3 billion out of a US $80~100 billion market*!.

(2) Who is creating value in the water markets and how?

Most international firms have evolved into their current roles as water and sanitation service
providers from previous roles as operators, contractors or manufacturers. The leading players
are described below.
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(DFrance

The world leaders are French firms, namely Veolia Environment, SUEZ and SAUR, that
have had a long history in France of managing and operating the publicly-owned French water
infrastructure (a model called affermage).

The scale of domestic operations has given a stable balance-sheet allowing French firms
sufficient flexibility to make the long-term commitment in international target markets that is
required to see projects through lengthy development phases. However, French firms are
currently focussing on a few markets that offer a greater volume of potential deal-flow, especially
China and the recent EU accession countries of East Europe.

@UK

International interest in private-sector provision of water services has been stimulated by the
successful privatisations of water utilities in England and Wales and also successful
implementation of the government backed and supported Private Finance Initiative using Project
Finance in Scotland and Northern Ireland.

The restructuring of the UK's water industry has created considerable improved efficiency
whilst also substantially increased investment in the UK's water infrastructure.

The UK’s engineering consulting firms have played a key role in delivering this improved
efficiency, for example in the development of asset management planning, commercially-focussed
risk management, capital investment planning, and innovative methods of contracting which have
created highly transparent decision-making processes. In addition to pioneering the use of project
finance for the water sector, novel contract structures have been developed to create cooperative
partnerships between sponsors/operators, contractors and consultants where both risks and
rewards are shared.

The UK water Plcs’ success has made them targets for mergers and acquisitions, especially
by investors seeking long-term stable returns. A consequence is that these new shareholders
want risk-free portfolios and so have forced the UK water Plc’s to retreat from international and
non-core investments in other markets.

(®New Players

The last five years has seen a significant rise of new players, especially in transitional and
emerging economies. A recent OECD report identified 116 new players*2 These new players
are driving substantial changes and now dominate international markets so are attracting
substantial interest. Malaysia's YTL recent acquisition of UK's Wessex Water demonstrates the
sophistication of new players. The profile of new players include:

e Firms working nationally or regionally, but not globally, that have diversified into water
from related core business activities such as conglomerates, multi-utilities, manufacturers
and constructors;

¢ Financial and investment companies adding water companies to their portfolios;

e Expansion of existing water operators;

e Progression of public utilities to private status;

e Localisation of projects involving foreign operators;

e Public companies commercialising business operations.

New players are soliciting a variety of support which is creating the most promising areas of
new business for international firms, for example, providing capital equity investment, project
equity, forming investment vehicles, technology transfer, management know-how and licences.

®Japan
Japanese firms are finding that IPP markets have become considerably more competitive,
with the internal rate of return being driven down. The Japanese firms’ attention has therefore
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turned to other infrastructure projects that can be delivered with structured finance, including
water services. However, Japanese firms have had difficulty competing for new municipal water
projects so focus has been on captive projects, water services to industrial estates, or acquisitions
of existing operations.

Moreover, Japanese firms perceive a lack of operational experience to be a barrier to market
entry. New players with EPC experience have overcome this hurdle by presenting aggregated
commissioning experience as operations experience, or gaining experience by offering to operate
new plant for the first one or two years of operation before full handover.

3. Delivering Value

International firms prefer to use structured finance to invest into water infrastructure
projects to limit exposure to the parent company and to deliver value back to the parent
company. A structured finance transaction invariably involves a large number of participants
creating a complex network of contractual relationships as shown schematically in Figure 1. The
support of expert advisors familiar with the process is essential for professional delivery. Figure
1 also gives a summary of technical services that may be required to bring a transaction through
to financial close.

Figure 1: Summary of key players and technical services
required to deliver structured finance water projects

‘ Customers ‘ ‘ Government ‘ Policy development; Support of
P " Parliamentary Acts; Establishment of Service
A or_dab|||ty Level Agreements, Privatization
Studies
Local Department/ Market Study & Analysis, Master Plans;
Carbon Public Corp./ Private Co.| Procurement Strategies; Demand Forecasting;
Offtakers Independent Review; Contract Preparation;
PDD, ERPA, Independent Checking Engineer; Ingepgndent
Compliance Technical Auditor; Independent Validation &
Verification; Cost Control; Off-take Agreements
Lenders/ 4{ Special Purpose Co. ‘ Consortia Design; Detailed Specification;
Investors Owner's Engineer, Risk Management; Social &
Market Environmental Impact Assessment; Contract
Conditions: Preparation; Contract Audit, PDD
Lender's Engineer; ‘ Designer ‘ ‘ EPC Contractor ‘ ‘ Operator ‘
Technical Due — .
Diligence: Social Obtaining EPCM, Cost Control, Asset_Management_ P_Ianrjlng, Invgstment
& Env. Due Permissions & Design & Construction  Planning, Cost Optimization, Monitoring,
Diligeﬁce' Asset Consents, Management Auditing, Operational Maintenance Planning &
Valuation Survey,Detailed Procurement

Design Manufacturer

Safety cases; Reliability,
Availability, Maintenance &
Safety Review

(note) blue character: Mott MacDonald Services in Structured Finance

Typical first steps carried out by international players include commissioning market studies
and entry strategies by experienced consultants. Choosing well-connected local partners and
robust demand forecasting are key elements in the business planning and pre-bid preparation.
Independent preparation of Front End Engineering Design (FEED) and costing can give
confidence to investors when soliciting project finance.

In all cases, the reliability of supply and demand needs to be well understood. Risks to
reliable supply should be identified, quantified and mitigated. There is often over-reliance of
“take-or-pay” offtake agreements without a robust understanding of the underlying demand.
Demand is not only comprised of demographics and per capita consumption, but also affordability
of the service and consumers willingness to pay. Robust market demand analysis is essential to
ensuring project bankability.
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4. Enhancing Value Figure 2: Relationship of

Non-revenue water is often the single the Non Revenue Wate!‘
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through improving network management and
also business management.
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for maximising the value in existing projects I Uncounted for Water (UFW) |
include implementing change management and
human resources restructuring. Total Water Production

New projects offer even more opportunity

for enhancing value, the most promising areas
include:

e Innovation to reduce green house gas emissions from projects can earn Carbon Emission
Reduction Certificates (CERs) through the Kyoto Protocol (such as methane recovery from
wastewater treatment, wastewater sludge recycling and improved-efficiency pumping). At
current market rates, a one tonne reduction of carbon dioxide emissions can generate a
CER that can be traded for around US $10, and a one tonne reduction of methane emissions
can generate a CER that can be traded for around US$210. However, the strict procedures
for registering a project under the Kyoto Protocol requires experienced project
development to ensure that CERs can be secured.

e Degradation of water resources together with increasing demand on these resources is
creating new prospects for the sale of treated wastewater effluent for re-use in non-potable
water applications such as industrial process water, irrigation, and flushing.

e Wastewater treatment creates sludge waste-streams that can be expensive to treat and to
dispose of. However through early planning sludge waste-streams can create additional
revenue streams as bio-fuels or bio-fertilisers.

5. Japan in the world water business
JFTC has asked the author to explore areas where Japanese firms can enhance value in
international water markets.

(1) How can Japan Inc. assist water markets to develop?

The challenge for Japan Inc. is to find methods for bringing commercially viable projects that
provide safe affordable and reliable water and sanitation services for end users to Japanese firms.
The main issues requiring resolution are:

e Public water and sewerage services are typically administered at the municipal level,
therefore, offtakers are often small sub-sovereign entities without formal credit ratings and
therefore face barriers to raising finance for investment. In particular, international and
domestic banks are uncomfortable lending to projects where the offtaker’s credit risk is
unmeasured.

Japan Inc. may be able to assist sub-sovereign entities to improve credit ratings by
providing skill and knowledge transfer to emerging economies to restructure the smaller
sub-sovereign entities to create larger government corporations with formal credit-rating.
This can also be done by improving accessibility of guarantees and loans to these sub-
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sovereign entities. The EBRD (European Bank for Reconstraction) and EIB (European
Investment Bank) have demonstrated the viability of this approach for development banks.

e Many municipal water service providers face large capital expenditure obligations and

operational performance improvement targets, but have budget constraints that hinder the
infrastructure improvements that are required. But municipalities that are willing to
engage private sector resources are often inexperienced in defining projects that provide
an attractive proposition to the private sector.
Japan Inc. can assist by providing funds and facilities to finance the necessary skills and
knowledge transfer required to assist municipal water service providers in project
definition thus bringing equitable projects to market. Examples of good practice can be
found in Infraco and the IFC (International Finance Corporation) . Experienced consultants
can be used to provide this expertise to the public sector.

There is often a lack of transparency that reduces investor confidence and the confusion
leads to public concern about private-sector provision of water services.

Japan Inc. can enhance its profile by supporting and promoting better monitoring and
public reporting to increase transparency and confidence. Typical measures could include
benchmarking of performance, introduction of UK-style asset management planning to
ensure the value of assets are verifiable and introduction of economic and water quality
regulators. Moreover, supporting the establishment of independent regulators can also help
equitable projects to be brought to market and provides investors with protection from
political interference.

(2) What else can Japanese firms do?

e Focus on familiar territories and on markets where the world-class skills developed in IPP
markets bring a competitive edge. These skills (such as project development, contracting,
financing) are largely transferable.

e Engage professional support early in project development.

¢ Closely monitor the new players that are gaining confidence quickly to identify potential
partners.

6. The Japanese water market

Finally, the real prize for Japanese firms will be taking a stake in the imminent rationalisation
of Japanese domestic water services which will bring a huge pipeline of new deals. The lessons
learnt elsewhere are equally applicable in Japan.

Ends

Mott MacDonald is a global management, engineering and development consultancy with a
US $1.5 billion turnover, work in 140 countries and over 12,000 staff working in all sectors from
transport, energy, buildings, water and the environment to health and education, industry and
communications. The company’s breadth of skills, sectors, services and global reach makes it one
of the world’s top players in delivering solutions for public and private sector customers from 30
centres throughout the UK and offices in over 60 countries across Europe, Asia and the Pacific,
the Middle East, Africa and the Americas.

(note)

* 1 Pinsent Masons Year Book 2006-2007

* 2 Opportunities and challenges arising from the increasing role of new private water
operators in developing and emerging economies, OECD, 21-Nov-2006
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