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Research Update:

Dwr Cymru (Financing) Debt Ratings Assigned
Negative Outlook On Tough Operating Cost
Targets; L-T Debt Ratings Affirmed

Overview

« DWw Cynmru (Financing) Ltd.'s operating conpany Wl sh Water faces tough
operating cost efficiency targets.

e« At the sane tine, the utility is bringing its outsourced operations in
house.

W are affirmng the "A" long-termratings on the Class A and Cass B
debt, and the 'BBB+' long-termrating on the Cass C debt, issued by
U. K. - based speci al purpose vehicle Dm Cynru (Financing) Ltd.

e W are assigning a negative outlook to the debt ratings to reflect our
view of the risks of Welsh Water neeting the targets and sustaining its
current operational perfornance.

Rating Action

On March 8, 2010, Standard & Poor's Ratings Services affirmed its 'A

| ong-term senior secured debt rating, and Standard & Poor's underlying rating
(SPUR), on the MBI A-w apped C ass A bonds, and the C ass B bonds issued by the
U. K. - based speci al purpose vehicle Dw Cynru (Financing) Ltd. (Dw Cynru),
which is owned by the nonprofit conpany Gas Cynru. W also affirned the
'BBB+' long-termdebt rating on Diw Cynru's Class C bonds and £3 billion
mediumtermtermnote program At the sane tinme, we assigned a negative
outlook to all debt ratings.

Under our criteria, a rating on a nonoline-insured debt issue reflects the

hi gher of the rating and outl ook on the nonoline and the SPUR Therefore, the
rating on the Cass A bonds, guaranteed by MBIA U K. |nsurance Ltd.

(BB+/ Negativel/--), reflects the higher SPUR rating.

Rationale

The rating actions reflect our viewthat the final determination by the Ofice
of Water Services (Ofwat) for the next regulatory period (AWP5) to March 31
2015, sets Wl sh Water, Dwr Cynru's operating conpany, a tough set of

al | owances. Under the determ nation, Wl sh Water's cumul ative revenues mnust
decrease by 4% and operating efficiency cuts nmust reach £39 mllion by
2014-2015. Managenent intends to achi eve these cost targets through phased
wor kf orce reducti on, power procurenent savings, and power usage efficiencies
via schenes in progress.
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Furthernore, Wl sh Water has not been able to reach agreenents for the
continuation of its outsourced operating contracts with United UWilities PLC
(BBB-/ Stabl e/ A-3) and Kel da Water Services (not rated), for the AVP5 period to
March 31, 2015. Over the past several years, the outsourced busi ness node
focused on performance incentives and targeted costs. This allowed Wl sh Water
to achi eve substantial cost savings and to nove upward in peer perfornance
ranki ng. Neverthel ess, the restructuring elininates the principal —agent

probl em whereby the asset owner, Welsh Water, retains full |icense
responsibility for the operational activities of third parties.

The next regulatory period narks the first tine since the acquisition in 2001
that Wel sh Water's prefinancing cash flows after capital expenditures (capex)
Wi ll turn positive. This supports the trend of gradual del everaging

especially in the absence of pressure for customer dividends, which have

al ready been rescinded for 2010-2011. W anticipate that Gas Cynru will be
able to reach its conmitted | everage target of about 70% (net debt to

regul atory capital value {RCV}), which provides substantial headroom under the
90% trigger covenant. The actual pace of del everagi ng depends on Wl sh Water's
ability to contain costs within the stipulated allowances, and to a |esser
degree, on the rate of inflation

The debt ratings are underpinned by the stability of Wl sh Water's regul ated
nonopol y water and wastewat er busi ness. The rating strengths of this corporate
securitization include the liquidity nandated within Dm Cynru's financi al
structure, a strong overall covenant package, and strict limtations on

busi ness activities. The senior debt is structurally protected fromthe junior
debt, which is subordinated and cannot force a default of the senior debt.
Further support is provided by the trend of continuous del everagi ng and the
board's conmitnment to target net debt to RCV of about 70% At the sane tine,
the nonprofit ownership structure of das Cynru, with its |ack of

sharehol ders, elimnates pressure to | everage the bal ance sheet through

shar ehol der distributions.

These strengths are offset by the risk related to an aggressive--al beit
strengt heni ng--capital structure, on the back of high | everage and nodest
debt - protecti on nmeasures. Additional constraining factors are the risks
associated with the tariff reset every five years, and the chall engi ng

regul ator-induced efficiency targets required over the next regulatory period
starting April 1, 2010.

Liquidity

Strong liquidity, as mandated by the borrow ng docunents, is a central feature
of @as Cynru's financial structure, and consequently that of Dm Cynru
Covenants relating to liquidity include a requirenent to have sufficient cash
and bank lines for the next 12 nonths of capex. Wl sh Water's steady and

predi ctabl e operating cash flow stream and minimal near-termdebt maturities
provide further support. The next bond redenption maturity is £125 mllion of
subordi nated C ass C bonds in March 2011. In addition, a £150 nillion
liquidity facility at Dw Cynru is available if Wl sh Water were unable to pay
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its interest bills during a standstill period. Actual unrestricted liquidity,
excl udi ng accounts for debt service and customer rebates, was £83.3 nmillion on
Dec. 31, 2009. Undrawn comritted bank facilities totaled £345 mllion on the
sane date.

Outlook

The negative outl ook reflects our view of the risks surrounding Wl sh Water's
ability to meet its efficiency targets and the potential inmpact on the pace of
del everagi ng. Any deterioration in Wlsh Water's operational perfornance,

foll owi ng the change to an in-house business nodel, or an inability to contain
costs within OQwat's all owances, could affect our assessment of the conpany's
busi ness profile and may result in a downgrade.

Conversely, if Welsh Water builds a good track record as an asset operator,
mai nt ai ns an adequat e operational performance, keeps within its cost

al | owances, and continues to del everage, we will likely renmove the negative
out | ook.
Related Research

e "Criteria methodol ogy: Business Risk/Financial Ri sk Matrix Expanded," My
27, 2009

 "Met hodol ogy And Assunptions: Recogni zi ng The Sustai nable Cash Cost O
I nflation-Li nked Debt For Corporates," Feb. 10, 2009

e "Principles O Corporate And Governnent Ratings," June 26, 2007

Ratings List
Ratings Affirnmed; CreditWtch/ Qutl ook Action

To From
Dm Cynru (Financing) Ltd.
Seni or Secured
£100 ml. 4.473% Cl ass A
asset - backed sr secd bnds ser 3
due 03/31/2057*
Local currency long-termrating Al Negati ve A
Underlying rating Al Negati ve A
£700 ml. dass A sr secd nts due
03/ 31/ 2031*
Local currency long-termrating Al Negati ve A
Underlying rating Al Negati ve A

£528.6 ml. Class Bl thru B4

Bnds due 03/30/2027

Local currency long-termrating Al Negati ve A
£50 ml. 1.375% i ndex-|inked
Sub-d ass B5 bonds ser 2 due
03/ 31/ 2057
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Local currency long-termrating Al Negati ve A

Subor di nat ed
£125 ml. sub Cass C bnds due
03/ 31/ 2036 BBB+/ Negati ve BBB+

£3 bil. Med-term note Prog
Seni or secured Al Negati ve A
Subor di nat ed BBB+/ Negati ve BBB+

*Bond | nsurance Provider: MBIA U K |nsurance Ltd.

Additional Contact:
Infrastructure Finance Ratings Europe;InfrastructureEurope@standardandpoors.com

Conplete ratings information is available to RatingsDirect on the d obal
Credit Portal subscribers at www. gl obal creditportal.comand RatingsDirect
subscribers at www. ratingsdirect.com All ratings affected by this rating
action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng Standard & Poor's nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow (7) 495-783-4011.
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