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1. EXECUTIVE SUMMARY

This report presents recommendations from the Options we have reviewed in relaion to the
reform of the water sector in Thailand. We present proposals for tariff and regulatory reform,
decentralization and private sector participation in water supply and wastewater collection and
treatment. While the proposas address long and short-term concerns in relation to resources,
water supply and wastewater, they are devised o that fiscal pressures on the RTG will be
reduced rather than increased by the proposed program of private sector participation.

The centrd concern is to bring safe water supply, and wastewater collection and treatment to all
persons in Thailand as economicaly as possble, and to ensure environmentd and financid
sudainability of the indtitutions involved. The government sector will be charged with doing what
it can do best — set policy, appoint regulatory agencies and retain ownership of the key water
asts. The private sector will compete for service ddlivery across Thailand, in partnership with
the RTG, leasing RTG waterworks and wastewater assets subject to performance conditions.

It is the essence of this report that a process starting with corporatization of the key water
entities, followed by formation of a Water Regulatory Commission can set the stage for a new
ea in wae supply in Thailand, whereby government specidizes in regulation, consumer
protection and setting policy for the provison of safe water across the community, but where the
private sector, including individuals and community shareholders, have equity in the businesses
which manage both the water and wastewater industries.

While the main concern isto create viable expansion of water supply and wastewater services —
a desrable feature of the process is that it creates the possibility of a sequence of Initid Public

Offerings (IPOs) of the proposed seven water businesses. The 1PO process and the SET listing
are desirable, particularly once the businesses have set out a clear track record based around

past performance. Accordingly, as they become well structured, appoint sound management

teams and release adequate accounts they become highly suitable for ligting on the SET. The
international evidence is that water and other SOE privatizations attract a premium when bids
are dlowed for a key management and control role. The subsequent 1PO will typicdly be a a
discount per share, reflecting the sgnificant premium for control that Strategic investors may pay,

apremium probably of the order of 20% or more.

The proposed implementation process, leading to the rasing of extra capitd for water and
wastewater investments, is one which stswell with the RTG policy of degpening and broadening
participation of Thas in the ownership of vitd new and competitive infrasiructure service
companies.

1.1 Recommended Actions for Royal Thai Government

The key inditutiond features recommended are:
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1.1.1 Policy

The State Enterprise Policy Commission (SEPC) to present proposals from this Report
to the RTG Cabinet.

The National Water Supply Policy and Regulatory Board (through a Secretariat to be
gppointed) to act as the Interim Water Regulatory Commission pending passage of the
Water Industry Act and the associated forma gppointment of the Water Regulatory
Commisson (WRC).

The organization chart summarizing the recommended policy and regulatory relationships
Isset out in Figure 1 below.

Figure 1 : Proposed Policy and Regulatory Arrangements
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** National Water Policy Office to evolve from Water Supply Policy and Regulatory Board (NWB). NWB to act as interim regulator.

1.1.2  Corporatization

Use of the corporatization process by establishment of separate water corporations for
PWA and MWA, based on functionad but geographica regions, to be hdd initidly
within a Nationa Holding Company [NHC] - currently proposed to be named the State
Investment Corporation (SIC). This process would also ensure that key water
resources and physical assets remain under RTG ownership and control (through the
Minigtry of Interior)

Trandfer gaff and customer accounts of MWA, PWA and existing wastewater schemes
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to the NHC who would then grant leases of such assets to franchised service providers
S0 as to ensure that the assets and systems can be put to the most beneficia use for the
people of Thailand.

The organization chart summarizing the recommended corporatization, asset ownership
and leasing structure and relaionshipsis set out in Figure 2 (Proposed Water Industry
Structure) below.

113

Figure 2 : Proposed Water Industry Structure
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Regulation

Implementation of regulatory reform via a Water Regulatory Commission (WRC), and
improved water resource alocation via a Water Resources Agency (WRA), as per a
Water Industry Act now drafted, to protect consumers, licence water abstraction and
use, and to monitor contract performance of service providers.

As noted above, and as an interim measure, the RTG (through the Nationd Water
Supply Policy and Regulatory Board) to act as an interim regulator to handle and
expedite regulatory and tariff review issues.

The sequence of events from the exercise of regulatory powers by the National Water
Supply Policy and Regulatory Board (interim regulator), through to the passage of the
Water Industry Act and the gppointment of the Water Regulatory Commission is
summarized in Figure 3 below.
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Figure 3 : Evolution of Water Requlatory Commission and
National Water Policy Office
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1.1.4 Tariff Reform

Congderation of the implementation and enforcement of water abstraction charges and,
where piped water supply is available, a phase-in of well water access and where
possible, volumetric user charges, equal to charges for water supply piped from
waterworks within Thailand.

All waterworks and wastewater systems, both public and privately operated, to charge
tariffs as per decisons of the Water Regulatory Commission or its interim predecessor.

Implementation of tariff reform for PWA tariffs, with an increases of the average tariff to
15 baht per M® as soon as practicable in 2001-2 prior to implementation of the
privetizetion process, to facilitate early and sustainable investment in a large number of
waterworks across Thailand™.

The MWA Board be empowered to increase tariffs to 15 baht per M in 2001-2 prior
to implementation of the privatization process. While a 13 baht tariff is estimated in the
financid modd as cgpable of funding investment requirements; the 15 baht tariff would
enable substantial concession fees to be bid by the private sector parties and thereby
enable debt reduction, support for an assistance fund or more rapid implementation of

! Thefinancial model indicates that post privatization and the reform process water tariffs could vary
by region, over a range from 11-16 baht, depending on efficiency outcomes. The detailed tariff
outcomes will obviously depend on obligations defined (as per the Information Memorandum) and on
the periodic reviews. The competitive tender process for the proposed Regional Water Companies
(see below) will subsequently award the five RWC contracts to the consortia with the lowest tariffs
bid in each case, consistent with the required expansion of the former PWA waterworks. The financial
model indicates that with substantial efficiency gains post competitively tendered privatizations, that
tariffsin the indicated 11-16 baht range (indexed) are achievable within a private sector framework.

JATKINS
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expanded investment obligations.

1.1.5 Affordability and Cross-subsidy

The current and proposed tariff levels are generdly indicated to be affordable, but many
customers may deem other services have higher priority, and be voca againgt water
sector reforms if tariffs are seen to rise say to 15 baht from their current average below
12 baht. Thus there is a communications need, plus some possible funding or cross-
subsdies required, in order to make reform more politically fessble. One option
recommended for analysisisthe application of modest transtiona levies (50-70 satang
per M3) on large residential and dl industria customers, to support a Water Consumer
Assgtance Fund, to shidd in excess of 5 million persons from tariff increases as part of
the tariff reform.

However, there is some evidence that a cash fund may be misused or misunderstood in
Thalland — and thus there could be a case for continugtion or even extenson of cross
subsidies across customer classes and of low volume consumers (via the first volumetric
block) in particular. While such volume-based cross-subsidies are poorly targeted, in
terms of focusing the bulk of the subsidy on genuinely needy persons, they may be
adminigratively preferable, and a matter for review at the implementation stage of the
reforms.

There should dso be a review of cross subsidies to resdentid customers from
commercid/industrid users, which should however be restricted to less than 25%, so as
to encourage piped c.f. groundwater connections on the part of commercid / indudtrid
consumer's.

The various possible tariff-related relationships and sources and uses of tariff revenue
for water and wastewater systems, including a suggested Water Consumer Assistance
Fund are summarized in Figure 4 (Tariff, Fee Revenue and Subsidy Relationships).
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116
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----NWPO could reside within the Office of the Prime Minister or within Ministry of Natural Resources and
Environment.

* If rebate system deemed to be unworkable, assistance through lower volumetric charges, for first or second
volumetric band for residential customers could be implemented

**Environmental Fund to aid raw water storage, river management schemes, environmental in the aquatic
environment and fund wastewater schemes. To be administered by MOSTE or MONRE.

Preferred Structuring Option — Seven Tendered franchises — public-private partnerships

The initid sep involves corporatization and licenang of saven competitively tendered
water and wastewater customer franchises, as per the attached map (Figure 5). Each of
seven licensees would lease (groupings of waterworks) assets from the Ministry of
Interior through a suggested Nationa Water Assets Corporation (NWAC).

Preparation of separate leases over the MWA waterworks, 224 provincia
waterworks, nominated Municipd waterworks and a range of current and new
wadtewater schemes. The god is to create accountability for performance using those
assts, or via a decison of the WRC, to facilitate transfer or return to government or
municipdities if the peformance dandards in license/contract are not met, or if
responses to the regulator are deemed unsatisfactory.

The various dructurd relationships, including asset ownership and leasing relationships
between the new corporatized water and wastewater franchised enterprises (lessees)
and the proposed National Water Assets Corporation to be housed within the Ministry
of Interior (lessor) are summarized in Figure 6 (Corporatization, Ownership and
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Leasing Structure).

RTG

Figure 6 : Corporatization, Asset Ownership and Leasing Structure
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*not exclusive in the case of Bangkok. Subject to negotiations with the Bangkok Metropolitan Administration.

Preparation of a sequence of seven tenders to enable the RTG to choose as franchisees
the consortia deemed best able to manage the water supply and wastewater businesses
efficiently, subject to the tender conditions. The privatization options for each
corporetized entity isset out in Figure 7.
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Figure 7 : Privatization Options for Each Corporatized
Water Entity within the NHC
Bangkok Water Bangkok Water Thailand South | | Thailand Central Thailand North Thailand North Thailand South
East West Water Water Water East Water East Water
Option 1 Option 2 Option 3
Competitive Tender Competitive Tender of PO
- "
Option 1A Option 1B Option 1C Option 2A Option 2B Option3A Option 3B Option3C
Tender of Tender of Tender of Tender of Tender of
Minority Majority 100% Minority Majority Minority Majority 100%
Shareholding Shareholding Shareholding Shareholding Shareholding IPO* IPO* IPO
in Franchise* in Franchise* in Franchise in Franchise in Franchise
Followed by execution of Business Plan
PO of PO of as per IPO Memorandum/Prospectus,
hich could include contracting out of
* RTG to hold balance Balance of Balance of w : g
of shareholding within NHC Shareholding | [ Shareholding ‘k’)"ater production and/or distribution
usinesses

The advantages and disadvantages of differing mixtures of RTG equity and franchisee equity in
the IPO'd entities are set out in the dides below.

Sidel

Option 1. Competitive Tender of
Franchise — Advantages

Net advantages would depend on whether the shareholding tender
would befor aminority, amajority or for 100% of thefranchisee's
shares:

=> Advantages of franchise tender:

> Maximises sale price, particularly if amajority shareholding is
tendered

2 Future development and strategic plan can be imposed, and would
be required to be implemented at the cost of the new owner

3 Six or seven water franchisees will create competitive
environment in contractor and supplies market

3 Faster implementation of upgrading/expansion work dueto
reduced bureaucracy

2 Significant management and technical expertise injection thereby
raising standards of service

TASMAN
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Side 2

Option 1: Competitive Tender of
Franchise - Disadvantages

é If less than say 40% shareholding tendered and no more shares
can be bought, then there may be lessinterest from strategic
investors

>Limited control over identity of potential bidders for contracting
out work

>Limited ability to minimise warranties and other contingencies
where bidding is weak

2Risk of senior management leaving prior to completion of process
to assist bidders

2Control on strategic issues shift to Regulator — Water Regulatory
Commission will take time to gain experience

Side 3

Option 2: Competitive Tender of
Franchise followed by IPO

Net advantages depend on whether the tender was for aminority or a
majority shareholding:

=>Advantages:
> Higher price to be obtained for the strategic investor’'s stake
3 Thaiswill be able to share in upside of the franchise company

= Concerns regarding strategic plan, management of risks, etc involve
contractual commitments from the strategic investor

2 Strategic investor will impose greater financia discipline and
accountability

2 Faster implementation of upgrading/expansion work due to reduced
bureaucracy

> |f the strategic investor was able to retain control over the
implementation of capital expenditure and the operating maintenance
then an IPO of amgjority of shareswould be acceptableto it

[.ﬂm Page 9 TASMAN
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Side4

Option 2: Competitive Tender of
Franchise followed by IPO continued

=>Dis-advantages:

>Control premium will be sold upfront and this may limit
growth in value of the listed shares

2If majority of shares are to be sold, then this may be a
disincentive to strategic investors

2>There may be an incentive for the strategic investor to
maximise its returns prior to the IPO

Side5

Option 3: IPO (without franchise tender)

Some pros and cons would be applicable to a greater or lesser extent,
depending on whether the 1PO was for aminority shareholding, a majority
shareholder or for 100% of the shares.

= Advantages

>Thai ownership retained (the percentage would depend on policy for
foreign ownership)

>Assists development of Thai equity market
= Retention of Senior Management

>More flexibility for contracting out, and BOTs and other structures in the
future

=Contracting out of production and distribution will enable competitive
tension for tenders for upgrading/expansion contracts, leading to more
efficient cost structure

= The stock market would provide a future source of capital, and this may
be useful if Thai long term debt market contracts

[.ﬂm Page 10 TASMAN
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Side 6
Option 3: IPO (without franchise tender)
Continued
=> Disadvantages:

= Sale proceeds likely to be less than other alternatives
= If aninsufficient record of profitable operations then sale price may be low

> If thefloat isfor amajority of the shares then, asapublicly listed company, it may
be vulnerable to a takeover

2 Unlessit is required by law or by contract to “ contract out” its businesses, there
would be no introduction of new management or technical expertise - probably
less capability in managing risks and introducing new technology

= If not combined with strong strategic plan and contracting out commitments,
likely to be not attractive to investors (ie more of the same)

2 Not as financialy efficient (lower IRR) as a project company geared with debt

= There may be a need for strong broker support on an ongoing basis as the Thai
investor market may not currently be ready for this type of company

= |f the Thai Government retains a shareholding then this sharehol ding may imply
ongoing “moral” or “political” obligation to provide ongoing support

2 May be pressure to distribute dividends to shareholders, rather than reinvest
profitsin the business

2 May be less attractive to debt lenders than other options (more time consuming
and complicated to raise additional equity)

1.1.7 Tenders and IPO of Water and Wastewater Franchises

The competitive tenders for the corporatized entities could be for a minority or mgority
share in the formerly corporatized corporations, with the balance in each case to be the
bassfor an PO (once track records can be readily established and SET rules met).

A saries of saven IPOs of the water franchisees is possible, when any or each of the
seven franchisee' s track records is sufficient for SET ligting, with the prospectus having
potentia to provide regiona and community groups and staff with attractive terms. In
the case of gaff, RTG policy on issuing options can aso be implemented post 1PO, to
cregte high performance incentives. By having its equity liged on the SET, each
franchisee will be able to source new equity funds from the public. SET lising will aso
oblige the new companies to adhere to the financid disciplines required by the SET and
the equity market, to thereby help safeguard the interests of shareholders.

1.2 Steps by RTG in Implementation of Reforms
The gepsinvolved in creating the water franchises include the following:

1. By Cabinet Resolution, a State Enterprise Capitd Policy Committee establishes a
Company Edtablishment Preparetion Committee to form the Corporatized water
companies under the Nationd Holding Company (which may now be named the State
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Investment Corporation).

2. The MWA and PWA entities, and title to the physcd waterworks assets and
wastewater and trestment schemes be transferred into the Nationd Water Assets
Corporation under the Minigiry of Interior. The physical assets of the MWA, PWA and
exiging wastewater schemes be transferred to the proposed Nationa Water Assets
Corporation to be housed within the Minigtry of Interior.

3. Liahilities of the MWA, PWA and the wastewater collection and trestment schemes to
be transferred to the proposed National Water Assets Corporation to be housed within
the Ministry of Interior. Following the bid process, such debts would be able to be offset
by the capitdized bid fees, which are judged to be maximized if the franchised entities
subject to tender have “clean” balance sheets, dominated by the franchise licence and
free of physca assets and inherited lidhilities”.

4. A Water Industry Act (WIA) isintroduced.

5. The Water Regulatory Commisson (WRC) is formed under the WIA, to facilitate
consumer protection, performance monitoring and lease contract performance of the
private sector parties.

6. A sequence of compstitive tenders is held for a series of separate “ drategic investors’
who would each be the successful bidder for a strategic shareholding in one or possbly
two of the seven franchisees. The percentage of equity should be sufficient to attract
qudlity investment consortia that would also provide management services to enable the
franchisees to provide services in accordance with “best practice’.

1.3 Status of Waterworks and Wastewater Treatment Facilities

The waterworks and wastewater systems in Thailand can be classfied into three indicative
categories —for the purposes of developing and discussing Options (see Figure 9).

1. Category 1 (Core) waterworks - those that are clearly viable at tariffs within 10 percent
of current average levels. This category would include the MWA on the basis of the
most recent accounts, and assuming modest tariff increases to enable required
maintenance and investment

2. Caegory 2 (Expanson and Viable) PWA waterworks are those that would be viable
commercidly and could expand following areasonable set of tariff reforms.

“The experience in other jurisdictionsisthat if liabilities, say including a known X million baht or US$
debt, are taken out of an entity subject to tender, that the capitalized value of bids for the business
rises my more than X million. The logic is that the risk or uncertainty associated with acquiring the
businessisreduced by the decision and commitment that debt is to be so apportioned.
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3. Category 3 (Socid) waterworks are those deemed socialy important but are not
commercidly viable without very subgtantial tariff increases that would be politically
unattainable. Category 3 adso includes a number of wastewater systems that while
socidly vauable, require sgnificant subsdy and externd funding in order that they be

viable.

4. The recommended five Regiond Water Corporations each contan a number of
Category 1, 2 and 3 waterworks and wastewater treatment plants. What is proposed is
that the entire set of 224 waterworks assets of the PWA and approximately 30 existing
wastewater facilities be trandferred to the Nationa Water Assets Corporation and then
be subject to lease agreements with the five corporatized Regiona Water Companies.
These RWCs would have sole and exclusive piped water franchises in the designated
aress, and have leases of a long-term duration (say 25 years to encourage asset
maintenance and avoid asset stripping) but be subject to periodic performance standards
and review procedures. Contestability will be achieved because non-performance could
trigger withdrawa of the waterworks or wastewater system lease from the franchise —
and if sufficient poor performance was established by the WRC, then the franchise
licence could be withdrawn well in advance of lease expirations. Trandfer of franchisesis
to be subject to WRC/RTG regulatory approval.

1.4 Waterworks and Wastewater Plants - Alternative Options in Brief

The full discusson of Options for PWA, MWA, WMA and wastewater is st out in the body of
the Report. We summarize here our preferred options and the dternatives.

141 PWA

The man dternative option consdered for the PWA was to focus the private sector
participation options solely on the more viable waterworks — and to seek to hand back the
remaining waterworks either to the municipalities or to the resdua PWA, with the private sector
participating in management contracts for the waterworks to be handed back. We fed that this
(cherry picking) approach will not meet decentralization gods in a fair and reasonable manner.
We support a process to strengthen small regiond waterworks and wastewater schemes by
fecilitating access to competent regiond management with commercia expertise and access to
capitd, viathe Regiond Water Companies. Where there are socialy important waterworks and
wadtewater schemes that are commercidly non-vigble even with tariff reform, we recommend
that this Stuation is addressed by having management contracts and explicit subsidies to the new
Regiond Water Companies.

142 MWA

In the case of the MWA the main dternative option considered is to corporatize the MWA in its
current form —ie into a single integrated piped monopoly water supply corporation for Bangkok.
The corporatized business would have the sole franchise for serving customers in the current
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areas served by MWA, and would lease the MWA assets (and potentialy BMA wastewater
assets), to be transferred from the MWA (and possibly BMA) to the ownership of the National
Holdings Company. The RTG would then seek private sector participation, possbly in two
phases:

1. The competitive tender of the water management franchise of a key block of equity, to
a drategic investor with capita, management and appropriate technology, with the
concession fee being the basis for tender, at defined leasing fees for assets and pre set
average tariff per M* of water sold.

2. A subsequent or concurrent 1PO of the balance of equity.

We see the advantages of this option being that there will be some cost savings in adminigration
and coordination compared to the East/West split. The disadvantage is the absence of an
element of comparative competition — which we beieve could achieve lower invesment and
operating costs, and thus lower tariffs over the longer run, and creating a net additiond vaue
over and above the advantages of adding private sector participationin MWA of 12 hillion baht.
The East/West plit associated with gpplication of tendering the two franchises in conjunction
with the lease model, creates scope for losing leases if performance is not up to standard,
introduces competition.

If the MWA is retained as a single entity, the Board could, post the IPO (if stated in the
Information Memorandum or Prospectus), choose to contract out water production and
digtribution. The relative merits of separation and integration are discussed and quantified in the
financid modd section of the main body of the Privatization Options Report.

A variation of this option could be to have an 1PO first and then subsequently, as indicated in the
Information Memorandum, to tender the bulk water treatment plants and distribution businesses.
We fed that to take the business to an IPO and then later tender the component businesses,
while aviable option, with internationa precedents (eg Thames Water and Northumbrian Water)
but may not be the preferred outcome in Thalland. We bdlieve it is preferable to determine the
management structure and team on a competitive bad's, and for those investing in the subsequent
IPO to know the nature of the business management teams and business plan (and possibly
performance) in advance of the public offering.

We aso congdered the Option of separating the bulk water trestment and trangportation
busness from the didtribution concessons, which could be subject to separate franchise
ownership. The separate production and distribution businesses would lease their respective
assets from the National Water Assets Corporation — and would be dependent on the security
of the contracts between producer and distributor. Our recommendation is againgt the vertical
separaion on grounds unless the financing risks are deemed managesble. Our concern is that
insecure supply and investment coordination risks might raise the cost of capita subgtantidly.
For example some of the digribution busnesses may have rapidly growing populations, and
others dow growth, cregting differing attitudes to invesment in bulk supply invesments
Excessve verticd separation creates the prospect of these risks and uncertainties about other
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companies in the water chain.

The resulting preference we have expressed is for verticaly integrated water supply companies,
idedly separate East and West companies from the MWA, but where in ether case it is the
customer accounts — rather than government guarantees or supply agreements which ultimately
underpin the commercid viability of the private sector franchises — retall and bulk. Separate
digribution companies, while a viable and desrable option in many ways, will have both
customer account risk and bulk supply risk to evauate. In the current Thailand Situation — with a
lack of confidence in many financid and other indtitutions post the currency crisis - these risks
Seem an un-necessary complication.

1.5 Implementation Benefits

1.5.1 General considerations — expanded connections, separation, affordability and
decentralization

While the main purpose of the reform is to enable a greatly expanded pace of connections to
piped water supply and wastewater services at affordable prices, environment concerns are also
centra to the proposals. At present many aguifers in Thailand, especidly adjacent to Bangkok,
are being over used; and subsidence, sdinity and scope for water borne diseases are redl
problems. The viability of many current waterworks is undermined by permissve use of
groundwater and by major users failing to bear the full economic and environmenta costs of their
actions, which aso divert their business away from PWA and other waterworks, which then are
made less commercidly viable. While our proposds are separate from other initiatives in relation
to irrigation and groundwater rights and charges (an Asan Development Bank TA), the
measures presented will encourage efficient use of scarce water and capitd across Thailand —
and dlow locd monitoring of performance standards and increased accountability of those

responsible for supplying piped weter.

1.5.2 Expanded connections

The proposas will both alow increased investment and expanded connections to piped water
supply, plus broad-based community participation in shareholdings in seven new water and
wastewater companies across Thailand (two in Bangkok and five regiond water corporations).
Proposds for amalgamation of respongbility for management and cost recovery in reation to
wastewater schemes are included, amed at franchisng or otherwise contracting wastewater
collection and treatment through the new private water sector corporations. One of the mgjor
risks investors face in Thailand water projectsis that most businesses are quite used to pumping
ground or river water and then using it for their own purposes. While there is a Prime Minigerid
Decree requiring that parties having access to piped connections should use the loca piped
water supply rather than ground or river water, it would appear that decree is not backed either
by legidation or enforcement procedures. The new Water Indusiry Act will need to ensure that
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this Stuation is corrected®. The viability of commercid water invesments is crucidly dependent
on the new water franchisees being able to replace well water usage where piped connections
are available. A supportive element of the strategy is that the charges per M® for groundwater
use across Thailand be made at least as high as the charges for commercia piped water supply.

1.5.3 Affordability and Water Consumer Assistance Fund

Affordability concerns could be addressed by a specid  Water Consumer Assistance Fund,
based on modest levies of 50-70 satang per M* on larger and commercid/industrial customers.
However if adminigrative and other reasons suggest a Fund is impractica then a continuation of
volumetric, customer class or regiona subsidies should be investigated in the implementation
phase. Large customers for whom water is areaively minor expense should be expected to pay
economic charges for water, and al customers should be empowered through a Customer
Charter and a new Water Regulatory Commission with the objective that water and wastewater
services will be dramatically improved across Thailand.

The recommended options are timely and address the decentraization and capital market
framework set out by the RTG. In particular the proposds fit the proposed formation of a
Nationa Holding Company (proposed to be re-named as the State Investment Corporation) as
avehicleto facilitate private sector participation in the water supply sector.

While our earlier Reports presented a range of options, we here focus, as requested, on the
preferred Options. In the case of the MWA, we present both the preferred option — formation
of East and West Bangkok Water Corporations — despite the stated preference of the Board of
the MWA to retain their current management structure, but with an PO to augment their capita
base.

1.5.4  Franchises and Initial Public Offerings (IPO)

Given that the IPO of state enterprisesis akey objective of RTG policy, we seek to ensure that
the process is consgent with the overarching god of expanding coverage of quality water
supplies across Thailand, on an affordable basis. Accordingly, at the time the proposed water
franchise businesses are to be placed for liging of the Stock Exchange of Thailand (SET), there
will be a need for well-established track records of the seven water entities probably of up to
three years, together with viable business plans. This will only be possble if the initid consortia

3 Under the Draft Water Industry Act there would be a new and powerful Water Resources Agency within
a new Ministry of Natural Resources and Environment (MONRE), with transitional arrangements. It is
proposed that the WRA be established as a Department or an Office with the status of a Department.
After establishment, the WRA will be the only agency making bulk water allocation and abstraction
licence decisions. This power will cover both surface and ground water. The WRA will have certain
powers transferred from various existing government agencies to consolidate these powers within one
entity. This will make administration easier. For example the powers of the Royal Irrigation Department in
relation to bulk/raw water allocation and the Department of Mineral Resources re groundwater will be
transferred to the WRA.
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of investor/managements/operators appointed by the corporatized boards have established or
inherited sound working businesses with financid track records.

It is thus both a requirement of SET listing and of the desirable sandards of performance in the
water sector, that there be two stages to the process of private sector participation in the
expanded water sector.

1. Thefirst is that of competitive tendering of the franchises, where the successful
new management team (ie that bid the highest concession fee in rlaion to the MWA
franchises, or lowest average tariff for the five RWCs), will be deemed to have
adequate equity and debt finance to run an efficient customer focused water and
wastewater business. The need is for both incentive and control considerations to be
addressed — and without a strategic investor/manager/operator that will not be present.

We would expect that while interested private sector parties would prefer more than
50% equity in the franchise company, they may accept a smdler or minority
percentage if the terms of the franchise or concesson contract and the shareholder
agreement are deemed satisfactory and they are entitled and able to play a meaningful
role in the operations and maintenance of the water system and in the franchisee's
capital expenditure. 1t should be noted that shareholders who subsequently buy shares
a the IPO, would dso be seeking a share ownership dructure that enables
management to maximise vaue, subject to the regulatory and other congraints that will
be uniquely applicable to the water sector.

2. The second stage, the actual 1PO, would invite interested individuas, organisations
and gaff to participate, with the likelihood that the PO share price would be a a
discount in relation to the price origindly paid by the franchisee (usudly an drategic
investors pays a premium for the key management role). Depending on the outcome of
the due diligence process, the various risks inherent in acquisition of public sector
infrastructure (uncertain underground assets, groundwater “competition”, contamination
and water catchment and abstraction risks, etc) should be able to be alocated amongst
the various parties based on their respective abilities to manage and mitigate such risks.
The PO shareholders will aso appreciate the clarification of value (e reduced risk),
and hopefully the enhancement of vaue that is likely to unfold as the management team
implements its busness plan and technology. Because of these factors it is not
unreasonable to expect a two to three year period before the regiona (non Bangkok)
waterworks are subject to PO, given the need to establish athree-year track record as
per the SET lidting requirements.

In the case of the MWA, while it is proposed that there be a separation of the current business
into two new but verticaly integrated businesses, Bangkok East and Bangkok West, it will il
be possible to construct financia accounts of these two entities within a reasonably short period
of time. It is neverthdess likely that the 1PO of the two Bangkok entities could take place within
a reasonably short period of time, and idedly by 2003, the indicated time the Prime Minister
(April 2001 Statement) has given for the water | POs.
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1.5.5 Water IPOs are Different

We note that in the case of Ratchaburi and other infrastructure 1POs in Thailand, they have
typicdly not had a Strategic investor or lead participant. This has been consstent with Thai
concerns with some of the actions of private sector investors in recent years. We share these
concerns, and thus have rgected a physica asset sde (UK) modd in favour of a more French
leesng/affermage arrangement, where assets are owned by the RTG and leased from the
National Holdings Company, with rolesfor LGUs to also lease or transfer assets to the WRCs
We have for smilar reasons suggested a regulatory structure and tender process, plus the scope
for withdrawa of leases of non-peforming waterworks and wastewater schemes as a
safeguard. However, to go further and preclude drategic investor operators from having a
criticd mass of shares will prevent the attainment of the new invesment and water supply
standards sought by the community.

There is a subgtantia difference between what we are proposing for the water sector -- where
the RTG will be retaining 100 percent ownership of the assets leased to the franchisees --

and the stuation with the energy and trangport |POs where physical infrastructure assets are a
key part of the baance sheet subject to the IPO. The balance sheet on each of the franchises
subject to an IPO under the proposed water arrangements for Thailand would have as the main
ast the licence or sole customer franchise on water and wastewater service provison in the
defined jurisdiction — the physical waterworks assets would be on the RTG corporatized entity’s
balance sheet. The rights of each franchisee to use the assets will be subject to its performance
under the licence.

In order to provide services, the franchisee will have to make lease annua payments in respect
of each of the waterworks and will have to charge an average tariff consstent with the successful
tender (see below on bidding tariff versus concesson fees). There will aso be predetermined
raw water abstraction charges payable to the RTG that could assigt in funding socidly necessary
water and wastewater schemes (Category 3) that are not commercialy viable or otherwise
improve RTG finances. There will be norma tax ligbilities associated with a standard limited
liability company in Thailand, with tax payments replacing the current remittances to the Minigtry
of Finance from the MWA and PWA.

While a monopoly 1PO of the current MWA may be attractive to some shareholders, we see
maximizing customer focus and vaue as the primary god. We favor periodic monitoring of
competitively tendered franchises that will manage the many waterworks and wastewater
schemes across Thalland. We favor two vertical franchises in Bangkok (with a bulk transfer
agreement). The resulting scope for genuine benchmarking or comparator competition from the
WRC being able to monitor seven water businesses is, we sugges, the best means of mesting
community concerns re private sector participation in water supply.

The features of the East and West water businesses as they would start —in a corporatized form
in 2002 is summarized in the main body of this Report (and set out in great detall in the financid
model). Over the next 20 years, the extent of investment in the West will expand both due to
superior access to raw water and as population is expected to grow more rapidly in the West.
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Thus while the east is a strong customer driven business, the West would be a strong capita
growth and bulk water investment and distribution business.

The model proposed keeps customers and communities as the main targets of service delivery.
We see no reason for maintaining one vast (private) piped water business in Bangkok when
customers and the efficiency of a Regulatory agency would be helped by a capacity to have two
amaler but ill very szable businesses and the five new regiond water corporations. While the
East budness is larger in terms of customers than the West — and will initidly have a more
substantid cash flow, down the track the investment in water production and transmisson in the
West will be critica to supply in the East. The need will be for a pass-through of capita costs
and security-of-supply costs from the West to consumers of water in the East in order to make
the split model work over the long life of the water assets. That said, there are subgtantia
advantages to consumers in having two water firms in Bangkok — largely through facilitating an
eement of benchmark competition in qudity of service and in efficiency of invesment and
management.

Our financid andlyss and experience in other jurisdictions leads us to accept that verticd
integration brings coordination and risk reductions in relation to synchronization of invesments
and customer needs, and thus may deliver a lower cost of debt and equity capitd by reducing
perceived and actud risks. However, the creation of two Bangkok water businesses — each with
their own water production (treatment) entities linked by a bulk transfer agreement, seems likely
to offer longer term benefits that will outweigh some sharing of overheads that would result from
asngle entity.

Despite our preference for separation of MWA into two verticaly integrated businesses, we also
discuss the ramifications of a mgority PO of MWA as asingle entity, and dterndive runs of the
financid modd suggest that, while judged inferior to the recommended option, a tendered
privatized MWA concession (say 35%) followed by an PO for the baance of equity (say 65%)
would congtitute improvement and could contribute substantid fiscd benefitsto the RTG.

1.5.6 Bidding the Tariff versus Bidding Concession Fee

A key question in terms of the competitive tender process to gpply to the water sector in
Thailand is whether the tender should seek bids based on the (maximum average) water tariff (as
goplied in Manila per example, where the bid for east Manila was subgtantidly lower than in the
west, creating arange of problems) or whether the average tariff, as with the leasing charges for
the waterworks and wastewater assets, should be preset in the Information Memorandum, with
the successful tenderer being the bidder with the highest annua concession fee. Because of the
Manila experience, and to achieve tariff condstency within metropolitan Bangkok, we
recommend that the average water tariff is set by the RTG (say at 15 baht) a the time of the
tender and that concession or leasing fees be the subject of tender.

In the case of the proposed five Regiond Water Companies, they will have subgtantialy different
costs and there will be a strong case for tariffsto vary by region, consagtent with cost variations.
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There will be wastewater schemes that will be the subject of specia agreements, where in effect
there will be management contracts to provide a number of wastewater connections subject to
specific subsidy payments from designated PSO funds. It is our view that for a number of
reasons, the maximum weighted water and wastewater tariff should be the subject of competitive
tender. This means the five regiona water franchises will have predetermined concession fees
and leasing charges for waterworks and wastewater assets and will seek to bid the lowest
weighted average taiff, the weights being the volume factors gpplied to water and wastewater
service provison as set out in the Information Memorandum, dong with coverage and standards
and other contractud items.

The effect of bidding the concesson fee in Bangkok should be to generate funds to expand
investment in water and wastewater trestment in Bangkok. The average tariff should be set both
to encourage conservation and to generate the required funds for the waterworks. The effect on
bidding the tariffs in the case of regiona Thailand, subject to preset concession fees, will be to
deliver the obligations on water supply and new connections at the lowest feasible tariffs.

In generd the private sector is used to building financid modeds of infragtructure systems
optimised around a bid value for a concession fee per annum or an average tariff or the present
vaue of concession fees payable, at the predetermined discount rate. What matters to the RTG
financesis the totd effect on net revenues and outlays, plus there will be concerns for the genera
economic benefits of an expanded private sector utility sector and a deeper capita market via
the IPOs. It should be noted that indirect investiment benefits will arise for the many households
who at present fed a need to ingtal expensive tanks and treatment systems in order to secure
safe water supply. In the event that potable water supply is available in Bangkok and the rest of
Thailand over time, this will reduce the need for households and businesses to invest in what
amounts to their own persona water treatment plants.

1.5.7 Water “Privatization” — different from other utilities

It is important to stress that our recommendations are not to sdl the physical water resources
and pipes, dams, catchments and treatment plants, but to sdll the franchisees that provide water
services on those assets. The model envisaged here retains ownership of dl key natura resource
and water infrastructure assets under the ownership of the RTG. The physicd investments made
in the past by the MWA, PWA and participating Municipa governments would be retained
under government ownership and control via the Ministry of Interior under the suggested
nominee — that we have labelled the NWAC. Where the private sector is to be invited in, the
purpose is to provide competitive water and wastewater services using those assets. The
competitive dement arises because of the contestability of the resulting franchises and lease
contracts. Performance standards will be a feature of &l tendered franchises or concessons, and
a new professond regulatory agency — the Water Regulatory Commission - will be formed to
monitor and compare performance againg the other water businesses and relevant external best
practice.

Communities, individuad consumers and LGUs will dl have roles in reviewing performance
agang pre-sat gandards. Unlike the current situation, there will be incentives and pendties in
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relation to good and poor performance that will encourage better capital and staff productivity,
resulting in lower unit costs. Accountability and private initiative will be rewarded, and in cases
of non-performance, franchises re-alocated to more competitive parties. While it is not possible
to forecast precisdy the cost savings from introducing contestability, there is abundant evidence
from the large number of privatizations world wide that efficiencies and cost savings of the order
of 1% - 20% are achievable through introduction of competition and contestability of
infrastructure franchises, including weter.

Thus wheregs the telecoms, energy, airport, airline and other transport privatizations are focused
heavily on the sde of physica assets, the water “privatizations’ we propose are redly public-
private partnerships — where the private sector competes to provide customers with improved
water services on assets owned by, or to be transferred to, the public sector — viathe NWAC.

1.5.8 Corporatization of Water Utilities

At present the MWA is responsible for water supply in Bangkok and the adjoining provinces of
Nonthaburi and Samutprakarn and currently supplies approximately 3.9 million M® per day to
around 10 million people, serving gpproximately 64% of the population in its service area. The
PWA provides water in the remaining 73 provinces (in 425 municipaities and sanitary digtricts)
by means of 224 waterworks, through 10 PWA Regions, with a volume of around 1.8 million
M? per day to approximately 8.4 million people.

Approximately 10 million people resde within the sarvice aress of PWA’'s Waterworks. A
further 4 million persons are served by Municipa and town water supply schemes, and 38
million are served ether by small town and rurd schemes or loca wells and vendor supplies'. It
is the expanson to connect these poorly served customers, and the subditution where
appropriate of piped water for well water that is an important god of the reforms across regiond
Thailand. Integrating TAO schemes within larger management gructures, say through a
management contract or potentialy full integration of the TAO and the RWCs, offers the
progpect of substantia efficiency gains — even if there remains arequired subsidy eement. There
are dso commercid viability goas of what should be more integrated service provision.

It is recommended that the assets of the MWA and the PWA, and subsequently sdlected
wastewater plants be transferred to the NWAC pending implementation of the regulatory reform
and privatization process, including subsequent POs. Boards would be appointed, under the
recommendations, to seven new corporations to which we have assgned some indicetive
geographica names.

1 Bangkok Water West Corporation
2. Bangkok Water East Corporation
3. South Thailand Water Corporation

4 Five City Municipalities, Thirteen Town (Muang) Municipalities and approximately 500 Sub-District
(Tambon) Municipalities supply water under the supervision of the Public Works Department. The
population within these Municipalities totals approximately 4 million people.
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4, SouthEast Thailand Water Corporation
5. Central Thailand Water Corporation

6. NorthEast Thailand Water Corporation
7. North Thailand Water Corporation

The rationde for separating the MWA into two verticaly integrated businesses has been set out
above and is discussed in further detail below. The reason for forming the 224 waterworks of
the PWA into five regiona businesses is that each would have a subgtantid number of
connections in excess of 260,000 connections and be serving 1-2 million persons, with scope
for expanding coverage subgtantidly. While many waterworks are non-viable even with
subgtantiad tariff reform, we believe that the new Regional Water Companies will be better able
to handle extensions and enable service to be contracted with smdler subsdy than if the current
gtuation continues. The extent of required subsidies and the nature of the asset Stuation of all
waterworks within the 224 managed by the PWA has been beyond the time and budget of the
Consultant. However there is generd agreement from a range of independent experts and
commercid operators that the proposed water businesses would enable a better implementation
of expanson of water supply services.

1.6 Community Concerns with “free water”

Because water comes free from nature, it is often suggested that piped water supply should also
be treated as a (near) free public service. However it is the capita-intensive nature of water
catchment, trestment and piped distribution that is cogily in investment and maintenance terms.
Furthermore, absence of safe water imposes other health and economic costs, and bottled water
can cost 10-100 times the cost of commercidly viable piped water. Thus the key to the
proposals is not to keep water tariffs artificialy low — but rather to raise them to levels that
reflect scarcity and value — and so enable investment in water to be sustained.

1.7 PWA Franchise Options — Implementation Process

This is why even in the case of MWA, where a tariff below 15 baht should enable profitable
expansion, as with some parts of the PWA system, we seek to price scarce potable water at a
modest premium where feasble on environmental and scarcity grounds, and so favour an
indexed 15 baht per M* reform across the board, but with regiona variations.

In the case of the waterworks of the PWA and nominated municipal water schemes it is
recommended that five regiona water corporations (RWCs) be formed (see attached schedule
and map below). Each of the 224 PWA waterworks and a number of city, town and Tambon
waterworks that the RTG or the LGUs nominate would have their assets transferred to the
NWAC. The NWAC would aggregate franchises, act as lessor to the RWCs to provide water
supply services on the leased assets, viaalicence issued by the regulatory authority (WRC).

Each of the RWCs would be of a commerciadly viable size (at least 275,000 PWA connections
and szable scope for expansion) and be based around a core of commercialy sound aress
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(Category 1), plus aress that will dso be commercidly sound (Category 2), once a policy of
viable tariffs and sound management of groundwater wells is implemented. Contracts to extend
sarvice to new areas outside current connections, and non-commercidly viable (Category 3)
would be implemented by the RWCs under management contracts from funding commitments of
the RTG drawn from the privatization process or form grant or donor sources.

1.8 MWA Privatization Options
In the case of the MWA three options (see Figure 10) were advanced:

1. Thefirst and MWA Board preferred option (A) retains an integrated but private monopoly
based on current MWA, with a minority 1PO and without a drategic investor. The
Conaultant sees merit in this Option only if there is a strategic investor bringing new expertise
and capitd, and/or if the busness plan is to competitively tender the production and
digtribution businesses.

2. The second and recommended option (B), as represented in the RTG Master Plan for State
Enterprise Sector Reform, would be for the formation of two verticdly integrated water
businesses, East Bangkok Water and West Bangkok Water, east and west of the Chao
Phraya River®.

3. The third option (C) would see the formation of a Bangkok Bulk Water Corporation,
responsible for al the water abstraction, pumping, treatment and production and for sae of
water to a number of digtribution businesses.  This third option could include one to five
Separate water supply companies across Bangkok, companies which would submit and
collect payment for services from consumers, and would be the public face of water supply.
It would be envisaged that the ownership of the water supply companies would be from the
broad community and a separate consortia.

5 The customer base and water resource situation suggests that the West business would have more
substantial investment requirements and involve provision of bulk water to the East, and with the
East business having a more substantial customer base -- in excess of one million connections — but
would need contractual assurances re purchase of bulk water from the W est business.
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The map of the asset locations and possible division of MWA is set out below.
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1.9 Wastewater Sector and the WMA

In the case of the Wastewater Sector and the WMA the recommended option is for
amagamation of the provison of wastewater services into the Regiond Water Companies,
posshly as subsdiaries and with integrated management with joint invoicing of water and
wastewater, as in many oversess cities and towns. The new wastewater systems to be
implemented with customer tariffs and focused service delivery of outputsthat are clearly defined
in advance. There would be in effect be (management) contracts for wastewater service
provision, with pre-defined grants or other forms of financia support.

At present only wastewater schemes in Pattaya and Phuket collect any user charges — other
schemes are totdly unfunded by consumers. Under our proposals the Regiona Water
Companies would, when bidding the average tariffs for the franchises, aso be required to
include business plans, on the bass of specified asset leases, target numbers and volumetric
information. There would thus be introduced user (polluter pays) tariffs to recoup operating
costs to at least a pre-specified degree — and the Regiond Water Companies would not be
obliged to subsidize the wastewater service companies outside the parameters of their bids. In
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the tender process for the joint waterworks and wastewater companies the bidders would
pecify aweighted average tariff, based on the volumes of water and wastewater specified in the
Informeation Memorandum.

Potential funding arrangements for wastewater schemes are presented in Figure 8 below. Given
that thereis very limited history of gpplying tariffs to wastewater schemes in Thailand to date and
that the implementation of full cost recovery wastewater tariffs is thus unlikdly to be generdly
achievable, RTG grants and financid support from lending agencies will be required to fund
future wastewater schemes. We propose that these funds be channdlled through (say through a
Wadtewater Infrastructure Fund [WIF]) to provide grants to the water franchise holders.
However it is strongly recommended that where possible wastewater tariffs be implemented
through existing and upcoming wastewater schemes which cover O&M codts. In cases where
this cannot be achieved, assstance to the water franchise holders in covering O&M costs could
be made by the WIF. However this should be kept to a minimum and apply mainly to existing
wastewater schemes. Future wastewater schemes should be planned only in locations where full
O&M cogt recovery can be achieved from the first day of operation.

Figure 8 : Funding of Wastewater Schemes
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expansion of existing
wastewater schemes

Operation and Maintenance
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Abstraction |- Environmental Water Resource Tariffs
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Figure 9: Restructuring Optionsfor Water Supply in Provincial Thailand
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Figure 10: Restructuring Optionsfor Water Supply within the MWA
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2. SUMMARY OF FINANCIAL POLICY PAPER

2.1 Tariffs the First Priority

The Report recommends specific tariff and inditutiond reforms, with prompt action on tariffs
adjustments to around 15 baht, in order to set the stage for the other reforms. We aso present a
financid modd that enables vauations of the proposed businesses to be performed, conditiona
on specific assumptions about tariffs, efficiency and debt assgnment. Naturdly, many caveats
apply, and many issues must await afull “due diligence” andlysis and other sgned vauations that
may be legdly required in any implementation of corporatization, privatization and/or 1PO.
Assumptions about growth are critica to investment assumptions and thus financing needs.

What the financid modd indicates is that MWA requires a tariff of around 13 baht in order to
fund needed investments and expanded coverage, whereas the PWA requires a tariff in excess
of 15 baht in order to breskeven. In both the case of the MWA and the PWA there is
subgtantid  evidence internationdly that a highly compstitive restructuring and privatization
process is capable of enabling mgor efficiencies and savings in relation to capitd and operating
expenditures, thereby dso ddivering improvements in productivity. What the modelling suggests
IS that implementation of such areform srategy is aso capable of Sabilizing tariffsin the long run
at red (15 baht indexed) levels smilar to those recommended.

The financid smulations suggest that an average tariff of 15 baht goplied to the MWA would
greatly assgt the formation of a balance sheet suitable for privatization, and so enable a
potentidly substantiad contribution to debt reduction through bids for the integrated or the two
east-west businesses. The bids could be ether capitdized or annual fees, contingent on the pre-
specified tariff and indexation formulas, review process and defined obligations. The mode
indicates that tariffs below 15 baht might be achieved if there are not substantia debts assgned
to the water businesses and if efficiency gains can be captured. However it may be more prudent
to attach concession or leasing fees consgent with tariffs in the 15 baht range, a matter to
finenadly modelled as part of the corporatization process.

Whilea 15 baht tariff gpplied to the PWA, would in association with other reforms, facilitate
highly beneficia improvements in water sector, in the absence of some debt relief, a 15 baht
tariff crestes little room for financing expanson of PWA connections. We suggest that
privetization, injection of private sector funds and competitive tendering of tariffs across the
regions is mogt likely the best solution, given the objective of expanding investment in water
supply across Thailand.

In the case of provincid Thailand, there are subgtantid variations in the costs of providing water
sarvices - what the smulations show, is that a mixture of privatization, efficiency reforms and
transfer of customers from groundwater to piped water supply, is capable of holding regiona
tariffsin the 11- 16 baht range, depending on the localities (the 16 baht upper range is for areas
near Bangkok where substantial capita expenditures are required). The andyss thus also sees
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merit then in not merdly an upward adjustment to around 15 baht but aso in the introduction of
regiond variations.

2.2 Values of the Water Businesses

While MWA and PWA both need tariff adjustments, it is clear that the water businesses of
Bangkok are highly vauable — e.g. can have discounted net present vaues (NPV in 2002) of net
income to 2025 of the order of 77.5 hillion baht a 3% tariff indexation post tariff reform,
assuming achievement of efficiency gods and with an 8% discount rate.

The capitdized bid vaues of this magnitude, while feasible and consgtent with the mode, may
not be redlized until there is a clearer track record both in terms of the water companies and in
terms of regulatory performance, both commercid and in relation to usage of groundwater.
Accordingly risk condderations may suggest that it makes more sense to tender the annua
concession fees rather than seek capitdized bids. Risk consderations, if not mitigated, may adso
suggest higher discount rates, or weighted average costs of capita — and a 15% discount rate for
example would lower the NPV from 77.5 billion baht to 38.5 hillion baht.

Similar long-term va uations can extend to the five combined PWA businesses, as and when they
can charge commercid tariffs, be clean of old debts, attract efficient management and achieve
20%-40% capex and opex efficencies and expandon of coverage through capturing
groundwater customers. The problem with the current PWA businesses is tariffs, and ther
politica restraint over the last decade. At current average tariff levels (11-12 baht) the PWA
businesses are losing propositions — but with Regiond tariffs varying & a range of 11-16 baht
tariffs (that would be acceptable in nearby countries) the businesses will be commercialy sound
If S0 subject to commercid podt-privatization reforms.

It needs to be stressed, of course, that the proposed Water Regulatory Commission (or its
interim predecessor) would conduct periodic reviews of performance and these reviews and
recommendations as to escaators and productivity adjustments would also have an impact on
vauations — as evident from the workings of such reviews in the UK, US and Audrdia for
example.

2.3 Cross Subsidy Considerations

The condderation of how consumer groups may react to tariff reform is important, and leads us
to recommend a possible Water Consumer Assstance Fund, conditiond on reasonable
edimates of adminigtration cods, in order to insulate disadvantaged persons from higher tariffs.
We egtimate that a modest charge of 50-70 satang on large water users could shidd at least 5
million persons from required increases — and thus hedp make the reforms feasble. An
dternative to aFund is to target the Category 3 or “Socid” Waterworks — deemed as socidly
beneficid but non-viable at tariffs that make other Waterworks commercidly viable.
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Another dternative and familiar approach to affordability is to exempt low volumes (say the first
block) from tariff increases. This gpproach has the virtue of amplicity, familiarity through past
practice and ease of implementation — but with a weakness in terms of targeting needy or voca
critics of the reform.  Many poor customers have large families and consume substantia
volumes. The other problem is that many low volume customers are not poor — and thus volume
of water consumed is not agood proxy for poverty status.

Despite the fact that an argument can be made for a mixture of a flat tariff and targeted
assistance, in the current and the proposed tariff structure set out in this document, we have an
increasing block structure with the mgority of increases on the higher volumetric blocks — ie
successive blocks pay higher rates per M, which has the effect of lowering the costs of water
for low volume customers, some of whom may be low income as well.

2.4 Tradeoffs — Tariffs and Debt Reduction

The financia mode of the various options enables us to explore the nature of some of the trade-
offs involved — one mgor trade-off being lower tariffs versus debt reduction or reduced net
RTG outlays/increased revenues associated with the raising of leasing contract and concession
fees.

A related option open to Thailand given perceptions of political risk that could push discount
rates and weighted average cost of capita (WACC) to around 15%, and bid vaues down, isto
take advantage of internationd and nationd facilities for insuring againg political  interventions
that may affect the financia outcomes of a project. We note that perceptions of risk, certainly
post the 1997 baht crisis and subsequent Asian crisis suggest the meit of palitica risk insurance
arrangements such as the Partid Risk Guarantees (PRGs) offered by the World Bank Group —
which can lower the weighted cost of capital and extend the maturity of debt.

Guarantee options should be seen as an integrd part of the financing arrangements, in light of the
post 1997 baht crisis Stuation, the history of risk sharing in the water sector to date (almogt al
risk borne by the RTG) and the urgency of finding private sector participation models for water
in Thailand. Adding guarantee options in the bidding documents for the proposed privatization
schemes would seem a way of dedling with high levels of percelved palitical risk in relation to
Thailand water concessions. The experience in Manila with currency and resulting regulatory risk
has soured some investors of the water supply sector — and thus there will be a need to address
these “confidence” and “palitica risk” issues.

Perhaps the most important eement of al is the knowledge of those investors that government is
going to enable water businesses to be run as businesses, according to contracts and without
interference regarding the process of indexing tariffs and so forth, as set out in various
agreements. Under this new model, Government focuses not on overseeing SOEs such as
MWA and PWA, but on improving the regulatory processes, gppointing the regulators, and
during the corporatization process, deciding on the structure to be taken to the private market
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for comptitive tender and/or IPO. The government focuses on governance — the private sector
on investment, management and customer service.
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3. RECOMMENDATIONS

The Consultancy on Privatization of the Weater Sector in The Kingdom of Thailand, in presenting
this Fina Privatization Options Report, and the Recommendations below, seeks to facilitate a
sound discussion within the RTG and across the broader community, leading to a well-based
Implementation Strategy for the water supply sector and its ingtitutions in Thailand

3.1 Recommendations for MWA

1. That in terms of organisation Structure, Option B (East/West) be adopted, forming two
verticadly integrated water businesses, with an associated raw water abstraction
agreement, and a bulk water supply transfer agreement between Bangkok Water East
and Bangkok Water West.

2. That in terms of the corporatization process, the assets and liabilities of the MWA be
transferred to the Ministry of Interior via a suggested NWAC, and that the gaff and
cusomers to then be dlocated to the two franchisees, which would be the new
corporatized entities, Bangkok Water East Corporation and Bangkok Water West
Corporation.

3. That the regulatory process be applied to the new corporatized waterworks — and that
the interim Water Regulatory Commission be given authority in relation to tariffs and
other regulatory matters.

4. That concurrently two water supply franchisee licences be prepared, including long-term
(25 year) leases over current MWA assets, and subject to competitive tender.

5. That while the RTG could consder having an option to retain a percentage of equity in
the franchisees, a shareholding by the RTG should be un-necessary, given that key weter
upply assats will remain under the ownership of the RTG, via the asset holding entity,
and given that the RTG will be respongble for gppointing the interim regulator and the
subsequent Water Regulatory Commission (WRC). The WRC will be responsble for
implementation of the Water Industry Act and for enforcement of the terms and
conditions of the licence and any contracts and leases relevant the exercise of the
contracts. The effect of having the RTG as a shareholder may be to reduce private
sector interest in participation, given perceptions of conflict of interest and possible
politica interference.

6. That adesgnated percentage of equity, say 35%, in the East and West franchisees, or in
the single franchisee should that option be chosen, be subject to competitive tender to
the private sector.

7. That bids sought by competitive tender be for the designated percentage of equity (say
35%) in the franchisees, with the bids sought to cover ether:
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a. aguaranteed minimum and indexed franchise fee per annum, subject to the RTG
specified average tariffs (of 15 baht) and with leasing charges for designated

assats, and subject to indexation clauses for both tariffs and franchise fees; or

b. a guaranteed maximum average water tariff per M3, subject to the RTG
specified concession fees and leasing charges, and any other pre-defined
chargesto the RTG or its agencies (as st out in the Information Memorandum)
for desgnated assets, and subject to indexation clauses for both tariffs and
franchise fees.

8. That the franchise tenders be conducted in a phased sequence, dictated by readiness to
meet listing requirements of the SET and the RTG, ie not necessarily dl & one time, and
in order to enable alearning experience for both the RTG and the private sector.

9. That a consortia may win only one franchise, from the five regiond tenders, but that a
successful tenderer for one of the East and West Bangkok franchises/licences (Bangkok
Water East Corporation and Bangkok Water West Corporation) will also be digible to
win one of theregiond franchises.

10. That the RTG, via the Nationa Holding Company retain 65% equity in each of the
franchisees (if the designated tendered franchisee equity is 35%), but which would later
al be subject to an IPO. Given that we adso recommend the RTG retain ownership of
exiging physica assets, and given a proposed new regulatory body (WRC) and a Water
Resources Agency, we see no nationa interest reasonfor the RTG to retain equity in the
franchisees. The licence conditions and the Water Industry Act and the Water
Regulatory Commission should aso serve to facilitate adequate safeguards for ensuring
that Thailand's security and other concerns are met independently of any equity stakein
the franchisees. The RTG financid position will best be maximized by retaining control
through the regulatory process rather than retaining equity in the businesses.

11. That once an adequate track record for the new corporatized franchisees is established,
which could be a matter of months given the capacity to construct accounts for the East
and West businesses from existing MWA accounts, that the franchisees be obliged to
assist the RTG to place the a defined percentage balance of residud equity into an IPO
or IPOs on the Stock Exchange of Thailand, with possble alowance of specified
dlocations for community groups, staff, and with scope for issue of stock options for

management at subsequent intervals.
Comment:

> We see the creation of two water supply businesses, from the current MWA,
generdting subgtantialy larger efficiencies than obtained at present, in terms of
capital and operating expenditure and achievement of reduced water |osses and
thus lower costs of water supply per M*.

» The formation of two contestable businesses ether sde of the Chao Phraya
River will endble the Water Regulatory Commisson, and its predecessor
interim agency, to better benchmark performance, and for each subgtantial
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verticaly integrated business [Bangkok Water East Corporation and Bangkok
Water West Corporation] to capture the efficiencies that can be achieved via
vetica integration from raw water abdraction through trestment and
digtribution to customers,

» The fact that financiers will have the security of customer accounts backing all
investments — bulk, distribution and new connections — should ddiver a lower
cost of equity and debt finance and reduced need for RTG assurances and
guarantees.

> The fact that there will be available to the franchisees, politica risk guarantees,
eg through the World Bank, will also enable debt and equity to be raised on
better commercid terms and for longer periods

> What is expected, indeed required, of the RTG is the prompt implementation of
a sound regulatory regime and associated passage of the Water Industry Act.

> In relation to Option A (Integrated), we suggest that despite some overhead
economies, it would not bring the same benefits as Option B (East/West). This
concluson reflects the widespread judgement that a minority PO will inject
neither comparative competition nor new management. While exigsing MWA
management has achieved much in terms of performance standards in the
region, and improved daff/connections ratios, the chdlenges of the coming
years suggests there is merit in facilitating new, competitive and benchmarked
East and West water supply businessesin Bangkok.

» However Option A (Integrated) would still be consdered an improvement over
the current Stuation in the event the detalls re the business plan in the IPO
provide scope for new management, contracting out and the introduction of
new technology.

> Option C (Verticd Separation — Bulk/Didribution) should be consdered if
capitd market judgments, contrary to current indicative advice, confirm that the
risks, the costs of capital and coordination costs of bresks in the vertical water
supply chain are judged as acceptable, thus alowing competitive and regulatory
advantages to be achieved rdative to A and B.

» Thus, in summary, we see dements of merit in al the options A (Integrated), B
(East/West) and C (Verticd Separation — Bulk/didribution) for MWA,
depending on assumptions regarding benchmark competition, coordination risks
and costs of capital.

3.2 Recommendations for PWA

1. Tha in terms of organization structure, Option A be adopted — forming five Regiond
Water Companies with franchise areas and leases over the waterworks of the current
224 PWA waterworks plus nominated wastewater schemes. This Option clearly defines
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universa obligations, and would mandate extenson to “socid” areas conditional on
RTG finance and contracts.

2. The boundaries of the proposed five businesses (see Figure 5 have been designed to
mix minimum Sze of busness with practicdity. These boundaries are nevertheess
matters for careful adminidrative, boundary, water catchment and commercid andyss
during the corporatization process, since the financia modd can readily adapt to
different boundaries.

3. That in terms of the corporatization process, the assets and liabilities of the PWA 224
waterworks be transferred to the NWAC and for the staff and customers to then be
alocated to five franchisees, which would be the new corporatized entities.

4. That the exigting contracting parties on the BOO and BOOT contracts of the PWA be
invited to negotiate with the corporatized franchisees and their private sector successors,
with aview to integrating the contracts within the new franchise areas and the associated
companies Thalland South Water Corporation, Thailand North Water Corporation,
Thailand SouthEast Water Corporation, Thailand NorthEast Water Corporation and
Thailand Central Water Corporation.

5. That the existing Municipd waterworks be invited to negotiate with the corporatized
franchisees and their private sector successors, with a view to integrating their water
supply systems within the new franchise aress. Alternatively, the Municipa governments
aso be invited to transfer their assets to the NWAC for participation in the new regiond
water supply corporatizetion and privatization scheme, in exchange for revenue sharing
arrangements to be negotiated.

6. That the regulatory process be gpplied to the new corporatized waterworks — and that
the interim Water Regulatory Commission (currently designated as the National Water
Policy and Regulatory Board) be given authority in relaion to tariffs and other regulatory
matters.

7. That concurrently five water supply franchisee licences be prepared, including long-term
(25 year) leases over current PWA assets, and with a designated percentage of equity
(say 35%) to be subject to competitive tender, with the RTG retaining the balance of
equity in the franchisees up until the subsequent 1PO.

8. That the licence conditions and the Water Industry Act and the Water Regulatory
Commisson should dso facilitate adequate safeguards for ensuring that Thailand's
security and other concerns are met independently of any equity stake in the franchisees.
The RTG financid podtion will best be maximized by retaining control through the
regulatory process rather than retaining equity in the businesses.

9. That the designated percentage of equity in the franchisees (say 35%) be subject to
competitive tender to the private sector, with the bids sought to cover the weighted
water and wastewater tariff. The weighted tariff bids will be for franchises with
predetermined concession fees and leasing charges for waterworks and nominated
wastewater assets. The successful bidders (five) will bid the lowest weighted average
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10.

11.

tariff, the weights being the volume factors applied to water and wastewater service
provison as st out in the Information Memorandum (IM). The IM will dso specify
coverage and water quality standards and other contractua items including a guaranteed
franchise fee per annum and subject to indexation clauses for both tariffs and franchise
fees.

That the five franchise tenders be conducted in a phased sequence, dictated by
readiness to meet listing requirements of the SET and the RTG, ie not necessaxily dl at
onetime, and in order to enable a learning experience for both the RTG and the private
sector. It would be expected that the regiona tenders would be after the two Bangkok
tenders, given the ready capacity to demondtrate a track record in the case of the East
and West franchisees (using recongtructed, i.e. split, MWA accounts) cf. the five new
regiond franchisees.

That once an adequate track record for the new corporatized franchisees is established,
that the franchisees be obliged to assist the RTG to place the defined percentage balance
of residua equity into a sequence of 1POs on the Stock Exchange of Thailand, with
possible alowance of specified alocations for community groups, staff, and with scope
for issue of stock options for management at subsequent intervals.

Comments

» Option B (building from Category 1 and Category 2 waterworks — or “cherry
picking” could evolve to be smilar to A, but would create a period of
ambiguous gtatus for non-viable waterworks.

» Option C — handing back waterworks to Municipal governments and TAOs
would seem contingent on a high leve of expertise a provincid and municipa
level —and this could take some time to be achieved.

» We see the creation of five water supply businesses, from the current PWA, as
generating grester scope for providing expanded coverage in provincid
Thaland. Subgtantialy larger efficiencies in capita, operating expenditure and
water |oss reduction should be achievable.

» The formation of five contestable water businesses, with leases over 224
waterworks plus nominated wastewater schemes will enable the Water
Regulatory Commission to benchmark performance, and facilitate efficiencies
and expanded quality coverage.

» Where the Category 3 waterworks and wastewater schemes are concerned, the
availability of eermarked CSO and other funding, plus the management expertise
of the new RWCs should enable higher qudity service to be extended than
would otherwise be possible.

» The fact that the five RWCs will be verticdly integrated means financiers will
have the security of customer accounts backing dl invesments — bulk,
digtribution and new connections — and should ddliver alower cost of equity and
debt finance and reduced need for RTG assurances and guarantees.
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» What is expected, indeed required of the RTG is the prompt implementation of a
sound regulatory regime and associated passage of the Water Industry Act.

3.3 Wastewater Schemes and WMA

1.

We favour Option B, amalgamation of wastewater systems into the five Regiond Water
Corporations (Thailand South Water Corporation, Thailand North Water Corporation,
Thalland SouthEast Water Corporation, Thailand NorthEast Water Corporation and
Thailand Centrd Water Corporation).

Comment: This recommendation is srengthened by the shortage of management
expertise both in the sector generdly, and in the regions.

This Option would seek to clearly define obligations and arrangements to extend
“socid” coverage in areas conditiond on user based tariff (“polluter pays’) cost
recovery plans, RTG finance, donor funding and associated contracts.

That in terms of the corporatization process, the assets and ligbilities of the wastewater
schemes be transferred to the NWAC and for the staff and customers of exiding
wastewater schemes, and gtaff from the WMA to then be adlocated to the RWCs, with
respongbilities for management of the inset wastewater schemes. The initial wastewater
franchisees would be the new corporatized entities.

That the regulatory process be applied to the new corporatized wastewater schemes —
and that the interim Water Regulatory Commission be given authority in reaion to tariffs
and other regulatory matters.

That the wadtewater schemes be included in the five franchisees be subject to
competitive tender to the private sector, with the bids sought on the weighted average
water and wastewater tariffs, and subject to indexation clauses for both tariffs and
franchise fees and other designated pre-specified obligations.

That the andgamation of exigsting wastewater schemes with the proposed RWCs, be
used to create sound commercial practices over time into the wastewater indudry.

That there be negotiations between the new Bangkok water corporations, when formed,
and the BMA and wastewater schemes regarding scope for incorporating the Bangkok
wastewater schemes into the Bangkok Water Corporation(s).
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