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Thank you for the opportunity to comment on the Welsh Government’s supplementary chargingguidanceto
Ofwat.

Severn Trent is proud to serve our customers in Wales and, if successfulin our proposed acquisition of Dee
Valley Water, planto operate the whole of our businessin Wales under a single Welsh licence. All of our
regulated customer-facing operations in Wales will, therefore, fall wholly under the remit of Welsh
Government policy.

We welcome the overall approach beingtaken by the Welsh Government to chargingpolicyand particularly
support:

1. The focus on sustainabledevelopment. With the approachsetout inthe Well-being of Future
Generations (Wales) Act, Wales has the opportunity to be a leader in this area and the water sector
should be expected to playits part.

2. The promotion of whole catchment approaches to managingwater resources. This approach makes
sense from an environmental and economic point of view. The presumption infavour of sustainable
solutions setout inthe draft guidanceis particularly welcome.

3. The emphasisontransparentand predictablecharges for developers, balancingthe costs that they
bear againstthe impacton other customers.

4. The importance attached to supportingvulnerable customers.

We thinkthat customer protection should be at the heart of charging policy. Effective social tariffs need to be
combined with a general drive to keep billsaffordable (for this and future generations of bill

payers). Investment plans should beshaped by customers’ priorities and thatservice performanceis
measured effectively.

Markets inthe limited but importantareas of water resources and sludge processing could achieve better
environmental and economic outcomes for customers. They could reveal the full and fair costof water trades
and potentially improve resilience, which is a key objective of the Welsh Government.

We agree that bulk supplies should notbe subsidisedinany way (as set out in section 5.3 of the draft
guidance). Designed correctly,a market for water resources could help achievethe most environmentally
efficient allocation of resources.

Whilethe guidanceshouldset out clear policy objectives for Ofwat, it could also emphasisethe Welsh
Government’s commitment to independent regulation. Investor confidence inthe politicalindependence of
the regulatoris a key factor in ensuring cost-effective investment into the sector. Itis importantthat
commercial agreements between two organisations haverecourseto independent regulatory oversight. Any
actionthatincreases perceived political or regulatoryriskin Wales could, inthelong run, be damagingfor the
Welsh economy as a whole, not justfor the water sector.

We would welcome the opportunity to meet with you to discuss further.
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Q1: Please provideyourviews on the proposed guidanceto Ofwat on developer charges set out in
section4.

We agree with the emphasis on transparentand predictablecharges. The consultation recognises thatin
practicethere may be trade-offs between the proposed principles —for example, between simplicityand cost
reflectivity. Providinga menu of standard services with a simple pricestructure - such as a cost per dwelling —
isareasonableobjective.

The more items that areincluded inthe menu, the more complex itwill become. For example, if there are
different prices for singleand multiplebuild applications (4.14) this will improve the cost-reflectivity of the
charges. However, thisis not the onlyfactor that might affect costs andifeach adjustment was included the
menu could rapidly become a complicated matrix.

Our preference would be for a simplemenu for standard services. This will requirethecompany to define that
standard and the circumstances under which additional charges would apply (the exceptional costs discussed
in4.13). Itis importantthat these costs should not be borne by all developers through an averaged charge,
andthe chargingstructuresends appropriate pricesignals. This is notsimply discouraging development that
would imposeunreasonablecost;companies should be ableto put forward positiveschemes that
encouragement sustainable development. We are proposinga trial of such discounts in April 2017.

Q2: Do youthinkthateach ofthe principles set outin paragraph 4.4 should be given equal weight in
setting charges, ordo you agreethat transparency, predictability and timeliness should be given a
higherweightin decisions about charging rules?

Itis possibleto give equal weighting to each of these principles, if cost-reflectivity is considered ata high level.
Charges based on average costs would be simple, transparentand could fairly reflect the total costof
connecting new developments. These principles areonlyinconflictifcosts areconsidered atthe level of each
individualssite.

Most water charges arebased on regional averages rather than the specific costof servinga particular
property. We think a simple, transparentapproach based on average costs is reasonable—allowingfor the
specific costs inatypical cases such as describedin4.13.

Q3: Do you agree that all developer charges, including requisition charges and infrastructure
charges, and associated charging rules shouldreflect the objectives and principles setout in this
guidance?Should requisition charges and infrastructure charges be incorporated into the simpler
charging structures that are referenced in Chapter 4?

The principles setoutinthis guidanceare equallyrelevantto on-sitecharges, requisition charges and
infrastructurecharges.

Welsh Government charging guidance to Ofwat
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Q4: Do youthink that the approach ofrequiring a default tariffand the flexibility to offer alternative
tariffs (paragraph 4.8)is appropriate?

As setout inresponseto the previous questions, we supportthe introduction of simple, transparentcharging
structures which give developers greater certaintyinorder to plantheiractivity.

Unless the range of charges within the default menu is very extensive (undermining the objective of
simplicity),itwill notcover all circumstances. Therefore, we think itis importantfor companies to have some
flexibility to offer other charge options. This will enable companies to send proper pricesignals, for exampleto
encourage sustainabledevelopment. An approachthatistoorigidcouldalsoleadtounintended consequences
which the company would then be unableto address.

We do not see this flexibility as offering a choice of chargingapproaches inallcircumstances;this would simply
lead to developers (or companies) choosingthe charge thatis most advantageous for the sitein question.
Under normal circumstances, thestandard or default charges ought to apply.

Q5: Please provide yourviews on the proposeddefault tariff.

We agree that there should be standard prices such as a costper dwellingand consider that a rollingfiveyear
average comparisontocosts is reasonable. While we would supportthis being presented as a charge that
covers both on and off-site costs, we think that — ifthis approachis adopted - the splitbehind the “headline
rate” must be preserved.

Firstly, off-site costs should befunded through the infrastructurecharge (anaverage costingapproach).This s
inlinewith Ofwat’s latestproposals.Priorto this,a number of companies had different approaches with some
chargingdevelopers for deep reinforcement and some not, leadingto confusion. Now that Ofwat has clarified
the distinction between the funding of shallowand deep connection costs, itis importantthisis not
reintroduced.

Secondly, on-site connection services areopen to competition from SelfLay Organisationsand New
Appointees. When they providethe connections on site, the developer will stillhaveto pay infrastructure
charges to the incumbent, so inthe interest of transparencyitis importantthat thisis clear to developers.

Q6: Paragraph 4.14 raises anumberofissues that Ofwat needs to considerin setting charging rules
for developercharges.

a. Do you think Welsh Government should give further guidanceto Ofwat on each ofthesepoints? If
so,what shouldthat guidancebe?

Further guidancecouldbe required if Ofwat’s Charging Rules might otherwise be incompatiblewith statute in
Wales - for example, to ensure that the requirements for sewer adoption are met.

b.Arethere otherissues that should be included in this list ofissues?

No Comment.

Welsh Government charging guidance to Ofwat
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Q7: Please provideyourviews onwhetheritwould be helpful for Ofwat to introduce a charging
scheme forbulk supply and/or bulk discharge.

Itis importantto recognise that there are two maincircumstances in which bulk supplies can be made:

e Supplies between incumbent water companies, many of which are covered by historic agreements.
e Supplies to New Appointees and Variations (NAVs) which serve areas within or adjoiningan
incumbent’s area of appointment.

When considering thecharging principles and rules that might apply, these aredifferent cases. For the former,
approaches vary.For small volume, generic bulk supplies wherethere is no specificagreement in placewe
currently charge at the standard wholesalerate. However, larger transfers tend to be subjectto agreements
which take accountof the specific costs involved, for example:

e whether the water is potableor a transfer of raw water;
e the useofsharedassets;and
e the recovery of investment made specificallyin order to facilitatethe supply.

The charges tend to be based on localised costs and this may not lend itselfto a set of overarchingrules setat
anational level.In Ofwat’s emerging proposals,anyentrantbiddinginto an incumbent’s Water Resource
Management Plan would need to basetheir proposals onthe specific costs of the supply. To be successful,
they will need to costless thanthe incumbent’s incremental costfor new resources —not the incumbent’s
average costs or even its averagecosts for the Water Resource Zone to which the supply will be made.

These new water trades may be more likethe agreements thatare alreadyinplaceforlargebulksupplies
between wholesalers andless likegeneric average charges. Therefore ifanychargingguidanceor rulesis
issued they will need to be set at the level of high principleand should avoid undermining commercial
agreements that have been made ingood faith.

On the other hand, with the second type of bulk supply a simpler approachispossible(as wehave
implemented inour new Scheme of Charges for 2017/18).In this case, the considerations are wholly different,
the key aimbeing to ensure a level playingfield between NAVs, incumbents and Self-Lay Organisations. Our
NAV chargeis abulksupply whichaims to providea discountthat sufficientto cover the cost of financingand
maintaininganaveragelocal network (the local assets which will beowned and operated by the NAV).

Q8: Please provide yourviews ontheproposed guidanceto Ofwat on bulk supply charges set outin
sectionj.

We agree that bulk supplies should reflectthe costs involved (as setout insection 5.3 of the draftguidance).
Designed correctly,a market could improveoverall efficiency, if the full environmental costs of water tradingis
properly taken into account. But we agree that companies should notbe encouraged to pursuebulk supplies
outsidetheir area of appointment to the detriment of either their existing customers or to the environment.

Welsh Government charging guidance to Ofwat
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Itis reasonablefor Ofwatto consider the cost principles thatshould beapplied to new water trades. But
where existingbulksupplies arein place,and the two parties haveentered into anagreement ingood faith,

new rules and methods should not apply retrospectively.

Existingsupplies will already have been taken intoaccountwithin Water Resource Management Plans of both
the supplier and the recipient. Itis therefore unlikely thatthere is a detriment to the supplier’s existing
customer base (5.3). The application of new rules could, however, jeopardiseservices to the recipientof the

supply.

Where bulksupplies pre-date privatisation, we think the prices paid should already reflectthe correct cost of
provision:

e The assetsinvolved were already constructed.

e Investors valuedthose assets (and the business as a whole) on the basis of the cashflows thateach
company could expect to receive.

e Thisvaluationwas lockedinto companies’initial Regulatory Capital Values.

e Any investment that each company has made to maintain orimprove the assets sinceprivatisation
has been remunerated through the pricecontrol.

Ifthe terms of an existing supply arechanged and the receivingcompany has noviablealternative, this simply
transfers valuefrom one company to another. Ultimately this means a transfer from one group of customers
to another sincethe extra costs and savings will simply be passed on to bill payers.

Itis importantthat commercial agreements between two organisations haverecourseto independent
regulatory oversight. Any actionthatincreases perceived political or regulatoryriskin Wales could, in the long

run, be damagingfor the Welsh economy as a whole, not justfor the water sector.

Q9: Please provideyourviews on the proposed guidance to Ofwat on bulk discharge charges set out
in section 5.

Our views inrespect of the guidanceon bulkdischarges areidenticaltothose for bulksupplies,althoughin

practicethe number andsignificanceofsuch agreements is lower.

Q10: Please provideyourviews ontheproposed guidanceto Ofwat on access chargerules set out in
section 6.

The principles underlying the guidanceon access prices aresound.Sincethe onlyaccess pricingarrangements
thatarecurrentlyinplaceare for retail access madeunder the Water Supply Licensing regime that was
established prior to the opening of the new market, we thinkthat itis reasonablefor Ofwat to consider
whether transitional arrangements are necessary;this raises none of the concerns we have with regardto bulk
supplies.
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