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Q1 - Do you agree that the focused RCV allocation should be based on the
economic value of assets as set out insection 3? If you disagree, please
explain what variations to this approach, or alternative approach, you prefer
and why it would be more desirable than our preferred approach. Please
include in your explanation how it would meet the objectives of the focused
allocation of pre-2020 RCV to the bioresources control.

We fully supportthe objective of an effective and efficient sludge trading market. In particular our points are
intended to:

e Avoid market distortions

e Encourage efficient new entry

e Avoid inefficientnew entry

e Prevent customers payingfor excess, unnecessary sludge capacity

e Use market forces to move activity to the most efficient providers (whether new entrants or

incumbents)

The points we make reflect areas where we believe the market will be distorted and made less efficientdue to
the approach taken within the consultation. Wealso suggesthow the efficiencyissuecanbe improved by
modifying that approach.

The approachto costs appears broadly appropriatebut addingincome to the RCV could have perverse effects.
We believe the likely impactwill be either removing the opportunity for longterm trades or reducingthe
number of trades and increasingtheir averagecost.

We identify three categories of concern, each of which is expanded below:

1. Allocationof economicvalueto assets based on activities which reflectthe commercial approachand
risk appetite of the owner rather than the underlyingassetcapabilities.

2. Distortion ofthe sludge capacity marketthrough inclusion of renewable energy incentives within the
assetvaluation to encourage inefficientnew entry.

3. Includingeconomicvalueofenergy incentives to increase RCVs and potentially distortrenewable
energy markets overseen by Ofgem.

1. Allocation of economic value to assets for activities which reflectthe commercial approach andrisk appetite

operational aspirations of the owner rather than the underlyingassetcapabilities

Includingexistingincomestreams in the assessment of economic value means thatidentical assets can be
valued at different levels depending on how risk seekingand commercially astuteanincumbent has been,
despite the underlyingidentical natureof the assets. Use of sparecapacity for tankered trade waste would fall
into this category as would income from sludge to land. Sincethese income streams area reflection of the
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commercial capabilities of the assetowner rather than the asset’s intrinsic capability we consider that this
should not be partof the RCV setting calculation. By includingincomewithin the calculation, Ofwatis implicitly
assumingthatall WaSCs arefully exploitingtheincome potential of their assets. However Ofwat’s own
assessmentof the market inthe December 2015 and May 2016 Water 2020 consultations found that this is
not the case “there are unrealised optimisation opportunities at present would seem to indicate that there are
market failures or barriers that are impeding this”.

Including non-appointed income forecasts beyond 2020 within RCV penalises WaSCs which have managed to
sharefixed costs between their customers and other revenue streams. We also observethat the contracts for
suchincome streams are shortterm innature and unlikely to have the same duration as appointed treatment.
In many cases current contracts may not endure beyond 2020 and estimating future income streams will be
highly uncertain.

We believe thatincludingtheimpactof these income streams inan RCV valuationis inappropriateand could
alsoimpactonthe operation of those tanker trade waste and sludgeto land markets.

2. Distortion of the market through inclusion of renewable energy incentives within the assetvaluation to

encourage inefficient new entry

The approachto includeenergy incentiveincome streams inthe economic valuation couldleadto a perverse
situation where companies with the lowest net operating costs may have to set prices higher than less efficient
companies. This would encourage inefficientnew entry and increaseoverall costs to customers as they would
be required to pay for efficient legacy capacityinthe pre-2002 RCV as well as newly entered, but unnecessary
capacity.

The examples below illustrate why we believe a methodology that uses income to increasean RCV valuation
are not appropriate:

i) Technologies such as incineration produce lower energy than Anaerobic Digestion (“AD”), do
not produce the beneficial Sludgefertiliser and produce Carbon Dioxidein the burning.
Accordingly theincome and RCV from companies employing incineration will be lower than
anincome generating WaSC. On that basis they will be more price competitive for longterm
committed capacity trades (based onaverage costplus return on regulated capital) and UK
plcwill loseenergy production and natural fertiliser and suffer more carbon dioxide outputs

Impact of this approach on RCV and average costs is shown below:

Company A - has sludge income

(efficient)
Average cost to process based on Lower
net book value of assets
Impact on RCV of usingthis Higher

Company B — no sludge income
(inefficient)

Lower

approach of capitalising future
income

Average cost to process based on
RCV approach

_ o

By increasing RCVto reflect future income stream the competitiveness of inefficientcompany B has improved
compared to the competitiveness of efficientcompany A. Itis theoretically possiblethatcompany B could now
be more pricecompetitive inthe market, despite havinghigher processingcosts, due to the RCV distortion.
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Figure 1: RCV impact on efficient Company A

Cost of processing a unit of sludge
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The impactof the RCV increaseis illustrated above — it turns an efficient company A, which currently has the
lowest net treatment costs, into the one that has the highest average price (based on fully allocated costs)
after capitalised income has been added to the RCV. The steps are as follows:today Company A can process
sludge cheaper than company B (£8/unitvs. £9/unit). The addition of income into the RCV impacts company A
negatively such that the average pricefor committed capacity contracts (includinga return on RCV) rises from
£8 to £10. Company B is now ableto tender into the market £1 cheaper than company A despite being less
efficient. This ends inaverage prices beingraised inthe market and aninefficientoutcome.

Artificiallyincreasingtheaverage cost of efficient incumbents has two further negative impacts on sludge
trading markets:
i) Addition of income into RCV couldincreasethe average cost an efficient company has to
charge for committed contracts, meaning that trade may be suppressed.The issueis shown
infigure 2.
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Figure 2 — Impact on long term capacity trades

Cost of processing a unit of sludge
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Inthe example above Company A has marginal processing costs (netof income) of £3/unit, additional
allocated fixed costs of £5/unit. Company C has longrun marginal costs (LRMC) of £9/unit (and no income).

Long term trades (where payments for committed capacity arerequired) would be possiblebecausethe
average costof Company A is belowthe LRMC of Company C. This difference incentivises both parties to enter
a firm capacity tradewith the likelyimpactof reduced costs for customers of Company C and the avoidance of

unnecessary capacity beingbuilt.

After incomeis addedinto RCV, Company A’s average costs are artificiallyincreased to £10. The inefficient
Company C now has a LRMC lower than the efficient company’s average cost and so will choosenot to trade
(under a longterm contractwhere payments for committed capacityarerequired). Company Cis now
incentivised to build new, unnecessary capacity rather than trade.

i) New entrants to the market may have an Average Cost lower than the artificially inflated
WaSC Average Cost, but higher that the true Average Cost. On this basis thenew entrant
would be incentivised to inefficiently enter the market, resultingin higher overall costs to the
system as shown in Figure 3.
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Figure 3: distortion to encourage inefficient new entry

Cost of processing a unit of sludge

12

10

[e)]

H

N

Company A today Company A after RCV uplift Inefficient new entrant

B Marginal Cost M Average cost (excluding impact of income on RCV)  m Impact of including income within average cost

Inthis example, the new entrant has a less efficient coststructure than Company A. The new entrant will
choose to inefficiently enter as Company A would need to recover its full costincludingthe uplifted RCV and
this increases theoverall costs of the system.

3. Including economic value of energy incentives to increase RCVs could potentially distortrenewable energy

markets

The Government (through Ofgem) putinplacerenewable energy incentives (ROCs and FITs)in order to
incentivise WaSCs (and other operators)to encourage investment inlatestgeneration renewable assets. Inthe
absence of these incentives, the costof buildingthese assets might otherwise have been prohibitive. By
artificially inflating the RCV of those WaSCs that were leaders inthe investingin these beneficial assets, Ofwat
is effectively undoingthe incentives that Ofgem putinplace. This couldresultina distortion tothe renewable
energy market for new capacity. From a pricesetting perspective, including the full value of the energy
incentives within capital charges means that- over the longterm - fully allocated charges offset any energy
incentive benefit, increasingthe level of charges and encouraginginefficiententry.

For example, iflicencingarrangements inthe future allow NHH retailers to sourcetheir sludgeservices from
alternativesludge providers, WaSCs would be required to charge a fully allocated cost, FAC, (includinga high
RCV) inlinewith Condition E. Anew entrant could priceas lowas marginal costand by havinga high RCV
allocation within the FAC, itmay be better valuefor the NHH retailer to contract with a new entrant even if
this creates unnecessary new capacity (as setout earlierin Figure3). The income not recovered from NHH
retailers needs to be rebalanced onto the remaining customer base, increasingtheoverall cost of the system.

The net impact of includingincome would be:
a) Fewer trades,as prices offered by efficient companies would be too high
b) Any trades that do occurarelikely to be at a higher pricedue to the artificial increasein the RCV
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c) The market could gravitateto those WaSCs that make the mostimprovement post 2020 and not to
the WaSCs that produce the best outputs per unit of cost. Accordingly the market created could be an
artificial onewhere the 2020 base lineis biased to less efficient companies in the market

Retain the existing methodology but limitthe RCV to a reflection of costs. Accordingly we propose Ofwat
should excludefrom the valuationanyincomewhichis a productof previous management policy and not
assetcapability —i.e. exclude Tanker trade waste income, sludgeto landincomeand ROC income.

Whilstthis mayresultinalower RCV than the current approach,itwould avoid distorting markets. The
consultation states thatsetting too low an RCV could have the consequences that competition and new entry
by other organic waste (OOW) providers is notencouraged or that incumbents make gains fromdisposing of
legacy assets. We think customers are already protected againstthese two concerns. Firstly,incumbents have
arequirement to comply with Competition Law irrespective of RCV allocations when setting priceand non-
priceterms and hence alow RCV should not deter efficient competition and new entry where these prices are
setappropriately.fthey arenot set appropriately, Ofwathave the existing concurrent competition powers to
investigateand intervene. Secondly, disposal of protected assets requires Ofwat consent; Ofwat has checks
andbalances inplacetoensure these assets areno longer required for the undertaker to fulfil its duties.
Customers alsoreceivea shareof any assetdisposals.

Q2 - Do you agree that companies should consider impact on customers and
markets and propose an alternative RCV allocationif this will better protect
customers, including by promoting a level playing field for markets?

We agree that companies should fully consider theimpacton customers and markets of the RCV allocation.
The impacton markets has been discussed under question 1. The impacton customers is difficultto quantify
atthis stage.

The level of the bioresource RCV could affect wholesaletariffs thatare based around the Mogden formula.In
theory, a higher RCV allocationtosludgeshouldincreasethe “B” (Biological)and “S” (Sludge) elements of the
charge, sotrade effluent customers would pay more or less depending on the composition of their effluent.

Inadditionto animpact on trade effluent (TE) charges, there could also bean effect on regular sewerage bills,
which are kept inbalancewith TE by calculatingthe TE chargethat would apply at a standard strength.
Discounts to largeusers canalso be based upon the fact that the majority tend to connect to larger trunk
sewers rather than the local network. The reductionin conveyancingcosts is reflected in the “R” (Reception)
element of their charge.

Although there are multiple potential effects on tariffs, in practice we think that these will besmall.Sludgeis a
relatively small portion of the wastewater valuechain,andthe return on the assetsisinturnalow proportion
of the overall revenue that would be allocated to the Bioresources control.Interms of the overall impacton
customer charges, the impactof the bioresourceallocation mightbe relatively small butthe effect on this
market could be significant,as noted inresponseto Q1. Overall, we consider that an efficient effective market
is likely to benefit customers more than a market where prices arekept artificially high (or artificially low).
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Q3 - Do you agree that the assumptions in table 4.1 are appropriate for
companies to use for the valuation exercise? We welcome any comments on
these assumptions; suggestions of further assumptions you consider all
companies should use; or requests for clarification. If you disagree that any
of the above assumptions are appropriate to be used by all companies please
explain why and if relevant suggest an alternative.

The assumptions appear reasonable but perhaps not sufficiently detailed. The concer ns we would have relate
to the range of interpretations that companies could within the definition of “dominant technology”. A
company with a site where traditional digestionisthe dominant technology could for example interpret the
hypothetical assetas a like-for-like replacementand use traditional digestion; or they couldinterpret itas
leading edge. There appears to be an argument for both interpretations depending upon the proposed
investment strategy (post 2020) at a particular site.

e Point1 of the approachsuggests interpretation of assets as leading edge would not be appropriate
(our emphasis) “Estimate the cost of the hypothetical new assets thatwill deliver the same capacity
as actual assets on each site”

e Paragraph 20 ofthe support document supports aninterpretation for leading edge technologies:
“There may be significantdifferences between the hypothetical assets assumed for the hypothetical
new-build costs and the actual assets owned by a wastewater company”

To avoid this material differenceininterpretation, further guidancefrom Ofwat would be useful.

Given the proposed investment strategies, post 2020 are being developed as partof the PR19 activity and the
submission timescalefor this RCV reallocationis beforethe PR19 work is complete, we would propose that
assetstrategy post 2020 should be ignored in determining the hypothetical assets and associated STC
valuations.

On aseparate note, itis probably appropriateto mention in this section the difference in valuationsthatcould
arisefromdifferent industry wide planning assumptions made by different companies. It would be beneficial if
Ofwat were to provide industry wide planningassumptions through an Information Notice such as
assumptions for volume growth caused by the impact of quality schemes.

Q4 - Do you agree that the assumptions in table 4.2 are appropriate for
companies to use for the valuation exercise? We welcome any comments on
these assumptions; suggestions of further assumptions you consider all
companies should use; or requests for clarification. If you disagree that any
of the above assumptions are appropriate to be used by all companies please
explain why and if relevant suggest an alternative.

There are no assumptions included in respect of population growth andincreases involumes due to changes in
process required to meet new dischargestandards.Guidancefrom Ofwatinthese areas would assistin
standardising the outputs and comparability across companies.
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Q5 - Do you have any further suggestions of potentially useful cross checks,

beyond those presented in table 4.4 that companies may want to consider?
The cross-checks as outlined in the consultation arealternative methods of valuation. This listis fairly
exhaustiveand insome cases we do not think that some of these potential methods are worth exploring. For
example, we agree that there is limited valuein usinga gross MEAV approach —althoughit might produce a
different outcome to net MEAV we do not see how this represents animprovement or how this approach
might better support the new market. Net MEAV is a basicvaluationapproachanda splitbased on
expenditure has some logicinthatitwould allocatereturns in proportionto the cashrequirements of the

business.

Inour view, the more important cross-check will bethe effect that a given valuation has onthe prices borne by
customers of the incumbent and the impacton the market. As we set out inresponseto Q1, we are concerned
that placinga high valuation on assets where energy generation is alreadyinstalled may have a perverse effect
— makingthe company’s average prices high and therefore being relativelyinefficientin the market due to a
regulatory imposed distortion.

Q6 — Do you have any comments on our timetable?

To ensure sufficientaccuracy and consistencyinthe analysisand cross checks as well as meeting the
robustness of Board assurancerequirements, there are merits in extending the submission date from end of
September to end of November.

Q7-Do you have any comments on our assurance expectations?

The proposals areinlinewith the assurance we would expect to provide our Board, given the nature of the
information required. As this is a new information requirement, the form of the Board Statement will be
important and, as noted by Ofwat, allow Boards to properly explore any risks, materialassumptions and

weaknesses.

Q8 - Do you agree that companies should publish information on their
websites to allow other stakeholders to comment, and when this could
happen?

We believe itis appropriateto publishinformation thatfacilitates Sludge trading, except where that
informationis commercially sensitive. Appropriateinformation would includelocation of Sludge Treatment
Centres (and dewatering sites), characteristics of sludge that can be processed and whether there is capacity

to process sludgeimports.

The situationinrespectof publishing granularinformation fromthis RCV reallocation exerciseis less clear with
arguments for and againstsharingsuchinformation.

Infavour of information sharing:
e Market theory suggests markets perform best where there is perfect knowledge. We alsorecognise
thatinreality markets with more informed participants typically function better.
Againstinformationsharing
e There are wider competition law concerns if excessiveinformationis published thatcould give
competitors insightinto other companies’ cost or pricingapproaches. Ofwatwould need to consider
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these issues inthe round, especially given the nature of the servicebeing regulated where
competitors need to comply with common pricingapproaches required for example under Condition
E.

e Some of the costinformation would by definition be commercially sensitivein a market environment

andit would be unusual for companies ina competitive market to publish such granular cost
information.

We believe thatitis notnecessaryfor Ofwat to require this information to be published in order to achieve an
active, efficient market — the commercial incentives to companies to trade should be sufficient. Given the
wider issues setout above we would suggest publication should notbe required at this stage - if the market
does not develop as Ofwat wishes, publication of such information ata future pointis always an option.

Q9 - At what level of detail do you think that this information should be
published? Please comment as to what you consider the benefits or
disadvantages to companies publishing information at a site level?

We believe the information we have identified atquestion 8 should be published ata STC sitelevel.

Q10 - Do you have any comments or require any clarification on the
proposed tables? Where you have alternative proposals, please set out how
this meets the objectives of the asset valuation for the purposes of allocating
the legacy wastewater RCV to the bioresources control.

As referred inour answer to question 3, advice by Ofwat on future assumptions (sheet “6. Site Inputs”) would
be beneficial for common comparisons.

On sheet “4. Site data STC” clarity on the following would be beneficial:
e The relevant period for the quoted volume sizebands.Assumed per annum

e The pointinthe process Ofwat would like us to advise “volume produced” — e.g. into or out of
digester
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