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1: Overview

Each company must produce and publish an accounting methodology statement alongside its Annual
Performance Report (APR). The purpose of this statement is to enable Ofwat and other stakeholders to
understand the systems, processes and allocation methodologies used to populate the totex and
operating cost analysis tables in Parts 2 and 4 of the Dwr Cymru Cyfyngedig (DCC) 2019/20 APR.

This report has been prepared in accordance with the following Regulatory Accounting Guidelines
(RAGs) and Information Notices:

o RAG 1.08: Principles and guidelines for regulatory reporting under the ‘new UK GAAP’ regime;

o RAG 2.07: Guideline for classification of costs across the price controls;

° RAG 3.11: Guidelines for the format and disclosures for the APR;

. RAG 4.08: Guideline for the table definitions in the APR;

. RAG 5.07: Guideline for transfer pricing

o Information Notice 19/07: Expectation for companies in issuing long term viability statements;

o Information Notice 20/01: Requirements and expectations for ring fenced certificates; and

o Information Notice 20/03: Expectations for monopoly company annual performance reporting

2019/20.

1.1: Company structure

DCCis a ‘not-for-profit’ company which has been wholly owned by Glas Cymru since 2001. Glas Cymru
does not have shareholders, and any financial surpluses are reinvested in the business for the benefit
of customers. DCC is the group’s principal trading company. Its principal activity is the supply of water
and treatment and disposal of wastewater under the instrument of Appointment made by the Secretary
of State for Wales under the Water Act 1989.

The group purchased two companies in 2018/19, Welsh Water Organic Energy Ltd and Welsh Water
Organic Energy (Cardiff) Ltd. Welsh Water Organic Energy (Cardiff) Ltd operates a waste recycling plant
generating energy which is sold to DCC for use at its co-located waste water treatment works in Cardiff.
Power is charged at commercially negotiated arm’s length prices and therefore adheres to the principles
set out in RAG 5.07.

In March 2019 a new group company, Welsh Water Organic Waste Ltd, started trading, offering trade
effluent disposal facilities to new business customers through existing DCC assets. Trade effluent
charges to this company are levied by DCC at published rates. Other cost recharges follow the principles
set out in RAG 5.07.

There are no other associated companies that trade with DCC.

Structure

DCC is split into three reporting areas: Chief Executive Officer, Finance, and Operations which are the
responsibility of Executive Directors of the Company. Operations comprises the Water, Wastewater and
Retail services, headed by a Managing Director of Water, Wastewater and Retail respectively (none of
whom is an Executive Director of the company).

The finance team provides dedicated support to the operational teams and support functions. Monthly
management accounts are prepared which highlight variances against budget; the finance department
and the budget holder work together to identify reasons for the movement. Following this, at the
department’s team meeting, cost performance against budget is reviewed.

At year end, the finance team, working with the operational and support teams, extracts income and
cost data from SAP and formats this into the regulatory reporting table structures for each area of the
business, primarily using Excel spreadsheets. These spreadsheets are consolidated and their outputs
are used to populate the APR. The processes used to generate the regulatory reporting allocations are
reviewed each year to reflect any organisational and regulatory changes.

There are governance review processes to ensure that all the information within the regulatory financial
statements is consistent with the latest regulatory guidance before the financial statements are
published. Further details can be found in our Data Assurance Plan which is published at the same time
as the APR and can be found at www.dwrcymru.com .There is no change to this process from last year.

1.2: Systems
DCC uses SAP as an integrated financial and business management system. SAP information is either

downloaded into spreadsheets or extracted using Business Warehouse. All operating costs are recorded
in SAP against an account code and a cost centre and are aligned to regulatory business units and their
relevant regulatory cost group, as shown below. Each time a new account or cost centre is created
within the corporate finance system, it is linked to the appropriate business unit or cost type with
reference to the latest RAGs.

. Power

. Power income/income treated as negative expenditure
e  EAservice charge

e  Bulk supply
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o Employment cost

o Hired and bought-in services
o Materials and consumables
e Other direct costs

e Doubtful debts

e  General and support costs

. Rates

Further adjustments are made for third party and non-appointed costs following a full analysis of costs
and with reference to guidance in the income categorisation table in RAG 4.08.

For the population of the APR a cost centre hierarchy has been created in SAP which is different from
the internal management accounting structure (which is based on budget holder accountability). This
means that directly coded Water, Wastewater and Retail operational costs can largely be assigned to
the appropriate regulatory unit and cost headings. Where costs cannot be directly allocated, allocations
are used which are summarised in the following appendices:

o Appendix 2 - Retail: Wholesale cost allocation

o Appendix 3 - Wholesale cost allocation

o Appendix 4 - General and support allocation

o Appendix 5 - Retail: household/non-household split

o Appendix 6 - Retail (household): measured/unmeasured split

In 2014/15 we replaced our legacy billing engine, Customer Accounting System (CAS), with a new billing
system (RapidXtra) provided by Echo Managed Services. The RapidXtra system is designed specifically
for the water sector and is currently used by a number of UK water companies. We are continuing to
improve our debt collection system, Tallyman, which interfaces with RapidXtra. In 2018/19 we
upgraded our SAP operational customer platform by introducing C4C, the cloud version of SAP. In
2019/20 we leveraged previous Sitecore upgrades to our website to deliver an improved online
interface to customers. In the latter part of this year we delivered system functionality to enable our
front-line agents to work from home by upgrading our telephony software.

Power costs include all energy costs (including climate change levy costs). Electricity costs are allocated
to assets using DCC’s energy management system in SAP, which receives electronic bills (EDI’s) from the
energy suppliers and, by reference to the Meter Point Administration Number (MPAN), charges the cost
to an asset’s cost centre. As this is the first year this system was used (replaced ARIES in 2019), extensive
checks were carried out by comparing the billed charges for each MPAN with the backing data supplied
by the energy supplier.

Where an MPAN provides electricity for more than one price control unit, a percentage split is applied
that is specific to the associated MPAN. The percentage split is determined by estimating the electricity
cost per price control unit by undertaking site audits. These involve cataloguing all the electrical
equipment on site. The running hours and loading of each piece of equipment are
estimated/determined to calculate annual electricity consumption and this is allocated to regulatory
cost accounting areas. The equipment’s electricity use as a proportion of the total site’s electricity
consumption is used to establish the cost centre splits. The Power costs category also include fuel costs,
which are allocated to the cost centres where the asset which consumes the fuel is located. For assets
that support more than one price control segment, the costs are allocated based on the most
appropriate cost centres based in Ofwat’s hierarchy of cost drivers.

We also have SAP work management systems, such as Above Ground Asset (AGA) Water, Mechanical,
and Electrical and Instrument (ME&I), Planned Maintenance and Switch (below ground asset
maintenance). The systems recognise the asset upon which we are working, its geographical location
and the type of work being performed. Based on this information the system charges costs to
predetermined revenue or capital cost collectors.

1.3: Structure underlying core customer services activity
The structure is as follows:

e Income collection and billing services are provided by the Retail service (RETL). This part of the
business is independent of the Wholesale activities and has its own Managing Director, support
staff and a unique SAP company code. Support service costs such as HR, IT and finance are
allocated across price controls based on the most appropriate cost driver (as shown in Appendix
4);

e  DCCalso has outsourced arrangements with local authorities and water companies for billing and
collection which are all reported within RETL. The risk of collection is transferred to the local
authority/water company and a commission is paid to them to reflect this arrangement; and
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e  The company does not issue bills addressed to ‘the occupier’. Our policy is to write off debt
when it has been established that a debt is not collectable. A debt is regarded as not being
collectable when one of the following conditions has been satisfied:

. the debtor has been declared bankrupt;

e the debtor cannot be traced;

. the debtor has died without an estate;

e all reasonable legal remedies have been exhausted and two collection agencies have
failed to recover the debt; or

e the debt is too small to pursue beyond specified recovery action.

All debt that has gone through the full recovery process listed above is held in a ring-fenced account
pending write-off. Write-offs are scheduled as part of a routine procedure. However, initiatives
continue to be taken in respect of debt with a low likelihood of recovery to review the probability of
collection and debts are currently only written off post completion of these initiatives. Generally when
debt is deemed irrecoverable, the debt will have been fully provided for in the bad debt provision. As a
result the timing of the write-off has little impact on the overall charge for bad debts in any year —and
the level of write-offs throughout the year is therefore not monitored in isolation but as a component
of the overall movement in collections when considering the level of bad debt provision required.

DCC operates an operational call centre which is part of RETL. Calls which require a visit to a
customer are passed to schedulers who make the appropriate arrangements for an initial visit.

e  For calls relating to the water network the costs within Retail also include inspectors’ time if
after investigation it is found that the fault was not a network issue. For those that did relate
to a network issue the costs of the customer liaison team (who call the customer advising that
the issue has been resolved) are treated as Retail costs; and

o For calls relating to the Wastewater network, a team is despatched so that any network issue
can be resolved as soon as possible. If, when attending the site, they find that this is not a
network issue then the call is aborted and these costs are included as Retail. For those that
do relate to a network issue the costs of the customer liaison team (who call the customer
advising that the issue has been resolved) are treated as Retail costs;

DCC has inspectors who attend customer premises in relation to metering billing queries. The costs
included in Retail relate to visits made in relation to the following activities resulting from a
customer’s request:

° final meter reading;

. check meter reading;

e customer billing meter query; and

o meter-reading work - abortive; determine property supplied by meter and site meeting to
show location of meter.

The latter two relate to billing and customer—facing activities hence they are treated as Retail costs;
Support costs: all of RETL direct costs are allocated to Retail, along with a proportion of support
costs which are incurred by DCC. DCC support costs are allocated to Retail based on various costs
drivers, as shown in Appendix 4; and
Other business activities include Ofwat fees, Water UK costs and regulation department costs; 1/9th
of these costs has been allocated to Retail in line with the RAG guidance. The split between
household and non-household is based on customer numbers.

This is the same approach as for the 2018/19 report year, with no changes made for 2019/20.

1.4: Capitalisation policy
Costs charged to capital follow the company's accounting policy. This states that capital expenditure
includes the following categories of cost:

e  Property, plant and equipment;

e Infrastructure assets (i.e. mains and sewers, impounding and pumped raw water storage
reservoirs, dams, sludge pipelines and sea outfalls); and

e Otherassets (including properties, over ground operational structure and equipment, and fixtures
and fittings).

|ll

The cost of property, plant and equipment additions includes a provision for a contractual “pain/gain”
share. Forecast final expenditure associated with completed, or substantially completed, Capital
Alliance-delivered projects is compared to either the business plan or unit cost database-derived value,
with significant differences being provided for in accrued “pain” or “gain”-share calculations at half-

year and year-end.

For accounting purposes, the Water and Wastewater system is segmented into components
representing categories of assets with similar characteristics and useful lives. In accordance with RD
06/02, all leakage monitoring and reporting costs are treated as operating expenditure. The cost of
maintaining the level of leakage is also classified as such, unless it falls clearly into other areas e.g.
replacement of capital items. The costs of leak detection and repairs which contribute to achieving the
economic level of leakage are treated as infrastructure renewals expenditure and are expensed in the
income statement.
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Additions are recorded at cost, and reflect the purchase price together with any expenditure directly
attributable to bringing the asset into use, including directly-attributable internal costs. Costs incurred
on development projects are recognised as intangible assets when the relevant recognition criteria are
met.

Capitalisation of salaries

The cost of employees working directly on capital projects is calculated using an hourly recharge rate
which is reviewed by management annually. Each set of rates is broken down by bands based on
average salary and overhead costs.

Individuals can charge time to capital projects either by submitting timesheets or by recording time on
handheld devices (“toughbooks”). The planned maintenance and Switch systems (currently being
replaced by Field IT) are integrated in SAP and they record labour, materials and bought-in services
costs at asset level. Job-types determine the classification of work as operating or capital expenditure
using predefined settlement tables held within SAP.

Capitalisation of overheads

DCC’s internal costs incurred in supporting the capital programme are capitalised as overheads using
an appropriate recovery rate (normally a percentage of annual salary costs). The percentage recovery
rate is generated from a review undertaken to identify costs which demonstrate a clear link to the
capital programme. The assumptions and the recovery rate used are reviewed annually by the finance
team.

1.5: Additional analyses or adjustments that the company has made to data extracted from systems
Fixed assets overview

Additions

The principal data source for the fixed asset tables is the capital expenditure regulatory reporting
database which is extracted from SAP. This information source provides sufficient information to
allocate most costs directly to the accounting separation business units.

The regulatory reporting and accounting separation databases hold scheme information analysed by
asset type. For the purpose of completing the regulatory accounts, they also identify whether the assets
are ‘infrastructure’ or ‘non-infrastructure’ and categorise Retail assets separately.

. Infrastructure assets include the following: underground systems of mains and sewers, impounding
and pumped raw storage reservoirs, dams, sludge pipelines and sea outfalls. Some information

about infrastructure assets (general mapping and updating of network records) is also regarded as
an infrastructure asset;

Operational assets include the following: intake works, pumping stations, treatment works,
boreholes, operational land, offices, depots, workshops, residential properties directly connected
with Water and Sewerage services. Land which is not currently in operational use but is expected
to comein to use in the foreseeable future is included, as is plant, machinery and telemetry inherent
in the nature of the works. Also included are non-operational plant, non-operational machinery,
vehicles, surplus land and all assets not previously listed; and

Retail operational assets include the following: buildings and offices, fixtures and fittings, IT systems
and other operational assets directly involved in providing the Retail service.

New expenditure incurred during the year is added to the database and is analysed as follows: costs are
recorded at scheme level and are allocated to business type based on an analysis of the scheme design
and target costs. This is the same principle for allocation of capital expenditure to business units that
has been used in previous years. The aim is to map expenditure incurred to either a one-to-one
relationship, or on a proportional allocation basis as directed in the RAGs.

On the assumption that the Quality, Base, Enhancement and Growth (QBEG) analysis continues to be a
regulatory requirement, the asset categories are further extended to allow for those four descriptions
of asset purpose. For the purpose of our systems’ data capture, the above translates to an asset
classification list of eight-digit codes.

Example: 0946Q50S
The first two digits denote asset type and follow the requirements of the previous June Return Table 32
line item:

. 09 = Sewage treatment works

The third and fourth digit represents business activity areas as shown below:

Code

Infra Non-infra Description - Water

11 12 Abstraction licence

21 22 Raw water abstraction

31 32 Raw water transport

41 42 Raw water storage

- 52 Water treatment

61 62 Trunk treated distribution
71 72 Local treated distribution
81 82 Management and general
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Code

Infra Infra Description - Waste

15 16 Foul

25 26 Surface water drainage
35 36 Highway drainage

- 46 Sewage treatment and disposal
55 56 Sludge transport

- 66 Sludge treatment

- 76 Liquor treatment

85 86 Sludge disposal

95 96 Management and general

The fifth digit denotes the purpose:

e M =Base/maintenance
. E = Enhanced service level
° N = New development
¢  G=Growth
e Q=AQuality
The sixth to eighth digits denote purpose-type drivers:

° 50S = NEP — Reduction in sanitary parameters.

The database queries use the data contained in the classification code to sort and group the year-end
figures to allow grouping by asset type, business activity and QBEG classification as necessary. Some
93% of expenditure in the year was suitable for this classification method. The remaining 7% is for items
of IT and management and general costs that cannot be directly allocated to a specific business unit.
This expenditure has been proportionally allocated across the business activities using FTE numbers as
the cost driver.

The IRE programme is included in the above costs and analysed across price controls accordingly. DCC’s
(IFRS-based) policy is to expense IRE to the income statement unless there is an enhancement element
to the cost; these costs are adjusted out of capital and included within other operating expenditure,
renewals expensed in year (infrastructure).

Fixed asset register

The company maintains its fixed asset register in the SAP accounting system. The assets are split by
service type using evaluation class. For assets under construction, this is allocated to price controls
using the capital expenditure regulatory reporting database. Management and general assets are split
using FTE numbers as a cost driver.

The majority of the fixed asset and depreciation data in the APR use the IFRS basis of reporting, adjusted
for the reversal of borrowing cost capitalisation (IAS 23) as required by the RAGs.

DCC does not maintain a full current cost fixed asset register. The current cost depreciation reported in
table 4G has been calculated by indexing the prior year values and adjusting for additions and disposals.

Asset lives

ChandlerKBS provide an asset life assessment service to DCC. Assessments are carried out at project
level based on detailed cost records, and DCWW'’s accounting policy is followed to assign appropriate
asset lives.  Whilst undertaking this service, ChandlerKBS maintains a record of each individual
assessment. The assessments are then compiled into an overall summary database. The

database generates asset life models which can then be used where appropriate.

The following are examples of the project types produced using the database:

Sample size  Sample value
38 Projects £348m

258 Projects  £390m

225 Projects £423m

5 Projects £166m

20 Projects £16m

Water treatment works

Wastewater treatment works

Combined sewer overflows and untreated intermittent discharges
Sludge treatment advanced digestion

Water ultra violet treatment projects

ChandlerkBS also produce asset life assessments for several other water and sewerage companies.
Using this knowledge and experience, the models are checked and reviewed to ensure that they are
consistent across the industry in general.

1.6: Changes to the company’s systems year-on-year
Electricity costs are since 2019 allocated to assets via the electricity management system that has been

built into SAP, which receives electronic power bills & Metered Electricity Reads from energy providers
and, by reference to the Meter Point Administration Number (MPAN), charges the cost to an asset’s
cost centre via an interface with SAP. The SAP replaced the ARIES system that was previously used to
manage electricity bills. Just like the ARIES system, the SAP transactions records imported and based on
historical data, generates accruals when actual bills are not received. However on top of this, the SAP
system also stores generation & export data, which means that all energy data is now in one place.

To ensure that the reported data was correct for 2019/2020, we used the Excel backing sheets received
from the energy supplier to generate the total power consumption for each Meter Point Administration
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Number, to undertake integrity checks to ensure accuracy of the SAP data. Each Water and Wastewater
service asset has a unique MPAN allowing the actual power costs to be charged directly to the asset
and its associated activity. Where a supply point provides power for more than one price control unit,
a percentage split is applied that is specific to the associated MPAN. The percentage split is determined
by estimating the power cost per price control unit, by undertaking site audits. This generally involves
identifying all of the power users on site, associating them with the price control unit and identifying
power rating and average run time.

The planned maintenance and Switch systems is currently being replaced by SAP Work Manager as part
of our Field IT project. This will make it easier to capture accurate data and allow mobile colleagues to
work more flexibly and view historical data. Over 1000 operational colleagues will use Work Manager
to view and record details of work undertaken to maintain assets. New features will include more
information about our assets, historical information and the ability to upload photographs.

There have been no other changes to the company’s systems.

2: Price control segments
2.1: How the company has applied the principles set out in RAG 2.07 and RAG 4.08
RAG 4.08 details the guidelines for the table definitions in the APR.

RAG 2.07 covers the principles and cost drivers to be used to attribute and allocate capital and operating
costs in the APR between:

Appointed and non-appointed activities within the appointee (APR Parts 1 and 2);

Price control units (APR Part 2);

Household and non-household Retail services (APR Parts 2 and 4); and

Services for measured and unmeasured customers (APR Parts 2 and 4).

We have applied the principles and guidance as set out in these RAGs to prepare the APR.
RAG 2.07 states that the cost allocation principles need to comply with the following general principles:

Transparency: the cost attribution and allocation methods applied to allocate costs within the APR
need to be transparent. The costs and revenues apportioned to each service and business unit should
be clearly identifiable, with clear explanation of cost and revenue drivers:
e As part of DCC’'s overall accounting separation cost centre group, alternative cost centre
structures have been created in SAP in a format that facilitates the completion of the APR data
tables. These contain specific cost centre groups for the business activities. A number of ‘work

management systems’ result in greater accuracy of cost allocation and reduced reliance on
manual allocations across activities. Asset-related cost centres and most operational support staff
can be attributed directly to a business activity. Non-operational staff costs are allocated directly
to activities where possible. Where this has not been possible cost drivers have been used to
apportion departmental costs in line with Ofwat’s hierarchy of cost drivers.

Each business area prepares its costs in the accounting separation format and forwards to the
Regulatory Accountant for consolidation. The consolidated spreadsheet details the costs for each
business area which can be traced back to SAP. The costs drivers used are shown in the following
appendices:

e  Retail: Wholesale cost allocation Appendix 2

e  Wholesale cost allocation Appendix 3

e  General and support allocation Appendix 4

o Retail: household/non-household split Appendix 5

o Retail (household): measured/unmeasured split Appendix 6
Transparency is provided by the production and publication of this methodology statement.

Causality: cost causality requires that costs (and revenues) are allocated to those activities and
services that cause the cost (or revenue) to be incurred. This requires that the attribution of costs
and revenues to activities and services should be performed at as granular a level as possible.
In respect of costs that are directly attributable to a business activity, costs are allocated to
these activities; and
Where any costs are not directly attributable, the most appropriate cost drivers are used
relating to that specific cost.

Non-discrimination: the attribution of costs and revenues should not favour any business unit
within the regulated company and it should be possible to demonstrate that internal transfer
charges are consistent with the prices charged to external third parties.

e  Transport activities are recorded in a standalone SAP company code where costs are
recharged to price control units using predetermined rates for the assets based on asset
value deterioration and maintenance costs. We do not have any other internal transfer
charges. Any general and support costs that are allocated over price control units are based
on cost drivers shown in Appendix 4;

o Rental charges for the use of our operational appointed assets are calculated on an arms
length basis in line with RAG 5.07:

o Power from other group companies is purchased at market value in line with RAG 5.07; and
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e  Cost allocation is made on an objective basis without any intention of discrimination.

No cross-subsidy between price controls: following the introduction of separate binding price
controls at the 2014 price review, companies cannot transfer costs between the price controls in
setting prices and preparing the APR. The revenue allowance for each price control is determined
by the costs specific to that particular price control.
e There is a separate SAP company code for Retail activities. This means that the majority of
Retail costs can be directly attributed;
° Head office costs such as human resources, IT and finance activities require allocation across
all business areas. The allocation methods used are shown in Appendix 4;
e All costs allocated such as power are based on cost and not on market price; and
o For water used at sewage works, the appropriate tariff has been used by Water to recharge
to Wastewater.

Objectivity: the cost and revenue allocation criteria need to be objective and should not intend to

benefit any price control unit or appointed/non-appointed business. Cost allocation must be fair,

reasonable and consistent.

e  The allocation methods that we have used are not intended to benefit any business unit or
service and have been applied objectively.

Consistency: costs should be allocated consistently from year to year to ensure meaningful
comparison of information across the sector and over time; regulatory incentives from comparative
analysis apply fairly across companies and enable monitoring of companies’ performance against
price control assumptions. Changes to the attribution methodology from year to year should be
clearly justified and documented in the Accounting Methodology Statement.

e  Weaim to be as consistent as possible. However, if we identify an opportunity to use another
cost driver that is more appropriate then we will use this and explain our rationale for the
change in this Methodology Statement; and

e Any changes in treatment of costs included in the RAGs will affect the consistency of our
treatment of costs. These will also be disclosed in this Methodology Statement.

Principal use: where possible, capital expenditure and associated depreciation should be directly
attributed to one of the price control units. Where this is not possible as the asset is used by more
than one service, it should be reported in the service of principal use with recharges made to the
other services that use the asset reflecting the proportion of the asset used by the other services.

2.2:

e  Assets that are used by more than one service such as IT costs are attributed to the service of
principal use. Recharges made to the other services are based on depreciation.

Cost drivers used for allocating costs between price controls
Where costs relate explicitly to a specific business unit, the expenditure has been coded directly
to the business unit that consumed the good or the service. Where direct coding is not possible,
an appropriate allocation has been made using specific cost drivers;
The Retail/Wholesale cost allocation table (Appendix 2) provides an explanation of how
operating costs have been allocated to Retail for each line of the table;
Wholesale cost allocation is included in Appendix 3;
General and support costs allocation is included in Appendix 4; and
The Retail household/non-household table (Appendix 5) provides detail of cost drivers used to
allocate costs.

Why these allocations are considered appropriate

We consider that the allocations are appropriate as, in most cases, we have used the cost drivers
mentioned in the RAGs: in certain cases other costs drivers have been used, i.e. where we believe
that these are more appropriate;

A high proportion of employment costs is allocated directly to business units, however some costs
are allocated using assessment cycles. In the majority of cases these are cycled to the same business
unit, however there is a small amount that is allocated to other business activities. These cost
assessment cycles are monitored on a regular basis, and a thorough review takes place every six
months;

We have discussed the RAGs with the business to ensure that we are adhering to the guidance with
regard to network customer enquiries and complaints. For the split between household and non-
household we have used job types;

We have confirmed that the customer numbers that we are using in the household/non-household
splitis in line with the definition set out in the RAGs;

Where management judgement has been used we have examined the rationale to satisfy ourselves
that it is reasonable; and

In allocating the bad debt charge (households 97.1%: non households 2.9%) we have used the
customer specific aged debt profile and the bad debt write-offs. This approach is in line with
previous years.
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How the company’s management are satisfied that they are reasonable

Most cost drivers are applied on a consistent basis, however where there has been a change this is
discussed with the relevant department to ensure that it is reasonable. Any changes are disclosed
in the Methodology Statement.

Managers are rewarded on their performance and this includes financial performance. Monthly
reports are produced by the finance team which they and the budget manager examine closely to
highlight any cost variances and to identify any costs that should not be included in that area. This
will include extraneous cost assessment cycles. Any costs that should not be included within a
particular area will be transferred out. Therefore, due to this rigorous system, management is
satisfied that the costs are being reported in the correct area.

Assurance process

All data reported in the APR is subject to a structured three-tier assurance process:

o In the first line of assurance management has accountability for identifying risks and
managing these by developing and maintaining sound processes, systems and controls (in the
normal course of operations);

o In the second line of assurance the Regulation and Finance teams have accountability for
providing the framework and governance for regulatory reporting; and

o The third line of assurance provides independent audit and assurance activity through our
Business Assurance team, who both review the assurance framework and provide risk based
assurance on individual elements. The information contained within this document is also
reviewed by our independent external auditor or the Technical Auditor.

The auditors’ findings are reported to the DWr Cymru Executive team, the Audit Committee and the
Board of Directors, each of which reviews and approves documents prior to their publication.

2.3: Changes in the methodology compared to previous year
We have changed the cost drivers or cost treatment for the following costs:

Other operational expenditure: we have used revenue to split some of the IT costs that relate to
company-wide activities that management feel is a more appropriate cost driver. The impact of the
change compared to last year is not material.

Network costs: the household:non-household split has been changed for water costs to include
customer numbers in line with other costs incurred by Retail from Water Services. The impact of the
change compared to last year is not material.

There have been no other changes.

2.4: Significant changes in costs at price control level compared to previous year

Totex analysis - Wholesale Water and Wastewater (Table 2B)

Totex (including cash items) for Wholesale activities is £7m (1%) higher than last year; operating
expenditure is £12m higher with pension deficit recovery payments also higher by £5m. This is offset in
part by lower capital expenditure of £3m and increase in contributions of £6m.

Wholesale Water: Totex including cash items is £8m (2%) lower than last year; £7m relates to an
increase in Water Resources with a reduction in Water Network+ of £15m. The decrease relates to
lower capex spend of £14m and increased contribution of £2m offset by increases in opex (£5m) and
pension deficit recovery payments (£3m).

Wholesale Wastewater: Totex including cash items is £16m (4%) higher than last year; £28m relates to
anincrease in Wastewater+ and £12m reduction in Sludge. Opex costs is £7m, capex £11m and pension
deficit contribution £2m higher than last year which is offset in part by lower contribution of £4m.

Movements and explanations are shown in the tables overleaf.
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Changes compared to last year: Wholesale water

(For further details see Appendix 1)

Movements (£m) Movements (%)
Water resources Wholesale water Total Water Wholesale water Total
network+ resources network+
£m £m £m % % %
Operating expenditure
1.6 (0.6) 1.0 31% (3%) 3%

Power

As part of our continuous improvements we reviewed the pumping stations in water resources and water transport which has resulted in some sites
previously included as network+ being reported as water resources in this report year; power movement between water resources and Network+
amounts to £1.1m ( for further detail see section 2.5). During the year increases in power relating to consumption and price increases are offset by
lower adverse weather costs; £1.8m atypical costs included in 2018/19 (£1.3m Water Treatment and £0.5m Treated Water Distribution.

(0.9) | (02) | (12) | | 27% 7% 18%
Income treated as negative expenditure The increase in water resource reflects an increase in hydro income following a wetter year than last year.
. ‘ 04 | - 04 | | 5% (10%) | 5%
Abstraction charges/discharge consents -
No material change compared to last year.
Bulk supply - | - | - | | - | - | N
No material change in the year
82 | 038 | 9.0 | | 86% 2% 15%

Other operating expenditure — renewals expensed in year (infra)

Water resource movements relate to increased work as a result of the ‘Measures in the interest of safety’ (MITIOS ) schemes being carried out in the
year which is a programme for making our reservoirs safe as well as some large schemes related to a discontinuance (£4m) and tower rehabilitation
schemes (£3m).

Other operating expenditure — excluding renewals

(0.5) | (6.5) | (7.0) | | (7%) | (6%) | (7%)

Water resource has decreased which mainly relates to lower employment costs and bought in services as 2018/19 included costs relating to the
summer drought. The decrease in Network+ relates to the movement in adverse weather costs of £12m; 2018/19 adverse weather costs of £14m
offset by adverse weather costs of £2.1m and Covid-19 costs of £0.3m (included in atypical costs Table 4J Line 25). This is offset by provision for
reorganisation of £3.9m; £0.2 water resources and £3.7m network+

Local authority and Cumulo rates

- 0.3 0.3 2% 2% 2%

Relates to Cumulo inflationary cost increase of 5% offset by rates refunds.

Total operating expenditure exc third party services

8.7 (6.2) 2.5 31% (3%) 1%

Third party services

1.5 0.5 2.0 39% 26% 34%

Water resource increase relate to non potable increase of £1m; £0.8m relate to bulk supplies relating to pricing dispute, £0.1m power and £0.1m
general and support. In addition, renewals expensed in the year increased by £0.5m relating to our s20 EA agreements. Network+ increase relates to
old rechargeable invoices that have been impaired as they are deemed not recoverable

Total operating expenditure

10.2 (5.7) a5 32% (3%) 2%
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Changes compared to last year: Wholesale water

(For further details see Appendix 1)

Wholesale water Water Wholesale water
Water resources Total Total
network+ resources network+
£m £m £m % % %
Capital expenditure
(1.2) | (0.7) | (1.9) | | (51%) | (5%) | (10%)

Maintaining long-term capability of assets - infra

The decrease in water resources expenditure relates to less infrastructure renewal expenditure being classed as capital expenditure and Network+
decrease reflects reduction in treated water distribution costs due to lower zonal studies.

0.9 | 2.7 | 3.6 | | 19% 4% 5%
Maintaining long-term capability of assets — non-infra Water resources increase relate mainly to the impact of changes to \{vater pumps categorisgtion. Network+.increase of £2.7m is mainly due to a
scheme at Bewdley Bank SRV of £5.5m offset by scheme cost reductions compared to previous year at Portis WTW (£0.5m), Red Cow SRV (£0.6m),
CML Loggers (£0.9m). and a reduction in our transport costs of £0.7m.
3.4 | (5.7) | (2.3) | | 26% (28%) | (7%)
The increase in water resources relates mainly to two dam safety schemes which were re-categorised as enhancement; Ynysyfro Reservoir £1.3m
Other capital expenditure - infra and Lower Carno Reservoir £2.1m as a result of additional work. Network+ decrease relates mainly to treated water distribution ; Hereford City
Growth scheme cost reduction from 2019 of £4.4m and further reductions in our Acceptability of Supply work on trunk mains in Porth (£2.6m) and
Maerdy (£2.4m). These decreases are offset with the early start schemes amounting to £2.5m .
(6.1) (5.8) (11.8) (37%) (47%) | (41%)

Other capital expenditure — non-infra

The decrease in water resources relates mainly to Prioress Mill Habitat intake screen costs to comply with new environmental legislation, which is
£5m lower last year. The remaining differences relates to several smaller fish screen schemes that have less expenditure than in previous years. The
decrease in Network+ relate to lower costs in water treatment as majority of spend to upgrade these works were incurred in previous years;
Tynywaun WTW (£1.1m) and Bryn Cowlyd WTW (£3.4m). In addition the SEMD programme costs is lower than last year by £1.1m..

Infrastructure renewals reinforcement

- (0.7) (0.7) - (74%) (74%)

The decrease is an indicator of the potentially volatile nature of this work, as this type of work is intermittent.

Total gross capital expenditure excluding third party services

(3.0) (10.2) (13.2) (8%) (9%) (9%)

Third party services

(0.8) 0.2 (0.7) (22%) 34% (15%)

The cost movements relate mainly to the s20 operating agreements.

Total gross expenditure

(3.8) (10.1) (13.9) (9%) (9%) (9%)

Grants and contributions

(0.4) 2.2 1.8 (12%) 19% 12%

The decrease in Water Resources relates to income received from the NRW relating to work carried out on impounding reservoirs under the s20
operating agreement. The increase in Network+ relates mainly to our Requisition and Rechargeable programme where there has been an increase
of income received from schemes compared with last year.

Totex

6.9 (18.0) (11.1) 10% (6%) (3%)

Pension deficit recovery payments

0.2 2.6 2.7 79% 79% 79%

Additional pension deficit recovery payments were made during 2019/20.

Totex including cash items

7.0 (15.4) (8.4) 10% (5%) (2%)
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Changes compared to last year: Wholesale wastewater

(For further details see Appendix 1)

Movements (Em)

Movements (%)

Power

Wastewater Sludge Total Wastewater Sludge Total
network+ network+
£m £m £m % % %
Operating expenditure
3.6 0.3 3.9 14% 19% 14%

The increase relates to price and consumption increase due to severe weather in the early part of the year which is offset in part by lower atypical costs
in Network + compared to last year of £400k.

Income treated as negative expenditure

(1.3) (1.4) (2.7) 197% 58% 88%

Network+ increase relates to increase in Gas to Grid as production resumed in the year. The increase in sludge relates to AAD operation and new site
commissioned in North Wales.

Abstraction charges/discharge consents

(02) | - (02) | | (4%) | -] (4%)

No material change from last year.

Other operating expenditure — renewals expensed in year (infra)

47 | - a7 | | 16% - 16%

The increase in the year in network+ reflects increase in reactive maintenance schemes of £2.6m together with some large schemes such as Cwmgwrach
Sewer rehabilitation scheme (£1.1m) and Afan Catchment scheme (£1.5m)

Other operating expenditure — excluding renewals

1.9 | (0.9) | 1.0 | | 3% (5%) | 1%

Network+ increase relates mainly to the restructuring provision of £3.4m offset in part by reduction in hired and bought in services of £1.4m reflecting
our costs efficiency drive. Sludge reduction relates to North Wales AAD site solids destruction reducing sludge volumes to land, together with general
sludge optimisation.

(04) | -] (0.4) | | (6%) | 13% (5%)

Local authority and Cumulo rates No material change from last year.
Total operating expenditure excluding third party services 8.3 (2.0) 6.3 7% (10%) 4%

1.0 - 1.0 150% - 150%
Third party services

This cost relates to impairment of rechargeable invoices of £1.6m, that is believed no longer to be recoverable offset by lower rechargeable costs.

Total operating expenditure

9.2 (2.0) 7.2 8% (10%) 5%
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Changes compared to last year: Wholesale wastewater

(For further details see Appendix 1)

W

Maintaining long term capability of assets - infra

Movements (Em) Movements (%)
LB LR Sludge Total B Sludge Total
network+ network+
Capital expenditure £fm £fm fm % % %
(1.1) - (1.1) (9%) - (9%)

The decrease in wastewater network+ can be attributed to two schemes that have lower costs in the year, Llangennech Rising main (£0.4m) and Cardiff

Bay Catchment LG Tanks (£1.7m) offset by an increase in expenditure in Nant Talwg Rising main of £1.1m.

Maintaining long term capability of assets — non-infra

(7.3)

(11.0)

(18.3)

(9%)

(21%)

(13%)

The decrease in Wastewater Network + mainly relates to Sewage Treatment with reduction in some large schemes; Kinmel Bay WWTW for new inlet
works (£0.9m), Reynoldston WWTW (£1.2m), Llanfoist WWTW (£2.9m), Hirwaun WWTW costs for new process (£1.3m), and Swansea Bay Inlet Screens
(£1.4m). The decrease in expenditure for sludge mainly relates to the reduction in the North Wales sludge strategy scheme principally at Five Fords

where there was a decrease in expenditure of £12m as the scheme come to an end.

Other capital expenditure — non-infra

_ _ ) 15 | - | 15 | | 4% - | 4%
Other capital expenditure - infra Network+ increase relates to sewage collection and reflects work incurred to reduce the number of spills to river courses
27.1 | 03 | 27.9 | | 92% 20% 83%

Increase in Network+ compared to the previous year relates to sewage collection of two schemes Pwll SPS (£3.6m) and Weycock Cross SPS (E1m) . The
remainder of the increase relates to Sewage treatment schemes including Llanelli WWTW PFET £6.1m, Gowerton WWTW PFET £0.8m, Llety Brongu
£5.5m, NEP Flow 3 scheme £0.6m, Raglan WWTW £1.3m, Brynmawr WWTW £1.7m, Ruthin WWW £3.3m, Dyserth WWTW £2.9m and Eglwysbach £0.3m.

0.5 - 0.5 34% - 34%
Infrastructure renewals reinforcement
The reduction reflects the volatile nature of this work, as this type of work is intermittent with higher schemes in the year
Total gross capital expenditure excluding third party services 20.8 (10.2) 10.6 13% (18%) 5%
Third . - - - 7% - 7%
rd party services
Ird party servi No material change from last year
Total gross expenditure 20.8 (10.2) 10.6 13% (18%) 5%
4.1 - 4.1 48% - 48%
Grants and contributions The increase in income from the previous year is mainly due to some new large requisition schemes such as East Bonvilston (E1m), Sainsbury Surface
Water (£1.7m), Coed Ely (£1.5m) and Churchlands £0.6m.
Totex 25.9 (12.2) 13.7 9% (16%) 4%
1.7 0.3 2.0 79% 79% 79%
Pension deficit recovery payments
The pension deficit was paid in full during the year
Totex including cash items 27.6 (11.8) 15.8 10% (15%) 4%
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Changes compared to last year: Operating cost analysis - Retail (Table 2C)

Total operating costs for Retail activities are £3.6m (6%) higher than last year, all of which relate to household

Movements (£m)

Movements (%)

Operating expenditure Household Non-household Total Household | Non-household Total
£m £m £m % % %
(0.9) (0.6) (1.5) (6%) (25%) (9%)

Customer services

Total customer services costs decreased by £1.5m predominantly driven by a rephasing of hiring requirements, reduced demand for front line agents.
The driver of this reduced demand, circa 10% of telephone and white mail contacts, was the deployment of automation including a chat bot and
increased online self-serve functionality.

Debt management

(1.2) 0.1 (1.2) (18%) 11% (16%)

Debt Management costs continue to fall with 19/20 costs being 16% lower than in 18/19 (18/19 recorded a 10% reduction on 17/18). The reduction can
be attributed to the restructuring of our vulnerable customer support function. The activity within this area is now classed wholly as customer service
costs based upon the activity undertaken to support these customers. This removes £0.3m of debt management costs, the remaining £0.9m reduction is
due to a reduction in third party agreement costs as customers migrate to meters and billing is conducted in house.

Doubtful debts

1.9 | (0.2) | 1.7 | | 10%

(25%) | 8%

Total doubtful debt costs have increased by 8% as a result of an additional £3.7m doubtful debt provision made as a consequence of the Covid 19
outbreak. Excluding this adjustment, underlying collections performance improvements resulted in a total charge of £19m (9% reduction).

Meter reading

8%

0.1 | 0.1 | 0.2 | 7% 11%

The proportion of metered customers increased in 19/20 to 50% (from 49% in 18/19), with costs increasing by 8% in the same period to support this. The
cost increases arise from a 55% increase in customer meter query jobs, for example checking high meter readings for burst/leaks. Future planned
innovations in this area and the roll out of new meter reading technology in 20/21 will help manage further cost increases of this nature.

Services to developers

52%

- | 0.1 | 0.1 | - | 52%

No material increase from last year.

Other operating expenditure

3.1 | 0.3 | 33 | 35% 36% 35%

Excluding the £2.4m one off cost relating to AMP7 restructuring provison, other operating expenditure has increased by £0.9m which is wholly attributed
to an increase in Business Information Service (BIS) costs, specially related to software (SAAS) and other projects which will help deliver future cost
savings.

Total operating expenditure 3.0 (0.3) 2.7 6% (6%) 5%
(0.3) - (0.3) (51%) (10%) (49%)
Depreciation - tangible
We have had several pre-AMPS5 investments that have run off.
1.1 0.1 1.2 22% 15% 22%

Depreciation — intangible

We have had a number of AMP 6 assets start to incur depreciation in the year; £1.7m increase in AMP6 depreciation, offset by £0.5m reduction in pre-
AMP 5 depreciation.

Total operating costs

3.9 (0.2) 3.6 7% (4%) 6%

Debt written off

(4.2) 0.4) (3.9) (18%) 40% (15%)

The HH/NH write-off split has moved by 2%, from 96%/4% to 94%/6%. The allocation of write off between HH and NHH is based upon actual write-offs
per internal data records.
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N/

2.5: Significant movement in a particular cost type between price control segments

As part of our continuous improvement we have reviewed in detail the assets included in water
resources intakes and source pumping station and raw water transport stations which has resulted in
improved allocations this year. Following this review the costs movements from network+ to water
resources were: power £1.129m, power income (£0.013), employment costs £0.001 and capex £0.885

m.

There have been no other movements of cost types between price control segments

2.6: Percentage split of power costs and other operating expenditure
e The percentage allocation split of power costs between directly coded and indirectly coded
(allocated based on consumption) is as follows:

Power Water Water Wastewater
Sludge

Resources network network
Directly coded 78% 57% 60% 45%
Indirectly coded 22% 43% 40% 55%
100% 100% 100% 100%
Savings from power generation - - - 100%

The percentage allocation split of other operating expenditure between directly and indirectly coded
excluding renewals expensed in the year is as follows:

Other operating expenditure - Water Water Wastewater Sludge Retail

excluding renewals Resources network network

Directly coded 63% 62% 63% 70% 69%

Indirectly coded 37% 38% 37% 30% 31%
100% 100% 100% 100% 100%

The allocation split of other operating expenditure after including renewals expenditure in year
(infrastructure) is as follows:

Other operating expenditure - Water Water Wastewater Sludge Retail

including renewals Resources network network

Directly coded 90% 76% 77% 70% 61%

Indirectly coded 10% 24% 23% 30% 31%
100% 100% 100% 100% 100%
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2.7: Disaggregation of power costs when consumed at sites with more than one price control
segment.
This is covered in section 1.2 above

2.8: Management and general costs split across price control segments
Capital expenditure: Management and general costs for those that cannot be directly allocated are
allocated across price control segments using FTE as the cost driver. The cost splits are as follows:

Capital

expenditure - Water Water | Wastewater Sludge Retail Total %
management | Resources | network+ network+ split
and general

Allocated by: fm £m £m £m £m £m %
FTE 1.9 16.7 10.5 3.3 0.8 33.2 81%
Direct - - - - 7.8 7.8 19%
Total 1.1 16.7 10.5 3.3 8.6 41.0 100%
gipp:::cliiture - Water Water Wastewater .

management Resource network ——— Sludge Retail Total

and general s *

Split:

FTE 6% 50% 32% 10% 2% 100%

Direct - - - - 100% 100%

Total 3% 41% 26% 8% 21% 100%

Operating expenditure: Management and general costs (including other business activities) for those
that cannot be directly allocated are allocated across price control segments using cost drivers as
reported in Appendix 4.
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Operating
expenditure-
General and Water Water | Wastewater Sludge | Retail Non- Total %
support and other Resources | network+ network+ & appointed split
business activity
costs
Allocated by: £m £m £m £m £m £m £m %
Allocated using cost 13 20.4 153 36 | 100 22| s28| 83%
drivers
Directly allocated 1.3 0.8 3.8 1.0 - 0.9 7.8 12%
Other — Business 0.4 11 0.7 07| o4 01| 34| 5%
Activities
total 3.0 22.3 19.9 5.3 10.4 3.2 64.0 | 100%
1 Cost drivers used are shown in Appendix 4
Non-
Water Water Wastewater " .
Sludge Retail | appoin Total
Resources network+ network+ ted

Split:
Allocated —using 2% 39% 29% 7% 19% 4% | 100%
cost drivers
Directly allocated 17% 10% 49% 13% - 11% 100%
Other  Business 11% 33% 22% 22% 11% 2% | 100%
Activities

