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31 October 2017

Dear Elinor,
Additional advice in relation to setting tax allowances at PR19

Further to our discussions, and as requested via Ofwat work Order No: SER/ 0710 dated 3 October 2017, we
are pleased to provide our advice below.

Background / Scope

This work is being undertaken as a follow up to our report entitled "Ofwat PR 19 Taxation” (our “Report”)
which was delivered on 14 March 2017.

The scope of that report was set out in Ofwat’s “Invitation to Tender for: PR19 - Taxation” which was dated
2 November 2016. The final report aimed to provide Ofwat with clear recommendations regarding the
approach to tax for PR19 in the following areas:

i. How companies should be compensated for corporation tax;

ii. How the tax liability of a company should be allocated across the different price controls;

iiii. How the existing incentive mechanisms should interact with the tax allowance;

iv. How the new interest restriction legislation should be incorporated into the tax allowance;
V. How Ofwat should take account of group relief;
vi. Whether the existing approach to capital allowances is suitable;
vii. Whether Ofwat should introduce a formal collective mechanism for ex post adjustments; and
viii. What information should be collected from companies, and what review of this information should

Ofwat carry out.
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The recommendations of the report were incorporated into Ofwat’s consultation document entitled
“Delivering Water 2020: Consulting on our methodology for the 2019 price review” which was published on
11 July 2017. The “Risk and Return” section of the consultation document included the following questions
relating to tax:

Q4. Do you agree with our approach to setting tax allowances at PR19, including the proposed true up
mechanism?

Q4a. Should the true up mechanism be limited to change in corporate tax rates and capital tax allowances or
should we extend that true-up mechanism so we can also make adjustments for other changes in tax
legislation or accounting regulations which have a material impact on the amount of tax companies are liable
to pay?

Ofwat have requested that we review and provide high level comments from a corporation tax perspective on
the water companies’ responses to Consultation Question 4 (noting that there were no relevant comments
relating to the tax methodology received from other responders). Specifically, we should comment on:

e« The technical accuracy of the responses;

e The impact on the water companies’ and the consumer of any proposals put forward by the water
companies;

« Whether any proposals put forward by the water companies comply with Ofwat’s policy objectives as
set out in Section 4 of our "Ofwat PR 19 Taxation”; and

« Any issues that we consider require further technical consideration.
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By proceeding to read this letter you confirm your, and any other recipients confirm their,
understanding of, and agreement to, these conditions.

This letter has been prepared for the exclusive use of you and/or those affiliates identified under the terms of
our engagement as Beneficiaries and solely for the purpose stated by us. Itis based on the information
provided to us, the circumstances existing at the time of preparation of the letter and Deloitte’s
understanding of the relevant legislation, case law and practice as at the time of issue of the letter. Deloitte
has no responsibility either (i) to update the letter for events or changes occurring after delivery of this
letter, or (ii) to monitor the continuing relevance or suitability of the letter for the purposes for which it was
supplied. It should not be disclosed to any other person without our prior written consent except to the
extent disclosure is otherwise permitted by the terms of our engagement.

Disclosure of all or any part of this letter to any other person is on the basis that, to the fullest extent
permitted by law, neither Deloitte LLP nor any other Deloitte Entity accepts any duty of care or liability of any
kind to the recipient, and any reliance on the letter is at the recipient’s own risk and without recourse to any
Deloitte Entity.

"Deloitte Entities” means Deloitte Touche Tohmatsu Limited ("DTTL") and all other entities (including Deloitte
NWE LLP) that are members of the DTTL network and each of their subsidiaries and affiliates (including the
UK affiliate, Deloitte LLP), successors, assignees, and all partners, principals, members, owners, directors,
employees, subcontractors and agents of all such entities and “Deloitte Entity” means any one of them.

Third parties

No person other than Ofwat may use or rely on this letter and/or any information derived therefrom and
none of the Deloitte Entities (as defined below) accept any responsibility or liability of any kind whatsoever
and howsoever arising to any other person to whom the same is shown or into whose hands they may come.

If any person other than Ofwat choose to rely on this letter and/or any information derived therefrom, such
reliance shall be entirely at their own risk and without any recourse to the Deloitte Entities.

Notwithstanding the above, Deloitte agrees that no restrictions or prohibitions on disclosure apply to “tax
advice” provided under the following circumstances:

I Any tax advice provided to SEC registrants, including their affiliates or associates;
ii. Tax advice on the US tax treatment of any transactions;
iii. Tax advice on the UK tax treatment of any transactions to which the UK Tax Disclosure Rules apply;
and,
iv. Tax advice which is subject to a reporting obligation when confidentiality conditions apply in any
jurisdictions.

For these purposes, “tax advice” means all tax services, tax planning advice (or any significant features
thereof), including any tax structuring, analyses, materials or Deliverables provided separately in respect of
the transaction or structure described in the tax advice.
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Executive Summary

In responding to Question 4, the water companies had comments relating to:

The basis of allocating the tax allowance across price controls;

How the new interest restriction legislation should be incorporated into the tax allowance;
The approach to capital allowances;

The approach to group relief;

The mechanics of the proposed tax true-up;

What information should be collected from companies and refinements to tax reconciliation processes
to assist transparency; and

Other specific aspects of the tax allowance calculations.

There were no suggestions from the companies for changes to the approach to setting tax allowances at
PR19 which were not considered as part of our Report or that have changed our initial recommendations. In
our view, the significant issues raised which Ofwat should be aware of when finalising their proposed PR19
methodology are:

Tax allowance allocation across price controls

Thames suggested that a simplified approach to tax could be available to companies whose overall
wholesale business is not forecast to make taxable profits.

Capital allowances / Group relief

A number of companies (Anglian Water, Southern, Thames and South East Water) commented on
Ofwat’s proposed approach to capital allowances and the interaction between capital allowances and
group relief. The principal point raised by companies was that customers may benefit more than once
if a tax allowance for one price control is calculated assuming companies claim the maximum level of
capital allowances in each period, and then in subsequent price control periods any capital allowance
disclaimers made by companies are not taken into account.

Severn Trent broached an alternative approach to apportioning / allocating new capital expenditure
across price control capital allowance pools based on historic information.

Northumbrian Water raised a point relating to payment for group relief in a scenario where a
company'’s actual tax charge exceeds the tax allowance (not being due to tax or capital allowances
rate changes), proposing that Ofwat limit the clawback of tax allowance relating to group relief not
paid for in this situation. This could be achieved in a simple way by restricting any such clawback to
the amount of the tax allowance given to the company.

Generally, companies appear to welcome a return to an “actual” (as opposed to simplified) basis of
analysing forecast capex and allocating the capex to specific price control capital allowance pools.

The responses received suggest an element of uncertainty exists as to Ofwat’s exact proposed
approach to capital allowances for PR19. We recommend that the final methodology be clearly set out
(ideally with examples) in the final price methodology document.
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e Interest deductibility

Severn Trent, Affinity Water and Bristol Water proposed variant approaches to an “actual” basis of
modelling corporate interest deductibility.

e Mechanics of the proposed true-up

Northumbrian Water suggested the introduction of a true up within the price review period as opposed
to at the end of the period.

Bristol Water and Yorkshire Water requested further clarity as to how the true-up adjustment will be
made. Yorkshire Water also requested that companies’ have the choice as to whether to make the
adjustment through RCV or revenue

« Transparency, Reporting and Monitoring

Severn Trent included a suggestion that the tax reconciliation report for each price control resemble a
tax computation, in order to aid transparency.

e Other aspects of the tax allowance calculations

Severn Trent requested that Ofwat’s tax allowance model be refined to allow for the accurate
modelling of the tax treatment of deferred revenue expenditure.

Portsmouth suggested that companies be able to retain the tax benefits of any Research &
Development Tax Credits, given Ofwat’s challenge to companies to increase innovation.
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Deloitte.

Yours sincerely

Dok (P

Deloitte LLP
By: Anthony Stobart, Partner

Deloitte LLP

2 New Street Square
London

EC4A 3BZ

Phone: +44 (0)20 7936 3000
Fax: +44 (0)20 7583 1198
www.deloitte.co.uk

Direct phone: +44 (0)20 7007 8988

Direct fax: +44 (0)20 7007 8988
astobart@deloitte.co.uk
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