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I. INTRODUCTION

This appeal concerns the price for the partial treatment and transmission of non-potable
water through an existing pipeline to a large paper factory on the North Wales coast.
Despite the apparent simplicity of the concept of water flowing through a pipe, as will
be seen below, the appeal has occupied many days of the time of the Tribunal, and the
attention of the Court of Appeal. The issues of fact and law involved are far from
simple. This judgment is longer than the Tribunal would have wished, and necessarily
complex. Even as a specialist Tribunal, we would have liked to state the facts in a few
paragraphs, and our reasoning and conclusion in not many more. Regrettably this has

not been not possible.

The appeal arises from a Decision issued by the former Director General of Water
Services', now the Water Services Regulation Authority (“the Authority”) on 26 May
2004 (“the Decision”). The Decision concerned the proposed transport of water to be
supplied by Albion Water Ltd (“Albion” or “the appellant”) to Shotton Paper Mill
(“Shotton Paper”), which operates a paper mill in North Wales, using non-potable
water” supplied through that part of the water pipe network belonging to DWwr Cymru
Cyfyngedig (“Dwr Cymru”) known as the “Ashgrove system”. For the use of the
Ashgrove system, in March 2001, Dwr Cymru proposed to charge Albion an access
price for partial treatment and common carriage of that non-potable water (referred to
in these proceedings as the “First Access Price”) of 23.2p/m>. Albion complained that
the First Access Price was so excessive as to amount to an abuse of a dominant

position.

In the Decision, the Authority rejected Albion’s complaint that the First Access Price
infringed the Chapter II prohibition contained in section 18 of the Competition Act
1998 (“the Act”), on the ground that DWwr Cymru’s quoted price was not so excessive as

to be unfair, and therefore unlawful.

! Since 1 April 2006 the functions of the Director have been assumed by the Authority pursuant to the
provisions of the Water Act 2003. Where necessary, references in this judgment to the Authority are to
be taken as referring to the Director and vice versa.

% Non-potable water is water that is of insufficient purity to be used as drinking, i.e. potable, water.



On appeal, the Tribunal has already found that parts of the Decision should be set aside
for lack of reasoning and insufficient investigation (see the judgment of 6 October 2006
([2006] CAT 23, [2007] CompAR 22) (hereafter “the main judgment”). For the
reasons given in the judgment of 18 December 2006 [2006] CAT 36, [2007] CompAR
328 (“the further judgment”), the Tribunal found that Dwr Cymru was dominant in
what it considered to be the relevant market and, by quoting the First Access Price of
23.2p/m’, while at the same time offering retail supply at 26p/m’, had imposed on
Albion a margin squeeze which constituted an abuse of a dominant position. To that

extent, Albion’s appeal has already been allowed.

The Tribunal also decided to refer back to the Authority under rule 19(2)(j) of The
Competition Appeal Tribunal Rules 2003 (S.I. No. 1372 of 2003) for further
investigation the matter of the costs reasonably attributable to the service of the
transportation and partial treatment of water by DWr Cymru, generally and through the
Ashgrove system in particular, together with the associated question of whether, in the
light of those costs, the First Access Price was an unfair price within the meaning of the
Chapter II prohibition (see sub-paragraph (iii) of paragraph [360] of the further
judgment).

On 18 June 2007 the Authority reported to the Tribunal that it had found the First
Access Price to be excessive, since it exceeded the costs attributable to the services that
Albion would have required in 2000/01 from Dwr Cymru for its common carriage
proposal. The Authority did not consider that the First Access Price was, on the
balance of probabilities, unfair in itself and that it was not, therefore, an abuse of a
dominant position. The Authority’s Report, together with the composite ‘Scott
Schedule’ of the parties’ points of dispute in relation to the Report, is available on the

Tribunal website (see paragraph [54] below).

This judgment sets out the Tribunal’s reasoning and conclusions on whether
Dwr Cymru has infringed the Chapter II prohibition by unfair pricing in the form of an
excessive common carriage charge. In this judgment, we distinguish between a price
that is “excessive” in terms of the distinction between the price and the cost of supply
(including the cost of capital); and a price that is “unfair” and thus an abuse in that it

bears no reasonable relation to the “economic value” of the services to be supplied. In
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certain cases ‘“economic value” may exceed the cost of supply where there are

additional benefits not reflected in the costs of supply. An excessive price is therefore a

necessary, but not sufficient, condition for an unfairly high price.

This Tribunal’s conclusions may be summarised as follows:

(a)

(b)

(c)

(d)

The First Access Price specified by DWr Cymru in March 2001 materially
exceeded the costs reasonably attributable to the service of the
transportation and partial treatment of water by Dwr Cymru, generally and

through the Ashgrove system in particular.

The economic value of the services to be supplied was not more, or not
significantly more, than the costs reasonably attributable to the service of
the transportation and partial treatment of water by Dwr Cymru, generally

and through the Ashgrove system in particular.

The First Access Price bore no reasonable relation to the economic value
of the services to be supplied, and had both an exclusionary and

exploitative effect.

The First Access Price was unfair in itself and therefore an abuse of
Dwr Cymru’s dominant position within the meaning of section 18, and in

particular subsection 18(2)(a), of the Act.

In consequence of these conclusions, if necessary we shall hear further argument on the

questions of relief and costs.

I1.

LEGAL FRAMEWORK

Section 18: the Chapter Il prohibition

Section 18(1) of the Act provides that any conduct on the part of one or more

undertakings which amounts to the abuse of a dominant position in a market is

prohibited if it may affect trade within the United Kingdom. The prohibition imposed

by section 18 is closely modelled on Article 82 of the Treaty establishing the European

Community and is known as the “Chapter II prohibition”: section 18(4).
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Section 18(2) gives a non-exhaustive list of examples of what may constitute abuse of a
dominant position. Of particular importance for present purposes is sub-paragraph (a)
which provides that conduct may constitute an abuse if it consists in a dominant
undertaking “directly or indirectly imposing unfair purchase or selling prices or other

unfair trading conditions”.

Section 18 does not spell out the consequence of an abuse of a dominant position (in
contrast to section 2(4) which applies to prohibited agreements). There can be little
doubt, however, that a quoted access price, insofar as it is abusive within the meaning

of the Chapter II prohibition, is unlawful.
Section 60: principles to be applied in determining questions

Section 60 of the Act provides that questions arising in relation to competition within
the United Kingdom are, so far as possible and having regard to any relevant
differences, dealt with in a manner which is consistent with the treatment of
corresponding questions in Community law: section 60(1). Similarly the Tribunal must
decide any such question in a manner consistent with any relevant decision of the Court
of First Instance and the European Court of Justice (“the CFI” and “the ECJ”
respectively or, together, “the Community Courts): section 60(2). The Tribunal must,
in addition, have regard to any relevant decision or statement of the European

Commission: section 60(3).

Jurisprudence and guidance on unfair pricing

3

It is well-established that excessive pricing can be “unfair” and thus an abuse of a
dominant position. The seminal judgment in this area of law is that of the ECJ in
Case 27/76 United Brands v Commission [1978] ECR 207 (“United Brands”). In that
case, the ECJ considered whether the selling price imposed by a banana trader in a

dominant position was excessive and thus amounted to an abuse. The ECJ held:

“249. 1t is advisable therefore to ascertain whether, in imposing that price, the
undertaking has made use of the opportunities arising out of its dominant position
in such a way as to reap trading benefits which it would not have reaped if there
had been what is referred to as normal and sufficiently effective competition.”
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At paragraphs [250] to [253] the ECJ continued as follows:

“250. In this case charging a price which is excessive because it has no
reasonable relation to the economic value of the product supplied would be such
an abuse.

251. This excess could, inter alia, be determined objectively if it were possible for
it to be calculated by making a comparison between the selling price of the
product in question and its cost of production, which would disclose the amount
of the profit margin; however the Commission has not done this since it has not
analysed [United Brand’s] costs structure.

252. The questions therefore to be determined are whether the difference between
the costs actually incurred and the price actually charged is excessive, and, if the
answer to this question is in the affirmative, whether a price has been imposed
which is either unfair in itself or when compared to competing products.

253. Other ways may be devised — and economic theorists have not failed to think
up several — of selecting the rules for determining whether the price of a product
is unfair.”

16. Given the imperative in section 60 of the Act to ensure a high degree of consistency

between the interpretation of the European Community and domestic competition law
provisions, section 18, like Article 82 EC, must be interpreted by reference to its
purpose (see to that effect, Case 6/72 Europemballage and Continental Can v
Commission [1973] ECR 215, [1973] CMLR 199, paragraphs [22]-[26]). When
considering the test to be applied for excessive pricing under Article 82 EC in
Attheraces Ltd v The British Horseracing Board Ltd [2007] EWCA Civ 38, [2007]
UKCLR 309 (“Attheraces”), the Court of Appeal said at paragraph [119]:

“the law on abuse of dominant position is about distortion of competition and
safeguarding the interests of consumers in the relevant market. It is not a law
against suppliers making “excessive profits” by selling their products to other
producers at prices yielding more than a reasonable return on the cost of
production, i.e. at more than what the judge described as the “competitive price
level”. Still less is it a law under which the courts can regulate prices by fixing
the fair price for a product on the application of the purchaser who complains that
he is being overcharged for an essential facility by the sole supplier of it”.

17. The Office of Fair Trading (“the OFT”) has published draft guidance entitled

“Assessment of Conduct” (OFT 414a, April 2004). This describes the anti-competitive

harm arising from excessive prices as follows:

“2.3 Not only might excessively high prices be exploitative but they may also
harm competition. For example, an undertaking dominant in the supply of an
important input might well be in a position to set excessive prices which make it
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more difficult for undertakings that require the input to enter or to compete in
related markets.

2.4 Excessive prices may also be a sign that the process of competition is not
working effectively. This would be the case, in particular, where a dominant
undertaking combines excessive prices with exclusionary behaviour designed to
protect its ability to maintain those excessive prices. In this case, both practices
could be found abusive.”

In Decision No. CA98/2/2001 of 30 March 2001 Napp Pharmaceutical Holdings
Limited and subsidiaries [2001] UKCLR 597 the former Director General of Fair
Trading attached importance to whether the price was above that which would exist in a
competitive market, in circumstances where there was no effective pressure to bring
prices down to competitive levels. A similar approach to questions about excessive
pricing is taken by the OFT in paragraph 2.6 of the draft guidance. On appeal, in Napp
Pharmaceutical Holdings Limited v Director General of Fair Trading [2002] CAT 1,
[2002] CompAR 13 (“Napp”) the Tribunal did not dissent from that approach: see
paragraphs [390] to [391] of the final judgment.

Another way of assessing whether the price charged is unfair, in the terms of paragraph
[253] of the judgment in United Brands, is by reference to what is charged for the
product in question in a comparable competitive market (see Case 30/87 Bodson v
Pompes Funebres des Régions Libérés [1988] ECR 2479, [1989] 4 CMLR 984; see
also the OFT’s draft guidance paragraph 2.7).

In this judgment, the Tribunal follows the approach set out by the Court of Justice in
United Brands. The ECJ identified several steps to establishing an unfairly high price

which may be summarised as follows:
(a) an analysis of the costs incurred in producing the product or service;

(b) a comparison of those costs with the price charged and an assessment of
whether the resulting difference, i.e. the profit, is such that the price

charged is excessive; and if so

(©) an assessment of whether the excessive price bears no reasonable relation
to the economic value of the product or service supplied and is an abuse of

a dominant position, with the consequence that it is either:
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22.

23.

24.

(1) unfair in itself; or

(11) unfair when compared with competing products.

The above approach has consistently been applied by the Commission of the European

Communities, the OFT, the Tribunal and the Court of Appeal.

III. FACTUAL BACKGROUND

The full facts of the case are recited in the Tribunal’s main judgment of 6 October
2006, in particular, paragraphs [62] to [212]. The facts set out in this judgment are
restricted to those necessary to understand the decision of this Tribunal on whether
Dwr Cymru has infringed the Chapter II prohibition by unfair pricing in the form of an

excessive common carriage price.
The parties and background

Dwr Cymru is the water undertaker, appointed under section 6 of the Water Industry
Act 1991, for an area comprising most of Wales and certain adjoining parts of England.
Dwr Cymru supplies non-potable water to its industrial customers through a series of
discrete water supply systems. In broad terms, those customers were supplied under
“special agreements”, under which each customer typically paid a negotiated charge.
There was, at the material time, no relevant regulation of the retail prices of non-potable
water to large industrial customers in Wales using more than 250 Ml per annum (see

the main judgment at paragraphs [169] to [174], [617] to [622], and [750]).

Albion is an inset appointee for a specific geographic area on Deeside, in Flintshire,
North Wales. Its customer is Shotton Paper, a plant owned by UPM-Kymmene (UK)
Limited, to which it supplies both potable and non-potable water. In both value and
volume, the non-potable supply greatly exceeds the potable supply. Shotton Paper is
supplied with non-potable water via the Ashgrove system, which is owned by Dwr
Cymru. The Ashgrove system is a single pipeline, from the River Dee at Heronbridge,
via a water treatment works, to two large customers: Shotton Paper and, the steel
producer, Corus (which owns a steelworks nearby). (Paragraph [84] of the main

judgment contains a more detailed description of the Ashgrove system.)
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27.

28.

29.

To enable Albion to obtain water for supply to Shotton, it entered into a supply
agreement with Dwr Cymru in March 1999 (known as the “Second Bulk Supply
Agreement”). Under that agreement, water supplied to Shotton was extracted by
United Utilities and then purchased by Dwr Cymru which (partially) treated and
transported it via the Ashgrove system to the boundary of Shotton’s premises. Albion
originally agreed to pay DWwr Cymru a price of 26p/m? for this service, including the
cost of the water. Albion re-sold the water to Shotton at the same price of 26p/m*. The
retail price then offered to Shotton Paper by DWwr Cymru — 26p/m® — was therefore
exactly the same as the bulk supply price offered to Albion.

The terms on which Dwr Cymru currently supplies Albion are set by an interim Order
of the Tribunal under which Albion is charged 3.55p/m? less than it would otherwise
have been charged under the Second Bulk Supply Agreement (see section X of the
further judgment).

The evidence is that the Second Bulk Supply Agreement was only intended to be
temporary. Dwr Cymru and Albion have been in negotiation since November 2006
regarding the terms of a new bulk supply agreement using the Ashgrove system. We

understand this negotiation remains ongoing.

In 2000, Albion proposed to purchase water direct from United Utilities at Heronbridge
(thereby cutting out ownership of the water at any stage by Dwr Cymru), and to resell
the water to Shotton Paper, paying Dwr Cymru a reasonable price for transmission of
the water through the Ashgrove system. Albion submitted that this common carriage
arrangement would enable it to pass on to Shotton Paper a significant saving in the
price of water. On 28 September 2000 Albion requested Dwr Cymru to quote a
common carriage price for use of the Ashgrove system. On 2 March 2001 Dwr Cymru
quoted Albion an access price of 23.2p/m? for the common carriage services requested

for the year 2000/01. This is what has become known as the First Access Price.

On 8 March 2001 Albion complained to the Director that the First Access Price

constituted an infringement of the Chapter II prohibition.
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The Decision

On 26 May 2004 the Director rejected Albion’s complaint on the ground, in part, that
the price quoted by Dwr Cymru was not so excessive as to be unfair, and hence an
abuse of a dominant position in breach of the Chapter II prohibition. In deciding this
matter, the Authority used an approach based on Average Accounting Costs (“AAC”).
The AAC approach started with Dwr Cymru’s total average revenues from all its
customers (potable and non-potable) and then derived, in the series of steps described at
paragraphs 250-307 of the Decision, the price for the common carriage of non-potable

water through the Ashgrove system, on a “whole company” AAC basis.

In the Decision, although it found certain cost misallocations on the part of Dwr Cymru
(particularly as regards treatment costs), the Authority rejected the assertion that the
First Access Price bore no reasonable relation to the economic value of the service
provided, when judged by reference to the relationship of the costs actually incurred by
Dwr Cymru to the price charged. The Authority therefore concluded that Dwr Cymru
did not abuse a dominant position in breach of the Chapter II prohibition by engaging in

excessive pricing.
The Notice of Appeal

By its Notice of Appeal dated 23 July 2004 (amended on 5 June 2006), Albion
submitted that the First Access Price of 23.2p/m? bore “no reasonable relation to the
economic value of the product supplied” and therefore amounted to an abuse of
dominant position. At paragraph 217(b) of the Notice of Appeal, Albion specifically
requested the Tribunal to decide whether DWwr Cymru had breached the Chapter II

prohibition by providing an anti-competitive access price.
The Tribunal’s findings in its previous judgments

In its main judgment of 6 October 2006 and further judgment of 18 December 2006, the
Tribunal made the following findings which are the necessary background to this

judgment, and to the question of unfair pricing now before us:



(a)

(b)

(©)

(d)

(e)

(®

(2

(h)

Dwr Cymru held a dominant position in the market for the transportation
and partial treatment’, via the Ashgrove system, of water abstracted from

the Heronbridge abstraction point for supply to Shotton Paper and Corus.

The “distribution” cost of non-potable water to Shotton Paper, on an AAC

basis, was not sufficiently investigated.

There are significant differences between the non-potable and potable

water supply systems under consideration in this case.

It was not therefore reasonable for DWwr Cymru (or the Authority) to
assume that the costs of “distribution” of non-potable and potable water

were the same at 16p/m°.

There is nothing inherently inappropriate in a “top-down” approach to
establishing AAC (i.e. to considering DWwr Cymru’s costs on a “whole-
company” approach and working downwards), assuming reliable

information had been obtained and proper accounting procedures followed.

Any such “top-down” approach needs to be subject to appropriate
verification. The obvious cross-check in such a context is a “bottom-up”
calculation which, in this case, should ascertain the actual costs of the

Ashgrove system.

The Efficient Component Pricing Rule was not a safe methodology to use
for the purpose of determining the reasonableness of the First Access

Price.

The evidence before the Tribunal regarding actual costs, incurred or
attributable, strongly supported Albion’s contention that both the
distribution cost of 16p/m?, and the total cost of 19.2p/m?, on an AAC
basis, were not related to “the costs actually incurred” by Dwr Cymru and
accordingly were excessive. The First Access Price of 23.2p/m?* had not,
on the evidence then available to the Tribunal, been shown to be

reasonably related to the actual costs of supply.

3 There was evidence before the Tribunal which indicated that the treatment costs should be in the
range of 1.6p/m? to 3.2p/m? (see section IX of the main judgment).

10
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(1) The evidence taken as a whole strongly suggested to the Tribunal that the
First Access Price was excessive, in relation to the economic value of the
services to be supplied, by reason of the absence of any convincing
justification for the level of “distribution” costs included in the AAC

calculation.

() The level of the First Access Price could be justified only by assuming a
rate of return on the assumed capital values in question of some 15 times
Dwr Cymru’s normal return on capital. This, in itself, provided strong
evidence that the First Access Price was not sufficiently cost based and

was excessive.

(k) In the light of the foregoing, the Decision that the First Access Price did

not infringe the Chapter II prohibition was incorrect.

D By quoting the First Access Price of 23.2p/m?, at the same time as offering
a retail price of 26p/m?, Dwr Cymru imposed on Albion a margin squeeze
which constituted an abuse of a dominant position contrary to the Chapter

I prohibition.

In its further judgment the Tribunal stated that it was “very close” to reaching a
conclusion on the question of excessive pricing on the evidence then before it.
However, that question would only be determined once the Tribunal had the benefit of
the results of further work by the Authority, and once the parties had been given an

opportunity to make submissions on it.
Dwr Cymru’s appeal

On 2 February 2007 the Tribunal refused an application by Dwr Cymru for permission

to appeal against the main and further judgments.

On 5 April 2007 Richards LJ refused permission to appeal on the papers: [2007]
UKCLR 1577. On 26 July 2007, following an oral hearing, the Court of Appeal
granted Dwr Cymru permission to appeal from the main and further judgments on two
points of law, concerning margin squeeze and the Tribunal’s jurisdiction to make a

finding of dominance.

11
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On 22 May 2008 the Court of Appeal dismissed Dwr Cymru’s appeal: [2008] EWCA
Civ 536, [2008] UKCLR 457. The Court held that the Tribunal was correct to direct
itself by reference to the test of margin squeeze as formulated in the relevant guidance
and the case-law (see paragraphs [87] to [111]). In addition, the Court held that the
Tribunal had jurisdiction to make the decision it did under paragraph 3(2)(e) of
Schedule 8 to the Act, namely that DWr Cymru had a dominant position in the relevant

market at the material time (see paragraphs [112] to [128]).

IV.  THE QUESTIONS REFERRED BACK TO THE AUTHORITY

The Tribunal referred back to the Authority, under rule 19(2)(j) of the Tribunal Rules,
for further investigation the following issues (see paragraphs [240] to [281] of the
further judgment):

(a) The costs reasonably attributable to the service of the transportation and

partial treatment of non-potable water by Dwr Cymru generally;

(b) The costs reasonably attributable to the service of the transportation and
partial treatment of non-potable water by Dwr Cymru through the Ashgrove

system, in particular;

(c) Whether, in the light of those costs, the First Access Price was an unfair

price within the meaning of the Chapter II prohibition.

V. THE REPORT TO THE TRIBUNAL

On 18 June 2007, the Authority lodged its Report with the Tribunal, in which it
concluded that the First Access Price was excessive (since it exceeded the costs
attributable to the relevant services by a material extent); but that there was insufficient
evidence that the First Access Price bore no reasonable relation to the economic value
of the service provided. Accordingly, the Authority found that the First Access Price,
though excessive, was not unfair within the relevant legal test, and therefore its

imposition did not amount to an abuse of a dominant position.

In its Report, the Authority first sought to identify the services Albion reasonably

required in 2000/01 from Dwr Cymru for its common carriage proposal. Only those
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41.

services required for common carriage on the Ashgrove system were included as costs
that could be defined as “reasonably attributable” (Report, paragraph 6.15). On this
basis, it said the services which Dwr Cymru would have provided to Albion under a
common carriage arrangement in 2000/01 and which would comprise the First Access

Price were as follows:

* Transport of Albion’s water via the raw water aqueduct from
Heronbridge to the Ashgrove Water Treatment Works.

» Partial treatment of Albion’s water at the Ashgrove Water Treatment
Works.

» Disposal of the sludge created by partially treating Albion’s water via a
sludge main to the Chester Sewage Treatment Works.

* Transport of Albion’s water via Dwr Cymru’s non-potable bulk
distribution main from the Ashgrove Water Treatment Works to
Shotton Paper.

* Management of the Ashgrove system via water storage in the Corus
lagoons.

* Operational control of the Ashgrove system.

* A back-up supply for Albion’s non-potable water supply to Shotton
Paper.

« Common carriage services (operational and customer services
including a system for “unders and overs” and Albion-specific
customer services).

Source: Report, paragraph 5.103.

In order to make a comparison between the First Access Price and the costs reasonably
attributable to the services which are assumed to be included in the First Access Price,
the Authority used three methodologies to calculate the relevant costs: an average
accounting costs plus (“AAC+”) approach; a long-run incremental cost (“LRIC”)
approach; and a local accounting costs (“LAC”) approach which, as paragraph 9.4 of
the Report explains, is more accurately described as a local hybrid costs approach
(since it draws on the results of the AAC+ methodology as and when local accounting
costs are not available). The Authority explained why it chose the three methodologies

in section 6 of the Report. It noted that all three methodologies were more locally cost
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42.

43.

44,

45.

based than the AAC methodology originally used by DWwr Cymru to justify the First

Access Price.

Before we set out the results of the Authority’s further investigation, we describe in

greater detail the methodologies which the Authority used.
AAC+ methodology

The AAC methodology is traditionally used in the water industry to set
non-discriminatory (retail) prices for different customer classes. As already noted, an
AAC calculation is based on the revenues received by the whole company from all its
customers (using revenue figures as a proxy for costs). It typically uses a “top-down”
approach to establishing average accounting costs, i.e. it starts with average revenues
generally and then seeks to identify the variation in costs of supplying particular classes

of customer.

In its main judgment the Tribunal found that, if access prices are arrived at on an AAC
basis, it should nonetheless be possible to verify the costs in question or at least identify
the components of costs on an estimated basis (see paragraph [470]). Similarly, if the
approach used is such that the components of costs cannot be identified or verified, then
as regards the discrete non-potable systems, such as the Ashgrove system, there is a risk
of price discrimination: see paragraphs [624]-[625] of the main judgment. However, the
Tribunal also accepted, at paragraph [605], that it would still be necessary to use

company-wide average figures to a large extent.

For its further work, the Authority took the pure AAC methodology and adapted it.
This “average accounting cost plus approach” (AAC+) sought to obtain “a greater level
of granularity of the costs associated with common carriage” (Report, paragraph 6.9).
For example, bulk water distribution is now split into a number of different
sub-functions: pumping, storage, mains and customer interface (Report, paragraph 7.5).
This methodology allocates costs to different customer groups to make tariffs cost

reflective, thereby providing a basis for testing the fairness of the First Access Price.
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47.

48.

The AAC+ methodology was developed by the Authority, in consultation with the
parties, from a draft tariff model submitted by Dwr Cymru in 2006. Using regulatory

costs from 2000/01, the AAC+ methodology comprises four steps which are as follows:

(a) The allocation of company regulatory accounting costs into functional

activities;

(b) The allocation of functional costs across customer classes by headline cost

drivers;
(c) The application of customer class “cost” weighting factors; and

(d) The application of customer class “income risk” weighting factors to

correct for underlying customer class revenue risk differentials.

These four steps are described in detail in section 7 of the Report.
LRIC methodology

LRIC estimates the amount by which long-run capital and operating costs change when
output changes by a substantial and defined amount (commonly known as the
“increment”). It is an acknowledged regulatory methodology and has been widely used
in other regulated industries. The Authority commented that it is closely related to the
concept of Long Run Marginal Cost. It used LRIC as a cross-check against its
preferred methodology, namely AAC+ (Report, paragraph 6.18), especially to indicate
a “floor” price above which charges would not be considered predatory. In this case,
the Authority used the LRIC methodology to estimate the cost of supplying a
substantial increment in demand for non-potable water under circumstances where
additional capacity would be required. It is briefly described in paragraphs 6.18-6.29 of

the Report and in more detai