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THE PRESIDENT: Good afternoon, ladies and gentlemen. Thank you very much to those

concerned for the various materials that we have seen since the last time we met. The present
view is that the purpose of today is to see where we are, so far as we can, on the three main
points that remain in contention in this case, that is to say, first of all, the costs of distribution
for potable and non-potable water respectively; the stand-alone costs of Ashgrove, secondly;
and the various issues that arise as regards the ECPR and, in particular, expert evidence.

In relation to all those issues, I think we would like to try to explore today how far
there is likely to be any common ground or disagreement, how far further disclosure is likely to
be necessary or should be ordered, and whether we can make any progress in defining further
what the issues are.

I think we would also like to have a feel by the end of today as to what would be a
realistic timetable for the remainder of the case, so that we can start thinking in terms of a
hearing we hope, in general terms, sooner rather than later.

Although we have done our best to absorb the voluminous material that we have had,
there are, of course, things that we will not yet be fully conversant with, so any comments that
we may make in the course today are to be taken as extremely tentative and subject to further
argument hereafter.

Let us try to use today as far as we can as a working session. I think it may be best,
although I am in the hands of the parties, to take each of those issues in turn — that is to say
potable versus non-potable, stand-alone costs and ECPR — and, first of all, go round the table
with the parties and see what their position is, what issues they would like to raise today and
what points we can usefully progress. If that is a possible programme for the afternoon,

I suggest we start with Albion, followed by Aquavitae and then move to the Director, followed
by Dwr Cymru and the United Utilities.

Good afternoon, Mr. Thompson.

MR. THOMPSON: Good afternoon, I am grateful again to be before the Tribunal and I am very

happy to deal with it in that way. If I could just say, by way of introduction and outline, we
think that the topics that need to be covered are whether anything needs to be done in terms of
the outstanding queries or disclosure by the Tribunal; secondly, some provision for evidence
in reply, which we think is likely to be necessary in this case. Then, in relation to ECPR, there
are a number of points: there is the OFT disclosure, the Aquavitae/Albion expert evidence and
the proposal of Professor Yarrow; and then by way of background the issue of level playing
field, which I think the Tribunal has in mind, in the water industry. I have seen a recent

hearing where the same issue applied in another case.
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With that by way of background, could I just look at the first issue, the issue of
potable and non-potable distribution costs. We have obviously only had a limited amount of
time to look at Mr. Jones’s statement and the attachments thereto, but there was a meeting last
Friday where some of the issues were thrashed out. My impression, not having been at that
meeting, is that the main points that Mr. Jones makes is that the MEA values are essentially the
same for the same specification of pipe, whatever is passing through that pipe; and also the
MEA comparisons that were made by me at the hearing last year were not comparing like for
like. In particular, Mr. Jones makes the point that there has been a drastic reduction in some of
the relevant costs between 1998 and 2004. I think he says that the costs are now about one-
third of what they were, and that that accounts for, indeed possibly more than accounts for, the
differences that were put before the Tribunal.

I think that the Tribunal should have seen that there has been some degree of
agreement on the simple question of whether a pipe costs the same regardless of what it is
carrying, and we are obviously looking at the issue of whether or not the comparisons we made
were valid ones.

We would note that there are a number of issues that we do not accept, and in
particular we note that there seems to be a degree of inconsistency in relation to the issue of
MEA values in the first statement by Mr. Jones and the second statement by Mr. Jones, where,
for the purposes of the stand-alone costs, he looks at the position as at 1998, whereas for the
position in relation to the comparison he looks at the position in 2004. So we are obviously
interested in probing that a little bit more.

Otherwise, and this is dealt with in some detail in Dr. Bryan’s letter of 27" February,
2006, which the Tribunal should have seen, and in particular annex B to that letter. Does the
Tribunal have that letter in mind? It is a relatively short letter, but with a number of annexes.
It should have been sent to the Tribunal via a lengthy fax from Wilmer Hale of 28" February
2006. Ithink itis a 73 or 74 page fax. My version is numbered at the top by reference to the
fax numbers and the letter from Dr. Bryan is at p.39 of the fax. It is in particular annex B
which sets out a summary, and it is at p.45 where Dr. Bryan seeks to go through the points that
are and are not agreed. He agrees, broadly speaking, in relation to the point that if a pipe is
like for like then it will, in principle, cost the same. Then in particular at para.16 and following
there are a whole series of issues which Mr. Jones’s statement, we say, does not really address,
and we say, notwithstanding the rather basic point that a piece of plastic pipe costs the same
regardless of what goes through it, there are indeed a number of factors which indicate that the

costs associated with potable water are considerably larger than in relation to non-potable.
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Our general position is that DWr Cymru has not addressed those points in its statement
and so obviously we have two strategies: one, to ask for further information in so far as we
think that there must be such information available; and secondly, a positive case, as it were,
that these are points where there will be a significant difference between the two types of water
being carried in pipes.

Then there are one or two issues which the Tribunal will be familiar with, in particular
the issue of location and turbidity, which is addressed by Mr. Jones in his statement and where
we are seeking to clarify the position, and we will no doubt wish to make evidence available to
the Tribunal on those issues.

So, so far as what actually needs to be done today, it seems to us that there is a
process of clarification going on between the parties which has not reached an end at the
moment. So I do not think there is any need for any order on that, but we do think there needs
to be provision for some counter-evidence put in by Albion, probably in the form of a
statement from Dr. Bryan with suitable attachments setting out what we think can be derived

from the evidence that is now before the Tribunal.

THE PRESIDENT: What we really want now, Mr. Thompson, if we can, is to know as closely as

possible what it is we have to decide, this being your case that the non-potable costs are lower.
In the light of your reading of the material that you have now had, what we need to know is
what is still in issue and what it is that you rely on and what it is that we have to form a

judgment about. That is what we need.

MR. THOMPSON: I do not entirely want to tie my own hands at this stage, but I think that the

outline of what our case is likely to be is you will recall that our skeleton argument had
attached to it a schedule which I think was called “Methodology 6” in the Interim Judgment,
which identified a number of financial factors which we say were relevant differences between
the two types of water, and which led to a significant difference in distribution costs. What

I anticipate is that we will put in evidence which will refine that submission by reference to the
further information that is now available. I think that is likely to be the form of it. Then the
Tribunal will inevitably have to choose between the approach reflected in the statement of

Mr. Jones, which effectively pooh-poohs any such difference, in particular at paras.112 and
113 of that statement — in very general terms he says there is no difference — and the relatively
specific points that we will be making that there are, in fact, quite considerable differences

which Dwr Cymru will no doubt seek to challenge.

THE PRESIDENT: Your case at the moment in your Notice of Appeal, which is still the framework

of the case, lists a number of factors, including typical location, differences in pressure and,
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I think, some differences in construction costs, although I am speaking from memory, and
various other things upon which you rely. So we need to know what of all that is still relied on
and still in issue, but I think it is fairly clear what it is we need to know.

MR. THOMPSON: I think that is right. Is that enough from me on this topic?

THE PRESIDENT: On the topic of potable and non-potable. What we need to do when we come
back to it is to set some sort of timetable for that process to reach some sort of conclusion.

MR. THOMPSON: I think we would tentatively propose that we should have this month to respond.

THE PRESIDENT: To the end of March?

MR. THOMPSON: Yes, I think that would be our tentative proposal.

THE PRESIDENT: With any luck, by the end of March we will have crystallised what the issues are
and what the factual matters are that we need to grapple with.

MR. THOMPSON: Yes, I am hopeful that the evidence we put in will make it quite clear what our
case is.

THE PRESIDENT: Yes, thank you. You may not have any input on this, Mr. O’Reilly?

MR. O’REILLY: None at all, sir.

THE PRESIDENT: Thank you. Mr. Anderson, what is your view on this?

MR. ANDERSON: Our position is simply this: the position the Director took of the Decision was
that there is no inherent reason potable and non-potable distribution costs should differ. The
Tribunal asked Welsh to produce material in relation to a number of specific questions which
the Tribunal likely identified would be material to that question. Welsh has put in that
material. It would appear — we were not part of the meeting, the agreement, or anything, but
we have seen Dr. Bryan’s annexes — that, as a matter of fact, the level of disagreement has
narrowed significantly from that which was set out in the Notice of Appeal. It seems to us that
on a number of points, by agreeing to the material Welsh has put in, Albion has retreated from
the position it was advancing in the Notice of Appeal.

That said, of course, it is entirely a matter for the Tribunal and for Albion as to
whether they wish to put in further material in rebuttal to that that has been put in by Welsh,
but our reading of the material put in by Welsh is that it supports the position that there is no
particular reason why, indeed no reason as a matter of fact, there is a difference in the
distribution costs for potable and non-potable.

We also believe it to be quite clear that this is essentially a question of fact and the
Tribunal will not, in our view, require any expert assistance on this. It will essentially be as a
matter of fact. The scope of the dispute has narrowed significantly and may, no doubt, further

narrow. So, subject to any points of clarification that the Tribunal may have of Welsh, in our
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submission, the next course should be for Albion, if so advised, to put in any evidence in
rebuttal it wishes to put in and then the matter can be decided by the Tribunal. That is our
position.

THE PRESIDENT: So you are leaving it basically for Welsh Water to put the factual material
before us and for the factual argument to take place directly between Albion and Dwr Cymru
with the Director’s benevolent surveillance from the side, as it were.

MR. ANDERSON: Since the material came from Welsh and it is Albion that disputes it, it seems
that that is where the relevant evidence will originate from for the Tribunal to take its decision.

THE PRESIDENT: Yes, thank you. Yes, Mr. Robertson?

MR. ROBERTSON: We second the Director’s approach. It seems to us that the facts are now
emerging fairly and squarely in witness evidence before the Tribunal. The Tribunal is in a
process where it will proceed to make factual determinations on the basis of our evidence, the
evidence that Mr. Thompson seeks to put in by way of reply, and I do not think we would want
to resist that.

The only matter that does concern us is that we have had a number of requests for
further information, further documents, and so on, from Albion. Eleven requests were made
on the morning of the meeting that took place on 24" February, and we wrote yesterday to
Albion giving the answers to those. We were met with a further 35 requests for information.
We have got to the point where we think, “Enough is enough, we do not see the relevance of
any of these”. It is really for Albion to advance its case on its evidence to the Tribunal. Once
the Tribunal has got that evidence, if the Tribunal has got further questions that it wishes to put
to the parties then of course it will do so, and then one would proceed to resolve this. I assume
the Tribunal would wish to invite submissions from the parties on that evidence and then make
its factual determinations in the normal course of proceedings in this Tribunal.

THE PRESIDENT: Yes.

MR. ROBERTSON: That is how we see things playing out. We are placed with the constructive
approach that has taken place so far, that we have been able to agree a number of matters, quite
important matters, in our view. Things seem to be proceeding quite smoothly. We think we
are getting on with this.

THE PRESIDENT: I wonder, while I have got you, whether we could just raise a couple of points
that we have noticed, among others. In the course of the last hearing there was a certain
amount of debate as to whether the non-potable part of the system was 158 kilometres. As far
as we can see from the adding together of the figures in the details of the various systems

which are set out in para.37 of Mr. Jones’s first witness statement, the system is, in fact, about
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201 kilometres. I do not know whether that is a fact that has been noticed or whether we are
on the wrong track or if you have got comment that you can make on that on the hoof?

MR. ROBERTSON: I do not know the answer to your question as to what the explanation is for the
figure that you have arrived at. Inevitably there will be questions such as that which will arise
from this evidence and if the Tribunal were able to write to us, they may be points of detail and
we should be able to answer them in pretty short order. Ideally we would like to do that before
Albion put in their evidence in response so they see the position as fully explained because that
will enable them to deal with everything in one fell swoop at the end of March. That way we
can proceed to resolving these factual issues.

THE PRESIDENT: The second point that we found of interest arises on paras.58 and 59 of
Mr. Jones’s first witness statement where he tells us about the apparently significant fall in unit
costs over the period. Some of the issues in this case may or may not be sensitive to exactly
what period it is one is talking about and what base line one takes by way of dates. Are you
able to help us at all as to why, in very general terms, unit costs were falling so substantially
apparently between 1997/98 and 2002/03 — by about half apparently? If it is not a question
you can answer on the hoof do not try and answer it.

MR. ROBERTSON: It apparently was an industry wide phenomenon, a reduction in the costs of
manufacturing pipe, and it is something on which we can certainly provide the Tribunal with
further details and further evidence.

THE PRESIDENT: What is related to that is what is the reason for the fall in the asset values at the
1999 revaluation — is that the same point?

MR. ROBERTSON: I understand that it is. As I say, if the Tribunal were able to write with that and
such other questions they may have then we will put in a formal response which can be
checked and we can supply any underlying supporting evidence that is necessary to back that
up.

THE PRESIDENT: Yes, very well. United Ultilities, thank you for your figures, Mr. Randolph.

I am not sure we have been able to make a great deal of them, but thank you anyway.

MR. RANDOLPH: I am glad you have received them. I am sorry you have not been able to put
them to as much use as otherwise might have been thought to have been the case. We have
produced what we could. You will have noted from para.6 of our letter that covered the annex,
the figures, that we will be attempting to deal with the remaining 35 per cent, because it only
dealt with 65 per cent, and we will get that to you as soon as possible. We are obviously aware
of the fact that this case needs to move on and we do not want to jeopardise Albion’s timetable

or anybody else’s timetable. We just, as ever, want to assist the Tribunal as best we can.
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THE PRESIDENT: I think our present view is that we have now got a very considerable amount of
information about Dwr Cymru’s accounting system and its approach to costs in various ways.
That is probably going to be quite enough for the purposes of this case without trying to get on
top of your client’s accounting costs and systems and approach to figures.

MR. RANDOLPH: I am sure my client will be happy to hear that.

THE PRESIDENT: For the moment I think we will leave it on the basis of, “don’t call us, we’ll call
you”, if [ may put it like that, on this particular point.

MR. RANDOLPH: I am very grateful, thank you very much.

THE PRESIDENT: On that issue if we were to say any further evidence from Albion by the end of
the month, with a view to putting in any factual evidence that they wish to put in and doing
their best to crystallise the issues on that, is that a satisfactory timetable from the parties’ point
of view? That would, I think, just leave, Mr. Thompson, Mr. Robertson’s comment that they
have been receiving a lot of requests for further information. I, myself, would venture to
suggest that we may be in some danger at some point of not being able to quite see the wood
for the trees, and it may be that you have already got most of the things you actually need,
unless there is something crucial on this issue that you are still needing. I am not sure that
wide ranging further requests for information are necessarily going to be that helpful.

MR. THOMPSON: I hear that indication. I think, to some extent — it is no criticism — it turns out
that this hearing is quite shortly after 20" February and so ----

THE PRESIDENT: Yes, quite, and no doubt people have not had time to look through all of it.

MR. THOMPSON: I think the dust has not entirely settled and we are grateful for the further
information we have received. In fact, I received a sheet of paper as we come into the Tribunal
today. I think to say “enough is enough”, as it were, at two o’clock today might be rather
premature and artificial, but I can see that there may be a law of diminishing returns and at
some point one has to stop, but I do not think at the moment I would accept that now is
definitely the end date.

THE PRESIDENT: No, I am not necessarily suggesting that it is, but I think that if Albion confines
itself to the information that it thinks it really does need and Dwr Cymru continues to react in a
statesmanlike way and if there turns out to be a dispute on the relevance of a particular request
for information and that is brought back to the Tribunal as quickly as possible, then that is
probably the most one can say about that particular subject.

MR. THOMPSON: I have not sensed that there is, as it were, a problem and I am not seeking any

order today because up to date there has been considerable co-operation. On the basis that
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both sides are sensible I am hopeful that that can go forward along the timetable we have
mentioned.

THE PRESIDENT: Yes.

MR. THOMPSON: Shall I move on to the question of the stand-alone costs?

THE PRESIDENT: Yes.

MR. THOMPSON: I think that has two aspects. There was an issue about the stand-alone costs of
Ashgrove itself, and then there was the broader question about stand-alone costs for non-
potable water generally. Mr. Jones’s second statement very largely is devoted to the Ashgrove
works themselves and the Ashgrove system itself, although he does briefly address at paras.9,
10 and 30, and also in an annex, the wider question of non-potable costs.

Could I just briefly touch on that. In the second statement of Mr. Jones the Tribunal
will find a number of annexes at the back and in particular annex 1 relates across to paras.9, 10
and 30 of the statement and sets out an allocation that was made by Dwr Cymru for the
purposes of the Ragfour exercise, and the relevant one comes at the end and is said to be an
equivalent of 25.9p per metre cubed. I would simply like to make two observations in relation
to that. First of all, there is a footnote, footnote 7, at the bottom of p.2, which says in the
second sentence:

“The allocation of operating expenditures is a high level allocation that is made for

purposes unrelated to tariff setting and does not take account of the fact that certain

elements of distribution costs do not apply to large non-potable customers.”
That is obviously a statement which is of interest to us, given our general case which is pretty
much to that effect. So this is a table that we are currently looking at.

More generally, the lines 1 to 15 at para.3 make it clear, in our submission, that this
exercise was an extremely broad brush exercise. Just to look at it very briefly, lines 6 and 7
simply set out the volumes of potable and non-potable water; and line 8 simply identifies the
proportion of water which is non-potable. So all that this exercise has done is to divide the
costs set out at line 3 into potable and non-potable simply relation to volume, giving figures at
lines 10 and 11 of 3.5 and 4.499 for the respective costs of non-potable. So it is indeed a very
broad brush exercise which appears to have been done simply by relation to volume. Again, at
paras.5, 6 and 7 the capital costs that are allocated here seem to have been done on a pretty
arbitrary basis by reference to percentages which Mr. Jones cannot detect the precise origins
of, as one sees at para.7. In our submission, this exercise is a particularly vague and

unsatisfactory one, and I think that, in fact, Mr. Jones accepts that in his statement. He
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basically says that this is a difficult and effectively impossible exercise and that it is of very
little help. To that extent, we agree.

On the other hand, we do note one specific point which Dr. Bryan makes in his letter
of 27" February, that there is, in fact, litigation between Dwr Cymru and Corus in relation to
the costs of supply to the three Corus plants, and it appears to us that there must be information
that has been generated in relation to that litigation. We have asked Dwr Cymru about that
matter and it seemed to us that that was specific information that might be of relevance and
interest to the Tribunal in considering the issue in so far as it goes wider that Ashgrove. So
that is a point which I think has not yet been resolved.

THE PRESIDENT: Do we know what the issue is in that litigation?

MR. THOMPSON: As I understand it, it is a question of whether or not the price charged by
Dwr Cymru is too great.

MR. ROBERTSON: IfI could help, I am junior counsel for DWr Cymru in that case. Dwr Cymru is
suing Corus for non-payment of bills for water that has been supplied to Corus at three sites.
There is a summary judgment application listed in the Chancery Division for the week
beginning 27" March — in other words, in about three and a half weeks time. In broad terms,
Corus is claiming that it should not pay under the large industrial non-potable tariff, that
Dwr Cymru should have entered into special agreements with Corus for supply of water at
their sites to replace agreements which it is common ground terminated in 2004.

THE PRESIDENT: So they are resisting, as it were, being moved to the ----

MR. ROBERTSON: On to the tariff.

THE PRESIDENT: ---- on to the tariff, yes, I see.

MR. ROBERTSON: There is also a defence and counterclaim raised by Corus alleging abuse of a
dominant position by Dwr Cymru. That is the status of that litigation. It is at summary
judgment stage. We are seeking to strike out their defence as having no prospect of success.

THE PRESIDENT: Yes, thank you.

Mr. Thompson, while you were explaining to me annex 1, I was not quite sure how
you understand para.3 of annex 1 to work. There are two observations. First of all, if one
compares these figures with some of the figures that were included in Albion’s Notice of
Appeal, particularly for the year 2002/03 instead of 2001/02, there seems to be a considerable
difference in the revenues and expenditures relevant to third party services as one tracks it
through the years. The figures seem to vary quite substantially. Even in 2001/02 the operating
expenditure related to, I think, bulk supply and non-potable supplies and various other things.

What I am not clear about — and maybe you are clearer, and maybe I should ask Mr. Robertson
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this instead of you, but let us see how you understand it first — is how you get from the
£9.679 million to the £9.048 million, leaving roughly £0.6 million relating to the other things
that are regarded as third party services.

MR. THOMPSON: I did discuss this yesterday with Dr. Bryan because I was to some extent
mystified as to whether or not paras.2 and 3 had any relationship to one another at all. I think,
looking at it overnight, as far as I could understand it, the £9.048 is calculated in the way set
out in lines 1 to 15 of para.3, simply as a percentage allocation by reference to lines 6 and 7,
but the £0.631 million, which is the balance at para.2, what makes that up and why it has no
apparent capital maintenance expenditure attached to it is a complete mystery to me. I do not
know whether Mr. Robertson is in any better a position as to why there is no capital related to
that balance or what indeed that balance relates to. I have not got any further on that, I am
afraid.

THE PRESIDENT: While we are on this general point, it seems to us that some issues in this case
depend rather sensitively on what exact time point we are talking about. Are we talking about
the date when the Decision was issued; are we talking about the date of the complaint; are we
talking about some intermediate date while the investigation was going on, or what? It seemed
to us at first sight that if you take these various years, in fact there are considerable changes
both in the underlying cost trend and in terms of what items seem to be included under which
heading at different stages, which slightly confuses the issue as far as I can see.

MR. THOMPSON: It does and there are some difficult questions which I will come back to in the
context of Ashgrove, if I may, in a moment. It does seem to us that DWwr Cymru cannot cut the
cake in its favour in all respects, and it may be that if the MEA values have dropped very
considerably it is wrong for them to base the stand-alone costs for Ashgrove on an inflated
version of 1998 MEA values, which is what they appear to do in Mr. Jones’s second statement.
As I will show you in a moment, that represents almost 80 per cent of the justification for
stand-alone costs.

THE PRESIDENT: We are still on stand-alone costs, and we are on his second statement. Do you
want to go on and then finish on stand-alone costs?

MR. THOMPSON: If1 could just say on the general question of non-potable, I think it is worth
noting that the 25.9p, which is put forward at para.8 of annex 1, is said to exclude return on
capital and rates. By our reckoning, if that were right, it would be very considerably higher
than the new tariff, and we find that a striking feature as well.

THE PRESIDENT: Yes.

10
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MR. THOMPSON: Turning to the Ashgrove position itself, that issue is conveniently set out in a

table at para.28 of Mr. Jones’s second statement. I have actually prepared a document which

I hope will be useful to the Tribunal in seeing where the real substance of the issues are on this
question. Could I just hand it up? It is simply an expanded version of the first three lines.
(Same handed)

The Tribunal will have seen that at paras.24 through to 27 of Mr. Jones’s statement,
there is a section on the appropriate rate of return, and the conclusion at para.27 is that the
appropriate rate of return is 17.5 per cent — you will see that at the top of p.10. You will also
see that the capital costs are said to be 9.378 and 3.279 for the pipeline and the works
respectively, giving total capital costs of 12.657, an equivalent annual cost of £2,244,491, and
giving rise to a price per metre cubed of 25.6p, as against a total price per metre cubed of
32.4p. You will see from the table I have just handed up that if one looks at what 17.5 per cent
is in relation to those costs, it is, in fact, almost the totality of those costs. It equates to 18.9p,
3.79p, 2.65p, and in total 25.5p. That is approximately 78.7 per cent of the charge that is said
to be justified on a stand-alone basis.

So I think it will immediately be clear to the Tribunal that the real issue here is
whether the capital costs are right, the £12.657 million, which the Tribunal will be aware is
two or three times what the Director himself found was to be the correct amount in the annex
to his Decision, and whether the rate of return of 17.5 per cent can possibly be right. If one
looks just at the top line you will see that there is a cost of just over £9 million which is said to
be an equivalent annual cost of £1.64, so almost a quarter — certainly a fifth — of the total cost
is to be an equivalent annual cost lasting for 100 years. In our submission, that is a striking
figure and one that we, at first blush at least, would propose to challenge. That is one issue
which we think will need to be addressed.

In terms of the cost of the Ashgrove works itself, the Tribunal will be aware that there
is also other information on the papers. There is the schedule that the Director produced in
relation to treatment costs, if you recall, which led to the reduction in the treatment costs in the
Decision. There is also document D21, and so we would propose to put in evidence seeking to
draw together the evidence that is before the Tribunal and making the points that we think are
appropriate on that.

In relation to the operating expenditures ----

THE PRESIDENT: Are you thinking in terms of some sort of accountancy evidence or are you

thinking in terms of Dr. Bryan’s evidence?
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MR. THOMPSON: I think we have sufficient internal firepower to deal with the matter. It is
essentially making points by reference to the evidence before the Tribunal, which I think will
be more valuable than simply trying to move straight to submissions.

THE PRESIDENT: Yes.

MR. THOMPSON: In terms of the operating expenditures, I think just to look at the major items,
the item, payment for flow balancing service, £86,246, the rates of £260,733 and the business
management and overhead of the reassuringly round figure of £100,000, it appears to us that
each of those requires some scrutiny. In particular, the flow balancing service, we question
whether that is the most economical way of providing that particular service and whether or
not a variable speed pump might not have been thought of as a more economical way of
replacing that.

THE PRESIDENT: That is, one infers, what has presumably been paid for the use of the lagoons?

MR. THOMPSON: Indeed, and I think, on a stand-alone basis, we question whether that is the right
way of looking at it under the applicable guidelines and normal practice. The rates question
appears to us to be an inflated sum just as a matter of impression, because it represents a
substantial percentage of DWwr Cymru’s total rates bill. We suspect that it has been prepared on
an erroneous basis, and £100,000, apart from being a round figure, we also think is
considerably too high. We have specific queries and questions on the other smaller sums, but
I think that gives the Tribunal a flavour of the types of the issue that we will be wishing to
address in further evidence.

THE PRESIDENT: Presumably something like the rates bill is verifiable by reference to whatever
rates were, in fact, paid?

MR. THOMPSON: That may be so. I am not sure whether there was any allocation of rates to
Ashgrove specifically, but essentially this is a question which I think can be addressed on the
papers and by reference to evidence that we have available as to the normal practice.

I hope that gives a flavour of the issues sufficient for present purposes. Again, we
would propose that we would have the opportunity to put in further evidence by the end of the
month.

THE PRESIDENT: Yes, that sounds a sensible idea. I am just reminding myself where these
various figures come from.

MR. THOMPSON: The position in relation to the capital valuation is set out at annex 2. There is
one point I should make so that the Tribunal have it in mind. At paras.6, 7 and 8 you will see
that the starting point for the valuation is the MEA values at 1997/98 prices. At para.7 there is

an uplift of 14 per cent to those figures, and that obviously gives the starting point of just over
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£9 million for the main capital cost items. I think, given what the Tribunal has already said,
there may be a question mark about whether it is right, given that prices actually fell by a half
or a third, to use the higher price and then inflate it by 14 per cent, whether that is actually a
sound and reasonable approach for DWr Cymru to have adopted. Obviously, if you cut the
figure in half rather than multiplying it by 1.14, it would have made a pretty striking difference
to all the figures that followed.

THE PRESIDENT: Yes. In practical terms, your evidence on these points by the end of the month?

MR. THOMPSON: Yes.

THE PRESIDENT: Yes, Mr. Anderson?

MR. ANDERSON: Again, we would see that as a sensible way forward. We have not seen these
figures presented in this form before. It is produced in response to the Tribunal’s request. We
have not considered them in any detail. We would propose that anything we wish to say on
them should await the further material from Albion. Then we can see what is controversial and
make submissions accordingly.

THE PRESIDENT: I think, if possible, in due course we will want the Director’s view on whether
this is a proper way to go about this sort of calculation on the facts of this case. I think perhaps
in that connection, although the argument has now, to some extent, moved away from the
general argument on the regional available costing that figured quite largely at an earlier point,
I think that issue is still probably very much a live issue in the case. We note from the
information that we have seen that, on the whole, the non-potable systems do seem to be stand-
alone systems. They do, on the whole, seem to be separate from the generality of the potable
system. They also seem to cover quite a large range of different sorts of situation — either short
pipes, short distances, long distances, big pipes, small pipes, customers of various shapes or
sizes — and the general question of whether one should seek to get closer to some kind of
stand-alone cost for non-potable systems is, I think, a question that may well be in the back of
our minds as this case unfolds. We just need to bear that in mind.

MR. ANDERSON: I can well see that and I am quite sure that we will wish to be putting in some
observations and submissions on that issue as well as on these particular calculations. We will
wait, we would suggest ----

THE PRESIDENT: As I have understood it, you have not been involved in or seen, before the
service of this evidence, the approach that Dwr Cymru has adopted?

MR. ANDERSON: That is correct.

THE PRESIDENT: That is very helpful. Could I just ask you one other question while I have got

you on your feet, as it were, on this element, in relation to RAG4 and the stripping out of non-
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potable and certain other costs relating to bulk supplies in order to get to a proper basis for
making a comparison in relation to the potable system.

MR. ANDERSON: I think that is the stripping out of everything other than potable?

THE PRESIDENT: Everything other than potable, that is right, that is the way round it was. I think
there are two questions. Although it is directed to stripping out everything except potable,
some things seemed to be left in that do not relate to potable, which seemed to be the rates,
doubtful debts and exceptional items, and perhaps other things. We are not quite clear in our
own mind why that is so, and it would be helpful, I think, to know your thinking on that point.

MR. ANDERSON: I think I would prefer if we answered that in writing.

THE PRESIDENT: Yes, that would be very helpful.

MR. ANDERSON: Yes, certainly.

THE PRESIDENT: The second question is, given that you have RAG4, how one might suppose a
company might go about complying with that obligation to strip out. We had, I suppose
perhaps naively, imagined that someone would actually look at the costs or make assessment
of the costs of non-potable and the various assets that were used in non-potable, and so forth
and so on, and that therefore there would be some reasonably good record within the company
of what was potable and what was non-potable. Our impression at the moment — I am not
inviting a comment yet, but I would be glad of one in due course — is that it is not done in any
particular scientific way, shall I put it broadly. We may well want to know in due course, or be
interested to know in due course, whether, in the Director’s view, that is how he considers this
regulatory system is supposed to work in this area.

MR. ANDERSON: We will certainly address both those points.

THE PRESIDENT: I think indeed in that regard we may well need to have the Director’s view on
the apparent approach to the asset inventory adopted by Dwr Cymru, which does not seem to
quite follow what the regulatory requirements seem to be.

MR. ANDERSON: We will take that from the transcript and respond accordingly.

THE PRESIDENT: Thank you, Mr. Anderson. Yes, Mr. Robertson?

MR. ROBERTSON: We simply second the approach taken by the Director, which is that we are
content for Albion to put in its evidence on Ashgrove, stand-alone costs generally, by the end
of this month and then we will take things forward by way of submission. I do not think there
is any need to adumbrate those submissions at this stage. That seems to be a sensible process
for getting to the bottom of the facts and the evidence. Obviously the Tribunal will guide the

parties as to the specific points it wants addressing in the usual way.
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THE PRESIDENT: I can think that we may well at some point have at least one question for
Dwr Cymru which arises out of what we were just saying a moment ago. If you take paras.58
and 59 of Mr. Jones’s first witness statement, we gather that MEA values dropped between
1998 and 2004 such that the 1998 value was about three times higher than the 2004 value, and
this is to do with changes in technology, and so forth, which you explained to us. I assume,

I do not know if I am right or not, if I go back to annex 2 to Mr. Jones’s second witness
statement, if we are on p.3, where you give us an MEA value for the water main in 2000/01 at
1997/98 prices, if one was going to do the same exercise at 2004 prices, one would effectively
divide the figure you have there, which is about £8 million, by three to get to the MEA value in
2004. I do not know if that is a fair inference to draw from the evidence, that is to say the
MEA value in 2004 would be about £2.8 million as against £8 million based in 1997/98?

MR. ROBERTSON: I think in broad terms the answer to that would be, no, it is not a fair inference,
but that is something that we would deal with specifically in writing in the same amount of
detail that it is being presented here by Mr. Jones.

THE PRESIDENT: The broad question is — the broad issue I think here is — that you have done this
calculation on the basis of 1997/98 prices and added on an uplift factor for inflation, whereas,
according to the other part of the evidence, through this period costs are, in fact, falling, and if
one took a slightly different period and, instead of basing it on 1997/98 prices, based it on
some later price one would get a lower figure.

MR. ROBERTSON: I think that depends on, when one is dealing with MEA valuation, whether you
are taking a snapshot at a point in time. It is a matter that we would prefer to deal with in
writing, because these are very detailed explanations.

THE PRESIDENT: You will probably need to deal with it in relation to whatever further points
Dr. Bryan makes. I think there is almost certainly going to have to be some reply from you on
that. I am just drawing to your attention a point upon which we have a question at this stage, if
I can put it that way.

MR. ROBERTSON: That is very helpful, to know that that is a point in the Tribunal’s mind and we
will deal with it at the appropriate point.

THE PRESIDENT: Yes. I think Professor Pickering has a question.

PROFESSOR PICKERING: Mr. Robertson, I am interested to know what sort of organisational
structure DWr Cymru operates in terms of identification of profit or indeed cost centres. Is the
totality of the potable business a single centre? Is the totality of the non-potable business a

single centre, or are we at a position where you disaggregate so that you have got performance
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data and cost data in relation to the Ashgrove system alone? For example — you may want to
answer this now, you may want to put something in writing ----

MR. ROBERTSON: I think, in very broad terms, Professor, there are not separate cost centres or
separate organisational centres for non-potable as against potable, and that applies by the same
reasoning to Ashgrove as a separate system. That is in very broad terms.

PROFESSOR PICKERING: There are none? There are not separate centres?

MR. ROBERTSON: (After a pause) I am told that we will set this out in writing. That is probably
the best way of explaining it because it is complex.

PROFESSOR PICKERING: That would be very helpful, thank you. May I just ask you one other
question relating to para.28 in Mr. Jones’s second witness statement and this table. Again, you
might want to write to us about this. The text above the table itself talks about estimates.

I wonder what, if any, of these figures in this table are, in fact, accounting data that are
confirmed as opposed to estimates and calculations?

MR. ROBERTSON: Again, I think we will answer that one in writing.

PROFESSOR PICKERING: Thank you.

THE PRESIDENT: I think for the moment, Mr. Robertson, we will leave that there. Thank you.

Mr. Thompson, one point I perhaps should have raised while we are on this, and I just
do not know whether it is still pursued by you: in Dr. Bryan’s various requests there is one
request for some further disclosure on the workings supporting the introduction of the new
tariff for non-potable in 2003 — I think it was 2003/04. Is that a request that you are pursuing
at the moment for disclosure of working documents on that?

MR. THOMPSON: Sir, can I take instructions from Dr. Bryan who is probably closer to that level
of detail than I am?

THE PRESIDENT: You may not wish to take a position now.

MR. THOMPSON: (After a pause) In principle, it is a point of some importance in that it appears to
us that the figures that are now being advanced are significantly higher than those that appear
in the new tariff, and therefore there must have been different and lower figures put to the
Director, which presumably the Director himself should be aware of. It would seem to us
unsatisfactory, if that is the position, that neither we nor the Tribunal were aware of what the
lower figures were.

THE PRESIDENT: Yes. You may not have had a chance to consider this, Mr. Anderson, but at the
moment there does not seem to be — or we probably missed it if it is there, and it may be there,
I am not saying it is not there — we have not yet spotted the relationship between figures that

Mr. Jones has now helpfully provided to us and the figures that finished up in the new tariff
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introduced for non-potable supplies, if there is a relationship, which raises the question of what
was the basis for that new tariff, which is at the moment a topic we might wish to understand a
bit better than we do at the moment.

MR. ANDERSON: Again, I am not in a position to respond to that at this stage. We certainly hear
what you says, sir.

THE PRESIDENT: Will you just note that and it may be that we shall need to come back to it,

I hope without causing undue inconvenience or extra work, but it arises in particular from the
figures that we have now got, I think.

MR. ANDERSON: Yes, certainly.

THE PRESIDENT: Let me go back to my check-list to see where we are so far. I think this is on
further documents and I think this is a question for Mr. Robertson at the moment, if  may. We
have the impression that in the period that we are concerned with there are just two business
plans that are relevant. There is the 1999 plan and 2004 plan.

MR. ROBERTSON: That is correct.

THE PRESIDENT: We have some, but not all, of the various June returns and I think we would
probably quite like a full set now.

MR. ROBERTSON: I am sure that can be arranged.

THE PRESIDENT: I think 1999/2000, 2000/01, 2001/02, 2002/03 is probably the set that we need
so that you can trace through these various changes and understand the trends in the figures. It
is sometimes not always entirely safe just to choose a particular year and look at that in
isolation.

MR. ROBERTSON: Yes, we can supply those.

THE PRESIDENT: Thank you. (The Tribunal conferred for a short time) Mr. Thompson, that,

I think, probably does take us to ECPR issues.

MR. THOMPSON: In relation to the ECPR question, the Tribunal will be aware of an exchange of
correspondence culminating in a letter from Ofwat of, I think, today, or possibly late last night,
essentially saying, as I understand it, that the only disclosure that they consider relevant and
which they are proposing to make is of documents that appear on the file of this particular
case. I think the Tribunal will have seen letters both from ourselves and from Aquavitae
questioning whether that was the approach envisaged by the Tribunal in its order or at the
hearing where our impression was that the scope of this ECPR issue was a relatively general
one and there is no reason to define the scope of disclosure by reference to what happens to be
on the file in this case, which obviously raises specific points and it is essentially rather

chancy, what happens to be on the file in relation to this broader question. So it does not
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appear to us that the Director is taking the right approach at the moment. I think that is the first
point.

The second point, the position on expert evidence: as I understand it, there is nothing
to indicate that the Director’s expert is not intending to report on 20™ March, and so we are
anticipating that that is the position.

We have discussed with Aquavitae our own expert evidence. I do not think anybody
has actually been appointed and possibly not approached. There is obviously a question about
timing for that.

In relation to Professor Yarrow, I do not know whether the Tribunal wants to say
anything about that beyond the letter that we received yesterday. I think our attitude to that is
to be somewhat cautious, in that we are not in any way questioning the expertise of
Professor Yarrow, but we do feel that, unless he is specifically appointed as an expert by the
Tribunal, then the status of anything he may produce will be somewhat questionable.
Although we are not in any way doubting his independence he obviously has a number of
cases to his name for and against Regulators, and we have no real knowledge of how he could
be appointed as an amicus. It appears to be us to be rather a different procedure from a
barrister being appointed, effectively by the Government, to act as an amicus to the court for
an individual effectively to put himself forward as an amicus. We are not necessarily shutting
our face to it completely but we do consider that it might raise a number of problems, and
certainly if it were to be made, as it were, open season for anybody to chip in with their views
as an amicus, it seems to us that that might be a somewhat chaotic situation and might indeed
skew the balance of the hearing, given the commercial interests that are ranged on the various
sides in this case. That is an indication of our position in relation to Professor Yarrow.

Is there anything else that [ need to say at this stage in relation to ECPR? 1 think that
was all I was proposing to say otherwise.

THE PRESIDENT: I think we might share with you such thinking as we have been able to do on the
general issue raised by requests like the one we have received from Professor Yarrow, which is
the first occasion we have received a communication of this kind which has arrived out of the
blue. So far the Registry has done no more than contact Professor Yarrow to ascertain
whether, if permitted to do so, he would still wish to submit something and whether he has
acted in the past for any body in the water industry, to which he says he has not.

Beyond that we have refreshed our memory as to what the Rules are in the
US Supreme Court, which has an interesting procedure whereby views from persons of stature

can be presented and the court will then hear the parties on whether those views should
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actually be admitted, either because they are not relevant or for some other reason, but in
certain circumstances you can admit that sort of wider evidence.

The rather exceptional situation that we have in this particular case is that we are
grappling with issues that are fairly profound and of wide-ranging importance for the industry,
and the Tribunal’s primary interest is to get to the bottom of things on the widest possible base
of knowledge that can be legitimately assembled within the framework of the procedure. We
are probably a little way away from the traditional adversarial situation in which a court trying
an ordinary civil action is blinkered by what the parties actually put in front of us. We have a
slightly more flexible approach than is traditionally the case.

If you were to look at our Rules of Procedure, our present view is that a combination
of our various case management powers and our power to control the evidence would at least
permit us to say to Professor Yarrow, if we wish to, “If you want to submit a document send it
to us by such and such a date and we would then invite the parties to say whether we should
send it to you or whether we should take any account of it and, if so, what”. It has, I think,
been communicated to Professor Yarrow by the Registry that if went down this route then he,
Professor Yarrow, would have to make himself available for any questions or cross-
examination anybody might want to put to him.

That is as far as we have got, I think, in thinking about this rather novel situation.

MR. THOMPSON: I do not know if I could add three points: first of all, we were helpfully sent a
short biography of Professor Yarrow and at the bottom in relation to recent policy work he
does indicate that he has acted recently for Scottish Water in relation to the licensing regime in
Scotland. We take that to be one of the incumbent water undertakers.

THE PRESIDENT: In Scotland?

MR. THOMPSON: Yes. So to that extent I suppose he could not say he has no recent involvement
in the water industry.

THE PRESIDENT: I think he was talking about the England and Wales industry. Scotland has a
different set-up. I do not know.

MR. THOMPSON: The second point I would like to make this — I think I may have made it briefly
before: if Professor Yarrow were to be invited to do this, I think it would raise the question
about whether or not each of the incumbent water undertakers could themselves come forward
and say, “We have got something very interesting to say as well”, in which case it does appear
to us to be a rather different situation from perhaps the public interest type of question where

there might be some very obvious commercial incentives for people to come forward and say,
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“I would like to be heard in this case”. I think it would need to be carefully handled to ensure
that one did not open the door to a mass of such offers of help.

THE PRESIDENT: What the Tribunal really wants to have, and I do not know whether we can
achieve it — I will try and articulate what it wants to have — we would in many ways not be
averse to having informed expert views from persons of stature who have no axe to grind as
such in terms of any commercial angle or relationship on what, on an objective basis, the
advantages and disadvantages of an ECPR approach to pricing are, if it is disputed. It may be
that we shall see the Director’s evidence and there is not so much dispute as one might imagine
that there is. I just do not know. If we are in a situation where, for whatever reason, Albion
and Aquavitae have not yet equipped themselves with expert evidence there is perhaps some
question as to whether all the matters that need to be drawn to our attention will be drawn to
our attention in as balanced a way as possible.

MR. THOMPSON: I am mindful of those points and that is why I have expressed myself rather
cautiously on the issue. I think everyone is rather exploring their way, at least in this
jurisdiction.

THE PRESIDENT: We go very carefully, and I think you have a point when you say, “If we were to
allow Professor Yarrow in we would have to consider devising some mechanism to make sure
that the facility was open to other persons of academic independent stature who would wish to
express a view.

MR. THOMPSON: Yes, or perhaps my concern was rather the opposite, that it was not open to
everybody to weigh in and chip in with their views left, right and centre, which might leave the
whole thing somewhat unwieldy.

THE PRESIDENT: It would certainly be a procedural development, for which there is at least a US
precedent. There is, as yet, no domestic precedent, unless you regard the Competition
Commission type of investigation as a kind of precedent.

MR. THOMPSON: If I may just touch on the third point, which is that I do not think we are very
enthusiastic about paying for Professor Yarrow’s labours, and we would like it make it clear
what the basis on which he would be undertaking this extra work.

THE PRESIDENT: It has not so far been suggested that he should be remunerated. I do not know
that we have got so far as thinking about that.

MR. THOMPSON: I am grateful. I think those are the points that [ wanted to make.

THE PRESIDENT: Yes. What should we be saying about expert evidence in relation to Albion and,
in a moment, Aquavitae? The Director’s evidence is expected on 20" March. What is going to

happen then, in your submission?
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MR. THOMPSON: I think that may be something that it would be better for Mr. O’Reilly to
address, in that I think Aquavitae, as was indicated at the last hearing, are more ready and able
to instruct an expert than we are.

THE PRESIDENT: Yes. Yes, Mr. O’Reilly?

MR. O’REILLY: Sir, we have identified some suitable candidates. Now that it is clear that the
Director is not going to give disclosure as we had expected we can get on an appoint someone.
We anticipate having a report by Easter, which is earlier than the date that was originally
envisaged, which was the 24"

THE PRESIDENT: Just let me remind myself of when Easter is.

MR. O’REILLY: Easter Sunday is on 16% April, so if we can say some date, such as the 13th, which
is Maundy Thursday, so that it is delivered to the Tribunal and other parties before Easter.

THE PRESIDENT: That is on the basis that your envisaged expert will have had a chance to see the
Director’s expert report and will be effectively seeking to answer it?

MR. O’REILLY: Indeed, and we have had no indication that there is going to be any delay on the
Director’s part.

The reason we are volunteering to come early is simply because we think this matter
needs to be heard early.

THE PRESIDENT: Absolutely, it does, yes.

MR. O’REILLY:: In respect of Professor Yarrow, quite clearly the Tribunal needs to have all the
material that it can lay its hands on legitimately. We, too, have concerns. We know that there
is a situation in America whereby people can give officious evidence, but we have got some
concerns about it, both in terms of whether or not there is going to be a “free for all”, and also
in terms of whether or not those who come forward with completely officious evidence may
have some axe to grind. Certainly no aspersion is being cast on Professor Yarrow whatsoever,
but the Tribunal will have to invent a test for those who are eligible and those who are
ineligible, and it seems to me that we may have an entire case management conference trying
to devise that test and hearing submissions on it. What we do not want to have happen is for
the hearing to go over the summer and into the autumn.

THE PRESIDENT: I do not think there is any risk of that, Mr. O’Reilly, or I hope not anyway.

MR. O’REILLY: Thank you.

THE PRESIDENT: What about the disclosure issue? I think Mr. Thompson is pursuing an
application for disclosure at the moment — is that right?

MR. THOMPSON: I am not sure if it comes to that. It appears that the Director has been operating

on ong ----
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THE PRESIDENT: You mean we have already ordered it, so ----

MR. THOMPSON: As we understood it, he had agreed to provide it but he seems to have decided to
do something different. We would have thought that public officer in that position, once it was
clarified what he was supposed to be doing, would do it.

THE PRESIDENT: Yes, I am sorry, Mr. O’Reilly.

MR. O’REILLY: IfI could simply refer you to your order number 9 made at the last case
management conference, we propose to say no more about it other than we find it quite
discreditable conduct. We simply move on. We need to get this matter heard. So we are not
pursuing an order for inspection of the documents.

THE PRESIDENT: Thank you. Yes, Mr. Anderson? I think, if [ may say so to begin with, there
may have been some misunderstanding about what it was that we were driving at on the last
occasion. What we were trying to make clear was that in the contested Decision which this
case is all about — and one forgets that it is a Decision that is under challenge — there is a
reference to the NERA report produced for Northumbrian Water, but there was not any
reference to any further materials. What was in Professor Pickering’s mind particularly, but
also in the minds of the Tribunal as a whole, was, what is it that the Director had in mind when
he decided that this was an appropriate pricing approach for the purposes of the Chapter 2
Prohibition. That is evidenced by what documents there were in the Director’s possession
bearing on that issue at the time. If there were not any documents and he was simply going on
the NERA report that is one thing, but if he had independently applied his mind to the issues
and documents had, as a result, been generated that was another thing, and that would be
highly material. Although up to a point one can rely on expert evidence, you can come along
later and say that, from an expert’s point of view, this is fine, or whatever. What we are really
interested in is why the Director did it, what he thought he was trying to achieve when h