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Introduction

The Competition Act 1998tfie Act’) is applied and enforcedIthe Director General
of Fair Trading and, in relation to regulated utibectors, concurregtiwith the
regulators for telecommunications, gas, elecyricitater and sewerage, and railway

services.

The Act introduces two prohibitions:

a prohibition of agreements between undertakings, decisyoassiciations of
undertakings or concerted practices which have the object or effect of preventing,
restricting or distorting competition in the United Kingdom (or a part thereof) and

which mg affect trade within the United Kingdom (the Chaptprohibition); and

a prohibition of conductypone or more undertakings which amounts to the abuse of a
dominant position, in a market in the United Kingdom (or a part thereof), which may
affect trade within the United Kingdom (the Chaptgsrohibition).

Further details about the prohibitions are contained in the Competition Act guidelines
The Major Provisions The Chapter | Prohibition andThe Chapter Il Prohibition

The purpose of this guideline is togain how the Director General of Water

Services ¢he Director’) and the Director General of Fair Tradingpect to appt the
provisions of the Act to the water and sewerage sectors in England and Wales.
outlines the powers that the Director holds to ensure that competitive processes are
unhindered, and providegamnples of how these powersyrze applied in relation to
the water and sewerage sectdidss designed to increase understanding of the
relevance and application of the Act to undertakings, customers, suppliers and new

entrants (potential and actual).

The Director’s jurisdiction under the Watedusty Act 1991 etends ony to

England and Wales. Thus, the concurrent jurisdiction under the Act, conferred by
amendments to the Watkerdustly Act 1991 inserted under paragraph 5 of Schedule
10 to the Act, has the same geograpkiemst. Ony the Director General of Fair
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Trading mg appl the provisions of the Act in the water and sewerage sectors
elsewhere in the United Kingdomf.the Director General of Fair Trading applies the
provisions of the Act in the water and sewerage sectors, he will do so in the same

manner as the Director, as set out in this guideline.

The Director’s concurrent jurisdictiorxends to all commercial activities connected
with the suppt of water or securing of a suppdf water or with the provision or
securing of sewerage services in England and Wales. The Director’s concurrent
jurisdiction, therefore, applies to activities within the scope of this definition
irrespective of whether tigeare carried outyowater and sewerage companies
appointed under the Wathrdusty Act 1991 (undertakers’) or by other

undertakings.

Part 2 of this guideline sets out the powers and duties of the Director with regard to
the Act and their relationship with his powers and duties under the Wetesty Act
1991.

Part 3 brieff summarises the approach the Director will adopt in undertaking

investigations under the Act.

Part 4 identifies a number of issues particyleglevant to the water and sewerage
sectors in England and Wales where the Director apply his powers under the Act.
In particular, the Director’'s powers under the Adead to investigating complaints
and initiating investigations where he has ‘reasonable grounds for suspecting’ that
either the Chaptdrprohibition or the Chapter prohibition has been infringed.

Part 5 contains details about the processes and procedures that will be important in the

application and enforcement of the Agtthe Director.

Annexe A contains details of the legal framework for economic regulation of the

water and sewerage industries in England and Wales and its relationship to the Act.



2.1.

Powers and duties

Concurrent powers under the Act

Under the Act, the Director has, with tweceptions, all the powers of the Director
General of Fair Trading to appand enforce its provisions with respect to commercial
activities connected with the sugmf water or securing a sugpdf water or with the
provision or securing of sewerage services in England and Wales. This means, for
example, that the Director’s concurrent jurisdictiottesmds to conduct by

undertakings that are not appointed under the Whatkerstlyy Act 1991, to the xdent

that the conduct falls within this definitioin general, the Director will deal with any
agreement or conduct that falls within his concurjensdiction. The Director will

use the powers to ensure that the competition process is unhingenet b

competitive activiy in the water and sewerage sectors. The Competition Act
guidelinesThe Major Provisions Powers of InvestigationEnforcementand
Concurrent Application to Regulated Industriggrovide further details of the powers

contained in the Act. Concurrent powers allow the Director to:

give guidance on the application of the Act;

« consider complaints about breach of the prohibitions;

« impose interim measures to prevent serious and irreparable damage;

« consider notifications for a decision and give decisions on the application of the
Act;

« grant éemptions to the Chaptéprohibition (subject, where appropriate, to

conditions);

« carly out investigations both on his own initiative and in response to complaints.

The Director has the same powers to require the production of documents and

' The exceptions are that grthe Director General of Faliradingmay issue guidance on penalties anake
and anend the Director General of Fdirading’s Procedural Rules.

5



2.2.

2.3.

2.4

2.5.

information and to search premises as the Director General of Fair Trading;

« impose financial penalties, taking account of the statigoidance on penalties

issued g the Director General of Fair Trading;

« give and enforce directions to bring an infringement to an end; and

« issue general advice and information on how the Act applies to his sectors.

Section 60 of the Act places an obligation on the Director to ensure congisidnc
principles established in Communlaw in the wg cases are handled and to ensure
that there is no inconsistgnwith either the principles laid dowrylbhe EC Treaty

and the European Court oryarelevant decision of the European Court. He must also
have regard to arrelevant decision or statement of the European Commission. The
obligation to ensure consistgnapplies ony} to the extent that this is possible, ‘having
regard to ayrelevant differences between the provisions concerned’ (see the

Competition ActguidelineThe Major Provisions.

In giving directions to bring an infringement to an end or in giving interim measures

directions, the courses available to the Director include:

« requiring an undertaking to terminate an unlawful agreement or to cease unlawful

conduct (for @ample, an unreasonable refusal to grant access or services); or

« requiring an undertaking to mogli€onduct or agreements so as to prevent

existing (and future) breaches of the prohibitions in the Act.

Directionsgiven and penalties imposed are subject to appeal to the Competition

Commission.

Relationship of concurrent powers with duties under the Water Industry
Act 1991

The Director’s general duties under the Watelusty Act 1991 remain unchanged in

relation to his regulatgrfunctions in the water and sewerage industriastead, the
6



Act amends his dytin relation to competition.

2.6. Specifically, the Act amends the Waténdusty Act 1991 to provide that the Director
should not have regard to his general duties wikercesing ag function under the
Act, except that he nyahave regard to gmatter to which the Director General of
Fair Trading could have regard whereecising that function. This means, for
example, that when imposing financial penalties under the Act the Director will take
account of the statutpiguidance issuedytthe Director General of Fair Trading, and
will not have regard to his dutinder the Watdindusty Act 1991 to secure that
undertakers are able to finance the propetayout of their functions.

2.7.  Where a particular agreement or practice falls within the scope of the Nvdustry
Act 1991 as well as one of the prohibitions in the Act, the Director is able to decide to
use his powers under either the Watetusty Act 1991 or the Actln such cases he
will make use of whichever statuygpowers he judges to be the more appropriate to
address the specific conduct. Where he takes action using his powers under the Act,
his duy to take enforcement action under the Wateusty Act 1991 does not appl
The Director will keep concerned parties informed regarding the stahasis for

his approach in handling a case.

2.8. The Director mg make use of information made available to him for the purposes of
sector regulatgrduties under the Watémdusty Act 1991 in relation to the
application of the Act, and vice vergaformation made available to the Director for
sector regulatgrduties mg, for example, be material in providing reasonable
grounds for suspecting an infringement prior to the initiation of an investigation under
the Act. Where information obtained in performing af his statutoy duties gives

rise to such reasonable grounds, the Director will initiate further investigations.

2.9. The Director will seek to apyplconsistent polig principles to related subject matter
irrespective of whether a matter is addressed through powers under the Competition
Act or through his powers under the Wdtadusty Act 1991.

2 Paragraph 5(4)fschedule 10 to thict.



2.10

2.1

2.12

The Fair Trading Act 1973

Some cases mgdall within the complex monopgland scale monopgpbprovisions in

the Fair Trading Act 1973 which are retained in addition to the Competition Act.
Further details are contained in the CompetitionghitlelineThe Major Provisions

The Director has a separate concurrent jurisdiction with the Director General of Fair
Trading under the Fair Trading Acit is not intended that the prohibitions in the
Competition Act and the monogopbrovisions in the Fair Trading Act should be used

in parallel to invesgate the same matters.

The complex monopwlprovisions are retained for activities which are not caught by
the Competition Act prohibitions: where, foraanple, a group of companies all adopt
similar practices or engage in parallel behaviour which appears to be anti-competitive,
but there is no evidence of collusion or agreement. The scale mppopailsions

are intended for dealing with the situation where a prior infringement of the
prohibitions in the Competition Act has alrgdsben proven but where the Director
believes that there is a real prospect of further abyseebsame compgn The

structural remedies available under the scale mogquaters mg be the only

effective means of preventing those further abuses.

Because of the special circumstances of theyusigttors, and the difficyltof
establishing competition, the full use of the scale monopalvisions is retained for
the regulated utilit sectors. This means that the scale monopavisions mg be
used in the water and sewerage sectors whether or not there has been a prior

infringement of the prohibitions in the Competition Act.



3.1

3.2

3.3.

Approach to investigations

In determining whether a particular agreement or particular conduct constitutes a
breach of either of the Act’s prohibitions, the Director (or the Director General of Fair

Trading, as appropriate) will genesationsider:

« the definition of the market to which the agreement or conduct in question relates
(market definition is important because market power canlmnbhnajsed in the
contet of the relevant market);

« whether the undertaking or undertakings in question have market power, although
certain ypes of agreement mdreach the Chaptémprohibition, even where the
parties do not have market power (the concept of market power is not part of the
statutoy framework of the Act but it is a useful tool in assessing potenaali-
competitive behaviour); and

« whether the individual agreement or conduct is a breach of the Act’s prohibitions.

The Competition AcguidelinesMarket Definition, Assessent of Market Power
andAssessient of Individual Agreenents and Conductontain detailed guidance on
these stages of investigations. The sections below summarise details that are
particularl relevant to investigations of possible infringements in the water and

sewerage sectors.

Market definition

The prohibitions in the Act are designed primatd prevent undertakings from

exploiting market powein defining the relevant market the Director will make use of
the conceptual framework outlined in the Competition Act guidéfiaeket

Definition, which emphasises product and geographic definitions of markets. Product
and geographic market definitions are derived from consideration of an undertaking’s
freedom to raise the price of the product or service in question. The definition of the

relevant market in cases arising in the water and sewerage secyorstrabvays be
9
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3.5

3.6

3.7

immediatey obvious.

When considering the product definition of a market, the Director wilyaadhe

specific nature of the product or service in question:an®le a distinction between
services for domestic and industrial customerg beaappropriateln some cases, the
Director my define markets for products or services that are inputs to, or components

of, the provision of water or sewerage services.

While geographical factors are likab be of critical importance in market definition,

the Director will not be bound in all casesdeographical patterns inherited at
privatisation. The development of inset appointments, private supplies, on-site
services, bulk supplies and common carriage arrangemewptseniaportant

influences on geographic market definitions, and geographic market definitions will
therefore require detailed agsils. In relation to water or sewerage services for
domestic customers, fokample, the Director nyefind that the licensed area of a

water or sewerage undertaker constitutes the relevant geographic market. However,
this same geographic market definitionynmat appy in the case of water sugpbr

trade effluent disposal for large customers.

High market shares are not themselves prohibited, and do not negesdardte a

competition problem.

Assesment of market power

The assessment of market power can be useful under both the Clpapkebition of
the Act in considering the concept of ‘appreciafilisee the Competition Act
guidelineThe Chapter | Prohibitior) and under the Chaptrprohibition to assist in
the identification of ‘dominance’ (see the Competition guidelineThe Chapter Il
Prohibition). Thus, having defined the relevant market, the Director will normally

assess whether the undertaking or undertakings in question have market power.

10



3.8

3.9

3.10

An agreement will infringe the Chaptieprohibition onY if it has as its object or

effect an ‘appreciable’ prevention, restriction or distortion of competition in the
United Kingdom. The Director takes the view that an agreement will ggnleaaié

no appreciable effect on competition if the parties’ combined share of the relevant
market does notxeeed 25 per cent, although there will be circumstances in which
this is not the case. The Director will, in addition, gengraijard ay agreement
between undertakings which:

« directly or indirecty fix prices or share markets;

« imposes minimum resale prices; or

« is one of a network of similar agreements which have a cumulative effect on the

market in question

as being capable of having an appreciable effect even where the combined market
share falls below the 25 per cent threshold.

In respect of the ChaptBrprohibition, the Director will assess whether the
undertaking or undertakings in question ogcaglominant position in the relevant

market. The European Court has defined a dominant position as:

‘a position of economic strength enjoyed by an undertaking which enables it to
prevent effective competition being maintained on the relevant market by affording it
the power to behave to an appreciable extent independently of its competitors,

customers and ultimately of consumers.’

The Act does not set mmarket share thresholds for defining ‘dominance’, but the
European Court has stated that dominance can be presumed in the absence of

evidence to the contnaif an undertaking has a market share persistamtbve 50 per

11



3.11

3.12

3.13

cenf. The Director considers it unlikethat an undertaking will be individually
dominant if its market share is below 40 per cent, although dominance could be
established below that figure if other relevant factors (such as the weak position of
competitors in that market) provided strong evidence of dominance. Market share on

its own does not, however, determine whether an undertaking is dominant.

In assessing whether there is dominance, the Director will consider whether and the
extent to which an undertaking faces constraints on itsyatalibehave

independenyl. Those constraints might be:

» existing competitors, according to their strength in the market. Thidea

shown ly market shares;

« potential competitors. This mde shown ¥ a lack of significant engrbarriers

and the ristence of other undertakings which might easiiter the market; and

« other constraints such as strongédxpower from the undertaking’s customers or

the effect of government regulation.

In mary circumstances in the water and sewerage sectorg bamtiers will be

important factors in the Director’'s assessment of dominance. This is discussed in
more detail in the Competition AgtiidelineAssesment of Market Power Entry

barriers that mabe of particular relevance in the water and sewerage sectors include
the istence of large sunk costs in iganarkets and absolute advantages arising

from the regulation of water abstractions and discharges to the environment.

Assesment of individual agreements and conduct

The anaysis of an individual agreement or conduct is a$tage in investigating
whether there is a breach of the Chaptar Chaptetl prohibition. The overall
approach in this regard is described in the Competition Act guidétisessient of
Individual Agreements and Conduct Part 4 of this guideline contains a number of

examples of issues relevant to the water and sewerage sectors where the Director’s

3 AKZO Chemie BV v Commission C§5893] 5 Cl\/LlRZZlS



3.14

powers my be applied. Mayof the &kamples concern possible abuses of a dominant
position, but there nyaalso be a breach of the Chagterohibition where abusive

conduct is the subject of an agreement between undertakings.

Services of general econic interest

The prohibitions do not appto ‘an undertaking entrusted with the operation of
services of general economic interest or having the character of a revenue-producing
monopoy in so far as the prohibition would obstruct the performance, in law or in
fact, of the particular tasks assigned to that undertakifigé Director considers that
water and sewerage undertakery i@ within the categor of undertakings entrusted
with the operation of services of general economic interest, bux¢hesmn applies

only in so far as the prohibition would obstruct the performance of tasks assigned to
an undertaking, and does not apa an undertaking or its activities geneyallThe
Director considers that there are maspects of undertakers’ conduct where the
exclusion is unlikey to appy. A number of these aspects are described further in
Section 4. The Competition AgtiidelineServices of General Ecomaic Interest

provides further details of thex@usion, and relevant European case law.

* The exclusion contained in paragraph 4 of Schedule 3 to the Act



4.1

4.2

4.3

Specific applications

This part identifies a number of issues specific to the water and sewerage sectors
where the Director nyaappl his powers under the Act to enforce the Chalpéerd
Chapterll prohibitions. The issues identified here are nbl@stive: some

indications are given of how the Director yrepproach investigations and the
application of his powers in relation to the identified issues. The Director will impose
financial penalties on infringing undertakings, where appropriate. Further details are

contained in the Competition AgtiidelineEnforcement.
Issues in pricing of water and sewerage services

Until now, competition on price terms for water and sewerage services has been
relevant mainl to large users, although this form of competitiory tna exctended

further in future. The Waténdusty Act 1997 allows customers who are supplied

(or likely to be supplied) with a quantiof water at or above a specified volumetric
threshold the opportumito secure a suppbf water or sewerage service from an
undertaker other than the one in whose are;aaresituatea. The volumetric

threshold is currentl250,000 cubic metres pgear. Most undertakers have
responded to the threat of losing their large volume custorgensroducing lower
charges for these customets.some cases, undertakers have offered lower tariffs as

a direct result of competitive actioy hew entrants.

The tariff basket mechanism permits undertakers to rebalance tariffs between
categories of customers (foxaample between customers on a meter and those charged
by other means, such as rateable values). Undertakers have been able to offer tariffs
for their large users without reducing overall revenues, and have therefore been able to
compete on price in a manner that could be preglatoeclusionay, without

significant risk to their revenue. Tariffs for users whose supiplvater is above the

large user threshold will be removed from the tariff basket from 1 April 2000. This

will prevent undertakers from rebalancing tariffs to recover lost revenues from other

> As anended Iy the Canpetition and Services (Utilitiegyct 1992.

® This opportuny is also open to custerswhere the area is a grdasid site orwhere the inconbent
undertaker consents to change its bound&urther details are contained in thev@f publicatiorinset
appointments — Guidance for applicants.

14



4.4

4.5

4.6.

4.7.

4.8

groups of customers. Undertakers could, however, still breach the Clhapter

prohibition if they set predatgrprices or if thg set prices ateessivey high levels.

Approach to pricing conduct

The pricing conduct of water and sewerage undertakers is cursabject to detailed
regulation under the licence conditions. Condition E of the licencexdonge,

prohibits undertakers fromxercising undue preference or undue discrimination in the
charging of customers (and categories of customers). The Director’s view is that large
user tariffs should normalbe set with reference to a robust estimate of the long run

marginal costs of supypl

Furthermore, under the Watedusty Act 1999, undertakers’ charges schemes are
subject to approvalybthe Director. The)eercise of the power to approve charges
schemes takes effect from 1 April 2000 and involves the consideration of a number of

criteria, including undue preference and undue discrimination.

In addition, the pricing conduct of undertakers (and other undertakings involved in
commercial activities connected with the syppi water or securing a suppbf

water or with the provision or securing of sewerage servicegjnfrange the

prohibitions in the Act. The Director maise both sets of powers in addressing issues
raised ly the pricing conduct of undertakings in the water and sewerage sectors.
Some aspects of pricing conductynee effectivey dealt with in terms of compliance
with the licence conditions, while othgpes of pricing conduct nysbe addressed

through the use of the Director’s powers under the Act.

The Director will consider the detailed circumstances of each case in deciding how to
address pricing conduct, and whether or not the conduct involves breach of one of the
Act’s prohibitions. The relevant market and/pical and technical circumstances are
subject to change over time, however, and the Director’s view of pricing conduct will

take account of the prevailing circumstances.

The power to approve charges schemes wiliXdeeatssed on an annual basis and will

15



4.9

4.10

4.1

involve review of man aspects of the pricing conduct of undertakers, again in the
light of prevailirg circumstances. Followgthe comirg into force of the Water

Industy Act 1999, once the Director has approved a charges scheme he would not
normally expect to re-open aof its contents before the undertaker submitted its
proposals for the followingear. He mg, however, in some circumstances,

investigate and conclude that the undertaker’s conduct warrants further action under
the Act.

Approach to cost assasent

Costs will be a kg consideration in the assessment of pricing conduct in relation to

the Act’s prohibitions: their assessment will follow the approach outlined in the
Competition ActguidelineAssessient of Individual Agreenents and Conduc

Where the Director has grounds to suspect that pricing conduct breaches either of the
prohibitions in the Act, he will investigate the costs of providing the product or

service in question. He will make use of cost information ayreadilable to him

and will exkamine the consistepof approach usedytundertakers in cost aryaks for

the purposes of setting tariffs and special agreements, arrangements for bulk supplies,

resource development, leakage control and demand management.

In some cases water and sewerage undertakgrbenadged to serve a number of
markets, which are subject to yang levels of competitionlt may then be necessary

for the assessment of costs to involve consideration of undertakers as multi-product
companies, with examination of methods of cost allocation to different products or
services. An undertaker might, foraample, &ploit a dominant position in one market

to subsidise predatpbehaviour in another market.

Predation

Section 60 of the Act sets out certain principles with a view to ensuring that the
United Kingdom authorities handle cases in suchyagao ensure consistgnwith
Communiy law (see paragraph 2.2 above). When the Director considers allegations
of possible predatgrpricing, the judgments of the European Courdusitice referred

to in the Competition AaguidelinesThe Chapter Il ProhibitionandAssessient of
16



Individual Agreements and Conducinay be relevant decisiorisn that thg relate to
a corresponding question arising in Commytatv. Broad guidelines for the
assessment of costs in relation to predapoicing mg be drawn from these

judgments. These focus on average variable costs and average total costs.

4.12 The European Commissiori#otice on the Application of Competition Rules to
Access Agreements in the Telecommunications Sesttites that ‘in network
industries a simple application of the above rule [that is, use of average variable costs
and average total costs] would not reflect the economicyedlitetwork industries’.
In mary circumstances the water and sewerage industrigbeeegarded as network
industries. The Director considers that the network ingestaracteristics of water
and sewerage industries include the high proportion of common costs, thexdadye fi
costs associated with network infrastructure, and the potential importance of access to
network facilities for service markets. Thereymtherefore, be circumstances where
the Director might consider that the judgments of the European Calustafe
referred to above do not address corresponding questions in terms of section 60 of the
Act because of the specific nature of the water ingastra network industr and the

implications of this for the assessment of costs.

4.13 Where appropriate, therefore, the Director will assess the total costs that are
incremental to the provision of a service, and will have regard to the relevant time
frame over which costs should be ased. In mary circumstances, the Director
considers that long run marginal costs will be an appropriate framework for the
analsis of costs, due to thgpically high proportion of total costs which are
accounted for plong-lived capital assets in the provision of water and sewerage
services. Prices set at or above long run marginal costs would not gqurea#ént

concerns in relation to predation.

Excessive prices

4.14 Where an undertaking is dominant in a market, it is possible that prigelsensat at

! Including, for exanple, Case C62/88KZ0O Chemie BV v Commissifit993] 5 CMLR 215, ad Tetra Pak Il
L1997] 4 CM_R 662

European CamissionNotice on the Application of the Competition Rules to Access Agreements in the
Telecommunications Sector Framework, relevant markets and prigdigéce 98/C265/02

17



4.15

4.16

417

excessivey high levels. Prices mydbe consideredxeessivey high when the price
charged bears no reasonable relation to the economic value of the good or service
supplied. In this instance, such behaviour could be an abuse of a dominant market
position under the Chaptrprohibition. In cases where there ynbe excessive

pricing, the Director mahave regard to measures of the profitapdit the ‘stand-

alone costsof an activiy.

Other relevant infomation

In addition to cost-based information, the Director will consult with Ofwat Customer
Service Committeésind have regard to other evidence regarding the structure of
markets and the effects of pricing conduct on competition. Evidence of intention, for
example, m§ strengthen the case for regarding some instances of pricing conduct as
predatoy. A dominant undertaking which was unable to jystg pricing polig in
commercial terms, and which would benefityorfilone or more of its competitors

were weakened, would normgalbe considered to be abusing its position. Sinyilarl

the persistence of supra-normal profits or the introduction of significant price
increases in the absence of commensurate cost increasbs negarded as indicators

of excessivey high prices.

Common carriage

The Director regards ‘common carriage’ as the shared use of agsetddntakings.
In mary circumstances it would be uneconomic for a competitor to duplicate the
provision of large assets, such as a pipe network or treatment/fa€ibmmon
carriage, therefore, has the potential to increase customer chofeeilitating the
entry of competitors (whetheixesting undertakers or new entrants) into a local

market.

There is no specific statugoframework for common carriage, but this does not

prevent undertakings from agreeing to such arrangements, including the associated

% Ofwat Custaner Service Comittees are charged to represent the interests ofroasiand potential
custaners d the appointedvater or sererage undertakers.

18



4.18

4.19

4.20

terms and condition$. In general, however, incumbent undertakerg have little
incentive to offer access to their facilities to other suppliersome cases refusal to
allow a competitor to access or share facilitiey @ objective} justifiable — where,

for example, the competitor refused to give adequate assurances on watgpgualit
refused to make a reasonable contribution to negessaforcement costsn other

cases the refusal mée without ag objective justification. Under the Act, such a
refusal ly a dominant undertaking to grant access to facilities that would allow
another undertaking to compete in a related markgtbman abuse of a dominant
position. Similary, the imposition of unreasonable price or non-price terms for access

could infringe the Chapteél prohibition.

The Waterndusty Act 1991 provides an effective legal framework for the

development of common carriage in a manner that safeguards customers’ interests.
Undertakers’ approaches to the development of common carriage should not endanger
the ability of the Director or of undertakers to fulfil their respective stayudoties.

In this regard there are a number of issues that undertakers should address in any

common carriage agreements. These include:

the protection of water quafistandards;

establishing liabiliy in the event of supplfailures or qualif incidents;

responsibiliy for leakage and maintenance; and

reasonable terms of access (including price).

None of these issues should, however, be usedyres@ means of restricting
competition via common carriage. The Director recognises that undertakers currently

address manof these issues within their own operations.

The Director will, therefore, use his powers under the Act to deal with abusive

conduct ly dominant undertakings. This will allow common carriage to develop

19 parties to ommon carriage agreaentsmust, of course, aoply with other relevant statutprequiranents,
including the abstraction licensing rewi and othewater resource planningeasures adinistered ly the
EnvirormentAgeng, and the requireents of the Drinking Water Inspectorate.

19



4.21

4.2

4.23

4.24

where there are genuine opportunities for improved services to customers.

Refusal to supply and essential facilities

Refusal to supplby a dominant undertaking main some circumstances, be an
infringement of the Chaptdlr prohibition. In particular, the doctrine of ‘essential
facilities’ may be material to the application of the Act in cases regarding common
carrige. The Competition AdguidelineAssesment of Individual Agreenents and

Conductprovides more detailed guidance.

A facility can be viewed as essential if access to it is indispensable in order to
compete in a market, and duplication is impossible or extyedificult owing to

physical, geographic or legal constraints (or is higiidesirable for reasons of public
policy™). A facility cannot be deemed to be essential if other facilities compete in the
same relevant market. The principle of common carriageb@applied to all

providers of water and sewerage services, but the doctrine of essential facilities is
most likely to appy where water or sewerage undertakers are the providers, as they
control most of the networks in England and Wales. While the definition of an
essential facilg must be undertaken on a cagechse basis, mgrof the capital

assets of water and sewerage undertakers could be regarded as essential facilities.

Where it has been demonstrated that a fgadiessential, it would be for the
dominant undertaking to show that a refusal to share access can be justified
objectively, and that the refusal is proportionate to the justificatiorsome
circumstances, an unreasonable refusal to expand the gayaitessential facility
to meet the demands placed on facilitigab undertaking requesting common
carriage, or to offer reasonable terms for netwapaasion, mgbe regarded as an

abuse.

Where the Director has reasonable grounds for suspecting that an infringement of the
Chapterll prohibition has occurred, he will ask the owner of the fgdititjustify his
offer of terms for network access opansion. He maalso require the owner of the

facility and the person seeking access to provigert assessments of the matters

1 See, for exaple, the judgient of the European Court of Justice in Case C-08&r Bronner v Mediaprint
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4.25

4.26

4.27

relevant to the case. This yniaclude supported opinions on the effects on

competition of ay refusal to grant access, the basis gf@nective justification for
refusing to grant access and an assessment of what would be reasonable terms to
achieve accesslf the parties involved cannot agree terms, the Directgrfmd that

there has been a breach of the prohibition, and use his powers under the Act 0 appl
remed. Where the Director decides that an infringement has occurred he will publish

his reasoning and manclude analsis of the relevant network costs.

Competition in providing contestable services

Many of the functions currentlcarried out i undertakers (forxample, engineering
design, project management, billing, meter reading and call service operation) could
be carried out¥pspecialised sub-contractors through out-sourcing arrangements.
These functions can be said to be ‘contestable’. Out-sourcipdpenmore efficient

than carying out the function within the undertaker.

Many undertakers make use of out-sourcing arrangements for a number of services,
but giving preference to associated companies, or choosing suppliers on subjective
grounds, merestrict or distort competitionln the past, the Director has received a
number of complaints about tendering procedures ugeddertakers, including
allegations of special preference given to associated companies. The issue of transfer
pricing is alreayl receiving scrutig by the Director and some aspects of out-sourcing
conduct involving preference to associated companigseanore appropriately
addressed through licence enforcement action. Sgmes bf conduct may

nevertheless still be considered under the Act.

Some undertakers marefer to continue to provide contestable services themselves.
However, the Chapter prohibition might be breached if, fok@mple, undertakers

are manifesyl not in a position to satigthe demand prevailgnon a market to the
detriment of customers and therevent third parties from meeting this demand.
There might also be a breach of the Chalptprohibition if undertakers refuse to use
modern technolog(such as, forxample, technologused ly third parties who would

be prepared to do the work) in providing contestable services which results in

and others[1998] and in particular the opiniori AG %icobs, paragraphs 47, 65 and 66.



4.28

4.29

4.0

4.31

4.3

increased costs and/or dgdan doing the work.

In addition, an undertaking mée found to be a dominantyar in a market, and
conduct ly a dominant byer directy or indirecty to impose unfair purchase prices or

other unfair trading conditions méreach the Chaptdr prohibition.

If he finds that an infringement has occurred, the Director will use his powers under
the Act to appt a remed by, for ekample, giving directions requiring undertakings to

modify conduct in relation to the procurement of contestable services.

Conduct relating to non-price terms

Service agreements and contracts between undertakers and their customers contain a
variety of non-price terms and conditions, including terms ghpent, length of

contract, the structuring of charges, and requirements to purchase linked services.

There m& be circumstances where undertakings attach non-price terms to contracts or
service agreements in a manner that infringes one of the prohibitions in the Act. This
can be eitheryforcing customers to accept terms that restrict their abiliseek
competitive offers, oryoffering short-run benefits to customers which, in the long

run, restrict the development of competitigngvedation or foreclosure of market

entty. Similarly, non-price terms nyabe exploitative, in that a dominant undertaking

may offer an unacceptaplow quality of service, or unreasonable non-price terms.

In judging whether non-price terms infringe the prohibitions, the Director will take
into account the specific conditions of the market in questignteamnical or

economic justification for the conduct, and evidence concerning the intent of the
undertaking.In the case of long-term contracts, fgample, the Director nyahave
regard to the level of investment associated with the provision of a service, and any
other objective justification for the terms. The undertaking will be askexptaie

the reason for requesting or offering the non-price conditions. Evidence of an
intention to behave anti-competitiyehowever, is not required for conduct to

constitute an abuse.
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4.33

4.3A

4.3

4.36

4.37

The Competition Act guidelinAssesment of Individual Agreenents and Conduct
provides more detailed guidance on these issues. The following paragraphs indicate
some @&amples of possible non-price condugtvimter and sewerage service

providers that could breach the prohibitions in the Act.

Examples

Tariffs may be offered to customers on the condition that the customer agrees to a
long-term commitment, without recourse to competitive suppliers. This may
constitute an attempt to foreclose the market, and therefore an abuse of a dominant

position under the Chapt#rprohibition.

Preferential tariffs or non-price terms such @geded credit facilities nyabe

offered, on the condition that the customer does not seek competitive supplies. This
would make it more difficult for competitors to enter the market. Preferential terms
offered on long-term contracts are likéb be of concern where it is judged that they

do not reflect undeying real cost differences.

Non-price terms maalso be used in an anti-competitive manner to discriminate
between customers who share similar sypphlracteristics. Preferential levels of
service or the provision of ‘free’ services, foraenple, could be offered to customers,
in place of price reductions, when responding to competitive threats. The effect on
competition of this conduct mde the same as predat@rice reductions. A related
form of conduct would be the offering of preferential termsibdertakings falling
under linked ownership arrangements, conditional galtypto, or acceptance of, a
particular supplier of services. These practiceg coastitute an infringement of the

Chapterl prohibition.

An undertaking myaprovide a service subject to acceptance of other obligationg, t
the suppy of one product or service to the suppf others. This approach could be
used ly undertakings that are dominant in the symflone service or product to

prevent the emergence of competition in the supph separate product or service.
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4.3

4.39

Licensed access to water resources

The Abstraction Licensing Regie

Access to, and the use of, water resources is cyrignikerned # a licensing regime
operated Y the Environment Ageng the Secretgrof State for the Environment,
Transport and the Regions, and the Welsh Asseniliiose who wish to abstract and
use water from rivers or the ground must be licengettid Environment Agenyc

This confers protected rights on the licensee, preventing the grant of further licences
in derogation of the earlier right without that licence holder’s consent. Under current
rules, licensed entitlements are not dinetithdable, although the Environment

Ageng and the Secretaof State mgrevoke or mody a licence.If that happens, or

if the Environment Agencgrants a new abstraction licence in derogation of protected
rights and without the abstraction licensee’s consent, the EnvironmentyAgenc

liable to pg compensatiort.

The Government has announced the changes it intends to make to this'tegomee
will be made within existing legislation (the Water Resources Act 1991), but others
will require new legislation which the Government will bring forward when
Parliamentay time allows. The Environmentgéng/ will draw up Abstraction
Management Stratgies on a catchment basis. New licences will be time-limited,
generaly to around 1%ears, although longer periods will be appropriate in certain
circumstances at the discretion of the Agenklost existing licences will gradually
be converted to time-limited status on a prioritised basis. There will be a general
presumption of renewal of gime-limited licence, and the Agenwill be expected

to do this in accordance with its Abstraction Management Strategies and will take
account of needs for emerggmeserves. The Agepnavill be empowered to compel
one water undertaker to seek a bulk syfi@m another or the transfer of licences

where that is necesgao secure proper use of water resources.

12 The EnviromentAgeng is not pemitted to grant ne abstraction licences that are knmoto be in
derogation of existing protected rights. mmensatiormust be provided if the grant of amdicence is later
shawn to be in derogationfgrotected rights.

13 TakingWater Responsibly: Government decisions following consultation on changes to the water
abstraction licensing system in England akidles,Departnent d Envirorment, Transport and the
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4.4

4.42

4.43

Application of competition rules

The Director considers that an abstraction licensee’s conduxgplimiteng (or seeking

to protect) its licensed entitlements could be a breach of the Chaptehibition.

The fact that an abstraction licensee is entitled under the abstraction licence to use a
resource in a particular waloes not remove its actions from consideration under the
Act.

There mg be circumstances in which an abstraction licensee’s reliance on protected
rights could have an anti-competitive effect. For example, ytlmeausing onf a

proportion of the licensed entitlement butreh its protected rights to resist an
application from a third partto abstract from a neighbouring borehole in derogation

of the abstraction licensee’s unused entitlement. Such conduct could be regarded as
an abuse if it would be likglto eliminate all competition in a related market.

Reliance on protected rights to abstract from a river to defeat an application from a
potential upstream abstractor yreso constitute an abuskn particular, this may
constitute a breach of the Chapteprohibition where the conduct meant that

customers could deal gnlvith the downstream abstraction licensee.

In some circumstances a resource could be an ‘essentiayfaaiid unreasonable

denial of access, or a refusal to sypphay amount to an abuse. Even if a resource

were not regarded as an essential fgcilite question as to whether an incumbent
abstraction licensee’s conduct was a breach of the CHaptehibition could still

arise, depending on the particular circumstances of the case. Where the Director
decides that an abstraction licensee’s reliance upon protected rights or refusal to
suppl constitutes an abuse of a dominant position, he will consult with the
Environment Agengin order to determine the most effective means of bringing the
infringement to an end, having regard both to his powers under the Act and to relevant

provisions governing the use and allocation of water resources.

Connections to water mains

Regions/Welsh @®ice, March 1999.
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4.45

4.46

4.47

4.48

Water undertakers have a guinder Section 45 of the Watedusty Act 1991 to
make connections to the water mains to enable provision of water supplies for
domestic purposes. Tyare entitled to recover expenses reasgnablrred in
carrying out such work? Some undertakers allow contractors to do some of the

preparatoy work.

As a result of complaints to the Director about the levekpénses requested the
undertakers for doing this work, he has found that some undertakers have overcharged
the customers. Such behaviounncanstitute an abuse of a dominant position

especialy when there is little or no competitive alternative.

The reasonableness of costs incurred for connections to water maing/iglikel

remain an issue where water undertakers continue to insist on making the connections
themselves. The application of connection charges that arecaiopée, not cost-

reflective might be found to be in breach of the Chajpterohibition.In assessing the
reasonableness of costs the Directoy mave regard to evidence about the level of

costs that would have been incurred if the undertaker had followed a competitive
tendering process. When assessing whether an undertaker has abused its dominant
position, the Director will have regard to the fact that some undertakers allow
customers to make arrangements for some of the prepavaidt, while some do all

the work themselves.

The Director will continue to use his powers of determination under the Water
Industy Act 1991° to consider individual complaints about the cost of specific
connections madeylihe undertakersln addition, he mause his powers under the
Act to judge whether an undertakeryreave abused its dominant position by

consistentf overcharging customers.

If the Director has reasonable grounds for suspecting that an infringement of the

Chapterll prohibition has occurred, undertakers will be required to provide

14 Sections 106 and 107 the Water IndusyrAct 1991 contain siilar provisions relating to connections to
public severs, such that if undertakers insist on yiag out connectiomvork they are entitled to recover
expenses reasongbhcurred.

15 Water Industy Act 1991 Section 45 £, as anended ly the Canpetition and Services (Utilitiefdct 1992.
Under section 107 £ of the Water IndusyrAct 1991 the Director also haswers d detemination in
relation to disputes about the cost of connections to pulslierserhe Director is still able to apphis pavers
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4.5

information concerning their policies and requirements on the use of contractors, the
costs of making the connection, and the process for deriving costs and cliattges.
Director finds that an undertaker has abused its dominant position, he will use his

powers under the Act to apph remeg.

Requisitions

The Waterndusty Act 1991 requires undertakers to install public mains and sewers
within set timescales when requisitiongdtbe owner or occupier of premises or by
the local authont. Similarly, developers who want to develop land can require
undertakers to move mains or sewers. The undertaker is entitled to recover its
expenses reasongbhcurred for installing or diverting the infrastructure. The Water
Industy Act 1991 also provides that disputes about costs incurred in installing mains
or sewers m@abe resolved yparbitration. Although the Director has no role in that
process, complaints have still been receivwethk Director about the level of costs
imposed l undertakers (maiplwhere the undertaker has offered to receive a one-off
payment instead of recovering the cost oveyéars, as provided for under the Water
Industy Act 1991). Other areas of concern include the length of time taken to carry
out the work, rcessive levels of overheads charged, andydataresponding to

requests for requisitions.

Developers often find it efficient and economic to provide their own on-site services.
Some undertakers will agree to adogtems that the developer has laid, but, in the
case of water facilities, there is no procedure under which a developappeal to
the Director if a water undertaker refuses to conclude such an agreement. An
undertaker’s refusal to enter into such an arrangement could be an abuse of a
dominant position, in that the undertaker’s insistence on doing the work at the
developer’s cost would foreclose the market for such wdrksissessing whether
such conduct breaches the Chapit@rohibition, the Director will consider any
justification offered lg the undertaker, but will also take into account the simlit
other undertakers to co-operate effecirwgith developers in comparable
circumstances. Anagreement between undertakers, eitikpli@t or implicit, not to

co-operate with developers ynae an infringement of the Chaptgurohibition.

under theAct to such abusive conduct.
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4.53

The Director considers thax@ssivey high prices, unjustified defa or unreasonable
terms imposedypbundertakers for requisitions or infrastructure diversions may
constitute an abuse of a dominant position under the CHaptahibition. The key

test will be that gpenses incurredytundertakers should be ‘reasonabligi.making

that judgement, the Director will have regard to the relationship between the amounts
charged i undertakers and the costs of garg out the work. He will also consider

whether the works paid for were reasogakBluired for the requisition in question.

The Director will use his powers under the Act to reyradoluses in relation to
requisitions or infrastructure diversions. A direction could, kameple, require an
undertaker to allow developers to engage their own contractors for water installations
or infrastructure diversions (subject to appropriate verification of standards, at
reasonable costylundertakers), or that charges for a particular requisition or

infrastructure diversion be modified.

Examples ofagreanents thatmay restrict, distort or prevent competition

Competition in water and sewerage service provision lmegprevented, restricted or
distorted ly formal or informal agreements among undertakings, to the detriment of
customers or those who trade with them, in breach of the Chaptdribition.

Examples of such agreements include those:

« between undertakers not to compete in each other’s areas of appointment, for
example, in relation to cross-border supplies, common carriage or inset

appointments;

« between undertakings to collude on pricing conduct;

« leading to collusion in bidding for contracts (including agreements not to bid);

» leading to preference for related, or each other’s related, suppliers in procurement

or the out-sourcing of contestable services;
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« leading to collusion with the intention of preventing, restricting or distorting
comparative competitioti;and

« leading to the restriction of accessthird parties to essential facilities.

4.4 The Director will use his powers under the Act to investigate suspected cases of anti-
competitive agreements or concerted practices, angl empkdies where an
agreement breaches the Chaptarohibition. Further guidance on the Chapter |
prohibition and on the criteria for exemption is given in the Competition Act

guidelineThe Chapter | Prohibition

18 The broad approach to regulation used to delivprovementsin pricesand servicesfor custaners, whereby
price limits and servie standardsare set with reference to omparisons based on the pastfpanance of
companies.
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5.2

5.3

54

5.5

PROCESS ANDPROCEDURES

This part provides a brief indication of the elements of process and procedures that the
Director will follow in enforcing the Act under his concurrent powers. Further details
are contained in the Competition AgtidelinesConcurrent Application to Regulated

Industriesand The Major Provisions

Responsibility for case-handling

In general, anagreement or conduct which relates to commercial activities connected
with the suppf of water or securing a suppdf water or with the provision or

securing of sewerage services in England and Wales will be dealtyiltle b

Director. This mginclude conduct in specific markets for inputs or services that are

components of the wider provision of water or sewerage services.

The Director and the Director General of Fair Trading will gsvweonsult each other
where it appears that there is a possibditconcurrent jurisdiction before either acts
in a case, and will avoid a matter being addresgdabth. The will consult each
other during the course of an investigation as appropriate, regardless of which is

responsible for handling a case.

Complaints

Complaints mg be made to the Director or to the Director General of Fair Trading,
butshould not bemade to both(although complaints about licence condisomly
should continue to be sent direct to the Director). Guidance on the information that
should be included in a complaint can be obtained from the Office of Fair Trading or

ary regulator.

Where the complaint concerns subject matter thgtimelve breach of both the
prohibitions in the Act and sector-specific licence conditions, it will nogne|

considered the Director.
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5.6

5.7

5.8

5.9

Notifications

Parties to an agreement or conducymetify the Director General of Fair Trading for
guidance or a decision for clearance or (in the case of the Chapoéibition) for
exemption decision. A standard form (Form N) must be used for notifications. A
copy should also be sent to the Director where the case falls under his concurrent

jurisdiction.

Interi m measures directions

The Director has the power to impose interim measures directions during an

investigation when he has a reasonable suspicion that one of the prohibitions has been

infringed and he considers that it is necesfar him to act as a matter of urggnto
prevent serious, irreparable damage to a person or cateEgoersons, or to protect
the public interest. He miagive such directions as he considers appropriate, which
may include modification or termination of an agreement or conduct (see the

Competition ActguidelineThe Major Provisiong.

Appeals

Any parl to an agreement in respect of which the Director has made a decision, and
any person in respect of whose conduct the Director has made a decisyappeal

to the Competition Commission. Appeals against decisions made under the Act are
possible both on the substance of the decision andyopegralties imposed. Any
appeal made to the Competition Commissigairast a decision of the Director will be

determined  an appeal tribunal.

Third party rights

The Act provides for a third pgrtvho has ‘sufficient interest’ in the decision to
appeal against a decision magetie Director. Further details are contained in the

Competition ActguidelineThe Major Provisions
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5.10

5.1

5.12

5.13

Third parties who consider that thieave suffered loss as a result of anlawful

agreement or conduct malaim for damages in the courts.

Compliance

The Director General of Fair Trading has recommended that programmes for
compliance with the Act should form an integral part of businesses’ preparation for
the new regime. This guideline outlines how the introduction of the new prohibitions
under the Act will have significant implications for undertakings involved in the water
and sewerage industrieln some cases, it is possible that aspects of current conduct

may require modification to ensure that the prohibitions are not infringed.

The Director gpects that water and sewerage undertakings will find it prudent to
implement a corporate compliance programme to minimise the risk of infringements.
In order to be effective, compliance programmes will require the introduction of
appropriate compliance procedures, thorough initial and on-going training
programmes for all relevant staff, and continuous evaluation and feedback supported

by personal commitment from senior mgement.

As outlined in the Competition Act guidelifaforcementand the Director General

of Fair Trading’sGuidance on Penaltieghe degree to which undertakings can
demonstrate genuine commitment to compliance with the provisions of the Act will
be an important factor in determining the seyesitary penalties imposed. Part 4 of
this guideline highlights a number of specific issues that, together with the general
guidance contained in the full series of Competition Act guidelines should be taken
into account § undertakings in considering compliance. Further details on
compliance are contained in the Office of Fair Trading bodkist your business

can achieve compliance.
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Annexe A

Legal framework for econamic regulation of the water and sewerage industries in

England and Wales and its relationship to the Capetition Act 1998

Structure of the water and sewerage Industry

In 1989 the ten water authorities in England and Wales were privatised and licences were
granted to operate geographical monopolies for all aspects of water and sewerage services.
The effect of privatisation was that these authorities became syau#tar and sewerage
undertakers. The water oyl companies, that were alrgagperating under statute, also

became undertakers and subject to the regylagégime set out in the Water Act 1989.

Evely area of England and Wales is allocated one water undertaker and one sewerage
undertaker. However, undertakers are not statum@mopolies, in that some customers

receive their water and sewerage services from private suppliers who did not become part of
the regulatoy regime at privatisation. These private suppliers were, and still are, able to
supply water and sewerage services as long ashaee the resources and assets to do so.

They serve a range of customers, from single premises to towng.afdeot appointed

under the Watelindusty Act 1991 and are not regulategthe Director.lIt is possible for

people to develop their own supnd service. Private and individual suppliers and services
are regulated, howevery bbcal authorities. Themonitor qualiy standards to the same
regulations as licensed undertakers are monitoyedebDrinking Watetnspectorate. The

Environment Agengregulates water abstractions and discharges of wastewater.

The Director’s duties

Among other requirements, Section 2 of the Whtdusty Act 1991 requires the Director to

carty out his principal functions in the manner that he considers best calculated to:

» secure that the functions of a water undertaker and a sewerage undertaker are properly
carried out for everpart of England and Wales and to secure that undertakers are able
to finance the proper cging out of their functions. This gives rise to the need for the
Director to ensure that he is satisfied that inset applicants have managerial
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competence and financial viabylito cary out their functions as an undertaker;

» protect the interests of eygoerson who is a customer or potential customer of a
compaiy which has been or mde appointed to be an undertaker. This applies

principally to the charges applie¢ the undertaker and to the qualiff its service;

« promote economand efficieng on the part of anundertaker in the cajing out of

its functions;

« facilitate effective competition, both between undertakers and those seeking to
become undertakers.

These requirements will not apdb the exerciseybthe Director of his concurrent powers
under the Act (see paragraphs 2.5 to 2.9 above).

Principal features of the regulatory regime

There are ten water and sewerage companies and 17 water companies (undertakers). The
conditions of their Appointments are generaiimilar, although a few have been modified to
reflect an undertaker’'s membership of a larger group of companies, egpéthalt group

contains another licensed ulisuch as a Public ElectrigiSupplier.

The standard conditions provide the detailed means wh#relDirector regulates the
undertaker’s activities, especiatheir financial and operational performance and their
conduct towards customers. There is provision for the setting and revision of price limits
(which from 1 April 2000 will take place automatigedivey five years) as well as for

checking thayear-onyear price increases corgplith each undertaker’s limit.

At the same time, the licence prohibits undertakers fromirigwcharges that are unduly
preferential or discriminatgr as between classes of customers (or, in the case of individual

agreements, between the customers coverdadem).

Paragraph 4.4 of this guideline describes the Director’s approach to validation of charges by
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reference to long run marginal cost. Whenever the issue arises the undertaker should be able
to show that particular charges are brgadlated to the appropriate measure of cost. Failing
that, the Director will consider whether the charges are yiptaferential or discriminatory

and, at the same time, whethentléer ary associated terms) mareach the Chaptélr

prohibition of abuse of a dominant position.

The Water Industry Act 1999

Under the Watemdusty Act 1999, undertakers are required to obtain the Director’s approval
of their charges schemes, under whicly thestomary raise much of their revenue. This
takes effect from 1 April 2000.

In deciding whether to approve a charges scheme, the Director will have regard to any
ministerial guidance received about the social and environmental objectives, which the
charges schemes ought to reflect. At the same time, each undertaker is required to include in
its charges scheme items that have been specified in regulations (nsatitory

instrument). These will deal particukasith the protection of the interests of disadvantaged
customers, such as larger families on low incomes and persons whose illness or disability
dictates larger-than-normal consumption of water (kaneple, those using kidpelialysis

machines).

The Director’s function in approvychages schemes will not be limited to the matters just
described and he wilkamine each scheme, to satiefmself that there is no evidence of
inappropriate charges. As noted above, thig melude charges which are not reflective of
costs, or which appear to have an anti-competitive effect, for example if a tariff were made
available ony to selected customers where the undertaker anticipated the threat of

competition.

Once the Director has approved a charges scheme, he would not nexpedit to re-open
ary of its contents before the undertaker submitted its proposals for the follgegng
However, in some circumstances heyrimvestigate and conclude that the undertaker’s

conduct warrants further action under the Act.
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Enforcement

The Director is required to take action againstlareach of an undertaker’s licence

obligations, unless he is satisfied that it is trivial or an undertaker has given an undertaking
not to repeat it; or that some aspect of his other duties precludes him from taking that action.
In addition, he will be relieved of that obligation if he concludes that it would be more

appropriate to take action under the Act.

Competition

There is provision for competitive entinto the water and sewerage industries in England

and Wales. The Director is authorised to appoint new undertakers in either (or both)
capacities. This might happen with the agreement of the incumbent undertaker or, failing
that, when the new appointment covers an undeveloped (‘greenfield’) site or the customer
concerned uses, or iggected to use, at least 250,000 cubic metreggaet In making such

an appointment, the Director is empowered to require an incumbent undertaker to provide a
bulk transfer of water to the new undertaker or to permit it to connect its sewygstaya 0

the incumbent’'system, including the use of its treatment works. Further guidangéena

found inInset Appointments — Guidance for applicgmiblished lg Ofwat in Februar 1999.

The Director has proposed to the SecketdiState that the large user threshold of 250,000
cubic metres peyear should be reduced to 100,000 cubic metreggaer so that the prospect

of competition might be available to more large water users.

Since these competitive opportunities were introduced in 1993; umatertakers have

revised large user tariffs, no doubt in anticipation of the threat of competition. The Director
tests these proposals to see whether therg/is\atience of undylpreferential or

discriminatoy charges (bearing in mind the importance of the broad relationship between
charges and the relevant measure of cost). He will also consider whether there is any
evidence of a breach of the Chagtgurohibition; but he does not believe that the adjustment

of tariffs in response to a competitive threat must be improper in either case, provided that it
can be justified against the appropriate measure of cost and the undertaker applies the charge,

or makes it available, to all customers sharing similar sugpracteristics.
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Other dispute resolution powers

Apart from the charges that undertakers make to their customers for the provision of water
and sewerage services, ylfeve separate entitlements to recover varigpesst of expenses.

For example, if a domestic customer asks the undertaker to connect the customer’s service
pipe to the undertaker’'s water main, it is entitled to recoverdpenses which it reasonably

incurs in doing so. Andispute will be settledybthe Director.

Developers, owners of propgind local authorities igaequire the provision of new mains
and public sewers to serve their developments. The ‘relevant deficit’ formula entitles
undertakers to recover their costs oveyéars, after giving credit for the water and sewerage
charges which accrue from the new developmenty disputes must be referred to

arbitration, in which the Director has no role.

The Director mg, however, assess the conduct of an undertaker to see whether there is any
evidence of an infringement of the Act. He considers that undertakers should allow
developers (under appropriate supervision) to make connections between new service pipes
and the undertaker’s water main (for connections to public sewers, the develgpur tnat,
unless the undertaker opts into the process). On requisitioning, heamilree an

undertaker’s conduct, espedail it has departed from the relevant defigitriequiring

payment of capital sums which are not obvigusbmmutations of the relevant deficit. He

will also be alert to complaints about undertakers that will not prppestify the capital

charges theare seeking to recover. The ungierl issue mgbe an abuse of a dominant
position, bearing in mind that a requisitioner’s interestg nw be servedybpotentially

lengthy and uncertain arbitration. The Director does not therefore believe thaistenee

of an arbitration mechanism prevents him from scrutinising such conduct under the Act.

The Director’s concurrent jurisdiction with the Director General of Fair Trading under
the Fair Trading Act 1973

The Director has the same jurisdiction as the Director General of Fair Trading to investigate
and refer to the Competition Commission cases regarding the existence of scale or complex
monopolies. These marise when either one undertaking, or several, supplies or acquires at

least one quarter of the market for goods or services in the relevant part of the United
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Kingdom. The issue will be whether thastence of the monoppbperates (or nyabe

expected to operate) against the public interest.

The Director has concurrent powers to require information for the purpose of assisting him in
determining whether to make a mongpference. He nyaalso propose that the Secretary

of State accept undertakings in lieu of the Director making a monogference. Part 13 of

the Competition AcguidelineThe Major Provisionsnotes the interface with the

Competition Act and some of the circumstances in which resort to this jurisdiction might be

appropriate.
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Glossary of tems

Terms used in a definition that are thenselves defined are italicised.

Abstraction licence a licence issuedytthe Environment Agerycgranting a paytthe right

to abstract water from the environment.

Appointee: the companwhich carries out the business of providimgter or sewerage

servicesacting under a licence granted under the Wathusty Act 1991.

Associated canpany: a companp that is part of the same group of companies as the licensed
undertaker

Average costsan undertaking’s total costs divideg iks output.

Bulk supply agreement: an agreement between twodertakerdor a supp} of water from
one to the other.

Capital asset:the infrastructure vested in a compam which it can earn a return.

Charges schene: it is a condition of an undertaker’s licence that it must publish a scheme

detailing the chages it will make for providig its services.

Common carriage: shared use of assetg tndertakings for provision avateror sewerage

services

Common costs:costs that are incurred when suppd) a group of products or services, and

which would not be reduced if the undertaking ceased wngpbne of the products.

Concurrency: the application of the Competition Acy the Director General of Fair Trading
and the sector regulators.

Concurrency Working Party: a forum consisting of representatives of the sector regulators

and the Director General of Fair Trading, set up with a view to engliengpnsistent
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application of the Act.

Conduct: the actions of a parin the carying out of its business.

Connection charge:a charge pable to a undertakerto cover the direct cost of works and

materials required to connect a premises to its main or sewer.

Contestable:products, services or markets which are open to competition.

Cross-border supply: where an undertaker makes available a supiplvater for domestic
purposes to a customer outside the undertaker’s area of appointment. NB This is a water

industly term and does not refer to international borders.

Demand management: the use of strategies to control the demand for wateustomers.

Such strategies include selective metering, water effigjeara leakage control.

Distribution network : the pipe gstem ly which water is delivered to customers, including

service reservoirs and pumping apparatus.

Environ ment Agency:the non-departmental public bodstablished ythe Environment
Act 1995. As part of its water resources function, it is responsibledabttraction

licensingregime.

EssentialFacility: a facility to which access is indispensable in order to compete in the
market and duplication is impossible or extreyraifficult owing to ptysical, geographic or

legal constraints (or is highlindesirable for reasons of public pg)ic

Inset appointee:anundertakerthat replaces another as a supplier of water and/or sewerage

services for one or more customers within a specified geographical area.

Licence conditions conditions contained in the licencg Wwhich ax undertakeroperates,

which the Director is required to enforce.

Linked Ownership Arrangement. where onaindertakerhas an interest in another
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undertaker either diregtbr indirectly through another compgn

Long run marginal cost (LRMC): the costs imposed on a water or sewerage coyripan
suppying or treating an additional increment of wateong run marginal costs comprise

operatiig and capital costs.

New entrant: a new provider of services to customers, which was natiating undertaker

Non-price terms: terms in an agreement which relate to matters other than price, such as the

duration of agreement, level of service or provisions relating to liabilit

Out-sourcing: where provision of goods or services is contracted out to a thigd part

Predation: strategic behaviour where an undertaking delibgratelrs short-term losses in

order to eliminate a competitor so as to be able to charge excessive prices in the future.

Protected Rights:rights conferred ypanabstraction licencdy which the licensee is entitled

to abstract water up to the limit of bstraction licencevithout let or hindrance.

Requisition: a requestypone or more customers for andertakerto provide a main for the
provision of water for domestic purposes or a public sewer for drainage for domestic

purposes.

Sewerage serviceghe collection, treatment and disposal of wastewater.

Special agreementanundertakemmay charge a customeylagreement rather than in

accordance with a charges scheme. The agreement can cover price and/or non-price terms.

Stand-alone coststhe lowest cost which could be facedabhypothetical supplier of ogla
particular product or service. Stand-alone costs inclld@mmon costs (that is those
incurred when supping a group of products or services, and which would not be reduced if

the undertaking ceased suppf one of the products).

Tendering process:the bidding process in which a compaubmits a tender for a contract
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that is offered v another compan

Undertaker: a compay appointed to providesater and/orsewerage services a defined
geographical area. The term is used in the Wathrsty Act 1991.

Undertaking: ary natural or legal person capable of gang on commercial or economic
activities relating to goods or services, irrespective of its legal status. Undertakers fall within
this general definition.

Water Industry Act 1999: an Act which received Ral Assent on 3Qune 1999, to make,
inter alia, further provision in relation to England and Wales as to charges in respect of the

suppl of waterand provision ofewerage services

Water quality: properties of water defined/ loeference to specific criteria specifiegthe
Secretay of State for the Environment, Transport and the Regions. Waterydsalit
regulated i the Drinking Watetnspectorate in respect whdertakersand ly local

authorities for private suppliers.

Water services:the collection, treatment and distribution of water for domestic and non-
domestic purposes.
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