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Figure 6 Water resource availability status March 2008

8.2 Current abstraction trading market

Only about 100 water rights trades'® appear to have occurred over the past few
years. Trades observed to date includes trades between industrial abstractors and a
water company, trades between different industrial users and the grouping of
agricultural licences.

The current water rights trading market appears to have very thin trading. This is
supported by anecdotal evidence from market participants. While even trading at the
margin could give valuable information about the economic value of water in a given
area, currently the market is too thin for much information to be revealed.

The current absence of a well-functioning market in water rights has clear
implications for both competition in the water industry and for achieving more
efficient and environmentally-beneficial allocation of water resources. It is therefore
important to understand whether there are key barriers to water rights trading that
may be cost-effectively reduced by regulatory action.

¥ No information is available on the volumetric scale of these trades.
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8.3 Barriers to water rights trading

We need to understand why so little abstraction licences trading takes place at the
moment. This work will include:

e exploring potential demand for trades;
e incentives on existing licence holders; and
e any regulatory or other barriers to trading.

One potential barrier could be the availability of market information, about water
availability and existing abstraction licences (including locations and licence
conditions) and about trades including prices in the markets.

Another potential barrier, which some stakeholders support, could be perceptions of
risk in undertaking trades. Willingness to trade may be influenced by:

e uncertainty about how the Environment Agency will respond to proposed
trades;

e the future impact of the Water Framework Directive in a given catchment
area;

¢ which licences might in future be curtailed; and

e levels of any compensation may impact willingness to trade.

It has been argued that a particularly important barrier to effective trading is the
Environment Agency’s discretion to reduce the size (and vary other conditions) of a
licence at the point of trade (discretion it has used in relation to a number of the
trades to date). It is argued that using trades as a means to secure reductions in
abstractions, disincentivises trading, and is not an effective approach to delivering
sustainable abstraction.

In our December paper, we said that we will work with the Environment Agency to
explore the scope for competition in abstraction further and to see if the trading
regime could be improved. This work could identify the need for changes in
legislation. We will work on a joint project with the Environment Agency to explore
fully the scope for water rights trading and identify how barriers to the trading market
can be minimised. Appendix 6 sets out the specification for the work of this joint
project.

In addition to the joint work with the Environment Agency, we are also considering
regulatory measures that could incentivise appointed water companies to ensure
efficient use is made of the abstraction licences they hold, and to trade where
appropriate.
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Conclusion:

We will work with the Environment Agency on a joint project to develop an effective
abstraction licence trading market. The work will address improving market
information and reducing perceived market risk, including from uncertainty about
licences' longevity.
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9. Competition in sewage and sludge treatment and
disposal

This chapter considers the scope for competition in the sewage and sludge
treatment and disposal markets.

Historically, less consideration (and associated analysis) has been given to the
potential for competition in these markets. This is in part because there is already a
competitive market for on-site treatment of waste produced at business premises.
Nevertheless, some business customers and new entrants have told us that they
would like a competitive sewerage market, particularly as their sewerage bill is, on
average, higher than their water bill. The value chain analysis discussed in chapter 3
shows that sewage and sludge treatment and disposal may collectively be worth
about 63% of the sewerage value chain (by cost).

The sewerage transport network is assumed to be a natural monopoly. Our attention
in this chapter is focused on sewage and sludge treatment and disposal.

9.1 Characteristics of sewerage markets
9.1.1 Barriers to entry

Appendix 1 briefly summarises the findings of our ‘market analysis’ work, including
our assessment of the characteristics and contestability of the different parts of the
sewerage value chain.

Based on this analysis, there appear to be a number of potential barriers to
competition in sewage and sludge treatment and sludge disposal, including:

¢ high sunk costs;

e possible economies of scale;

e a number of incumbent regulatory advantages;

e the need for some upstream and downstream co-ordination for sewage
treatment; and

e the need for co-location and co-ordination of sludge management with
sewage treatment.

Some of these barriers are accentuated by, or are the result of, the local geographic
scale of the sewage treatment markets. Other issues with implications for
competition may include the non-homogeneous nature of sewage, and managing
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and regulating the potential risks to environmental and public health arising from
sewage and sludge treatment and disposal (including, for example, preventing fly-

tipping).

It may be that some barriers are not substantial, and sensible market design could
reduce the importance of others. This will require more detailed investigation when
evaluating the different potential models for competition in the sewerage sector.

9.1.2 Differences compared with water supply

Here, we compare the characteristics of sewage and sludge treatment and disposal,
with those of water resources and treatment in terms of the potential for competition.

The following differences between sewage and sludge treatment and disposal, and water
production could work against greater contestability in sewage/sludge treatment and
disposal.

e Sewage treatment is more fragmented (there are five times more sewage treatment
works than water treatment works) and relies on gravity flow. As a result, the
market is typically more ‘local’ than ‘regional’ (on average, sewage/surface water is
transported one-fifth the distance of water).

e There may be greater economies of scale at the plant level in sewage treatment.

e There are larger sunk costs and potentially greater associated asset specificity (as
a result of technology differences).

e The market is potentially more complicated as it involves joint service provision
(treatment of drainage, foul sewage and trade effluent; sewerage and sludge).

e It may be more difficult/costly to measure sewage treatment usage by individual
customers (for example because of drainage area, pollutant loadings and actual
volumes discharged) and to trace individual pollutant inputs and outputs.

e There are restrictions on which pollutants can be input into any given sewerage
system because of the biological sensitivities of individual sewage treatment works.

e There is potentially greater future ‘demand’ uncertainty in respect of drainage flows
because of rainfall intensity patterns.

e There are potentially greater planning system problems (inhibiting market entry).

e While legislation does not prohibit competition in sewerage provision, unlike water,
there is no specific legal framework in place to facilitate it.

The following differences between sewerage and water supply could work in favour of
contestability in sewage and sludge treatment and disposal.

e The greater proportion of sewage treatment and sludge disposal in the value chain
means the rewards of effective competition could be greater.

e There is potentially more scope for technology/process innovation, for example
‘greener’ treatment solutions, integration of renewable energy technologies, and
wastewater recycling.

e Vertical scope economies appear smaller than in water supply.
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e Sewage and sludge treatment is sometimes not reliant on monopoly transportation
assets.

There is already quite extensive competition for on-site wastewater treatment,
recycling and minimisation of waste in the large business customer sector. In this
market, new entrants can effectively by-pass the monopoly sewerage network if they
are able to discharge or recycle treated wastewater/drainage water locally.

Our analysis to date does not conclude that potential barriers pose insurmountable
problems to greater competition in the sewerage sector. But more work in this area is
needed. This work may identify the need for changes to legislation. The differences
between sewerage and water supply might indicate that a different approach to
competition is required in sewerage.

9.2 Options for competition models

Competing retail companies may further drive the market in on-site services such as
wastewater recycling and sustainable urban drainage. There are also options for
competition in treatment and disposal services at the ‘other end of the monopoly
sewer’ from customers. Our analysis is based on the assumption that sewerage
retail services are separated and competitive.

There are two broad options for greater competition in sewage and sludge treatment
and disposal:

e the common carriage model; and
e the ‘single buyer’ model.

9.2.1 Common carriage model

In this model the incumbent may remain vertically integrated, carrying out both
sewage and sludge treatment and sewerage transport, or be unbundled.

New entrants to the potentially contestable sewage treatment and sludge disposal
markets would build and connect their facilities to the common carrier’s sewerage
transport network. The entrant would pay an access price to the common carrier for
use of the network to transport the sewage or trade effluent from the customer to the
entrant’s treatment works. Access pricing might be cost-based or ‘wholesale minus’.

This type of market is likely to involve a series of bilateral contracts or trading
between sewerage retailers and sewage and sludge treatment and disposal
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providers. The scope for competition is likely to be more geographically constrained
than in the water sector, and might only be significant around areas of substantial
population. New entrants might in particular attempt to serve new towns/housing
estates.

The National Competition Council (NCC) in Australia has investigated the potential
for common carriage competition in sewerage in detail. Appendix 3 summarises the
case, where the NCC concluded that common carriage was feasible.

Vertical separation between sewerage transport and sewage treatment is relatively
common in Europe where regional sewage treatment services are often provided by
a separate body to the municipalities who are responsible for sewage collection.
Indeed econometric modelling by Stone and Webster'* suggested that there were
diseconomies of scope from vertical integration of sewage treatment and disposal
with sewerage, so that separation of these functions might be more efficient.

At present common carriage in sewerage is not prohibited in England and Wales. In
our ‘Access Codes for Common Carriage Guidance’ (2002) we say that “if
companies are approached for common carriage for sewerage they must treat it in
the same way as an application for water common carriage”. However no specific
legal framework, similar to the WSL regime, is in place to facilitate it.

9.2.2 Single buyer model

The single buyer model for sewerage is analogous to that described in chapter 7 in
the upstream water market. The single buyer, independent of any sewage treatment
provider, would procure the market’s total demand for sewage and sludge treatment
and disposal from competing providers, on behalf of all retailers. Like the common
carriage model the extent of competition is likely to be geographically constrained.

Conclusion:

We will assess the potential for competition in sewage and sludge treatment and
disposal markets (beyond on-site effluent treatment). Our analysis will inform how
best to secure benefits, for consumers and for the environment, from innovation.
This work will inform the Government-commissioned independent review.

"Stone & Webster Investigation into evidence for economies of scale in the water and sewerage
industries in England & Wales, Jan 2004, Final Report to Ofwat.
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10. Inset appointments

This chapter focuses on the effect on inset appointments of the wider
recommendations in this document.

Inset appointments are the processes by which one company replaces another as
the appointed, vertically-integrated water and/or sewerage service provider for a
specific geographical area.

An appointment may involve transferring the incumbent’s customers to the new
appointee, or relate to a new housing or business development, which the incumbent
does not currently serve but which is within its statutory area of appointment. A new
appointee becomes subject to the same duties and responsibilities as all other
appointed water and sewerage companies.

To date, 16 inset appointments have been granted, involving 13 appointment
variations and the creation of three new companies. These new companies have
meant a different supplier for up to 7,000 new household customers and 52 non-
household customers.

We have not focused in detail on the inset appointment regime in competition review.

10.1 Benefits of insets

While inset appointments involve replacing one monopoly supplier with another, they
represent a source of competition ‘for’ the market. They allow some customers,
particularly large ones, to choose the company that provides their water and
sewerage services.

In assessing an inset application, we require as a minimum that the appointee's
customers will be no worse off than if they had continued to be supplied by the
incumbent company. In addition, we encourage inset applicants to offer positive
customer benefits. Customers of inset appointees currently benefit from price
discounts on incumbents’ prevailing volumetric tariffs and improved service levels.

We also promote innovation on the part of appointees. For example, the inset
appointment granted to Scottish and Southern Electric (SSE) Water in July 2007 for
the Old Sarum site has helped to introduce multi-utility service provision. SSE Water
provides water services, while other SSE group companies provide gas and
electricity. This arrangement is beneficial to developers as they can deal with a
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single utility service provider and save money by laying all services in a single
trench. Customers may benefit from dealing with a single utility provider.

Inset appointments for new housing developments may offer innovative measures,
such as those designed to achieve water efficiency. These include:

e building new homes to higher water efficiency standards;

e retrofitting water saving appliances in existing homes;

e using on-site sustainable drainage systems; and

e introducing variable tariffs to encourage customers to use water more
efficiently.

It is possible that the role of insets could lessen as other forms of market competition
develop. At present, however, we support retaining the inset regime as it represents
an additional incentive on appointed water companies to be more efficient. It also
provides a means to encourage new entrants into the water and sewerage sectors,
and can be well-suited to small-scale innovative schemes such as local water
recycling.

10.2 Planned improvements to the existing inset regime

We are revising our guidance for inset appointments, which we intend to consult on
in the summer.

In doing so, we will take account of stakeholders’ responses to our December paper.
The guidance will advise on key policy issues, such as bulk supply pricing and the
recovery of infrastructure charges. We will also seek to streamline the application
process, for example by providing applicants with a standard financial spreadsheet
to submit applications. This will make it clearer to applicants what financial
information we need to receive, and will allow us to assess financial viability more
quickly.

10.3 Implications of the competition review for insets

In this document we have put forward a range of measures to promote competition,
including vertical price control separation of the value chain, and legal separation of
incumbent company’s retail businesses as part of promoting a competitive retail
services market.
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All customers should be able to benefit from competition, in contestable parts of the
value chain. In principle, customers of inset appointees should be treated in the
same way as other customers.

Therefore, in principle, existing inset appointees should also be subject to separated
price controls and legally-separated retail functions and other relevant measures
which are recommend for the industry as a whole. However, the detailed implications
for insets appointees of each proposal will need to be considered before taking
decisions on their application to inset appointees. Existing inset appointees would
need to remain financially viable.

We will give particular consideration to the timing of any changes to existing inset
appointees’ businesses.

Our objective will be to ensure that changes do not unduly deter future inset
applications while leading to all customers having choice over time.

Conclusions:

We recommend that, in principle, inset appointees should be treated in the same as
other appointed water and sewerage companies, in relation to the recommendations
in this document, so that all customers have the opportunity to benefit from
competition. The detailed implications for inset appointees of each proposal set out
in this document will be considered before taking decisions.
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11. Road map

This chapter considers the possible future sequencing and timescales for
implementation of the measures and work programmes identified and recommended
in this document.

As an overall benchmark, in the electricity sector it took about eight years from
setting the legislative framework and privatisation to rolling-out retail competition
progressively to the entire market. After taking the first major step — introducing
competition into the 100kW-plus market — it took around four years to complete the
full roll-out of competition, including to households.

The potential future reform programme for developing competition in water and
sewerage markets may be broadly divided into the following strands.

e Putting in place the legislative framework to underpin development of
markets.

e Making progressive steps to vertically separate contestable markets from
natural monopoly activities.

e Progressive opening of the retail market to allow more customers to choose
their supplier.

e Developing a competitive water and sewerage retail services market, with
appropriate market rules, infrastructure and safeguards.

e Developing a well-functioning water rights trading market.

e Developing upstream water markets, including access pricing, cross-subsidy
mechanisms and safeguards.

e Developing, as appropriate, sewage treatment and sludge disposal markets.

There are interdependencies between strands in the reform programme. In
particular, changes to legislation are needed to deliver much within the other strands.
There are also critical dependencies within each strand, for example:

e accounting separation is needed to underpin both price control separation and
legal separation of incumbent companies’ retail businesses; and

e steps to open the market to more customers - first reducing the eligibility
threshold to 5MI, then removing the threshold entirely, and in time opening the
market to household customers - need to follow in sequence and build on the
success of previous steps.

Some elements of the programme are likely to be mutually reinforcing, including:
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e securing effective competition in retail markets would help drive entry into
upstream markets; and

e at the same time, securing effective water rights trading and entry into the
resources market would help facilitate competition in both upstream and retail
markets, and would help maximise benefits from retail competition.

Figure 7 provides a high-level view of the steps to be taken and the likely timescales.
It focuses only on the next few years and does not attempt to map out the steps that
might come later, such as separation of distribution from upstream businesses.

Of course, timescales can only be indicative at this stage, as there are a range of
uncertainties, including:

e what the Government decides in the light of the independent review it has
commissioned,;

e the timing of any legislation on the competition framework;

¢ increasing understanding of the work needed, as detailed plans are
developed; and

e greater knowledge as the market itself develops.

As part of taking forward the reform programme, we will need to develop our own
resourcing and skills. We are likely to need to develop new areas of competence,
and to learn from the experience of regulators in other sectors who have already
developed competition.
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Figure 7 Possible high-level roadmap for early phases of developing competition

2009 2010 2011

Removal of retail
Costs Principle

New retail market
arrangements

Primary legislation

I/ Household
Choice

Govt review

OMI and sewerage
5MI retail market
market

Measures to improve
to abstraction trading

Retail
I\ legal separation
Accounting
separation

Price control
separation

New upstream water
market architecture

New sewerage
market architecture

Enablers, when appropriate, e.g. reduction of
regulation, measures to support customer
switching, relaxation of special merger controls, etc

The position and length of each arrow is intended to indicate the
possible range of times for completion of that part of the reform
programme.

90



Ofwat’s review of competition in the water and sewerage industries: Part Il

12. Immediate next steps

The conclusions and recommendations set out in this document are for consultation.

Both the conclusions in the document and the consultation responses we receive will
inform the Government’s independent review, which Professor Cave is leading. We
will publish a summary of responses in early autumn.

Professor Cave will also be calling for evidence to inform his review, on a similar
timescale for responses. Where appropriate, you are welcome to use your
submission to this consultation as evidence to Professor Cave’s review.

The Government’s response to Professor Cave’s review is the opportunity for
decisions to be made on changes needed to legislation for the competition
framework, so that the framework is able to underpin effective development of
competition in the years ahead.

We will continue to take forward our work programme, including the key areas for
further analysis identified in this document. One of our main aims will be to continue
to inform the Government-commissioned review.

Professor Cave’s review will report by spring 2009, at that point he will make
recommendations to Government.

In addition, we will continue to progress areas which do not need legislative change
including:

e the accounting separation project;
e work with the Environment Agency on abstraction trading; and
e consulting on updated guidance to streamline the inset appointment process.
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