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Innovation, economic regulation and water markets 

beyond 2020  

 

David Black, The Beesley Lectures, 9 November 2017  

Introduction  

Hello everyone.   

It is a pleasure and a privilege to be here this evening. I am going to talk about 

innovation, economic regulation and water markets beyond 2020. I was also thinking 

of an alternative title – making elephants dance, with acknowledgement to Lou 

Gerstner, ex IBM chairman, who wrote book with similar title about his experience in 

turning around IBM. And there will be one or two elephants in the room or at least my 

presentation. 

Perhaps, I could have also called it – the mid-life crisis of economic regulation, 30 

years after privatization of the water sector, it faces some fundamental questions 

about how the sector should be organized. 

In recent months, we have seen proposals to: 

 Return the sector to public ownership, abolish Ofwat and return control over 

pricing and service to Ministerial hands; or 

 To develop catchment system operation into a single buyer model and use 

markets to plan and procure water, wastewater and flood defense services; or 

 Introduce dividend caps or sliding scale regulation in addition to current price 

control framework 

Tonight, I will set out how the approach to economic regulation and role of markets in 

the sector can evolve in a way that facilities water companies and service providers 
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to innovate and address the challenges they face to provide more customer focused 

and resilient services. 

The Beesley lectures are in honour of Michael Beesley, he passed away in 1999, 

shortly after I first arrived in the UK, so I did not meet Michael or have opportunity to 

work with them.  

I have, however, worked in industries that were transformed by Michael’s insights 

and thinking. He made a huge contribution to the application of economics in a range 

of sectors such as roads, telecoms and utilities.  

His insight that it was better to use regulation to incentivise BT to reduce costs and 

to reveal scope to improve efficiency, rather than attempt to work out what the 

efficient level of costs is, helped inspire development of RPI-X regulation.  

It is particularly appropriate at this time, when some of the big questions that were 

answered in the 1980s are again being discussed.   

So I am very pleased to have the opportunity to talk this evening about evolution of 

economic regulation and markets in the water sector, conscious that this is standing 

on the shoulders of giants such as Michael who helped develop the framework we 

see used in the UK and around the world today in water, energy, telecoms and 

transport. 

I should also make a disclaimer that I am speaking in a personal capacity tonight, so 

my comments are my own rather than Ofwat views. 

Innovation, economic regulation and water markets beyond 
2020 

The development of RPI-X (or in the water sector, RPI-K) regulation was designed to 

protect customers from excessive prices while providing incentives for regulated 

utilities to reduce costs. But the long term interests of customers requires innovation, 

that is, developing new products and better means of delivering service, which in 

turn requires understanding what customers want.  
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However, the RPI-X model itself does not provide any incentive for companies to 

understand customer preferences or innovate to develop better ways of serving 

customers. So tonight I will talk about our approach to price reviews and markets are 

changing to address this issue.   

I highlight three key elements which I see as vital changes to Ofwat’s approach: 

 

 Firstly, economic regulation. A step change in customer engagement and 

participation, the outcomes and total expenditure framework to enable and 

incentivise innovation, better service and resilience. 

 

 Secondly, greater role for markets and competition. The business retail 

market has opened, the water resource market is starting to develop and new 

markets taking shape in bioresources and ecoservices along with direct 

procurement for customers for large infrastructure projects.   

 

 Thirdly, putting investors to work by improving corporate governance and 

transparency of ownership along with adjusting the balance of risk and return 

to put more weight on operating the business and less on financing. This 
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along with a revised approach to mergers enables more responsive capital 

markets. And this in turn helps ensure that investor help drive better outcomes 

for customers. 

 

 

Together, these three strands should lead to innovation (or get the elephant dancing) 

and better outcomes for customers now and in the longer term. While Ofwat’s 

approach reflects the particular challenges facing water companies, the approach is 

likely to have relevance in other utility sectors too.  
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Benefits of privatisation  

 

The focus of my discussion tonight is on innovation rather than who owns of water 

companies. However, given current interest and debate on ownership, it is worth 

reminding ourselves of the developments since privatization. The water sector has 

come a long way since privatization in 1989.  

 Customer satisfaction now stands at around 90%.  

 A significant improvement in environmental quality with more blue flag 

beaches and wildlife returning to waters previously too polluted for them.   

 Leakage is down by one third, customers are 5 times less likely to suffer from 

supply interruptions, 8 times less likely to suffer from sewer flooding, and 100 

times less likely to have low water pressure.   
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 Average bills are about the same as they were 20 years ago and are now 

falling in real terms.  

Now, some might argue that this improvement could have happened under public 

ownership. However, all of the service and environmental improvements required 

significant investment. And investment in the sector took place at double the rate of 

pre-privatisation. 

Challenges facing the sector  

 

 

However, the sector faces significant challenges.  

 Population growth – which increases demand for networks and resources 

which have increasing incremental costs.  
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o Only a couple of weeks ago, ONS forecast that UK population 

expected to exceed 70 million by 2029 – up by 3.6 million. It is also 

worth acknowledging that forecasting population growth is a tricky task, 

in 1965, the ONS forecast that Britain’s population would be 76 million 

by 2000, when it turned out to be 59 million, 16 million people less than 

forecast. This is not to discount the population growth projection, but 

emphaise importance of developing flexible and agile solutions. This is 

illustrated by the graph (insert) which shows that despite population 

growth of 17% in the South East of England over the last 15 years, 

demand has remained flat, thanks to lower leakage and improved 

demand management including roll out of metering outside London.   

 

 

Climate change – increased evaporation and heavier rainfalls, raising concerns for 

drought resilience and surface water drainage.  
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Rising expectations around impact of the sector on the environment, both in terms of 

discharge of wastewater and abstraction of clean water. Practices such as storm 

water overflows in rivers are becoming increasingly unacceptable. 

Similarly rising expectations of customer service as services improve in other 

sectors. And customers are more likely to compare their water services with other 

products rather than pre-privatisation service levels. 

Affordability pressures – according to CCWater research 1 in 5 customers do not feel 

their bill is affordable. And with RPI inflation now running at 4% and real incomes 

falling, it is likely that more customers will be feeling squeezed by 2020. 

Diminishing efficiency gains from the old regulatory model – as the low hanging fruit 

from reducing operating costs following privatisation was enjoyed. And its not just 

cost efficiency – there has been little reduction in leakage in the last 15 years too. 

To address the challenges it faces, the sector needs to find ways to do more for 

customers and the environment, while at the same time reducing cost.  

Impossible?  

Without, innovation, yes, but with innovation unlocking new ways of delivering 

service and new services, it becomes possible to square the circle.  

Firstly it is worth noting that there are many exciting new possibilities arising from 

new technology and interacting with customers, just a few examples: 

Will developments such as graphene mean that desalination of water, currently 

expensive and not attractive from sustainability perspective, enable low cost, 

environmentally sustainable and abundant new sources of water in the future? 

Researchers at Manchester University have demonstrated that graphene-oxide 

membranes can be used to filter common salts out of salty water and make it safe to 

drink. This could potentially dramatically reduce cost and energy requirements for 

desalination. 

Will re-use of effluent for water supply and waste for energy generation reduce or 

even remove need for clean water abstraction? While from the toilet to tap is 
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probably not the greatest marketing line, in practice, this technology is already 

deployed in US and Australia.  

How will development of telematics, electronics, remote video, AI and big data 

impact on network management and resource utilisation? Big data is already making 

a big impact in a range of sectors. There is already a range of data inside 

companies, but decreasing cost of sensors, drones, remote video open up scope for 

much richer data sets about what is happening on networks.  

How will interface with customers change? Will customers see water as part of 

package of household connectivity services- integrated and controlled with heat and 

light in their homes? 

Companies are now changing from being an asset focused business to a data and 

customer focused business. This is not say water companies won’t be asset 

intensive businesses in the future – but data, smarter systems and working with 

customers likely to be central to their success.  

So what does all this mean for our approach to economic regulation.  

Some theory  

Before we consider how our approach to economic regulation needs to evolve to 

promote innovation, it is worth going back to the underlying thinking behind the 

development of RPI-X regulation.  

The aim of monopoly regulation is to imitate the outcomes of competitive markets, 

where competition is not possible; and to promote competition, where this can be 

effective. In simple terms, the problem of monopolies is that they charge too much 

and produce too little. So regulators needed to step in to limit prices to competitive 

levels.  

The innovation of RPI-X regulation was to set a price cap for fixed period, which 

provided an incentive for firms to reduce costs and to reveal information about 

efficient costs to the regulator. The key ingredient of RPI-X approach was the 

incentive for firms to improve cost efficiency. Traditional rate of return regulation 
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which set prices equal to cost, did little to encourage the regulated firm to become 

more efficient. So far, all very straight forward.   

What is missing from the model is how to incentivise firms to discover what 

customers want and find out how to best deliver this. The RPI-X model assumes 

somehow that firms and regulators know what customers want and how services will 

need to adapt and evolve over time. This, perhaps, was not an issue for markets 

which were assumed to soon become competitive. In any case, at the time of 

privatization, the future evolution of what at the time were industries with slow pace 

of change was probably not perceived as a pressing issue. 

I am not going to get into much detail about the economics of innovation, but it 

suggests that both market power and competition have a role to play in promoting 

innovation.  

In a well-functioning market the opportunity to acquire market power is a reward for 

innovation. Firms innovate to develop new products or reduce costs to enable them 

to earn additional profits, at least until their competitors catch up. 

However, without some competitive threat a monopoly has little incentive to innovate 

and may even under-exploit existing innovation.  

As John Hicks noted: “The best of all monopoly profits is a quiet life”.  

Free entry and exit of firms is important element of promoting innovation.  

This allows new players with new ideas to enter the market.  

The threat of entry means that failure to innovate by an incumbent firm may result in 

its displacement by an innovative new entrant.  

Some ability of a firm to capture the benefits of innovation are important too – either 

in terms of lower costs or more revenue, at least for a time. 

An example of the use of market power to incentivize innovation is patents – which 

grant an inventor exclusive rights to a product for a limited period of time.  
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Competition is not just an issue for the product market either, the market for 

corporate control and capital is also important. Limitations on capital markets or 

changes to structure of industry may limit ability of sector to evolve and stifle ability 

of new management to take control of firms.  

So some obvious issues arise with approach to economic regulation in the water 

sector – there is no threat of entry and exit for regional monopolies and little 

incentive in regulatory framework to identify what customers might want or to 

redesign businesses to better deliver what customers might want, other than 

potential innovation to cut costs and even this was likely to be limited to operating 

costs which were the traditional target of comparative regulation up to 2015. 

Getting the elephants to dance  

I now want to discuss how we are adapting our approach to economic regulation to 

enable and encourage the water companies to innovate and to address the 

challenges they face – improving resilience and customer service, while at the same 

continuing to drive bills down.  

The key changes are: a step up of company focus on customer engagement and 

participation, move to outcomes and a total expenditure or totex approach.  

Some of these changes were introduced in the 2014 price review, and we are 

developing further in PR19. We will be publishing our final methodology for PR19 in 

December (following our consultation in the summer). The key themes of our 2019 

price review are great customer service, resilience in the round, affordability and 

innovation. We will assess how well company business plans deliver against these 

four themes as part of the 2019 price review.  
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Customer engagement  
 

 

In the case of essential services and public utilities, there is the temptation to think 

we know what customers want. However, a price review determination establishes 

the price and service package for customers – and all packages involve various 

trade offs of service and affordability both now and in the future. So in the absence of 

a good understanding of customer preferences, it seems unlikely the regulator will 

arrive at the right conclusion for customers 

The issue was historically compounded by the approach of many regulators, Ofwat 

included, who introduced service terms into price review determinations. This was 

well intentioned, otherwise, the regulated company might be incentivised to reduce 

service rather than improve efficiency in response to the price control. It did, mean, 

however, that the company was now financially incentivised to response to the 

regulator’s definition of service rather than what mattered to customers. Or in the 
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other words, the approach was effective, if the regulator understood what mattered 

to customers. 

It is far from clear that this is the case, regulatory bodies by definition are small and 

specialised, often remote from customers. They are not in day to day contact with 

customers, nor are at the frontline of service delivery. In short, they are not best 

placed to assess what customers want or how to best deliver it. 

In the 2014 price review, we required companies to engage with customers and to 

reflect this engagement in their business plan, with assurance on the quality of 

engagement provided by company specific customer challenge groups. It is 

important to be clear that the role of customer challenge groups is not to represent 

customers – they exist to provide assurance on the quality of a company’s 

engagement with it’s customers. 

Our model for enhancing customer engagement was based on companies taking 

responsibility for understanding their customers needs and developing business 

plans to deliver on these needs ie customer engagement includes two points – 

finding out what customer prefer and finding out how to best meet these preferences. 

This is not say that good customer engagement is easy or that it is just a matter of 

asking your customers what they want. At least in some senses customers might not 

know what they want until they see it ie the discovery of preferences is some form of 

co-creation between firms and customers and then identifying the optimal way of 

delivering what customer want in a world of constantly changing prices and 

technology. And to complicate matters, customers preferences change too. 

As Steve Jobs said: “It's really hard to design products by focus groups. A lot of 

times, people don't know what they want until you show it to them.” 

Or as Henry Ford said, “If I had asked people what they wanted, they would have 

said faster horses.” 

Which is not to say that customer research is not important – it has huge role to play 

in helping innovative businesses better understand their customers, but innovation is 
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clearly not as simple as just asking customers what they would like and then 

producing that. 

For PR19, we are proposing to encourage water companies to go beyond engaging 

with their customers to think how they can co-create and co-deliver services with 

their customers. How customers interact with water and wastewater services has 

potential to have significant impact on the delivery of service. Just two examples to 

illustrate: what customers put down their sinks and loos can make a huge difference 

between well functioning sewers and fatbergs and blockages.  

 

How wisely customers use water will impact on the need for new supplies. So failure 

to work with customers is likely to mean higher costs and less resilient services.    
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Outcomes framework  

 

Since PR14, our focus on customer engagement has been supported by the move to 

an outcomes based approach. Companies engaged directly with their customers to 

develop outcomes that reflect what customers care about and metrics for measuring 

them.  

Outcomes consist of three elements – a high level statement of what companies aim 

to deliver for customers, such as secure and reliable water supplies. The second 

level is a specific outcome performance commitment eg supply interruptions of no 

more than 8 minutes per customer per year. The final element is the outcome 

delivery incentive – a payment for exceeding the committed service level or a penalty 

for falling short.  

Performance commitments reflect customer preferences. 

ODIs reflect customer willingness to pay for improved service. 
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In PR14, not all performance commitments had financial incentives, some were 

reputational only. While others were penalty only, where customers funded a specific 

level of performance and there is little evidence that they were willing to pay for 

better service. 

Our outcomes approach facilitates innovation in a number of ways – first, it removes 

barriers, by providing scope for firms to deliver in the best possible way for 

customers. Under an outputs or input based regulation, companies had to deliver a 

particular output or scheme, whether or not it was the best way to meet requirements 

of customers. Under an outcomes based approach, companies focus on what 

matters to their customer and have the freedom to design best solutions.  

A second ingredient, is that it allows companies to take risks – companies that 

succeed can earn returns from outperformance payments, while failures will mean 

that companies lose. In effect this means that customers pay for results. Successful 

innovation means positive returns while failure is a cost to shareholders. This similar 

to outcome of a well functioning market and a big step forward to incentivizing 

innovation under monopoly regulation. 

Its early days in this price review period but already we are seeing an improvement 

in performance from leading companies.  And this will shift the efficiency frontier 

forward for expected performance PR19. 

For example, comparing 2016-17 performance to 2014-15 performance (ie at year 2 

of the current price review period:  

 Welsh Water have reduced supply interruptions of longer than 3 hours by 

47%;  

 Northumbrian Water have reduced internal sewer flooding incidents by 48%  

 Severn Trent Water have reduced external sewer flooding incidents by 41%; 

and 

 Dee Valley have reduced unwanted customer contacts about drinking water 

quality by 53%. 
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Of course, it not all good news, around 70% of performance commitments have been 

and some companies are in net penalties as they have not meet significant 

commitments. 

So incentives matter – I find it very exciting that relatively small changes in the 

economic framework has produced such a dramatic improvement in service. This 

has a direct impact on customer lives – some customers have not suffered the 

inconvenience and hardship of supply interruptions or experienced the horror of 

sewer flooding. And this flows directly from our approach to economic regulation. 

And the extra service is coming with falling costs, as I discuss below. 

For PR19, we proposing to make a number of changes, building from our approach 

in PR14. We are intending to increase transparency around stretch of proposed 

outcome commitments for customers and customer challenge groups by increasing 

the number of performance commitments that are common across all companies 

and working with the sector to improve the availability of comparative performance 

data. Water UK now hosts the discover water website, where you can see how your 

water company compares on a number of key metrics with other companies. 
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We are also encouraging companies to think longer term and set indicative 

commitment levels out to 2035. The water sector is a long term sector and new 

investment may have pay back well beyond the regulatory period. So we think it is 

important that companies are transparent about future direction of service beyond 

the immediate price review period. 

There may be some who question the role of incentive payments – they understand 

the role of penalties, but question why companies should get paid for doing their day 

job? This argument seems superficially attractive – the regulator ensures companies 

get penalized for failure but there are no costs to customers from service 

improvements. 

However, I consider this thinking is flawed on a number of levels. Firstly, companies 

are not getting extra for their day jobs – they can only earn outperformance 

payments when they deliver beyond stretching service levels and only then where 

there is a benefit to customers from making a payment and customer support for 

doing so.  
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Secondly, there are limits on the ability of a regulator to penalize their way to 

excellence. Yes, penalties can be levied when companies fall short, but this does not 

incentivize the good performers to get better. A penalty only regime may be effective 

in encouraging poor performers to close the gap with other companies, but it is not 

likely to shift the frontier forward. 

In order to improve performance, innovation is required and this may involve taking 

risks, doing things differently and sometimes failing. A penalty only regime will 

encourage companies to play safe and do what they did last year. This is not in their 

customer interest, nor is it what would happen in a well-functioning market. 

 

Totex approach 

The totex approach remove the artificial distinction between capex and opex, made 

by Ofwat prior to 2015. It may seem a small and technical change. It is actually very 

powerful, enabling optimisation across capital and operating costs. And when 
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combined with the outcomes framework, this means that where companies can find 

better ways of delivering service or reduce costs for customers, they also benefit.  

It helps to address the perceived capex bias arising from the RCV framework. A 

pound added to the RCV has a high degree of certainty around future recovery, 

whereas a pound of extra opex might disadvantage a company under comparative 

cost efficiency challenge. By taking a totex approach to cost assessment and 

allowing companies to set captialisation  rate for RCV additions, companies could 

choose to add opex to their RCV. 

A good example of the progress is catchment management. Catchment 

management involves more operational expenditure (opex) than traditional capital 

expenditure (capex) solutions. For example, working with farmers to reduce run off 

from agricultural land rather than expanding capacity at a treatment works. 

At PR09 companies proposed £60m expenditure on catchment management 

schemes in their business plans. At PR14 this had increased to £206m, reflecting 

impact of outcomes and totex approach. 
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Already in the first two years of the PR14 period, there is evidence of lower totex 

spending, indicating that the outcomes and totex framework are improving cost 

efficiency. Now you might question, whether this just because Ofwat was too 

generous in setting cost allowance, but the totex allowance at PR14 was £2.5 billlion 

less than the equivalent at PR09. So the cost savings are against a more efficient 

baseline. And customers will directly benefit in this period – they share around 50% 

of the cost saved and will also benefit in future periods, when we reset allowances 

reflecting the improved efficiency. And this on top of the material service 

improvements discussed above. It is also really interesting to see in this price control 

period that many of the companies that are performing well on cost efficiency are 

also performing well on service, and the other way round too. 

For PR19, Ofwat has set out in its draft methodology an expectation of a step 

change in efficiency of the sector from adoption of totex and outcomes. We also 

propose to put greater weight on a forward looking view of efficiency and replace 
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complex menus with simple but powerful cost sharing incentives to encourage 

companies to submit efficiency business plans. 

 

 

The combined impact of the focus on customer engagement, outcomes, totex will 

free up companies to innovative and recognize and reward companies that succeed. 

Companies that innovate can prosper, those that don’t will find life is very 

challenging.  

One point I would like to address is the concern that is sometimes raised about the 

growing complexity of economic regulation. Firstly, I agree that simplicity is a good 

thing and that regulation should be as simple as possible, but no simpler. For 

example, we are proposing to drop menu regulation for PR19, as they proved to be 

complex and rather ineffective as a means of eliciting accurate cost forecasts from 

companies.  
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On the other hand, setting water price controls is a £55 billion decision with 

significant implications for customers and the environment. Any £50 plus billion 

commercial procurement process would have significant process and compliance 

requirements and bidding costs. And the marginal benefits from getting better value 

is large relative to the [£25m to £30m] pound cost of Ofwat. We estimated benefits to 

customers in excess of £2 billion in 2014 price review.  I also note that in line with 

government spending cuts elsewhere, Ofwat budget is on track for significant 

reduction by 2020.   

Competition and markets  

 

 

In addition to promoting innovation through our price review framework, we are also 

seeking to expand scope of markets and competition to boost innovation and 

efficiency.  



Innovation, economic regulation and water markets beyond 2020 
David Black, The Beesley Lectures, 9 November 2017 

24 

Traditionally, the opening of utilities to competition has been associated with 

separation of competitive elements of the value chain along with the provision of 

access for new entrants to the remaining monopoly elements. Usually with some 

debate as to which elements are monopoly and which are competitive. 

I see a broader role for markets, even in monopoly elements of the water sector. The 

regional nature of water companies means that transactions between them are an 

alternative to self-providing services. There are also providers outside the sector who 

may be better placed to provide services. Widening the potential for outside 

providers increases scope for innovation. 

We are pursuing both development of markets in the sector as well as scope to open 

new areas to competition as provided by the Water Act 2014.  

The water sector has been slow to open to competition relative to other utility 

sectors, in part this reflects the nature of the market, but it also reflects issues with 

the regulatory framework including poorly designed and prescriptive legislation which 

tended to put more weight on protection of incumbent interests rather than 

customers and a sector that has been slow to change.  

The Water Act 2014 remedies issues with previous legislation and parts of the Act 

have come into force with opening of the retail business market in April 2017. Other 

elements of the Act relating to wholesale markets have yet to bought into force by 

the Secretary of State. 

The business retail market. 

It is early days yet, just six months after making market opening. Already around 

60,000 supply points have switched, we have seen new players enter the market 

and some existing incumbents exit. We see (or expect to see) a range of benefits to 

customers: 

 For multisite customers, there will be opportunity to procure service from 

single retailer or self supply. 

 For other customers such as SMEs, better service, convenience and 

avoidance of hassle likely to be important in choice of retailer. 
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 Still other customers will choose based on value added services such as leak 

detection and water efficiency. 

 We expect to see increased innovation and service differentiation as the 

market develops. An early innovation is the development of self supply, where 

customer essentially self provides own retail service and buys direct from a 

wholesaler. Clearly, this is not for everyone, but arrangement has already 

taken up by large multi site and manfacturing customers such as Whitbread, 

Greene King and Coca Cola.  

Retail residential review – In late 2015, the Government asked Ofwat to review 

costs and benefits of opening the retail residential market to competition.   

Ofwat identified significant potential benefits in terms of service provision and 

interaction with wholesale markets, but also potential risks and barriers. The study 

also revealed how water retail services had lagged other sectors such as customer 

interface and digital control over service. This illustrates the challenge in incentivizing 

monopolies to innovate even in comparatively simple markets such as retail. 

The Government has not yet announced how it will take forward.  

Wholesale bilateral water markets 

Under the provisions of the Water Act 2014, there is potential for water retail market 

to extend upstream to water resources and treatment. Water resources are not a 

natural monopoly and any associated treatment may also be contestible. This market 

would open up scope for bilateral relationship between independent retailers and 

other water resource providers. In effect this allows water resource providers an 

alternative route to market, using the incumbents network as required to supply 

retailers. This expands the scope for competition to drive innovation in terms of 

service and choice to customers and would extend focus of competition from retail to 

resources and treatment.  

To promote the development of water resource markets, we are separating out 

wholesale water price control to water resources and network plus price control to 

separate the potentially contestible business from the monopoly business. We have 

also developed our approach to access pricing to provide a level playing field 
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between incumbents and entrants and incentivise entry where it is most valuable to 

customers. 

We also see scope for increased water trading between incumbents to improve 

resilience and meet demand – this can and does take place now under the existing 

legal framework. However, since privatization, the proportion of water traded 

between incumbent appointees has been unchanged. The move to outcomes and 

totex helps address previous regulatory barriers, which may have lead incumbents to 

prefer to self build rather than buy. However, it is true that there are deeper culture 

factors that increase resistance to trading such as fears about relying on resources 

that companies do not physically control. We provided trading incentives in PR14 to 

address culture resistance in the sector and promoting provision of market 

information to help parties identify scope for trading. We are seeing welcome signs 

of interest in bilateral trades between companies as well as more complex 

multilateral trades. These trades have potential to increase resilience and help meet 

supply/demand imbalances.   
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Bioresource markets – Bioresources or sludge is a product of sewage treatment. 

Bioresources can be transformed by anaerobic digestion into biogas and fertiliser. 

This means that bioresource processing and disposal is no longer a cost to dispose 

of but value creating process – benefiting customers and the environment. Advances 

in anaerobic digestion is increasing energy intensity from bioresources.  

The standard RPI-X model provides strong incentives to minimize cost, but it not so 

well suited to encouraging companies to maximize value, where decisions about 

increasing cost of processing can be traded off against increased value of the end 

product.  

Anaerobic digestion is not natural monopoly and same process is used outside the 

sector for other organic waste. So it makes sense to think that restricting market to 

incumbent monopoly wastewater company will not maximize value. 

Ofwat has introduced separate price control for bioresource service to separate out 

from monopoly network plus wastewater business and promoted the provision of 

market information to enable trading between incumbents and third parties.  

Direct procurement for customers – There is no reason to presume that where 

major new infrastructure is required, that this ought to be provided by the incumbent. 

There are benefits in terms of efficiency and innovation in opening  the design, 

construction and  financing of these projects to competition.  

For PR19, Ofwat is proposing to require companies to consider procuring large 

discrete projects from third party provider (where large is defined as over £100m of 

lifetime totex).   

Thames Tideway and the competitive transmission operator (or CATO) model in the 

energy sector illustrate the significant financing and efficiency benefits of enabling 

competition. It is also interesting to note the focus on embedding a culture of 

innovation at Thames Tideway and on fostering cross-industry innovation, indicating 

that new providers can bring fresh thinking and new approaches. 

There are a range of DPC options from “early” to late and very late procurement 

models – early procurement allows much greater scope for competition to influence 
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selection of options and design. An example of an early approach might be where a 

company tenders to procure solutions that can close a supply/demand imbalance – 

allowing various demand side and supply side solutions to compete with each other. 

A very late approach might be to procure the provision of a new reservoir at a 

particular location. 

Early models have inherently greater scope to stimulate and facilitate innovation. It 

places more risk on the provider, including for activities such as planning consents, 

which may be difficult or expense to hand over to third parties. So there are larger 

benefits and higher risks with the early model. We have encouraged water 

companies to consider full range of models as part of our proposed design principles 

for DPCs for PR19. 

Eco-service markets refers to water companies mitigating environmental impacts 

such as reducing pollution by contracting with land owners/managers to reduce run 

off from land into rivers and coastal waters. This builds on the catchment 

management approach discussed above.  

Wessex Water has established a market platform, called Entrade, to procure 

catchment based nitrogen reduction. Traditionally, Wessex, like other water 

companies, would have installed expensive new treatment facilities in response to 

tightening pollution standards. However, water companies aren’t the only source of 

nitrogen pollution in catchments. Run off from agricultural land can be a significant 

source too.  

Wessex Water used EnTrade to invite farmers to bid for funding to grow cover crops 

over winter to reduce the nitrogen leaching into the water course. They ran their first 

auction in June 2016 advertising a 20 tonne target. The auction reduced cost by 30% 

compared to alternative approaches to catchment management and about 90% 

cheaper than conventional water treatment process. This illustrates both potential 

savings from catchment management via markets against other catchment 

approaches and more conventional approaches. There seems huge scope to extend 

this type of approach more widely across the sector.  
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The development of markets, both in terms of retail business markets and wholesale 

markets have potential to provide new avenues for injecting fresh approaches and 

innovation into the sector. There are also some very interesting feedback loops – 

markets will reveal new information about efficient costs and these in turn can 

feedback into how price controls are set.  

Putting investors to work  

 

 

The greater emphasis on incentives in the regulatory framework rely on business 

owners who will respond to these incentives. That seems obvious enough, as we 

assume that investors will respond in their own interest. But how much do we know 

about investors? How are they holding management to account? 
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Traditionally economic regulation paid less attention to ownership and governance. A 

regulatory “ringfence” around the regulated business and special administration 

regime protected customers against consequences of business failing or the owners 

going bust.  

The use of notional financing structure to set price controls means that actual nature 

of financing does not lead to any extra costs to customers. 

As set out on the slide, prior to 2010, regulated companies geared up extensively 

(average gearing is now around 70%, with highest gearing at 83%) and moved from 

listed to private equity ownership for all but 3 companies. I acknowledge increased 

gearing can have positive effects – it can focus management on running business 

efficiently.  

However, the focus of investors appeared to be on financing rather than operating 

the businesses. In a world where companies delivered their business plan at the 

allowed cost and avoided any penalties for under-performance, this may have been 

a reasonable strategy from an investor perspective. Outperforming financing, if not 

the only game in town, was certainly the biggest game in town. But not a game that 

had obvious benefits for customers. 

The balance of risk and return has now shifted sharply towards operations – the 

proportion of return linked to outcomes is between +/-1% to 2% of regulatory equity 

in PR14 and increasing to +/-1% to 3% in PR19. And this is in a world where the 

allowed cost of equity was 5.6% in PR14 and is expected to be significantly lower in 

PR19. Higher gearing will magnify these effects further. Operating the regulated 

business well and this includes innovating and delivering more for customers will 

central to investor interests.  

Along with new approach to economic regulation, Ofwat has been promoting better 

corporate governance and greater transparency around ownership structures.  

We introduced new corporate governance principles, in effect, bring disciplines of 

listed company governance requirements to private owned companies and increased 

the role of independent directors, with a focus on board governance and assurance. 
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We also have introduced a financial monitoring regime – to provide greater 

transparency around financing of the sector and help identify potential resilience 

issues arising from excessive or high cost gearing by stress testing company 

financing. 

It is pleasing see some companies starting to take steps to address the lack of 

transparency and reduce gearing. 

Mergers 

Ofwat’s focus on comparative benchmarking and cost modelling as means for 

promoting efficiency meant that mergers of water companies could mean a loss of 

valuable efficiency benchmarks or reduce robustness of cost modelling.  

The merger regime was designed to protect comparative benchmarking and involved 

a compulsory reference to the Competition and Markets Authority (CMA) for water 

mergers above a certain value.  

While preventing mergers had benefits from perspective of assessing efficient levels 

of cost, it also meant that form and size of business was partly frozen by regulatory 

process meaning that nature and scale of companies changed more slowly than it 

might have done in a more competitive landscape.  

This could have negative consequences for customers if it protected inefficient 

management or inefficient structures from pressure for change. 

The Water Act 2014 introduced a new merger regime. This enables a more targeted 

process where the CMA can clear a water merger at the end of Phase 1 of a merger 

inquiry. Ofwat provides an opinion on the impact of the merger on Ofwat’s ability to 

make comparisons and the relevant customer benefits. The CMA can then decide 

whether undertakings in lieu (UILs) would remedy, mitigate or prevent the prejudicial 

effect and so avoid a referral to CMA for an in-depth (Phase 2) investigation. 

Of course, the benefits of comparative regulation are likely to remain important for 

some elements of the value chain even with the growing role of markets. And 

alternative structures could be de-mergers as well as mergers. However, the 
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changes to merger regime should strength competition in the market for corporate 

control and avoid freezing the structure of the sector, to the detriment of the long 

term interest of customers.  

Conclusion  

So are the elephants dancing? Early days yet, but some promising signs 

Much greater focus on customer in the monopoly retail and wholesale businesses 

and going well beyond the familiar tools of willingness to pay surveys to take account 

of insight from customers generated in their daily business and economic 

experiments to understand customer preferences. 

Early evidence that outcomes and totex is leading to both greater cost efficiency and 

improvement in outcomes for customers, and this has been achieved despite 

cautious approach by most companies to outcome at PR14. So potentially much 

more to come and this will help to ensure the performance commitments and costs 

allowances are challenging at PR19.. 

Development of market platforms and market testing revealing new cost information, 

enabling innovation and better outcomes for customers and the environment. 

New entry (and exit by incumbents) into retail business market 

New corporate structures eg emergence of unregulated bioresource business, 

mergers between companies and some signs that highly geared companies are 

moving to degear and increase transparency around ownership arrangements. 

Greater interest in water trading and multi party trading. 

Finally, there is clear evidence of companies stepping up focus on innovation in the 

development of their business plans. 

I see the evolution of our approach to economic regulation and competition as 

enabling the sector to innovate and adapt to the challenges it faces in time of change 

and uncertainty.  
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It is evolution rather than revolution – in many respects it is fundamentally RPI-X 

model, but with greater development of the role customers and emphasis on 

dynamic efficiency for both cost and service, so to be robust over longer term. 

Thank you.  


