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29 October 2010

Dear Mr Ripley

Review of Ofwat – A Call for Evidence
DEFRA’s Call for Evidence into Ofwat, and the wider system of water regulation for England and Wales, is welcomed by SBWWI and its members and we are pleased to have the opportunity to provide our responses. 

SBWWI is an active not-for-profit trade association representing c100 member companies comprising contractors, manufacturers, distributors, training providers and consultants working primarily within the UK water and wastewater sector. Collectively our members have an annual turnover of over £3bn and employ approximately 30,000 people. Many of our members are small and medium sized businesses and we have particular regard for their interests. 

In particular, as an organisation that represents the views and experiences of suppliers to the industry, we wish to emphasise that many of our members suffer from the cyclical patterns of spend in the water sector, linked to the regulatory cycle. The negative impact of this is well documented and recognised by Ofwat, who have tried, unsuccessfully, in the past to smooth the spending profiles of the water companies and, most recently, our members have reported a significant downturn in activities as the industry ended the AMP4 cycle and began AMP5 in April 2010.

Statutory Framework and decision making

Ofwat’s current regulatory system, based on a five-year asset management plan process and price review, was established on privatisation in 1989.  This process has clearly been successful, with the industry achieving almost 100% for water quality and increasing capital investment of over £85bn during the period up to the current time. However, the issues for water companies have changed over the years, particularly with climate change, carbon and the predicted increase in population growth, each of which will have a significant impact on water resources and sustainability. 
In the same way that generations in the future will pay for the profligate consumption of carbon by their ancestors so too, we fear, will the consumers and tax payers of tomorrow suffer for the need for huge capital replacement programmes for assets that water companies bought primarily on a price rather than real life cycle cost assessments.

Sustainable development 

The current regulatory process appears to encourage short-term thinking, as opposed to the long-term strategic development that is required.  With the water companies’ plans subject to a five yearly price review, projects can only be guaranteed for this period, with the financial reliability for projects to continue longer than five years remaining uncertain.  The impact on the supply chain is evident.  Each time the water companies go through the review process, then each time there is a new round of tendering and contract letting, which in itself is a time-consuming and expensive procedure, but which also has a significant impact on supply chain workload and resources, particularly if the supplier fails to win the contract on a re-bid.

The ‘roller coaster’ effect of this process, where workload diminishes immediately before a price review and doesn’t ramp up again, sometimes for a further two years creates more uncertainty for the supply chain, who are often unsure on what to invest in as there is no real insight into what the companies may require to achieve their objectives.   
A further impact of the ‘stop/start’ process, is that SBWWI members have seen skilled operatives move, during the ‘lean’ periods, to other industries, never to return to the water sector, which in turn creates a skills shortage for the industry.  A longer term vision of prospective workload would aid in the supply chain’s own long term plans. 

Innovation

Ofwat tasks the water companies to provide efficiencies in order to maintain customer bills at an affordable level. However, the general consensus is that although innovation can help drive those efficiencies our members are concerned that the risk element associated with innovation is not properly recognised within the Determinations and this leads to reluctance on the part of water companies to take up truly innovative products and/or processes. The increasing lack of R&D investment, leading to lower take up of innovative ideas, has been evident throughout the more recent price review process and SBWWI would like to see an incentive mechanism established to encourage future investment from the water companies, which in turn would relieve some of the pressure on the supply chain to take all the risk. 
Relations with other Regulators

It has been evident in the past that there have been different requirements from the various Regulators in the water sector, which can ‘skew’ the water companies’ activities.  A more common environmental strategy across DEFRA, OFWAT and the EA would be beneficial to all parties and would provide more stability for future projects.  

Protecting customers
Whilst OFWAT is clearly working hard to protect what they regard as the interests of the Water consumer, their somewhat ‘tunnel vision’ for cost down targets and restricted capital awards are driving behaviours in water companies that are essentially “short term”.  
This is resulting in a huge drop in attention to standards and quality in favour of unit price savings.  Whilst this behaviour may well help the Water companies deliver their capital obligations and short term shareholder profitability targets, SBWWI believe that there is a risk that they are mortgaging the future for themselves (and for us as the consumers and tax payers).  

CCWater has certainly heightened its profile within the consumer base, and has achieved some excellent results in water related savings for the consumer. SBWWI is sympathetic to the needs of the consumer (we are all consumers, after all). However, water is a precious commodity and the production of good quality potable water has cost implications.  

The perception that water is ‘free’ still remains, but water is vital to our continued existence.  In comparison to both energy and gas, water provides excellent value for money for the price that is currently paid.  Water scarcity is a potential threat for future generations and we should ensure the consumer is kept sufficiently informed about what they can do to address this.  One member comment, which SBWWI would endorse: “£1 a day gives you all the clean water you can use, takes away and treats all your wastewater, and returns it to the environment without causing damage.£1 a day buys you a newspaper, a packet of wine gums, a half pint of beer if you are lucky!”, speaks for itself. 
The introduction of compulsory metering throughout the UK, which has more recently come to the fore, would help to tackle this situation, insofar as that it would bring consumption ‘front of mind’.  Linking this into savings on energy when using less hot water would ultimately encourage the use of less water.  

The Intelligent Metering Initiative (IMI) was formed in 2008, with funding from the water companies and the EA, to research the potential for intelligent water metering.  The move towards compulsory metering, which is currently happening in the energy sector, has been very slow moving in the water industry, mainly due to lack of Government pressures to introduce this. However, the prospect of wholesale metering is gathering momentum, with both Ofwat and Water UK establishing their individual metering groups.  All parties would agree that, in principle, metering is the fairest way to pay for water consumption (with various social payment options applied), but Government does need to take a lead on this particular area of activity.  An outline of the IMI is attached for your reference. 

Accounting separation

SBWWI continues to have concerns that the five year Periodic Review places efficiency barriers on all parties to the process and has damaging implications for the operation of consistent and effective maintenance policies. The five-year cycle generates uncertainty about the regulated funding available for both revenue and capital expenditure. SBWWI has commented in past responses to Ofwat that the price review should be de-coupled from the asset management planning process. A longer period could induce more stability and consistency which would benefit all sides of the industry. 

In addition, the companies were all requested to produce a 25-year Strategic Direction Plan, outlining their key aims and objectives to 2030. The amount of time and resource which went into producing the final documents was immense. Why, then, were those details not utilised as their long term plans, with a five yearly interim review, allowing for longer term visibility for investors, the supply chain and the consumer?

In closing, a regular comment received from members is that they are very much behind the view that decisions are too often being taken for short term gain and this is not in the best interest of anybody in the long term. We are sure that Ofwat will consider this to be unintended consequences of their responsibility to drive a hard bargain on behalf of the consumer, but in the long term this is clearly not the case – the consumer is currently obtaining a poor return. 

It is also agreed that the current 5 year cycles, if anything, almost force this scenario to occur, whereas longer term planning would be more likely to deliver better longer term solutions. The heart of the problem could, therefore, be the lack of the right framework and guidance for long term strategic decisions to be made that will ultimately be in everybody’s best interest. This shift in emphasis would require a degree of leadership and direction that has so far been lacking and that, we believe, goes beyond the regulator to the highest levels of government. 

The vicious AMP cycle will only be broken by providing the right framework and guidance for sustainable investment that result in good value in the long term for all stakeholders. The key is to find that formula and ensure that everybody follows it in the future. However, this solution needs to be delivered in a timely fashion (preferably to follow AMP5) to avoid another damaging period of inactivity and without party political features that could be reversed at the next election.

We do hope that you will take SBWWI ‘s comments into consideration during this Review and look forward to our meeting with Dr David Gray on 14 December, where we could further expand on the comments provided above. 

Yours sincerely
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Carol Hickman

Executive Director

SBWWI

38 Holly Walk  Leamington Spa Warwickshire CV32 6NY

Telephone:  01926 831530  Fax : 01926 831931

e-mail:  hq@sbwwi.co.uk    www: sbwwi.co.uk 
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