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28 June 2011

SBWWI –Response to Ofwat document: ‘Future price limits – a preliminary model: informal consultation’

SBWWI is the trade association representing the interests of the water industry supply chain that creates and maintains the sector’s infrastructure and non-infrastructure assets.
The regulatory model outlined in the Ofwat document, ‘Future Price Limits’, appears to be based on some key fundamental concepts:
· Competition is, of itself, a force for positive change: ‘In competitive sectors, customers get what they choose and this provides suppliers with legitimacy.’ (p11)

· Market mechanisms are best-suited to deliver competition: ‘These include the more extensive use of market mechanisms to deliver outcomes that customers and society value in relation to abstractions, water trading and retail.’ (p43)

· The current regulatory regime is not fit for purpose given the challenges faced by the sector (section 2): ‘If we are to drive the necessary changes to behaviours in the sector, we need to change how we regulate.’ (p15)

· The proposed changes, from Ofwat’s perspective, are customer and outcome-focussed, rely largely on a range of incentives, and need to be evolutionary rather than revolutionary in order to retain the confidence of investors.
The principal purpose of this document is to comment on the proposals put forward by Ofwat for consultation, rather than critique the fundamentals. 
The model outlined in the document, namely the separation of water company activities into three separate entities (Resources, Network Plus, and Retail), has merit in that it allows each entity to specialise and to focus on delivering efficiencies in their respective areas.
Given its membership, SBWWI is naturally more concerned with the regulatory approach to Network Plus, although it recognises that regulatory decisions taken with regard to Resources and Retail will impact on Network Plus activities.

Whereas the regulatory approach to Network Plus could be loosely described as ‘business as usual’, the approach to Resources and Retail appears far more radical. The SBWWI is concerned that the undoubted excitement and change that would be occasioned by the separation of Retail and Resource activities is not allowed to detract attention from the absolutely fundamental work undertaken by Network Plus; namely, the ability to collect, treat and transport both potable water and sewage. This is a statutory duty under the Public Health Act 1936. Offering customers a choice of supplier is surely secondary to the maintenance of a national treatment and transport network? This is implied in ‘Future Price Limits’ in comments which highlight the importance of continued investment in infrastructure assets.
‘Future Price Limits’ proposes that it may well be possible to move to longer price control periods for Network Plus activities: ‘A longer price control – say of eight or ten years – might be possible in this part of the business. It may also encourage longer-term planning and improve the incentives for innovation .....’ (p34). In principle, SBWWI is in favour of a move towards longer price control periods as it could help smooth out the stop-start approach to capital investment generated by five-yearly AMP periods. Ofwat could also consider offsetting determinations to avoid the current situation where all water companies ‘synchronise’ their investment in line with the regulatory cycle, a behaviour which leads to a damaging loss of skills within the industry as workers leave the sector during the ‘lean periods’.
There are comments in ‘Future Price Limits’ that suggest that over time the creation of Network Plus as a separate unit could lead to more efficient operators in this area delivering Network Plus activities for other water companies i.e. merging multiple Network Plus units. SBWWI’s concern is that a further concentration of purchasing power in this area could be problematic. Water companies already operate as monopsonies for the procurement of infrastructure and non-infrastructure assets in their geographic areas. This situation already gives them enormous purchasing power. Further concentration could place even greater price pressure on the water industry supply chain and suffocate the innovation and flexibility Ofwat is seeking to promote.
Within ‘Future Price Limits’ much is made of the advantages that could be derived from water trading at the wholesale level: ‘...more efficient use of water resources on the supply side means less construction than would otherwise be the case.’ SBWWI has a concern that water trading would work well in times of plenty. However, when there are national water shortages, the tendency would be for water companies to focus on the needs of their own customers, leaving those companies relying on water resources transferred from other areas in dire straits. SBWWI believes there still needs to be a strategic overview, outside the boundaries of the proposed competitive market for resources,  which looks at the long-term need for new water collection and storage resources, particularly in areas of water stress.
‘Future Price Limits’ proposes a series of working groups working on the content and design of wholsesale and retail price limits, and how incentives and outcomes should operate at the wholesale and retail levels (p57). SBWWI would like to suggest the extension of the working groups proposal to include a Network Plus working group looking at how the Network Plus value chain (the client, framework contractors, consultants, sub-contractors, product distributors, and manufacturers) can deliver innovation – and therefore lower unit costs - in line with the document’s aspirations: ‘We will continue to look for ways to incentivise efficiency and improve innovation in this part of the unit’ (p26).  The working group could also look at the benefits to Network Plus activities of embracing the ideas put forward in the Government’s recently published ‘Construction Strategy’. SBWWI particularly favours the emphasis on the role and treatment of sub-contractors in delivering change through collaboration and partnership in the Construction Strategy.
 SBWWI agrees with Ofwat’s comment that the incentives on customers to manage water wisely are weak (P14). Competition leading to a choice of tariffs and the provision of water efficiency services may help in this area. SBWWI believes that the necessary long-term change in consumer attitudes towards water needs to start in schools with far greater emphasis on the importance of water and water efficiency in the curriculum. Witness the impact of children on the recycling behaviours of their parents.
SBWWI would like to encourage Ofwat to recognise the water industry supply chain as a ‘stakeholder’ in the future of the water industry and for it to be consulted at an earlier stage along with investors, CCW, UKWIR and others.
SBWWI would like to thank Ofwat for having the opportunity to respond to the ‘Future Price Limits’ document. We are willing to actively participate in future workshops and look forward to further engagement with Ofwat as it works to build a regulatory regime that can tackle the very serious challenges outlined in the ‘Future Price Limits’ document.

Yours sincerely

[image: image1.png]o8 Midensin




Carol Hickman
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