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About this discussion document
This discussion document considers the challenges facing the water sector in
England and Wales, and how Ofwat can help it to address these challenges.

We are seeking the views of all interested parties to promote a shared understanding
of the challenges facing the sector and all those with an interest in it.

In December 2015, we will consult on our initial proposals for regulatory change at
the 2019 price review.
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Executive summary

The water sector faces demanding challenges...

High-quality, reliable water and wastewater services are an essential service. They
are fundamental to:

e our quality of life;

e our health;

e the environment; and
e the economy.

Population growth and climate change mean that the water sector in England and
Wales faces growing pressure to address challenges such as water scarcity and
environmental quality while improving the resilience of systems and services to
customers. This all takes place in a world of rising customer expectations and new
opportunities to innovate to deliver services.

It is vital that the framework for economic regulation facilitates and stimulates the
sector to deliver service that maintains and deepens the trust and confidence of its
customers. The Water Act 2014 provides new opportunities to make better use of
markets to deliver services to customers in England, both at the retail level with the
non-household market opening in April 2017 and in the wholesale (or upstream)
services such as water resources and sludge treatment.

In this discussion document, we:

¢ outline the challenges and opportunities facing the sector;

¢ identify issues with the current regulatory framework;

e set out the key questions that we think our regulation of the sector needs to
address; and

e describe the enduring high-level principles for the 2019 price review (PR19).

We see this document as a first step to gain common understanding around issues
facing the sector and how we can help it to respond to the challenges it faces. Our
approach to economic regulation can enable and incentivise the sector to meet these
challenges.
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Economic regulation has a role to play in enabling the sector to
meet challenges

Economic regulation can drive how service providers (that is, those companies that
provide water and wastewater services) operate their business and how they seek to
meet their customers’ needs. We consider that our approach to economic regulation
can help to both create and allocate value for the sector. Economic regulation can
help to create value by encouraging and incentivising innovation, and discovery of
new ways of delivering to customers. Economic regulation also allocates this value
to customers, for example, through lower bills and better service, and by enabling a
better environment or allowing investors to share value they have helped to create.

We have set up our Water 2020 work programme to:

e develop our approach to upstream markets;

e adapt our regulation to accommodate greater use of markets; and
make sure that the sector is able to evolve to address the challenges facing it
and deliver more to its customers.

The Welsh Government has decided that some provisions in relation to competition
in the Water Act 2014 will not initially be extended in Wales. If the Welsh
Government later decided that new evidence supported extending the role of
competition in Wales then these provisions could be switched on and hence markets
extended to Wales. Discussion of the use of markets in this document is therefore
more pertinent to England, and the discussion of regulation, while important for
England, will be even more significant for Wales.

We have identified key high-level questions for the future of
economic regulation in the sector

Based on our analysis of the challenges facing the sector and the new opportunities
that the Water Act 2014 provides, we have identified the following high-level
guestions for the Water 2020 programme.




Towards Water 2020 — meeting the challenges for
water and wastewater services in England and Wales

Table 1 Key questions for our future regulation of the sector

Key questions for our future regulation of the sector

KQ1 How do we regulate to encourage service providers to focus on their customers over
the longer term, rather than focusing their effort around periodic price reviews?

KQ2 How do we build on the customer-focused approach to the 2014 price review (PR14)
and promote and maintain genuine customer engagement that drives companies’
businesses?

KQ3 How do we regulate to encourage service providers to discover new ways of delivering
outcomes to customers, which reduce cost and improve service?

KQ4 How do we encourage service providers to discover and reveal the efficient cost of
providing services?

KQ5 How can we best align the interests of investors, management and customers?

KQ6 How can we maintain investor and customer confidence through the transition to any
new arrangements?

We have maintained a consistent set of principles to guide PR19

As part of PR14, we developed a set of principles to guide the design of our price
review methodology. We have reviewed these principles, taking account of the
revised statutory framework within which we are working, and our new resilience
duty in particular. We recognise the importance of consistent and stable principles in
the regulatory framework. This is why, in line with our strategy, we are retaining the
principles that underpinned PR14, and some of the key aspects of the regulatory
framework we introduced for it.

Key aspects of the PR14 framework that we propose to retain include the:

e focus on customer engagement and outcomes (such as safe and reliable
drinking water); and
e total expenditure (totex) approach to cost assessment.

We have engaged with stakeholders to capture the lessons from PR14 and to inform
the design of future price controls. We have set out our findings in PR14 lessons
learned, which is published alongside this document.
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We are promoting discussion on the future regulatory framework

In line with our strategy, we have encouraged a “market place of ideas”, with
stakeholders contributing to shaping the regulation of the future. We appreciate the
willingness of stakeholders to engage and contribute on a range of important issues.
A number of stakeholders have already submitted papers setting out their approach
to the evolution of sector regulation, and \Water UK has provided links to these on its
website.

This discussion document seeks the views of all interested parties to promote a
shared understanding of the challenges facing all stakeholders with an interest in the
sector. We will engage further on these issues over the summer and early autumn.

Next steps

In December 2015, we will consult on our initial proposals on the role of markets and
the consequent changes in the regulatory framework, including the structure of price
controls and how we deliver on our commitment during PR14 to protect the sector’s
pre-2015 regulatory capital value (RCV).

Early clarity on these issues will help to maintain regulatory predictability. It will also
help us to identify whether changes are required to company licences to support
these regulatory changes, including those that are consequential to the Water Act
2014. And we will be clear on the areas in which we will be maintaining a consistent
approach from PR14. Following consultation, we propose to publish our decisions on
the issues outlined above in May 2016.
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1. Introduction

This document discusses the challenges and opportunities facing the sector and how
we might address these through the development of our next price review (PR19)
and the implementation of the Water Act 2014. We intend it to promote discussion
with our stakeholders and frame the development of further work. We will consult on
our initial proposals in December 2015.

1.1 Document structure

In this chapter, we set out some context for the Water 2020 programme under the
following headings.

e What is Water 2020?

e The water sector in context.

e Developments in the legislative and wider regulatory framework.
e Learning from PR14.

We then consider the issues and questions currently facing the sector.

e Challenges facing the water sector.

Addressing challenges: role of markets and economic regulation.
Key policy questions for Water 2020.

Ofwat’s principles for setting price controls as part of Water 2020.
The timeline for PR19.

Next steps.

There are also four appendices

e Appendix 1 explains the process for responding to this discussion document.

e Appendix 2 lists the questions that this discussion document poses.

e Appendix 3 sets out the legal and wider regulatory framework.

e Appendix 4 provides further information and evidence on the challenges
facing the sector in the future.

This discussion document represents the first step for our Water 2020 programme.
To initiate discussion on the way forward, we have outlined some of the key policy
issues that will need to be considered as part of this programme in the following
three associated policy papers.
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e Customer engagement and outcomes.
e Promoting markets.
e Regulating monopolies.

Your views in these areas will help to inform our initial proposals, which we will
publish in December this year.

1.2 What is Water 20207?

Through the implementation of the Water Act 2014 and the delivery of the 2015-20
price controls, the water sector will see significant changes over the next five years
and beyond. These changes provide real opportunities to improve how services are
delivered to customers and for the environment in the longer term. By using all of our
regulatory tools and looking hard at the available options , we can help to ensure that
the sector continues to be incentivised to deliver the best possible service for
customers.

In line with the new legislation and its subsequent commencement by the Secretary
of State’, the Water 2020 programme will facilitate the introduction of markets for
wholesale water and wastewater services in England, increasing the scope for entry
and, ultimately, more efficient outcomes and innovation. Outcomes are the things
that customers and society value — for example reliable access to clean and safe
drinking water.

To ensure that the regulatory framework helps bring about these changes and
continues to protect customers, the environment and wider society, the Water 2020
programme will also develop the framework for a proportionate price setting process
for PR19 that builds on the success of PR14 and looks beyond 2020. The Water
2020 programme will also consider how customers in England and Wales can best
be protected by regulation given the different stance on the use of markets of the UK
and Welsh Governments.

We will carry out this work in the context of our statutory duties and the guidance we
receive from the UK and Welsh Governments.

! Commencement of the legislation is a matter for the Secretary of State and not Ofwat. We expect to
work closely with Defra to address a range of upstream related policy questions to assist Defra, who
will advise the Secretary of State on the commencement of the Act.
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We propose to consult on this framework in December 2015 and publish our
decisions in May 2016.

1.3 The water sector in context

The water and sewerage companies (WaSCs) and water only companies (WoCs)
that we regulate represent a significant part of the water and wastewater value
chains. But, as figure 1 below shows, there are additional parties, outside the
boundaries of these companies, in catchments and beyond, that can affect the
outcomes that customers and society experience. For example, agriculture and
industry both use water and impact on the quality of the environment but are not, of
course, subject to our regulatory framework.

Figure 1 The water sector in context
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As the diagram shows, both the activities that we regulate and those outside the
sector will impact on outcomes. For example, they impact:

e the environment - the quality and scarcity of water in the system, as well as
the ecosystem itself;

e customer outcomes — services received by bill-paying customers such as a
clean and reliable water supply; and

e customer bills — both household and non-household, with the related
implications for affordability.

The best outcomes for customers are likely to be delivered when there is effective
interaction and appropriate co-ordination across the wider sector. Some companies
are taking a more active role in facilitating co-ordination to benefit their customers,
such as catchment management and collaborative approaches to demand/supply
balance. Similarly, the outcomes approach to regulation and adopting a totex
approach to cost assessment incentivises companies to focus on what matters to
customers. It also gives them greater flexibility about how they address the
challenges they face.

1.4 Developments in the legislative and wider regulatory
framework

The Water Act 2014 provides for a range of changes.

e Itintroduces the ability to choose their retailer for all non-household customers
of water companies under the jurisdiction of the UK Government?® by April
2017.

e When brought into force, it will encourage greater use of markets for upstream
(wholesale) water and wastewater services provided by companies under the
jurisdiction of the UK Government.

e It gives us a new primary duty in relation to resilience® and amends our
secondary duties.

% The UK Government's jurisdiction is over water and wastewater companies whose areas are wholly
or mainly in England; the Welsh Government’s jurisdiction is over water and wastewater companies
whose areas are wholly or mainly in Wales.

® Reliable service for customers — Ofwat's consultation on resilience.
http://www.ofwat.gov.uk/regulating/tools/pap_con20150708resilence.pdf?download=Download#
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e It gives the UK Government in relation to water companies in England, and
the Welsh Government in relation to water companies in Wales, the power to
publish statements setting out strategic priorities and objectives for Ofwat®.

As well as the Water Act 2014, the proposed abstraction reforms (that is, reforms
that look at how much water is taken from the environment) will provide greater
opportunity for water trading when implemented, particularly in relation to water
users that are not currently involved in public water supply.

Welsh devolution is a further potential change that we should be mindful of. In
particular, the borders of responsibility between UK Government and Welsh
Government for water companies could change to follow national instead of
company boundaries. If this were to happen then the form of regulation and the
scope of markets would need to be adjusted to reflect the changes to the legislative
boundaries. The potential need to change the areas over which regulation and
markets are applied should be considered when developing our policy.

We discuss the developments in the legislative and wider regulatory framework in
more detail in appendix 3.

1.5 Learning from PR14

For PR14, we set a framework that focused on companies delivering the services
that matter to their customers and the environment. This framework included the
following key changes.

e Customer engagement. We placed the responsibility on companies to
engage with their customers.

e Focus on outcomes. Each company developed a set of outcomes relevant to
its local circumstances, along with associated performance commitments —
levels of service that companies have committed to providing — to reflect its
customers’ priorities as identified through the engagement process.

* In this document we use the term “water companies in England” to refer to water undertakers and
sewerage undertakers whose area is wholly or mainly in England. Similarly, “water companies in
Wales” is used to refer to water undertakers and sewerage undertakers whose area is wholly or
mainly in Wales.

10
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‘Enhanced’ companies and risk-based review. We adopted a risk-based
approach to assessing companies’ business plans, focusing on the issues that
could have the biggest impact on customers. Companies that demonstrated
their plans were in the best interests of customers were eligible for ‘enhanced’
status. They received direct financial and reputational benefits and benefited
from the certainty of an early draft determination.

Totex approach. Rather than split companies’ expenditure allowance into
capital expenditure (long-term investment); and operational expenditure (day-
to-day running costs), we considered their total expenditure (totex).

Balanced package of risk and reward. We have allocated risks to the party
best able to manage these risks and provided meaningful outcome delivery
incentives — financial and reputational incentives to deliver the agreed
performance commitments — so that companies are incentivised to provide the
best service.

Alongside this document, we have published the lessons from PR14. This follows
extensive conversations to identify the key learning both within Ofwat and with all
interested parties. Some of the key observations include the following.

Customer engagement. There was real evidence of companies listening
and delivering the outcomes their customers wanted. The customer challenge
groups (CCGs) were really critical to delivering this result as they pushed
companies to deliver more for customers. Looking ahead we believe there are
opportunities for companies to better understand customer priorities,
particularly by using information from day-to-day interactions with customers

Company ownership. Some companies embraced the new methodology
and delivered plans that we were largely able to accept in the round under the
risk-based review. However there were many examples where this did not
happen. This was most apparent in relation to the allocation of costs, and the
way companies sought to identify and manage risks. Looking ahead we think
there are opportunities to further company ownership through better use of
financial, procedural and reputational incentives in the risk-based Review

New information. The introduction of targeted retail and wholesale controls
delivered greater visibility of costs and greater management focus on different
elements of the value chain. The outcomes framework also revealed a wealth
of information about customer priorities and service levels. This was all
underpinned by our commitment to transparency and open and honest

11
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conversations with our stakeholders. Looking ahead we think there are
opportunities to reveal more and higher quality information about the cost of
providing services and customer priorities, as well as scope to apply more
targeted price controls.

e Value for money. The approach to setting the wholesale and retail cost
allowances provided a sound basis for setting revenues in light of the
information asymmetry between the regulator and the regulated companies.
Looking ahead we will consider whether our models are sufficiently
challenging and whether there are opportunities to strengthen the incentive for
efficiency. This includes exploring whether more could and should be done to
support water trading, and whether we can increase the power of incentives
for operational outperformance.

e Resilience. The outcomes framework empowered companies to understand
long term asset health and develop measures to give visibility to how they
meet their legal obligation to maintain and improve the health of assets. We
also introduced changes that will help better eco-system resilience and
financial resilience. Looking ahead we think there are opportunities for
companies to provide greater visibility over how they are planning for the long
term.

o Efficient and effective regulation. PR14 was delivered by applying a
flexible approach to the process. This allowed us and companies to deploy
resources where they would deliver the most value for customers, although it
also made the timetable particularly challenging. Looking ahead we see a
continued need to operate flexibly and we also expect companies to operate
flexibly so that that they can respond to changing circumstances.

We will continue to learn as companies operate within this new regulatory framework
during the current regulatory period, and as we reflect on the outcome of the referral
to the Competition and Markets Authority (CMA) of Bristol Water’s price
determination, which is due later this year.

12
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2. Challenges facing the water sector

The water sector faces a number of challenges, both now and in the longer term.

This chapter considers the extent to which companies are already facing challenges
and how external drivers of change (as illustrated in figure 2 below) will exacerbate
these challenges, as well as present opportunities to improve performance. We
consider these challenges in relation to the following three broad outcomes.

e Environment (in terms of both water scarcity and water quality, as well as the
ecosystem itself).

e Customer outcomes.

e Customer bills.

Figure 2 External drivers of change
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Appendix 4 includes further information and evidence on the drivers for change
illustrated in figure 2 above.
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2.1 Environment

Both water customers and wider society are increasingly acknowledging the
importance of our environment. In its Water Strategy for Wales®, the Welsh
Government stated its aim “to maintain and enhance the resilience of ecosystems
and the benefits they provide, and in so doing, meet the needs of present
generations without compromising the ability of future generations to meet their
needs”. The Lawton report, published by the Department for Environment, Food and
Rural Affairs (Defra) in 2010°, also notes that “we have recently begun to better
understand that our natural world is not a luxury: it is fundamental to our well-being,
health and economy”.

Customer surveys that the companies conducted in the run-up to PR14, confirmed
that customers are concerned about environmental issues. For example:

e more than 60% of Thames Water’s customers suggested that they are
concerned about the environment and give a lot of thought to environmental
issues; and

e 85% of Wessex Water’s customers thought that protecting rivers, lakes and
estuaries was an important element of its business plan.

The water sector relies on and contributes to the quality and availability of natural

water resources and natural resources more broadly. We consider the issues that
the sector is already facing with respect to water scarcity and environmental water
quality in turn below.

2.1.1 Water scarcity

Given the uneven distribution of population and water resources across England and
Wales, the supply of water is often drawn from areas where water resources are
under pressure. Already, a quarter of water bodies in England and 7% of water
bodies in Wales will provide a reliable source of water for new abstraction for less
than 30% of the time’. Many of the affected areas are in the south-east of England,
which are also forecast to experience population growth.

® Water Strategy for Wales, supporting the sustainable management of our water resources, Welsh
Government, May 2015.

® Making space for nature: a review of England’s wildlife sites and ecological network, chaired by
Professor Sir John Lawton, submitted to Defra on 16 September 2010.

" Current and Future Water Availability — addendum, a refresh of the case for change analysis,
Environment Agency and Natural Resources Wales, December 2013.

14
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Many important species and habitats depend on water to survive. In 2010, a WWF
UK study demonstrated a strong correlation between abstraction and groundwater
levels at Axford on the River Kennet. The over-abstraction and the low river levels
impacted negatively on the growth of water crowfoot and reduced water purity. The
quality of river environments also promotes the well-being of communities and
supports economic growth by creating social amenity for leisure activities such as
angling®, and supporting navigation along rivers and canals.

The River Kennet in drought. © WWF

Figure 3 below illustrates areas where good ecological status is at risk because of
current abstraction levels.

® In the National Angling Survey 2012, pollution was the most important environmental issue for
anglers, with 45.7% of those surveyed ranking it as “most important”.

15
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Figure 3 Areas where good ecological status is at risk as a result of current
abstraction’

© Defra.

Population growth and climate change will continue to put pressure on areas, such
as the south-east of England, where water resources are already scarce. This will
also impact on the environment. However, the challenge of future water resource
availability is not likely to be limited to the south and east of England. Water
catchments across Wales, south-west and northern England are predicted to
experience significant unmet demand under many of the scenario combinations that
the Environment Agency has considered. And, as average incomes increase and
customer expectations change, there is likely to be greater demand from customers
for environmental improvements.

° Map from: Water for Life, Defra, December 2011. Areas of yellow, orange and red indicate areas at
low, medium and high risk to good ecological status respectively. This assessment precedes the
tightening of standards introduced as part of the EU Water Framework Directive.

19 current and Future Water Availability — addendum, a refresh of the case for change analysis,
Environment Agency and Natural Resources Wales, December 2013.
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2.1.2 Environmental water quality

The environmental quality of the rivers and beaches in England and Wales has
improved dramatically since privatisation. Bathing water compliance with mandatory
standards in England increased from 65% in 1988 to 99.5% in 2014*, and from 77%
in 1988 to 100% in 2014 in Wales. The water quality of the rivers in England and
Wales has also improved consistently*?, supporting the recovery of wildlife species
such as otters that were previously absent or in decline. We are no longer the “dirty
man of Europe”. Over the period since privatisation, the water companies have
invested more than £116 billion in maintaining and improving services for consumers
and the environment.

The tightening of environmental quality standards brought about by the EU Water
Framework Directive and the revised EU Bathing Water Directive has already
increased the pressure for improvements to the quality of discharges from sewage
treatment works. Only 17% of our water-bodies in England are currently classified as
being of ‘good status’ under new standards set down by the EU Water Framework
Directive®.

The sector continues to face challenges relating to water quality and the reduction of
chemical pollutants, which can poison aquatic organisms, accumulate in the
ecosystem, damage habitats and threaten human health. Unless these can be
tackled at source, companies may need to install advanced (and expensive)
treatment technologies at sewage treatment works.

For example, water companies are striving to reduce the levels of nitrates and
pesticides such as metaldehyde in the water that are often the result of run-off from
farmland.

There is also increasing awareness and concern about micro-pollutants such as
pharmaceuticals, micro-plastics, endocrine disruptors and metals. The Priority
Substances Directive supplements the Water Framework Directive by establishing
environmental quality standards for ‘priority substances’ and ‘priority hazardous
substances’. There are already targets in place for some substances, with future

11https://wwvv.gov.uk/government/uploads/system/upIoads/attachment_data/fiIe/419O9O/WQ_trends_
2009-2014_March2015.pdf

2 The percentage of rivers assessed as being at good biological quality increased from 62.6% in 1990
to 72.5% in 2009 in England and from 79.7% to 87.1% over the same period in Wales, whilst the
percentage of rivers assesses as being at good chemical quality increased from 55.2% to 80% in
England and from 86.3% to 94.7% in Wales over the same period. Source:
https://www.gov.uk/government/statistics/river-water-quality-indicator

13 2010 to 2015 government policy: water quality, Defra

17


https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/419090/WQ_trends_2009-2014_March2015.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/419090/WQ_trends_2009-2014_March2015.pdf
https://www.gov.uk/government/statistics/river-water-quality-indicator
https://www.gov.uk/government/publications/2010-to-2015-government-policy-water-quality/2010-to-2015-government-policy-water-quality

Towards Water 2020 — meeting the challenges for
water and wastewater services in England and Wales

targets agreed for additional substances. This list of substances is updated
periodically and there are a number of additional substances on the watch list for
potential future inclusion.

The scale of fines for pollution incidents has also increased. Thames Water was
recently fined £250,000 for polluting a nature reserve under new guidance issued in
July 2014, and the Court of Appeal, which upheld the fine, noted that “the
objectives of punishment, deterrence and the removal of gain... must be achieved by
the level of penalty imposed. This may well result in a fine equal to a substantial
percentage, up to 100% of the company’s pre-tax net profit for the year in
question...even if this results in fines in excess of £100 million”.

So, the challenge for water companies is to deliver improvements in a way that is
efficient and does not compromise the environment. This means moving away from
end of pipe solutions(cleaning up contaminated flows of water at the point where that
effluent enters the environment) towards more integrated catchment management
approaches. This will require the management of different risks — and different skill
sets to manage these risks.

Maintaining and improving water quality in the face of population growth and climate
change pressures will be an ongoing challenge for the sector. As average incomes
increase and customer expectations change, there is likely to be greater demand
from customers for environmental improvements. This is likely to be reflected in
increased environmental standards over time.

2.2 Developing and maintaining resilience

Earlier this month, we published a consultation on how we take forward the primary
duty to further the resilience objective, which we gained through the Water Act
2014%. Resilience is the ability to cope with, and recover from, disruption, trends and
variability in order to maintain services for people and protect the natural
environment, now and in the future.

Services will only be resilient if the systems that underpin them are resilient. The
resilience of any system depends not only on each element within the system, but,
crucially, on the links between those different elements. The overall system on which

!4 Definitive Guideline for Environmental Offences.
!% section 22 of the Water Act 2014 introduced our primary duty to secure resilience by amending
section 2 of the Water Industry Act 1991.

18


http://www.ofwat.gov.uk/regulating/tools/pap_con20150708resilence.pdf?download=Download
http://www.ofwat.gov.uk/regulating/tools/pap_con20150708resilence.pdf?download=Download

Towards Water 2020 — meeting the challenges for
water and wastewater services in England and Wales

water and wastewater services depend is a complex one. It includes many different
things — not only the infrastructure and networks that service providers own, maintain
and operate, but also ecosystems and financial systems.

Customer surveys that companies carried out in the run-up to PR14, confirmed that
customers are concerned about resilience For example:

99% of Anglian Water’s customers thought that providing safe, reliable, clean
drinking water was an important aspect of its service; and

82% of United Utilities’ customers supported financial incentives to reduce
supply interruptions.

Issues of network resilience were brought into stark relief following the floods in
summer 2007. These had a significant impact on both water and wastewater
services and are estimated to have cost the UK economy £3.2 billion.

The Mythe water treatment works treats water drawn from the River Severn.
In July 2007, the works flooded, leaving 350,000 customers in the Gloucester
area without piped drinking water for up to 16 days. Since the floods, Severn
Trent Water has invested in new pipelines and flood defences around the
works.

Widespread flooding took place in Hull in June 2007 as the drainage system
was overwhelmed with rainwater flowing overground and flooding more than
8,300 properties.

A wastewater treatment works in Sheffield, which serves more than 500,000
customers failed.
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Flooding at the Mythe water treatment works, July 2007 © Environment Agency

The winter storms of 2013-14 also posed challenges for companies that had to deal
with fallen trees, which caused issues with site access, and power failures.

We also note that the security of assets from terrorist threats is an increasing
challenge that companies also have to address.

The pressures that climate change, weather variability and an increasing population
create mean water and wastewater systems and services will face ongoing resilience
challenges. For example, securing supply of a high enough volume and quality of
water and managing increasing pressure on drainage systems will remain a
challenge in the future. The challenge associated with securing a high volume of
water is reflected in many companies’ water resources management plans
(WRMPSs). These plans have identified the need for significant investment to develop
new water sources and to upgrade existing facilities over the next 25 years.

The drought of early 2012 followed two dry winters, and was sufficiently severe that
a temporary use ban on some non-essential uses of water (such as using hosepipes
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to water gardens) was implemented in southern England. There were also
preparations being made to impose more severe demand restrictions. As it happens,
the wettest summer on record arrived in time for the London Olympic and Paralympic
games.

The corporate and financial resilience of the sector may also be tested in the future
by financial shocks to the system and changes to the financial landscape.

2.3 Customer bills and affordability

Overall, our final determinations for PR14 resulted in water and wastewater bills 5%
lower on average in real terms in 2019-20, compared with 2014-15. Companies also
committed to do more to help customers who are struggling to pay their bills.
Currently, around 760,000 people benefit from some form of support from their water
company. Over the next five years companies are putting in place additional
measures, which are forecast to help a further one million people.

In its recent report ‘Cumulative impact of regulation & policy on future water bills’,
Defra considers the potential cumulative impact of regulation on future water bills for
the period 2015-50, taking into account the impact of:

¢ the development of non-household retail markets;

e the development of upstream markets;

e PR14;

e the Water Framework Directive; and

¢ the impact of other potential reforms such as abstraction licence reform.

In Defra’s ‘baseline’ scenario there is a small projected increase in the 2030 average
bill of 2%, with a slight overall decline of 4% over the period 2015-50. The overall
trend is broadly flat, indicating that future cost pressures in the sector are being
offset by efficiencies, including those generated by market reforms envisaged by the
Water Act 2014, and PR14 measures.

Affordability and perceived value for money remain issues for a significant number of
customers, and they are key UK and Welsh Government priorities™®. In a report
published in November 2013, the National Audit Office (NAO)*' noted that incomes

'® For example, in its Water Strategy for Wales, published in May 2015, the Welsh Government states
“we will ensure fair and affordable water services for all and we are committed to reducing the
%ercentage of people who have water affordability issues in Wales.”

Infrastructure investment: the impact on consumer bills, National Audit Office, 13 November 2013.
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of low-income households fell 11% in real terms between 2002 and 2011. It further
estimated that at least 12% of households were at risk of not being able to afford
their water bills'®. Although we appreciate that affordability is a complex issue, these
statistics help to illustrate the difficulties facing some customers.

A Consumer Council for Water (CCWater) survey showed that satisfaction with the
value for money of water services has been falling since 2011, and at 69% in 2013,
stood at the lowest level for four years®®. The same survey showed a marked
increase in the percentage of customers who think that the water and wastewater
charges that they pay were unaffordable between 2012 and 2013 (from 13% to 21%
for customers of WaSCs, and from 11% to 18% for customers of WoCs).

We also note that affordability is an issue for business customers, especially small
businesses, which play a crucial role in the growth of the economy. Another
CCWater survey showed that the perception of value for money with small
businesses has increased slightly since 2012, up 2% to 74% for water services, but
has fallen 4% to 68% for wastewater services.

Affordability also varies by region, reflecting the different size of water bills in
different areas and the varying levels of deprivation across England and Wales.
Figure 4 below shows one measure of how levels of deprivation vary across England
and Wales.

% That is, spent more than five per cent of their income on water and sewerage bills.

19 Water Matters: Household customers’ views on their water and sewerage services 2013,
Consumer Council for Water, May 2014.

2 Testing the Waters: SME customers’ views on water & sewerage services 2014, CC Water, July
2014
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Figure 4 Variation in deprivation across England and Wales?
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The UK Regulators Network (UKRN) has been working to understand affordability
pressures in the water sector. In a recent report®?, it noted that in 2012, customers in
south-west England paid up to £99 a year more for water and wastewater services,
than the amount paid on average for these services in England and Wales in that
year. At the same time, in parts of the south west, annual income was up to £1,100
below the UK average. CCWater’s survey found that customers in south-west
England are less satisfied with value for money than in other regions, and 41% think
that the water and wastewater charges that they pay are unaffordable.

Customers’ inability to pay their water bills also imposes a significant cost on water
companies, and other bill-paying customers as a result. The business plans
companies submitted to us during PR14 forecast bad debt costs of £1.3 billion?® in
the period from 2015 to 2020.

2 Represented by Severn Trent forecasts of the income domain of the Index of Multiple Deprivation,
where income domain is calculated by a count of income deprived individuals in the area measure by
the number of people receiving income support. See page 13 of “English Indices of Deprivation”,
Department for Communities and Local Government.

2 Understanding affordability pressures across sectors, UKRN, January 2015.

%3 Stated in 2012-13 prices.

23


https://www.gov.uk/government/statistics/english-indices-of-deprivation-2010
http://www.ukrn.org.uk/?page_id=467

Towards Water 2020 — meeting the challenges for
water and wastewater services in England and Wales

The increasing pressure on water availability, the environment and network
resilience®* outlined above will put upward pressure on customers’ bills. Supply-side
solutions are often costly and measures to manage demand are under-developed. In
addition, companies will need to maintain an ageing network of pipes, treatment
works and pumping stations. Consumers are likely to expect increasing levels of
service in the future, more in line with other sectors (including greater use of digital
communication channels), with potential cost implications. But advances in
technology may change the economics of the sector, reducing the upward pressure
on costs.

Household customers’ ability to afford water, both now and in the future, is a growing
concern made worse by the upward pressure on bills outlined above. As well as the
direct impact upon the poorest in society, this adds to the bills of all paying
household customers and could become a significant issue. Increasing average
incomes would help to make water bills more affordable in general. But it is the
incomes of the poorest in society that will determine the extent to which affordability
remains an issue. As noted above, as the level of water bills and levels of deprivation
vary by region, this is likely to be more of an issue for some companies than others.

2.4 Summary

As discussed above, the sector is already facing a number of significant challenges
in relation to issues such as:

e water scarcity;

e environmental water quality;
e resilience; and

o affordability.

External drivers such as climate change, population growth and rising customer
expectations will heighten these challenges in the future.

If these challenges are not addressed effectively, then this would be to the detriment
of customers and wider society in terms of poorer environmental outcomes, reduced
resilience and higher customer bills, than would otherwise have been the case.

* While increased resilience for the future may mean additional investment now, developing an
integrated, more flexible network can represent more efficient investment resulting in a trade-off
between current and future customers’ services and bills.
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So, it is appropriate for us to consider how we, as the economic regulator, can play a
role in helping the sector to address these challenges. In the next chapter, we
discuss how economic regulation can play a role in addressing sector challenges
and the limitations of the current industry framework.
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3. Addressing challenges: role of markets and economic
regulation

As discussed in chapter 2, the water sector faces a number of challenges, both now
and in the longer term. In this chapter, we consider:

e how economic regulation can play a role in addressing sector challenges;
and

¢ how the limitations of the current industry framework could prevent the
sector from addressing such challenges, unless it is reformed.

3.1 How can economic regulation play a role in addressing sector
challenges?

The sector faces difficult long term challenges and economic regulation needs to
enable and incentivise a flexible, resilient and responsive sector. Economic
regulation is about more than simply setting prices to the level of costs in order to
protect customers. Rather, economic regulation needs to enable and incentivise
innovation and new ways of working and delivering to customers. PR14 provides a
sound basis for future regulation along with the scope for greater use of markets in
England in the wholesale value chain, consistent with the Water Act 2014.

Figure 5 below shows the roles that economic regulation can play.

e Creating value: b