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SLIDE 1 - WELCOME 
 
 
SLIDE 2 - SUMMARY 
 
 
1. Introduction 
 
I would like to start by thanking the Australian Competition and Consumer 

Commission for the invitation to speak here.  I would also like to thank my colleagues 

at Ofwat, who helped me put together this presentation.  I am delighted to be here to 

share with you some of Ofwat’s experiences in the England and Wales water and 

sewerage industry, and I hope to learn from what is happening in many states over 

here.  I particularly look forward to the opportunity to share knowledge. 

 

SLIDE 3 – INDUSTRY SNAPSHOT  
 

First, a quick look at the water and sewerage industry in England and Wales.  There 

are 22 companies, all of which are privately owned by a range of different owners, 

serving more than 23 million customers.  10 companies provide both water and 

sewerage services, and the other 12 provide water only services.  Total investment 

is approximately £3-3.5 billion per year, and total turnover is around £8.7 billion.  

Companies deliver around 12,653 Ml of water per day and lose around 3576 Ml 

every day as leakage.  Average household bills are around £300 but can vary widely, 

and are double the average in the South West of England where the cost of cleaning 

the long coastline fell on relatively few households.  A typical business customer 

using 50Ml would pay between £40,000 and £80,000 per year for water, depending 

on where they were.  For information, currently £1 is worth about $2. 

 

Companies are regulated by several independent bodies.  Ofwat is responsible for 

economic regulation, and uses the well-known RPI-X formula to set price limits every 

5 years. 
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SLIDE 4 - REGULATORY FRAMEWORK 
 

The regulatory framework used in the England and Wales water sector has delivered 

significant benefits for users since privatisation in 1990.  It has accommodated a very 

large programme of private capital investment – about £80 billion in today’s money 

by 2010 – improved the quality of service for customers significantly and provided 

incentives for greater efficiency.   

 

SLIDE 5 – CHALLENGES 
 

But there are a range of new challenges facing the industry.  In the longer term, we 

have to: 

• Mitigate and adapt to climate change; 

• Meet rising consumer expectations; 

• Cope with an increasing number of households; and  

• Comply with the pan-European Water Framework Directive, which sets stringent 

environmental standards. 

 

And in the short term there is evidence of low spending in Research & Development, 

and few new connections between water companies’ networks and little water 

moved, despite differences in water costs between regions.  Perhaps most visible is 

the absence of choice for customers, beyond the ‘plain vanilla’ tariff that the majority 

receive.  Customers in the UK can choose different electricity, gas and telecoms 

providers, and each one offers many different types of tariff.  This does not occur in 

water and sewerage supply.  Henry Ford1 may have been content to restrict his 

customers to black cars, but we believe choice in water supplier is vital. 

 

So, if the water and sewerage companies in England and Wales are to continue to 

deliver high-quality, good value services to consumers, and meet these challenges, 

they will have to go even further in terms of efficiency and innovation.   

 
                                            
1 His famous quote “any customer can have a car painted any colour that he wants so long as it is 
black” – see “My life and work”, Henry Ford, 1922. 
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SLIDE 6 – WHY PROMOTE COMPETITION? 
 

Regulation seeks to mimic the effect of competitive pressures, and Ofwat has used 

comparative or ‘yardstick’ competition, benchmarking companies’ performance 

against each other, to protect consumers.  We use companies’ own information to 

drive performance, and we can leave companies to manage their own businesses.  

 

However, regulation has clear limitations.  Despite quite extensive data collection 

(which can be a burden for both regulator and regulated), the regulator will always 

have less information than the water companies and be at a disadvantage because 

of it.  And companies themselves – as monopoly suppliers - have relatively weak 

incentives to understand their own cost structures, their customers’ preferences and 

to innovate.  Furthermore, the yield from comparative competition is declining, as 

companies become more efficient.  Both theory and practical experience suggest 

that yardstick regulation is better at improving static efficiency than it is at providing 

incentives for dynamic efficiency and innovation.  Finally, companies are tempted to 

‘game’ the system, as has been shown by our decision to fine Severn Trent Water 

and Southern Water (two very large water and sewerage companies) for deliberate 

misreporting of their customer service performance2.  

 

SLIDE 7 – WHY PROMOTE COMPETITION? 
 

The challenges facing the water and sewerage industries mean that addressing such 

deficiencies in regulation is now a priority for Ofwat.  Across our economy, 

competition has been shown to be the most effective way to identify opportunities, 

innovations and solutions, which would otherwise not be revealed.  Competition is 

one of the key drivers3 of productivity growth, and research4 has shown that market 

power arising from ineffective competition has a negative impact on productivity 

growth. 

 
                                            
2 www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/pn0208, and 
www.ofwat.gov.uk/aptrix/ofwat/publish.nsf/Content/prs_pn2108_svtfne020708  
3 Others are investment, improving skills and human capital, greater innovation, and enterprise. 
4 ‘Competition and Corporate Performance’, Journal of Political Economy, 104(4), Nickell, Stephen, 
1996 (as cited in ‘Productivity in the UK: The Evidence and the Government’s Approach’, HM 
Treasury, November 2000). 
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We believe the appetite for market competition in delivering water and wastewater 

services is growing, both in the UK and in Australia.  Where competition can be 

effective in driving innovation and protecting customers adequately, regulation is a 

second best.  

 

That is not to say that regulation will be completely replaced.  Effective regulation will 

continue to play a vital role in maintaining pressure on water companies with 

monopoly power to perform and improve, and in regulatory access to monopoly 

networks and assets.  Ofwat recently published for the first time its strategy for 

protecting consumers, promoting value and safeguarding the future.  Effective 

regulation and the progressive introduction of competition are both key parts of that 

strategy, although Ofwat is likely to develop approaches that do not depend on so 

much regular annual reporting from companies, but with detailed checks of 

underlying source data for completeness and accuracy as and when we consider 

appropriate. 

 

But both Ofwat and the UK Government are looking very seriously at the challenge 

of how to develop competition in the water and wastewater sectors.  Ofwat has had a 

duty since April 2005 to protect consumers’ interests, wherever appropriate by 

promoting effective competition. There are clear reasons why we should look to 

extend the role of competition, not as an end but as a means to secure important 

benefits.   

• First, market competition has a potentially important role to play in 

encouraging new entrants and stimulating innovations to tackle the problem of 

supplying customers in a sustainable way.  It can also help to allocate scarce 

resources more efficiently.  Securing environmental sustainability of water 

resources is an important part of the Government’s recently-published water 

strategy5. 

• Second, experience from other utility sectors (electricity, gas, 

telecommunications) where competition has been established shows that 

significant benefits have been delivered for consumers compared with the 

vertically-integrated, monopolistic industries that preceded them.  Downward 

                                            
5 Future Water, www.defra.gov.uk/environment/water/strategy/pdf/future-water.pdf 
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pressure on bills, improvements in services and a wider choice of supplies 

can be expected.  These markets are not perfect and they continue to 

develop, providing learning points as they do.  But returning to monopoly 

suppliers would not be in consumers’ interests.  

• Third, research6 has shown that customers want choice in who provides 

their services, so they can obtain lower prices and better services, and a 

greater range of tariff options. 

 

The potential markets within the England and Wales water industry share some 

similarities with other utilities.  For example, retail services in water and sewerage 

are not dissimilar to retail services in other utility sectors that are already competitive.  

But there are other barriers to competition, such as the relatively high cost to 

transport water compared with its selling price, the relatively small geographic size of 

potential markets, the potentially high capital costs of entry, difficulty in accessing 

raw resources and treatment facilities and the existence of strict planning regulations 

and other regulatory and political hurdles. 

 

This means there is no tried and tested blueprint developed internationally for us to 

follow, although competition is being actively sought in some countries, not least 

here in Australia.  However, it also means that we have the opportunity to examine 

this issue from first principles and devise new structures and systems to deliver our 

goals.  And we have the opportunity to learn lessons from other utility sectors, both 

in the UK and elsewhere. 

 

Ofwat has spent a lot of effort in the last 18 months on its own review of competition, 

and recently published the last of its conclusions.  It is a partial vision of the future, 

partial because we cannot know precisely where the industry will arrive – and the 

journey itself will help reveal the destination.  We have made a number of 

recommendations to Government for fundamental changes to the legislative 

framework for competition, and our work will contribute to the independent review of 

competition and innovation, led by Professor Martin Cave, which the UK government 

                                            
6 See for example: Competition Research with Business Customers, Report for Consumer Council for 
Water and Ofwat, in association with WRc, June 2007; and CCWater’s ‘tracking suvey’ 2007 
(www.ccwater.org.uk/upload/pdf/r7420__CCWater_FINAL_20080325090857.pdf) 
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has recently commissioned7.  The Government is very aware of the link between 

competition and innovation.  The review is scheduled to report in Spring 2009, and 

would welcome your input. 

 

In this presentation I will start with a brief summary of where we are now and how we 

have got here.  I will then focus on where we hope to go and how we might get there, 

with reference to our review of competition.  I will then conclude with a description of 

a potential roadmap for the future of the industry. 

 

SLIDE 8 – COMPETITION SO FAR 
 

2. Competition – the story so far  
 

Since privatisation in 1990, the water and sewerage industries have been subject to 

only very limited market competition.   

 

• In 1992, the very largest business users were allowed to change one monopoly 

supplier with another.  But not until 1997 did the first customer switch.  Even now, 

only 14 of these “inset appointments” have been made.  The tool was not 

designed for market competition and is cumbersome and slow.   

 

• In 2000, the Competition Act 1998 came into effect.  This is effectively8 

European-wide legislation designed to guard against anti-competitive agreements 

and abuse of dominant position.  But it is not specific to the water industry - it 

applies to all ‘undertakings’ in the UK - and it does not deliver a specific 

framework for competition.  I understand the Trade Practices Act 1974 is similar 

in nature.  Decisions about alleged anti-competitive behaviour and subsequent 

appeals to the Competition Appeal Tribunal can take years to resolve. 

 

• And then the Water Act 2003 created a bespoke framework for competition, 

which came into effect in December 2005.  This is the Water Supply Licensing 

                                            
7  www.defra.gov.uk/environment/water/industry/cavereview/index.htm 
8 The Competition Act 1998 is based on Articles 81 and 82 of the EC Treaty, and its application 
cannot be at odds with how A81 and A82 would have been applied. 
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regime.  This was a marked improvement, because for the first time there was a 

specific set of rules for competition that were designed to give some customers a 

choice of supplier.  In particular, entrants would not need to rely on general 

competition law to secure access to monopoly assets, and there was a specific 

access pricing method established that all parties, including Ofwat, were obliged 

to follow. 
 

However, the potential for competition under the Water Supply Licensing regime was 

restricted to water services - sewerage was excluded, primarily on the basis that 

there was some market competition already existing in the form of on-site treatment 

of effluent.  The size of the market was also small - only around 2,200 very large 

business customers who use at least 50Ml of water per year, out of a total business 

customer base of around 1.2 million businesses, would be eligible to switch.  This 

covered only about 6% of industry water revenue.  Finally, the access price method 

(the ‘Costs Principle’) was a ‘retail-minus’ pricing principle that required entrants to 

pay the costs that an incumbent incurs in competing with them, as well as their own 

costs, and only allowed the avoidable savings from supplying individual customers.  

It denies entrants any ability to undercut unavoidable aspects of the incumbent’s 

costs embedded in the retail price, even if they are inefficient.   

 

There was little progress in the market place.  No customers had switched.  When 

we looked at why that was the case, we found several key factors. 

• We required monopoly companies to publish estimates of the access prices they 

might offer, but retail discounts ranged from zero to around 2%, and were even 

negative in one case.  

• 7 companies obtained licences to compete, but only 2 were active, so there was 

little external pressure on the incumbents.  One of the active entrants has 

recently entered administration and has had its licence revoked. 

• Entrants and monopoly companies were at loggerheads over many issues, and 

there were protracted negotiations between parties about the content of 

operational and commercial contracts between them.   

• Customers were not confident that the market would protect them in the event of 

a supplier-failure. 
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• Ofwat had insufficient formal powers to break the deadlock, although with 

hindsight our initial preference for negotiated access rather than regulated access 

allowed too much scope for delay. 
 

3. Ofwat’s review of competition 
 
SLIDE 9 – REVIEW OF COMPETITION PART I 
 

We began a programme of work to look at options for change.  In July 2007 we 

consulted on a wide range of issues, both for the current Water Supply Licensing 

regime (part 1 of our review) and more radical thoughts on the structure of the 

industry and potential models of competition (part 2 of our review).  We concluded 

our thoughts on the current regime in December 2007, and made the following 

recommendations to Government on the current  

 

• The retail-minus approach as adopted constitutes a significant barrier to the 

successful development of competition, particularly in the retail sector.  It is a 

‘one-size-fits-all’ approach embedded in primary legislation.  This means Ofwat 

has been unable to implement changes that could have improved prospects for 

competition.  For example, we have been unable to take a different view about 

appropriate access pricing methods to employ.  Therefore we believe the 

mandated use of retail-minus should be removed from statute, and replaced with 

a general set of principles that would allow Ofwat to set appropriate access price 

methods depending on the type of competition that developed; 

 

• The 50Ml threshold for entry to the market is too high.  We have recommended 

that it be lowered quickly to 5Ml, to increase the market to around 30,000 

businesses, followed by the opening of competition to all 1.2 million non-

households. 

 

• A retail market in sewerage services should be added, and we need are looking 

further at the practical and conceptual issues surrounding competition in the 

removal, conveyance, treatment and disposal of sewage.  For example, in the UK 
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potential sewerage markets are geographically much smaller than water 

markets9, which may constrain the scope for competition.  However, we are 

looking further at ‘sewer mining’ and the efficient capture of stormwater, and the 

scope for expanding the market in sludge treatment and disposal. 

 

• We will ask monopoly companies to develop and publish default tariffs for 

customers who may wish to return to them, as a ‘supply of last resort’, so 

customers can have confidence that they will not be without water and sewerage 

services. 

 

SLIDE 10 – VALUE CHAIN 
 

But we have thought more widely than just the current, flawed competitive market.  

We continued to develop our thinking on radical changes, based on work we have 

done on the ‘value chain’ – identifying which were the potentially contestable and 

non-contestable activities currently carried out by the vertical monopoly companies.  

This slide shows our thinking about the separate activities in the provision of water 

and sewerage services, at a high level.  It provides a broad indication of the 

individual business units within the vertical monopoly structure.  It also shows the 

value, by cost, of each part of the chain.   

 

Based on this work, our further recommendations for change were published in our 

most recent paper, in May 2008. 

 
SLIDE 11 - REVIEW OF COMPETITION PART II 
 

• First, we believe ultimately all consumers, including households, should be able 

to enjoy the opportunities that competition brings.  Competition in other utility 

sectors in the UK has delivered benefits in terms of lower prices (even in the face 

of recent energy price rises) and a wide range of tariff options.  However, we will 

want to see the business market developed and tested before including 

                                            
9 There are around 5 times more sewage treatment works than water treatment works, and sewage is 
conveyed around 20% of the distance water is carried in the network.  Hence, markets are likely to be 
far more localised. 
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households, and there would need to be safeguards in place to protect quality, 

maintain desired cross-subsidies and guard against mis-selling.  

 

• Our aim, over time, is to achieve vertical separation of contestable markets from 

natural monopoly activities.  We will take progressive steps to achieve this.  We 

have begun a project to implement accounting separation of different parts of the 

value chain.  We envisage all 22 companies reporting on a fully disaggregated 

basis according to separate activities in the water and sewerage service value 

chains by 2010.  By requiring incumbent companies’ to report their costs more 

clearly, customers and competitors to see which costs and margins are involved 

in the services they are using.  Customers will also be able to choose what 

services they want – and don’t want - and we can reduce the scope for cross-

subsidy between contestable and monopoly parts of the vertical supplier. 

 

• Accounting separation is only the beginning.  Once we have completed our Price 

Review in 2009, we propose to disaggregate the price limits we set between 

activities along the value chain for the water and sewerage services. This will 

require us to give serious consideration of how to allocate the regulatory capital 

value in order to provide as level a playing field as possible in contestable 

activities.  These will not be formal price limits but will allow us to test an 

approach to formal price control separation which should then be established in 

good time for the process of setting price limits for the period from 2015, which 

will allow us to set formally separated price limits for that period.  Price control 

separation is important because it makes it harder for the incumbent to distort 

competition by shifting costs from competitive to natural monopoly parts of the 

business.  It also means transfer prices between business units are more likely to 

be cost-reflective, and these transfer prices could form the basis of competitive 

access prices.  Finally, price control separation strengthens the market focus of 

the individual business units, encouraging them to perform better. 

 

• We also believe that there is a strong case for legal separation of incumbents’ 

retail businesses from the rest of the vertically-integrated business.  Water and 

sewerage retail services are not, in principle, different from retail services in other 
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utility sectors that are already competitive.  It may not be a large part of the value 

chain, but competition in retail services has the potential to reduce costs, 

increase responsiveness to customers’ needs and increase the availability of 

water efficiency services.  We acknowledge that the systems required for the 

retail market to function would need to be developed with the industry, learning 

from retail market opening in other utility sectors.  Retail competition should drive 

savings and competition further upstream, as competing retailers seek 

competitive advantage in how to source the water services they purchase 

upstream.   

 

• But we also recommending some early to steps to remove barriers to competition 

‘upstream’.  Currently, abstraction rights are licensed by the Environment Agency 

which is the body responsible for managing water resources in the environment.  

Abstraction licences are allocated on a ‘first come, first served’ basis, and the 

charge for abstraction is set only to recover the Environment Agency’s 

administration costs.  Hence charges rarely reflect any sort of economic value of 

the water resource.  We consider that effective water rights trading is key 

approach to improving access to resources and has the potential to reveal the 

economic value of water at different locations with benefits for innovation and the 

way the water system develops.  We are working with the Environment Agency, 

to develop effective water rights trading, consistent with achieving sustainable 

abstraction.  The Australian experience is of particular interest to us. 

 

• And we are also looking at different models for competition in the upstream 

market, and assess the options for further separation of the value chain.  

Currently, we believe a wholesale market – where multiple producers and 

retailers contract bilaterally to supply water and / or sewerage services to 

consumers, and separately obtain transport from the network owner – is the best 

option where effective competition is achievable, although other models (such as 

single buyer) will be examined.  We will consider stronger separation for the 

upstream markets in due course, and recommend that legislation should be 

flexible enough to enable industry structures to change and develop over time.  

We recommend that, over time, there is vertical separation of contestable 
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markets from natural monopoly activities.  We will take progressive steps to 

achieve this. 

 

SLIDE 12 - COSTS 
 

Costs 
I’ve spoken about the benefits of competition, but it would be unfair if I did not also 

acknowledge that there are potential costs. 

 

Introducing competition has costs, including costs in establishing the systems for 

competition and ongoing costs, such as the transaction costs of different businesses 

trading with each other, the potential loss of economies of scale and scope, as well 

as the costs of marketing to customers.   

 

There is very little solid evidence of either costs or benefits to support a detailed 

quantitative analysis.  Perhaps most relevant is the introduction in Scotland of a retail 

market for water and sewerage services for all 130,000 business customers, in April 

2008.  The regulator in Scotland has estimated that the payback period is around 4 

years, not including benefits which are expected from future improvements in 

efficiency. 

 

Some commentators are saying competition could introduce revenue uncertainty – 

thus increasing risk and the overall cost of capital.  However, a significant element of 

the industry will always relate to the networks, and removing retail might actually 

reduce risk.  Unlocking the information in the value chain could unlock value not just 

for consumers but also for investors.  And with clear communications we can 

minimise uncertainty and ensure the financial sector is brought along with our 

proposals. 

 

There is also the potential for competition to unwind the geographic and social cross-

subsidies built into some tariffs, with adverse consequences for vulnerable 

customers (especially households), or those customers who happen to live in hard-

to-supply places.  However, it is possible to maintain desired cross-subsidies within a 
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competitive market place through, for example, a system of entry and exit charges, 

targeted social tariffs or a universal service obligation. 

 

At this stage we do not have proposals that are detailed enough to quantify their 

costs.  This underpins our strategy of introducing competition progressively, letting it 

prove itself before taking the next step.  However, it is worth noting that we are 

proposing to move away from a regime where the existing regulations that have 

prevented competition from developing successfully in water and sewerage markets.   

 

SLIDE 13 – POSSIBLE ROAD MAP 
 

4. Possible road map 

 

Changes to legislation are needed to implement most of the reforms that I have set 

out in this presentation.  And before legislation can be changed, Government, 

customers, water companies and other key stakeholders need to be convinced of the 

need for change and the right way to do it.  At this stage, therefore, we can only set 

out indicative timescales and steps along the way, as the timing of legislation and 

Government decisions are uncertain.  There is the possibility of draft legislation (a 

Floods and Water Bill) during 2009.  However, there is also the prospect of a 

General Election by May 2010. 

 

However, as a quick guide to the next few years, we know that Government has 

already commissioned Professor Cave to review competition and innovation in the 

water and sewerage industry.  The review will consider the scope to deliver benefits 

and drive innovation through developing competition and contestability in all aspects 

of the supply chain in the water and sewerage sector and will recommend changes 

to the legislative and regulatory frameworks needed to deliver those benefits.  

Professor Cave’s review will include an assessment of the costs, benefits, risks and 

feasibility of extending competition and contestability in water and sewerage services 

by looking at potential models in liberalised markets, best practice in other industries 

and demand from stakeholders. 
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The Cave Review is likely to report in spring 2009.  Our work will contribute to that 

review.  For the rest of this year, and into next year, we will be working closely with 

the review team to put flesh on the bones of our proposals.   

 

In 2009, we would hope that new legislation will be drafted to include all the 

proposals I have noted here. 

 

By 2010 we will look to existing companies to begin separate reporting of their costs, 

and we would hope that the competitive market had been opened to include the 5Ml 

customers.  We also hope that Government would have made a firm commitment by 

then to opening the market to all customers. 

 

By 2011 we will be on track to formally separate price controls for existing 

companies, and we expect to have made progress with the Environment Agency in 

reforming the abstraction regime.   

 

And the earliest we could expect a full business market is likely to be 2012.  Beyond 

2012 the future is too uncertain to pin down to a timetable. 

 

Conclusion 
 

SLIDE 14 – CONCLUSIONS 
 

The regulatory regime in England and Wales has delivered significant benefits for 

consumers, and will evolve in order to keep doing so.  But we need a new set of 

tools to tackle the rising challenges facing us all.  We believe competition can do 

that. 

 

As I noted earlier, Ofwat’s strategy makes clear that it is our priority to introduce 

competition where it is in consumers’ interests, and maintaining regulation where 

competition is not yet effective or achievable. 

 

We are keen to learn from other utility sectors and from other countries’ experiences.  

This may be a journey of discovery for Ofwat, but where others have gone before us 
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on similar travels we can learn from them.  As a result of the specific characteristics 

of water and sewage, and because change carries risks with it, we want to take a 

progressive approach to developing competition.  We will take steps where we 

reasonably believe these will bring benefits and enable the market to prove its 

potential.  And as markets are opened we will look for opportunities to withdraw from 

regulation. 

 

We do not know precisely where our journey will take us or how we will get there – 

and part of the fun is finding out along the way what is possible and desirable and 

what should be avoided.   

 

We do know, however, that we need transparency of costs, and to vertically separate 

in order to remove incentives to thwart competition.  We will look for more regulated 

access rather than negotiated access, including a better system of pricing that gives 

clear incentives and signals about where and when to enter the market.  Customers 

and consumers need to be confident in the regime, and we need to maintain our high 

standards of water quality and security of supply.   

 

And above all, we need not be afraid of competition. 

 

END 
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