=/
WATER/UK

Consultation on the Cave Review of competition anshnovation in
water markets

Defra consultation
Water UK response

Date of submission: 18 December 2009

Contents

Introduction 2
Evolution through a phased approach

An accountable governance framework

A role for Parliament

Market arrangements 5

o g bk wnh e

Minimising the impact of participant failure

18 December 2009 1



1. Introduction

1. Water UK represents the main statutory UK water\aadtewater
service suppliers at national and European level pvdvide a
positive framework for the water industry to engagth its
customers, water consumers, government, regulata's
stakeholder organisations.

2. In this response to the joint UK and Welsh Assembly
Governments’ consultation on the Cave Review onpaiition
and innovation in water markets, we report the etharews of UK
water operators on the strategy Government sholltmaf in
extending competition in the water sector. Asdbesultation
essentially concerns competition in England, thighe area to
which our response generally applies for the timiadp

3. We do not discuss the separate consultation quesséi® water
companies will respond individually with their sifec
perspectives and discuss their views with Defraatly. Water
UK will be happy to facilitate collective exchangasd meetings
between Defra and our members. Such meetings vgoved
Government officials opportunities to explore thage of our
members’ views on the various questions in the weatson. Also,
they could be an opportunity to explore how théedént
competition regimes across the UK might affect aongrs that
operate in all parts of the country.

2. Evolution through a phased approach

4. It is now twenty years since privatisation andwaer industry
accepts that its model needs to evolve if it isdntinue to be as
successful as it has been so far. Growing expentafrom
consumers and society — ranging from better custgemwice to
enhanced environmental protection and adaptatichriate
change — require that the industry adapts itsegjr@é and methods
of working. The extension of competition is onetloeé
mechanisms that could contribute to this evolution.

5. The process whereby competition is extended wiltroeial. It is
widely accepted that competition is a discoverycpss and it is
not possible to predict the forms that competitvlhtake past the
initial stage. We are pleased that this inhereartd-some say
essentially constructive — uncertainty has beeogmeised by the
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Cave Review and the Government in its present dtatsun. Both
insist that a step-by-step or phased approacteiagpropriate way
to proceed.

3. An accountable governance framework

6. As no one can predict the eventual shape that watapetition
will take — in the same way as competition in otbestors is a
perpetually re-invented model - the crucial role@overnment
now is to create a strong governance frameworksinaports a
phased approach to water competition. This viesuported by
the experience of introducing competition in otbectors, which
confirms that a strong governance framework isrésgddo take
the industry forward decisively.

7. The main principle which should be used in detemngra
governance suitable for the introduction of contptiin the water
sector is that there must be democratic accouitafal the way
the water sector develops. Good governance of ebtigm will
have a very direct impact on business and domessiomers. A
specific regime of statutory governance must tlueecbe
determined by Parliament. Together with licencgsr(struments
of appointment) for all competitors and arrangemdéot market
operations, such statutory guidance would remogeded for the
non-statutory guidance currently operated by Ofwat.

8. The industry strongly believes that broad enalbogers for
Ofwat to introduce competition will not provide apmte
governance, will increase regulatory risk and,ebgr increase the
cost of extending competition unnecessarily.

4. A role for Parliament

9. The industry, therefore, thinks that Parliamentsgtionake
specific provisions for a governance framework Wwhitclude:

» A statement of the objectives of competition —uwiohg that it
must be efficient; these objectives should alsdyafgpthe inset
appointment process

= A provision that, in furthering competition, Ofwaiust at all
times have regard to its Section 2 (of the Watdustry Act
1991) duties and to Parliament’s objectives forawvat
competition
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= A provision that customers not in the competitivarket —
including all household customers — should notpaye than
they would otherwise pay; The Government has statéd
response to the EFRA Committee report on PROSGtthat
‘recognizes that household customers must be pgeatdom
additional costs resulting from the creation okeffiective retail
market for non-household customers.’

» Clear principles and market rules to replace threeot Section
66E of the Water Industry Act 1991 on the costa@ple; the
objective of these principles and rules shouldhag &ccess
prices (prices paid by water undertakers — newaatgror
existing ones - for use of others’ infrastructutdly support
Government’s objectives for competition and, inticatar,
ensure that customers not in the competitive mar&gmno
more than they would otherwise (see above).

= A specific description of how the water industrysid be re-
structured; this means, in practice, that Parligrsbould
determine the new licences (instruments of app@ntinvhich
allow the implementation of the principle of retadparation

» A duty on Ofwat to take forward the introductionamimpetition
by involving and engaging the water industry artteot
regulators fully — this duty to apply to future fios of
competition as well as existing ones

= A provision that relevant regulatory changes mag®fwat are
implemented — after full engagement of stakeholderaly by
means of modifications to individual company licegor
instruments of appointment. These should be stuigabe
usual safeguard (appeal mechanisms, etc). Itdhmmilbe
possible to modify licence conditions indirectlydanithout
safeguard by modifying non-statutory guidance wladitence
condition gives water companies an obligation tmWwo

= A provision which sets up a specialised market rgangent
structure run by actual market participants — liggrfrom the
Scottish experience - distinct from Ofwat, whichukbhave a
role as an appeal body only.

= An obligation on Ofwat to ensure that the costsadfing up
agreed market arrangements are recognized in iites g@tting
process.

= A provision that ensures that failure by a marlaatipipant
does not have negative consequences for any afdhstry’s
customers
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10.An appropriate statutory framework would ensuré @favat’s
actions are designed to minimise the costs andtisns of
introducing competition and fully take into accowter
companies’ obligations — regarding drinking watealtty and the
environment, for instance — and the objectivefefdther industry
regulators.

5. Market arrangements

11.The Competition Act may prevent market participdrasn acting
cooperatively — for instance the very importantgess of setting
standard terms in access contracts might be sesmmtias
competitive and not in customers’ interests. igimithen be
necessary for Ofwat to take a lead. It should gadhe industry,
incumbents and new entrants alike, in developingrects
between all parties that covered the terms, inogrice terms,
under which existing statutory water companies i®sgervices to
other parties — or, more generally, where one nmar&seicipant
provides services to another. Such servicesn&iance, include
the provision of wholesale water or waste watevises as well as
access to networks. Generic contracts developéectokly would
always need to be supplemented by specific pravgsazcording
to the characteristics of each case.

12.The market arrangements referred to above shosseénéally, deal
with commercial and operational issues under agnestet
governance. Issues to be addressed would includerer
switching, settlements between market participargatment of
customer debt, meter-related matters, etc. Inqodet, when the
water market is widened to an increasing numbeusfomers,
market arrangements need to be reviewed by magkgtipants to
ensure that the customer transfer methods areetlapt stay fit
for purpose. Ofwat must have a duty (noted abtivé)clude the
resulting costs in its price review process.

6. Minimising the impact of participant failure

13.More work is needed to develop appropriate mechamnis deal
with a situation when a market participant faiizailures by market
participants is an inevitable outcome of compatitiossome
commentators would describe failure as a healtbggss — but our
members are agreed that customers must not beisigrio
inconvenienced by it. At the same time, the co$hiture must be
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minimised so that customers not involved in theatibn do not
bear its costs. Also, it is important that failsreuld not bring
water competition or the water industry into disrep

141t is therefore essential thoroughly to plan howdéal with failure
before it happens. Solutions include the provisioh'supplier of
last resort’, which some of our members suppo€, strategic
supplies’ provisions in the 1991 Act (but we andrBeinderstand
that they are flawed as they are currently writemd other
measures. We invite Defra to engage with the img@as a matter
of some urgency to identify solutions.

Water UK — December 2009
More Information:
Jeanne Golay

Water UK Economic Regulation Adviser
jgolay@water.org.uk
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